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Managing global sovereign bonds
with a Smart lens
Scorecard for unique Enhanced Beta investment strategy

Key Takeaways:

+ The Ostrum AM’s enhanced
beta strategy, which combines
systematic portfolio
construction and active views
to a customized index, has
exhibited strong results since
its launch two and a half years
ago'.

- The customized index offers
an alternative to standard
benchmarks and better reflects
the global economy by being
based on GDP data and by
a stronger representation of
emerging markets.

- The strategy fits either as a core
investment for global treasuries
investors or as a global
sovereign bucket in a global
aggregate core exposure.

- Success of strategy should
lead to its application to other
asset classes, starting with the
global corporate universe and
a sustainable carbon footprint
bond solution, by looking at the
carbon footprint of issuers.

Back in 2015, THE HUB showcased

a unique investment proposition for
sovereign bond investors. The proposed
strategy was aimed at investors chasing
for more yield, while staying in the global
sovereign bond spectrum.

The strategy, which has now been live
for 2.5 years, combines a smart beta
benchmark, with systematic portfolio
construction and active insights.

This two-step approach is designed

to outperform standard issue size-
weighted bond benchmarks. But has
it? And can it evolve further to further
improve its risk-return characteristics?

A strategy in two parts

Let's start with a recap on the strategy
and how it works.

First, the strategy invests in global
sovereign bonds, and is benchmarked
against a customized smart reference
index. Based on Gross Domestic Product
(GDP), this “smart index” uses a blend

of indices in local currency in order to
develop a GDP by PPP (purchasing power
parity) - weighted global government
index more representative of the global
economy. The weights are yearly
reviewed based on October IMF data.

This smart index has a higher exposure
to emerging markets than a traditional
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index and inversely decreases the
exposure to countries that exhibit less
growth.

The smart index is therefore believed
to be more yielded, diversified, counter-
cyclical, forward-looking, and efficient.
As of end of November 2017, it was
composed as follows:

+ 30% Bloomberg Barclays US Treasury
Index (USD)

1 Source: Ostrum AM - Data as of 29.12.2017. Figures mentioned refer to previous years. Past performance does not guarantee future results.
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+ 20% Bloomberg Barclays Euro Treasury
(EUR)

- 5% Bloomberg Barclays Asia Pacific JP
TSY (USD unhedged)

+ 5% Bloomberg Barclays Sterling Gilt
(GBP)

+ 40% Bloomberg Barclays EM Local
Currency Government / 10% country-
capped (local currencies).

Moreover, using a local currency only
universe provides by construction

less risk than a traditional index.
Indeed, currency exposures improve
diversification to the fixed income only
universe and by consequence leads to
lower volatility.

Second, the strategy involves a
proprietary optimisation approach. It
seeks to optimize performance, using
carry as the main driver, within both an
absolute and relative risk considerations
and investment team'’s views limit. The
investment management team assumes
that carry is the main performance driver
for long term fixed income index returns.
The yield to maturity is a relevant
estimate of the future carry (income
return). Portfolio construction using
systematic selection aims at maximizing
expected return and minimising absolute
and relative risk in the portfolio while
respecting Ostrum AM's investment
professionals’ views in terms of market
changes.

It is also during this stage that the active
views in terms of interest rates and
country fundamentals are incorporated
in the process. These seek to anticipate
changes or liquidity bottlenecks in

the marketplace and thereby reduce
drawdown risk.

The outcome of this two-steps process
is a strategy best described as
“enhanced beta” (as compared to smart
beta). In other words, the managers are
not content with building a better index,
they want to beat it too.

Drivers of performance

So, 2.5 years into the strategy, how has
it fared?

Total net performance as of December
2017 since inception in July 2015 is
10.57% and the strategy outperformed
the Bloomberg Barclays Global
Treasury index by more than 3%, in

line with expectations. The strategy
also outperformed the customised
smart beta index by more than 0.40%,
again meeting expectations. Moreover
and for the same period, the realized
yearly volatility was about 6.2% for the
strategy compared to 5.9% for our smart
benchmark and 7% for the Bloomberg
Barclays Global Treasury1.

The outperformance compared with
traditional bond benchmarks has

been driven by Ostrum AM's smart
index construction and its hybrid

and systematic investment process
which includes the active views. By
overlaying the systematic portfolio
construction with a human tilt, the
investment team has been able to
reduce the high turnover that is often
associated with systematic investing.
This reduction in turnover has resulted
in lower transaction costs without too
much impact on performances. The
active views also enable the managers
to anticipate trends; It can be extremely
valuable in bull markets. In bear markets,
the active views can improve relative
performance by adapting duration and
currency views to mitigate downside
risk.

