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The information contained in this document is provided for pure information purposes only. Present document does not constitute an
investment advice or an investment recommendation and independent investigations, assessments or analysis regarding any invest-
ment should be undertaken by the potential investors and recipients as deemed appropriate by them. This document doesn’t form
part of an offer or solicitation for shares, bonds or mutual funds, or an invitation to buy or sell the products or instruments referred to
herein. Applications to invest in any fund referred to in this document can only validly be made on the basis of the current prospectus or
simplified prospectus, together with the latest available annual report and accounts. All opinions and financial estimates herein reflect a
situation on the date of issuance of the document and are subject to change without notice. Indeed, past performances are not necessar
ily a guide to future performances and may not be repeated. Petercam SA and Petercam Institutional Asset Management SA (Petercam
IAM SA) have made their best efforts in the preparation of this document. The information is based on sources which Petercam SA and
Petercam IAM SA believe to be reliable. However, it does not represent that the information is accurate and complete. Petercam SA and
Petercam IAM SA are acting in the best interests of their clients, without carrying any obligation to achieve any result or performance
whatsoever. Petercam SA, Petercam IAM SA, their connected persons, officers and employees do not accept any liability for any direct, in-
direct or consequential loss, cost or expense arising from any use of the information and its content. The financial instruments described
herein may not be eligible for sale in all jurisdictions or to all types of investors due to legal or suitability restrictions. Present document
is intended for institutional investors only and may not be duplicated, in whole or in part, or distributed to other persons without prior
written consent of Petercam SA and Petercam IAM SA.
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Welcome to the second 2014 edition of Ascent, Petercam Institutional Asset
Management’s newsletter on its research and management capabilities.

Our cover article focuses on asset allocation, and specifically on Risk Based
Portfolio Construction. Risk premiums, volatilities and correlations are time-
varying and historical performance is not necessarily representative for
the future. The article sheds some light on the Maximum Diversification
portfolio. We prefer the maximum diversification portfolio to the Minimum
Risk portfolio, mainly because the Minimum Risk portfolio tends to be more
concentrated and the allocation is less stable over time.

The second article is on equities. Didier Van De Veire demonstrates the
attractiveness of small and mid-caps, and why it is engrained in the DNA of
Petercam Institutional Asset Management. Indeed, our core European equity
portfolios have an important weighting towards them.

Thirdly, our fixed income contribution demonstrates that coupon income is
becoming a major driver of performance in IG Corporate Bonds. Similarly as in
2013, the asset class remains resilient from a fundamental as well as technical
point of view. Total returns since 2009 have been compelling, and we expect
the asset class to remain well supported.

Finally, in our responsible investment section, Ophélie Mortier shows that the
publication of the PISA tests by the OECD demonstrates the importance of
education, vital to the future of States. These tests allow for a comparison of
the skills and competences of students aged 15-16 in 64 different economies.

We hope you will enjoy this edition, and would be more than happy to have
feedback on your side.

Hugo
Lasat,
Partner & Chairman
of the Management
Board

Guy
Lerminiaux,
Partner & CIO
Equity

Johnny

Debuysscher,
Partner & CIO
Fixed Income

Francis
Heymans,
Partner & Head
of Sales and
Marketing
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RISK BASED

Frederiek Van Holle
Quant Specialist — Client Solutions

Traditional portfolio optimisation requires three in-
puts: expected returns (the mean of the distribution),
correlations between assets in the investment uni-
verse and the volatility of these assets. The last two
inputs are represented by the so-called covariance
matrix. A naive way to obtain these inputs is by tak-
ing average returns as expected returns and historical
correlations and volatilities for the covariance matrix
over a certain sample period. However, this is clearly
sub-optimal as risk premiumes, volatilities and correla-
tions are time-varying and historical performance is
not necessarily representative for the future. In addi-
tion, to make things even harder, mean-variance op-
timisation is very sensitive to errors in the estimates
of the inputs. Chopra & Ziemba* show that errors in
the estimate of the expected returns are about ten
times as important as errors in variances and correla-
tions. Although the relative importance of the errors
depends on the risk tolerance of investors, for typical
risk aversion levels of institutional investors, errors in
means are predominant, followed by errors in volatil-
ities. Errors in correlations are the least important in
terms of their influence on portfolio optimality. This

