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(1) variance is a measurement of risk. In statistics, it is used
to determine the dispersion of a set of data. In a minimum
variance strategy, the manager selects securities for their
low volatility or for their low correlation to the other securities
in the portfolio.

(2) Dataintended for informational purposes and that may
vary over time.

(3) “value” stocks, generally defined as having a price lower
than earnings or assets, are determined for the MSCI©
Europe Value index by using a factorial model of book value
compared to price, of the forward price-earnings ratio and
of dividend yields.
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Geoffroy Goenen, Head of Funda mental European Equity, and
Pierre Longueville, Head of Derivatives, explain how theirteam
takes a very dif ferent approach, investing in a portfolio of
highquality stocks based on rigorous fundamental analysis
and then applying two different techniques to minimise its
volatility — and maximise its riskadjusted return.

How would you describe the strategy?

Our strategy is to combine the selection of high-quality securities
via a fundamental analysis and portfolio construction using a
minimum variance approach.!) The first step in the investment
process entails investing in 60 to 70? high-quality companies that
meet the following five criteria: a strong competitive advantage,
high growth potential, high profitability, a solid balance sheet
and that are run by a strong management team. We optimise
portfolio construction in two ways: the second step of the process
is to use minimum variance techniques to minimise its volatility,
and the third is to use derivatives to further reduce drawdown
potential and volatility. In doing so the strategy makes use of
three skillsets within Candriom: fundamental analysis, quant
techniques and derivatives.

What sets your strategy apart?

A very important differentiator is that it's fundamentally managed.
The vast maijority of equity strategies aiming to reduce volatility
do so through a quantitative approach, systematically investing in
firms with no thought about their future potential to outperform or
even what their businesses are involved in because they're solely
based on historical data. Ours is also the only such strategy with
a qualitygrowth style — in fact, we're ranked by Morningstar© in
its growth category. All the other lowvolatility products are either
in the blended or value categories.®)

Something else that really makes the strategy unique is the way
we use derivative protection techniques at a very minimal cost

— we actually target a cost of zero.
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How does the derivative overlay work?

We buy longterm put options on major European
equity indices to protect the fund against falling
equity markets. We're able to do this at extremely
low cost by selling covered call options on the
most expensive individual positions in the cash
equity portfolio. Doing so earns us a premium that
we use to buy the protection. This technique has
played an important part in the strategy’s strong
performance in 2018 — as well as providing
downside protection, it has actually boosted the

strategy’s return.

Why did you specifically choose to combine
quality with volatility reduction?

That's because of Candriam’s investment beliefs.
The five criteria listed above are inscribed in
Candriom’s DNA, and those criteria are classic
quality indicators. Firms with these five attributes
have been shown to outperform the broad
market significantly over the long run, and we've
conducted extensive back tests to show that.?)
That's why the strategy adopts a quality approach.
Using volatility-reducing techniques on a high-
quality fundamentally managed portfolio is a way
of maximising risk-adjusted performance.

How would you expect the fund to perform
in different market environments?

Generally speaking, the strategy outperforms
in stable or gradually rising markets and above
all during phases of slowdown, when it tends to
outperform thanks to the protection techniques
applied. Even though its beta is typically between
0.5-0.8, the strategy has shown its ability to
outperform in rising markets. There’'s only
one environment in which it would be likely to
underperform the broad market, and that's when
the market is rebounding and is being driven by
highly leveraged, highrisk value stocks. This kind of

(4) Past performance is no guarantee of future results and is not constant over time

situation could occur when a major central bank
unexpectedly cuts rates, or in similar conditions to
2009 when everything was very cheap and high

risk stocks outperformed.

But it's important to remember that the strategy’s
aim isn't to outperform all the time — it's to
outperform over the long term. Historically, it has
suffered when there's been a rotation out of quality,
but it always quickly rebounds, and that's reflected

in its very strong longterm performance.

What are Candriam’s credentials in
managing this kind of strategy?

There are three steps to the investment process,
and we need to be good at them all. First, we
have a strong fundamental team of European
equity analysts. They're organised by sector and
have an average of over 16 years of experience.
This team is also very stable, with a long history of
working together. Personally, I've been with the firm
for over 20 years and we all know how the other
team members work. The second step is minimum
variance, and it's the same story here — our four
investment engineers have an average of over
16 years’ experience, they have vast quantitative
expertise and they've been working together
for several years. And then we have a head of
derivatives with over 20 years of experience. He's
a former trader and is an expert in implementing

covered calls and protection techniques.

(5) For example, Asness, Frazzini, Pedersen, 2013, La qualité moins la camelote, (“Quality Minus Junk”), Working Paper.

(6) See footnote 4.
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Is this the right strategy for ESG() investors?

Absolutely! ESG®) criteria have been an integral
part of our investment process since 2011. Our
extrafinancial analysis lets us better understand
the risks and the opportunities within these ESG(®)
criteria. We assess the exposure of companies’
activities, and stakeholder management, in relation
to major sustainability themes. First, we exclude
companies that fail to comply with the 10 United
Nations Global Compact Principles, as well as
those involved in controversial activities such
as weapons, tobacco, thermal coal and other
activities that we deem non-sustainable. This

7) Environmental, Social & Governance

process allows us, in fine, to reduce the investment

universe by at least 20%.

We then thoroughly analyse each company in this
universe in accordance with the aforementioned
five fundamental criteria, combining financial and

extra-financial analysis.

Alongside our ESG team, Candriam carries out
an intensive dialogue(® with the companies in
which we invest, discussing questions related to
ESG issues and the improvements they can make
in their practices. This approach is an excellent
means of minimising investment related risk.

) We only take into account sectors that are not excluded by the “Candriam Exclusion Policy”. This document can be downloaded here:

) The ESG analysis described above is applied to 90% min. of the investments within the strategy, apart from cash deposits, liquidities and index derivatives
10) For further details on our dialogue and voting policy, please refer to the reference documents available on our website.

(

(8

https //\r\/W\.A.".cumuHum.fr/ﬁ/professwomu\/mclrketfmswghts/sr'\*pub\\'cot\ons/
(9

(

The main risks of the strategy are:
* Risk of capital loss

« Sustainability Risk

* ESG Investment Risk

« Equity risk

e Currency risk

« Liquidity risk

» Concentration risk
« Derivative risk
 Counterparty Risk
» Model risk

* Volatility risk

« External factors risk

ESG Investment Risk: The non-financial objectives presented in this document are based upon the realization
of assumptions made by Candriam. These assumptions are made according to Candriam’s ESG rating
models, the implementation of which necessitates access to various quantitative as well as qualitative data,
depending on the sector and the exact activities of a given company. The availability, the quality and the
reliability of these data can vary, and therefore can affect Candriam'’s ESG ratings. For more information on
ESG investment risk, please refer to the Transparency Codes, or the prospectus if a fund.

)

Find out more about our funds
and their risk profiles:

www.candriam.com
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https://www.candriam.fr/fr/professional/market-insights/sri-publications/ 