In absolute terms, the strategy faced
important market challenges in the past
two and a half years ,for instance USD
and Oil shocks mid-2015, Brexit and the
Trump election. Despite these market
events, the performance has been
strong since inception.

The strategy made also the most of its
exposure to emerging markets, in terms
of return potential.

While this may look like fortuitous timing
for the strategy, in fact there is a lot of
support over the long term for emerging
market debt. While projected emerging
market growth is not as strong as in the
past, it is still considerably higher than in
developed markets. In addition, there are
few signs of inflation, which is usually
damaging to bond performance.

From that extent, one decisive element
is an important exposure to local
currency denominated debt. Liquidity in
local currency debt is improving and this
means the asset class is considerably
less risky than many believe.

Next steps

The strategy has matched the
expectations of the investment team
since its launch 2.5 years ago. The
managers believe the strategy meets
the needs of clients looking for an
alternative to a pure beta global treasury
exposure. They are currently thinking
to adapt it to other asset classes, the
global corporate universe being a
possibility. A different alternative is to
create a sustainable carbon footprint
bond solution, by looking at minimizing
the carbon footprint of a portfolio and
using an hybrid process.

Written on 26 April 2018

Source: Ostrum AM - Data as of 29.12.2017. Figures mentioned refer to previous years. Past performance does not guarantee future results.
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DISCLAIMER

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when
required by local regulation, only at their written request. This material must not be used with Retail Investors.

