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LONG-DURATION FIXED INCOME:
MARKET CONDITIONS AND
IMPLICATIONS FOR PENSION
PLANS & INSURERS

LONG-DURATION FIXED INCOME CAN PLAY AN IMPORTANT
ROLE IN PORTFOLIOS ATTEMPTING TO HEDGE AGAINST
PENSION OR LONG INSURANCE LIABILITIES, DEFLATION,
EQUITY RISK OR SIMPLY TAKING A VIEW THAT LONG-
DURATION YIELDS WILL DECREASE.

Some investors spent many years worrying that long-duration
bond yields had nowhere to go but up, so they were likely hesitant
to add to this segment. In the meantime, investors that participated
in this market were largely rewarded with strong returns and
desirable outcomes in terms of hedging risk as evidenced by a 10%
annualized return for the Bloomberg Barclays Long Credit Index

for the trailing 5 year period as of 31 December 2020.

Now, in an environment of Treasury yields trending upward in
2021, this paper explores the long-duration market, considers the
supply/demand dynamics and discusses potential implications for

pensions and insurers.



KEY TAKEAWAYS

e With broad funded status measures having been boosted by solid equity returns and rising rates,
we expect continued interest in long-duration issues from pensions.

e The outlook for long-duration supply over the next six to 12 months appears uncertain as cash builds up
on corporate balance sheets and long-term interest rates have been ticking up.

e While US investment grade corporate bonds and US Treasurys make up the lion's share of the long-
duration market, as of 29 January 2021, there was still $1.1 trillion of applicable securities in other
sectors.

e Beyond establishing an investment structure focused on hedging and return objectives, we believe it
is critical for investors to incorporate the flexibility of allocating to “plus” sectors, idiosyncratic risk
and derivatives.

Long-Duration Market

Broadly, we define the long-duration market as US-dollar-denominated fixed income securities with
maturities of 10 or more years.' At $6 trillion in assets, the long-duration segment is significantly smaller
than the universe of shorter-maturity bonds (see chart). However, the long-duration market can offer depth

and breadth across many different sectors.
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Beyond Corporates and Treasurys

US investment grade (IG) corporate bonds and US Treasurys (including US STRIPS and US TIPS) make up

nearly 82% of the long-duration market.? That means approximately $1.1 trillion of securities can be found

across a variety of other sectors—emerging market (EM) sovereigns and corporates, government-related

issues, high yield (HY], EM corporates and securitized.® We acknowledge there may be challenges and/or

considerations in expanding into these sectors. However, depending upon client-specific objectives, it may be

worth discussing how these sectors could play a role in hedging pension or insurance liabilities.
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In comparison to US IG corporates and US Treasurys, EM credit, HY and government-related issues have

the potential to deliver a similar hedge in terms of long duration, but with potentially equal or better yields.

A key to implementing these sectors is to assess the depth of these markets and to be able to deploy a

robust credit research process to support security selection and risk management.
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2STRIPS: Separate Trading of Registered Interest and Principal of Securities and TIPS: Treasury Inflation-Protested Securities. Data as of 31 March 2021.
3 Note: The majority of long-duration HY debt is fallen angel debt originally issued into the IG market and is likely transitory.
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Supply and Demand Dynamics

Overall US corporate bond supply set a record during 2020. Many issuers sought to solidify their balance

sheets, beef up reserves and pay off near-term maturities in order to persevere through the pandemic.

In the long-duration corporate space, issuance was nearly $400 billion during 2020 as compared to $200 to
$250 billion in 2019 and 2018, respectively.* During 2020, there was a wide range of buyers seeking to take
advantage of relatively cheap bonds at attractive yields—particularly in late March and much of the second

quarter.

2021 NEW ISSUANCE

Corporate issuance remained strong through 31 March 2021.5 But the outlook for long-duration supply over
the next six to 12 months appears uncertain as cash has been building up on corporate balance sheets and
long-term interest rates have been ticking up. Most Wall Street estimates have 2021 gross issuance lower
than 2020. On a net basis, the relative decrease could be exacerbated by a material wave of 2021 maturities.
Furthermore, there is data suggesting that issuers are currently leaning away from the long end. The
average maturity of 2021 new issues has been shorter than that of new issues in 2020. In turn, this has

created an increase in trading activity in the secondary market for the long-duration segment.

