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Editor’s Letter

Efficiently Inefficient

The efficiency of market prices is one of the central questions in financial economics. The central thesis is
that security markets are perfectly efficient, but this leads to two paradoxes: First, no one has an incentive
to collect information in an efficient market, so how does the market become efficient? Second, if

asset markets are efficient, then positive fees to active managers implies inefficient markets for asset
management. In other words, one cannot simultaneously assume that financial markets are dominated
by rational investors who arbitrage away pricing inefficiencies and that there are irrational people who
invest with professional money managers who according to efficient market hypothesis (EMH) do not add
any value. Why should professional money managers exist at all, and why should some investors be wiling
to pay them substantial fees to manage their assets?

The presence of active money managers seems to imply that markets are not efficient as thousands of
hedge funds, private equity funds, and active mutual funds earn substantial fees when, according to
EMH, they should underperform active strategies on an after-fee basis. However, if markets were highly
inefficient, many more people would enter the active money management business to earn a portion of
those fees and in the process help make markets more efficient. Therefore, it seems that there must be
a fine balance between efficiency and inefficiency. Lasse Heje Pedersen callls this situation “efficiently
inefficient.”

Efficiently inefficient presents the idea that markets are, on average, just inefficient enough to
compensate managers and investors for their costs and risks, but not so inefficient as fo present a large
number of money managers with low hanging fruit. Therefore, the flow of capital to active management
is limited in a world that is efficiently inefficient. In such a world, competition among active money
managers results in markets that are almost efficient, but some inefficiencies exist that reward those who
can identify and exploit them.

Pedersen argues that professional asset managers arise naturally as a result of the returns to scale in
collecting and trading on information. They collect information about securities and then invest on this
information on behalf of others. Therefore, professional asset managers are central to understanding
market efficiency. In a market characterized as being efficiently inefficient, there exist a limited number

of market inefficiencies that can be exploited by some money managers. However, finding the right
manager takes time and resources, and, therefore, investors have to decide whether to spend search
costs to find an active asset manager or allocate their capital to a passive strategy. At the margin,
investors become indifferent between passive strategies and searching for an active asset manager. |If
search costs are low, such that investors easily can identify good managers, then more money is allocated
fo active management and some pricing inefficiencies are arbitraged away.

Of course, there are investors who lack the resources, the patience or the skills to search for good active
managers, and as a result, they allocate randomly to both good and bad managers. In fact, one can
argue that these “noise allocators,” as Pedersen calls them, are more likely to invest with bad managers,
because the skiled managers tend to have capacity constraints. The performance of noise allocators
will depend on their relative allocations to good and bad managers, but their overall performance after
fees is likely to be worse than that of passive investment. In addition, if noise allocators represent a relative
large proportion of investors, then the overall performance of active managers is likely o be worse than
that of passive managers.

Hossein Kazemi
Editor
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Alternative beta (alt beta) strategies extend
the concept of “beta investing” from long-only
traditional strategies to strategies that include
both long and short investing. Although alt
beta approaches have relevance for different
categories of alternatives, this article focuses
on hedge fund-related strategies, currently the
most prevalent form.

Alt beta strategies are rules-based strategies
designed to provide access to the portion of
hedge fund returns attributable to systematic
risks (beta) vs. idiosyncratic manager skill
(alpha). As a result of these new strategies, a
component of hedge fund returns previously
viewed as alpha has been redefined as beta.

We see this redefinition of alpha as beta to be a

transformational trend in hedge fund investing:

Alt beta strategies are designed to provide
access to the potential diversification, downside
protection, and risk-return efficiency for which
hedge fund strategies are valued—in a more
liquid, low-cost, and transparent format.

These strategies can complement traditional,
actively managed hedge fund allocations and
provide more discriminating tools to support
alternative manager due diligence.

Alternative beta (alt beta) strategies have
opened a new avenue for accessing the
investment characteristics for which hedge
funds have become highly valued.

These strategies provide ready access to
uncorrelated returns that can help improve
portfolio diversification, risk-return efficiency,
and volatility management—without the high
fees, lock-ups, and limited transparency often
associated with hedge funds.!

A passive, rules-based approach gives alt beta
strategies the ability to provide liquid, low-
cost, and transparent access to the beta (vs.
alpha) portion of returns typically associated
with hedge funds. As a result, these strategies
can be a valuable complement to portfolios for
investors that want to:

Alternative Beta: Redefining Alpha and Beta



« Access investment characteristics previously available only
via hedge funds

« Expand an existing hedge fund allocation or improve its
fee, liquidity, and transparency profile

 Have hedge fund exposure while conducting manager due
diligence to initiate or enhance a hedge fund program

 Gain new perspective on the performance of active, alpha-
generating hedge fund strategies by comparing them with
alternative beta benchmarks

In general terms, beta is the return an investor earns for being
exposed to the risks of the overall market; alpha is the additional
return a manager generates through skilled investing.

For example, returns from investing in an actively managed U.S.
large cap equity fund can be thought of as a combination of

the reward for bearing market risk, or beta (as measured by the
correlation of the fund’s returns to those of the S&P 500 index),
and alpha—the additional layer of returns the manager is able to
generate over the S&P 500.

In both the traditional and the alternatives spaces, today’s “alpha”
is morphing into tomorrow’s beta. So-called “beta strategies” are
blurring the alpha/beta distinction, introducing new terminology
and raising questions in the minds of investors attracted to the
characteristics these strategies are designed to provide.

In the rest of this article, Soheil Galal, Managing Director with

J.P. Morgan Asset Managements Global Multi-Asset Solutions

and Rafael Silveira, a Portfolio Strategist with JJ.P. Morgan Asset
Managements Institutional Solutions & Advisory group, address
some of the key questions they are hearing from clients regarding
beta strategies in general and alt beta strategies in particular. We
hope their insightful answers and definitions will enhance an
understanding of what alt beta strategies are—and what they are
not.

Question: Let’s start with some basic definitions. Broadly
speaking, what are beta strategies?

Soheil Galal: Beta strategies are strategies designed to provide
investors with the portion of returns attributable to a market’s
overall systematic risk (or beta) vs. returns attributable to
idiosyncratic manager skill (or alpha), using a methodical, rules-
based approach.

Q: What types of strategies are included under the “beta
strategies” moniker?

1896 1957 H 1975

S&P 500
launched

Dow Jones
Industrial Average

Bogle launches
firstindex fund

Stock selection key to equity
returns; indices non-investable

Exhibit 1 An Alpha to Beta Timeline: Today’s Alpha is Tomorrow’s Beta
Source: ].P. Morgan Asset Management

Equity beta as a growth
risk premium investible
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Rafael Silveira: Market index, strategic (or “smart”) beta and
alternative beta strategies all fit under the classification of beta
strategies. What distinguishes them from one another are the
different markets and associated beta risks (and rewards) they are
designed to gain exposure to. Specifically:

Traditional capitalization-weighted (cap-weighted) equity index
strategies are intended to provide exposure to market risk (beta)
as represented by traditional, cap-weighted indices, in a cost-
effective, investable format.

Strategic/smart beta equity strategiesare designed to provide
exposure to the risks associated with traditional, long-only
equity investing, using non-market-cap-weighted approaches.
Strategies may include equal-weighting the stocks in an index, or
weighting the stocks based on exposures to factors such as value,
size, momentum, and volatility, in an attempt to improve the risk-
return-efficient capture of general risk premia in equity markets.

Alt beta strategies, which take long and short positions, are
designed to provide systematic exposures to the factors (betas)
associated with hedge fund investing, given that hedge fund
returns can now be separated into alpha and beta components.

Q: Historically, how did beta investing arise—and why is this
trend so important?

Rafael: Initially, returns from active investment management
were attributed almost entirely to security selection—that is,

to manager skill (or alpha). Over time, more and more of that
“alpha” is being redefined as “beta” In other words, through
rules-based strategies, these underlying drivers of return are
becoming more readily “investable” That’s extremely important
for investors because it means more ways to access and combine
the different components of traditional and alternative returns,
more opportunity to optimize management fee expenditures and
more-objective benchmarks for assessing manager-generated
returns.

Q: Can you take us through the key developments in beta
investing?

Rafael: Sure. Let’s start with market index funds—the
reincarnation of market indices in an investable form (See Exhibit
1).In 1975, John Bogle launched the first mutual fund designed
to track a cap-weighted index. This offered investors a passively-
managed, low-cost way to gain exposure to systematic market
risk—Dby essentially buying the market. More recently, with the
introduction of exchange-traded funds (ETFs), investors now have
additional intra-day trading flexibility when investing in these

strategies.

1993 1998-present

MSCI factor
indices launched

Fama-French
three-factor model

MSCl introduces full set
of long-only factor indices

Size & value identified
as seperate risk premia

B Value
B Small cap

B
B Value

B Momentum

 Small cap B Min Volatility
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Less than two decades later, academic research began to identify
other systematic risks, behavioral anomalies, and structural
inefliciencies driving equity returns, such as value, size,
momentum, and low volatility.

Cap-weighted indices and their associated index funds provided
some exposure to these systematic risks. However, experience
showed that long-only active managers were able to “beat” cap-
weighted market indices by “tilting” toward stocks with these
particular characteristics. This suggested that there were more
efficient ways to access these return drivers than through cap-
weighted indices.

Q: And the search for a more risk-return-efficient approach
to accessing these systematic risks led to the development of
strategic (or “smart”) beta strategies?

Rafael: That’s right. Research has indicated that there are better
equity investment approaches than cap-weighting that can
provide investors with equity exposures in a more risk-reward-
aligned manner. With these developments, another slice of
market return, previously viewed as alpha, was reclassified as
beta.

There are a variety of equity strategic beta approaches. Borrowing
the terminology used in a 2013 paper by Clare, Motson, and
Thomas, these beta strategies can be bucketed into three
categories:

Fundamental indexation, which uses different fundamentally-
driven definitions of company size to determine weights. These
measures include total annual dividends, cash flow, sales, and
book value.

¢ Optimization, in which weights are found through the
maximization or minimization of some mathematical
function and include procedures such as minimum
variance and maximum diversification

e Heuristic indexation, which uses concepts such as equal
weighting, market-cap weighting with restrictions on
concentration, and equal risk contribution (from stocks or
sectors)

Interestingly enough, the study found that each of these
approaches was able to beat a cap-weighted approach over the
long run, delivering a higher risk-adjusted return. The authors
also point out that these strategies have higher turnover than
the traditional market-cap-weighted scheme, with fundamental
indexing having the lowest turnover. However, their research
suggests that the incremental transaction cost should not be
sufficient to wipe out the excess return of the strategic beta
strategies over the traditional market-cap-weighted approach.

Q: What, then, is alternative beta?

Soheil: Alternative beta (alt beta) extends the concept of beta
investing from long-only traditional assets (i.e., equities and
bonds) to long-short investing in traditional and alternative
assets. These strategies are designed to build exposure, for
example, to hedge fund-related risk factors by following specified
rules and investing in individual securities.

Alt beta strategies include a variety of hedge fund styles, such as
equity long/short, global macro, merger arbitrage, and convertible

bond arbitrage (See Exhibit 2 for examples).

Q: Can you give an example of a hedge fund strategy or factor
and what you mean by constructing it through a rules-based
strategy that invests in individual securities?

Soheil: A strong example of this is a strategy for capturing the
“deal risk premium” in merger arbitrage (the return for taking on
the risk that a deal will not be completed, post-announcement). A
skilled hedge fund manager may be able to improve returns (that is,
add alpha) by carefully analyzing and selecting the most profitable
deals. However, the systematic deal risk premium can be captured
through a more passive, rules-based strategy, namely going long the
target (acquiree) stock while shorting the acquirer stock, across all
announced deals, within defined parameters.

In other words, we build these risk exposures from the bottom up.
This approach has allowed hedge fund factors to move out of the
halls of academia and into investors’ portfolios.

Q: So, like owning a market index to gain exposure to the risks
of “being in the equity market,” investing in alt beta strategies is
intended to provide exposure to the inherent risks of hedge fund
strategies, including, for example, merger arbitrage?

Soheil: Yes, that’s right. And this is just one example of how
investors can gain access to a hedge fund style premium without
paying the 2-and-20 fees often associated with actively managed
hedge funds. What's more, capturing the different hedge fund
style-related betas in a diversified portfolio has the potential to
offer highly risk-return-efficient access to these risk premia.

Q: How are institutions typically accessing alt beta strategies?

Soheil: Most investors are relying on experts who offer high
quality alternative beta strategies. We have seen some investors
that have tried to build up alt beta exposures internally. However,
consider the merger arb example: While the rule may be simple,
the buying, tracking, and selling involved would be difficult for a
single investor to do.

o Alternative beta comes in multiple flavors that typically
have low correlation to one another:

o Equity long/short invests in top-ranked stocks while
shorting bottom-ranked stocks from a global developed
market universe, capturing momentum, value, size,
and quality factors.

o Global macro seeks some of the liquid and systematic
risk premia captured by macro hedge funds, including
term premium, fixed income carry, commodity roll
yield, commodity momentum, foreign exchange (FX)
carry, and FX momentum factors.

e Merger arbitrage focuses on the deal risk premium
factored into the price of the merger-target stock until
the deal is completed.

e Convertible bond arbitrage focuses on the illiquidity
and small cap premia available in the convertible bond
market by capturing the underpricing of the embedded
optionality.

Exhibit 2 Hedge Fund Styles and Alternative Beta Factors
Source: ].P. Morgan Asset Management



Investors should consider their specific objectives,
policy constraints and the following questions
when evaluating alt beta managers:

o What are the strategy’s volatility and return
targets?

o Ifinvesting in a multi-strategy portfolio, what are
the underlying strategies?

o What vehicles are used in implementing the
strategy
— For example, to what extent are derivatives
employed? Does the manager have the resources
required for effective execution?

o What level of transparency does the manager
offer?

o  What is the fee structure?
o How liquid is the strategy?

o Is the strategy designed to be neutral to
traditional market beta?

o Does the manager express market views in
managing the strategy?

o  How does the strategy correlate with existing alt
beta, hedge fund or traditional allocations in the
investor’s portfolio?

o  What is the manager’s experience and track
record in managing the various underlying alt
beta strategies?

Exhibit 3 Alt Beta Managers: An Investor Checklist
Source: ].P. Morgan Asset Management.

Q: There are a lot of terms out there—such as “alt beta,” “hedge
fund replication,” and “liquid alternatives.” Do they all refer to
the same thing?

Soheil: The term liquid alternatives (liquid alts) actually refers
to an expanding category of investment approaches, including
alt beta, hedge fund replication strategies, and liquid versions
of active alternative managers’ funds (that is, those offered in
the form of U.S. registered mutual funds and ETFs under the
Investment Company Act of 1940). By some definitions, less-
benchmark-constrained strategies not confined to long-only
investing in equity, fixed income, and commodity markets are
also considered liquid alts.

The common theme in all of these strategies is that they can
provide exposure to at least some of the return components

of actively managed alternative/hedge fund strategies, but are
generally more liquid and accessible. It is important, however, to
note some of the differences between alt beta and hedge fund
replication strategies.

Alt beta strategies, as we have defined them, are designed to build
beta exposures common to specific hedge fund styles through
rules-based processes that invest in individual securities and use
long/short techniques. These strategies tend to be beta neutral.
What's more, the individual hedge fund style betas generally have
low correlation to one another. Combined in a well-constructed
portfolio, they can therefore provide an attractive, diversified
source of hedge fund beta returns.

What a CAIA Member Should Know

Hedge fund replication approaches the problem from a different
angle. These strategies attempt to capture the performance of
hedge fund strategies based on historical statistical relationships
and then use that information to establish the fund’s exposures
going forward. Overall, this is fundamentally different from alt
beta’s real-time, bottom-up approach and may result in significant
correlation to traditional markets.

Q: Are all alt beta strategies created equal?

Soheil: Assuming that different providers are applying the same
type of rules-based approach in constructing their strategies, there
are going to be a lot of similarities among alternative beta products.
But there are significant differences as well. For example, each

alt beta strategy has its own volatility and return targets. Among
multi-strategy portfolios, strategy composition can differ. Even

at the individual strategy level, definitions of and approaches to
accessing given risk factors are not necessarily uniform.

There can be differences in execution as well. For example, some
managers, even within generally rules-based strategies, do
express market views. Given the different construction techniques
used by different managers, alt beta strategies can often be
complementary and diversifying when used within a portfolio.
Fees, liquidity, transparency, and leverage can also vary. The right
choice depends on the investor’s own objectives and sensitivities.
We provide a checklist for investors considering an allocation to
alt beta strategies (See Exhibit 3). And because alt beta strategies
are often imperfectly correlated, we encourage investors to
diversify among those they view as the best providers.

Q: How should clients think about using alt beta strategies
within their portfolios?

Rafael: As alower fee, more transparent, liquid way to access
alternatives/hedge funds, alt beta strategies can be incorporated
into investor portfolios to meet a number of objectives. Some
investors are taking a core/satellite approach to hedge fund
investing, using a multi-strategy alt beta portfolio to establish

a core allocation. Investors value these strategies as a way to
help build a hedge fund allocation with a more cost-effective fee
structure and attractive liquidity profile.

Alt beta strategies can also be used as placeholders while
investors research active managers. Investors starting up or
building out a hedge fund allocation can invest initially in a
diversified portfolio of alt beta strategies—and then replace some
or all of that allocation with the skilled active managers they
identify through their due diligence efforts.

