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Introduction

My finance career started at Alex. Brown in the early 1990s. Alex. Brown was founded in 1800 and considered the oldest investment firm in the United States. Known for its initial public offerings (IPOs), Alex. Brown attracted some of the wealthiest clients in the country. Virtually all great companies in the United States were taken public by Alex. Brown, including Microsoft, Amazon, eBay, and Starbucks. According to Susan Watters, “Alex. Brown is also the top-volume underwriter of corporate securities and the largest over-the-counter trader outside New York. And the partners here mean to keep things just that way.”1 In 1993, Alex. Brown had 28 IPOs, Morgan Stanley 17, DLJ 13, Lehman 13, Prudential 12, Bear Stearns 11, Smith Barney 11, and Goldman Sachs 10. In 1993, Alex. Brown raised $1,193.6 million for companies going public versus Goldman Sachs with $747.7 million. Alex. Brown had 14 lead managed IPOs, whereas Goldman only had 8 such offerings. In April 1994, Alex. Brown was ranked first for “Firms that served as managing or co-managing underwriters for 10 or more 1993 venture backed IPO’s.”2 In addition to being assigned companies to work with, I also introduced many of Alex. Brown’s successful IPOs to the firm. Over the years, I was able to work with some of the wealthiest individuals in the nation.

I was adept at asset allocation and diversification, but my skills flourished with a relatively new but rapidly growing area known as alternatives. What exactly are alternatives? Alternatives can be defined as any asset class other than equities, bonds, or cash. Alternatives offer a viable option to the bond and equity markets. According to On Wall Street magazine, “Generally speaking, alternative investments include just about anything outside the traditional asset classes of stocks, bonds and mutual funds.”3 Alternatives came to fruition mostly in the 1980s with real estate and venture capital. My ability to discover the best alternatives and know when to use them led me to be chosen as one of the youngest directors in Alex. Brown’s history. The rate at which I attracted high-net-worth clients and brought in business was unheard of at the time. I recall my name being listed in the Wall Street Journal. The national manager of Alex. Brown, Tim Schweizer, pulled me aside and said, “You have a real talent for identifying exceptional opportunities. You will go far.” But everyone at Alex. Brown worked hard and was talented; the competition was immense. Alex. Brown was considered by many to be the crown jewel of Wall Street. Determined to be more successful than my peers, I worked morning, noon, and night searching for terrific growth companies and compelling ideas. As a result, I discovered a number of the best companies for Alex. Brown to take public. An article titled “Alex. Brown Shows Wall St. How It’s Done” in Investor’s Daily stated: “Alex. Brown & Sons Inc. may be a regional broker, but it’s a national powerhouse when it comes to taking young growth companies public. It can also take credit for bringing more small and medium-size growth companies public than most other firms.”4

Before a company went public, it raised funds through private equity or venture capital. According to David F. Swensen, “More than 1,300 venture partnerships were active in the United States at the end of 2003.”5 Both institutions and high-net-worth clients invest in private placements, which enable investors to own part of a private company. Many investors like to own private companies—including Warren Buffett through his company, Berkshire Hathaway Inc. According to the Wall Street Journal in 2008, “Since the beginning of 2006, Berkshire has spent nearly $17 billion buying private companies lock, stock, and barrel, including an Israeli cutting-tool maker and a distributor of electronic components.”6 Buffett is arguably one of the most astute investors in the country, and he invests heavily in private companies. Over the years Buffett decreased his public equities and increased his investments in private companies. “As recently as 1995, 73.5% of Berkshire’s total assets consisted of a portfolio of publicly traded stocks that (at least in theory) any knowledgeable investor could have replicated. As of June 30, 2008, though, Berkshire’s stockholdings made up just 25% of its total assets.”7 His performance investing in both private and public securities has been quite good.

Alternatives and Waves

During my investment career, I observed that venture capital and the rest of the alternatives (just like equities and bonds), tend to move in waves (patterns, cycles, or trends). Large-cap growth equities were in favor from 1994 to 1999, and then out of favor from 2000 to 2008. Fixed income was in vogue from 2000 to 2002, and then out of favor from 2003 to 2006. Alternatives are not too dissimilar with waves or periods when they are in favor or out of favor. For example, real estate investment trusts (REITs, another alternative investment) were out of favor from 1989 to 1999. They were one of the worst-performing asset classes. However, REITs came back with a vengeance from 2000 to 2006. Not surprisingly, they were out of favor from 2007 when the real estate bubble burst until mid-2009.

Although asset allocation is important, dynamic asset allocation (as opposed to static allocation) is imperative:

Risk premiums appear to be stable over very long periods of time, but that’s mostly an illusion if we adjust for the real-world time horizons of clients. In fact, these premiums vary through time, as a large and growing body of academic research and real-world evidence tell us. The only question is how best to manage money in a world where the premiums fluctuate. The basic answer is that investors shouldn’t rely totally on static asset allocation strategies.8

An investor should know when to catch a wave or let it go. Sometimes missing an opportunity is better than chasing one. There is a proper time and place to invest with any security. Alternatives require one to be extra alert. One must be cognizant not only of the particular alternative asset class they are contemplating investing in, but also the overall or general market. Is the market in an uptrend or downtrend? Is the market overheated or did it correct (a polite Wall Street term for crash)? Examining waves with alternatives can be fruitful and help investors make the right decisions.

Besides my observations with venture capital and the IPO market over time, I learned that wealthy investors wanted what others cannot have. For instance, in the late 1990s BT Alex. Brown had a fund of funds with buyout firms. At the time, U.S. private equity had been attracting more than $10 billion annually since 1992, with a record $50.9 billion raised in 1997. Annualized over 10 years, the U.S. buyout universe returns through December 1997 exceeded 20%. There are a number of excellent leveraged buyout (LBO) firms, but Bain was the first one I got to know. At the time, Bain was a relatively small LBO firm in Massachusetts formerly run by Mitt Romney. Romney was so successful growing Bain into a powerhouse that he leveraged the profits of his success into his 2008 run for President of the United States by contributing $40 million of his own money toward his campaign. Romney remains a savvy businessman and legendary figure in the LBO world.

I noticed that Bain and the other LBO firms did well even in difficult market periods. During the time of the terrorist attacks on September 11th, Enron, WorldCom, Kmart, Global Crossing, Martha Stewart going to jail, and other unusual or calamitous events, the fund produced a +22.5% Net IRR (from 2001 to June 30, 2008). Bain did very well in a tough period and appeared to correlate very little with the market. Unlike equities, I noticed that many alternatives besides LBO firms performed well in adverse market conditions and helped diversify clients’ portfolios.

The trends that I identified with alternatives were immensely useful in helping to diversify client portfolios, especially during difficult markets such as 2000-2002 or 2008-2009. In an ideal world, one can generate positive returns in both good and bad environments. Hedge funds are supposed to do well regardless of the direction of the market. The best hedge fund managers are those who discuss preservation of capital. Any hedge fund that promises or flaunts returns should be avoided. Hedge funds that have high returns might seem attractive but also might carry too much risk; they should receive extra due diligence to better understand the strategy or risk that the manager is incurring. No security is guaranteed. Rates of return will vary.

Although many hedge funds suffered in 2008 and 2009, the asset class performed far better than mutual funds and other equity vehicles such as indexes or exchange-traded funds (ETFs). Hedge funds will likely attract new assets:

Hedge funds lost an average 19% in 2008. But the global downturn actually increased institutional investors’ appetites for alternatives. According to a survey by Greenwich Associates in June 2009, about a fifth of institutions polled said that despite losses, they plan to increase allocations to hedge funds and private equity.9

A number of hedge funds had exceptional performance despite the market woes. For example, Mulvaney Global Markets Fund Ltd. had a return of + 85.47%, JWH Global Analytics +72.40%, and Dighton Aggressive SP + 63.30% as of October 31, 2008. Hedge funds and private equity have outperformed the S&P 500 over the past decade:

Institutional investors have long used private equity and hedge funds to achieve overall returns far higher than those eked out by individuals. In the 10 years ended Dec. 31, 2009, Hedge Fund Research’s Fund Weighted Composite Index gained 7% per year, an average, while the Thomson Reuters U.S. Private Equity Performance Index returned an annual average of 17%. That compares with a 13% cumulative loss for the Standard & Poor’s 500-stock index.10

Tumultuous periods offer the best test to see how a particular asset class might hold up or be decimated. Not surprisingly, gold performed the best out of all asset classes and continued to shine even when the equity market started to pick up again. Gold is an important asset that many investors overlook. In fact, gold is one of the few assets that can be used as an inflation hedge. Some even view gold as a currency.

One can deduce a lot about alternatives during the stock market crash of 2008-2009. Except for the Great Depression, there is no other time over the last century that adversely affected so many different types of asset classes all at once. Halloween (October 31) 2008 was not the typical merriment. “U.S. stocks have lost $7.5 trillion in market value since indexes hit a record on Oct. 9, 2007, one year ago. That exceeds the gross domestic products of China and Japan, and is in the same ballpark as the U.S. national debt.”11 Virtually every investor (individuals as well as institutional) was spooked; there existed an investment crisis with global proportions affecting every corner of the earth.

Developed as well as undeveloped nations were on the verge of collapse. Every day investors were bombarded with negative sentiment about Wall Street: “fears of an economic catastrophe,” “global sell-off,” “facing a meltdown,” “stock market plunge,” “global shakeout,” “no more blood to bleed,” “neck-snapping volatility.” Fear was rampant. Trillions of dollars have been lost worldwide, leaving many investors mentally exhausted, fearful, and despondent. According to Bloomberg in 2008, “The slowing world economy wiped out $32 trillion in capitalization this year.”12 Financial storms are similar to hurricanes in that they move fast. As Daniel Defoe described a storm in Robinson Crusoe:

While I sat thus, I found the air overcast and grow cloudy, as it would turn to rain; soon after that the wind rose by little and little, so that in less than half an hour it blew a most dreadful hurricane. The sea was all on a sudden covered over with foam and froth, the shore was covered with the breach of the water, the trees were torn up by the roots, and a terrible storm it was; and this held about three hours, and then began to abate, and in two hours more it was stark calm, and began to rain very hard.13

The month of September commenced with a tsunami of losses. James Picerno reported that “September was extraordinary for many reasons, including the hard truth that losses infected virtually everything, everywhere. In dollar terms, no asset class was spared, save cash. Even there, the classic safe harbor wasn’t universally safe, depending on how you defined cash.”14 Frozen like deer in front of headlights, there appeared to be nowhere to turn for investors.

Although such negative news only exacerbates matters (fear is contagious), severe problems existed. With such gut-wrenching volatility, many investors were left puzzled about what to do or where to seek safety. Many withdrew from the equity markets at the bottom. “Investors reacted to September’s stock market conflagration by stampeding out of the door. They pulled a net $63.54 billion out of stock, bond, and hybrid funds. In contrast, August’s $12.14 billion exit was a calm grade-school fire drill.”15

A History of Volatility

As investors are aware, many banks were lost in the Depression. During the Depression, more than 1,000 banks failed because there was no FDIC (Federal Deposit Insurance Corporation). However, the Fed acted quickly this time, having learned from past mistakes of slow reaction during the Depression.

The Great Depression was not far removed from the global market collapse in 2008-2009 in that the United States teetered on the edge of another abyss. In a sense, the acquisition of my old firm, Alex. Brown, signified the beginning of the end for investment firms on Wall Street because it involved the merger between a bank and an investment firm.

After the Depression, Congress enacted the Glass-Steagall Act, which separated investment firms and commercial banks. According to Bloomberg Markets, “Glass-Steagall, which was passed in 1933, was intended to prevent bank executives from lending to companies they owned and to keep investment banking and securities firms from tapping into funds held at commercial banks.”16 In 1999 Glass-Steagall was repealed with the passage of the Gramm-Leach Bliley Act, which allowed investment firms to merge with commercial banks.