In the E.U. (outside of the UK and France): Provided by Natixis Investment Managers S.A. or one of its branch offices listed below. Natixis Investment Managers S.A. is a
Luxembourg management company that is authorized by the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered
under n. B 115843. Registered office of Natixis Investment Managers S.A.: 2, rue Jean Monnet, L-2180 Luxembourg, Grand Duchy of Luxembourg. Italy: Natixis Investment
Managers S.A., Succursale Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via Larga, 2 - 20122, Milan, Italy. Germany:
Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor,
Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment Managers, Nederlands (Registration number 50774670). Registered office: Stadsplateau 7, 3521AZ
Utrecht, the Netherlands. Sweden: Natixis Investment Managers, Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered
office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: Natixis Investment Managers, Sucursal en Espafia. Serrano n°90, 6th Floor, 28006, Madrid, Spain. In France:
Provided by Natixis Investment Managers International - a portfolio management company authorized by the Autorité des Marchés Financiers (French Financial Markets
Authority - AMF) under no. GP 90-009, and a public limited company (société anonyme) registered in the Paris Trade and Companies Register under no. 329 450 738.
Registered office: 43 avenue Pierre Mendés France, 75013 Paris. In Switzerland: Provided for information purposes only by Natixis Investment Managers, Switzerland
Sarl, Rue du Vieux College 10, 1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zirich. In the U.K.: Provided by Natixis Investment
Managers UK Limited which is authorised and regulated by the UK Financial Conduct Authority (register no. 190258). This material is intended to be communicated to and/
or directed at persons (1) in the United Kingdom, and should not to be regarded as an offer to buy or sell, or the solicitation of any offer to buy or sell securities in any other
jurisdiction than the United Kingdom; and (2) who are authorised under the Financial Services and Markets Act 2000 (FSMA 2000); or are high net worth businesses with
called up share capital or net assets of at least £5 million or in the case of a trust assets of at least £10 million; or any other person to whom the material may otherwise
lawfully be distributed in accordance with the FSMA 2000 (Financial Promotion) Order 2005 or the FSMA 2000 (Promotion of Collective Investment Schemes) (Exemptions)
Order 2001 (the “Intended Recipients”). The fund, services or opinions referred to in this material are only available to the Intended Recipients and this material must not
be relied nor acted upon by any other persons. Registered Office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V 5ER. In the DIFC: Provided in
and from the DIFC financial district by Natixis Investment Managers Middle East (DIFC Branch) which is requlated by the DFSA. Related financial products or services are
only available to persons who have sufficient financial experience and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients
as defined by the DFSA. Registered office: Office 603 - Level 6, Currency House Tower 2, PO Box 118257, DIFC, Dubai, United Arab Emirates. In Japan: Provided by Natixis
Investment Managers Japan Co., Ltd., Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No. 425. Content of Business: The Company conducts
discretionary asset management business and investment advisory and agency business as a Financial Instruments Business Operator. Registered address: 1-4-5, Roppongi,
Minato-ku, Tokyo. In Taiwan: Provided by Natixis Investment Managers Securities Investment Consulting (Taipei) Co., Ltd., a Securities Investment Consulting Enterprise
regulated by the Financial Supervisory Commission of the R.0.C. Registered address: 34F,, No. 68, Sec. 5, Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.0.C.),
license number 2018 FSC SICE No. 024, Tel. +886 2 8789 2788. In Singapore: Provided by Natixis Investment Managers Singapore (name registration no. 53102724D) to
distributors and institutional investors for informational purposes only. Natixis Investment Managers Singapore is a division of Ostrum Asset Management Asia Limited
(company registration no. 199801044D). Registered address of Natixis Investment Managers Singapore: 5 Shenton Way, #22-05 UIC Building, Singapore 068808. In Hong
Kong: Provided by Natixis Investment Managers Hong Kong Limited to institutional/ corporate professional investors only. In Australia: Provided by Natixis Investment
Managers Australia Pty Limited (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information of financial advisers and wholesale clients only. In New
Zealand: This document is intended for the general information of New Zealand wholesale investors only and does not constitute financial advice. This is not a regulated
offer for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors who have certified that they meet the requirements
in the FMCA for wholesale investors. Natixis Investment Managers Australia Pty Limited is not a registered financial service provider in New Zealand. In Latin America:
Provided by Natixis Investment Managers S.A. In Uruguay: Provided by Natixis Investment Managers Uruguay S.A., a duly registered investment advisor, authorised and
supervised by the Central Bank of Uruguay. Office: San Lucar 1491, oficina 102B, Montevideo, Uruguay, CP 11500. The sale or offer of any units of a fund qualifies as a private
placement pursuant to section 2 of Uruguayan law 18,627. In Colombia: Provided by Natixis Investment Managers S.A. Oficina de Representacion (Colombia) to professional
clients for informational purposes only as permitted under Decree 2555 of 2010. Any products, services or investments referred to herein are rendered exclusively outside
of Colombia. This material does not constitute a public offering in Colombia and is addressed to less than 100 specifically identified investors. In Mexico: Provided by
Natixis IM Mexico, S. de R.L. de C.V,, which is not a regulated financial entity or an investment manager in terms of the Mexican Securities Market Law (Ley del Mercado de
Valores) and is not registered with the Comisién Nacional Bancaria y de Valores (CNBV) or any other Mexican authority. Any products, services or investments referred to
herein that require authorization or license are rendered exclusively outside of Mexico. Natixis Investment Managers is an entity organized under the laws of France and is
not authorized by or registered with the CNBV or any other Mexican authority to operate within Mexico as an investment manager in terms of the Mexican Securities Market
Law (Ley del Mercado de Valores). Any use of the expression or reference contained herein to “Investment Managers” is made to Natixis Investment Managers and/or any
of the investment management subsidiaries of Natixis Investment Managers, which are also not authorized by or registered with the CNBV or any other Mexican authority to
operate within Mexico as investment managers.

The above referenced entities are business development units of Natixis Investment Managers, the holding company of a diverse line-up of specialised investment
management and distribution entities worldwide. The investment management subsidiaries of Natixis Investment Managers conduct any regulated activities only in and
from the jurisdictions in which they are licensed or authorized. Their services and the products they manage are not available to all investors in all jurisdictions. It is the
responsibility of each investment service provider to ensure that the offering or sale of fund shares or third party investment services to its clients complies with the relevant
national law.

The provision of this material and/or reference to specific securities, sectors, or markets within this material does not constitute investment advice, or a recommendation or
an offer to buy or to sell any security, or an offer of any requlated financial activity. Investors should consider the investment objectives, risks and expenses of any investment
carefully before investing. The analyses, opinions, and certain of the investment themes and processes referenced herein represent the views of the portfolio manager(s) as
of the date indicated. These, as well as the portfolio holdings and characteristics shown, are subject to change. There can be no assurance that developments will transpire
as may be forecasted in this material. Past performance information presented is not indicative of future performance.

Although Natixis Investment Managers believes the information provided in this material to be reliable, including that from third party sources, it does not guarantee the
accuracy, adequacy, or completeness of such information. This material may not be distributed, published, or reproduced, in whole or in part.

All amounts shown are expressed in USD unless otherwise indicated.
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