Beyond their hedge fund allocations, investors are looking to alt
beta strategies as a supplement to fixed income allocations—an
approach to gaining diversification benefits without the interest
rate sensitivity of bonds in a rising rate environment. And, of
course, some investors’ policy statements don't permit investing
in hedge funds. For them, alt beta strategies provide a way to
gain exposure to the characteristics of hedge funds (such as
diversification, risk-return efficiency, and volatility management)
without a major policy change.

Q: What other applications do you envision?

Soheil: Well, just as traditional market indices have become
the benchmark against which active managers are evaluated, we



believe there is a similar role for alt beta. Now investors can more
clearly assess what portion of a hedge fund manager’s returns are
idiosyncratic or non-replicable alpha vs. more readily accessible
alternative beta.

Q: So where do we go from here?

Soheil: The access to alternative beta strategies in an investable
form is having a profound impact on the shape of alternative
investing. Alt beta strategies cannot only provide liquid, low-cost,
and transparent access to investment styles typically associated
with hedge funds, they are also raising the bar for alternative
managers. Before the industry accepted that there was something
called alternative beta, there was no beta; everything was seen as
alpha. With the identification of the systematic, beta portion of
these strategies, beta becomes the bar. You have to outperform the
beta. We anticipate a continuation of these advances in rules-based
generation of alternative risk premia and further reclassification of
today’s alpha as tomorrow’s beta. In our view, these developments
should benefit investors by providing more efficient access to the
diversifying, return-enhancing characteristics they look for from
alternatives, as well as more discriminating tools for identifying
highly skilled alternatives managers.

Endnotes

1. As the term implies, alternative beta strategies are not restricted to
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3. Among the most familiar multi-factor models is the Fama-French
three-factor model, which includes the market, size, and value fac-
tors. Eugene F. Fama and Kenneth R. French, “The cross-section
of expected stock returns,” The Journal of Finance, Vol 47, Issue 2
(1992); Fama and French, “Common risk factors in the returns on
stocks and bonds,” The Journal of Financial Economics. Vol 33, Issue
1(1993).

4. Andrew Clare, Nick Motson, and Steve Thomas, “An Evaluation
of Alternative Equity Indices—Part 1: Heuristic and Optimized
Weighting Schemes,” (March 30, 2013). Available at Social Science
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In this article, we are going to look into whether
we can explain in simple terms whether holding
long futures positions in crude oil is a wise
decision or not. It turns out that knowing if
OPEC spare capacity is at comfortable levels
would have been very helpful in making this
decision, at least since the 1990s. But this factor
alone is not sufficient. One has to also examine
the shape of the crude oil futures curve. The
task of this article will be to explain how we
came to these conclusions.

Structural Curve Shape of Individual Futures
Contracts

We will start our exploration of the key
determinants of crude-oil futures returns

by posing the following question about all
commodity futures contracts. What property
seems to have a strong influence on whether an
individual futures contract has a positive return
over the long run? We will then check if the
answer to this question might specifically apply
to crude oil futures contracts.

There is comfort in the peer-reviewed literature
with treating a commodity futures contract’s
curve shape as predictive of future returns.

By futures curve shape, we mean whether a
futures contract is trading in backwardation or
contango. Futures traders frequently refer to the
term structure of a futures contract as a “curve”:
the futures prices for each maturity are on the
y-axis, while the maturity of each contract is
plotted on the x-axis, which thereby traces out
a “futures price curve” When the front-month
price trades at a premium to deferred-delivery
contracts, this is known as backwardation.
Correspondingly, when the front-month

price trades at a discount to deferred delivery
contracts, this is known as contango.

As discussed in Till (2014a), amongst the
research covering the determinants of
commodity futures returns is the work by
Gorton et al. (2013). These researchers examine
31 commodity futures over the period, 1971
to 2010. They find that “a portfolio that selects
commodities with a relatively high basis ...
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Exhibit 1 Annualized Return vs. Average Annual Backwardation (1983-2004)

Source: Graph based on Nash and Shrayer (2005), Slide 2.

significantly outperforms a portfolio with a low basis ..” The
authors define “basis” as “the difference between the current spot
price and the contemporaneous futures price.” In other words,

the winning portfolios contain futures contracts that are relatively
more backwardated than the losing portfolios. The authors
provide a fundamental rationale for their results, linking relatively
high-basis futures contracts with relatively low inventories (and
correspondingly, relatively more scarcity.)

In related findings, other authors, starting with Nash (2001) and
including Gunzberg and Kaplan (2007), have variously shown
how the level and frequency of backwardation have determined
returns across individual commodity futures contracts over
approximately 15-to-20-year timeframes. For example, see Exhibit
1. Arnott (2014) demonstrated this linear relationship still held
over the period, January 1999 through June 2014.

Separately but related, Feldman and Till (2006) discuss how,

over a 50-year-plus timeframe, the returns of three agricultural
futures contracts were linearly related to their curve shapes across
time, clarifying that this result only became apparent at five-year
intervals, as shown in Exhibit 2.

The data points that are the outliers in Exhibit 2 illustrate the exception
to the curve shape being the long-term driver of returns; and that is
when there is a monetary devaluation, as occurred in the 1970 to 1974
timeframe. Therefore, the caveat to the curve shape being the long-term
driver is that this assumes overall price stability.

From Geman (2005), we know that spot commodity prices are generally
mean-reverting; or as futures traders would say; high prices cure high
prices, and low prices cure low prices. How then can an individual
futures contract have either long-term positive or negative returns if

a commodity’s spot price has a tendency to mean-revert? It is when a
futures contract also has a tendency to trade at a discount (or premium)
to the spot price: this slight benefit (or cost) only adds up meaningfully
over long time-horizons; otherwise, a contract’s immensely-volatile spot
price dominates as the futures contract’s source of return. This result is
analogous to dividends being a key source of return for equities. This

[

result is only apparent starting at five-year holding periods, as shown by
Cochrane (1999).

Structural Curve Shape and the Implications for Crude Oil
Futures Contracts

Has the shape of a crude oil futures curve demonstrably mattered
for a contract’s long-term returns? The short answer is yes. Exhibit
3 shows how substantial the return difference is, depending on
whether one holds WTT futures contracts unconditionally versus
only if the first-month futures price minus the second-month
futures price is positive: i.e., if the front-to-back spread is in
backwardation. For this latter state-of-the-world, one only held
WTI futures contracts if the curve was in backwardation the
previous day.

From January 1%, 1987 through August 29, 2014, the annualized
returns for holding and rolling WTT futures contracts were 6.2%
over T-bills. Correspondingly, the returns over the same period
for only holding WTI futures contract when the contract’s front-
to-back spread was in backwardation the previous day were 12.8%
per year over T-bills.

Commodity Futures Curve Shape and Inventories

We had noted previously that Gorton et al. (2013) linked
relatively more backwardated futures contracts with relatively
low inventories for a commodity. Conversely, when a commodity
has relatively more inventories, its commodity futures contracts
tend to trade in contango, as will now be explained, drawing from
Till (2008). In times of surplus, commodity inventory holders
receive a positive return-to-storage, as represented by the size

of the contango, since they can buy a commodity for delivery

in the near term at a lower price and lock in positive returns to
storage by simultaneously selling the higher-priced contract for
future delivery. If inventories breach primary storage capacity,

a commodity futures curve will trade into deeper contango,

so as to provide a return for placing the commodity in more
expensive, secondary storage (or eventually, tertiary storage.)

OPEC Spare Capacity



As a consequence, the general relationship is the more of a
commodity’s stocks that need to be stored, the more the tendency
for its futures curve to trade in contango. And correspondingly,
the scarcer a commodity is, the more its future curve trades

in backwardation, providing no return (and no incentive) for
storage.

One should note that these explanations originally date back to
1948 with Holbrook Working’s paper, the “Theory of the Inverse
Carrying Charge in Futures Markets” Working had studied grain
futures prices back to 1884 in order to come up with explanations
of futures-contract relationships that are applicable to this day,
across commodities and across time.

Special Features of the Crude Oil Markets

Drawing from Harrington (2005), the true buffer against crude oil

price shocks should be represented as not just above-ground stocks,

but also spare production capacity. “Spare capacity refers to production
capacity less actual production; it quantifies the possible increase in
supply in the short-term,” noted Khan (2008). More precisely, the U.S.
Energy Information Administration (EIA) has defined “spare capacity

as the volume of production that can be brought on within 30 days

and sustained for at least 90 days. ... OPEC spare capacity provides an
indicator of the world oil markets ability to respond to potential crises that
reduce oil supplies;” according to EIA (2014).

Crude oil markets have been able to tolerate relatively low oil
inventories if there was sufficient swing capacity that could

be brought on stream relatively quickly in case of any supply
disruption or demand shock. Indeed, as confirmed by Abu Al-
Soof (2007), it has historically been OPEC’s policy to attempt to
provide sufficient spare capacity to enhance stability in the oil
markets. The IMF (2005) even referred to the “maintenance of

Research Review

adequate spare capacity as a public good” because of the role that
spare capacity had played in reducing the volatility of oil prices.

Instead of relying on OPEC spare capacity, why wouldn’t more
crude oil inventories be held globally? Rowland (1997) explained
why:

“From wellheads around the globe to burner tips, the world’s oil
stocks tie up enormous amounts of oil and capital. The volume
of oil has been estimated at some 7-8 billion barrels of inventory,
which is the equivalent of over 100 days of global oil output or
2.5 years of production from Saudi Arabia, the world’s largest
producer and exporter of crude oil. Even at today’s low interest
rates, annual financial carrying costs tied up in holding these
stocks amount to around $10-billion, which is more than the
entire net income of the Royal Dutch/Shell Group, the largest
private oil company in the world”

At this point, a careful reader may note a particular emphasis on
OPEC spare capacity, ignoring non-OPEC producers. According
to IMF (2005), “non-OPEC producers do not have the incentive
to maintain spare capacity as they individually lack the necessary
market power to influence oil prices” If this changes, this article
will have to be correspondingly updated.

What Has Happened When OPEC Spare Capacity Has Been
Quite Low?

One might expect that if the oil market’s excess supply cushion
dropped to sufficiently low levels that there would be three
resulting market responses: (1) there would be continuously

high spot prices to encourage consumer conservation, drawing
from Murti et al. (2005); (2) the markets would undertake
precautionary stock building, which would then lead to persistent
contangos in the crude oil futures markets, following from

Five-Year Annualized Excess Return vs. Average Backwardation
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40%
o
o
30% /'
- /

20% Wheat Trend Soy Trend
/
Q
(4
5 10%
@
>
n
% o T T T ﬁ T T T
[ D
< ) Corn Trend 0

-10% ¢ & ./

O
-20% ¢
-30%
-4.0% -3.0% 2.0% 1.0% 0.0% 1.0% 2.0% 3.0% 4.0% 5.0%

Average Backwardation

‘ ®Soybeans OCorn 0Wheat‘

Exhibit 2 Five-Year Annualized Excess Return vs. Average Backwardation (1950 to 2004)
Source: Graph based on research undertaken during the work that led to the article by Feldman and Till (2006).
“Average backwardation” is here defined as the average monthly “percentage of backwardation” for each front-month agricultural futures contract,

calculated over five-year time horizons.

“Excess return” refers to the futures-only returns from buying and rolling futures contracts. This return calculation excludes returns from the collateral
that would be held in fully collateralizing such a program. Therefore, they are the returns in “excess” of the collateral return.
For further detail on these calculations, please refer to Feldman and Till (2006).
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Future Value of a $1

Unconditionally Investing in WTI Qil Futures vs.
Only Investing if WTI is Backwardated
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Source: Bloomberg
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Exhibit 4 WTI Oil Price in 2005 Dollars - Super-Spike Prediction
Source: Graph based on Murti et al. (2005), Exhibit 2

Harrington (2005)’s arguments; and (3) any price super-spike
would be temporary, once the price level was discovered that
would result in demand destruction, as was essentially argued in
Murti et al. (2005) and is illustrated in Exhibit 4.

High Spot Prices

Arguably, this is exactly what happened during 2004 through
mid-2008. Regarding the first point, Exhibit 5 illustrates how
crude oil prices exploded as OPEC spare capacity collapsed.

By July 2008 the excess-capacity cushion became exceptionally
small relative to the risk of supply disruptions due to naturally-
occurring weather events as well as due to well-telegraphed-
and-perhaps-well-rehearsed geopolitical confrontations. At that
point, the role of the spot price of oil was arguably to find a level
that would bring about sufficient demand destruction to increase
13
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spare capacity, which did occur quite dramatically, starting in the
summer of 2008, after which the spot price of oil spectacularly
dropped by about $100 per barrel by the end of 2008, confirming
Exhibit 4’s prediction. Exhibit 6, which is drawn from work by
researchers at the Federal Reserve Bank of Dallas, is consistent
with this narrative.

There were a number of plausible fundamental explanations
that arose from any number of incidental factors that came into
play to reduce OPEC spare capacity, culminating in the 2008 oil
price spike. As covered by Amenc et al. (2008), these incidental
factors included: (1) a temporary spike in diesel imports by
China in advance of the Beijing Olympics; (2) purchases of light
sweet crude by the U.S. Department of Energy for the Strategic
Petroleum Reserve; (3) instability in Nigeria; and (4) tightening
environmental requirements in Europe.

OPEC Spare Capacity
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WTI Spot Price vs. OPEC Spare Capacity (Jan 1995 to Aug 2008)
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Exhibit 5 WTI Spot Price vs. OPEC Spare Capacity (January 1995 to August 2008)
Source: The WTI Spot Price is the “Bloomberg West Texas Intermediate Cushing Crude Oil Spot Price;” accessible from Bloomberg using the

following ticker: “USCRWTIC <index>".

The OPEC Spare Capacity data is from the U.S. Energy Information Administration’s website.
Presenting data in this fashion is based on Biiyiiksahin et al. (2008), Exhibit 10, which has a similar, but not identical, graph. Their graph, instead,
shows “Non-Saudi crude oil spare production capacity” on the x-axis. In Biiyiiksahin (2011), Slide 49, the energy researcher shows that this

relationship structurally changed after January 2009.

Reduced OPEC Excess Capacity Helped Tighten Market
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Exhibit 6 Reduced OPEC Excess Capacity Helped Tighten Market
Sources: U.S. Energy Information Administration; Wall Street Journal”
Graph based on Plante and Yiicel (2011), Chart 2.

Precautionary Stock Building
Data Problems

Our second point had been that at sufficiently low levels of OPEC
spare capacity, the markets would undertake precautionary

stock building, which would then lead to persistent contangos

in the crude oil futures markets. At this point, our narrative is
admittedly, but necessarily, speculative. A perceptive reader of
crude-oil narratives would note that U.S. crude oil inventories

actually declined prior to mid-2008 (although floating storage did
increase from March through May 2008), as noted by Plante and
Yiicel (2011).

Here is the problem. “Reliable inventory data outside the OECD is
often absent. ... This is worrying because it is the non-OECD that
currently provides almost all demand growth globally. The data is
worst where it is needed most,” explained McCracken (2014). In
summary, there is not reliable data for global crude oil inventories.

14

Summer ¢ 2015

Alternative Investment Analyst Review



Qil Prices and Futures Positions
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Source: Graph based on Ribeiro et al. (2009), Chart 1.
Persistent Contangos

But thankfully, given the transparent commodity futures markets,
we can examine whether there were persistent contangos in the
crude oil futures curves during 2004 through mid-2008. From
3/1/04 to 7/31/08, the WTT front-to-back spread averaged -44c,
while the Brent front-to-back spread averaged -30c. During this
time period, the WTI front-to-back spread traded in contango
68% of the time while the Brent front-to-back spread traded in
contango 65% of the time. Each crude oil futures market provided
persistent, but not continuous, opportunities for earning a return-
for-storage.

Structural Deficiencies

In hindsight, we can point out the structural deficiencies in 2008’
(temporary) crude oil bull market. The ultimately bearish factors
were as listed above: (a) a diminishing of OPEC spare capacity,
and (b) a persistence in oil futures contract contangos, which
historically had been inconsistent with strong returns.

It is plausible that there were perceptive crude oil traders who
were aware of the structural deficiencies in the 2008 oil price
spike. As evidence, Exhibit 7 shows that according to Commodity

Futures Trading Commission (CFTC) data, market participants
who were classified as “managed money” and “swap dealers” did
reduce their positions in the oil market in the months preceding
the July 2008 price peak. For these two classes of traders, one
advantage of having reduced their positions, as the market was
dramatically rallying, is that one could not logically refer to their
trading strategies as “predatory”

Finally, we would note that the third point above, that the price
super-spike would be temporary was, in fact, what occurred.

The Link Between OPEC Spare Capacity and the Crude Oil
Futures Curve Shape

In reviewing the above, we are essentially arguing that the amount
of OPEC spare capacity has been a plausible determinant of the
shape of the crude oil futures curve, particularly if a crude oil
futures contract does not have local logistical bottlenecks and is
therefore seamlessly connected to the global marketplace. With
sufficient OPEC oil spare capacity, there would not be a need

for prohibitively expensive precautionary inventories. And with
sufficiently low inventories, we would expect that an oil market’s
futures curve would trade in backwardation.

Brent Futures (Excess) Returns
February 1999 through January 2015

Based on Monthly Data

Unconditional
Monthly Returns

Conditional on Previous Month’s OPEC
Spare Capacity > 1.8 mbd
Monthly Returns

Conditional on Previous Month’s
OPEC Spare Capacity <= 1.8 mbd
Monthly Returns

Arithemtic Average: 1.2% 1.7% -.2%
Skew: -.018 0.42 -0.88
Minimum: -34% -19% -34%

Exhibit 8 Brent Futures (Excess) Returns February 1999 through January 2015, Based on Monthly Data

Source: Till (2015a), Slide 20.