The renewed availability of 20-year US Treasury bonds has contributed to new issuance of 20-year
corporate bonds. (It may now be easier to price bonds off of an observable US Treasury price rather than
interpolating between the 10- and 30-year maturities.] We view this as a positive development for pensions

and insurers. These issues may offer another tool to fine-tune credit exposures at longer key rate durations.

PENSION AND INSURER DEMAND

With broad funded status measures having been boosted by solid equity returns and rising rates, we expect
continued interest in long-duration issues from pensions. In some ways, this demand is almost yield-
agnostic as many pensions have prescriptive glide paths built into their investment policies, which could

dictate and telegraph moves toward long duration.

We also expect insurers to be active as higher rates may help in the never-ending search for yield. An
additional factor is the potential interest in US-dollar long-duration bonds from non-US (particularly Asian)

insurers—especially when the hedging costs appear favorable.

1 Citigroup, as of 31 December 2020.
> JP Morgan, Daily Credit Strategy ¢ CDS/CDX AM Update, published 2 April 21.
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TECHNICAL SUPPORT AND WILD CARDS

With potentially less supply on the horizon and expected strong demand, we see technical support for
long-duration prices in the near term. However, any major pandemic-related macro event could change this
picture materially on the downside. On the supply side, merger and acquisition activity will be a wild card.
But given the overall current dynamics of the long-duration sector, pensions and insurers might want to

consider a more proactive approach to securing long-duration bonds sooner rather than later.

Implications for Pensions

We believe that understanding the long-duration market is critical to pension plan decision making. As
mentioned, many plans have well-defined glide paths. They dictate rebalancing out of equities and other
return-seeking assets into long-duration fixed income as funded status improves (or in some cases interest

rates rise) over time.

At this point, the aggregate funded status in the pension industry is at or above pre-pandemic levels.®
We have been seeing companies move along their glide paths and expect that long-duration fixed income

demand could continue unless we see a significant selloff in risk assets near term.

CONSIDERATIONS FOR PENSION PLAN SPONSORS

1. Continue to ensure allocation efficiency in credit versus Treasury issues
Last year shined a light on how quickly credit spreads can widen and snap back. Some strategies with
somewhat flexible guidelines had the ability to access long-duration bonds at significantly wider spreads
and captured strong returns. Given the potential supply/demand crunch at the long end, it is important
to be able to move efficiently when dislocations happen—particularly with the relative value between

rates and credit changing.

2. Look outside of traditional corporates and Treasurys
We suggest broadening the universe of acceptable investments for liability-driven investment (LDI)
portfolios by including asset classes, such as securitized, emerging markets, taxable municipals,
convertibles and bank loans. If market depth is a concern in the 10+ maturity portion of these sectors,
we would suggest loosening the maturity constraint and adding an interest rate overlay to bring duration
back in line with long-duration targets. Such a multi-sector approach has the potential to efficiently

invest during market dislocations while keeping the desired duration hedge versus the liabilities.

SMercer, S&#P 1500 Pension Funded Status Increased by 5 Percent in March,

https:/fwww.mercer.com/newsroom/pension-funded-status-increased-by-5-percent-in-march.html
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Secure physical long-duration bonds before a supply/demand crunch

Due to the supply/demand dynamics discussed, we could see a situation where there is less issuance in
the long end just when pensions and insurers may be looking to allocate to this space (e.g., rising yields
improve funded status and leads to increased demand when issuers are more hesitant to issue at higher
yields). Long-duration bonds also tend to be sticky, or held long term, once purchased by pensions

and insurers. Plans might consider purchasing physical long-duration corporates in advance of hitting
specific glide path triggers and using Treasury futures to adjust duration to meet plan-specific risk
targets. If this is done in concert with overall plan equity and credit risk, we believe this can help plans

limit having to buy long bonds at the same time as everyone else.

Allow managers flexibility to maintain or access fallen angels

There are typically few long-duration HY issuers. However, a few recent high-profile fallen angels have
created an interesting dynamic whereby the HY market has had to digest a significant amount of long-
duration bonds (see chart). While these issuers may eventually get back to investment grade, we believe
it can be beneficial to allow portfolios to hold fallen angels through cycles, while also allowing the ability
to purchase potential “rising stars.” An asset manager that can effectively navigate crossover names can

seek to provide diversification and return potential to an LDI portfolio.

