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How to dress for a rainy day
“It’s waiting that helps you as an investor, and a lot of people
just can’t stand to wait.”
Charles Munger

The Lollapalooza effect
The answer is the Lollapalooza effect. The question you may recall from last
month’s Absolute Return Letter - what’s the opposite of a perfect storm, or put
another way, what do you call it when an unusual combination of constructive
factors creates an outcome which is extraordinarily positive? A reader was kind
enough to provide the answer, which was coined by Charles Munger years ago. As
a non-American, the answer was at first complete gobbledygook to me, but a quick
Google search convinced me that the answer is absolutely legitimate. Thank you.
With that sorted out, let’s turn to this month’s subject. Last month I promised to
provide some thoughts as to which investment strategies would be the most
appropriate in the sort of return environment we expect over the next several years,
and which ones should be avoided. Before you blow me out of the water, I do
recognise that this month’s letter is full of generalisations. For example, when I
argue that equity long/short is not a terribly exciting strategy for the foreseeable
future, I do realise that some equity long/short managers will deliver outstanding
results. No doubt about it. All I am saying is that I expect the strategy, on average,
to disappoint (more about this later).
Our expectations for economic growth and interest rates
Before I go any further, it is probably worthwhile summarising our views, but do not
expect too many details. For all the reasons why, please go back to the last handful
of Absolute Return Letters which you can find here.
GDP growth is likely to be below historical averages for at least the next 5-10 years
and possibly for longer. The most indebted countries, and those with the worst
demographics, are likely to face the lowest growth trajectory, which essentially
means that, for many years to come, Europe should grow at a lower rate than the
United States. That doesn’t mean, though, that economic growth won’t disappoint
in the U.S. either.
Inflation is not likely to pick up significantly anytime soon, although I do expect it to
come back to life in the U.S. more quickly than what will realistically happen across
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continental Europe. The U.K. is likely to fall in between the other two, but virtually
no inflation in its own backyard (which also happens to be its largest trading partner)
should keep UK inflation at modest levels.
As a result I don’t expect interest rates to make a dramatic move upwards for many
years to come. However, lessons from Japan have taught me that, even if rates stay
comparatively low, they can easily move 0.5-1.0% over a relatively short period of
time, and a 1% move in the wrong direction can do a lot of damage to the P&L if it
happens at the longer end of the curve (chart 1).
Chart 1: % decline in bond value if interest rates rise by 1%

Source: J.P. Morgan Asset Management. Data as of December 2013.

Or, as one commentator put it in 1994 as investors all over the world suffered
massive losses as a result of falling bond prices:
“The precipitous fall has little to do with inflation – and everything to
do with the sudden bursting of a huge speculative bubble in the global
fixed-income markets.”1
You may actually wonder who on earth is buying bonds at current levels? With 10year yields now negative in Switzerland, and 5-year yields negative in several
European countries, who in their right mind would buy a bond when you are
guaranteed to lose money, assuming you hold it to maturity?
The most likely answer is that investors do not plan to hold these bonds to maturity.
They are jumping on a gravy train that has been spectacularly successful over the
past few years (chart 2). It is obviously a risky trade, as it is not inconceivable that
there will be a stampede by the exit door when the first smoke can be smelled.
Chart 2: Cumulative flows into mutual funds and ETFs

Source: J.P. Morgan Asset Management, Investment Company Institute

As one investor succinctly put it:
“When the door closes, they won’t all fit through the cat flap.”

1

Source: Cornerstone
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That is, in my book, a far bigger risk to the bond market than the Fed or other central
banks suddenly overwhelming the bond markets with sell orders.
Our expectations for equities
In last month’s Absolute Return Letter I discussed our longer term expectations for
equity returns, and it shouldn’t be necessary to repeat myself, so the following will
be short and sweet. Suffice to say, we don’t expect equity returns over the next ten
years to be nearly as spectacular as they have been for the past 35 years since the
equity bull woke again in 1981 after a 15 year slumber.
That does not imply that we expect equity returns to be negative though.
Extraordinarily low interest rates will continue to drive many investors into equities
and ensure that they do better than they strictly speaking should, given the overall
growth in the economy and corporate profits. Over the next ten years, we expect
equities to deliver mid-single digit annualised returns.
That should be enough for equities to outperform bonds where our annualised
return expectations over the next decade are in the range of -5% to +5%, subject
to duration and credit risk.
One of the many implications of this is that the 60/40 model, which has proven
immensely popular for the last many years (and for good reasons if you look at past
returns in chart 3), is on the way out – at least temporarily. Investors will increasingly
look in other directions to achieve the returns they desire (and need).
Chart 3: Annualised returns over the last 100 years (U.S. only)