Source of Brent Futures Data: Bloomberg. The Bloomberg ticker used for calculating Brent Futures-Only Returns is “SPGSBRP <index>".

Source of OPEC Spare Capacity Data: EIA (2015), Table 3c.
Explanation of Abbreviation: “mpd” stands for million barrels per day.

Necessary Caveats: These results would only be appropriate for trading or investment purposes if (a) the EIA's monthly data has not required
substantial revisions after publication; and (b) if the state-of-the-world represented by an empirical analysis over the period, 1999-through-the present,

continues to be the case. Both assumptions cannot be guaranteed.
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Rolling Front-Month WTI Crude Oil Futures Price
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Source: Bloomberg

Is there direct empirical support for linking the amount of OPEC
spare capacity to the structural shape of a crude oil futures curve?
The short answer is yes, but with a couple of caveats.

First of all, official reporting agencies and professional oil analysts
use different definitions of OPEC spare capacity, including what
precisely “effective” spare capacity actually is. Therefore, we will
need to precisely note the source of our OPEC spare capacity data
so that oil-market aficionados can determine whether our results
are credible or not.

Secondly, for a longer term study of this issue, we need to focus
on the Brent crude oil futures markets. At this point, it has only
been the Brent contract that has been consistently connected to
the global oil market. As discussed by Blas (2011), “From time to
time, the [WTI] contract [had] disconnect[ed] from the global oil
market due to logistical troubles at its landlocked point of delivery
in Cushing, Oklahoma.” This had meant that as compared to the
Brent futures contract, the WTI futures contract had a greater
propensity to trade in contango, as surplus inventories built up in
the U.S. That said, due to the “ingenuity of logistical engineers,’
the WTT oil futures market has now effectively reconnected to the
global oil marketplace, quoting Platts (2013). Essentially, noted
Fenton et al. (2013), “the boom in ... [domestic oil] production
has [now] been well absorbed by existing U.S. infrastructure ...
[T]ruck, rail, and barge have all served to move the large increase
in domestic crude supplies to U.S. refineries,” whom, in turn, can
export petroleum products abroad.Because the WTI market is
now reconnected to the global oil marketplace, we expect that our
Brent results would now apply to WTT as well.

The empirical results on linking OPEC spare capacity to an oil
futures curve are as follows. Using EIA monthly data since 1995,
we find that once OPEC spare capacity became lower than 1.8
million barrels per day for longer than a quarter, then the Brent
front-to-back spread has traded in contango, on average, for the

next two years. Till (2014a) includes additional back-tested work
that is consistent with these results. That said, one must be very
careful with back-tested results in making future predictions,
but at least these historical results add evidence to our line of
argument. To be complete, one caveat with these results is that
there are month-to-month transient factors that also influence a
crude oil futures contract’s shape, as covered in Till (2014b).

We should note that we are not the first to link OPEC spare
capacity to a crude oil futures curve’s shape. Building on past
work, Haigh and Dannesboe (2014), for example, found a
statistically significant relationship through cointegration
methods. Of note, though, we have focused on Brent futures
contract front-to-back spreads while Haigh and Dannesboe
(2014) mainly focused on the spread between the WTI nearby
futures contract versus the 12th-month contract maturity.

The Link Between OPEC Spare Capacity and the Crude Oil
Futures Returns

In Till (2015a), we take this line of argument one step further. If
insuflicient spare capacity generally leads to the crude oil futures
curve trading in contango, wouldn't long-term crude oil futures
returns be improved by avoiding positions in crude oil contracts
when spare capacity is insufficient? The answer is yes, at least
historically. Over the period, February 1999 through January
2015, if one unconditionally bought and rolled Brent futures
contracts, the returns were 1.2% per month and were negatively
skewed. These results exclude the returns from fully collateralizing
one’s futures contract holdings. But if one only held Brent futures
contracts when OPEC spare capacity was greater than 1.8 million
barrels per day, the returns became 1.7% per month and the
returns were positively skewed, as shown in Exhibit 8. With this
strategy, one only held crude oil futures contracts 73% of the time,
and the returns shown in the middle column of Exhibit 8 were
only calculated when this spare-capacity condition held.
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Current Environment

As discussed in Till (2015b), spare-capacity figures have been
helpful in deciding upon structural holdings in crude oil futures
contracts when combined with curve-shape data. In other words,
the spare-capacity situation is necessary, but not sufficient, for
deciding upon whether to enter into crude-oil futures contract
positions. Spare capacity has to be sufficient, but the curve shape
of crude oil futures contracts also has to be supportive, ie., in
backwardation.

While insufficient spare capacity has historically led to the crude
oil futures curve trading in contango, this is not the only factor
that can lead to a crude oil futures curve trading in contango. If
there is sufficient spare capacity and ample supply, then the crude
oil futures curve will also trade in contango. This is apparently
the situation that we are in now: OPEC Gulf producers have
shaken off their traditional role of balancing the oil market.
Saudi Arabia and other Gulf oil producers had until recently
acted as the central banker of the oil market and had essentially
provided a free put to the marketplace in preventing a free fall

in oil prices, even in the face of new oil production, particularly
from the United States. Arguably, one might compare the current
price environment to 1986 when Saudi Arabia and other Gulf
producers apparently decided upon prioritizing market share,
according to Gately (1986). Exhibit 9 shows the price path of
crude oil in 1986. Drawing on Fattouh (2014), there was also
ample OPEC spare capacity at the time.

How did holdings in oil futures contracts perform in 1986, both
unconditionally and when using a curve-shape toggle? If one
passively held and rolled WTTI futures contracts, one would have
lost -25.5% in 1986. Correspondingly, during that time, if one
only held WTT futures contracts if the contract was backwardated,
then the losses were significantly lower at -8.8%, again
demonstrating the importance of curve shape as a signal.

Spare Capacity and Curve Shape

While the 1986 results may be interesting, one data point by itself
is not very persuasive. In Till (2015a), we examine the historical
returns of entering into crude oil futures contracts when space
capacity is sufficient and when the curve shape is supportive;
please see Exhibit 10.

This strategy, conditional on both ample spare capacity and

the Brent futures curve trading in backwardation, is positively
skewed with its worst monthly return being -15%. In this case,
one only held crude oil futures contracts 45% of the time, and the
returns shown in the right-hand column of Exhibit 10 were only
calculated when both conditions held. When including the curve-
shape toggle, the downside risk was, at least historically, further
constrained, as compared to solely examining spare capacity. One
could conclude that the addition of the curve toggle is advisable.

Conclusion
This article pursues the following line of logic:

(a) Over sufficiently long timeframes, it is the structural shape of a
futures curve that has had a strong relationship with a commodity
futures contract’s returns.

(b) What is one fundamental feature of the oil futures markets
that has led to the market trading in contango? Answer:
Insufficient OPEC spare capacity. Therefore, it might not be wise
to enter into structural positions in crude oil futures contracts
when spare capacity is at pinch-point levels.

(c) Is examining the level of spare capacity sufficient for deciding
upon structural positions in the oil futures markets? The answer is
no: one should also directly examine the curve shape as well.

One caveat with this article is that it analyzed the crude oil futures
markets using historical data. The conclusions in the article are
only useful if the states-of-the-world that occurred historically
continue to be the case going forward.

Endnotes

This article is updated from the lecture, “Oil Futures Prices and OPEC’s Spare
Capacity, which, in turn, was delivered at the University of Colorado Denver
Business Schools J.P. Morgan Center for Commodities on September 18,2014
as part of the Center’s Encana Distinguished Lecture Series. (The slides for this
lecture are available at: http://www.edhec-risk.com/events/other_events/
Event.2014-09-02.1535/attachments/Till JPMCC Lecture 180914.pdf.)

The work leading to this article was jointly developed with Joseph Eagleeye of
Premia Research LLC. Research assistance from both Katherine Farren, CAIA, of
Premia Risk Consultancy, Inc. and Hendrik Schwarz is gratefully acknowledged.

Conditional on
Previous Month’s
OPEC Space Capacity> 1.8 mbd
AND Brent Front-to-Back Spread>0

Conditional Solely on
Previous Month’s
OPEC Space Capacity> 1.8 mbd

Brent Futures (Excess) Returns
February 1999 through January
2015

Monthly Returns Based on Monthly Data Monthly Returns

Arithmetic Average: 1.7% Arithmetic Average: 2.0%
Skew: .42 Skew: 12
Minimum: -19% Minimum: -15%

Exhibit 10 Brent Futures (Excess) Returns, February 1999 through January 2015, with Conditional Provisions

Source of Brent Futures Data: Bloomberg. The Bloomberg ticker used for calculating Brent Futures-Only Returns is “SPGSBRP <index>".

Source of OPEC Spare Capacity Data: EIA (2015), Table 3c.

Explanation of Abbreviation: “mpd” stands for million barrels per day.

Necessary Caveats: These results would only be appropriate for trading or investment purposes if (a) the EIAs monthly data has not required substantial
revisions after publication; and (b) if the state-of-the-world represented by an empirical analysis over the period, 1999-through-the-present, continues
to be the case. Both assumptions cannot be guaranteed.
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Interview with Mebane Faber

Mebane Faber,

Chief Investment Officer, CEQ,
Cambria Investment
Management

This summer, AIAR Content Director Barbara
J. Mack had a chance to speak with serial
entrepreneur and CAIA Member Mebane Faber
about his career in alternative investments.

BJM: Tell us a little bit about your
background and how you wound up running
Cambria Investments.

ME: In college, I studied engineering and
biology and after graduation I started out as

a biotech equity analyst. My plan was to take

a year off working before going back to get

my PhD in biotech, that year quickly became

a career. I never went back for the PhD, but
gravitated away from biotech and towards the
quant side of the investment management
business, co-founding Cambria in 2006. We
were managing money by 2007 through
separate accounts and two hedge funds and
things developed from there. The biggest
initiative in the past few years has been to
launch public funds through ETFs and we now
have five ETFs trading and four more have been

filed and are on the way. They cover a broad
spectrum, from equities to global macro to
fund of funds, with both tactical and buy and
hold approaches. The goal is to launch low-
cost, strategy-based ETFs that everyone can
access, many of which are seen as hedge fund
or alternative-like strategies, but are much more
tax efficient and cost effective due to the ETF
structure

BJM: How did you choose the partner who
launched the business with you?

MF: My partner Eric Richardson and I have
complementary backgrounds - he is a lawyer
and has experience in investment banking and
venture capital and I was in research, so it’s
nice to have his skill set, especially when we are
dealing with public funds and there are a lot of
regulations. You learn quickly that the business
of money management is very different from
managing money and you have to handle both
sides effectively.



Like many entrepreneurs, we bootstrapped the business and it
took a few years to gain traction. We are known mostly for our
research and publishing; I just put out our fourth book in March
and have written over 1,500 articles on my blog and produced
some academic articles as well. For a small company this kind
of productivity has been beneficial in getting the word out

and sharing our research, enabling steady growth with a small
headcount.

BM: Can you give us an example from some recent research?

We try to publish research so that investors can understand our
process, and hopefully, be more informed investors in our funds.
As an example, in the recent book, Global Asset Allocation, we
looked at about 15 of the most famous asset allocation models,
including the classic 60/40 model, the permanent portfolio,

and risk parity. One of the main issues that is discussed in the
media and investing circles involves determining what the best
allocation may be: is it the endowment model, for example? We
looked at the allocations that were proposed by some of the
most prominent asset managers, Rob Arnott, Ray Dalio, David

Swensen, Mohammed El-Erian, and showed the results all the way

back to the 1970s.

A pretty interesting take away is that a lot of the asset allocations
ended up quite close to the same place, as long as you have some
global stock, some global bonds, and some real assets, and the
actual percentages to each category did not matter that much.
What did matter a great deal were the fees paid, including the
manager fees of the funds and the adviser costs. So we did a
thought experiment, saying “What if you could go back to 1972
and predict the absolute best performing asset allocations in this
case?” It turned out to be the endowment style portfolio, but

if you executed that portfolio through an average adviser with
average fees, the process would have taken the best performing
“crystal ball” portfolio and transformed it into the worst one.

That is a pretty stunning revelation and so if you are working
with buy and hold allocations, you should be paying as little as
possible. Our research on this issue culminated in the formation
of the ETF that we launched in December. We are the first
company to launch an ETF with a permanent 0% management
fee and it holds 29 other underlying ETFs, so all-in it only costs
0.29%, which was and may still be the lowest cost asset allocation
ETE

It comes back to the notion that investors focus so much on the
allocation and particular strategies, when a lot of the “boring”
parts like fees and taxes, can have a much greater impact that the
actual allocation choices.

BJM: What role do the foreign markets play in your
allocations?

MEF: We love the foreign markets and one of the biggest mistakes
that investors make is not allocating enough to foreign asset
classes. If you look at the world market cap portfolio for equities,
it is roughly half foreign, yet most people in the U.S. allocate
around 70% to U.S. equities - this is far too much and is called
home country bias.
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Everything we do at Cambria is quant based, and we screen
countries or foreign equities for certain characteristics that have
worked well historically. These are often the same factors that
work well in the U.S.: value, momentum, trend, and quality.

So we are huge believers in the international markets, especially
right now, when the U.S. is one of the most expensive stock
markets in the world. The good news is that the markets in
most countries are attractively priced and some are really cheap,
particularly in Europe, and also Russia and Brazil.

The funny thing about global market valuations is that the best
places to invest are often the ones where things look the worst,
geopolitically and economically. The famous Templeton quote
says, Don't ask me where things are best, that is the wrong
question, ask where things are most miserable. The perfect
example is Russia, last year it was in the news every day, with
Putin invading Ukraine, and yet they have the best performing
stock market in the world this year.

Now Greece is in the news every day — but there will be
opportunities for strong returns in that market too. Their stock
market is much smaller, of course, but it is a good example of

a country that is very cheap now and could perform better in
the future. There is another Templeton quote that might be
appropriate for this situation — “Invest at the point of maximum
pessimism.”

BJM: Do you think that many funds will always tend to move
towards the same broad selection of assets?

MEF: There is a herding effect — one of the greatest examples of
this at the moment is in dividend stocks. In the late 1990s, no one
wanted them in the U.S., but in looking at the factor, it was clear
that dividend stocks have worked because historically they have
traded at a roughly 20% discount to the overall market, based on
valuation. However, in the late 1990s, that discount hit almost
50%. So that was a fat pitch — it was a great time to be investing in
dividend stocks, but it was also a time when no one wanted them.

Over the next 15 years or so, the picture has changed completely.
Everyone is searching for yield, and a lot of money flowed in

to dividend stocks. Partly, this was the quest for yield in an
environment of low interest rates; and partly this was managers
and investors chasing performance. These inflows have changed
the valuations of a historically attractive asset class. Not only do
they not trade at a discount, they are now trading at a premium
to the market. It’s not surprising that they are underperforming
- because investors are choosing stocks that have yields that are
comparable to the market, but with higher valuations!

You don't have to believe me, just look at the ticker of the largest
three dividend ETFs and look at their valuation metrics and it

is clear that a lot of investors will be surprised by the results.

There are other examples of this — low volatility strategies were a
great way to invest historically, but so much money has piled in

it has changed the nature of that type of investment too. In any
cognitive approach, there are certain times when it works very
well and certain times when it does not make sense to be investing
in that strategy, at least until things change again.

BJM: The game keeps moving anyway...

MEF: That’s what makes it fun and keeps it interesting!
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BJM: What do you see for the near future at Cambria?

MEF: We have five funds out, four funds filed and probably another
six on the way. We have a number of criteria for a fund to launch.
First, it has to be something I want to put my own money into - I
have 100% of my net worth in these funds. Second, it has to be
something that doesn't exist, or a situation where we think we can
do much better than what is out there already. Managed futures

is one area that we may enter eventually, because we think the
opportunities are there.

BJM: Let’s turn to CAIA - how did you discover it and what
advice might you have for current candidates or members,
especially those who might want to start their own firms some
day?

ME: I went through the program in the early days — I must have
been in one of the first few classes of the program. At that time,
the curriculum was math and stats-heavy; it was focused on
alternatives and also included things like insurance-dedicated
funds - not what you would see in traditional financial education
offerings. The designation should become even more important
in the future, as we are in the seventh year of a bull market in the
U.S. and stocks are expensive. This will not last forever and we
will go through another cycle of recession and bear market, then
alternatives will receive a lot of attention again.

For people who want to start a company, I would say, “Go for it!”
I have been involved in launching three different companies -
Cambria and the investment management company, Idea Farm,
which is a research business, and Alpha Clone, which is a software
company that also manages money and has ETFs. It is a lot of
work - it can be very rewarding and very trying over time. It
took three to four years to gain traction in our space; we literally
started it from scratch - friends and family - and there may be
easier ways to start a business and not everyone has the make-up
for it. But it’s a wonderful journey and adventure and we have
plenty more ideas for the future.
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Mr. Faber is a co-founder and the Chief
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graduated from the University of Virginia with a double major in
Engineering Science and Biology.

22

Summer ¢ 2015

Alternative Investment Analyst Review



News and Views

The Time Has Comewfor Standardized

Total Cost Disclosure for Private Equity

Andrea Dang, CFA
Senior Analyst

CEM Benchmarking, Inc.

Mike Heale, MBA
Principal

CEM Benchmarking, Inc.

