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Putting purpose into value
investing

Funding future liabilities and beating an index should be the aim
when hunting for undervalued companies

Much of the active management world
focuses on beating the index. Beat the
index and you get a big tick in the box
from clients and the media.

But relative value strategies do not
necessarily meet investors’ needs.
Institutional investors align their
investments to match cashflow
requirements, and even great relative
performance does not necessarily tick
that box during a long duration bear
market.

So how can investors better match
long-term liabilities?

Trading time for value

Vaughan Nelson sees the answer in
simple terms: find companies that have
the potential to return 50% to investors
over three years regardless of the
forthcoming economic environment.

Of course, execution is not as simple

as the philosophy, and there are several
components to this approach. The first
is to echew relative valuation measures.
While the rest of the market is caught up
in media narratives about interest rates,
inflation and meme stocks, the focus is
resolutely on discounted cashflow.

“We are simply looking for attractive,
idiosyncratic stock returns,” says Chris
Wallis, chief executive officer of Vaughan
Nelson Investment Management, an
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affiliate of Natixis Investment Managers.
“We only look at relative value as
confirmation of our discounted cashflow
analyses.”

Returns are derived from one of three
research areas: finding companies
with undervalued earnings growth,
undervalued assets or undervalued
dividend yields. After that, you wait.

Wallis says: “We trade time for value. A
longer time horizon allows us to exploit
short-term volatility and poor short-term
price discovery.”

Exploiting the three key value
categories

First, undervalued earnings growth.
Sometimes the market has not
considered a company'’s ability to
continue investing for extended periods
of time. The management team

may have a particularly strong, but
unrecognised, capital allocation track
record, earning the same to higher
returns on redeployed earnings and
understanding that returning excess
cash to shareholders is sometimes better
than reinvestment.

Unearthing undervalued assets is
essentially traditional deep value. It could
be a cyclically-oriented company coming
off a cyclical bottom, or a company
refinancing its balance sheet or going
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Key takeaways:

+ Value investors should ignore
indices and look for companies
that can return 50% to investors
over three years.

+ To avoid mean reversion,
investors should look for
opportunities that arise across
the business cycle in the
form of undervalued earnings
growth, undervalued assets, or
undervalued dividends.

+ Price moves often morph into
sector or stock narratives
that can stray far from the
underlying economic reality. It
is important to ally fundamental
research and macro analysis to
understand cycles and where
unsustainable narratives may
reside.
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through another type of structural change.
There is an inflection point and suddenly
free cashflow improves. Once the
inflection point has been passed and value
is realised, it's time to exit. Wallis says:
“That's the beauty of having three distinct
alpha streams — they each exploit one
factor and prevent us from holding stocks
too long and getting hit by mean reversion
as other factors become more dominant.”

The third category, undervalued dividends,
is defined as the market insufficiently
valuing a high and secure dividend yield
of at least 10%. To qualify as undervalued,
the balance sheet must not be depleted to
pay the dividend, industry dynamics are
stable, and the majority of the expected
return comes from the dividend.

The bulk of the Vaughan Nelson portfolio
falls into the undervalued growth category.
“Undervalued growth is the most efficient
way of compounding capital,” says Wallis.
Before the financial crisis, undervalued
dividends were a significant component,
but most value in that factor has since
been exploited.

How macro plays a role in value
investing

Although the main focus is on discovering
hidden value at individual companies,
Vaughan Nelson believes investors cannot
ignore macro-economic information. “One
of our differentiators is our macro work,
which distinguishes us from most value
managers,” says Wallis.

It is particularly important to understand
where we are in the economic and

credit cycles and where the bubbles
reside. Wallis says: “We don't like market
narratives, they are not built on reality.” To
steer away from them requires a macro
lens allied to stock research.

Vaughan Nelson's macro-economic
framework aims to predict when there will
be economic accelerations or slowdowns
in service and manufacturing, inflation,
and employment across more than 20
countries. The framework has proved
reliable for 6-12 month lead times, for
economic decelerations and 1-3 month
lead times for accelerations Wallis says.

“There are only two ways to influence

the direction of risk assets — a surprise
change in the growth environment or
inflation,” he says. “The rest is white noise.”
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In general, macro forecasts do not drive
Vaughan Nelson’s portfolios. “It's more
that we establish where we think there is
future value and then ask whether there is
anything in the macro that prevents that
value from being realised,” says Wallis.

Very occasionally, the macro environment
is outright hostile, as in the lead-up to the
financial crisis. Wallis says: “We did a lot of
macro work in 2000 and realised that the
private sector was not finished leveraging
up, so policy would work normally.
However, by 2006 we were scared to death
because we saw that the financial system
and housing had created a perverse set

of incentives driving mortgage and credit
derivatives.” Vaughan Nelson realised

that the era of leveraging was over and a
systemic crisis was at hand.

That kind of crisis typically leads to
nationalisation of the banking system and
a lack of liquidity would affect all prices.
To date, that has been the only time that
macro has driven Vaughan Nelson's
portfolio construction. "However, the
intrinsic value of companies not reliant

on easy credit was intact, and we could
still own some of them, knowing that their
fundamental value would eventually be
recognised,” Wallis adds.

Assessing the current macro
environment

What of the current macro environment
and its impact on value investing?

Vaughan Nelson sees a broad global
recession possibly linked to a sovereign
debt crisis. “We are going to have a good
old-fashioned business cycle with credit
deterioration, and potentially a cleansing
of the sovereign balance sheet through
inflation and a recession,” says Wallis.

He believes we are in a ‘normal” economic
cycle. This cycle may influence at the
margin what Vaughan Nelson decides to
own, but well-managed companies don't
rely on cheap money and they will survive
recession intact.