According to Peter Temple in his book Hedge Funds: Courtesans of Capitalism, “Investment banks run the biggest risks. But a disturbing recent trend has been the quest for size among investment banks, and also the degree to which some commercial banks have, since the effective demise of Glass-Steagall, increased their exposure to investment banking and proprietary trading.”17 Citigroup promoted the idea of the “universal bank,” which was an unmitigated disaster. In retrospect, repealing Glass-Steagall might have been a mistake. It created a monster:

Cracks in Wall Street’s façade appeared soon after the repeal of Glass-Steagall in 1999. Investment banks became commercial banks, lending money without credit insight or a deposit base. Commercial banks became brokers, selling securities without market insight. And with the rise of credit-default swaps, which are used to insure bond or loan holders against borrowers missing debt payments, they all became insurers without underwriting standards.18

The result of allowing banks to procure securities and investment firms to arrange mortgages soon became catastrophic:

What worked for Wall Street during the housing boom of 2002-06, when normally illiquid assets such as subprime mortgages were made liquid, didn’t work when housing prices started to fall. The result: global bank write downs of $518 billion; the evaporation of $19.5 trillion of market valuation; a $29 billion government pledge to backstop the sale of Bear Sterns to JP Morgan Chase; a federal takeover of Fannie Mae and Freddie Mac, the largest mortgage lenders in the U.S.; the bankruptcy of Lehman Brothers; the shotgun wedding of Merrill Lynch and Bank of America; and the $85 billion Fed bailout of AIG.19

The 2008-2009 storm hastened the pace of mergers and acquisitions between banks and investment firms, but this was nothing new. In 1999, the Gramm-Leach Bliley repealed the 1933 Glass-Steagall Act, which permitted Bankers Trust (a commercial bank) to acquire Alex. Brown (an investment firm). I remember the acquisition well. At the time, I viewed it not only as the demise of a legendary institution but an ominous sign for the future. Less than a decade later, an unbridled storm began. Similar to a rogue wave out at sea, the Volatility Index (VIX) reached an all-time high of almost 80. For investors, there were few places left to hide during 2008. Figure I.1 shows exactly how volatile the world became in 2008.

To put things into perspective, volatility levels doubled that of the Asian Crisis, Long Term Capital Management, September 11th, and Enron. While the U.S. Government helped support many of the failed financial institutions, Henry Paulson made the strategic decision to let Lehman Brothers Holdings Inc. fail. At the time, this decision might have been prudent. However, the collapse of Lehman Brothers Holdings Inc. adversely affected the credit default swap market, not only with the credit default swap insurance Lehman sold but also the billions of dollars other firms wrote on Lehman’s debt. Credit default swaps are essentially derivative contracts on bonds. The chain reaction of events that followed could be described as the perfect storm. Investors learned quite a bit about investing during this period with both good and bad experiences (mostly bad).

Few investors understood the magnitude of the credit default swap (CDS) market. The CDS market is only part of the overall derivatives market. The Economist reported that “The overall market for over-the counter derivatives shot up to $455 trillion at the end of 2007. Some $62 trillion of that were credit-default swaps (CDSs), whose supercharged growth continues in spite of the crunch.”20 Steve Forbes noted that “American households, until recently, had net assets of $56 trillion.”21 Comparatively, the world’s assets were around $195 trillion as of the end of 2007. Harvard Business Review reported that “The value of the world’s financial assets— including equities, private and public debt, and bank deposits—has soared from $12 trillion in 1980 to $195 trillion in 2007.”22 Essentially, contracts on options, swaps, and futures far exceeded their underlying assets.

Because of this widespread turmoil, numerous asset classes were adversely affected, such as municipal bonds, bank loans, corporate bonds, convertible bonds, high-yield global bonds, domestic equities, mutual funds, preferreds, foreign equities, emerging market stocks, large-cap equities, midcap equities, and small-cap equities. Even U.S. Treasuries were negatively affected. Basically, no asset class was safe:

U.S. stock-market declines during October were so deep and wide that even tame investments were pummeled. Losses from the steep lunge that began just over a year ago now top those from 2000-2002. The average diversified mutual fund of U.S. stocks returned a negative 18.7% in October, according to preliminary figures from fund tracker Lipper Inc.; as of Thursday, that average fund was down 40% since the Dow Jones Industrial Average hit a record high on October 9, 2007. By comparison, during the previous bear market, between March 10, 2000, and the bottom on October 9, 2002, the average diversified stock fund lost a total of 34.9%. The past month has been a vivid reminder that sometimes, no matter how conservative an investor you think you are, you’re going to get hit. Those who sought havens in what were once considered the safest of stocks saw their holdings battered as fears of a serious recession mounted. Even those who shunned stocks for once-boring bond funds saw their portfolios dragged down as the ripples of the credit crisis expanded outward. There were few places to hide. The average return for diversified U.S.-stock funds is a negative 34.7% for the first 10 months, which suggests 2008 is shaping up to be the worst year for mutual-fund investors in the nearly 50 years for which Lipper has such data.23
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Figure I.1 Volatility Index 2000–2009

Source: Bloomberg. Used with permission.

Traditional asset classes were destroyed, but even some of the alternatives were adversely affected, which typically is not the case. Hedge funds, for example, did well in 2000, 2001, and 2002, whereas the stock market performed poorly in each of these years. The S&P 500 was down -9.10% in 2000, -11.90% in 2001, and -22.10% in 2002. The Hedge Fund Research, Inc.’s (HFR) Funds of Funds Index returned +4.10% in 2000, + 2.80% 2001, +1.00% in 2002.

Alternatives and Diversification

Quite a few institutions threw money into alternatives as a result of hedge fund performance from 2000 to 2002. By September 30, 2004, Pensions & Investments reported that the top-50 pension investors had added $4.6 billion to hedge funds or hedge fund-of-funds. Out of 50 of the largest pensions, 18 invested in hedge funds. Moreover, “U.S. institutional investors allocated nearly $500 billion to alternatives in the year ended June 30, 2004, according to data from Greenwich Associates Inc.’s annual survey. About $210 billion was invested in equity real estate, $185 billion invested or committed to private equity; and $90 billion in hedge fund of funds.”24

Alternatives might sometimes fall with traditional asset classes like stocks and bonds, but for the most part, they hold their own. There are several reasons to utilize them for diversification: hedge funds outperformed equity mutual funds, there is a difference between short-term correlations and long-term ones, and diversification works when there are genuinely different sources of return. All three of these are valid reasons as to why alternatives are useful for diversification.

Many securities typically viewed as safe ones became illiquid or lost a lot of value during the 2007-2008 market collapse. The definition of risk was essentially rewritten in a few months. In Against the Gods: The Remarkable Story of Risk, Peter L. Bernstein states, “The prevalence of surprise in the world of business is evidence that uncertainty is more likely to prevail than mathematical probability.”25 In the Risk Within, James Picerno believes most risk rests with equities:

Portfolio risk, for good or ill, is still almost fully reliant on stocks. The lesson: Don’t focus exclusively on the whole at the expense of the pieces in risk management. Each component contributes to overall risk, which leads to two critical questions: 1) How much of the total volatility does each component contribute? And 2) How do those individual contributions change, if at all, after shifting the asset mix?26

Each component of a portfolio should be examined to determine the overall risk. Alternatives offer a wide variety of options for investors and can help build well-diversified, risk-adjusted portfolios:

Given the gyrations in the financial markets, some investors are abandoning stocks and bonds and seeking refuge in unusual alternatives—parking spaces, for instance, and condos in Peru. Sales of exotic livestock are up. The U.S. Mint has seen a gold-coin rush. Investors have long turned to hard assets in market downturns, the idea being that if you invest in something real, it won’t disappear, even if its value declines.27

Exploring Alternatives

Diversification can lead to alternative investments as obscure as coins, diamonds, art, or wine. Indexes of alternatives are evolving in many unlikely areas. Although the alternatives market is vast, there are three central alternatives one should initially explore: hedge funds, commodities, and venture capital. All three of these areas exhibit patterns, trends, or cycles that I call waves. I will focus on these three primary alternatives, offer examples of alternative vehicles for investors, and show how one might use them for diversification purposes. Understanding these alternatives and their waves can be useful in diversifying a portfolio.

Diversification is a means to lower risk or standard deviation. It is a common risk management tool. The objective is to have minimal covariance with the securities in a portfolio. Covariance is simply a measure of how much or how little two variables change together. By diversifying and owning different types of securities that do not move in lockstep together, risk will most likely be reduced. Alternatives can lower risk. Alternative investments can help diversify away beta. Beta is a measure of the volatility, or systematic risk, of a security or a portfolio in comparison to the market as a whole. Hypothetically, if one has two portfolios, one with alternatives and one without, the portfolio with alternatives from 2000 to 2009 exhibited less volatility, a lower beta, and higher returns. In Figure I.2, portfolio A had 60% U.S. Equity, and 40% U.S. Bonds with a total CAGR of 1.92%, total volatility of 12.69%, and total Beta of 0.589. Portfolio B had 20% U.S. Equity, 30% U.S. Bonds, 12.25% Hedge Funds, 12.25% Real Estate, 12.25% Commodities, and 12.25% Gold with a total CAGR of 6.61%, total volatility of 8.16%, and a total beta of 0.338.

Alternatives Investing

Depending on the individual investors’ specific needs and objectives, certain alternatives might be more appropriate than others when making asset allocation decisions. Alternatives are not suitable for every investor. Some might not be appropriate at all depending on risk tolerance and net worth. According to David F. Swensen, “Asset allocation represents the most powerful implement in a rational investor’s toolbox. By using the basic principles of diversification and equity orientation to build a foundation that accommodates individual characteristics and risk preferences, investors establish a framework that promises superior investment outcomes.”28 By preserving capital through the use of alternatives, one can take advantage of market corrections. Wealth Manager magazine reports: “Hedging with alternatives reduces volatility and loss during tough market conditions which, literally, allows advisors to buy when there’s blood in the streets.”29
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Figure I.2 Adding Alternatives to Portfolio: Risk, Return, and Beta

Source: Author

Alternatives can be used in combination with equities and bond allocations. Rydex SGI notes that “These investments are typically characterized as having low correlation to traditional investments—that is, their movements are generally unrelated. This low correlation may service to ‘hedge’ or help protect traditional portfolios during sideways or down markets.”30 Just like stocks and bonds, one needs to be cognizant of waves.

Some of the worst percentage changes in the S&P 500 since 1929 were seen in the month of October 2008. Three of the biggest percentage drops in the index are as follows: October 1929 (-19.9%), October 1987 (-21.8%), and October 2008 (-16.9%). Throughout the history of stock and bond markets (about 200 years in the United States) and even longer in Europe, there have been moments of extreme volatility. Nassim Nicholas Taleb, in The Black Swan, examines how people react to explosive, unforeseen events, “A black swan can be defined as a highly improbable event with three principal characteristics: First, it is an outlier, as it lies outside the realm of regular expectations, because nothing in the past can convincingly point to its possibility. Second, it carries an extreme impact. Third, in spite of its outlier status, human nature makes us concoct explanations for its occurrence after the fact, making it explainable and predictable.”31

Looking at past negative events is not alarming, but when you are in the middle of a storm or negative event, it can be quite traumatic and confusing. Investors tend to make poor decisions that can also be irrational at times. Bigger storms, such as rogue waves, sometimes affect securities that typically are safe. The market turmoil in 2008-2009 affected many investments that investors thought conservative, such as municipal bonds or money market funds. Storms in the past are no different. Take, for instance, the crash of 1973-1974, when the S&P 500 fell -43% from December 1972 to September 1974. As cited in Peter L. Bernstein’s Against the Gods:

This was a dark time, one marked by a series of ominous events: Watergate, skyrocketing oil prices, the emergence of persistent inflationary forces, the breakdown of the Bretton Woods Agreements, and an assault on the dollar so fierce that its foreign exchange value fell by 50%. The destruction of wealth in the bear markets of 1973-1974 was awesome, even for investors who had thought they had been investing conservatively.32

Alternatives frequently have high minimums ranging from $500,000 to $100 million. Historically, millionaires use a fair number of alternatives; Wealth Manager magazine notes that “households with total investable assets over $1 million have the highest exposure to alternatives of all asset ranges.”33 Additionally, the 26th U.S. Trust Survey of Affluent Americans revealed that, “40 percent of those with total assets of $25 million or more are invested in hedge funds, compared to only 17 percent of high net worth individuals with investable assets under $25 million.”34 According to Private Wealth Management, 76.4% of those with assets of more than $20 million have an interest in hedge funds as compared with 5.5% interest of investors with assets between $500,000 and $1 million.35 Quite a few Forbes members invest in alternatives. For example, Dirk Ziff and family sold a business and allocated a large amount of the proceeds into alternatives:

He and his two brothers founded Ziff Brothers Investments in the 1990s, after the $1.4 billion sale of their family’s Ziff-Davis publishing empire. They invested in various public and private-equity ventures, including hedge funds. The family fortune was estimated by Forbes at more than $10 billion.36

Alternatives typically include higher costs and also might be illiquid. However, many mutual fund companies, banks, and other financial organizations realize the demand for both liquid and lower-priced alternatives. New vehicles for alternatives are entering the market at a rapid rate. ETFs now offer liquidity and minimums as low as $1,000. According to Rydex SGI, “Alternative strategies and asset classes are becoming available in the form of mutual funds and exchange traded funds (ETFs), thereby providing individual investors greater access.”37

The real estate market collapse and credit crisis of 2008 provides investors with more data to help learn how alternatives can be used in building better and more diversified investment portfolios. One could draw a number of comparisons between the 1970s crisis and the subprime meltdown credit crises in 2007 and 2009:

While we have been in a credit crisis for more than 14 months, there can be no mistaking the telltale signs of the panic phase of the crisis that first became evident in the week of September 15. We are in the midst of what the academic Charles Kindleberger called the “revulsion state” of a crisis—indiscriminate and contagious selling of distressed assets that leads “banks to stop lending on the collateral of such assets.” When such fear grips the markets, investors (and speculators) are quick to generalize — punishing many for the sins of few. That’s the most dangerous phase of any crisis — when market implosions start to take on a self-reinforcing life of their own. The most important thing I can say about financial panics is that they are temporary—they either die of exhaustion or are overwhelmed by the heavy artillery of government policies.38

Yet the biggest difference was the availability of the alternatives market to reduce risk for investors. By adding more asset classes that have low correlation with one another, one can increase returns while similarly lowering risk. Diversification applies not only to difference asset classes (such as equities or fixed income), but within asset classes. For instance, one might diversify across different sectors or geographic areas. Investment styles such as small, mid, or large cap growth or value investing can be used to further diversify. The idea of proper diversification is also expressed in Peter L. Bernstein’s “The Strange Case of the Anonymous Stockbroker”:

Investors diversify their investments, because diversification is their best weapon against variance of return.... As Poincaré had pointed out, the behavior of a system that consists of only a few parts that interact strongly will be unpredictable. With such a system you can make a fortune or lose your shirt with one big bet. In a diversified portfolio, by contrast, some assets will be rising in price even when other assets are falling in price; at the very least, the rates of return among the assets will differ. The use of diversification to reduce volatility appeals to everyone’s natural risk-averse preference for certain rather than uncertain outcomes.39

Therefore, the fewer asset classes one uses in constructing a portfolio will increase risk and lower returns. There is no greater risk than a single-stock position. Having advised hundreds of corporate executives with single-stock positions, I have witnessed many who diversified and were protected as well as a number of individuals who refused to sell any shares. Billionaires typically are well diversified, but many with large single-stock positions (that they were unable to sell because the shares were restricted) dropped precipitously. In Table I.2, a number of Forbes members lost a staggering amount of their net worth in the 2008 downturn.