Estimation of
Investment

Universe

Volatilities and
Correlations

PORTFOLIO
CONSTRUCTION

sensitivity of the optimality of the portfolio on expect-
ed returns is one of the reasons why more (academic)
research appears on risk based portfolio optimisation.
These strategies only require the covariance matrix
as input and hence no (error-prone) expected returns
have to be estimated. Examples of such

strategies are the Minimum Risk Portfo- “GOOD FORECASTS OF
lio, Risk Parity Portfolio and Maximum EXPECTED RETURNS ARE
Diversification portfolio. In this article CRITICAL TO THE

we take a closer look at the Maximum  AMEAN-VARIANCE

Diversification portfolio. We prefer ppAMEWORK”

the maximum diversification portfolio

to the Minimum Risk portfolio, mainly because the
Minimum Risk portfolio tends to be more concen-
trated? and the allocation is less stable over time.
By definition, the risk parity portfolio has a non-zero
weight in each asset in the investment universe. This
becomes problematic when some assets are highly
correlated (or duplicated). In this case, the portfolio
will be biased towards these highly correlated assets.
How to construct the maximum diversification port-
folio? We apply a four step procedure as shown below.
The following explains the steps with an example.

Dynamic Portfolio Management

Rescaling of the Optimal
Portfolio to the desired
Risk Profile

Risk Based Portfolio
Optimisation
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First, one has to decide on the investment universe.
When applying the maximum diversification method
within an asset allocation framework, this boils down
to selecting the eligible asset classes. Given that the
structure of the investment universe has an impact
on the optimal portfolio, we have selected a wide
investment universe to allow for sufficient diversifi-
cation. The following assets are selected for this exer-
cise: euro government bonds (JPMorgan EMU govern-
ment bond index), US government bonds (Barclays US
Treasuries Index), euro corporate bonds (Iboxx Euro
Corporate index), euro high yield bonds (Barclays Euro
HY bonds index), European real estate (FTSE EPRA/
NAREIT Developed Europe Index), European equity

Based on the covariance matrix, we can now optimise
the portfolio. In order to maximise the diversification,
we must maximise the diversification ratio. The diver-
sification ratio is the ratio of the weighted average
volatility to its overall volatility.

N .t
o
Diversification Ratio = Lizq WiX0i 3

wixCovMatxw;]

This diversification ratio is similar to the well-known
Sharpe ratio, but with asset volatilities replacing asset
expected returns in the numerator. Indeed, one of the
assumptions behind the maximum diversification ap-

Government Bonds

Bonds Equity

US Govern-
ment Bonds

Euro Govern-

Correlation Matrix ment Bonds

Euro Corpo-

rate Bonds

Emerging
Markets
Equity

European
Equity

Global Equity

Euro HY bonds
Ex-Europe

Euro Government Bonds 100% 16%

68%

US Government Bonds 100%

12%

Euro Corporate Bonds

100%

Euro HY bonds

European Real
Estate

100%

38%

32% 42%

42%

European Equity

100% 82% 75%

77%

Global Equity Ex-Europe

100% 65%

60%

Emerging Markets Equity

100%

64%

European Real Estate

100%

Annualized Volatility a% 11%

3%

9% 20% 18% 24%

20%

(MSCI Europe index), global emerging markets equi-
ty (MSCI Emerging Markets Europe, Middle East and
Africa) and global equity (MSCI World ex-Europe in-
dex). We have selected weekly total returns in euro
for these asset classes over the period 5 January 2001
—4 April 2014.

Second, the volatilities and covariances are estimated.
In this article we have used the historical covariance
matrix. However, in practice we use a combination of
the historical covariance matrix and a dynamic ver-
sion of the covariance matrix that attributes more
weight to recent data and that allows for time-varia-
tion in the correlations and the volatilities. The corre-
lation matrix is presented above.

