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n Wiquid iti can offer meaningful benefits to investors seeking to
" build a portfolio to match predefined liabilties:
Introduction ” P
- Short assets can onthe

s ot being bl o el anassa or anon-f1e sl prce at hart ot
1. Introduction to III|quid Credit This can returns over Libor to b tolio of interest

rateand inflation swaps.

. L helpa inline with the
duration of ts liability profile.In certain cases (e.g. real estate long leases),
inflation linkage may also be available.
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n What Do We Mean By “Illiquidity Premium"?

return (‘premiun’) that

olding an liquid rather than  liquid asset.

it torefer lliquid assets

parable liquid assets.

the lliquidity p
can be a difficult task owing to a number of
factors:

1) The difficulty of gaining accurate

‘many are made privately and details are not
widely available.

s
/\ i 5,200
e

2)The choice of ‘liquid’ comparator asset (e.&

bps)

(

bonds means that public bonds are assumed
o be liquid’ where this may not actually be the
case).

o150.
100095

Acommon method is to look at the difference

in price at
assetand a widely-traded comparator of
equivalent maturity and credit quality.

Spread over LIBOR

The chart, Hight, shows the premium available

the Bank of America MerrillLynch BB Utity PR
Indes, made up of publicly-ssued bonds, 35° 8o 5 55 5 o T o o
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E Senior Infrastructure Debt
Whatls it?
Maturty Profile 15 years +
<Ly bel * Three major approaches are evident:
Long . panies or

;Dated,
Uquki Aternative Debt of UK Utility Companies

Expected Spread / Rate 200-300bps (for PF)
Approx. Premium over Liquid

Alternative 50-150bps

Typloal P Structure (Simplified):

Contracting
Authority (Public

[ o

Junior Debt and
Equity Investor Subcontracts

struction and
Operations.
Contract

specific nfrastructure assets.

+ Directlendingto individual infrastructure projects, usually under
Initiative (PFI ith

the project, backed by a quasi-government guarantee.

+ Acquiring portiolios of existing infrastructure loans from banks in
the secondary market. Difficult to source assets via this method.

Pointsto Note

+ Cashflow profil of eals can be either fixed or floating. Infation

g
a PFI-based approach.

h s
this through insisting on prepayment protection via Spens.
clauses and prepayment penalties.

+ Limited avallabily of senior debtpooled funds thus far (min
commitment . £25m), segregated mandates requirea
substantial commitment (c. £100m).
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llliquid Asset Classes:
ASpectrum of Offerings
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More Predictable Returns

Opportunistic

“LiabilityMatching”

B seriorinrastrscure Dett Real Estate Equity

[ senorreiesmessn -
smornssnciseoon [T vsrssoen
PR = [ —

Infastructure Equity

Less Predictable Returns
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‘Commercial Real Estate Debt
Whatls h?
Maturity Profile 5-10 years (varies)
i rtoloansbacd -
S as offcos ol e, o
UauidAteratve strngass
gh ntvort ndidulusos oty and dob o fnancs e ptthass
- e commérl e sate g (o slings Rt coo flom
Sreamsars veod 1o corrhs oo, pomant o v do
Approx.Premium overLiauid 75 50000 « Thessize of loans is typically relatively large, in the range of £10-100m.

Alternative

Principal + Interest
—
Loan Advarnce

) The lender has a lien
Commercial onthe underlying
Property property

+ Inthe event of a default the lender, depending on its position in the
receivesa portion of the

PoimtstoNote
+ Itis possible to divide the market into two key offerings:

+ Seniorand “stretch senior” loans, typically up to 65-70% LTVs, on
core and often *super-prime” property. A portolio of these loans
has the potential to eam spreads in the region of Libor +225-350
grossof fees.