Table I.2 Change in Net Worth on the Forbes 400 between August 29 and October 1, 2008
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Source: Net Worth on the Forbes 400, Forbes 400, October 27, 2008. Used with permission.

If one examines closely the Forbes 400 list, the individuals and families who remain on the list over long periods tend to be the most diversified. Take for example, the Pritzker family, which holds companies with approximate revenues of more than $11 billion a year. The family that founded Hyatt not only manages 212 Hyatt hotels, but owns a diversified portfolio of real estate that includes apartment units, luxury retirement communities, industrial and office parks, and a commercial complex. They also own Marmon Group, an industrial company that holds 150 businesses that are mostly involved in manufacturing; have a large stake in heath-care companies; and are invested in a variety of other companies. On top of owning Conwood Co., the second-biggest snuff producer in the United States with $300 million in annual sales, they also have a large stake in Royal Caribbean and run several casinos.40 The family is involved in many other alternative investments. John Pritzker “runs [a] private equity fund [and] invests in retailing, hospitality, entertainment and resorts. Tony and J. B. Pritzker run a venture capital fund and invest in technology manufacturing.”41

Alternatives in a Postrecession Economy

One does not need to be a billionaire to invest in alternatives. The alternative space is mushrooming and open to any class of investor. Hedge funds frequently have high minimums which explains why they used to be accessible only to high-net-worth or institutional investors. Years ago, a million-dollar minimum was commonplace for hedge funds and other alternative investments. Robert F. Whitelaw and Sujeet Banerjee note that: “In 1982, the Securities and Exchange Commission (SEC) restricted access to these funds to accredited investors, defined as investors with at least $1 million in investment assets or a trailing income stream of over $200,000 per year.”42 Today, minimums have dropped to a hundred thousand (and in some cases even less), increasing both the interest and percentage of investment flowing into alternatives.

Whitelaw and Banerjee also note that “More and more investors are seeking out alternative investments. Industry research suggests that high-net-worth investors are allocating upwards of 20% of assets into alternative investment strategies-up from 3% in 2000.”43 (See Figure I.2.) The Wall Street Journal reported that the institute for Private Investors in New York found that wealthy families allocated about 42% of their portfolios in 2004 to alternative investments such as hedge funds, private equity, venture capital and real estate.”44 Newer asset classes have evolved, such as mutual funds (with hedge fund-like characteristics), and have minimums now as low as $1,000; virtually all investors have access. Alternative investing will continue to expand.
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Figure I.2 Estimated HNW Allocations

Source: Robert F. Whitelaw and Sujeet Banerjee, “Hedge Funds for the Rest of Us,” Journal of the Indexes, July/August 2007. Used with permission.

As stated in the Rydex report, “Alternatives 2.0: What Is the Prudent Investor to Do?”:

We believe that the fundamental rationales for alternative investing remain sound—i.e., many alternatives are sound in their fundamental characteristics and seek to allow managers greater expression of their ideas; and they are still relevant in their application by investors, who seek to improve portfolio efficiency. The challenge for the future is to retain fidelity to the basic character and utility of alternatives (i.e., strategy flexibility freedom and higher portfolio efficiency), but adopt a new frame of reference regarding implementation within portfolios, particularly as a tool for reducing risk.45

Contrary to popular opinion, the world is not going to end. As I told my son when we were at a wedding in Chicago (where it rained for three days straight), “It does not rain forever.” The sun surely did arrive, but it did so on Monday—we’d left on Sunday. Every asset class was affected in the epic downturn with the real estate meltdown and credit crisis of 2008-2009. Alternatives have been criticized recently in the downturn, but they are a viable asset class, and there is reason to believe they will have a strong rebound. Alternatives are beginning to show light, and institutional investors (the “smart money”) are noticing.

Before problems occurred in 2008, a tremendous amount of money was flowing into alternatives. According to Pensions & Investments, “About 40% of manager hires by U.S. institutional investors in 2007 went into alternative investments.”46 The real estate market was overvalued. A deadly combination of arrogance, avarice, and naivete helped contribute to the real estate blowup. After reaching an all-time high with real estate in 2007, both individual and institutional investors plowed more money into real estate, ignoring the obvious impending correction. Alternatives are not immune and will correct on occasion. While real estate did poorly, other alternatives did well, such as gold. Some even had positive returns, depending on the type of alternative. As everyone knows, a recovery typically follows a recession. It is my belief that alternatives will not only prosper this time around but will most likely skyrocket. The LBO market appears to be thriving in 2009. BusinessWeek reported, “With the economy in tatters, corporate dealmaking remains anemic. But at least one group is feasting: vultures. Hostile takeovers and other unsolicited bids accounted for 11% of the acquisitions announced in the past 12 months.”47 Similarly, the venture capital area is bouncing back. According to the San Francisco Business Times, “A few weeks short of its second birthday, Hyperion Therapeutics landed a $60 million venture capital gift amid one of the biotech industry’s worst funding droughts.”48

There are early signs that the “smart money” or institutional money is seeking more alternatives. According to Pensions & Investments, first, “CalPERS’ investment committee voted June 15 to increase the system’s private equity allocation by four percentage points to 14% and raise fixed income by one percentage point to 20%, as well as create a 2% cash allocation.”49 Second, a survey conducted by the Oxford University Center for Employment, Work, and Finance, Oxford, England [and] co-sponsored by Pensions & Investments, “Analyzing SWFs through Proxy: The Oxford Survey of SWF Asset Managers,” claims that sovereign wealth funds will be adding alternatives.50 Third, “Worldwide institutional investor search and hiring activity [for hedge funds] remained positive so far this year [2009].”51 Finally, the State of Wisconsin Investment Board decided to add hedge funds: “[A] first-time allocation to hedge funds is also possible, according to recommendations in an asset allocation study presented to the Madison-based board, which oversees a total of $78 billion.”52

Hindsight is always 20/20. The time to make money, however, is to invest low and sell high. In my view, now is the time one should be adding alternatives to a well-diversified portfolio. It is time to get out the surfboard. I believe alternatives move in waves, and this next wave will be worth riding. Investors in equities and fixed income lost trillions in the downturn (most of which will be gone forever). Owning alternatives might be the solution. However, investors must do their homework and decide what may or may not be suitable for his or her portfolio. Hitting a wave at the right moment takes years of practice and patience. Both equities and bonds left investors shell-shocked with the 2008 stock market collapse. Alternatives, on the other hand, performed reasonably well. According to the New York Times, “When the global markets plummeted after Lehman Brothers declared bankruptcy in September last year, a handful of alternative investments remained stable or even made money for investors.”53

Based on how alternatives have performed in good years as well as extremely difficult years with adverse market conditions, there will most likely be less interest in stocks and bonds going forward. Despite the recent market correction, investors will continue to seek nontraditional alpha. On Wall Street reported that “The expectation is that by 2010, demand for alternatives by U.S. institutional investors will grow to 10.8% or $3.3 trillion out of total assets of $30.3 trillion, according to a report publish by Freeman in 2004 based significantly on data from Pension & Investment’s annual directory of the 200 largest U.S. pension funds.”54 Although trillions are presently invested in alternatives, the space is still relatively new and in its infancy. The financial landscape has changed forever. Banks and investment firms are one in the same now. Investors lost money not only with equities but asset classes that historically have been safe, such as bonds or money market funds. Those who own alternatives are adding to them and investors who have never contemplated owning alternatives are beginning to take notice and see how they might be added to a portfolio to be properly diversified. No matter if it is an individual or institution, investors are seeking alternatives. Investors should consider all asset classes, especially those they do not fully understand, because that is where an investor will likely find the best opportunity going forward.

Riding the Wave

Before exploring various alternatives, I review Wave Theory in Chapter 1 and how it can be applied. Chapter 2 is devoted to understanding waves with alternatives. Chapter 3 is about how waves work and how one might apply Wave Theory as an investor. Part 2 is about venture capital. Chapter 4 defines venture capital. Chapter 5 covers the history of venture capital. Chapter 6 concerns market dynamics with venture capital. Chapter 7 discusses venture capital advantages and disadvantages. Chapter 8 reviews venture capital performance. Chapter 9 summarizes the various investment vehicles with venture capital. Part 3 is about commodities. Chapter 10 involves an overview of commodities. Chapter 11 discusses investing with commodities. Part 4 is about the precious metal gold. Chapter 12 is an overview of gold. Chapter 13 discusses gold waves and investments. Part 5 is about hedge funds. Chapter 14 is an overview of hedge funds. Chapter 15 discusses the overall hedge fund market. Chapter 16 discusses the advantages and disadvantages of hedge funds. Chapter 17 reviews hedge fund performance. Chapter 18 summarizes a number of hedge fund vehicles.

I have trained many wealth managers over the years and part of this training entails a thorough knowledge or education regarding alternative investments. Similarly, I have given many talks to senior advisors interested in learning about alternatives. Further, I have educated many institutional as well as private clients about alternatives and how they might be used as part of a well-diversified, risk-adjusted portfolio.

When I discuss or introduce an alternative, I typically share my experience or background involving a particular alternative. One could study many different attributes of alternatives, but I believe it is prudent to know or be able to define each alternative. Likewise, I have found learning about an alternative’s history is important. Besides the past, one should also consider the current market for each alternative as well as the overall market.

Anyone contemplating adding alternatives to their portfolio should explore both the advantages and disadvantages associated with each alternative. Although there is no guarantee of performance continuing into the future, one should examine the performance of every alternative, as well as the vehicle selected to gain access to the alternative. The manager, fund, index, or other means of investing will vary greatly and should be carefully selected for the investor.

All securities have risk, and alternatives are no different. Understanding risk is crucial in this regard. Over time, I compiled a list of recommended reading and Web sites to help further explore each alternative. Investment vehicles for alternatives are growing at a rapid rate and changing on a daily basis. There are nuances among every investment vehicle that one might consider to gain access to a particular alternative.

Finally, I make it a habit to constantly look toward the future. No one possesses a crystal ball, but it is not impossible to identify a certain trend or wave forming with alternatives. Understanding an alternative and events transpiring at the time is a good idea. For example, fighting or going against a trend such as market downturn is not wise and should be avoided.

Throughout Wave Theory with alternative investments, I attempt to follow this format so that a reader can easily compare and contrast each alternative in terms of my experience with alternatives: definitions, history, market, advantages/disadvantages, performance, risk, recommended reading and Web sites, and investment vehicles and outlook.


PART 1 WAVES




Chapter 1
Wave Theory

Wave theory is simply the belief that all securities move in waves (patterns, cycles, or trends). History sometimes repeats itself, but with alternatives an investor can typically see similar waves repeating themselves. Equities move in waves. Fixed income moves in waves. Cash moves in waves. There is now enough data to support the notion that alternatives also move in waves. Besides these asset classes, there can even be styles such as “value” or “growth” investing that move in waves. Securities can also move in tandem, forming huge waves in epic downturns or sharp rallies. Realizing this, one can either make a lot of money or lose a lot of money while investing. After the Dow Jones dropped from 14,164 to 6,469, many investors sold securities at precisely the wrong time and lost trillions of dollars. Ironically, when the market started to recover and passed 10,000, many of these same investors attempted to jump back in and chase the market after they sold at the very bottom of the market. The individual who coined the expression “buy low, sell high” was not unintelligent. Yet investors (ones who are not paying attention to waves) frequently follow the news media and make the erroneous mistake of buying high and selling low.