David Dupont, CFA
Senior Analyst

CEM Benchmarking, Inc.

23

Given the level of detail and timing of private
equity manager reports, can pension funds
disclose investment costs in a consistent
manner across the industry? What would full
cost disclosure require of a pension fund? We
found a good example of this in one of our
benchmarking clients.

In 2013, the South Carolina Retirement

System Investment Commission (SCRSIC)
retained CEM Benchmarking Inc. (CEM)!

to perform an independent review of South
Carolina Retirement Systems’ (South Carolina)
investment costs and performance. SCRSIC
naturally assumed that the costs benchmarked
by CEM would match the investment costs that
are reported in South Carolina’s Comprehensive
Annual Financial Report (CAFR). To their
surprise, CEM could only benchmark about
50% of the investment costs reported in South
Carolina’s CAFR.

South Carolina invests more assets in
alternative investments, such as private equity
(PE), hedge funds and real estate, than many
other U.S. public funds. Their allocation to
alternatives of 30% as per their 2014 CAFR

[1] compared to the CEM U.S. public universe
average of 19% in 2013. Alternative asset
classes, especially private equity, are typically
more expensive and have more complex cost
structures than public asset classes. This makes
cost disclosure and cost benchmarking difficult
at best. For the portion of costs that CEM can
now benchmark for U.S. funds, CEM’s analysis
found that South Carolina’s investment costs
were in line with those of other public pension
funds after adjusting for fund size and asset
mix.

South Carolina’s CAFR generated some negative
press coverage that alleged their investment
costs were unjustifiably high. However, after
reviewing SCRSIC’s cost collection process,

we conclude that they are simply reporting
more costs than other funds, rather than

Standardized Total Cost Disclosure for Private Equity



actually incurring more costs. CEM authored this paper to create
momentum for improving investment cost reporting standards
and disclosure, especially for private equity. Less than one-half of
the very substantial PE costs incurred by U.S. pension funds are
currently being disclosed.

U.S. Reporting Standards Allow Public Funds To Exclude Material
Costs

To better understand this problem, we first examine accounting
standards and practices for pension fund cost disclosure. State
pension funds follow the Governmental Accounting Standards
Series issued by GASB. Until recently, all state pension funds
were subject to Statement No. 25 [2] from November 1994, which
sets standards for financial reporting for defined benefit pension
plans. Paragraph 29, footnote 12 states the following:

“Plans are not required to include in the reported amount of
investment expense those investment-related costs that are not
readily separable from (a) investment income (the income is
reported net of related expenses) or (b) the general administrative
expenses of the plan”

This footnote is ambiguous and permits a widely varying
interpretation of what investment costs are “readily separable”
from investment income and general administrative expenses of
the plan.

In June 2012, GASB issued Statement No. 67 [3], which is an
amendment to Statement No. 25. Paragraph 26 of Statement No.
67 states the following:

“Investment-related costs should be reported as investment
expense if they are separable from (a) investment income and (b)
the administrative expense of the pension plan.”

Statement No. 67 makes two subtle changes in language from
Statement No. 25:

o Statement No. 25 indicates that disclosing certain
investment-related costs is not required, while Statement
No. 67 makes no explicit mention of allowance for
exclusions.

e The phrase “readily separable” is no longer present in
Statement No. 67.

Statement No. 67 leaves it up to funds to interpret what costs are
separable. This remaining ambiguity still allows very material
costs that are netted from returns to be excluded from financial
statements. In practice, the amended guidelines have not led to
more transparent cost disclosure, especially for PE.

Private Equity Cost Structures Are Complex And Reporting Is
Incomplete

Pension funds typically invest in private equity via limited
partnership structures managed by a PE firm, the general

partner (GP). Costs incurred by limited partners (LPs) (i.e.,
revenues to the GP) include a management fee, carried interest or
performance fees, other fund-level fees, and portfolio company
fees. Fund of funds structures include an additional layer of fees
paid to the GP choosing the underlying investments. LPs also
incur their own internal costs for monitoring of their external PE
program.

News and Views

Carried interest is typically based on gains above a preferred
return over the life of the investment. Because the gains are not
yet fully realized before the end of the investment life, carried
interest will vary and is not easily calculated. Frequently, the

LP’s share of carried interest is not clearly disclosed on interim
statements. However, accrued carried interest is commonly netted
from returns.

Other fund-level fees include fees paid by the GP that are passed
onto LPs. Examples include legal costs, audit costs, and taxes.
Other fund-level fees are also often not reported in detail to LPs
quarterly.

Portfolio company fees are paid by the portfolio company to

the GP for advisory services, break-up, monitoring, funding,

and similar services. Portfolio company fees shift dollars from
portfolio companies to the GP, lowering future returns for LPs.
The LP is typically entitled to a portion of portfolio company fees,
which is commonly referred to by the industry as a management
fee rebate or offset. Often, the LP share is not explicitly
transferred, but is kept by the GP and used as payment towards a
portion of the management fee. The residual fee amount, which
is the full management fee less the LP share of portfolio company
fees, is described as the net management fee. Only this amount is
typically disclosed to LPs on capital call statements.

We believe that the LP share of portfolio company fees is
misrepresented by the industry as a management fee rebate or
offset. The net management fee amount does not reflect total
management fees paid to the GP because the “rebated” amount is
still an expense to the portfolio company and therefore an indirect
cost to the LP. LPs actually pay the full management fee, and the
portion of portfolio company fees kept by the GP is an additional
cost. In other words, the fee rebate or offset gives the illusion of
reduced fees for the LP when, in fact, it is a charge to the portfolio
company. And, when the offset is not 100% for the LP, the un-
rebated percentage has the effect of increasing GP overall revenue.
Typically, only the net management fee is reported by pension
funds.

Exhibit 1 shows an illustrative example of the relationships
between full management fees, net management fees, and
portfolio company fees.

Unfortunately, due to the difficulty of collecting all cost
components and the lack of standardized cost definitions, many
funds are unable to report full PE cost. As can be seen in
Exhibit 2, very material costs are not being reported.

Exhibit 2 shows that carried interest, other fund-level fees, and
portfolio company fees represent more than half of total PE cost.
Public pension funds that do not report these costs are excluding
substantial amounts. For a $3 billion PE portfolio, the average
difference between what funds actually report and the estimated
total PE cost is 202 basis points or $61 million.

PE fund of fund structures introduce additional layers of costs
that include management fees and performance fees paid to the
top-level manager. For our Dutch clients in 2012 and 2013, total
PE fund of fund costs were 5.04%.> This means that fund of fund
investors on average paid 1.22% more than direct LP investors
due to these additional costs.
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Full management fees

Portfolio company fees

165 basis points (bps)

Assuming that the general partner is entitled to 20% of the

portfolio company fees:

50 bps

PN

General partner receives Limited partner receives
10 bps. 40 bps.

Typically reported management fees

Full management fees - LP share of portfolio company fees

= Net management fees
= 165 bps - 40 bps = 125 bps

Actual costs incurred by LP =

Full management fees + GP share of portfolio company fees

= 165 bps + 10 bps = 175 bps

Exhibit 1 Illustrative example of management fees and portfolio company fees

Source: Author’s calculations

(CEM Universe, 2012-2013)

Median annual cost based
on net asset value

Cost in S millions based on
a $3 BN portfolio

Full management fees? 1.89% $56.7
Internal monitoring costs? 0.08% S2.4

Carry/performance fees? 1.49% S44.7
Other fund-level and portfolio company fees 0.36% $10.8
Estimated total direct LP costs®(A) 3.82% S114.6
Reported management fees* (B) 1.80% $54.0
Difference (A-B) 2.02% 60.6

Exhibit 2 Private equity estimated full costs and reported management fees

Source: CEM Universe, 2012-2013

The U.S. Securities And Exchange Commission (SEC) Has Drawn
Attention To PE Firms’ Lack Of Cost Disclosure

In October 2012, the SEC’s Office of Compliance Inspections
and Examinations (OCIE) began conducting presence exams on
PE firms as a result of the Dodd-Frank Act. In May 2014, OCIE
released its results of the presence exams [4], which included
findings on PE fees and expenses. OCIE found violations or
material weaknesses relating to expenses paid for advisory
services in more than half the examinations. Specifically, the
adviser fees were paid by portfolio companies or the PE fund but
were not sufficiently disclosed to LPs. OCIE also found instances
of hidden fees such as accelerated monitoring fees, undisclosed
administration fees not covered by the limited partnership
agreements (LPA), excessive transaction fees beyond the limits
set in the LPA, and fees paid to third-party advisers who did not
adequately deliver their services.

Given the issues the SEC has uncovered, LPs should be concerned
regarding the lack of transparency for PE costs. OCIE noted

that while extensive due diligence is usually performed prior to
investing, oversight during the life of the fund is not as rigorous.
It is prudent for investors in a fiduciary role to proactively attempt
to identify and disclose all fees paid for PE. This would help
fiduciaries fully understand their PE fee structures, recognize
how their PE costs compare to similar investors, and provide
their stakeholders with needed transparency. However, for this

to be achieved, standardized manager reporting is required.
Mounting interest in verifying these costs from both the SEC and
pension funds could move the industry towards improving and

standardizing private equity cost disclosure.
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South Carolina Has Developed An Extensive And Rigorous Process
For Identifying And Reporting Private Equity Costs

As part of its cost validation process, SCRSIC makes a good
faith effort to collect, check for reasonableness, and report full
investment costs. They report net management fees, carried
interest, and other fund-level expenses in the plan’s CAFR.

The CAFR Schedule of Investment Managers and Fees shows
two categories of fees — manager fees that were directly invoiced
and manager fees that were deducted on a net-of-fee basis. The
category of manager fees that were deducted on a net-of-fee basis
is SCRSIC’s best attempt to report fees that were netted from net
asset value (NAV) and not readily separable. For comparison,
fiscal year 2014 invoiced fees represented only about 8% of their
total reported investment fees, which means all other costs were
netted.

SCRSIC uses a detailed validation process that has been especially
useful for capturing and disclosing PE costs during their fiscal
year. SCRSIC has found that they cannot collect total investment
costs using only manager statements due to timing and a lack of
consistency. Managers’ annual reports for PE are usually based on
a calendar year, while South Carolina has a June 30 fiscal year end.
And, the unaudited quarterly PE statements are not consistent
across managers in their detail and/or depth of fee disclosure.

To correct the timing issue, the validation process is performed
on a quarterly basis. SCRSIC provides a detailed capital account
statement template for their PE managers to fill-out each quarter.
The expenses portion of the template includes lines on which to

Standardized Total Cost Disclosure for Private Equity



report full management fees, the LP share of portfolio company
fees which is used towards payment of the management fees,
other fund-level fees, and accrued carry/performance fees that are
deducted from NAV for the period. The capital account statement
format ensures that the manager reconciles the costs associated
with the change in NAV for the period. This provides SCRSIC
with a first level of quality control for reported fee data. Based on
other provided data such as contributions, invested value, and
distributions, the expected full management fee and performance
fee are compared to the partnership contract terms. SCRSIC
reconciles their manual calculations from the contract terms to
the fee amounts provided by the managers. If there are material
discrepancies, SCRSIC asks for explanations and documents the
changes for future validations.

While the vast majority of managers comply with the SCRSIC
process, a few managers do not complete the template. For those
accounts, SCRSIC manually collects data from statements that are
provided and asks for any missing figures. Since this process is
more manual, it is more time-consuming.

The ability to collect and confirm reasonableness of cost data from
PE managers relies on a strong understanding of the partnership
contract terms and constant communication with managers. As a
result, implementing such a validation process requires resources.
While SCRSIC has found that most of their managers are willing
to complete the template, the main challenge is ensuring that all
managers provide consistent data with formats and time periods
that are specific to their validation process.

This extensive validation process that attempts to capture total
investment costs demonstrates the point of this document: the
need for standardization.

Since 2009, the Institutional Limited Partners Association
(ILPA) has been developing private equity best practices and
standardized reporting templates that emphasize providing
transparency to LPs. Their templates are robust and include
detailed investment fees and expense information. However,

the best practices and templates are not mandatory standards
enforced by a governing body and generally the industry has not
adopted these to date.

Many pension funds do not undertake a detailed validation
process perhaps because it is very manual and they may not have
enough resources. SCRSIC has discussed cost reporting with
other funds. They have found that funds implement different
methods for cost reporting. For example, one fund told SCRSIC
that they take a “report as it is reported approach,” which means
only explicitly disclosed or invoiced costs are reported. Given this
view, it is not surprising that South Carolina’s reported investment
costs are higher than other funds.

News and Views

Some Countries Require More Transparent Cost Disclosures

In the Netherlands, the Federation of Dutch Pension Funds
introduced new reporting standards in 2012 [5] requiring Dutch
pension funds to show full investment costs. These standards have
been adopted by the Dutch central bank, De Nederlandsche Bank
(DNB), with the expectation that all Dutch pension funds will
comply with their 2014 financial statements. Specifically for PE,
full investment costs include full management fees, performance
fees, consulting fees, monitoring fees, and transaction costs.

Similar investment cost reporting standards have also been
implemented recently in Denmark and Switzerland. Both
countries’ reporting standards have a stand-alone section or
document devoted specifically to PE costs. Under these new
reporting standards, the components of PE cost are explicitly
defined and include management fees and performance fees as
well as administration and transaction costs.

Cost Disclosure And Transparency Can Lead To Better Decisions

Clearly there currently are challenges with collecting full PE costs,
but the exercise can yield benefits beyond improved disclosure
and transparency. Understanding true costs can lead to lower
costs through negotiation with managers. For example, greater
understanding of portfolio company fees has led to a big change
in the proportion of portfolio company fees distributed to LPs.
Over time, this revenue sharing has shifted from a 0%/100% LP/
GP split to an average closer to 85%/15%° today.

Additionally, understanding costs may lead to more efficient
investment vehicle selection because high costs will materially
impact PE performance. Exhibit 3 shows the net returns and
value added for different implementation styles. Fund of funds
underperformed internal investing by more than 5% and direct
LPs underperformed internal by more than 3%.

Cost disclosure is the main focus of this paper. But costs are
neither inherently good nor bad and should not be considered in
isolation. Higher costs are justified if they produce higher returns.
PE has been a strong performing asset class for some pension
funds. For other funds the opposite is true — net PE returns have
substantially underperformed public equity market benchmarks.
CEM believes that the main performance differentiator between
the two groups is implementation costs. Where costs are very
high, performance suffers in lock step. PE fund of fund total cost
averaged 5.04%. Net value added was 5.15% lower than low cost
internal PE implementation. To maximize value creation, funds
need to understand the impact of full costs on their decisions.

(CEM Universe, 2012-2013)

Internal Direct LP Fund of funds
Annualized net return 12.21% 9.64% 7.15%
Annualized benchmark return® 8.69% 9.36% 8.77%
Net value added 3.52% 0.28% -1.63%

Exhibit 3 Average annualized compound private equity net performance’
Source: CEM Universe, 1996-2012
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When asked to comment on their current fee reporting practices,
Michael Hitchcock, Executive Director of South Carolina
Retirement System Investment Commission, responded, “RSIC
believes that part of our duty to stakeholders and policy makers
is the most complete fee transparency we can achieve. We

are pleased to be a leader in this field, and we hope that our
practices along with other plans’ needs in this area help move the
industry towards improving and standardizing private equity fee
disclosure”

And momentum is building towards greater cost disclosure
around the world. Christopher Ailman, CIO of California State
Teachers’ Retirement System, recently vocalized the need for cost
reporting standards, especially within the alternatives space. As
stated by Mr. Ailman, “We need someone to propose an industry
standard, once posted everyone in the industry debates and then
you issue a standard. And it becomes something we need to
follow?” [7]

CEM agrees with Mr. Ailman and we want to work with pension
funds and interested parties to make this happen. With the

support of the pension fund industry, we can make great strides in

improving private equity cost reporting.
Endnotes

1. CEM is an independent global benchmarking and research
organization located in Toronto, Canada, that has provided
investment and administration benchmarking and research services
to large pools of capital (including defined benefit and defined
contribution pension plans, endowments, and sovereign wealth
funds) since 1991. The CEM databases contain performance and
cost information from more than 1,000 pension and sovereign
wealth funds from around the world.

2. Data were provided by 29 Dutch funds in 2012 and 34 Dutch funds
in 2013. Dutch private equity costs are representative of full costs
since the Federation of Dutch Pension Funds developed full-cost
disclosure guidelines effective 2012. Costs may be understated;
not all funds have adapted to the new disclosure guidelines and an
estimate is used for those funds.

3. Total shown is the sum of the median cost for each cost type.

4. Reported management fees are the fees provided by non-Dutch
funds in the CEM universe for 2012 and 2013.

5. CEM collected limited partnership details, including the LP share
of portfolio company fees, from funds that were able to provide this
information for the 2013 data year.

6. CEM developed customized private equity benchmarks based on
lagged, small-cap equity indices.

7. Adapted from “How Implementation Style and Costs Affect
Private Equity Performance” by Alex Beath, Chris Flynn and
Jody MacIntosh, 2014, Rotman International Journal of Pension
Management [6]
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“Skeptical scrutiny is the means, in both science
and religion, by which deep thoughts can be
winnowed from deep nonsense.” - Carl Sagan

Hedge funds and private equity funds have had
their share of detractors over the last few years,
with many institutional investors questioning
whether the returns they have generated justify
the significantly higher fees paid. Certainly, on
a relative performance basis, a large number

of these funds have had a tough time keeping
up with long-only equities. Since January of
2009, the S&P 500 total return index has nearly
tripled, generating annualized returns around
18%. No one should expect alternatives to
match this blistering pace over any time period.