Source: Research Affiliates, Bloomberg, Robert Shiller

A word or two on LDI
Before I go any further, I need to make an important distinction. Institutions with
fixed liabilities (such as many pension funds and life insurers) don’t think of their
portfolio as one but two portfolios.
The portfolio matching their future liabilities is called the liability driven investment
(LDI) portfolio, whereas the other one is simply called the return portfolio. The
reason this is important in the context of this month’s Absolute Return Letter is
that, going forward, everything I say will relate only to the return portfolio. The LDI
portfolio is structured to address each investor’s specific liabilities and is usually full
of cash, swaps and bonds, and I cannot possibly add any value as to how it is best
constructed, as everyone’s needs will differ.
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The return portfolio is different. This is an area where everyone has the same basic
objective – the highest possible return for the amount of risk that one is prepared
to take. The rest of this letter should be read as my thoughts on how to construct
the return portfolio in a low return environment. A couple of caveats: U.K. law
prohibits me from being too specific. Call or email us if you want to take this
discussion to the next level. Secondly, if you are a private investor, unfortunately
some (but not all) of the following is prohibited land for you. Again, call us if you
need clarification.
How David Swensen has changed the style of investing
Approximately 30 years ago, when I moved to London, UK pension plans typically
pursued a rather simple investment strategy. Only equities and bonds were
considered worthy of a place in the portfolio, and investments were almost entirely
domestic. Without having detailed information on other countries, I would be quite
surprised if it was much different anywhere else.
Then David Swensen entered the frame. He was recruited by the Yale Endowment
in 1985 and gradually established a brand new investment style, based on more
diversification and an entry into alternative investments. Yale’s spectacular returns
over the following years made people all over the world sit up and listen.
Yale’s results have been widely attributed to its large allocation to alternative
investments, and the model has been extensively copied. But, as Forbes observed
in a now classic article from 2012 (see here), reading about the Yale model alone
doesn’t make you a better investor, just like reading about Tiger Woods doesn’t turn
you into a world-class golfer.
As a consequence of disappointing returns amongst many (but not all) institutional
investors, the trend has begun to reverse again, and today many institutional
investment managers focus more on themes like active vs. passive, smart beta and
illiquid alpha than they do on actual investment strategies.
And now to the Holy Grail
I rarely make promises. A long life in investments has taught me the validity of not
doing so and, apart from that, in the financial industry we are not supposed to do it
in the first place. Having said that, I can (almost) promise you one thing. Equity
returns over the next decade or two will, on average, be much lower than the
returns we have enjoyed in the great equity bull market of the last 35 years.
Chart 4: Our approach to the return portfolio