In general, the bond component is a good diversifier
against equity risk because the correlations over the
sample period were typically negative. In fact, empir-
ical evidence suggests that when stocks see negative
returns, government bond returns are typically posi-
tive. However, this correlation seems to turn positive
when stocks perform. This makes bonds an interest-
ing hedge for equity downside risk. Since the correla-
tions are not constant over time, one can update the
correlations on a regular basis to take into account
changing market conditions. Please note that the US
government bonds are more volatile than the euro
government bonds because the dollar exposure is not
hedged.

proach is the linear relationship between expected re-
turns and asset risk. By replacing the expected returns
by the asset risk, one does not need to estimate the
expected returns to construct the optimal portfolio.

Now let us gain some insight into the diversification
ratio. The diversification ratio for a portfolio with only
one asset class will be equal to one. This is the lower
boundary. When correlations between the different
assets are all equal to one, the diversification ratio will
also be one. Indeed, although the portfolio is invest-
ed in different asset classes, since they are perfectly
correlated, the effective exposure is only to one asset
class and the diversification ratio is
rightfully equal to one. When corre-

“THE DIVERSIFICATION

lations are lower than one (which is RATIO MEASURES THE
typically the case), the portfolio vola-  DIVERSIFICATION GAINED
tility will be smaller than the weight-  FROM HOLDING ASSETS

ed sum of the volatilities because
of risk reduction by diversification
effects. As a result, the numerator
will be larger than the denominator and hence, the
diversification ratio will be larger than one. Hence,
in essence, the diversification ratio measures the di-
versification gained from holding assets that are not
perfectly correlated. Choueitafy, Froidure and Reynier®
describe some core properties of the maximum di-
versification portfolio. We will discuss some of them
based on our example, but first the maximum diversi-
fication portfolio is presented hereafter.

CORRELATED”

* Choueitafy, Yves and Yves Coignard, “Toward Maximum Diversification”, Journal of Portfolio Management, Vol. 34, No. 4 (2008), pp. 40-51 and Choueitafy,
Yves, Tristan Froidure and Julien Reynier, “Properties of the Most Diversified Portfolio”, Journal of Investment Strategies, Vol.2(2), Spring 2103, pp. 49-70

*Where N is the number of assets in the investment universe, w is the vector with portfolio weights and CovMat is the covariance matrix

Instiutionsl
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THAT ARE NOT PERFECTLY
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Euro
High Yield Bonds

14%

We mentioned earlier that the diversification
ratio measures the diversification gain ob-
tained by holding certain assets that are
not perfectly correlated. The square of
the diversification ratio also has an intu-
itive interpretation®. In fact, it measures
the effective number of independent
risk factors in the portfolio. In our ex-
ample, the diversification ratio of the
maximum diversification portfolio is
2.11. As a result, the number of inde-
pendent risk factors in the portfolio is
4.5°. A comparison with a naive Equal-
ly Weighted portfolio shows that this
portfolio only “exploits” 2 (the diversi-
fication ratio is only 1.45) independent
risk factors of the 4.5 available in the
investment universe. The Minimum Risk
portfolio has a diversification ratio of 1.54
and 2.4 independent risk factors. The Equal
Risk Contribution portfolio does a better job
than the Minimum Risk and the Equally Weight-
0% European % ed portfolio. It has a diversification ratio of 1.98
Emerging  Equity and it has 3.9 independent risk factors, which is
'E\Aa'.kets 6% rather close to the maximum number of 4.5. Finally,

quity . . . . .
- the maximum Sharpe ratio portfolio has a diversifi-
cation ratio of 1.5 and only 2.2 risk

factors are used.

Euro
Corporate
Bonds

0%

Euro
Government
Bonds

49%

us
Government
Bonds

24%

Global
Equity
Ex-Europe

European
Real Estate

\

“THE SQUARED
DIVERSIFICATION RATIO
MEASURES THE EFFECTIVE

Correlation
47%

Asset Class

Euro High Yield bonds The pie chart with the maximum

Euro Corporate Bonds 56% diversification portfolio allocation NUMBER OF INDEPENDENT
US Government Bonds 47% demonstrates that the optimal port-  RISK FACTORS IN THE
European Real Estate 47% folio is very defensive. The historical INVESTMENT UNIVERSE”

