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Inflation Linked Income Streams:
A good match for fixed income
tnuestors’ concerns

Natixis Investment Managers and
affiliate AEW shed light on innovation
within a sector that is well positioned
to address some of the concerns fixed
income investors have in the current
environment.

With interest rates on therrise, it

may be surprising to some to learn
that real estate and in particular
“alternative” property sectors offer
income streams linked to inflation at
a relatively high yield to fixed income

plus underlying capital value protection.

But, as Mathieu Cubilié, an Alternatives
investment specialist at Natixis IM

and lan Mason, Fund manager at AEW
discuss, it is style and performance
objectives that will determine which
real estate strategy delivers the most
benefit going forward.

What is Natixis's macroeconomic
outlook for 2018 and beyond
in the UK?

At the start of the year the prognosis for
the UK economy seemed to be more of
the same, although consensus views

on GDP growth were more cautious

at c1.5% for 2018. Undoubtedly this
view reflects the impact of the ongoing
uncertainty of Brexit on business
confidence and spending, but consensus
also suggests the potential for the UK to
rally strongly by 2020 and to even start
to outperform both the US and major
European economies.

Our view on CPI inflation is that it should
have peaked at the end of 2017 and
should return to more normal long-term
levels as the impact of the fall in sterling
washes through the numbers. A note of
caution is the extent to which suppliers
in the short-term have absorbed higher
costs and the extent to which that can
continue.

The new dynamic which has now come
into the equation is the prospect of rising
interest rates as monetary tightening in
the USA is starting to influence policies
in Europe. Whilst the equity markets'
initial reaction was a fairly dramatic
wobble, the prospect of higher inflation
driven by growth (rather than rising
costs) in the US and UK should not be
seen as a threat.

What should we expect from bonds
going forward?

Bonds can expect to suffer from the
rising rate environment, especially those
delivering a fixed coupon and those with
a long duration where the expected cash
flows will be discounted using higher
rates.

Corporate issuers could be hit at some
point by tightening credit conditions on
more expensive refinancing. Historically,
this tends to increase default rates

for the weaker companies facing
excessively high leverage burdens. This
generally occurs after material rate hikes
and during an economic slump. But this
is far from the Natixis view.

lan Mason,
UK Property Fund Manager

Mathieu Cubilié,
Alternatives Investment
Specialist

Whilst increasing rates are normal at this
stage of the cycle and certainly healthy,
especially after such a prolonged

period of accommodative policies,

we anticipate this should not heavily
impact the macro environment. In fact,
we think the environment will remain
very supportive of the prospects for UK
growth.

As usual, the main questions prompted
by rates tightening should be about
the pace and speed of rate hikes and
how central bankers manage market
expectations to avoid generating
“surprises”. We believe that the recent
adjustments have signaled the end to
the "bonds bubble" and that the current
rates normalisation path will continue.
Whilst this does not signal the end of
growth, it does mean that there is a lot
of capital at risk in cash flow matching
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strategies. While equity markets might
over-react, as it appears they did in
February 2018, there are ways for fixed
income investors to take advantage of
this environment as economies rotate
through the growth phase.

Could the real estate asset class
really help navigate the current
environment?

Real estate fundamentals remain,
overall, well oriented to delivering
relatively strong returns, and whilst
there are variations with regard to sector
and geography, AEW particularly sees
opportunity in property assets beyond
shops, offices and industrial, (also
known as "alternative" sectors). For
existing, particularly regional occupiers,
it seems to be "business as usual”,
despite Brexit. This means good return
opportunities should continue to arise
from specific sub-sectors and from
skillful stock selection. There is also

an absence of excessive stock due

to constraints on development which
supports rental value growth.

Rising rates and inflation can benefit
real estate. In general terms, real estate
values have increased in an environment
of yield compression as multi asset
investors seek higher yielding assets.
Whilst these capital gains are expected
to slow going forward, income levels are
expected to remain at a substantially
higher level than what most UK fixed
income sectors can deliver, as shown in
Chart 1 below.
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This next stage of the cycle should drive
the income component of returns. For
Real Estate, income comes through

as higher market rents are driven by
occupier demand, as well as from
occupiers who prefer their rental
iabilities linked to inflation. Leases of this
nature tend to be found in the

“alternative" property sectors, including
acyclical sectors (such as healthcare
and senior living),which are driven

less by economic growth and more by
demographics. This is also the case in
the regional UK markets, which have
not suffered the excesses of investor
demand experienced in Central London
and the South East.

It is possible to invest in real estate
assets with the aim to deliver higher
income than most available strategies
in the market with a very high level

of cash-flow predictability while still
benefiting from diversification. Such
characteristics can be of great interest
for clients in need of predictable and
secure revenue streams to match their
liability requirement.

How does this translate
in bond terms?