There is also no debate that alternatives have
become a much more competitive sector. Hedge
funds and private equity funds alike now boast
8,000 to 10,000 active funds managing $3 to
$3.5 trillion dollars respectively, each roughly
doubling in size since 2006 as institutional
investors have piled into the space en masse.

Such growth simply cannot come without both
lower quality entrants attracted to the business
opportunity and the inexorable erosion of
returns from larger quantities of capital
chasing the same alpha strategies. Perhaps then
institutional investors should not be surprised
to see the return of median managers lower
than in the past.

Certainly, negotiating lower fees is one way

to mitigate the effect of a falling median, but
successfully building a portfolio of hedge

funds or private equity funds today requires
more than this. For those investors continuing
to pursue such strategies, success as always is
likely to revolve around selection of top quartile
managers. However, given the dynamics
described above, the elusive search for alpha
has become harder, as the costs associated

with being average have gone up along with

the resources needed to scour an increasingly
large universe of managers. In effect, the needle
has gotten smaller and the haystack has gotten
bigger.

The Hierarchy of Alpha



While some institutional investors have responded to these
challenges by simply winding down their allocations to hedge
funds and private equity funds altogether, it appears the far larger
majority have not. Hedge funds continue to attract positive flows
month after month, and nearly 2,000 private equity products are
currently in active fund raising, according to Preqin.

Demand remains strong for these return streams, but investors
continuing the search for alpha often face heightened skepticism
around both the presence of true alpha and an allocator’s ability
to identify it. Of utmost importance here is the realization that
not all alpha is created equal. The concept of a clean, binary
separation between alpha and beta, although intuitively appealing,
is far too simple a paradigm for the complex realities of active
investing. Like many purely mathematical approaches, it fails to
capture the areas of gray. Alpha to beta is a spectrum, and often
what once was the former eventually becomes the latter.

This skeptical scrutiny around the presence of what I'll call
“true alpha” seeks a better framework for the classification of
investment skill. This classification mechanism should not only
describe the nature and source of the return stream, identifying
the manager’s ability to access this return and the probability
of it continuing in the future. But even more importantly, the
framework should present investment skill as a spectrum. The
endpoints of the spectrum merely provide the beginning of the
analysis, not the end.

I propose such a framework below.

The rarest investment skill is that which is structured with no
known correlations to other returns. Such a skill would be

CAIA Member Contribution

difficult to find, and highly expensive if one could identify it. Few
managers could offer truly competing products. On the other
hand, the most common return stream would be one that was
highly price competitive, with thousands of managers providing
nearly identical products. Still investment skill, but clearly far less
valuable.

Fortunately, the argument for hedge funds or private equity does
not rest on the head of a pin, or the top of a pyramid as it were.
Instead, most managers in these sectors are structuring return
streams that fall somewhere in between. Understanding the skill
required to generate these returns is critical to manager selection.

True alpha is generally what most market participants mean

when they are referring to “alpha” This is superior skill, or
outperformance resulting solely from the active selection of
securities that differ from the market. This kind of alpha is truly
beating the market, or outsmarting the competition, without
embedded style tilts. For instance, stock pickers who do not take
value, dividend, growth, capitalization, or sector bets, but still
generate excess returns are generating true alpha. This form of
alpha, the purest form, is also the rarest. Managers that generate
sustainable, repeatable true alpha are few and far between, likely
only a handful at any given time. True alpha is harder to underwrite
with confidence, precisely because it so rare. A much larger sample
set is required to ensure that what appears to be alpha is not merely
a misidentified beta or, worse, mere luck.

Manufactured alpha can also be thought of as value creation.
Security selection, although not unimportant, is not the main
driver of excess return in this category. Unlike pure passive

Inaccessible Risk Premium

Number of Competing Managers

Exhibit 1 Hierarchy of Investment Skill
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investment, manufactured alpha requires an investor to initiate
an investment with a view to impart structural changes or
operational improvements that will unlock or actually create
value and then ultimately execute on that vision. This usually
involves repositioning the asset for resale to another buyer with
a different cost of capital, similar to transitional alpha, as well
see below, but only after some actual value enhancement from
the asset owner. For example, Re-REMICS, shareholder activism,
mortgage servicing rights and re-performing loans, private
equity turnarounds, and value added real estate are examples

of this category of alpha generation. Given the operational,
process-oriented nature of these strategies, managers who have
executed successfully on them in past tend to demonstrate strong
persistence of performance in the future.

Transitional alpha is the excess return that can be generated from
short-term changes or specific temporal market inefficiencies.
Often times, these inefficiencies result from regulatory changes,
for example Basel III and the Volcker Rule, or other socio-political
events which alter previous market dynamics. Other times,
economic changes or even technological shifts can change the
cost of capital or utility functions of market participants, which
impacts their ability to transact in a given marketplace. Even other
times, such transitional alpha can simply occur from shifting
levels of risk aversion or changing investment fads. Think of

these situations as events where typical, natural holders of a given
security are structurally prohibited from transacting as easily

as in the past. Several examples of these opportunities include
regulatory capital relief trades, spin-offs or post-reorg equities,
niche direct origination strategies where traditional lenders have
exited, or even to a certain extent simply downgraded high yield
bonds. In such situations, somewhat shorter term, ephemeral
circumstances cause forced selling from current holders and/

or remove natural buyers from the supply-demand equation. In
short, transitional alpha can be generated from holding certain

A
B
AR

Inaccessible Risk Premium

Exhibit 2 Evolution of Investment Skill
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assets until such time as natural buyers can come back into the
equation and prices normalize. One may consider this a form of
alpha, as the temporary nature of the inefficiency requires active,
sometimes rapid, analysis and execution in order to capture the
opportunity. Often, it is difficult for an end allocator to assess the
opportunity set before it is gone, making a manager’s ability to
identify and shift from one transitional investment to another key.

An inaccessible risk premium may not be alpha in the truest sense
of the word, but this category logically sits between transitional
alpha and alternative beta. Similar to transitional alpha, an
inaccessible risk premium can exist where structural forces
prevent many market participants from investing in specific
investment segments. However, unlike the short-term, temporary
nature of transitional alpha, an inaccessible risk premium is
quasi-permanent in nature. For example, safe harbor exemptions
to the 1940 Investment Company Act effectively preclude private
investment companies from accepting retail investors. Sometimes,
investors are unable to allocate to illiquid investments due to
short-term cash flow needs or investment minimums. Retail
investors simply cannot invest $5,000 directly in a privately
negotiated commercial mortgage. In other circumstances,

certain investors are prohibited from using derivatives or

have significantly higher costs of leverage than other market
participants due to suitability requirements or exchange rules.
Some investors, such as some state pensions, are actually
precluded by law from using leverage at all. As mentioned, these
type of structural constraints tend to be long-term in nature and
widely known. Not much analysis or timely response is needed

to interpret and asses their affects. However, these inaccessible
risk premiums have barriers to entry that require some active
management in order to access, making them, if perhaps not
actual alpha, something other than a simple beta. Given the
structural nature of the opportunity, these investments tend to be
somewhat easier to underwrite with confidence.

Process
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An alternative beta is axiomatically no longer alpha, nor

is it however a pure beta. Alternative betas are investment
opportunities that at one point may have been one of the above
categories of alpha, but have become more accessible and more
broadly understood. Often these opportunities have liquid,
registered products which allow access to a much wider array of
potential investors. Such products create relatively low fee, low
minimum, investable and benchmark-able return streams similar
to pure betas. Unlike pure betas, alternative betas are less widely
researched, less widely championed, and subsequently less widely
adopted in investor portfolios. Examples of alternative betas
could be catastrophe bonds, merger arbitrage mutual funds, long
only commodities, currency carry ETFs, and mechanical trend
following products. These return streams simply have shorter
track records and fewer adherents, at least for the time being, than
do the completely ubiquitous pure betas.

Finally, pure betas are quite simply basic asset class exposures
that have been around for a long time. Pure betas have decades
of price history and extensive research that is widely available.
These betas are broadly, perhaps universally, accepted as the
basic building blocks of portfolios. Pure betas are usually offered
via thousands of competing low-fee products, as opposed to
sometimes just a few, as is the case for many alternative betas.
Pure betas are available to investors of any experience level or
asset size. In short, pure betas are entirely commoditized return
streams.

It's worth mentioning that these categories of investment skill

are themselves spectrums rather than discrete individual classes.
Fundamental indices and smart beta products fit neatly in this
hierarchy, although it’s debatable whether they fall more towards
the alternative beta or pure beta side. The point is, such strategies
take advantage of factors that are widely known, quite commonly
employed and offered across numerous similar, if not identical,
easily accessible competing products.

This framework of investment skill can also provide insight

into prioritization of due diligence efforts for manager selection
professionals. For example, investment opportunities that fall
nearer to the top of the spectrum require more attention on

the skills, abilities, and experience of the people making risk
decisions. As the strategy becomes more institutional and

more widely adopted, due diligence efforts should focus on the
investment process itself, such as how ideas are generated and
technical aspects of portfolio construction. Finally, once a strategy
gains even more adherents, commoditized factors such as fees are
increasingly relevant.

Interestingly, this parallels the migration or evolution of
investment skill from alpha to beta. A select few individuals adept
at pattern recognition are able access an investment strategy
initially. The process becomes systematized, institutionalized, and
others internally and externally begin to learn the strategy and are
able to replicate it. As other market participants implement it and
often academics write about it, the strategy eventually becomes
more widely implemented and ultimately turns to beta, whereby
relative performance and costs are dominant considerations when
hiring a manager.

CAIA Member Contribution

In order to underwrite some expected level of alpha for

an investment in a hedge fund, private equity fund, or any
investment product, an allocator must truly understand the
source, scope, and nature of that alpha, or more fundamentally,
whether or not it is truly alpha. Historical performance analysis
plays a role in this, but like any analysis of data, the best it can do
is merely provide evidence of a relationship. A comprehensive
qualitative framework that focuses the process on determining
exactly why and how a manager generated past excess returns is
helpful in establishing a descriptive, theoretical foundation for
why that relationship may have existed. Only then can an investor
turn to what the competitive dynamic in that particular market
currently is, what might be reasonable expectations for future
returns, and finally accurately price those return streams.

A heaping dose of skeptical scrutiny, a scientific approach to
evaluation, and a clear theoretical framework can be helpful
towards the task of winnowing true alpha from the deep nonsense
of short- term performance noise, luck, and the never-ending
pitches of high-energy salesmen.
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‘Why Incorporate a Private Real Estate Investment
Option into a DC Plan?

Defined Contribution plans are rapidly
becoming one of the primary retirement
saving vehicles for Americans.! Historically,
DC participants have had minimal exposure

to private real estate holdings due to a lack

of viable investment options and concerns
regarding private real estate’s potential
illiquidity, historical valuation policies, and
pricing frequency. As a result, if DC Plans have
exposure to real estate today, it mainly consists
of a small allocation to publicly-traded Real
Estate Investment Trusts (REITs). Notably, only
26%* of DC participants today have the option
to invest in real estate, with overall portfolio
allocations averaging only 1%,> mostly through
REITs as stand-alone investment products.

In contrast, the majority of Defined Benefit
(DB) plans have exposure to real estate and
allocations average 8.9%,* with over 85% of this
allocation in private real estate.

REITs represent one segment of the real

estate asset class, and while they exhibit
long-term correlation with private core real
estate, REITs have a different risk/return
profile and are often used to play a different
role in portfolio construction. While both
vehicles provide real estate sector exposure,
private real estate vehicles provide investors
with direct access to the diversifying market
and income characteristics of the underlying
bricks-and-mortar real estate. They do this
without complications from potential financial
engineering, business enterprise value, and
overall broader equity market volatility that are
present in REITs.

The characteristics driving the differences
between private and public real estate are as
follows:

= The daily-valued private market real
estate vehicles available to DC plan
sponsors are investment funds that
substantially invest in core real estate

Private Market Real Estate Investment Options for Defined Contribution Plans



assets that are typically well diversified by property

type and geography and use modest levels of leverage.
Core real estate is generally defined as a set of stabilized
(well-leased), income-producing assets most commonly
garnered in apartments, retail, industrial, and office

property types.

= REITs are operating companies and thus offer shares in
a company that owns and manages the real estate assets.
REITs can trade at substantial premiums or discounts to
the underlying real estate values based on non-real estate
and broader stock market sentiments, creating a different
return profile and offering less of the diversification
benefits of investing in private core real estate.

These structural and tactical differences lead private and public
real estate to perform differently over a market cycle and provide
different benefits, as well as challenges, when added to an
investment portfolio.

The Benefits of Private Core Real Estate

The primary inclusion objective for real estate within a DC plan
should focus on obtaining income and diversification, with

some potential for inflation hedging over multi-year investment
horizons. These goals are best met within the real estate asset class
by incorporating private core real estate into a multi-asset class
portfolio. The key benefits of adding private core real estate are as
follows:

= Attractive yields and risk-adjusted returns
= Diversification and increased downside protection, and

= Potential for inflation protection without increased
volatility

Returns: A large portion (approximately 2/3rds) of private core
real estate returns comes from cash flows generated by long-

term leases that contribute to a more stable overall return profile
compared to equities. Over the past 20 years,” U.S. private real
estate’s cash yield as measured by the NPI produced an annual
average return of 5.1%.° Private real estate also provides an
attractive absolute return profile with significantly lower volatility
when compared to equities over the same time period. Therefore,
adding private real estate to a multi-asset class portfolio supports
an improved overall risk/return profile for the total portfolio.

Diversification: Given private core real estate’s low correlation
with equities and its relatively stable and high cash yield, the
segment’s total return is less likely to be negative at the same time
as equities, providing significant total portfolio benefits when
adding private real estate to a multi-asset class portfolio. Given
that the inclusion of private real estate is done with an eye to
mitigating downside risk, we examine how often in the same-
period private core real estate’ experienced negative returns when
compared to a standard 60/40 stock/bond portfolio.

Over a 20-year time period, the returns for private core real estate
yielded negative returns at the same time as a 60/40 stock/bond
portfolio in only 14%? of the quarters. In comparison, due to
REITS public format, especially now that many large REITs are
included in major stock indices including the S&P 500, REITs
experienced negative returns at the same time as a 60/40 stock/
bond portfolio in 57% of quarters.

Investment Strategies

Inflation: Both private and public real estate offer potential
inflation protection over the long term. While neither provides

a perfect inflation hedge, a rise in inflation over time is generally
at least partially offset by rising commercial rents and the pass-
through of expenses to tenants, creating the potential to hedge
inflation over the medium- to long-term. Private real estate’s
return profile is less volatile than other publicly-traded, inflation-
sensitive assets — such as REITs, commodities, and infrastructure
stocks — and this allows investors to add private real estate to their
investment portfolios in scale without increasing overall portfolio
volatility.

As an example, if a plan with a 60/40 stock/bond portfolio had
added a 7% allocation to private real estate over the past 20-year
time period, the real estate returns would have decreased the
portfolio’s overall volatility by 60 bps.™.

In comparison, a 7% allocation to REITs would have increased the
portfolio’s overall volatility by 23 bps. In summary, the addition
of private core real estate presents smart investment selection and
offers significant room to enhance overall portfolio construction
within DC platforms.

How to Incorporate Private Real Estate into a DC Plan

Early generations of daily-valued private real estate funds were
predominantly participant-directed, making them susceptible to
market swings and increased trading activity. Due to the potential
illiquidity of private real estate and the perceived complexity of
the daily-valued private real estate funds, DC plan sponsors were
hesitant to include these vehicles in their plan options. While

a number of the legacy participant-directed options still exist,
the new generation of daily-valued private real estate vehicles
seek inclusion in multi-asset funds only. This limitation creates
an additional layer of liquidity control and we believe that the
current generation of daily valued private real estate funds can
offer significant benefits when utilized within multi-asset funds.

Funds such as target date funds reduce the concerns about
liquidity because the professional manager has several options
other than real estate to create any liquidity required. Within
target-date structures, professional asset managers weigh the
investment merits of private real estate against a multi-asset
fund’s liquidity needs in order to decide on an allocation. This
not only avoids the potential for misunderstanding and misuse by
individual participants allocating to real estate on their own, but
also curbs the potential liquidity stress on these funds as they are
used as diversifying components only.

When participants invest through target date funds, they also
receive exposure to a diversified portfolio more tailored to a
desired end objective. Outcomes-based investment offerings
including target date funds can be more effective with a broader
set of strategies. Though these implementation structures were
once rare, they are now increasingly common.

Daily-Valued Private Real Estate Vehicles

Daily-valued private real estate investment funds have evolved
over the past three decades, with improvements focused on
addressing specific legacy concerns—namely liquidity, valuations,
and pricing frequency. There are currently a variety of daily-
priced, direct real estate products in the market and there are even
more in development. However, during the 1980s and 1990s, only
34
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a limited number of funds were available. Older versions lacked
today’s transparency, which raised concerns about valuation
methodologies, daily pricing mechanisms, and potential “gating”
during periods of market dislocations. These legacy issues often
discouraged DC plan sponsors from including the vehicles in DC
line-ups.

Today’s daily-valued real estate funds are focused on providing
investors with exposure to predominantly private core real
estate. To help facilitate liquidity, the majority of these funds
also maintain a liquidity sleeve of cash and REITs. The current
generations of daily-valued private real estate vehicles are
largely structured as funds-of-funds and are generally limited to
investment through multi-asset funds only.