Waves are found among all asset classes, including the fastest growing and compelling asset class: alternatives. In other words, there are distinct waves found within the alternatives asset class. Since more data became available in recent years, it is apparent that waves exist with alternatives. Those of the main alternative groups—hedge funds, commodities, and private equity (venture capital) — all have identifiable waves. One must be cognizant of waves found with alternatives to lower risk and maximize returns. Otherwise, the results can be lackluster if not devastating.

Mergers and Acquisition Waves

There is very little written about waves in finance, and although several individuals have touched on the subject, none have written about alternatives and waves. Alternatives are a relatively new asset class and can be difficult to understand. Those who have discussed waves in the past tend to review them with regard to various aspects of finance, not asset classes. For example, Allen, Brealey, and Myers’s Principles of Corporate Finance explained that there are merger and acquisition waves:

Mergers come in waves. The first episode of intense merger activity occurred at the start of the 20th century and the second occurred in the 1920s. There was a further boom from 1967 to 1969 and then again in the 1980s and 1990s (1999 and 2000 were record years). Each episode coincided with a period of buoyant stock prices, though there were substantial differences in the types of companies that merged and the ways they went about it.1

Robert F. Bruner also wrote about waves in Applied Mergers and Acquisitions, in which he describes “five periods of heightened merger activity; hereafter, I will call these ‘waves’.”2 The fifth wave, or his Wave 4b (which I will call Wave 5), was caused by a few large scale mergers and acquisitions (M&A) deals. According to Bruner, “Following the 1990-91 recession, M&A activity increased briskly in all segments of the economy and all size categories. The announcement of a few large deals signaled to some observers a ‘paradigm shift’ in M&A where old rules about strategy, size, and deal design were being replaced with new rules.”3

The graph in Figure 1.1 shows M&A activity in terms of deals and depicts one of the M&A waves described by Bruner. If one combines all of the M&A waves over the last century, Figure 1.2 depicts a long-term trend of M&A waves (patterns, cycles, or trends).
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Figure 1.1 M&A Activity in Wave 5: 1992–2000

Source: Data from Robert F. Bruner, Applied Mergers and Acquisitions (New York: Wiley, 2004), 74-75. Used with permission.
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Figure 1.2 M&A Activity Since 1895

Source: Author.

Long before Bruner, Joseph Schumpeter noted “cycles” with M&A activity. Schumpeter originated the concept of creative destruction. His ideas have been widely applied to theories of evolutionary economics.4 Understanding M&A waves with economics is helpful because of their effect on alternatives. Alternative asset classes (such as venture capital or leveraged buyout funds) depend on the M&A market because it is an exit strategy or a means to take a profit or cash out. The M&A market has shown distinct waves, especially over the past 30 years (Figure 1.3).

[image: images]

Figure 1.3 30 Years of Global Mergers and Acquisitions Activity

Source: Author.

Whether one measures the number of M&A deals or the dollar value of these deals, it is apparent that waves exist.

Initial Public Offering Waves

The discovery of waves with alternatives might be beneficial to a plethora of investors from retail and high net worth to institutional investors. Also, waves with alternatives might assist venture capital-backed private companies contemplating going public as well as investors in venture capital (pre-initial public offering [IPO]) or even buyers of IPOs. Wave Theory can help a lot of different people, including entrepreneurs who would like to take a company public. Chief executive officers (CEOs) of fast-growing emerging companies (e.g., health care, technology, consumer), should be aware of the point at which they are approaching a wave before going public. Depending on where a venture capital-backed company stands with regard to a wave, the CEO or venture firm might decide to wait or hold off for a more opportune time to go public—that is, be one of the first to go catch the wave. IPOs at the pinnacle of any market tend to have precipitous drops.

Similar to M&A, there are distinct waves with the IPO market. Whether one examines the number of IPOs or value in IPO deals, it is quite apparent that the IPO market (like the M&A market) travels in distinct waves as depicted in Figure 1.4. Hilary Kramer wrote the following about IPO waves in Ahead of the Curve: “IPOs are big waves that should be surfed only by investors who can stomach the big-wave risks associated with them…IPO waves can be big, and the payoff can sure be big, too.”5

Before 1999, there was a strong wave correlation between M&A and IPO markets. After this time, the M&A wave was robust, whereas the IPO market suffered. There were a number of variables that explained this phenomenon. The Sarbanes-Oxley Act was introduced to regulate new companies. However, it made it more expensive for young, fast-growing companies to arrange an IPO. Many went public in foreign markets (such as the London-based Alternative Investment Market) to save money. Others elected to become part of a larger conglomerate (M&A) to help them finance growth. Thus, M&A increased while IPOs decreased after 2002. Figure 1.5 portrays the number of M&A deals versus the number of IPO deals.
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Figure 1.4 30 Years of U.S. Initial Public Offering Activity

Source: Author.
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Figure 1.5 30 Years of Global M&A versus U.S. IPO Activity

Source: Author.

One can clearly see from this graph the huge growth in M&A deals since 2000. The IPOs during this period declined precipitously.

Waves and Economics

Investment waves were first depicted by the Russian economist Nikolai Kondratiev (1892-1938). Besides his wave ideas with investing, he is known for being a proponent of the New Economic Policy—a program during the Lenin years that allowed a small bit of capitalism. Kondratiev was imprisoned and later executed for his economic views. David Barker summarized Kondratiev’s theories in The K Wave:

The first matter to be covered when considering the Kondratieff long wave’s effect on investments concerns timing. An economic cycle of 50 and 60 years duration is questionable as a precise investment-timing instrument. You cannot use the K Wave to say what will happen next month or even next year with precision in any market. However, the K Wave’s long-term trend impact on financial markets is critical information. The K Wave’s impact can make or break an investor’s long term returns—and even determine a company’s survival. Investors should incorporate the most important elements of K Wave Theory into their general decision-making process.6

Other economists wrote about reoccurring waves or cycles. Waves are inevitable, just like mortality. We cannot avoid waves just like we cannot escape death. As Herman Melville described in Moby-Dick, “...the waves should rise and fall, and ebb and flow unceasingly; for here, millions of mixed shades and shadows, drowned dreams, somnambulisms, reveries; all that we call lives and souls, lie dreaming, dreaming, still; tossing like slumberers in their beds; the ever-rolling waves but made so by their restlessness.”7 Life is filled with waves, both good and bad. Even if there is an occasional bad wave, it is not the end of the world because it is a “cleanup process,” as referred to in Chevallier’s Greenspan’s Taming of the Wave:

Greenspan emphatically proved in the 1990s that, even if down waves can’t be escaped overall, depressions can be avoided. Thus, creative destruction can be made to work in your favour. In other words, the clean-up process can be shortened by adequate monetary policies and depression need only be endured as worst-case scenarios. Hence, what the world needs in the future will be central bankers able to tame the wave, ‘a la Greenspan.’8

Waves and Mathematics

Waves are not new to mathematics. In fact, Figure 1.6 shows that simple mathematical waves can be added together to create a graph that resembles one of an alternative wave.9

The exact formula used to create this wave is not important. The central importance is the general shape of the graph. Although these waves are hypothetical, similar waves in real life might represent a spike in prices from a war, hurricane, or other significant event.

A number of famous mathematicians wrote about waves. For instance, the Fibonacci number sequence was developed from the Italian mathematician Leonardo Fibonacci’s book, Liber Abaci, which helped explain natural phenomenon. Mathematician Leonardo de Pisa (Fibonacci sequence of numbers) first wrote about patterns that were later used for analyzing alternatives.
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Figure 1.6 abs(sin(.3x)) +.2x + 2 + sin(x) +.2sin(.5x) + sin(30x)

Source: Author.

What may be surprising is just how pervasive the Fibonacci numbers are in Elliott’s analysis of the stock market. Tracing most bear markets, he found that they move in a series of 2 impulsive waves and 1 corrective wave, for a total of 3 waves [like the beginning of the series]. On the other hand, his research showed that a bull market usually jumps upward in 3 impulsive waves and 2 corrective waves, for a total of 5 waves [following the Fibonacci sequence]. A complete cycle would be the total of these moves, or 8 waves.10

Albert Osborne, a wave mathematician from the University of Turin, wrote about rogue waves. Just like the securities market, normal waves can become unstable. It is believed that huge waves can leap up out of nowhere. “Quantum physics has at its heart a concept called the Schrodinger Equation, a way of expressing the probability of something happening that is far more complex than the simple linear model.”11 Schrodinger’s theory, “An Undulatory Theory of the Mechanics of Atoms and Molecules,” published in the Physical Review (December 1926), was based on the research of L. de Broglie in what he called phase-waves (“ondes de phase”). This view was essentially that material points are wave systems.

Waves and Securities

It is fairly well known that equities (both foreign and domestic), fixed income, and cash have identifiable waves. Ralph Nelson Elliott described “waves” with the stock market long ago. Elliott was born more than a century ago on July 28, 1871, and observed waves with the securities market. Elliott’s observations of stock market behavior began coming together in 1939 into a general set of principles that applied to all degrees of wave movement in the stock price averages.12 Elliott believed the stock market is affected by repetitive waves. Further, Edwards and McGee wrote Technical Analysis of Stock Trends, which was first published in 1948. Essentially, the book showed that stocks move in identifiable patterns, which repeat themselves as a result of supply and demand.13 Finally, money management firm BlackRock depicted trends or patterns with equities, fixed income, and cash over the past 20 years in Asset Class Returns: 20-Year Snapshot (Table 1.1):

Table 1.1 Asset Class Returns: 20-Year Snapshot
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BLACKROCK

Large Growth versus Value Waves

From the above BlackRock graph, one can see that large-cap growth investing was popular from 1989 to 1991. From 1992 to 1993, large-cap growth investing did not do as well but rallied from 1994 to 1999. However, large growth then remained out of favor from 2000 until 2006. In 2007, large-cap growth was the best-performing asset class. Growth moves in waves. When large-cap growth investing does well, value investing typically does not. The contrapositive is true; when value investing does well, growth does not. Figure 1.7 helps show waves with the Russell 1000 Growth versus Russell 1000 Value.14

Large- versus Small-Cap Waves

In 1999, before the bubble imploded, growth was in vogue while value did poorly. If one invested heavily in growth at this time (after a long growth wave), one would be investing at an all-time high, which Alan Greenspan described as “irrational exuberance.”15 The value wave then took over from 2000 until 2007 — a really long wave to ride. Frequently, when there is a large-cap wave, small caps do not perform as well. The antithesis is true: when small caps are in favor, large caps usually do not do as well. Figure 1.8 exemplifies large-cap outperformance versus small-cap outperformance.
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Figure 1.7 Growth versus Value: Russell 1000 Growth versus Russell 1000 Value

Source: Bloomberg. Used with permission.
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Figure 1.8 Large versus Small Cap: S&P 500 versus S&P 600 Index (1995-2009)

Source: Bloomberg. Used with permission.

Fixed-Income versus Equity Waves

Fixed income was the best-performing asset class from 2000 to 2002 and then was one of the worst-performing asset classes from 2003 to 2006. Fixed income tends to do well when equities are underperforming. For instance, fixed income performed the best out of any asset class in 2008 (including cash). However, when equities have strong returns, bonds frequently are not performing well, as shown in Figure 1.9 with the S&P 500 versus Barclays Bond Index Fund from 1993 to 2009.

Foreign versus Domestic Equity Waves

Foreign equity moves in waves as much as domestic equity. Foreign equity investing performed poorly from 1989 to 1992. However, from 1993 to 1994, it was the best performing asset class. From 1995 to 1997, foreign equity moved out of favor but gained traction again from 1998 to 1999. Foreign investing moved out of favor again during 2000-2002. Foreign equity did

well from 2003 to 2007 but was one of the worst-performing asset classes in 2008. It is interesting to note that foreign-equity investing over time has become more closely aligned with domestic-equity investing primarily because the United States is part of a global economy. According to the 2009 “Top 100” in Forbes, only 7 out of the top-20 largest companies in the world were based in the United States. Historically, the number of U.S. companies on the list was far greater. In fact, the United States had 11 out of the top-20 global companies in 2005.16 This new wave might help investors learn the importance of foreign-equity investing and that the United States is an integral part of the global economy. One might be remiss to not own foreign equities in his or her portfolio. Figure 1.10 depicts the Dow Jones compared with the MSCI (Ex USA) from 1989 to 2009.
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Figure 1.9 Stocks versus Bonds: S&P 500 versus Barclays Bond Index Fund (1993-2009)

Source: Bloomberg. Used with permission.