Taking a fixed income investor's
perspective, core real estate strategies
can be modeled as a bond. More
precisely, they can be considered as
credit bonds delivering a variable coupon
with several components:

* Variable rate :
In relation with the average lease duration
* Inflation indexation:
Where rents are linked to CPI/RPI
* Risk premium:
Reflecting tenants’ quality and underlying
assets' quality

Each of these characteristics
can be managed individually and
geared with the unique objective
of delivering a high coupon while
mitigating associated risks as
income streams are secured by
real assets.
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Any property expert will tell you that the
characteristics of real estate assets vary
greatly depending on the sector and
more particularly on the

style of property, as Charts 2 and
Sillustrate.
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Traditionally, it has been a manager's
sector weightings that have been the
main way to differentiate one real

estate fund from another. Even though
weightings against a typical IPD relative
return benchmark tend to be similar,
different sectors have markedly different
prospects. In AEW's view:

* Retail is a low yielding sector with less
interest currently. It is suffering from
the impact of e-tailing

+ London City offices is another sector
to avoid given the high reliance on
financial services tenants whose future
is uncertain due to Brexit

« In contrast, we favour alternative
sectors like care homes and nursery
schools where strong occupier demand
is driven far more by acyclical trends
like demographics and social need.
Most other real estate strategies tend
to focus on shops, offices and industrial
and are more sensitive to economic
volatility than alternative sectors.

Chart 3: MSCI Annualised Income return by UK Sector
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Traditionally, institutional core real estate
strategies have focused on delivering
relative total returns or absolute total
returns in the case of Value-Add and
Opportunistic programmes.
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This has meant that real estate has
usually been allocated to the investors'
“growth” bucket, along with equities
where less focus was given to the fact
that over the last 30 years 70-80%

of UK real estate's return came from
income.

In the years following the Global
Financial Crisis, as bond yields fell

and the hunt for higher returns began,
Long-Lease real estate funds were
launched as a stable cash-flow
product. However, these are structured,
managed and priced as bond proxies,
typically with cash plus or gilts plus
targets, rather than playing to the

strengths of real estate as a Real Asset.

Neither of the above two approaches
focus on delivering high income,
principally because of the way in which
their performance is benchmarked:

+ In the case of core strategies,
relative return objectives do little to
help align investors who want to
maintain steady dividends and capital
preservation. The focus on total return
rather than income tends to produce
unattractive levels of volatility for
many investors focused on cash flow
matching.

NEWS AND VIEWS FOR INSTITUTIONAL INVESTORS

* The total return objective of
long-lease funds offers little
alignment with investors needing a
relatively high level of stable, secure
cash-flow. For such strategies, higher
rates necessitate capital loss at some
point.

* Focusing on delivering a high and
secure income through core assets
provides a very different investment
outcome. Income has proven to be
much more stable over time than
total return, therefore focusing on
delivering high, predictable income
reduces volatility due to yield impact.

It is these factors that prompted
AEW to launch its Real Return
strategy, which seeks to provide a
solution to investors for whom cash
flow matching, inflation linkage and
capital preservation are important.

Does focusing on Real Estate
income mean taking more risk?

Achieving a higher income yield than
fixed income is traditionally thought
of as only being achieved at the cost
of taking more risk, however this is
not necessarily the case for a strategy
that effectively redefines property as

a Real Asset.

How do the risks compare at a

point in the cycle where bond yields
are starting to rise and long-lease
strategies are likely to either fall

in value or have their risk premia
squeezed? The choice is either
buying arguably over-priced assets
where income is ruled by the bond
market, or investing in assets providing
income secured on core quality
property in alternative sectors and
locations that are in demand from
occupiers and for which there are real
prospects for growth.

Investors looking for income might be
interested in considering a property
strategy that targets real total returns
as its performance objective. This
strategy is driven by income targets
from rents secured on property
fundamentals that meet the changing
demands of the real economy. It is also
a strategy that offers clear alignment
between the fund manager and the
needs of investors, as well as a foot
inside both equity and bond camps:

a real asset growth strategy with
relatively high levels of sustainable
income as the hunt for yield
continues.

written on 30 May 2018
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Additional Notes

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): 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. France: Natixis Investment
Managers Distribution (n.509 471 173 RCS Paris). Registered office: 43 avenue Pierre Mendés France, 75013 Paris. 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: World Trade Center Amsterdam,
Strawinskylaan 1259, D-Tower, Floor 12, 1077 XX Amsterdam, 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.
Paseo de Recoletos 7-9, Planta 7, 28004, Madrid, Spain.

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 ZUrich.

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: 16F-1, No. 76, Section 2, Tun Hwa South Road, Taipei, Taiwan, Da-An District, 106 (Ruentex Financial
Building 1), R.0.C., license number 2017 FSC SICE No. 018, Tel. +886 2 2784 5777.

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: 10 Collyer Quay, #14-07/08 Ocean Financial Centre, Singapore 049315.

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 regulated 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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