P Petercam

47%
55%
47%
47%

European Equity

Global Equity Ex-Europe

Emerging Markets Equity
Euro Government Bonds

This portfolio is the most diversified one. Its govern-
ment bond component is quite dominant. This is not
a surprise given the high diversification capacity of
these assets (see the correlation matrix presented
earlier). One can also notice an inverse relationship
with volatility. High volatility assets, typically get low-
er weights. The optimal portfolio does not contain
euro corporate bonds and global equity ex-Europe.
Why is that? Don’t they offer any diversification? The
answer to this question brings us to a core property
of the maximum diversification portfolio: “Any asset
class not held by the maximum diversification port-
folio is more correlated to the portfolio than any of
the asset classes that belong to it. In addition, all as-
set classes belonging to the portfolio have the same
correlation to it.” By means of illustration, the table
presents the correlation of the different asset classes
in our investment universe relative to the maximum
diversification portfolio. The asset classes that are se-
lected in the portfolio all have an equal correlation to
it of 47%. The asset classes that are excluded have a
correlation to the maximum diversification portfolio
that is higher than the 47%. This property illustrates
that all asset classes in the investment universe are
effectively represented in the portfolio, even if the
portfolio does not physically hold them.

annualized volatility is only 4% p.a.

which is the same risk profile as a 100% euro gov-
ernment bond investment. Therefore we added the
fourth step in our investment process. Depending on
the risk budget, the portfolio can be linearly rescaled
to the desired risk level. Since we linearly increase the
weights of the assets within the portfolio, the diversi-
fication ratio remains unchanged. However, of course,
the risk increases and so does the expected return.

Finally, the portfolio should be managed in a dynamic
way. By updating the covariance matrix on a regular
basis, changing correlations and volatilities are taken
into account. The optimal portfolio composition will
gradually adapt to the new market information.

In sum, the maximum diversification portfolio ex-
ploits the maximum possible exposure to independ-
ent risk factors in the investment universe. The diver-
sification ratio provides insight into the diversification
gains by investing in not perfectly correlated asset
classes and informs about the number of independ-
ent risk factors present in the portfolio. The highly
disciplined optimisation process is made dynamic by
updating the covariance matrix on a regular basis and
reduces input sensitivity and instability typical for
return-to-risk based optimisation processes. The op-
timal weights ‘obey’ a strict correlation law and repre-
sent an un-diversifiable portfolio with attractive risk
characteristics. Finally, the maximum diversification
portfolio can easily be levered up to the investor’s de-
sired risk profile.

See Choueitafy, Yves, Tristan Froidure and Julien Reynier, “Properties of the Most Diversified Portfolio”, Journal of Investment Strategies, Vol.2(2), Spring

2103, pp. 49-70 for more details

Note that since we maximized the diversification ratio, the square of the diversification ratio of the maximum diversification portfolio represents the

total available independent risk factors in the investment universe.

Instiutionsl
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COUPON INCOME
A MAJOR DRIVER OF PERFORMANCE
IN IG CORPORATE BONDS

Peter De Coensel
Head of Corporate Bonds

P Petercam

Investment Grade Corporate Bonds remain
an important building block of any diver-
sified portfolio. The market remains well
supported going into the second quarter of
2014. Coupon income is becoming the main
driver of performance. Our preference goes
out to higher quality names in the 8 to 10
year part of our investment universe.

What is the scenario for
IG Corporate Bonds in 2014?

Similar as in 2013, in that the asset class remains re-
silient from a fundamental as well as technical point
of view. Total returns since 2009 have been compel-
ling, as exhibited by the graph on the right.

Coupon income is becoming the main driver of per-
formance, as we will demonstrate later on. Given the
attractive credit risk premium over core cash govern-
ment bonds, around 115 basis points, and the lower
average investment horizon, namely around four and
a half years, European Investment Grade bonds will
continue to garner healthy attention.

Parallel with central bank policy rates remaining
close to the zero bound, default expectations remain
at historically low levels. Overall IG corporate man-
agement teams remain vigilant when it comes to bal-
ance sheet discipline. They are poised as well to have
continued global investor interest when tapping
public capital markets.