Long-Run versus Short-Run Waves

Although one can clearly see waves with value versus growth investing, equities versus fixed-income investing, foreign versus domestic investing, small-cap versus large-cap investing, there exist larger waves from the market in general. For example, if one charts the Dow Jones from 1929 to 2009, a total of 18 waves are identifiable (Figure 1.11).
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Figure 1.10 Domestic versus Foreign: DJIA versus MSCI EX USA Index (1989-2009)

Source: Bloomberg. Used with permission.
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Figure 1.11 Dow Jones Performance 1929-2009

Source: Bloomberg. Used with permission.

Smaller waves might appear insignificant when examining waves over long periods, but they become much more traumatic or even exaggerated up close. The longer the period, the more likely the tendency to smooth out volatility for various asset classes. In other words, one might not notice the asset class fluctuating as one might see in the short run. Equities, for instance, appear attractive and low risk in the long run. But in any given year, equities can drop precipitously, such as evidenced in 2008. Time dampens the wild swings in the market so that equities average 9% to 10%. One might be tempted to put all their money in equities after examining the S&P 500 because in the long run the market moves up. In the short run, there is volatility, and an investor can examine the rocky waves.

Hypothetically, if one examined the market for a shorter period (1995-2009), one could see two massive market declines in which trillions of dollars were lost by investors and the United States experienced unprecedented volatility (Figure 1.12).

If one peers closer as a scientist does while sharpening the focus of his or her microscope, one can see the waves even more vividly. For example, the uptrend or trough-to-peak exhibited from January 1997 to March 2000 is distinct. The bull market rally revolved around the Internet and technology sector. During this period, the market reached a historic high (Figure 1.13).
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Figure 1.12 Bull versus Bear Waves

Source: Bloomberg. Used with permission.
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Figure 1.13 Trough to Peak (January 1, 1997–March 23, 2000)

Source: Bloomberg. Used with permission.
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Figure 1.14 Peak to Trough (March 24, 2000–October 10, 2002)

Source: Bloomberg. Used with permission.

Yet we know nothing exists that can actually grow to the sky; there will be a correction. The tide turned after March 2000, when growth investing turned to value investing (Figure 1.14). The nonstop barrage of negative news lasted several years, with many unforeseen events taking place one after another, such as 9/11, Enron, and Martha Stewart being hauled off to jail.

Cash Waves

Buying equities in this downturn would be tantamount to surfing in a parking lot—it will not happen. Catching a falling knife is a bad idea. When stocks start falling, run for cover. One might argue that you cannot time the market. However, it is quite clear from Figure 1.14 that investors were not limited to a few days from which they had to exit the market or go to the sidelines; they had three years of warning signals.

Cash moves in waves. Overall, cash was out of favor 14 out of 20 times during a two-decade horizon (1989-2008), according to BlackRock’s Asset Class Returns: 20 Year Snapshot. Over 20 years, cash was never the number-one-performing asset class. However, it was the worst performer five times and the second worst performer eight times over those same 20 years. Cash was out of favor from 1995 to 1999 but rallied from 2000 to 2002. However, from 2003 to 2007, cash was not a top performer when the equity markets were up. During the horrible downturn in 2008, cash was only the second-best performer (after bonds). Fidelity did a study regarding money markets as a percentage of all mutual funds compared with the S&P 500 (Figure 1.15). The research revealed that investors tend to build cash positions at precisely the wrong time. In other words, investors frequently miss the wave. As Fidelity summarized, many investors “have been slow to reallocate to stocks in the early stages of a new bull market.”17

Alternatives and Waves

Alternatives move in waves (patterns, cycles, or trends) just like other securities. “Technical and fundamental factors affect price. Forecasting price movement based on the fundamental approach requires the study of supply and demand factors affecting the price of a commodity or financial instrument. Technical analysis, on the other hand, requires the study of historical price movement and current market activity.”18 Similar to equities, a technical analysis can be used for making an investment decision:
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Figure 1.15 Money Market Wave

Source: Fidelity Investments, “The Perils of Herding to Cash,” Fidelity Investor’s Publications (March 13, 2009). Used with permission.

[A] technician is concerned with market action only. The basic issue here is not that fundamentals are what ultimately moves price—the technician concedes the point. The technician believes it is virtually impossible for most of us to know all the fundamentals that affect price at any given time. By the time the news reaches most of us, it has been disseminated so widely that it has been discounted in price. Because a trader makes or loses money via price movements, the technician believes this is what should be studied. In other words, the technician believes price is the ultimate fundamental.19

Hypothetically, one could use both technical and fundamental analysis for evaluating an investment in gold. Fundamentalists do not view charts. If it is an equity, fundamentalists explore economic, industry, and company analysis in order to obtain a stock’s fair value as well as a future value. A company’s market share, management, product, services, financials, competition, and other variables are examined. Unlike a technician, fundamentalists will also examine economic factors such as inflation, interest rates, or anything else regarding the economy. Lastly, a fundamentalist would examine the supply and demand for the products in a particular industry. Research reports are issued by banks and other independent third-party research. Due to their complexity, a prudent investor might consider both technical and fundamental analysis when considering alternatives. Certain Alternatives exhibit multiple waves over very short periods of time as evidenced by gold, where technical analysis might be extremely useful in addition to fundamentals. Fundamentally, gold is a volatile commodity that frequently has its price affected by a variety of factors.

Commodity Waves

Other alternatives, such as wheat, might not be as fast paced as oil. Yet technical and fundamental analysis might be helpful in making a wise investment decision. Regardless, all alternatives have waves. Alternatives are affected by many factors at any given time, just as they represent many waves at one time (Table 1.2).

Prudent investors must be cognizant of such waves and factors that could either adversely or positively affect their investment. Otherwise, one could lose a lot of money. Take, for example, the GSCI Commodity Index (Table 1.2). Part of this index includes oil. From July 29, 1999, to July 7, 2008, the GSCI Index grew to the sky. But as we are now aware, nothing grows to the sky (hindsight is 20/20). If one rode this index to astronomical highs, however, there is a time when one should take a profit. You cannot win forever; it is statistically impossible. Ask anyone betting only on red in roulette. Eventually, you will hit 00 or black. Figure 1.16 tracks the performance of the S&P 500 Goldman Sachs Commodity Index (GSCI) over this period.

If one were marked by avarice and held this index too long, the result would be devastating. Likewise, if one paid no attention to the commodity wave that transpired and bought at the high, they would be annihilated. Figure 1.17 depicts the worst time to invest as well as the best. One cannot always buy low and sell high. However, wave riders can develop good timing and/or be aware of the wave. Waves come and go.

Table 1.2 Goldman Sachs Commodity Index
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Figure 1.16 S&P GSCI Commodity Index (7/29/1999-7/7/2008)

Source: Bloomberg. Used with permission.

Although this 10-year graph of the S&P GSCI Commodity Index shows a recent wave, it is nothing new. Hypothetically, if one used another index, such as the Reuters-CRB Index, and went back further in time, there were at least five occasions of commodity waves or rallies with commodities (Table 1.3).

Table 1.3 Commodity Waves Ranked by Percentage Gain of Reuters-CRB Index (CCI) (1971–2008)
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Figure 1.17 S&P GSCI Commodity Index 10 Years (7/29/99-7/29/09)

Source: Bloomberg. Used with permission.

Similar to stocks, bonds, and cash, certain patterns or waves exist with commodities as a whole and also with individual commodities. For example, one can create a periodic table similar to BlackRock using individual commodities such as industrial metals, energy, precious metals, agriculture, or livestock (Table 1.4).

As one can plainly see, industrial metals did not perform well in 2002. Yet from 2003 to 2006, they are the best-performing commodities. From 2007 to 2008, however, they were one of the worst performers.

If one views a large body of water from a plane, no matter what the conditions are, it will appear as if there are no waves and that everything is calm. However, if you are swimming in the ocean, you will be much more cognizant of the waves, much like a surfer.

Venture-Capital Waves

Like commodities, venture capital has waves. Figure 1.18 shows a wave with venture capital for a short time (2003-2008).

Table 1.4 Periodic Table of Commodity Returns 1999-2009
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Figure 1.18 A Difficult Quarter:Transaction Volume by Quarters, in Millions.

Source: PricewaterhouseCoopers/National Venture Capital Association Money Tree Report; data: Thomson Reuters. Used with permission.

Yet venture-capital waves have existed for decades. Figure 1.19 shows the number of venture-capital deals along with the value of the venture-capital deals over the past 30 years.

Hedge-Fund Waves

Investors should step back and examine waves to see where they are at the moment. Whether it is real estate, commodities, or private equity, all alternatives have waves. Table 1.5 compares hedge funds with equities, fixed income, and cash over the last decade.

Thus, Wave Theory pertains not only to securities such as stocks, bonds, or cash but to alternatives as well. Alternatives are relatively new and evolving. They are becoming actual asset classes to compete with equities, fixed income, and cash. Because information is sometimes hard to locate and in some cases nonexistent, the alternatives world can be challenging for investors to navigate. One can clearly see waves with alternatives such as hedge funds, commodities and gold, and private equity (venture capital). No one can predict the future. However, history tends to repeat itself, and there are distinct waves (patterns, cycles, or trends) with alternatives. Surfing the alternative waves takes courage. As Sri Sathya Sai Baba said, “Have faith in yourself, when you have no faith in the wave, how can you get faith in the ocean?”20
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Figure 1.19 30 Years of Global Venture Capital Activity

Source: Author.

Table 1.5 The Wave Chart: 10-Year Ranking of Asset Class Returns
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Chapter 2
Surfing Alternatives Waves

The purpose of this book is to enable people to understand alternatives and how one can use them to build better, more diversified portfolios (whether they are for institutional investors or for high-net-worth and/or retail investors). Navigating alternatives is not easy and requires a skill set similar to that of a world-class surfer riding waves in the ocean.

Surfing is a tough sport to master. While the professionals often make it look easy, catching a wave and maintaining balance is difficult. Experienced surfers are typically judged by their ability to perform various maneuvers. But, as with any discipline, mastering the advanced moves requires learning the basics.1

Riding the perfect wave in the ocean is analogous to finding the right alternative for a portfolio and earning a handsome return. The alternatives space is vast like an ocean and will one day eclipse both the equity and fixed-income markets combined. Alternatives should be in everyone’s asset-allocation model.

Making money is one thing, but losing it is another. No one likes to lose money. Alternatives, like any other security, carry risk. One of the central risks to investing in alternatives is timing. Buying an alternative at the wrong time is no different than being crushed by a wave or being thrown from your surfboard. In order to ride our alternatives waves, we must know everything there is to know about riding waves like a professional surfer. As the surfer Kelly Slater advised, “Your surfing can get better on every turn, on every wave you catch. Learn to read the ocean better. A big part of my success has been wave knowledge.”2 Understanding the alternatives marketplace is also imperative. A neophyte investor in alternatives is identical to someone who has never surfed before. I recall one of my best friends, Brad Leve, who attempted to teach me how to surf in Ocean City, New Jersey, when we were teenagers. The waves were huge, and I was terrified. Now that decades have passed and we are much older, I worry about things like water temperature, sharks, and skin irritation. I can honestly say there would be no way I would ever attempt to go surfing again without a good teacher or guide such as Brad. Otherwise, one is merely being reckless or ignorant of risk. Understanding alternatives, the risk and return characteristics, marketplace, correlation with other assets, advantages and disadvantages, and performance are all helpful in learning how to surf the alternatives waves.

Definition of Waves and Alternatives

Alternatives travel in waves. In order to understand Wave Theory, one first needs to understand the essence of a wave. In Robert Dinwiddie’s Ocean, waves are defined:

Waves are disturbances in the ocean that transmit energy from one place to another. The most familiar types of waves—the ones that cause boats to bob up and down on the open sea and dissipate as breakers on beaches—are generated by wind on the ocean surface. Other wave types include tsunamis, which are often caused by underwater earthquakes, and internal waves, which travel underwater between water masses. Tides are also a type of wave.3

According to Merriam-Webster’s Dictionary, a wave can also be defined as:

• Moving ridge or swell on the surface of a liquid, open water

• Something that swells and dies away

• A rolling or undulatory movement or one of a series of such movements passing along a surface or through the air

• A disturbance or variation that transfers energy progressively from point to point in a medium and that may take the form of an elastic deformation or of a variation of pressure, electric or magnetic intensity, electric potential, or temperature

• One complete cycle of such a disturbance

• An undulating or jagged line constituting a graphic representation of an action

There are distinct wavelike or cyclical patterns one can observe with alternatives. Investing in alternatives is not too different from riding a wave on which the alternative(s) can serve as a surfboard. The alternatives space is quite large and complex, reminiscent of an ocean or large body of water. Table 2.1 shows the explosion of various asset classes (including alternatives) over the last few decades.