Ultimately, each of these factors needs to be considered within the broader context of a pension plan’s

lifecycle, risk tolerance and specific asset-liability nuances. But as plans continue along glide paths and

seek to allocate the majority of their portfolios to long-duration securities, analyzing the dynamics of the

long-duration market is typically central to successful plan outcomes.
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IMPLICATIONS AND CONSIDERATIONS FOR INSURERS
In light of the market dynamics we have laid out, we believe insurers—especially life insurers and long-

duration liability writers—should have the following on their radar:

1. Duration positioning in reserve and surplus portfolios
Asset liability management (ALM) mismatches
Reinvestment rate risk
a. With the steepness of the curve returning, insurers could position reserve assets longer than
liabilities to seek the higher potential yield of longer-duration assets. Yield curve steepness also has

the potential to increase yield in a surplus portfolio

b. Introduce/add to asset duration barbell in the reserve portfolio. If insurers feel a majority of rates
may trend higher over time, they can seek to alter key rate duration positioning while retaining
overall ALM duration. (Adding to positions with short and long key rate durations, while reducing
those in the intermediate range - 5 to 10 years. In a steep yield curve environment, this trade would
likely mean giving up some yield. However, an insurer can utilize certain sectors that may offer more
spread to offset the give-up in yield. Sectors including esoteric securitized, CLOs, short EMD, HY and
bank loans can offer more spread and help replace the yield give-up in the shorter-duration space.
This portfolio positioning may help allow an insurer to potentially turn over more assets in the short

term and reinvest as rates rise.

2. Fallen angels
Investing in fallen angels could be a tactical opportunity that insurers, working with their asset
managers, could be proactive about. As noted above, recent fallen angels into the long-duration HY
market is likely transitory, but could offer wider-spread long-duration paper in the short term. This
high spread and long-duration paper gives not only the potential to add yield and spread, but through a
high duration times spread (DTS), could present a good total return trade should the fallen angel regain

investment grade status.

3. Municipals
Life insurers have been large buyers of taxable municipals since their introduction, but not tax-exempt
municipals due largely to the unfavorable tax implications. However, current tax law sets the life insurer
policyholder rate at 30%, thus resulting in an effective tax rate for life insurers on tax-exempt municipal
income at 6.30%. This low rate could mean some long-duration tax-exempt municipals are currently

better on an after-tax relative basis when compared to certain long-duration taxable securities.
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4. EM sovereigns/corporates
We believe insurers with long liabilities should consider initiating or adding to EM sovereign
allocations, despite the asset class being a small portion of the long-duration universe. These sectors
can offer yields similar to and potentially above comparably-rated US corporates. They can also help

increase portfolio diversification.

5. Idiosyncratic risk/ diversification
Insurers often look to maintain a large amount of diversification to reduce idiosyncratic risk. Similar to a
HY fallen angel opportunity, asset managers with deep credit skills could reduce portfolio diversification
within an insurer’s portfolio to seek to increase idiosyncratic risk and total return potential in addition to

yield.

Derivatives

Insurers with the ability to use derivatives could seek to port the spreads available in the shorter-duration
universe (esoteric ABS for example) to the long-duration space using US Treasury interest rate derivatives.
The short-duration universe has a broader and deeper spectrum of securities beyond the standard long-
duration universe of US corporates and US governments. The insurer would likely have to analyze the
potential impact on portfolio DTS to determine the tolerance for any slippage relative to the desired liability-
centric DTS.

Conclusion

Long-duration fixed income is likely to remain a key focus for many investors, particularly pension and life
insurance plans. With demand projected to remain strong and future supply levels uncertain, understanding
the factors that could drive long-duration prices will be necessary for effective outcomes. Beyond
establishing an investment structure focused on hedging and return objectives, we believe it is critical for
investors to incorporate the flexibility of allocating to “plus” sectors, idiosyncratic risk and derivatives.