Which sectors look attractive, and which
ones should be avoided?

In the banking sector, we have taken active risks in
Lower Tier Il banking credits alongside specific sub-
ordinated insurance credits, both out of the core EU
countries (France, the Netherlands, Germany, UK).

nsttutional
Asset Management

Total Return of the Iboxx
Euro Corporate Index

16%

14%

Cumulative YTD

12%

10%

8%

6%

4% T

2%

0%
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2011

2012

2013

Jan. 2014
Feb.2014
March 2014

In non-financials, we build positions in hybrid corpo-
rate bonds from core Europe incumbents providing
they are backed by a stable regulatory and fiscal en-
vironment. Examples include utilities in France (not
present in Germany).

Our exposure to the European periphery rests main-
ly within the Italian power and oil & gas sector and
Spanish gas franchises that are less sensitive to tariff
deficit regulation.

In telecom we remain very defensive on European
incumbents as consolidation and competitive forces
create high uncertainty. As such, we have directed
our investments towards US names present in our
investment universe.
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What are the decisive factors selecting
bonds for the portfolio on a company level?

Credit recommendations are primarily driven by fun-
damental analysis. Our in-house team of five dedi-
cated credit analysts is of great added value in that
respect. The objective of this credit analysis is to de-
termine the capacity of the issuer to pay its coupon
and repay its debt in time and fully, once the business
risk profile and the financial risk profile of the issuer
have been assessed.

We select issuers for which we believe their credit
profile will remain stable or will improve over time.
At any time we want to avoid any refinancing risks.

The business criteria are:
Understand the key drivers of the industry;
Evaluate the competitive position of the issuer;
Quality of the management is key; and
Analyze the company ownership.

The financial profile analysis is done via an integrated
financial model developed by our Credit Research
team. We input the historical financial statement
of the company, its debt maturity profile, and the
available credit lines not drawn. Then we input for-
ward looking estimates related to the Profit & Loss,
balance sheet and cash flow side. We also make the
off-balance adjustments needed to have a complete
assessment of the company.

We focus our attention on three main financial
factors:
Understand the origin and predictability of cash
generation (we prefer issuers that generate sus-
tained positive free cash flows),
Analyze the refinancing risk (we only recommend
issuer with no refinancing risk over the next 18
months and
Assess the actual and forward-looking credit met-
rics (we evaluate if these ratios are line with the
requirements of the rating agencies).

Is there still value in IG Corporate Bonds at
current spread levels?

Value is still more than present. Under disinflationary
conditions, with sticky YoY inflation readings around
1%, 1G index yields around 2% are still attractive.
With an expected real rate of return of around 1%,
investors are correctly rewarded.

Objectively, on a risk adjusted basis, I1G credit pro-
vides a healthier investment proposition than High
Yield European credit. Moreover the |G credit investor
does not need to be overexposed to Italian or Spanish
country risk which is the case for European Govern-
ment Bond investors.

What are the expectations in terms of return for in-
vestors in the corporate sector?

We would like to repeat that historically and in gener-
al for fixed income coupon income has provided the
bulk of returns. The graph below exhibits this case
specifically for European IG credit.

Instiutional
Asset Management

Important credit spread tightening, alongside declin-
ing government bond yields, gave rise to outstanding
performances in 2009 and 2012. However the graph
shows as well that last year, under an environment of
rising government bond yields impacting returns neg-
atively (-2.7%), we see that coupon income (+4.3%) and
credit spread return (+1.9%) provided for more than
enough buffer to close the year nicely in positive terri-
tory (+2.24% for Iboxx € corporate bond index).

Debt sustainability requirements for many EMU
member states, being confronted with a lower po-
tential growth environment, will force the ECB into
a mix of policy choices that ultimately aims to hold
long term rates at current low levels.

Our European IG corporate fund has been construct-
ed in such a way that through careful credit selection
we provide around an additional 50 basis points of
carry over and above the Iboxx index yield. The Pe-
tercam L Bonds EUR Quiality fund offers a Yield to
Maturity of 2.25% for a modified duration of 4.71%
(neutral versus Iboxx IG universe).