Alternatives have grown in number, type, and size. The hedge fund space, for instance, has grown dramatically. Between 1990 and 2008, the industry’s assets under management grew almost 50-fold, to nearly $2 trillion.4 Similarly, the private equity space has grown. Vehicles in the alternatives space are making bigger investments and have become more important today. According to the Director of the McKinsey Global Institute, Diana Farrell, “Pension and insurance funds continue to be the major private investors, but other private and public players are increasing in importance. Hedge funds, private equity funds, central banks, sovereign wealth funds, government investment corporations, and government-controlled companies—all with different investment goals and strategies—are now prominent on the global landscape.”5

History

Understanding the ocean is not an easy task. Many famous people have studied the ocean, including Benjamin Franklin, who noted the expediency of eastern travel versus western travel across the Atlantic because of the Gulf Stream. Shakespeare wrote quite a bit about oceans:

I have seen tempests, when the scolding winds
Have rived the knotty oaks, and I have seen
The ambitious ocean swell and rage and foam
To be exalted with the threatening clouds....6

Table 2.1 Asset Classes
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Similarly, Captain James Cook studied the ocean and was the first to describe surfboarding when he made the first documented European trip to Hawaii in 1778.

Comparable with the ocean’s secret treasures, certain alternatives have been around for a long time. In fact, commodities have existed for centuries and stem back to the formation of the earth. In 1807, the English chemist Sir Humphry Davy established the existence of aluminum; lead was used in England in the thirteenth century. Uranium was discovered in 1789 by German chemist Martin Klaproth. Cocoa was found in 1000 BC by the Olmec, people who were from the Mexican Gulf Coast. Rice was a source of food back in 2000 BC.

Commodities have been around a long time, but ways of investing in them, like other alternatives, is more recent. For example, commodity indexes have only been recently established. The Commodity Research Bureau (CRB) was founded in 1986, the Goldman Sachs Commodity Index (GSCI) was founded in 1992, the Dow Jones-American International Group (DJAIG) was founded in 1998, and the Rogers International Commodities Index (RICI) was founded in 1998. The vast majority of vehicles to invest in alternatives are new. For instance, there is now an ETF for uranium.

Venture capital has also evolved. George F. Doriot was one of the first American venture capitalists. He founded the American Research and Development Corporation in 1946, which became the first publicly owned venture capital firm. Venture capital funds were not commonplace until the 1980s.

Similar to when venture capital was first formed, in the late 1940s, Alfred W. Jones started the first hedge fund in 1949. Hedge funds grew over time but really blossomed in the 1990s.

Wave Heights

Waves are generated by wind energy:

Wind energy is imparted to the sea surface through friction and pressure, causing waves. As the wind gains strength, the surface develops gradually from flat and smooth through growing levels of roughness. First, ripples form, then larger waves, called chop. The waves continue to build, their maximum size depending on three factors: wind speed, wind duration, and the area over which the wind is blowing, called the fetch. When waves are as large as they can get under the current conditions of wind speed and size of fetch, the sea surface is said to be “fully developed.”7

Waves, like returns in the stock market, can be good or bad. Bad waves do not last forever nor do really good ones. Performance can vary dramatically from year to year. Extremely large waves have been observed from time to time. These unusual rogue waves are unprecedented and relentless. As William J. Board notes, “Enormous waves that sweep the ocean are traditionally called rogue waves, implying that they have a kind of freakish rarity.”8 The financial market in the second half of 2008 could be categorized as a rogue or killer wave; it was a dramatic financial storm. M. A. Donelan and A. K. Magnusson note that “Rogue waves are believed to be the consequences of focusing of wave energy.”9

There was ample evidence for negativity in the 2008 performance of various markets worldwide. For instance, the year-to-date domestic market return as of October 24, 2008, was as follows: S&P 500 Index (-39.2%), S&P 100 Index (-36.9%), S&P 400 (-40.9%), S&P 600 (-35.7%), NASDAQ Composite Index (—41.1%), Dow Jones Industrial Average Index (— 35.5%), Dow Jones Transportation Index (- 23.8%), Dow Jones Utilities Average Index (-31.9%), Russell 1000 Index (-40.1%), and Russell 2000 Index (—37.8%).10 Except for the Depression and the crash of ‘87, the United States has never witnessed such precipitous declines in equities as we viewed in the month of October.

Hurricanes and other storms do not usually travel to all corners of the Earth. The 2008 financial tempest was different. It was ubiquitous and moved with alacrity. Foreign markets were even worse for equities during 2008. Year-to-date (as of October 24, 2008) returns for the Non-U.S. Equities Indices were as follows: MSCI World (-43.9%), MSCI World ex. U.S. (-47.8), MSCI EAFE Index (-48.0%), MSCI Europe Index (-52.3%), MSCI Japan Index (-36.1%), MSCI Emerging Market Index (-61.2%), MSCI EM BRIC Index (-67.4%), MSCI Europe Index (-72.9%), MSCI EM Asia Index (-60.5%), and MSCI EM Latin America Index (-59.9%).11 Globally, individual countries had the following performance in local currency terms, year to date through October 24, 2008: Brazil (-51%), Mexico (-43%), France (-43%), Germany (-47%), Australia (-39%), Hong Kong (-55%), India (-57 %), Japan (-50%), Russia (-71%), South Korea (-51%), and Taiwan (-46%).12

Figures 2.1 and 2.2 are Bloomberg charts (11/06/87-10/31/08) for the S&P 500 and MSCI EAFE indices (respectively).

The year 2008 was a rogue wave of financial markets; it was massive, violent, uncontrollable, and devastating. The financial meltdown might be compared with a category 5 hurricane in which winds exceed 155 miles per hour.13

November 2008 was the third negative month in a row. This seldom happens with equity markets. From December 1987 until December 2008, the occurrence of three negative months in a row has seldom transpired.14 There were five negative months in a row in 1990, three in 1999, three in 2000, four in 2001, and four in 2002. The year 2008 had the distinction of having two occurrences of large negative returns three months in a row with two negative months in between. More precisely, January 2008 showed a -6.12% change for the month; February 2008 showed -3.48%, and
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Figure 2.1 S&P 500 10 year

Source: Bloomberg. Used with permission.
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Figure 2.2 MXEA 10 Year

Source: Bloomberg. Used with permission.

Table 2.2 S&P 500 Monthly Returns (Typical Year)
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March 2008 showed - 0.60%. September 2008 showed a change of - 9.08% for the month. October 2008 showed a return of - 16.94%, and November 2008 showed a return of -7.49%. Not only were these dual sets of three months in a row negative returns, but they were extremely negative. For example, October 2008 had a - 16.94% decline for the month. A total of 8 out of 12 months for 2008 were negative versus 2006, when there was only one negative month:

Table 2.3 S&P 500 Monthly Returns (Problematic Year)
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The unusual market of 2008 was reminiscent of the rogue wave event at the Draupner oil platform on January 1, 1995, in the North Sea off the coast of Norway. Although no one actually witnessed the wave, it was recorded by a laser-based wave-height detector. This rogue wave was thought of as a freak or killer wave because of its unusual characteristics.

The wave recorded at Draupner was estimated to be around 27 meters, otherwise known as a 100-year wave. Another killer wave in a severe storm in December 1978 destroyed a boat headed to Savannah, Georgia. The boat, Manchen, was loaded with steel products. Waves for alternatives,
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Figure 2.3 Ocean Current

Source: From the New York Times, © 7/11/2006. All rights reserved. Used by permission and protected by the Copyright Laws of the United States.

similar to waves found in the ocean, are erratic. There might be several big waves followed by a giant wave and then regular waves. Theoretically, any combination is possible. See Figure 2.3.

Riding Out the Storm

Hurricanes can cause vast amounts of damage. For instance, The USS Monssen, a 350-foot war vessel, was washed ashore en route to Newport, Rhode Island, because of the heavy seas caused by the Ash Wednesday Storm of 1962.15 The year 2008 clearly demonstrated risks to all types of investing, including alternatives, and demonstrated that a global financial failure can be contagious. Articles like “No Place to Hide”16 and “No Corner of the Earth Spared in October’s Worldwide Sell-Off”17 pointed out that “[I]nvestors have seen even ‘safe’ stock and bond funds get hammered. No wonder they’re so spooked.”18 Equities and bonds were very much adversely effected in 2008. Alternatives were also effected and not invincible. Table 2.4 compares the S&P 500 with a number of alternative asset classes from 2000 to 2008. Alternatives lost money in 2008, including gold, which was -23.10%. However, the S&P 500 was -37%.

If one focuses on the negative year that 2008 produced, one might be inclined to overlook the compelling nature of alternatives. Only a year before (2007), the 10-year performance of alternatives was hard to beat.

Table 2.4 Alternative Asset Class Calendar-Year Returns
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Source: Alternative Asset Class Calendar-Year Returns, Morningstar (December 31, 2008). Used with permission.

Table 2.5, a JPMorgan “Alternative Investment Returns” chart, shows returns for hedge funds, real estate, and private equity over 10 years.

Storms pass. Just because one comes along every once in awhile, including the nasty of the nastiest (e.g., hurricanes, monsoons, cyclones, typhoons), one should not abandon setting foot on a beach or going for a swim in the ocean. For the last two centuries, there have been numerous financial storms and hurricanes. Most investors think of the Great Depression as the only negative period in financial markets. However, there were numerous financial storms similar to hurricanes. The first major depression transpired in 1837 and lasted 5 years. The Long Depression or Panic of 1873 lasted 65 months. The Great Depression of 1929 (which hit in two waves) lasted a total of 55 months. Recessions, like the one that started in 2007, are more regular but can be equally devastating. There were at least a dozen recessions over the past century. Recessions are not too dissimilar from hurricanes;

Table 2.5 Alternative Investment Returns

[image: images]

they range in size, duration, and frequency, and they can inflict damage. They are erratic but are guaranteed to happen.

Financial storms are nothing new. From 1901 until 2009, there have been 23 depressions, recessions, negative events, and/or market turmoil. During this same time, there were 28 hurricanes:

Table 2.6 Recessions (Negative Events and Market Turmoil) and Hurricanes
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A stock market correction is measured in performance declines while hurricanes are measured in terms of categories or wave heights (Table 2.6). The similarities are strikingly uncanny. Hurricanes, like financial markets, move in waves. The Chicago Mercantile Exchange (CME) started trading futures contracts linked to the CME Hurricane Index (CHI). The CHI uses both wind speed and size to measure a hurricane’s potential for damage. Hurricanes move with great speed. Contracts expire at the end of every hurricane season and offer protection or a way to measure against a hurricane such as Katrina. Even hurricanes not as destructive as Katrina can generate large waves: Hurricane Bill, energized by warm ocean temperatures, agitated the North Atlantic like a giant plunger, creating waves up to 28 feet near Bermuda, which could go as high as 47 feet in the open sea today according to officials.19

Indexes with hurricanes will enable investors a great deal of flexibility. Although the area is new, one could sell call options on the CHI and purchase natural gas as a hedge just like someone might short the Dow and go long gold. Services such as Bloomberg now help navigate hurricanes. Figure 2.4 depicts various Exxon Mobil assets along the Gulf of Mexico:
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Figure 2.4 Exxon Mobil Assets in the Gulf of Mexico

Source: Bloomberg. Used with permission. Used with permission from Navteq. Used with permission from Microsoft.

Figure 2.5 shows the technology now available to follow storm data and see what the impact would be on oil refineries such as Hurricane Ike.

It is interesting to note that these charts combine both financial waves and storm waves from a hurricane. In other words, the interactions between an alternative such as oil and a hurricane are now transparent. The wave metaphor with alternatives, in essence, becomes real with Bloomberg’s tracking software. Hurricanes affect a variety of sectors, such as travel, resorts, and cruise lines. Real estate (both commercial and residential) can be adversely affected by hurricanes. Reports of hurricanes destroying real estate stem back to the 1920s when two pernicious hurricanes wrecked the real estate boom:

Then, as journalist Frederick Lewis Allen recounted in his 1931 book Only Yesterday, “two hurricanes showed what a Soothing Tropical Wind could do when it got a running start from the West Indies.” The first of these, known as the Great Miami Hurricane, made landfall between South Miami and Coral Gables on September 18, 1926.
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Figure 2.5 Hurricane Ike: Impact on Oil Refineries

Source: Bloomberg. Used with permission. Used with permission from Navteq. Used with permission from Microsoft.

It devastated what had been some of the most in-demand real estate in Florida. . . . The boom was over, not withstanding such brave talk as the claim of Miami’s mayor that he saw “no reason why this city should not entertain her winter visitors the coming season as comfortably as in past seasons.” Then, in September 1928, Hurricane San Felipe Segundo took a hit to the north, making a mess of Palm Beach, Jupiter Island and Lake Okeechobee. Shuttered real estate offices were now a common Florida sight.20

The paradox of investing during a financial storm is identical to surfing when there is a storm or hurricane because it might produce the best wave to ride in both scenarios. If you take one of the riskiest and illiquid alternatives, private equity, it might actually be the best performer (the antithesis of what the typical investor would believe to be true). Psychologically, it takes guts to ride a wave in a storm. Although it might seem like a dangerous time, riding a wave in a financial storm can be the most lucrative move.