Exhibit loutlines the general characteristics of the funds that Aon
Hewitt views as viable investment vehicles.

Investment Strategy

The investment strategy of these funds focuses on providing
investors with exposure to private core real estate through
investment in stabilized, income-producing properties. The funds
are well diversified geographically and the majority of investments
are in the following property types: apartment, office, retail, and
industrial, though some also have a minority exposure to property
types such as self storage, hotels and/or senior housing, among
others.

A number of managers also include small allocations to core

plus or value-added strategies. The inclusion of a second or third
private real estate strategy provides additional channels for direct
investments and strategy diversification. However, it also changes
the risk profile of the overall private real estate exposure, therefore
a DC plan’s desired risk/return profile should be well defined prior
to selecting a private real estate option.

Asset Class
Fund Structure

Fund Composition

Risk Specturm

Manager Nominal Target Returns
Pricing Frequency Daily
Trading Frequency
Restrictions

Fees

Exhibit 1 Characteristics of Daily Valued Real Estate Vehicles

Fund-of-Fund
Structure

Private Real Estate

Core Value-Added

Exhibit 2 Diagram of a Third-Generation Fund Investment Structure

Structure and Liquidity

The vehicles are generally structured as funds-of-funds and utilize
a manager’s existing institutional open-end private real estate
funds while adding a liquidity sleeve consisting of REITs and
cash. The daily-valued vehicle’s investment philosophy is focused
on maintaining the underlying fund allocations within the target
ranges of 75%-85% to direct real estate and 15-25% to REITs and
cash.

The investment process is actively managed by running daily
forecasts of investors’ liquidity requirements and determining
cash flow needs for rebalancing and participation flows. This
allows the funds to manage their allocation to the underlying
private real estate, REITs, and cash on a monthly or quarterly
basis.

Liquidity can be proactively managed using various levers within
the structure of the daily-valued vehicle and through cash flow
management as well as liquidity in other areas of the overall DC
portfolio. Within the fund-of-fund structure, the following levers
are common:

= Fund structures often call for a minimum allocation to cash
and/or REITs, which are available to support immediate
liquidity

= Trading restrictions. While these vary by manager, they

generally define a maximum NAV percentage to be traded
over a defined period (e.g., 5% of NAV over 10 days), and

= A line of credit

All this said, liquidity is not guaranteed in the vast majority of

the direct real estate vehicles, making them inherently less liquid
than public market real estate vehicles. This potential risk must be
acceptable to the DC plan sponsor prior to their inclusion in a DC
investment plan.

Real Estate

Open-end commingled Fund-of-Fund

75-85% Direct Real Estate; 15-25% Cash/REITs
Largely Core Real Estate

7%-9% annualized over a full market cycle

Daily with limitations
Limited to Multi-asset or Target Date Funds
85 bps - 115 bps

Target Date or
Multi-asset Funds

REIT & Cash



Daily Pricing
While daily trading isn’t mandatory for DC plans, most plan
sponsors still won’t consider fund options without the capacity

for at least daily pricing. Today’s generation of private real estate
vehicles available to DC plans provides for both.

The assets in the funds-of-funds are priced daily by adding up the
values of the interests in underlying private real estate funds, the
REITs, and cash; and then subtracting liabilities, fees, and other
expenses. Independent third parties now generally value all assets
in the private real estate funds on a quarterly basis; appraisals are
staggered throughout the quarter with values being incorporated
on a daily basis. In addition, income is forecasted and adjusted
for major lease events or material market changes, if required.
The daily recognition of value changes and material events in the
direct funds reduce the potential for “gaming” the investment in
the fund-of-funds prior to the quarter-end true-up.

While the individual processes between managers vary slightly,
all methodologies are transparent, timely, and validated by
third-party providers. The process of adjusting private market
valuations to daily pricing has been considerably refined since the
first-generation of funds entered the market. Overall, we believe
that the market has evolved to the point where daily values are
typically robust and daily pricing provides a fair representation of
the underlying real estate value.

Fees

Fees for the fund-of-funds vehicles available today are generally
in line with fees DB investors would pay to access private core
real estate. Management fees range from 90 - 115 bps per annum,
with expenses ranging from 3 - 25 bps per annum.

Summary

There is strong investment rationale for incorporating private

real estate into DC plans. We believe that DC plan providers will
be well-served in reevaluating the role as new and innovative
solutions using custom products are available; vehicles for gaining
exposure to the characteristics of private real estate that also meet
the valuation and liquidity requirements of the DC marketplace
are now a viable option.

With the evolution of daily-priced private real estate funds and
the DC market’s shift toward multi-asset platforms, especially
custom target date funds, DC plan providers have the tools and
access to provide DC plan participants with exposure to the same
attractive private real estate characteristics that DB plans have
been enjoying for decades.

Endnotes

1. Department of Labor Pension Bulletin. 81% of all active U.S. pension
participants are in DC plans. Report as of June 30, 2013.

2. PSCA’ 56th Annual Survey of Profit Sharing and 401 (k) plans.

3. 2013 Trends & Experience in Defined Contribution Plans, Aon
Hewitt.

4. 2014 Global Investor Survey, IREI and Kingsley Associates.
5. Time period 6/30/94 to 6/30/2014
6. NCREIF Property Index

10.

Investment Strategies

Direct Real Estate: NCREIF Fund Index - Open End Diversified Core
Equity (NFI-ODCE); U.S. REITs: FTSE NAREIT U.S. Real Estate
Index; Equities: S&P 500 Index; Fixed Income: Barclays Aggregate
Index.

HEK removed the appraisal bias by de-smoothed the private real
estate returns utilizing a regression based analysis. The de-smoothed
returns provided negative returns at the same time in only 37% of
the quarters.

Allocating 3.5% each from equity and fixed income. Direct Real
Estate: De-smoothed NCREIF Fund Index - Open End Diversified
Core Equity (NFI-ODCE); U.S. REITs: FTSE NAREIT U.S. Real
Estate Index; Equities: S&P 500 Index; Fixed Income: Barclays
Aggregate Index.

HEK removed the appraisal bias de-smoothed the private real estate
returns utilizing a regression based analysis. The de-smoothed
returns lowered the volatility of the portfolio by 34 basis points.
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Introduction

A number of studies have shown that M&A
activity is cyclical by nature. Drivers such as
economic expansion, regulatory changes, and
the emergence of new technologies have meant
that M&A transaction volumes in the U.S. have
followed a succession of high and low points for
over a century now.

After several lean years following the 2008
financial crisis, M&A activity in capital markets
is enjoying a marked resurgence. This is
illustrated by the return of mega deals in both
the U.S. and Europe and the resumption of
bidding wars. A number of questions spring to
mind in this newly buoyant context: Is it the
beginning of another cycle? If so, where are we
in this cycle? How long will it last? What are the
drivers?

A History of Waves

In the well-known study “A Century of

Corporate Takeovers: What Have We Learned
and Where Do We Stand?” published in 2005,
Martynova and Renneboog showed that M&A

Perspectives

comes in waves. In the U.S. market, which
boasts the most comprehensive historical data,
the authors counted five waves over the 1895-
2003 period to which the last wave experienced
from 2003 to 2007 may be added. Exhibit 1
shows the number of M&A operations in the
U.S. from 1895 to the present.

Each wave has its own characteristics

The first, which began at the end of the 19%
century, is known as the Great Merger Wave.

It took place against a backdrop of major
technological, economic, industrial, regulatory,
and financial upheaval. This wave led to the
emergence of large monopolistic companies in
the main sectors of the economy. It ended with
the collapse of capital markets between

1903 and 1905.

The second wave began at the end of WWI and
built up during the 1920s. Buoyed by improved
application of antitrust legislation, it allowed
for consolidation between small companies that
had missed out on the formation of the large
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Exhibit 1 Number of M&A Operations in the U.S. from 1897 to the present
Sources: Gaughan(1999), Nelson (1959), Historical Statistics of the U.S. - Colonial Times to 1970, Mergerstat Review.

monopolies during the previous wave. The stock market crash of
1929 put an end to this second wave.

After the Great Depression and WWII, the third wave began

in the mid-1950s, but lasted for over two decades. It was
characterized by horizontal diversification moves that resulted in
the creation of corporate conglomerates. The goal for these new
groups was to benefit from growth drivers outside of their original
markets in order to reduce the volatility of their profits. This wave
ended in the early 1970s with the oil shock that plunged the world
into recession.

The fourth wave at the beginning of the 1980s coincided with
major changes in a number of fields: new antitrust legislation,
deregulation of financial markets, creation of new financial
instruments such as junk bonds, and technological progress in the
electronics sector. This was the heyday of the corporate raiders,
making hostile bids for conglomerates that had fallen from favor
as they had become hulking, financially inefficient structures. The
crash of October 1987 brought an end to this wave.
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Wave 1

The fifth wave began in 1993 with the economic recovery and
flourishing capital markets. Like the previous waves, there were

a number of drivers: technological innovation, deregulation, and
privatization, particularly in the telecoms sector. But this time,
the novelty was the global nature of the cycle. Indeed, for the first
time, the European market became as large as the U.S. market. We
also witnessed the emergence of an M&A market in Asia. Where
deals used to take place mainly between companies in the same
country, they became increasingly cross-border in response to the
globalization of economic and financial trade. This wave ended
with the bursting of the Internet bubble in 2000.

The sixth and most recent wave began in the 2003 market slump.
Like the previous cycle, it was international and primarily
financial in nature, as illustrated by the rise in LBOs, which
accounted for up to 47% of the deals announced. This LBO wave
finished with the credit crisis in 2008.

Although the M&A waves have certain aspects in common,
they also vary in terms of their nature, their intensity, and their
duration.

Wave 6
(2003-2009)

Wave 4
(1981-1991)

Wave 3
(1955-1975)

Wave 2
(1916-1934)

0 —_—
A4 13 121110 -9 8 7 -6 5 -4

-3 -2 1 0 1 2 3

4 5 6

Year (centered to 0 at the peak of each wave)

Exhibit 2 Intensity and Duration of the 6 M&A Waves in the U.S. over the 1897-2009 Period
Sources: Gaughan (1999), Nelson (1959), Historical Statistics of the U.S. - Colonial Times to 1970, Mergerstat Review.
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Among the common factors are the key drivers that started

the cycles, in most cases: economic recovery, flourishing

capital markets, structural regulatory changes, industrial and
technological innovation, and the need for companies to adapt to
changes in the economic environment. Another shared feature is
that an M&A cycle generally ends upon a downturn in financial
markets.

Exhibit 2 shows how waves vary in intensity (measured in
number of deals) and duration. The first wave is one of the most
pronounced over a very short time period. The third wave was the
longest of all, lasting 21 years.

Sharp Upturn in M&A Activity Over the Last 12 months

The economic crisis in the wake of the Lehman downfall in 2008
brought the sixth wave to an end and stalled the M&A market for
an extended period.

Although confidence has gradually returned to capital markets
thanks to unconventional measures employed by the central
banks, it has been lacking among company managers, who have
preferred to pay dividends to shareholders, or to buy back their
own shares rather than invest in capex or M&A.

Yet 2013 appears to have seen a tipping point an inflexion point.
With the first signs of economic recovery in developed countries,
companies are bringing their M&A plans back to the top of the
agenda. As such, according to Mergerstat, the M&A market in the
U.S. reached $895bn in value terms in 2013, i.e. a rise of 15% vs.
the previous year and 60% vs. the low point of 2009.

This upturn is apparently being confirmed with a very strong start
to 2014. According to Mergerstat, there has been healthy growth
over the first half of the year compared to the same period in
2013, and in the three main economic regions: +160% in the U.S.,
+125% in Europe, and +55% in Asia.

Apart from this volume growth, there are two other striking
features of early 2014:
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o The return of very big transactions, the “mega deals”
There have been a number of deals in U.S. worth over
$20bn: Time Warner ($68bn), Forest Laboratories ($21bn),
Allergan ($44bn), and Covidien ($46bn). Even in Europe,
where the recovery is taking longer, there have been a few
sizable transactions, such as Ziggo (€8bn), Scania (€7bn),
and Lafarge (€27bn). Also worth mentioning was Pfizer’s
failed hostile bid for AstraZeneca for over $120bn.

e The return of bidding wars and price improvements with
notable impacts for shareholders: Hillshire Brands (+40%),
Osisko Mining (+28%), Chindex (+22%), Jos A Bank
Clothier (+15%), Amcol (+12%), and Ciments Frangcais
(+2%).

Investors may be asking themselves certain questions in the light
of this resumed activity: is this the seventh wave of M&A, to be
expected after the financial crisis of 2008? If so, when did it really
start and how long can it last? How intense is this new cycle and
what point are we at in it now? What are the drivers?

How Should This Resumed Activity Be Analyzed?

To answer these questions, we have built a proprietary M&A
index that can tell us where we are in the cycle.

Our starting point in setting up this index was the long history
provided by the six waves of M&A in the U.S. since 1895. We then
determined the main contributing factors (whether exogenous

or endogenous) of M&A activity at a given moment. Finally, we
combined these factors to calculate our index of M&A activity
and identify the high point, the middle, and the bottom of each
cycle.

Temporal analysis of M&A activity over a very long period
requires the evolution

of the U.S. economy to be taken into account. Clearly, 1,000 M&A
operations today do not have the same dollar weighting as 1,000
operations at the beginning of the 20™ century. With this in mind,
we have related the number of M&A moves to real U.S. GDP in
2009 dollars. Exhibit 3 shows the evolution of this ratio from 1895
to today.
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Exhibit 3 Evolution in the Number of M&A moves in the U.S. in relation to real GDP measured in $bn and pegged to the 2009 dollar
Sources: Gaughan (1999), Nelson (1959), Historical Statistics of the U.S. — Colonial Times to 1970, Mergerstat Review, Bloomberg.

40

Summer ¢ 2015

Alternative Investment Analyst Review



It emerges that the Great Merger Wave dwarfs the scale of the
chart so much that it is difficult to draw conclusions about the
current period. Moreover, we have seen that the latest cycle
troughs of 2003 and 2009 almost match the mid-cycle levels for
the second and third waves and are even above the top of the
cycle for the fourth wave. We believe the explanation lies in the
globalization of trade that took place in the early 1990sthat has
had a notable impact on the M&A activity of the last two cycles,
making the historical comparisons fairly irrelevant over a very
long period. We have concentrated on the recent period of 1990 to
the present day to identify the drivers behind M&A activity.

In studying M&A waves, we have seen that cycles often coincide
with rising capital markets and an upturn in economic activity.
Therefore, we tested the correlation of M&A activity with a series
of factors related to equity and bond markets. We also studied the
influence of parameters that we monitor as part of our merger

=== M&A activity by value over 12 rolling months (rhs)

== MA&A activity as a % of stock market capitalisation (lhs)

14% - r 1,600
12% - L 1,400
- 1,200
10% - \
’u--’ - 1,000
8% - i
/ c
' 800 o
0
6% -
- 600
4% -
- 400
2% 1 ” L 200
0%||I|| | | 0
VO TP LN RIS P ITIP P POEONODD
DDA DT O PSS IS OSSN/
EETTEEEEEEFTEFF TS S S S S

Exhibit 4 M&A Activity measured as a % of the total U.S. market
capitalization
Sources: Mergerstat Review, Wilshire Associates

===  MG&A activity by value measured over 12 rolling months (rhs)

= % of M&A operations trading above the terms of the bid (lhs)
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Exhibit 6 Correlation between the rate of expected improved bids and

arbitrage strategy. We ultimately took four factors into account.

The first factor is the total capitalization of the U.S. market. For
each quarter over the period in question, we set the total value of
the operations announced over 12 rolling months against the total
market capitalization of the U.S. market. Exhibit 4 shows that this
ratio sits in a range of 2% to 4% for the bottom of the cycle and a
range of 9% to 12% for cycle peaks.

The second factor is the FED Senior Loan Officer Surveys.
On the basis of surveys among the main banking institutions,
this indicator measures borrowing conditions for American
companies and consumers. A high level reflects difficult
borrowing conditions and a low level reflects easy conditions.

Exhibit 5 clearly shows that periods of decline in M&A
correspond to times when borrowing becomes harder, as in 2000-
2004 and 2008-2011.

=== Annual variation in M&A activity (rhs)

== FED Senior Loan Survey — 12rolling months (lhs)
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Exhibit 5 Correlation between the FED Senior Loan Survey
and the annual variation in M&A activity
Sources: Mergerstat Review and Bloomberg

=== Annual variation in M&A activity (rhs)

= Failure rate of announced M&A operations (lhs)
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Exhibit 7 Correlation between the failure rate and annual variations in
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Exhibit 8 Correlation between our proprietary M&A index and M&A
activity
Sources: Mergerstat Review and OFI AM

The third factor is an indicator that measures the number of
improved bids expected by

the market for M&A operations on listed companies. In certain
cases when an M&A operation is announced on the markets, the
share price of the target may be higher than the terms proposed
by the prospective buyer. This means that investors are expecting
an increase in the bid by the buyer or a counterbid by a third
party. We have found this indicator to be a good measure of
market players’ sentiment with respect to M&A activity. Exhibit
6 shows the movement of this indicator since 1998, as calculated
from our proprietary MAGMA database.

We can clearly see that the high points and low points of this
indicator coincide with the variations in the M&A activity cycle.