* The second, riskier opportunity involves participatingn a higher
LTV mix of “stretch senior” and mezzanine loans from . 65%-85%
LTV. These loans typically earn in excess of Libor + 700bps and
can involve Pay-in-Kind coupons which only pay off at maturity or
successful refinancing, ICG Longbow il s an example fund.
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Direct Mid-Market Lending:
Introduction

Whatis it?
Maturity Profile 2472 Months

Refers to managers taking the place of banks in lending directly to

2. Equity Tail Risk Hedging
corporations (se dagram, below e
Liquid Alternative BB/B Non-Distressed US High
Vel Waturt profe s ypically 24-72 morts.

Managers can lend senior secured and add leverage at the fund level,

i 650bps prior to defaults, .
ps inthe range c. 9-10%.

Approx. Premium over Liquid

fpprox. re 2506ps priorto defaults Managersendo speclalse by arge eography 1 . US ve Europe) oo

. “club” 1]
Typicalsyndication structure: competing for available borrowers.

Corporate

(borrower) Bank Pointsto Note

+ Thereis currently a pronounced supply/demand imbalance for
Loanmage Loansynaicated secured it dob proydedo mid marketenders,owingboth 0

banks to lend, and mid-market borrowers being too small-scale to
access the public bond markets.

o

Typcaldirectlending structure:

n
Corporate Pricoa)
(borrower) tolend the Business i
- topr qL fees can
e high.
Loan made Coran oans pat syicated
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n APensi ill setits i hieve a required level of retun to full funding n Volatility around the flight plan is ted, but signifi knock course
A Ponsion Schome's Flightplan & Investreont Stratogy roulity, the path will not be smooth
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- - N - - - - - - - - - - o Assets  w Liabilities e Assets realised
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Joseote Jmac ] | Jooote [ me ] |
s reumUBOR* 179 Expected reunLiBoR+ 179
[re— g pem——
Required return 02037 LIBOR + 180 Required return 0 2037 LIBOR +370
e e
Funding tosuapattsi 73 B ——
Norina hgoratoT 3% Norana hedo 10734
It Hedgrato 3% netonedgorto 3%
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n Atthe same time equity markets are at or close to all-time highs, and protection costs are low n The Volatilty Surface
S&P 500 Market Level and Implied vs FTSE 100 Market Level and Implied vs Realised S&P 500 Volatility Surface 24 February 2014
Realised Volatility Volatility
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n When we look at possible protection strategies, three distinct objectives emerge... n Possible protection strategies
year Hard
overfloor.
70%,80%,
targetsize of 1month 102% cals, Each month by Ed
protection
K
have performed poortyhistorically
Variance navari 7
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n Protection strategies classified according to objectives
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n Neil Woodford: Style Premia in Practice
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- Neil Woodford presents us with an intriguing practical look into style premia investing in the UK.

- His track record is impressive - he has beaten the FTSE All Share over the past 12 years by 3.4% p.a.

- Butis this the correct benchmark to use to assess his performance?
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3. Style Investing and the changing use of
hedge funds
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n Betting Against Beta - Frazzini and Pedersen (2013)

- Frazziniand Pedersen (2013)find that “betting
against beta” has been a very effective investing

" strategy across many asset classes (US equities, 20
- international equity markets, Treasury bonds,
corporate bonds and futures).

- By going long low beta assets while going short
high beta assets, this has historically produced a
significant premium.

- They posit that due to leverage averslon, many
investors seeking high returns will bid up high
volatility assets rather than choosing to lever low
volatility assets.

- This leads to a premium for those willing to invest
in low beta assets which can be termed a
“defensive style premium".
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n Has Other Effects Over Long Periods of Time

Fama & French (1992) legadeesh & THman (1993)

-Small cap stocks outperform large cap stocks over the long. -Buying rising stocks and selling falling stocks leads to excess

term (1962-1989). (On a risk-adjusted basis, however, the outperformance of about 1% per month (1965-1989). This is known
difference is negligible.) as the (price) momentum factor.

~‘Cheap’ stocks (based on fundamental ratios such as price-
tobookor price-to-earnings) outperform ‘expensive’ stocks.
This holds up even on a risk-adjusted basis and is known as
thevalue factor.