Because valuations on private companies typically fall below their public counterparts because of a lack of liquidity, one might benefit even more from investing in private equity when the public markets are trading off (when the ocean is producing big waves).

Securities move in waves. According to seafriends.org, “Part of the irregularity of waves can be explained by treating them as formed
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Figure 2.6 Merging Waves

Source: From the New York Times, © 7/11/2006. All rights reserved. Used by permission and protected by the Copyright Laws of the United States.

by interference between two or more wave trains of different periods, moving in the same direction. It explains why waves often occur in groups.”21 See (Figure 2.6.) Sometimes they travel together, other times they travel separately or act different—not too dissimilar from waves in an ocean. “Most wave systems at sea are comprised of not just two, but many component wave trains, having generally different amplitudes as well as periods. This does not alter the group concept, but has the effect of making the groups (and the waves within them) more irregular.”22 It is feasible to see the correlation between asset classes, including alternatives.

In an ideal world, an investor will have securities that do not have a high correlation with each other. According to seafriends.org, “Anyone having observed waves arriving at a beach will have noticed that they are loosely grouped in periods of high waves, alternated by periods of low waves.”23 Table 2.7 shows correlations: 10-years.

If one examines the correlation between the large cap with foreign securities such as the EAFE Index, one will find a relatively high degree correlation of 0.92. However, there is a low degree of correlation between large cap and commodities. Alternatives typically have a low correlation with traditional asset classes, such as equities or fixed income.

The rate at which a wave moves is analogous to the volatility of the equity market. Bloomberg can be used to graph the Chicago Board Options Exchange’s Market Volatility Index (VIX). Huge swings in the market caused by negative or positive news affect the VIX index. After 9/11, the stock market was closed for a week and then opened for a free fall. Huge volatility waves occurred. The tech bubble imploding from 2000, 2001, and 2002 was volatile but not as much as 2008-2009 with the real estate meltdown and credit crisis. Figure 2.7 shows the VIX Index from July 24, 2000 to July 22, 2009.

After 9/11, the VIX broke 40, which was four times a volatile day in the market. To put matters in perspective, the VIX passed 80 in the fourth quarter of 2008. This financial wave was a rogue wave not too different from the Draupner wave. The more one thinks about Wave Theory with alternative investments as it is applied to economics, the more it becomes clear that the price of an asset is not just affected by one variable but by many factors working at once.

Table 2.7 Correlations: 10 Years
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Figure 2.7 Volatility Index, July 24, 2000–July 22, 2009

Source: Bloomberg. Used with permission.

Weiser (2003) reports that commodity futures returns vary with the stage of the business cycle. In particular commodity futures perform well in the early stages of a recession, a time when stock returns generally disappoint. In later stages of recessions, commodity returns fall off, but this is generally a very good time for equities.24


Chapter 3
Wave Action, Reflection, and Mastery

Waves can cause mass destruction as they hit land, but they eventually calm down. Even without a storm, nature is at work slowing down waves. “The size of a wave depends on its fetch. The fetch is the distance a wave travels. The greater the fetch, the larger the wave. Wind also has a significant effect on the size of waves. The stronger the wind the larger the wave.”1 (See Figure 3.1.)
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Figure 3.1

Source: “Wave Action,” www.geographylearnontheinternet.co.uk. Retrieved July 15, 2009

Financial waves can be compared to waves hitting a beach. When waves approach a beach, they break. The break is caused by friction between the beach and the water. Financial waves have breaks as well. Seafriends.org tells us:

Like sound waves, surface waves can be bent (refracted) or bounced back (reflected) by solid objects. Waves do not propagate in a strict line but tend to spread outward while becoming smaller. Where a wave front is large, such spreading cancels out and the parallel wave fronts are seen travelling in the same direction.2

Waves, of course, do not always reach the shore in a straight line and typically approach from an angle. Not all shorelines are flat but rather lined with rock. When waves hit rock, they bounce back. Financial storms can also be changed or reversed at times.

Waves can be very different from one another. According to Robert Dinwiddie, “Within the wave-generation area, the sea surface is usually quite confused—the result of groups of waves of different size and wavelength interfering with each other. Outside this area, the waves become sorted by speed to produce a more regular pattern, called a swell.”3

While oil dropped in price after its massive run up, many alternatives prevailed and lost far less than traditional asset classes. They demonstrated the role they might play in a well-constructed, diversified portfolio. Ocean waves can vary in size just like the ones found with alternatives. Similar to the ocean, one can find small, medium, and large alternative waves. A multitude of factors can affect the prices of a particular class of alternatives. For example, West Texas intermediate crude from January 17, 2007 to July 21, 2009 had a huge run up and a perilous drop. Figure 3.2 highlights the precipitous drop in West Texas intermediate crude oil.

Currents

When used in association with water, the word current describes its motion. Like ocean currents, alternatives sometimes run together. In other words, it is possible to see various alternatives act similarly. From August 1999 to August 2009, a number of agricultural commodities acted
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Figure 3.2 West Texas Intermediate Crude Spot, January 17, 2007–July 21, 2009

Source: Bloomberg. Used with permission.

similarly. Rice, soy, corn, and wheat all mimiced each other. The relevance is that an investor who selects certain agricultural commodities for diversification purposes might be unaware that there is little to no benefit of adding redundant commodities to a portfolio. Diversification means you are presumably investing in different asset classes that do not act the same. In this illustration (Figure 3.3), one could just add wheat to a portfolio without investing in rice, soy, or corn.

Surfboard Selection

Depending on the type of wave you intend to ride, you need the appropriate equipment: a surfboard. A surfboard can be constructed using different materials—not too dissimilar to an investor selecting one or more types of alternatives for a customized alternative portfolio. The portfolio is in essence a customized surfboard. The central alternatives covered in this book along with their advantages and disadvantages are as follows (Table 3.1):
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Figure 3.3 10-Year Commodity Prices, August 1999–August 2009

Source: Bloomberg. Used with permission.

Table 3.1 Alternatives Advantages and Disadvantages
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Top Surfers and Alternative Managers

Mastering the art of surfing a wave takes time and a lot of practice. The best surfers have unique qualities. According to Drew Kampion in “What Makes a Surfer Great?,” the best surfers have the following qualities: luck, uniqueness, boldness, creativity, discipline, intuition, endurance, and strength.9

Institutions continue to use alternatives; individuals are relatively new to the game. According to Rydex, “While forms of alternative investments have been available for centuries, recent decades have seen the rapid development and increased use of alternative investments among institutional investors, such as pensions and endowments, which have looked to alternative asset classes and strategies in an attempt to manage risk, improve diversification and provide more consistent returns.10 The July 28, 2008, edition of BusinessWeek notes that “Endowments with some $1 billion in assets have had the best return and the most money in hedge funds and other alternative investments.”11 Endowments with more than $1 billion had 40% in alternative asset classes and had 21.3% average annual total return compared with endowments with less than $25 million, which had 6% alternatives and a 14.1% annual return. Moreover, as Figure 3.4 indicates, the top-200 U.S. defined benefit plans were invested as of January 2007 in the following manner.12

Institutions are the professional surfers of the alternatives world. However, high-net-worth individuals as well as retail investors are learning how to surf. Institutional plans offer traditional asset classes (domestic fixed income and equity, international fixed income and equity, and cash). For instance, the top-200 defined benefit plans utilize private equity and real estate equity as alternatives.
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Figure 3.4 Capital Allocation Top 200 U.S. DB Plans

Source: “Top 200 U.S. DB Clients,” Pensions and Investments, January 2007.

Hedge fund investment by defined benefit plans in the 200 largest U.S. employee benefit plans increased at least 69% to $50.5 billion in the year ended Sept. 30.... Of that total, $23.1 billion was invested directly in hedge funds, a 76% increase from the prior year, and $27.4 billion was invested through hedge fund-of-funds as of Sept. 30, a 63% increase.13

According to Rebecca McReynolds in “Think Like an Institution: Alternative Investments Are One Key to Outperforming the Market,” institutions outperform equity investors: “Between 1995 and 2005—boundaries that include both the peak of the longest bull market in history and its bloody aftermath—the average institution outperformed the average equity investor by more than 300 basis points in average annual total returns.” One might ask why such an extreme outperformance. McReynolds goes on to ponder the reasons behind this difference in performance: “Institutional investors had access to and made investments in alternative asset classes.” While institutions usually invest more in alternatives, high-networth individuals are increasing funds to alternatives at a rapid rate:

The expectation is that by 2010, demand for alternatives by U.S. institutional investors will grow to 10.8% or $3.3 trillion out of total assets of $30.3 trillion, according to a report published by Freeman in 2004 based significantly on data from Pension & Investment’s annual directory of the 200 largest U.S. pension funds. But the largest consumers of the alternative investments will be high-net-worth investors, who will hold an estimated $1.3 trillion in alternative investment strategies by the end of the decade, the report projects.14

Morningstar, Inc., a leading provider of independent investment research, and Barron’s, a premier business and finance magazine, conducted a national survey among institutions and wealth managers regarding the “perception” and “usage” of alternatives:

“Our survey found that both institutions and advisors want alternative investment that are liquid, transparent, and regulated like traditional investments,” said Steve Deutsch, director of separate accounts and collective investment trusts at Morningstar. “This demand is driving the convergence of traditional and alternative money management. We’re seeing more alternative investment strategies in mutual funds and ETFs, higher prevalence of retail and alternative money managers competing for assets under management, and traditional money managers acquiring, merging with, or recruiting alternative investment expertise.”15

Two of the best-performing endowments, Yale and Harvard, utilize alternatives. Marcia Vickers reports that “Swensen and Meyer have been pioneers in diversification: spreading their money over a variety of asset classes that do not move in sync with one another. The resulting portfolios tend to be less volatile than simple stock-and-bond mixes and produce better returns.”16

Short-term fluctuations in the market can impair any asset class. However, alternatives tend to outperform traditional assets classes over time as evidenced by many of the endowments of the Ivy League schools:

The Ivies’ results in the past 10 years have been very impressive. Harvard’s endowment was up an average of 13.8% annually, bringing it to $36.9 billion as of June 30, tops in the academic world. Yale’s endowment grew at an average annual pace of 16.3% in the same span, to $22.9 billion, making it second to Harvard in size.

Princeton’s endowment rose at a 14.9% annual clip, to $16.4 billion. Stanford, in Palo Alto, Calif., also has shined; its endowment rose by 14.2% a year, to $20.4 billion.17

Barron’s also provides tables (Tables 3.2 and 3.3) highlighting the allocations that each school implemented to the different type of alternatives as well as comparing their performance against that of the S&P 500.

Table 3.2 What Are Better Alternatives?
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Table 3.3 Straight-A Returns

[image: images]

Yale University added many alternatives and had the best performance (+ 16.3% over the past decade).Yale had twice as many hedge funds as domestic equity. By owning hedge funds, the endowment improved their risk-return profits.

Just like surfers, alternatives managers are not all created equal. There is a wide spread between the top surfers and regular surfers, similar to alternatives managers. In other words, an investor must strive to hire the best alternatives manager. You want the best surfer money can buy. Professional surfers in alternatives are Swensen from Yale or Meyer from Harvard. They know all the right surfing maneuvers. Both surfing and investing in alternatives can be hazardous. As Raul Guisado states in The Art of Surfing, “It almost goes without saying that big-wave surfing can be extremely dangerous.... Depending on how you fall, you could easily head directly for the bottom, where contact with coral or rocks could result in serious injury, and even death.”18

Every professional surfer or institutional investor in alternatives has a unique, individualized methodology. It is best to develop one’s own strategy, but an investor might consider the following “Top-25 Alternative Surfing Maneuvers” list, the next section, when either buying or selling an alternative investment:

Top-25 Alternative Surfing Maneuvers

1. Buy points. After an alternative has corrected, wait until it is in the recovery phase before jumping right in and investing.

2. Patience is a virtue, a virtue is patience. Think long term, not short term. There is no rush to investing (ever), especially with alternatives. Time is on your side. It can take days, weeks, months, or even years for a sector to come back in favor. For example, if a particular alternative, such as real estate investment trusts (REITs), goes through a fierce correction, one should not run out and invest right away. Jumping in too early is like attempting to catch a falling knife. Alternatives can have corrections that last years.

3. Observe the smart money. Watch what the institutional investors are doing. Are they buying or selling? Institutions are pension funds, mutual funds, insurance companies, banks, hedge funds, and other investors. They tend to move in packs like wolves and can move mountains. They have billions of dollars to deploy. For example, the top-15 hedge funds all bought billions of dollars worth of gold during 2008 and 2009. Many hedge funds own the same stocks. Large funds need to report what they own, and the information is readily available. However, one can lose a lot of money this way if the hedge funds or other institutions dump the securities before you do. Remember, hedge funds compete with each other. Unless you are Bill Gates, you are not the competition of a large institution. If a lot of sell orders hit the desks of large banks, who do you think will get out first: the hedge funds that generate millions in fees or your small trade? Institutions can drive prices in either direction rather quickly. One needs to be careful about trailing institutional investors. In other words, you do not want to buy what they are buying (much later after prices are way up). If institutions buy a particular commodity like oil and drive the price to $140, you would not necessarily want to be buying at the high or much higher than they did because they can sell quickly and use derivatives and other means faster and cheaper than a regular investor. You could end up holding the bag. One might conjure up the image of children playing Duck, Duck, Goose.