However, all these factors should be couched within each investor’s specific asset-liability framework.
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Endnotes

Per footnote one:

Bloomberg Barclays US Corporate Statistics Index (Statistics, Unhedged)

Bloomberg Barclays US Treasury Total Return Unhedged USD (Returns, Unhedged)
Bloomberg Barclays EM USD Aggregate: Sovereign Statistics Index (Statistics, Unhedged)
Bloomberg Barclays US Aggregate: Government-Related Statistics Unbedged USD (Statistics,
Unbhedged)

Bloomberg Barclays US Strips Statistics Index (Statistics, Unhedged)

Bloomberg Barclays Global Inflation-Linked: U.S. TIPS Statistics Index (Statistics, Unbedged)
Bloomberg Barclays US Corporate High Yield Statistics Index (Statistics, Unbedged)
Bloomberg Barclays: EM USD Aggregate: Corporate (Statistics, Unhedged)

Bloomberg Barclays U.S. Securitized: MBS/ABS/CMBS and Covered Statis (Statistics, Unhedged)

Disclosure

This paper is provided for informational purposes only and should not be construed as investment
advice. Opinions or forecasts contained herein reflect the subjective judgments and assumptions of
the author only and do not necessarily reflect the views of Loomis, Sayles & Company, L. Other
industry analysts and investment personnel may have different views and opinions. Investment
recommendations may be inconsistent with these opinions. There is no assurance that developments
will transpire as forecasted, and actual results will be different. Data and analysis does not represent
the actual or expected future performance of any investment product. We believe the information,
including that obtained from outside sources, to be correct, but we cannot guarantee its accuracy.
The information is subject to change at any time without notice.

LS Loomis | Sayles is a trademark of Loomis, Sayles & Company, L.P. registered in the US Patent
and Trademark Office.

Commodity, interest and derivative trading involves substantial risk of loss.
Diversification does not ensure a profit or guarantee against a loss.
Market conditions are extremely fluid and change frequently.

Past performance is no guarantee of, and not necessarily indicative of, future results.
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Additional notes

This material has been provided for information purposes only to investment service providers or other Professional Clients or
Qualified 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 San Clemente 1, 20122 Milan, Italy. Germany: Natixis Investment Managers

S.A., Zweigniederlassung Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Wes Carrée, 7.
Floor, Frankfurt am Main 60322, Germany. Netherlands: Natixis Investment Managers, Nederlands (Registration n 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. Belgium:
Natixis Investment Managers S.A., Belgian Branch, Gare Maritime, Rue Picard 7, Bte 100, 1000 Bruxelles, Belgium. e 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. e In Switzerland: Provided by Natixis Investment Managers, Switzerland Sarl, Rue du Vieux Colléege 10, 1204 Geneva,
Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zirich. e 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. e 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.

e 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.O.C. Registered address: 34F., No. 68, Sec. 5,
Zhongxiao East Road, Xinyi Dist., Taipei City 11065, Taiwan (R.O.C.), license number 2020 FSC SICE No. 025, Tel. +886 2 8789
2788. e In Singapore: Provided by Natixis Investment Managers Singapore Limited (company registration no. 199801044D) to
distributors and institutional investors only. e In Hong Kong: Provided by Natixis Investment Managers Hong Kong Limited to
institutional/ corporate professional investors only. e 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. e In
New Zealand: This document is intended for the general information of New Zealand wholesale investors only. 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. e In Latin America: Provided by Natixis Investment Managers S.A. e In
Chile: Esta oferta privada se inicia el dia de la fecha de la presente comunicacién. La presente oferta se acoge a la Norma de
Caracter General N° 336 de la Superintendencia de Valores y Seguros de Chile. La presente oferta versa sobre valores no inscritos
en el Registro de Valores o en el Registro de Valores Extranjeros que lleva la Superintendencia de Valores y Seguros, por lo que los
valores sobre los cuales ésta versa, no estan sujetos a su fiscalizacién. Que por tratarse de valores no inscritos, no existe la
obligacion por parte del emisor de entregar en Chile informacién publica respecto de estos valores. Estos valores no podran ser
objeto de oferta publica mientras no sean inscritos en el Registro de Valores correspondiente. e 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. e In
Mexico: Provided by Natixis IM Mexico, S. de R.L. de C.V., which is not a regulated financial entity, securities intermediary, or an
investment manager in terms of the Mexic Securities Market Law (Ley del Mercado de Valores) and is not registered with the
Comision 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 CNBYV 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.



4y NATIXIS

INVESTMENT MANAGERS

e 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.

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
authorised. 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. 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. May not be redistributed, published, or reproduced, in
whole or in part. Amounts shown are expressed in USD unless otherwise indicated.
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