In fact, opportunities are rife. The current
deglobalisation process, for example,
worries many investors as global supply
chains break down. However, as part of
this process, new chains must be created.
Countries across the world are restricting
the export of chips, upgrading their digital
infrastructure, and rushing to create
national infrastructure champions.
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As they do, companies selling capital
equipment and infrastructure services will
benefit. As Wallis says: “Wherever there's a
loser, there's a winner.”

Creating teams who find value
that others miss

Seeking hidden value across a wide
universe of global companies requires
personnel who are seasoned, skilled and
engaged in all aspects of the work.

Wallis says: “Everyone is a generalist here,
even the portfolio managers do primary
research.” The skills required are wide-
ranging. “If you invest in Japan you need
to understand the culture and that means
speaking the language. We have people
with fluency in foreign languages so we
can not only digest information, but better
assess how management and the local
culture can influence the outcome of the
investment thesis.

All of Vaughan Nelson'’s portfolio
managers have between 16 and 30
years' experience. “We don't hire people
out of school as a rule and even our new
research analysts have more than 10
years’ experience.’

That does not have to be investing
experience — it could be in industry,
banking, consulting or elsewhere. “The
overriding aim is to maintain a team that
has the capabilities to generate ideas and
unearth value that others miss,” Wallis
concludes.

Published in September 2022



2" NATIXIS

INVESTMENT MANAGERS

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.

To obtain a summary of investor rights in the official language of your jurisdiction, please consult the legal documentation section of the website (im.natixis.com/intl/
intl-fund-documents)

In the E.U.: Provided by Natixis Investment Managers International or one of its branch offices listed below. Natixis Investment Managers International is 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. Italy: Natixis Investment Managers
International Succursale Italiana, Registered office: Via San Clemente 1, 20122 Milan, Italy. Netherlands: Natixis Investment Managers International, Nederlands (Registration
number 000050438298). Registered office: Stadsplateau 7, 3521AZ Utrecht, the Netherlands. Sweden: Natixis Investment Managers International, Nordics Filial (Registration
number 516412-8372- Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. 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,
[-2180 Luxembourg, Grand Duchy of Luxembourg. Germany: Natixis Investment Managers S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered
office: Senckenberganlage 21, 60325 Frankfurt am Main. Belgium: Natixis Investment Managers S.A., Belgian Branch, Gare Maritime, Rue Picard 7, Bte 100, 1000 Bruxelles,
Belgium. Spain: Natixis Investment Managers, Sucursal en Espafia, Serrano n°90, 6th Floor, 28006 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 Zrich.

In the British Isles: Provided by Natixis Investment Managers UK Limited which is authorised and regulated by the UK Financial Conduct Authority (register no. 190258) -
registered office: Natixis Investment Managers UK Limited, One Carter Lane, London, EC4V 5ER. When permitted, the distribution of this material is intended to be made to
persons as described as follows: in the United Kingdom: this material is intended to be communicated to and/or directed at investment professionals and professional investors
only; in Ireland: this material is intended to be communicated to and/or directed at professional investors only; in Guernsey: this material is intended to be communicated to and/
or directed at only financial services providers which hold a license from the Guernsey Financial Services Commission; in Jersey: this material is intended to be communicated
to and/or directed at professional investors only; in the Isle of Man: this material is intended to be communicated to and/or directed at only financial services providers which
hold a license from the Isle of Man Financial Services Authority or insurers authorised under section 8 of the Insurance Act 2008. In the DIFC: Provided in and from the DIFC
financial district by Natixis Investment Managers Middle East (DIFC Branch) which is regulated 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 or Market Counterparties as
defined by the DFSA. No other Person should act upon this material. Registered office: Unit L10-02, Level 10 ,ICD Brookfield Place, DIFC, PO Box 506752, 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 investment management business, investment advisory and agency business and Type Il Financial Instruments Business as a Financial
Instruments Business Operator. 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 2020 FSC SICE No. 025, Tel. +886 2 8789 2788. In Singapore: Provided by Natixis Investment Managers Singapore Limited (company registration no.
199801044D) to distributors and qualified investors for information purpose only. In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to professional
investors for information purpose 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 requlated 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 Colombia: Provided by Natixis Investment Managers International 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 Latin America: Provided by Natixis Investment Managers International. 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, 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 Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V,, which is not a requlated financial entity, securities
intermediary, 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. While shares of certain ETFs may be listed in the Sistema Internacional de Cotizaciones (SIC), such listing does not represent a public offering of securities in Mexico,
and therefore the accuracy of this information has not been confirmed by the CNBV. 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. Any reference contained herein to “Investment Managers” is made to Natixis Investment Managers
and/or any of its investment management subsidiaries, which are also not authorized by or registered with the CNBV or any other Mexican authority.

In Brazil: Provided to a specific identified investment professional for information purposes only by Natixis Investment Managers International. This communication cannot be
distributed other than to the identified addressee. Further, this communication should not be construed as a public offer of any securities or any related financial instruments.
Natixis Investment Managers International is 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.

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. The analyses and opinions expressed by external third parties are independent and does not necessarily reflect those of Natixis Investment
Managers. 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.

Natixis Investment Managers may decide to terminate its marketing arrangements for this product in accordance with the relevant legislation.
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Vaughan Nelson Investment Management

Vaughan Nelson Investment Management, L.P, a subsidiary of Natixis
Investment Managers S.A., is an investment adviser registered with the U.S.
Securities and Exchange Commission (IARD No. 106975) and is authorized to
provide investment management services in the United States. The company
conducts all investment management services in and from the United States.
www.vaughannelson.com

MARKET INSIGHT

DOCUMENT INTENDED EXCLUSIVELY FOR PROFESSIONAL CLIENTS (IN ACCORDANCE WITH MIFID)
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