Source: Absolute Return Partners LLP
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Performing in line with 100-year averages (chart 3) will be challenging enough – and
not very likely to happen if you ask me. I could obviously be dead wrong, but I am
pretty sure that the extraordinarily good days of yesteryear aren’t going to be
repeated anytime soon.
In a low return environment, assuming the objective is still to maximise returns
given a pre-defined amount of risk willingness, portfolio construction must be
approached somewhat differently (but not massively so). In short, our return
portfolio would look as in chart 4 above.
At the bottom of the pyramid, core holdings, which would make up the biggest part
of the overall portfolio, would consist of investment strategies likely to benefit from
changes in structural trends that we have identified. And, as an added bonus, most
investors do not have patience for structural trends, because they are considered
too long-term in nature. As a consequence, they are rarely (fully) priced in.
The most important of them all, the ageing of the population, is a typical example.
When I speak to investors, their eyes often glaze over when the subject turns to
demographics. “Yes, maybe in 30 years’ time” is the response I often get. As if it
won’t matter between now and then. Don’t you think that a drop in Germany’s
population from over 80 million people today to 65 million in the next 30 years will
matter next year? Of course it will, and the ageing process largely explains the very
modest growth in domestic German demand at present, even if many prefer to
blame modest consumer demand in Germany on the nasty experience the country
went through in the 1920s.
The middle section (which we call core complements) we would fill up with
investment strategies that, for whatever reason, enjoy excess return opportunities
in the current environment (‘excess’ meaning over and above what the risk
premium would otherwise suggest). The financial crisis created so many
opportunities that investors are advised to allocate more attention to this area than
many typically do.
A couple of examples: Since the dark days of 2008-09, investors have been
addicted to liquidity. As a result, the illiquidity premium on many less liquid
investment strategies continues to be unusually high. Another example emanating
from the financial crisis: Regulatory arbitrage. Banks all over the world are being
harassed by regulatory authorities (and now and again for good reason, I might
add), and that has created numerous opportunities.
At the top of our ‘allocation tree’, I would put various tactical opportunities. We put
less emphasis on tactical opportunities than most only because that’s not where we
have been most successful over the years. Having said that, being long the U.S.
dollar, which has been one of our largest tactical trades over the past 12 months,
has been spectacularly successful.
Going forward, one of our tactical ideas is for GBP to weaken. If the Tories come out
as winners of the parliamentary elections later this month, Cameron (unless he
retires) will have to honour his promise to deliver a referendum on future EU
membership, and GBP will most likely weaken as that referendum approaches. If
Labour wins, Sterling will also weaken as it always does when Labour is in power.
Structuring the return portfolio this way, i.e. taking advantage of the many
opportunities that are a direct result of the financial crisis in a much more
systematic way than most do, makes 8-10% in annualised returns feasible even in
a low return environment.
There is obviously no one-fits-all solution. Nor do I arrogantly assume that we are
right and everyone else is wrong. Having said that, if our return expectations are
anywhere near correct, a 60/40 portfolio will return no more than 2-4% annualised
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over the next decade, and that is certainly not enough to cover the liabilities of most
pension funds. Something will have to give.
And, if you believe that I am a touch too pessimistic, take a look at chart 5 below. A
60/40 portfolio has generated less than 5% annualised returns over the last ten
years, and that is with the benefits of a major bull market in bonds.
Chart 5: Annualised real returns for major asset classes, 2005-14

Source: Research Affiliates, Bloomberg, Robert Shiller, FactSet

Some ideas to complete the picture
The easy part first: Which asset classes and strategies wouldn’t go into any part of
our return portfolio? Bonds and most commodities is the answer.
Bonds at current valuations simply have no place in our return portfolio. If the
expected return on bonds is -5% to +5% but with a negative skew (i.e. -5% is more
likely than +5%) any bond strategy exposed to the rate of interest – long or short –
will struggle to generate attractive returns unless loads of leverage is used, and
then it is not for us.
Having said that, certain types of alternative investment strategies that would
benefit from rising interest rates – e.g. certain types of lending strategies – would
obviously be included in our portfolio.
I would also stay clear of most commodities and that would include gold, which I am
often asked about. Slow economic growth and modest inflation levels for years to
come combined with a relatively strong U.S. dollar will most likely keep most
commodity prices subdued.
As far as equities are concerned, the bull market which has unfolded since March
2009 has strongly favoured the biggest companies (largely because of indexing),
whereas more fundamental stock-picking strategies have had a difficult time. When
Apple Inc. (AAPL) rises 10%, its market capitalisation goes up by a mind-blowing
$75 billion, and passive investors feel inclined to buy more of AAPL because it is now
an even bigger percentage of the index, entirely ignoring the fact that AAPL’s P/E
ratio has also increased by approx. 2 in the process, making the stock less attractive
from a fundamental point of view.
This total disregard for fundamentals will most likely come to an end at some point,
but I cannot tell you when. All I know is that, when it happens, you can expect to
see major re-alignments in equity valuations.
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One fundamental equity strategy that already does well, and has done
exceptionally well since 2008-09 is a strategy that pursues the combination of high
dividends and low pay-out ratios2 (chart 6).
Chart 6: Hypothetical growth of $10,000 in various dividend strategies