Decomposition of the
Iboxx Euro Corporate Index Total Return
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SMALL IS BEAUTIFUL...

FOR THOSE

WHO CAN WAIT

Didier Van De Veire
CFA, Head of European Equity Management

P Petercam

It may sound like a cliché, but all major com-
panies started off small. Bearing this in mind,
it comes as a surprise to us that small and
medium enterprises (hereinafter SMID caps)
are often ignored in diversified portfolios.

As a matter of fact, strategists tend to prefer certain
regions, sectors or style factors, but they seldom
agree about which market capitalisations one should
invest in. Nevertheless, in the long run SMID caps
clearly generate consistently higher returns.

The numbers speak for themselves: investors hav-
ing exclusively invested in an index comprising the
50 largest companies in the world since 2000 would
have missed out on a fair share of additional returns.
Only during the crisis years of 2001, 2008 and 2011
would such a strategy have led to higher returns.
According to recent calculations by Citigroup, such
a large cap portfolio has risen by approximately 31%
since early 2003, whereas a portfolio of all other com-
panies in the MSCI World index gained about 129%.
This is quite a substantial performance differential,
considering that these 50 mega caps have strong
franchises, solid balance sheets and are extremely
profitable.

What is even more remarkable is not only that these
mega caps have consistently underperformed, but
that SMID caps have consistently outperformed
throughout the years. This outperformance further
increases as the investment horizon becomes longer.
Recent research has demonstrated that SMID caps
outperformed large caps nearly half of the time over
rolling 1 to 10 year periods. As the investment period
is prolonged, the outperformance gap widens spec
tacularly. Therefore, SMID caps deserve to be includ-
ed in an investment portfolio geared towards the
long term.

Traditional economic theory dictates that higher re-
turns and higher risks go hand in hand. However, it
is still to be seen whether this applies to SMID caps.
Admittedly, such investments tend to be less liquid,
but this is only relevant when buying and selling po-
sitions in this segment and therefore of less interest

to long-term investors. This lower liquidity neverthe-
less does not result in SMID caps being substantially
more volatile than their larger peers. Research in that
regard is inconclusive, and the analysis is primarily
influenced by the time periods in question. What is
clearis that the risk/return profile of SMID cap invest-
ments is very appealing, and that it further improves
as the investment horizon becomes longer.

But what explains this apparent paradox whereby
higher returns do not dovetail with substantially
higher risks? What are the specific features of these
SMID caps setting them apart from their larger coun-
terparts and providing long-term investors with high-
er returns? In any case, the outperformance cannot
be explained by higher profitability, higher margins,
a healthier balance sheet, or a different geographical
and sector mix, as these criteria largely match those
of larger companies or even slightly penalise SMID
caps. In fact, the higher growth rates of these com-
panies are the main differentiating factor.

Often, SMID caps are at an earlier stage in their
growth or product cycle and hence have higher
growth potential. They are in many cases more fo-
cused and specialised in one or several niches. Also,
their more flexible structure

(fewer management levels, less “OFTEN, SMID CAPS ARE AT
red tape) and higher level of en- AN EARLIER STAGE IN THEIR
trepreneurship allows them to GROWTH OR PRODUCT

better take advantage of new CYCLE AND HENCE

trends. A combination of these HAVE HIGHER GROWTH

factors results in their turnover pOTENTIAL"
rising at a higher pace than their

larger competitors. Consequently, despite their larg-
er competitors enjoying economies of scale, they are
capable of showing higher profit growth. In the long
run, this results in higher stock market performance.

Nonetheless, higher growth rates are not the only
explanation as to the outperformance of SMID caps.
Mergers and acquisitions (M&A) are another key ele-
ment because SMID caps are often takeover targets
for larger companies seeking to acquire new technol-
ogies, niches or market share. Mega caps are rarely
the subject of a takeover bid by another company
and hence do not benefit from a takeover premium.
The latter element, however, implicitly explains the
underperformance of mega caps versus their smaller
sectoral peers. Indeed, the CEOs of these companies
are not subject to corporate controls. The perceived
lower level of corporate governance in SMID caps is
often cited as a risk factor, but the risk of losing his
job as a result of an acquisition would seem to make
it more important to the CEO of a smaller company
to keep paying attention to shareholder value crea-
tion. In the corporate jungle, the CEO of a mega cap
company need not fear for his job as the result of a
hostile takeover, so investors do not need to pay any
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premium in this regard, except when market uncertain-
ty is on the rise. In such an environment, the supposed
safety of mega and large caps may be compelling to
investors.