- I prrP— P .. |

n Buffett’s Alpha

Like Neil Woodford, Warren Buffett provides another fascinating example of style premia
investing In equities.

iathaway has a 0.76from 1976 to 2012, double that of S&P 500
(0.37). This i a higher Sharpe ratio than any other US stock o mutual fund over that period

levered 1 6-t0-1 ge. through its pany’s
float at rates over 3% below the US T-bill rate giving it ultra-cheap financing (2.2% on average)

Frazzini, Kabiller and Pedersen (2013) show that when controlling for exposures to style
premia and leverage, Buffett's alpha over the S&P 500 becomes insignificant.

- Buffett has a relative His
from being able to stick with his strategy over the long run.

Neither Woodford nor Buffett ever likely thought about ‘harvesting premia
They do. hawever, state similar characteristics for companies they like:
cheap, stable, profitable, growingand with high payout ratios.
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n Applying Style Premia to Neil Woodford
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——Regressed —— Invesco High Income Fund ——FTSE All Share  Source: Deutsche Bank, Invesco,
Bloomberg; Calculations: Redington

Portfolio W

Woodford's performance can broadly be explained by: & lower than 100% welght to the market
(represented by the FTSE All Share) along with allocations to value, momentum and defensive factors.
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n Is Alpha Just Beta Waiting to be Discovered?

Time

Alpha
Alpha
Alpha
e premia
Other &5
Market
Alpha
L Risk
Premia Other Market
Equity Risk Premia
Risk
Premium Equity
Risk Equity Risk
Premium Premium
Priorto cap- Winthe Thiswas then Nowwe can
" separateouta
retums were CAPM, the cquity include other asset number of isk
premia with much
alpha separatedfrom bonds and lessbeing leftas
returns commodies pure alpha
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n Major Style Premia Families Cutting Across Liquid Markets

«Buying assets that are “cheap’ relative to their
fundamental value and selling “expensive” assets

=« For example: go long lowest price-to-book stocks,
g0 short highest price-to-book stocks

Value

assets that recently

VLo 3 = ata0 g gl ocers and seling tose thatrecently underperformed
u «For example: g0 long stocks with highest 3 month

return, g0 short stocks with lowest 3 month return

«Implies buying high-yielding assets and selling low-
Ca rr yielding assets
y =+ For example: go long highest yielding currencies, go

short lowest yielding currencies

*Consists of buying low-risk, high-quality assets and
Defensive selling high-risk, low-quality assets

1V «For example: g0 long high return-on-equity stocks,
gosshort low return-on-equity stocks
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n Style Premia Performance in Equities

250%
200%
150%
100%

50%

Mar03 Mar04 Mar05 Mar06 Mar07 Mar08 Mar09 Mar1d Maril Mar12 Mar13

—Value —Qualiy ——Momentum —— Defensive ===Combined ——MSCI World

L leee bwiv lvomenwn berersie __lcombined ___luscivioria
Excess Return 15.4% 5.1% 14% 10.7% 2.8% 27%
Volatiity 20.0% 218% 269% 223% 10.4% 9%
Sharpe Ratio 053 024 005 048 094 015

‘Source: Deutsche Bank, Bloomberg:
Calculations: Redington
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n Conclusions

lliquid credit
« Opportunity for pension schemes to earn an illiquidity premium by investing in long-term debt like

instruments

* Helps pension schemes to meet their return objectives (and contributes to liability hedging) in an

environment of tightening spreads on liquid credit

* Needto make sure the scheme is getting sufficient premium to compensate for giving up liquidity

Equities
* With equity markets at or close to their highs, and protection costs at pre-crisis levels, many

managers and pension schemes are looking at equity protection structures to limit the potential

effect of an equity fall

Thereis a huge variety of possible structures available, which all achieve slightly different goals
« Uttimately the cost of protection depends on the volatility of the underlying index
Style investing

« Some of the returns of successful fund managers can be explained by exposure to style factors
« Itis now possible to gain exposure to these style factors across asset classes in a systematic way
by index investing
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