The fourth factor, also drawn from our MAGMA database,
concerns M&A moves on listed companies. This is the failure rate
of operations calculated over 12 rolling months, i.e. the number
of terminated operations set against the number of completed
operations. Several factors can lead to the failure of an operation:
opposition of the target’s shareholders or antitrust authorities,
financing problems, deterioration in market conditions,
opposition of the buyer’s shareholders, etc. The average failure rate
comes to about 7%. A significant increase in this rate above this
average reflects a general rise in risk aversion within the M&A
environment. Exhibit 7 shows the variations of this indicator over
the period considered.

Once again, periods when M&A declines correspond to times
when the failure rate is high.

To combine these four factors, we have standardized each of them
by expressing a standard deviation from the historical average. We
have then built our index by attributing a different weighting to
each factor so that the index is as closely pegged to variations in
M&A activity as possible.

Exhibit 8 shows the correlation between our proprietary index
and activity and we can identify three zones:

Perspectives

2.0 4

Top of cycle

Standard deviation vs. historical average

Exhibit 9 Top, Bottom and Middle of the M&A cycle index measured
by standard deviation vs. the average
Sources: OFI AM

1. The middle of the cycle: between -0.5 and 0.5 standard
deviations from the average,

2. The top of the cycle: 1 standard deviation above the average,

3. The bottom of the cycle: 1 standard deviation below the
average.

As Exhibit 9 shows, the index is currently around the upper part

of the middle of the cycle. Over the last 12 months, we have seen
a rebound in the index that logically follows a notable increase in
the volume of M&A activity described earlier.

Detailed analysis of the four factors that make up the index shows
that:

e Over Q2 2014, M&A volumes increased substantially faster
than stock market indices, which resulted in a sharp rise in the
first factor.

¢ Lending conditions are still very favorable to companies.
o The failure rate is still stable at around the historical average.

¢  Only the rate of improved bid expectations, which stands at
around 40%, may reflect excessive optimism by operators. But
the high number of improved bids observed shows that this
enthusiasm among investors is not currently ill founded.

On the basis of this index, we can therefore consider that another
M&A cycle has indeed started after the low point observed in
2009. From 2010 to 2012, M&A activity was modest and above all
very chaotic, which is characteristic of a waiting period between
two cycles. But since 2013, the upward trend appears to be well
underway. With a very strong first quarter, 2014 looks like a good
mid-cycle year.

Since it began in 2013, how long can this wave last?

It is particularly difficult to answer this question when, as we have
seen, the previous waves lasted for very varied lengths of time: 7
years for the shortest and 21 years for the longest.
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Even though we have not yet seen any signs of M&A activity
overheating, there are still a number of events that could cause
this latest cycle to finish prematurely:

e A rapid rise in interest rates in the U.S., which would make it
harder to finance certain M&A operations. There would likely
be a concomitant significant decline in equity markets, which
would result in a loss of confidence among company managers
who might postpone their M&A plans.

e A marked slowdown in U.S. growth following an exogenous
shock hampering global trade, such as exacerbation of the
crisis in the Ukraine, or renewed tensions in the Middle East.

All told, we think that this resumption in M&A activity marks the
beginning of the seventh wave; we shall now try and identify its
drivers.

Drivers behind this latest wave

We have seen that there is a common denominator for all M&A
waves: economic recovery and its corollary, the flourishing of
capital markets. But each wave also has its idiosyncrasies. We
shall identify the specific drivers of the current wave in the light
of the general macroeconomic context and the latest operations
announced.

We think that one of the particularities is firstly in the notable
time lag between the recovery of markets and the resumption of
M&A activity in the U.S.; almost three years passed between the
return of growth in Q3 2009 anticipated by the markets some
months earlier and the resumption of M&A in 2012.

This particular situation was the result of non-conventional
measures taken by central banks to support markets and the
economy after the systemic crisis of 2009. Successive QE and
near-zero interest rates saw mountains of liquidity pour into
equity and bond markets, which then bounced back. Since 2009,
the S&P 500 has posted an annual return of 22% and the IBOXIG
of 9%.

But although confidence returned to the financial sphere fairly
early in the cycle, with asset price inflation as a consequence,

in the real economy it was lacking among company managers
until very recently. Against an economic backdrop that they
found uncertain at the time, companies preferred to adopt
cautious strategies to grow their earnings per share: cost savings,
investment constraints (on both capex and M&A), and share
buybacks.

But these measures have now reached their limits: companies’
operating margins are at historical highs, organic growth has
slowed due to low past investment, and for three years now share
buybacks have been close to their highs of 2006-2007.

To contend with the forthcoming slowdown in profit growth,
companies have moved into a phase where corporate finance
transactions are set to become predominant in their industrial
strategies. Moves recently announced by major groups clearly
show the drivers that will be at work in this new phase:

e Reorganization around growth regions. For example, the
Lafarge/Holcim merger will lead to the group repositioning
towards emerging markets at the expense of mature countries.
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e Transformation of business portfolios, like Novartis, which
is moving away from vaccines and animal health and buying
GSK’s oncology assets.

e Tax optimization. In the U.S,, there is a tax inversion system
at work that enables companies to drastically lower their tax.
U.S. companies that buy a company abroad are able to relocate
their HQ to the target’s country to pay less tax. With the high
margins and profits generated by numerous subsidiaries
around the world, this tax mechanism is of particular
interest to pharmaceutical companies. The following deals in
particular spring to mind: Warner Chilcott/Actavis ($7.8bn),
Shire/AbbVie ($54.7bn), Valeant/Allergan ($54.2bn), and
Covidien/Medtronics ($46.2bn).

e The use by American companies of cash located abroad.
Taxation in the U.S. is rather special insofar as the financial
flows of multinationals are taxed twice. Subsidiaries’ profits
are taxed once in the country where they are generated and a
second time when the parent company repatriates them in the
form of dividends. All told, the U.S. has a marginal tax rate
of 35%, one of the highest among industrialized countries.
Consequently, U.S. companies prefer not to repatriate cash
generated by their foreign subsidiaries. An acquisition
can therefore be a good way to use this treasure trove. For
example, with a cash pile of $90bn abroad, GE was in a
position to bid $17bn for Alstom’s Energy division.

e Cross-border operations, particularly from the U.S. towards
Europe, sweetened by the valuation difference between the
two regions. Examples include the bid by Pfizer for British
company Astrazeneca for $120bn, Liberty Media’s bid for the
Dutch group Ziggo for $11bn, and the takeover of Telekom
Austria by America Movil for $7bn.

It is important to emphasize that the tax inversion driver has been
a significant contributor to the resumption of M&A since the end
of 2013. We have identified 11 deals for a total of about $340bn,
i.e. about 25% of the total over the period. However, the window
of opportunity for tax inversion deals is probably closing.

These deals are seen as a form of tax evasion by American public
opinion and caused quite a stir in the media in summer 2014.
With the approach of mid-term elections, the issue has taken

on a political dimension. Democrats have even proposed anti-
inversion legislation to Congress, but this has run into opposition
from the Republicans who would prefer to see a radical overhaul
of the U.S. tax system. Meanwhile, the U.S. Treasury has grown
impatient with the legal route and announced that it wants

to make administrative changes to the tax code to make tax
inversion moves much less appealing. In any case, there are a
limited number of multinationals in the pharmaceutical sector in
a position to fully benefit from tax inversion. The same goes for
potential targets.

Although in the medium-term, the tax inversion driver is likely
to carry less influence, the other drivers behind resumption of
the M&A cycle should remain intact for the coming quarters:
corporate confidence indices are at high levels, financing costs are
low and there is the use of offshore cash for U.S. companies.
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Conclusion

We think that the resumption in M&A activity has now been

in evidence for several quarters is the beginning of a new cycle,
the seventh wave of M&A in the long economic history of the
United States. Current M&A activity shows renewed confidence
among managers who are now ready to embark on developmental
external growth projects for the future of their companies. The
index that we have built shows that we are currently in the middle
of this new cycle.
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Nowcasting is to forecasting what astronomy

is to astrology. At the beginning of 2014, 72

out of 72 economists “predicted” that U.S.
interest rates would rise throughout the year.
They fell. One ought to know what one doesn’t
know. It’s always experts—often well-educated
professionals who do not suffer from a lack of
self-confidence—who create the forecasts; quite
often keeping a straight face. Expert failure
extends far beyond the investment scene. The
problems often reside in man’s information
processing capabilities. The expert is a serial

or sequential processor of data who can only
handle information reliably in a linear manner.
Not only can experts analyze information
incorrectly, they can also find relationships that
are not there, a phenomenon called “illusionary
correlation”. We suggest that investors replace
forecasting with nowcasting.

What is nowcasting?

Nowecasting is a reasonably new word; at least
in economic finance. It is either the opposite

of forecasting or simply a pun on the word
‘forecasting’ The term nowcasting is also a
contraction of ‘now’ and ‘forecasting’ The term
is used in both economics and meteorology.

A forecaster tries to predict the future.
Empirically, this has proven as quite a challenge
in many endeavors related to human action.

As Mark Twain succinctly put it: “Prediction is
very difficult, especially if it’s about the future”

We define nowcasting as follows:

Nowcasting is the economic discipline of
determining a trend or a trend reversal
objectively in real time. Nowcasting

is fact-based, focuses on the known

and knowable, and therefore avoids
forecasting. Nowcasting is the basis of a
robust decision-making process.*

A ‘nowcaster’ does not try to predict the future,
but focuses what is known today;, i.e., known
now in real time. Forecasts are an integral part
of orthodox asset allocation and are essentially
guesswork. In other words, guessing is an
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Nowcasting

integral part of how assets are allocated and risk is taken and
subsequently managed. However, some investors, for example
trend-followers, seem to do very well without a forecast entering
into their investment approach. Trend followers look at prices, not
forecasts. A price is a fact, whereas a forecast is not; it is someone’s
opinion that might or might not have merit. A forecast is biased
by definition because it is an opinion. An investment process
focussing on facts seems more logical than an investment process
that focuses on opinions. A fact is a fact whereas an opinion is
rather fluffy by comparison, and its merit often only assessable
with the benefit of hindsight. Economist John Kenneth Galbraith
put it most eloquently: “One of the greatest pieces of economic
wisdom is to know what you do not know”

A trend is a fact and is determinable. Momentum is one approach
by which a trend can be determined. A trend is either positive or
negative; essentially up or down. This makes investment life a lot
simpler. Currently the economic trend in the U.S. is positive and
the economic trend in Latin America isn't. At one level, it’s that
simple. The odds favour the former and not the latter.

This article examines three types of momentum: price, economic
(top-down), and earnings (bottom-up) momentum. In the

following sections some aspects related to these three approaches
are discussed, starting with price momentum. The key take-away
is the applicability for a pragmatic approach to risk management.

Price Momentum

The basic premise of momentum is that trends exist, i.e., there are
cycles as opposed to complete randomness, and that trends are

- Equities
Full screen view A W N @mow A

Govt bond yieids, 10-year
B W 31 3chg

determinable in real time, but the duration of the trend is nearly
impossible to predict. Price momentum is the most common form
of momentum, is well documented, and has stood the test of time.
For late U.S. investor Martin Zweig (1942-2013), not going against
the trend was a cardinal rule: “To me, the ‘tape’ is the final arbiter
of any investment decision. I have a cardinal rule: Never fight the
tape!” Going against the trend is akin to fighting an uphill battle;
the odds are against you.

Exhibit 1 shows a screen shot from IR&M’s Momentum Monitor
from 10 August 2014. The monitor shows positive and negative
price momentum. (Positive momentum is here defined as the 10-
week moving average exceeding the 40-week moving average and
the momentum in the exhibit is measured in the number of weeks
since the signal occurred. For example: The positive momentum
in the MSCI World Index (first line) was in its 104" week in the
32" week of 2014, resulting in a return of 31% since the signal
occurred.)

Another example is China and Greece. China ended a 30-week
bear market and entered a long-term bull market in week 32, as
highlighted in Exhibit 1. The Greek stock market entered a long-
term bear market around the same time. At the end of June 2015,
these trends were still in place. From the time of the signal to

the end June 2015, the Shanghai Composite gained 91% and the
Athens SE General lost 24%.

A trend such as these could always end tomorrow, in which case
a response by the investor is required. However, these trends
could last a lot longer too. The main point is that no forecasting is
required for the odds of the investor to be stacked in his favour.
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Although we all should have bought China A-shares and sold
Greek stocks short in early August 2014, the main purpose of
analyzing momentum is as a tool that adds systems and, ideally,
an element of discipline to the investment decision-making
process. Exhibit 1 from 10" August 2014 informed us that going
forward we shouldn’t be long Greece and shouldn’t be short
China. The risk management perspective is what not to do. The
momentum analysis can add perspective from this angle.

Unfortunately, the analysis of price momentum does not tell us
how long a trend lasts. One reason why knowledge of the trend
is still valuable is because trying to forecast the reversal is such
a foolish endeavour. Mean reversion is a powerful concept in
finance. However, the nowcasting approach suggests measuring
the reversion in real time, rather than hoping for it, or trying to
forecast it. Here’s what we know when it comes to a trend, for
example, the current bull market of the U.S. stock market: We
know it’s a bull market. We know—and this is important—that
we don’t know when it ends. Exhibit 2 shows the frequency
distribution of U.S. bull markets of the S&P 500 price index since
1930. (We also know it’s an exceptional, liquidity-induced bull
market.)

There were 50 bull markets as per our definition. The median
duration of a long-term bull market is 54 weeks, i.e., roughly one
year. 25 were 54 weeks or shorter and 25 bull markets were 55
weeks or longer than that. The current bull market was its 179%
week as per Friday 26" June. How many times has the reader
heard someone say the bull market is about to end during these
179 weeks? At the end of the bull market someone will eventually
get it right by pure coincidence.

The current bull market could last a lot longer. Who knows? There
is no limit to the time axis in Exhibit 2. The practical relevance

is that one ought to be less risk averse in a bull market. In a

bear market, bad news can have a large impact on price. This is
different in a bull market. In a bull market, bad news might cause

small corrections that are used by the bull crowd to add stock

in a generally rising market at lower prices. In a bear market

this is much less likely to occur. After a long and/or violent bear
market, at one stage unknowable without the benefit of hindsight,
“bottom fishing” normally kicks in. However, we do not know
when. When focusing on nowcasting rather than forecasting, i.e.,
astronomy rather than astrology; we do not need to know. We will
be able to determine when the bottom fishers have become a force
to be reckoned with, i.e., we can measure the price reversal, as
with the Chinese stock market in week 32 of last year.

Economic Momentum

The best way to think about economic momentum is with a
sailing analogy in combination with Minsky’s instability idea.”
Every sailor knows that a storm requires a different trim than
calmer weather. IR&M’s gauge for economic momentum (the
thin red line in Exhibit 3) is designed to indicate whether the
economic environment is calm or a storm is brewing. The key is
not to predict the next storm, but to respond when circumstances
start changing. Rough weather at sea doesn’t change from one
minute to the next. The same is true for a change of the economic
winds; normally. There is time to trim the sails. In finance this
means being more conservative or hedged when things start to
change for the worse, i.e., the red line in the chart starts to fall.
The storm’s zenith or magnitude and potential damage cannot be
predicted in a continuous and robust fashion. However, changing
circumstances can be measured and assessed at all times,

making decision making more robust and therefore, in our view,
more intelligent. The practical relevance to Minsky’s instability
hypothesis is that, both at sea and in economics, the current calm
is nothing else than the build-up of the next storm.

At the time of writing economic momentum in Germany was
positive, an export-driven economy benefiting from a currency
that was too weak. The practical implication is that the “economic
wind” is blowing from behind.

Median duration of long-term bull

7 / market is 54 weeks

Frequency

® o ®
Q >

5 Bull market to
October 2000

Bull markets to
September 1998 and
May 1953

Current bull market
is 179 weeks old
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Exhibit 2 Duration of positive long-term trends* in weeks since 1930 (S&P 500)

Source: IR&M, Bloomberg
* Long-term trend as defined in IR&M’s momentum monitor publication.
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Exhibit 3 IR&M Germany (economic) model with DAX Index (as of 26" June 2015)

Source: IR&M, Bloomberg

There always will be a next recession, in Germany and elsewhere.
However, when economic momentum is positive, the likelihood
of a recession within, say, a year is lower than if economic
momentum were negative.

One aspect of economic modelling and an economic

momentum approach is that it fails with, or doesn’t capture

(or is slow to capture), political intervention. Monetary policy

has “gained” as a market force under Alan Greenspan and has
become more important ever since. Various central banks are
battling a currency war; a race to the bottom, as some pundits

put it. A central bank is not independent but is a part of the
administration; it’s a political authority. (Central banks are
independent in a sense that, if, for example, they run out of paper-
clips, they can restock without involving the legislature officially.)

Below earnings momentum is discussed. Earnings momentum is
essentially the bottom-up counterpart of the top-down economic
momentum idea just discussed.
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Earnings Momentum

The third part of the nowcasting toolkit is earnings momentum
and is based on consensus earnings estimates from sell-side
analysts. The preferred measure is the estimates for the next
twelve months on a rolling basis, always hoping that the data
provider gets the aggregation right. When looking at estimates
it is important to distinguish between fact and opinion, i.e.,
nowecasting and forecasting. Earnings estimates falling from, say,
100 to 99 is a fact, but the “99” itself is an estimate and therefore
subject to error. By comparison, 99 being lower than 100 is not
subject to error.