Besides during acute crisis periods with deteriorating
prospects, there is another situation where mega
and large caps outperform all other market seg-
ments, i.e. during the last phase of a protracted bull
market when liquidity comes to the fore. We are not

there yet by any stretch, but in the meantime long-
term investors can already capitalise on tomorrow’s
mega caps by buying into today’s SMID caps.

We have been doing this for years at Petercam Insti-
tutional Asset Management for our European equity
portfolios, including our Europe/Euroland, Belgian
and dedicated Small & Mid Cap investment solu-
tions. It is the result of in-depth research and exten-
sive corporate contacts, and honestly we can say that

we have not been disappointed.

April ‘04 April ‘05 April ‘06 April ‘07 April ‘08 April ‘09 April ‘10 April ‘11 April 12 April 13 April ‘14
——— MSCI Small
MSCI Mid
Source: UBS —— MSCl Large

Creating value by focusing on under-researched companies

Petercam Institutional Asset Management believes that research efforts in the industry are overly skewed
to larger market capitalisations and that incremental value can be created by concentrating efforts on less
‘over’-researched areas of the market. Indeed, equity investors or markets tend to concentrate on larger mar-
ket capitalisations, for which information is more efficiently discounted in expectations and relative valua-
tions. Consequently, incremental or marginal returns on (in-house) research is limited. Petercam Institutional
Asset Management concentrates a significant part of its research efforts on less researched value creating
mid-caps, which still benefit from significant marginal returns on (in-house) research. Besides the undiscov-
ered growth opportunities, these companies are also able to benefit from an implicit re-rating as the invest-
ment case is picked up by more international sell-side research houses on increasing liquidity, a higher market
capitalisation, index inclusion, and a better understanding of the investment case by an increasing number of
investors covering the name.

Moreover, besides offering ‘undiscovered’ potential those sustainable value creating mid-caps offer several
other attractions compared to their widely covered big cap peers. Firstly, smaller companies offer the purest
way of investing in important themes and industry niches. This pure play nature means that they can present
higher growth profiles than larger companies, which see these segments being diluted by diversification in
other segments. Secondly, not only do mid-caps offer exposure to high growth themes and industries, those
with a strong industrial positioning also consistently generate higher revenue growth than large cap peers
with a leading industry positioning. Lastly, this also means that those companies are more likely to be strate-
gic M&A targets for bigger more diversified players that are looking to raise their growth profile, or consoli-
date their positioning in a certain industry.

To spot these opportunities, the portfolio management teams rely on several sources, such as Petercam’s buy-
side team, other Petercam portfolio managers, company meetings (and read through to other companies),
thematic articles and views, brokers, press, screenings, etc. Over the years the portfolio managers have built a
good network of local brokers, that acts as ‘our eyes and ears’ in their local markets to spot potential opportu-
nities early before they get on the radar screens of international players. In this context attention is also paid
to peripheral or smaller markets, as they are often overlooked or less efficient than (more researched) bigger
markets.
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EDUCATION:

A MAJOR SUSTAINABILITY DRIVER

Ophélie Mortier

Responsible Investment Coordinator

P Petercam

The publication of the PISA tests by the OECD
demonstrates the importance of education,
vital to the future of States. These tests al-
low for a comparison of the skills and compe-
tences of students aged 15-16 in 64 different
economies.

