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Objectives

e Understand fixed income opportunity set

e QOverview of instruments used in fixed income absolute return
e What makes fixed income distinct from equity

e Risk management—as important as ever!

e Review the fixed income market and opportunities over the
past 12 months

e Future opportunities




Opportunities for Alternative Strategies
In Fixed Income

Top/Bottom 25 Excess Return Variances for the
Investment Grade Market
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Vertical bars represent the difference in excess return (over similar term Treasuries) of the top performing securities and the bottom performing securities.
Proxcy used for the current environment is the Lebman Brothers Investment Grade Credit Index. Data shown is from December 31, 1988 to December 31, 2007.
Data Source: 1.ehman Brothers Index Returns.




Understanding the Fixed Income
Opportunity Set

Common Instruments & Strategies

INSTRUMENTS/
GEOGRAPHY ASSET CLASSES STRATEGIES
SECURITIES




Why Fixed Income Can Work for
Absolute Return

Asymmetrical Return Distribution

Myth: Shorting credits is similar to shorting equities or commodities

Reality: Worst-case credit downside is quantifiable—credit spreads are
historically rarely negative
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Leverage:

Investor Considerations

If an asset class exhibits 3% annual volatility and is more
senior in the capital structure, should an investor be 10X
levered to seek large favorable annual returns?

Daily Returns of Lehman Loan Index
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Investor Considerations
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Concentration:

Historically, when risk increases, correlation increases.
The market becomes indiscriminate!




Risk Management

The ““30”” in 130/30 Can Help a PM Manage Risk

e Absolute return strategies seek to deliver positive
performance in both up and down markets

e The numerator: for many investors wanting to limit leverage,
130% can be a reasonable guideline

e The denominator: for investors with a long-only plus
objective, 30% is a reasonable guideline

e For investors who seek that their managers deliver returns in
both up and down markets, rethink the denominator!




Risk Management

Other Ways To Measure Risk

Nominal

measurements

Volatility/
risk based

e Gross long/gross short
e Sector and industry

e Country and currency
e Interest rate (duration)
e Quality rating

e Individual issuers

measurements

e Credit spread risk
e Interest rate curve
e \olatility/correlation

e Historical simulation/
covariance

e Scenario testing and
stress testing



Credit Portfolio Positioning

VIEW OF CREDIT MARKET PORTFOLIO POSITION TOOLS
Positive Market Bias o0 130% «Long cash alpha ideas
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Market Review & Opportunities

Long Term IG Spreads
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Opportunity:
IG market is priced wide to historical stressed default
rates
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Market Review & Opportunities
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Systemic Risk/Fear:

Spreads gapped out to over a 15% cumulative default rate
at the height of the Bear Stearns/JPM event
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Market Review & Opportunities

Long Term High Yield Spreads
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Market Review & Opportunities
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Market Review & Opportunities

SWAP SPREADS
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Market Review & Opportunities

|G9 vs S&P
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summary

e Fixed income markets hold opportunity for absolute return
strategies

e |Investors can choose from single strategies to multisector
approaches

e Strategies may use complex instruments with different
risk/return profiles than equity products

e Risk measurement & management are keys to generate
consistent absolute return

e Leverage & concentration should be managed carefully
e Absolute return investors should concentrate on a manager’s

exposure to several market factors, not strictly nominal
exposure




Disclosure

All indexes are unmanaged, do not incur fees and it is not possible to invest directly in an index.

All spread and price information is from the Lehman Live Fixed Income Database. Loan data is based
on the Lehman U.S. High Yield Loan Index, and its various sub-component indices. Credit spread data
is based on the Lehman Credit Index and or the Lehman US High Yield Corporate Index or sub-
component indices based on these indices. Credit spread comparisons between the cash bond market
and credit default swaps are based on equivalent credit quality bonds on an interest rate duration
neutral basis.

This presentation is for informational purposes only. It should not be construed as investment advice.
Outlook as presented reflects subjective judgments and assumptions of the portfolio manager as of
May 2008, and unexpected events may occur. There can be no assurance that developments will
transpire as stated. Opinions expressed will evolve as future events unfold.
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