Earnings momentum in the U.S. and Japan was mostly positive
since the end of 2012. The subsequent USD returns of these equity
markets to the end of June 2015 were 50% and 35% respectively.
Earnings momentum in the Eurozone was flat and the USD
return in this time period was 21%. Earnings momentum in

the UK was the worst and was mostly negative and the USD

2011 2012 2013 2014

—Euro STOXX —Topix

2015

Exhibit 4 Twelve-month forward consensus earnings estimates indexed to 100 as of January 1, 2006 to June 30, 2015)

Source: IR&M, Bloomberg
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return was 16%. This means in the U.S. and Japan, the multiple
expansion was accompanied by an additional power boost from
rising earnings (estimates). This was not the case in the Eurozone,
where a price rise was pure multiple expansion. In the UK, falling
earnings estimates were an outright negative, working against the
multiple expansion. See Exhibit 4. This means the ranking of the
earnings momentum, something that can be determined in real
time, is very close to the ranking of the subsequent stock market
performance.

Earnings momentum can also be applied to sectors. It allows the
investor to distinguish in which sector the wind is coming from
the rear and where there’s a head wind, i.e., the earnings trend

is negative and multiple expansion therefore more difficult. In
Exhibit 5 a ranking system is used based on the ten GICS (Global
Industry Classification Standard) sectors of S&P 500 Index
series. First, the long-term momentum of every sector is ranked
at the end of a quarter based on the number of weeks since the
momentum signal occurred. The second part of the exhibit shows
the rank of the subsequent 6-month total return. For example, at
the end of March 2010, Consumer Discretionary was ranked 1°*
in terms of long-term momentum. The rank of the subsequent
6-month total return of Consumer Discretionary from April to
September 2010 was 3™,

No tool is perfect. However, the worst four sectors in terms of
earnings momentum (Energy, Utilities, Telecom, and Materials)
were also the worst four in terms of performance (second line in
Exhibit 5). The important practical aspect is that no forecasting
on the part of the investor was required. These rankings are not
someone’s opinion, even if the underlying consensus earnings
estimates are estimates. These rankings were determinable in real
time; no crystal ball was required. Note that the best three sectors
(Consumer Discretionary, Health Care, and Consumer Staples)
were also top-ranked in terms of performance, i.e., ranked 2™, 1%,
and 4.

Rank long-term momentum of forward earnings estimates

Sector earnings momentum also allows us to make inferences as
to which countries are likely to underperform.’ The UK is a case
in point. It has been underperforming the U.S. for quite a while.
The UK has no IT, but Energy and Materials, whereas the U.S.
has a large weight in IT. The absolute returns of two countries
and therefore the relative performance are a function not only of
country-specific factors. The sector weights matter too.

This is especially true when correlation among sectors is low. The
odds based on sector momentum were stacked against the UK
outperforming the U.S., which it subsequently didn't.

Closing Remarks

There are many definitions for risk. Since the financial crisis, we
all know that it has very little to do with VaR (value at risk). One
definition for risk that works well for pragmatists and is applicable
to the nowcasting approach is the following:

Risk = exposure to change*

This definition is very simple and unscientific, but very powerful
and has stood the test of time. Risk measurement deals with the
objective part. The risk measurer either calculates bygone risk
factors, simulates scenarios, or stress tests portfolios based on
knowledge available today according to an objective set of rules.
Any assessment of risk is based on knowledge that is available
today. Risk, however, has to do with what we do not know today.
More precisely, risk is exposure to unexpected change that could
result in deviation of one’s goals (such as meeting future liabilities,
for example). By definition, we cannot measure what we do

not know ahead of time. We are free to assume any probability
distribution, but that does not imply an objective assessment of
risk. The best we can do is to determine the change in real time,
i.e., nowcasting.

Rank subsequent 6-month total return
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Exhibit 5 Rank of earnings momentum vs. rank of subsequent 6-month return in the 2010s in the U.S.
Source: IR&M, Bloomberg

Subsequent 6-month returns following 31 Dec 2014 are to 12 June 2015.

* Average rank over period shown.

** Rank of average rank over period shown.
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There is a saying that “a fool with a tool is still a fool” This adage
is highly applicable to the world of finance. Models and tools are
imperfect and they misfire. However, an imperfect tool can be
useful for the bottom line. A tool need not be perfect, nor does

it need to stand alone. We believe a tool can be imperfect and

be very useful by supplementing other analysis. The future is
probabilistic; Grexit, Frexit, and Brexit might or might not occur,
and —if they do occur—they might or might not have a material
impact on ones’ portfolio. If a tool helps us to tweak our portfolio
towards the probabilities being asymmetrically skewed in one’s
favor; the tool adds value.

Examining price, economic, and earnings momentum are such
tools. They are imperfect and should be used in conjunction with
other analysis. However, these tools are good enough to attract the
attention of both relative return and absolute return investors. The
tools are battle-tested.

A further argument is simplicity. The world is not just
probabilistic, it is complex too. We ought to simplify to
understand what is going on. Most of the risk management
literature is about risk measurement, not management. This was
most likely a contributing factor of financial institutions becoming
too comfortable with their risk measurement approaches prior to
the 2008 financial crises. The mathematical complexity resulted in
a communications gap between senior management and the risk
measurement department, while the pseudo precision resulted in
overconfidence in one’s own ability to control the situation. The
momentum approach discussed herein is simple; it’s essentially
red or green, and it'’s unambiguous. There are no various shades of

grey.

Risk is exposure to change. Nothing lasts forever. The situation
will change eventually. Forecasting the change is a mug’s game.
Applying nowcasting as a risk management tool allows the
investor to spot the change in real time, will elevate the investor’s
conviction in the change, and will therefore result in more
disciplined and robust—and therefore more intelligent—decision
making.

Endnotes

1. Ineichen, Alexander (2015) “Nowcasting and financial
wizardry;” Risk Management Research, IR&M, January.

2. See Minsky, Hyman P. (1992) “The Financial Instability
Hypothesis,” The Jerome Levy Economics Institute Working
Paper No. 74 (May).

3. See Ineichen, Alexander (2015) “Sector momentum, Risk
Management Research, IR&M, June.

4. This definition is from the education materials of Chicago-
based options trading boutique O’Connor in the late 1980s.
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The final figures for 2014 are in and it was a
good year for the venture capital industry.

In addition to record fundraising and capital
invested, returns in 2014 outpaced the rest of
the industry. For the 2003 through 2012 vintage
years, the median TVPI multiple for the North
American VC industry grew faster than the
buyout industry’s median TVPI multiple in
2014.

The VC industry’s distribution issue still
remains though DPI ratios saw impressive
growth in 2014. The fact remains that the
buyout industry has been better at generating
distributions. There is only one year (2010)
from 1998 through 2011 where the median DPI
ratio for the VC industry is higher than the
buyout industry’s median DPI ratio.

For a more in depth look at the buyout and
venture capital benchmarks, please visit www.
bison.co.
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Exhibit 1 North America All Private Equity TVPI Benchmark
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As an asset class, real estate investing typically
has a high degree of home bias, especially
when compared to equities and fixed interest.
However, this real estate home bias is starting
to erode, with asset owners in most countries
already investing internationally or actively
exploring the options for building offshore
exposures. Some of these asset owners are
motivated purely by pricing, but many are also
seeking diversification. This trend towards
offshore investing is running in parallel

with greater scrutiny from investment risk
managers who want to integrate real estate
risk analysis with other asset classes. The
perceived diversification benefits of investing
internationally may motivate risk managers
to increase international exposure, but there
are variations from country-to-country and
investor-to-investor when it comes to the
potential benefits. In this Global Intel Report
MSCI explores the diversification benefit of
international real estate for the US market.

Allocating From Home To Abroad

Real estate asset owners have historically

been more inclined to invest directly in local
assets. This preference for local assets typically
stems from both greater familiarity with local
markets and regulations as well as well as from
a desire to simplify asset management practices.
However, the traditional home-biased focus of
real estate investing is starting to change with
the globalization of real estate being driven

by the largest Sovereign Wealth and Pension
Funds, many of whom have explicit global
mandates. There is also a broader trend, driven
by recognition of the potential diversification
benefits of international real estate exposure to
investors. Most of these investors have started
to understand the role of real estate in a multi-
asset-class context, and this perspective tends
to increase the demand for international real
estate, further eroding home bias.

IPD Intel
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Exhibit 1 Domestic and Foreign allocations across asset classes, 2013.
Source: Towers Watson; MSCI Asset Owner Survey
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Exhibit 2 Rationale for international real estate exposure: the US example, comparing US returns with the IPD Global Index and the IPD Global

Index ex US
Source: IPD

The appetite for international exposure across asset classes is
demonstrated by surveys conducted by Towers Watson (for
Equities and Bonds) and MSCI (for Real Estate). This work shows
that the bias toward domestic investment is lowest for equities,
but far higher for fixed income and for real estate. There is a logic
for fixed income having a relatively strong home bias given its role
in hedging domestic liabilities, but this appears somewhat less
intuitive for domestic real estate as a hedging asset.

The trend of investors increasing exposure to international

real estate raises questions about unforeseen risk implications,
particularly in terms of how much overseas real estate is allocated
in a portfolio, its geographic location risk, and the leverage that
might be employed. The global financial crisis (GFC) taught
investors that international diversification can be used to mitigate
the risks of a strong downturn in an individual country. The

GFC also revealed the extent to which inter-and intra-country
correlations may increase in a crisis, emphasizing the need for

truly diversified global investment strategies to mitigate portfolio
risk. The significant benefits of international diversification are
illustrated in the chart that shows the return implications of
different global exposures. Exhibit 2 compares the performance
of the IPD Global Index with that of the IPD US Index (in blue)
and the IPD Global Index series ex-US (in green). At a glance,

it is possible to see the greater volatility of the US, particularly
during the GFC. The chart also suggests that the IPD Global
ex-US generates lower return but for far lower risk than a pure
US exposure, leading to a higher return per unit of risk for
ex-US exposure. This illustrates the benefits of international
diversification, which are compounded when correlations benefits
are taken into account.

One of the central benefits of international real estate is the
significant differences that persist between countries. These
differences are captured in Exhibit 3, which shows the historic
return against the volatility of the main markets covered by the
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Exhibit 3 Risk/Return characteristics of major global real estate
markets.
Source: IPD
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Exhibit 4 Varying the nature of international real estate exposure for
US investors.
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Note: Risk estimates based on different international real estate exposures, assuming 20% leverage for domestic exposure
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Exhibit 5 Risk implications of exposure to different international real estate markets:

The case of a US investor diversifying overseas.
Source: IPD

MSCI’s Barra risk model, with the size of the bubbles representing
the size of the real estate markets. This chart shows that the

US has tended to generate slightly below average performance
with high volatility that contrasts, for instance, with France and
Sweden, which have tended to generate higher returns for lower
volatility. Although the chart excludes the issue of correlations
between markets, it suggests that a US investor with overseas
real estate exposure might benefit from risk reduction, while a
German investor might benefit from return enhancement. The
relatively high risk and low return Japan-based investor might,
in contrast, benefit from both return enhancement and risk
reduction from international exposure.

In the context of these different behaviors, it is possible to
explore the trade-oft between US and non-US real estate, and
the implications of adding different levels of leverage to the
international exposure. In this case, a loan-to-value ratio of 20
57

percent is assumed for the domestic real estate portfolio, taking
the overall stand-alone risk up to 13.66 percent. The table in
Exhibit 4 shows, in the green highlighted area, the impact of
increasing the international real estate exposure by 20 percent
increments with no leverage being added to the international
exposure. This demonstrates the significant reductions in risk,
from 13.66 percent for full domestic exposure to about 5 percent
for full international exposure.

The table also shows the impact of increasing leverage for
different levels of international exposure. In all cases, the addition
of leverage increased risk but, for international exposure up to 40
percent, loan-to-value can be increased to 60 percent and result
in a lower level of overall risk than a purely domestic portfolio.
The table also shows that high levels of leverage, generally loan-
to-value over 60 percent, had a significant impact on overall risk
levels.

IPD Intel
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These results demonstrated that market selection has significant
risk implications. Given the relatively high volatility of the UK
and its correlations with the US, there are smaller risk reduction
benefits in building a purely UK international exposure.

The benefits were far greater for a Eurozone exposure, but the
most significant benefits arose from exposure to the full range

of markets in the IPD Global Index. Clearly, there was a range of
scenarios that could be generated, but these examples illustrated
the benefits of international exposure and how they could help
drive portfolio construction as well as helping measure the risk of
actual exposure.

Conclusion

The real estate home bias is starting to decline, with asset owners
in many countries already investing internationally, or actively
exploring the options for building such exposure. This trend is
running in parallel with more risk managers seeking to integrate
real estate risk analysis with other asset classes in their portfolios.
The diversification benefits of investing internationally can
significantly reduce the risk of real estate exposure. As always
with real estate, the implications vary from country to country
and investor to investor. A range of other factors also need to

be considered, such as return objectives and the risks associated
with implementation and market pricing. But these trends,
complemented as they are by the increasing availability of real
estate platforms through which investment can take place, are
set to further erode the home bias that has, until recently, been a
major characteristic of the real estate asset class.
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consideration to be published, please send the file to
AlAR@caia.org.

File Format: Word Documents are preferred, with any
images embedded as objects into the document
prior to submission.

Abstract: On the page following the title page,
please provide a brief summary or abstract of the
article.

Exhibits: Please put tables and graphs on separate
individual pages at the end of the paper. Do not
integrate them with the text; do not call them Table 1
and Figure 1. Please refer to any tabular or graphical
materials as Exhibits, and number them using Arabic
numerals, consecutively in order of appearance in
the text. We reserve the right to return to an author
for reformatting any paper accepted for publication
that does not conform to this style.

Exhibit Presentation: Please organize and present
tables consistently throughout a paper, because

we will print them the way they are presented to us.
Exhibits may be created in color or black and white.
Please make sure that all categories in an exhibit
can be distinguished from each other. Align numbers
correctly by decimal points; use the same number of
decimal points for the same sorts of numbers; center
headings, columns, and numbers correctly; use the
exact same language in successive appearances;
identify any bold-faced or italicized entries in exhibits;
and provide any source notes necessary. Please be
consistent with fonts, capitalization, and abbreviations
in graphs throughout the paper, and label all axes
and lines in graphs clearly and consistently. Please
supply Excel files for all of the exhibits.

Equations: Please display equations on separate
lines. They should be aligned with the paragraph
indents, but not followed by any puncuation.
Number equations consecutively throughout the
paper, using Arabic numerals at the right-hand
margin. Clarify, in handwriting, any operation

signs or Greek letters, or any notation that may be
unclear. Leave space around operation signs like
plus and minus everywhere. We reserve the right to
return for resubmission any accepted article that
prepares equations in any other way. Please provide
mathematical equations in an editable format
(e.g.. Microsoft Word, using either Equation Editor or
MathType).

Reference Citations: In the fext, please refer to
authors and works as: Smith (2000). Use parenthesis for
the year, not brackets. The same is frue for references
within parentheses, such as: (see also Smith, 2000).

Endnotes: Please use endnotes, rather than footnotes.
Endnotes should only contain material that is not
essential to the understanding of an article. If it is
essential, it belongs in the text. Bylines will be derived
from biographical information, which must be
indicated in a separate section; they will not appear
as footnotes. Authors’ bio information appearing in
the article will be limited to titles, current affiliations,
and locations. Do not include full reference details in
endnotes; these belong in a separate references list;
see next page. We will delete non-essential endnotes
in the interest of minimizing distraction and enhancing
clarity. We also reserve the right to return to an author
any arficle accepted for publication that includes
endnotes with embedded reference detail and no
separate references list in exchange for preparation
of a paper with the appropriate endnotes and a
separate references list.
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Submission Guidelines

References List: Please list only those articles cited,
using a separate alphabetical references list at the
end of the paper. We reserve the right to return any
accepted article for preparation of a references list
according to this style.

Copyright Agreement: CAIA Association’s copyright
agreement form giving us non-exclusive rights to
publish the material in all media must be signed
prior o publication. Only one author’s signature is
necessary.

Author Guidelines: The CAIA Association places
strong emphasis on the literary quality of our article
selections.

Please follow our guidelines in the interests of
acceptability and uniformity, and to accelerate both
the review and editorial process for publication. The
review process normally takes 8-12 weeks. We will
return to the author for revision any article, including
an accepted article, that deviates in large part from
these style instructions. Meanwhile, the editors reserve
the right to make further changes for clarity and
consistency.

All submitted manuscripts must be original work

that has not been submitted for inclusion in another
form such as a journal, magazine, welbsite, or book
chapter. Authors are restricted from submitting their
manuscripts elsewhere until an editorial decision on
their work has been made by the CAIA Association’s
AIAR Editors.
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Copyright: At least one author of each article must
sign the CAIA Association’s copyright agreement
form—giving us non-exclusive rights to publish the
material in all media—yprior to publication.

Upon acceptance of the article, no further changes
are allowed, except with the permission of the
editor. If the article has already been accepted by
our production department, you must wait until you
receive the formatted article PDF, at which time you
can communicate via email with marked changes.

About the CAIA Association

Founded in 2002, the Chartered Alternative
Investment Analyst (CAIA) Association® is the
international leader in alternative investment
education and provider of the CAIA designation,
the alternative industry benchmark. The Association
grants the CAIA charter to industry practitioners
upon the successful completion of a rigorous two-
level qualifying exam. Additionally, it furthers the
Association’s educational mandate through the
dissemination of research, webinars, and videos.
CAIA supports three publications for members:
AllAboutAlpha.com, The Journal of Alternative
Investments, and the Alternative Investment Analyst
Review. CAIA members connect globally via
networking and educational events, as well as social
media.
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