Southeast Asia - in particular China and Singapore -
clearly stands out and occupies the top position in the
three required competences: maths, sciences and read-
ing skills. European countries, on the other hand, mostly
find themselves in the middle of the ranking. Analysing
the results is relevant from a sustainability point of view
as it takes stock of a country’s education system and its
ability to ensure that its future work force will be well
rounded. On the one hand, the education system in Eu-
rope continues to primarily rely on public funding, and
this must be seen in the light of significant budgetary
tightening. On the other hand, various developed coun-
tries may increasingly face a shortage of engineers, and
retaining qualified staff will be a growing challenge to
companies and their competitiveness. The PISA 2012
edition primarily concentrated on mathematics tests,
which are predictive for an educational path over the
longer term and for students’ future standard of living.
In various European countries, the results are above
average and have even improved compared to 2003.
Nonetheless, divergences between different regions of
one country, among schools, and the socio-economic
status of students remain key issues, especially in Ger-
many, Belgium, France, Italy and Spain.

The overall degradation of the output of the European
education system, coupled with a certain reticence to
new technologies (such as e-learning, tailor-made as
well as digital learning, etc.) having an impact on tradi-
tional learning models is a real challenge of our times.
On the one hand, the education system is essentially
based on publicfunding in a context of budgetary tight-
ening. On the other hand, the shortage of highly-skilled
workers results in a scramble to find engineers or other
professionals, who do not hesitate to move abroad to
look for other more compelling jobs. Italy in particular
faces a major brain drain as the economic malaise is not
particularly helpful in retaining the country’s highly ed-
ucated young people.

Companies also need to take into account the evolu-
tion of their national educational systems in order to

be sustainable. They need to attract the best workers
and retain them in highly specialised sectors or the ones
which thrive on innovation. The overall working envi-
ronment needs to be assessed in order to determine
whether it fosters stability, and particularly whether it
is able to retain the company’s talents to maintain its
future sustainability.

These challenges are at the core of Petercam’s proprie-
tary country sustainability model. In fact, nearly 12% of
a country’s sustainability score is related to the analysis
of its PISA scores. Nonetheless, their estimated impact
on the ranking of the 34 OECD member countries re-
mains limited for our sustainable OECD bond strategy.
As a reminder, the investment team can only invest in
the top 50% of the ranking. The PISA results have result-
ed in South Korea exiting the eligible universe , while
that country just recently entered the universe. Aside
from this, there has been no change in the selection of
the eligible countries, although some have seen their
position in the ranking move.

Notably, Finland has seen its score deteriorate. The
country has often been shown as an example with
regard to its educational system as its results have
been far above the OECD average while its education
expenditure in function of GDP was lower. Although
its performance remains above-average, the trend is
clearly on the downside for all PISA indicators. This is an
important message for this type of country, which is of-
ten atthe top of the ranking. Whether by coincidence or
not, the Finnish economy is also showing signs of weak-
ness and fatigue.

It is worth mentioning that our strategy investing in
sustainable bonds of OECD countries has delivered sat-
isfactory performance since inception, as shown by the
GIPS-compliant graph.

GIPS-compliant performance graph of the Euroland Government
Bonds Sustainable composite versus its composite benchmark
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INSTITUTIONAL SALES TEAM

BELGIUM

Tomas Murillo | tomas.murillo@petercam.be | +32 2 229 62 56
Bernard Jans | bernard.jans@petercam.be | +32 2229 62 51
Thibault Delbarge | thibault.delbarge@petercam.be | +32 2 229 62 45

ITALY & TICINO

Alessandro Fonzi, CFA | alessandro.fonzi@petercam.com | +39 02 86337 223

SWITZERLAND

Frédéric Guibaud, CFA | frederic.guibaud@petercam.ch | +41 22 929 72 23

FRANCE
Ives Hup | ives.hup@petercam.be | +32 2 229 62 65
Thierry Minet | thierry.minet@petercam.be | +322 229 62 54

LUXEMBOURG

Sanela Kevric | sanela.kevric@petercam.com | +352 45 18 58 422

GERMANY & AUSTRIA

Thomas Meyer | thomas.meyer@petercam.com | +49 17 36 70 98 28

SPAIN & LATAM

Amparo Ruiz Campo | amparo.ruizcampo@petercam.com | +34 91 5720366

THE NETHERLANDS, SCANDINAVIA, UK

Marco van Diesen | marcovandiesen@petercam.be | +32 2229 62 72
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