Source: J.P. Morgan Asset Management

The high dividend appeals to investors hungry for income, and the low pay-out ratio
ensures that the company in question can actually afford the attractive dividend,
which not every company paying a high dividend can.
Considering the demographic mix in many countries combined with the low interest
rate environment, (a) it is no surprise that more and more investors look for equities
to deliver the income that bonds don’t, and (b) the drive towards higher dividend
paying companies could easily last for another 5-10 years. Therefore companies
that pay attractive dividends, and can actually afford to do so, have a big place
amongst core holdings in our return portfolio.
And to those who say that the game is largely over, and that you are buying
yesterday’s story if you invest in those types of equities now, I say: Look at the past.
In the three decades of the 20th century with the lowest economic growth (the
1930s, the 1940s and the 1970s) high dividend paying companies outperformed the
overall market in all three instances.
Why should it be any different this time? Not only are we likely to go through a
period of rather pedestrian economic growth, but we are also ‘suffering’ from the
largest group of near-retirees that the world has ever seen - people who will need a
source of reliable income.
In the alternative space, there is a distinguishable trend away from equity-like
strategies towards more income-like strategies and, in that respect, we are not any
different. We have no room in our portfolio for the biggest alternative strategy of
them all – equity long/short – or for that matter any other alternative investment
strategy which happens to be highly correlated with equities (and there are quite a
few of them).
It really is that simple. If gross equity returns are running at 4-6% annualised, as I
expect them to do, and the cost structure is 2+20, equity long/short managers have
to deliver an awful lot of alpha to generate a half-decent return to investors. On
average, we don’t think they’ll do it.

2

The pay-out ratio is the percentage of earnings spent on dividends.

The Absolute Return Letter
May 2015

8

Obviously, equity long/short managers may be tempted to use the other option
available to them – leverage – but it is a major negative in our books if managers can
only generate attractive returns on financial assets if applying leverage.
Unfortunately, income-generating alternative investment strategies are few and
far between, but they do exist. Even better - if you are looking for strategies with
income characteristics but don’t really care if the returns are offered as income or
capital appreciation, the number of opportunities rises significantly. Strategies like
trade finance, peer-to-peer lending as well as various royalty and leasing strategies
all spring to mind.
Final words
Having already referred to David Swensen, I should allow him to have the final word.
In his famous book from 2000 “Pioneering Portfolio Management” he made a very
good point:
“By reducing pressures to produce in the short run, liberated managers
gain the freedom to create portfolios positioned to take advantage of
opportunities created by short-term players. By encouraging managers
to make potentially embarrassing out-of-favour investments,
fiduciaries increase the likelihood of investment success.”
I wholeheartedly agree. So many investors are so short-sighted in their approach
that it creates opportunities for the rest of us. And the 2008 crisis has multiplied the
number of opportunities that always occur following a bear market by at least a
factor of ten.
Having said that, a typical portfolio will almost certainly not deliver the required
returns over the next decade. If ‘typical’ means a 60/40 approach, as already
mentioned, then 2-4% annualised returns are what can realistically be expected. If
‘typical’ means an entry into alternative investment strategies but only mainstream
alternatives such as equity long/short and nothing else, you will almost certainly
also end up short of your own expectations.
However, if you take advantage of the sort of opportunities that are mentioned
above, 8-10% a year is feasible (I think, but no promises made), but it would require
an element of low equity beta and low bond beta investment strategies. Otherwise
it would just be a pie in the sky.
Niels C. Jensen
5 May 2015
PS.

Alison Major Lépine joined Absolute Return Partners earlier this year from
one of the largest UK pension funds. She has been instrumental in
reaching many of the conclusions in this month’s Absolute Return Letter.
Thank you.
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Important Notice
This material has been prepared by Absolute Return Partners LLP (ARP). ARP is
authorised and regulated by the Financial Conduct Authority in the United
Kingdom. It is provided for information purposes, is intended for your use only
and does not constitute an invitation or offer to subscribe for or purchase any of
the products or services mentioned. The information provided is not intended to
provide a sufficient basis on which to make an investment decision. Information
and opinions presented in this material have been obtained or derived from
sources believed by ARP to be reliable, but ARP makes no representation as to
their accuracy or completeness. ARP accepts no liability for any loss arising from
the use of this material. The results referred to in this document are not a guide
to the future performance of ARP. The value of investments can go down as well
as up and the implementation of the approach described does not guarantee
positive performance. Any reference to potential asset allocation and potential
returns do not represent and should not be interpreted as projections.

Absolute Return Partners
Absolute Return Partners LLP is a London based client-driven, alternative
investment boutique. We provide independent asset management and
investment advisory services globally to institutional investors.
We are a company with a simple mission – delivering superior risk-adjusted
returns to our clients. We believe that we can achieve this through a disciplined
risk management approach and an investment process based on our open
architecture platform.
Our focus is strictly on absolute returns and our thinking, product development,
asset allocation and portfolio construction are all driven by a series of long-term
macro themes, some of which we express in the Absolute Return Letter.
We have eliminated all conflicts of interest with our transparent business model
and we offer flexible solutions, tailored to match specific needs.
We are authorised and regulated by the Financial Conduct Authority in the UK.
Visit www.arpinvestments.com to learn more about us.
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