4. Market direction. Before investing in any security, one needs to pay attention to the overall market. Has it been going up or has it been going down? Is it a positive or bullish environment? Or are people jumping out of windows? For the most part, the best time to invest in alternatives (like many other investments) is when there is “blood in the streets.” Never ever buy after a security or asset class has grown to the sky—you will invariably get crushed by a nasty wave like a sunbather sitting on the beach before a tsunami hits land.

5. Abandon emotions. One does not invest in alternatives to make friends. Your goal should be to make money. Do not fall in love with any alternative or manager, no matter what. Do not keep an investment because it was inherited. Many naïve investors trusted Bernie Madoff because of a relative. Do your own due diligence or suffer the consequences. Emotional people are horrible investors. Certain attributes are guaranteed to help one fail: being in denial, acting impetuously, being obstinate, or being outright delusional.

6. Trust yourself. Often with alternatives, one needs to use innate intelligence and go with their gut feeling. If you feel something is too good to be true, it is. Those who were impressed with Bernie Madoff’s year-after-year 11% returns should have questioned him. How did he do that? A vague answer or cryptic answer should not suffice. Many alternatives are unregulated. Unfortunately, good goes hand-in-hand with evil. Investing in alternatives is a learning experience, and so is trusting others.

7. Greed will kill you. If a person brags about particular investments, run, do not walk. People are full of it. Most investors typically buy at the wrong times. Many times they get swept up in the greed factor like the days of the Internet bubble. Obscene returns caused investors to believe the Internet would control everything. Hundreds of Internet companies went public. Shares sold at nosebleed levels. I had a client flip an initial public offering (IPO) the same day to make a $200,000 profit and never even got a thank-you. Investors (both retail and institutional) could not get enough. Just because there is an open bar does not mean you close the place and drive home drunk using your nose instead of your hands to steer.

8. Diversify, diversify, diversify. Do you eat only McDonald’s food for breakfast, lunch, and dinner, 365 days a year? I like McDonald’s but would not eat the food every day. Too much of anything will kill you. Same thing with investing in alternatives. If you load up on too much venture capital or any other alternative, you might harm yourself. One needs to diversify. Ask those who invested all their money with a single hedge fund, Bernie Madoff. Diversify using alternatives, but own others as well, such as stocks and bonds. It is possible to buy too many securities, which will ultimately ruin any chances of a good return. Do not overdiversify. One does not need to own 1,000 stocks or 500 mutual funds. Also, be careful that the securities you select are not too similar in nature. Just like with equities, one should not buy a broad equity index such as the S&P 500, an equity mutual fund with 500 stocks, and then select 100 different individual equities. Such a portfolio is redundant and does not offer diversification. Mix it up.

9. Buy the best. If you select an active manager (for example, a leveraged buyout [LBO] manager like Bain or Carlyle Group) as opposed to an index, attempt to buy the best manager you can afford. Alternatives managers range from horrendous to awesome.

10. Be cognizant of price, not obsessed. If you are innately frugal, do not let being cheap ruin a good opportunity. I have observed clients spend 20% on tips for dinner but fight tooth and nail over a 2% fee. When is the last time you stuffed your face in a restaurant and had someone pay you when you left the restaurant? If a wealth manager earns an investor 20% on $1 million, why haggle over a 2% fee? Do not nickel and dime your financial expert. Alternatives managers can be quite expensive, especially the really good ones. Sometimes, you get what you pay for in life. Frugal investors typically harm themselves and miss fantastic opportunities. Investment professionals deserve to earn a living just like anyone else. One thing is certain: if they do not make money, you will not either. Be a good or important client. Unless it is a courtesy or favor, no respectable wealth manager, private banker, financial advisor, and/or consultant charges less than 1-2%.

11. Performance matters. A negative year does not mean you should not invest with a manager or company in the alternatives space. The relevance is how they did or how the company performed compared with its peer group and the market over time. Generally, 1, 3, and 5 years should give one an idea as to the capability of the manager or company.

12. Do your homework. Think back to high school and college. Some of us did not study, but most did. Taking standardized tests like SATs, GMATs, or LSATs requires studying. Not studying increases your failure rate. Would you walk into an important test like this without studying? No. Same thing applies to investing in alternatives. If you invest in a particular alternative, do your homework. Know everything there is to know about the alternative you are contemplating buying. If you invest in gold, examine your investment options. Do you want to own a gold brick? An exchange-traded fund (ETF)? Futures? A company involved with gold like a mining company? A gold mutual fund? Where is gold on the wave chart? Are you entering at a good time or will you be crushed by a nasty wave?

13. History repeats itself. Markets and securities (including alternatives) all move in waves. Was the recent real estate collapse anything new? No. Did it happen before? Yes. Again and again. Recessions are not new either. They happen again and again. Recession. Recovery. Recession. Recovery. All alternatives move in waves. Follow the waves.

14. Look before you leap. Are there distribution days or signs that the indexes are fading or heading south? Where are you buying? Where is the wave you are going to ride? Is the smart money heading for the exit? Will you be the last guest to the party? As stated in an Investor’s Business Daily article, “The clearest signal that a market uptrend is in distress is the buildup of distribution days. When a major index drops more than 0.2% in higher volume than the previous session, that’s a distribution day. It suggests institutional investors are selling their holdings.”19 Examine the fund or security you are considering investing in with others. How does it compare?

15. Sector rotation. The market consists of various sectors, such as consumer, technology, health care, energy, and others. Sectors rotate. According to Alan R. Elliott, “Research has found that 37% of a stock’s price move is linked to its industry group.”20 If you are investing in an alternative that is tied to a sector, pay attention to whether it is in or out of favor. Elliott also notes: “While some defensive sectors have weakened, others indicative of an economic rebound have rallied. This is sector rotation: Some go from leaders to laggards, and others from laggards to leaders.”21

16. A dog is great if you can pet it, not if it’s a security. If a hedge fund manager, venture capital fund, or CEO of a private company loses your money, wait until they make you whole again. Do not give them more money for doing a poor job. Nine times out of ten they will lose your money again. Do not throw your money away! A polite response might be, “I will consider giving you more money if and when things improve.” The old adage is applicable, “Don’t throw good money after bad.”

17. Jump ship if necessary. Cut your losses short. If feasible, set a stop loss. Many alternatives are illiquid, and this might not be an option. However, if the option exists, use it. For example, place a stop loss on a publicly traded master limited partnership (MLP) for protection for energy. If one invested in private real estate, one could also short a publicly traded real estate index. Whether it is an index like USO (oil index) or equity like Exxon Mobil, sell it if it drops more than 10%. A 10% loss can be made back. On the other hand, a 70% loss will be very difficult to earn back. Losses are easy to get. Gains are harder to achieve.

 18. Knowledge is power. Information on the Internet is plentiful. Traders are even using Twitter for information. You can track hurricanes and use Google maps. One can follow oil in Russia and plot it against gross domestic product. Table 3.4 lists a number of informative Web sites with information that is useful on many topics helpful for analyzing waves.

Table 3.4 Useful Financial Web Sites
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As an example of how to use these Web Sites, visit Investor’s Business Daily’s Web site or read the newspaper version. There exists a section from Investor’s Business Daily on commodities called “Key Commodity Futures.” Figure 3.5 charts all show recent waves and their development.

19. Maximize returns. Knowing when to take a profit is important. Minimize risk and maximize returns. Focus on both. Investors frequently think the winner will go on forever and never go down. When an alternative begins to break down after a long run up, that is the time to reduce or eliminate a position. Many refuse to take a gain because there will be a tax consequence or they are just plain stubborn. Never let taxes get in the way of taking a profit. With alternatives (private equity and real estate), it is

[image: images]

Figure 3.5 Key Commodity Futures

Source: Key Commodity Futures, Investor’s Business Daily (September 4, 2009). Used with permission.

possible to defer taxes by rolling a sale (with a gain) into another like investment. In other words, one could sell a private equity investment (with a large gain) and roll it within a certain time frame into another private company. One should, of course, consult with a tax attorney or knowledgeable accountant. Also, be careful that you do not sell too early. If there is no good reason to sell, do not depart with the investment.

20. Utilize ongoing monitoring. You would not landscape your yard then never touch it again. Any investing requires ongoing monitoring of your portfolio. Should you be adding or selling? Are you paying attention to the winners and losers? Are there waves that are going to crash or ones that you can surf? What is your mix of alternatives? What percentage of your overall portfolio is invested in alternatives? Is the weighting too high or too low? These questions should be asked by every investor whether institutional or not. Harvard, like many other colleges and universities, was overweighted in alternatives and ran into liquidity problems with their endowment.

21. Buy when there is a market rally. Ideally, buy in the beginning of a new market rally. One can clearly see when a market rally is about to begin; there is no mysticism. Do not deploy all your capital at once (in case you are wrong). Test the waters before yelling the rallying cry for riders of the surf: Kowabunga! Putting a toe in the water to test the water before jumping in is only prudent.

22. Ignore the media. News media invariably lead investors to make the wrong decisions. Do not listen to hype or get caught up in the pessimism! The grossly exaggerated or hyped news regarding the Internet harmed many investors. Howard Kurtz describes the media hype in The Fortune Tellers: Inside Wall Street’s Game of Money, Media, and Manipulation.22 On December 9, 1974, the cover of Time magazine had the caption “Recession’s Greetings.”23 At the time, the Dow Jones was 579.94. Ten years later, a $10,000 investment would have been $200,660. On December 3, 1984, Time’s cover read “America’s Banks Awash in Trouble.”24 The Dow Jones was 1182.42 at the time. Ten years after that, the Dow Jones was at 3745.62. A $10,000 investment would have been worth $31,680. On January 13, 1992, the cover of Time read “How Bad Is It?”25 At the time, the Dow Jones was 3185.60. Ten years later, it was

Table 3.5 Time Headlines Over 30 Years and Dow Jones Performance
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9987.53. A $10,000 investment would have been worth $31,350. Table 3.5 shows 30 years of Time titles.

While there are dozens of such titles from Time, others were far more pessimistic, especially on television.

23. Skin in the game. Having skin in the game means that one has their own money at risk. Any manager you entrust your money with should not be afraid to have their own money or “skin” invested in the fund, company, or security you are contemplating buying. If you buy an alternative, how much of the company or fund does the CEO or manager own? If you lose, they lose. Managers that have nothing to lose or CEOs that will not share the pain deserve a pass from you.

24. Illiquidity is not one of the seven deadly sins. A number of alternatives are illiquid, but this is not necessarily a bad thing; it is commonplace. Private equity—equity not publicly traded like venture capital or LBO — offers compelling risk-versus-return characteristics. If a portion of one’s portfolio can be illiquid, one should consider alternatives. Children sometimes are reluctant to try fruit, but when they do, they tend to like it. Alternatives can be sweet. If, however, you cannot feed your dog and/or need liquidity, shy away. A number of alternatives require periodic payments (draw downs), which you should factor in before investing. Because alternatives are illiquid investments, I have witnessed some investors sell liquid securities (i.e., stocks) at precisely the wrong time. They take huge losses and never recover. They could not sell their illiquid alternatives, which could end up providing handsome returns, helping offset their nervous trigger-happy reaction to a market decline. In other words, the illiquidity with alternatives can save an investor from doing something fatal like selling at the wrong time.

25. Try it, you might like it. Alternatives are a lot like sampling a new food that you have never tried before. It is foreign, unknown, and might make one uncomfortable at first but end up being delicious. I recall someone offering me calamari. I resisted at first, but now it is a favorite of mine. What might be out of your comfort zone with alternatives might actually perform the best and help one build a better, more diversified portfolio — that is, you might like alternatives once you invest in them.

Risks and Returns

Investing in alternatives carries as much risk as surfing. Both have sharks. The ocean is full of them. In fact, the “Ten Best Surf Towns in America” all have had shark attacks, according to Surfing.com:

Although I might be inclined to surf in New Smyrna Beach, I think I would rather have a beer than go in the water. (See Table 3.6.) The alternatives ocean is also filled with sharks. One of the most pernicious killer sharks of all time (pertaining to alternatives) is former hedge fund manager Bernie Madoff. Bernie owned a home in Florida as well as a boat.

Table 3.6 Ten Best Surf Towns in America
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Besides sharks, there are dangerous tropical storms. In fact, there are so many hurricanes, there is actually a 6-year rotating list. Here is one of the lists of names for tropical storms, which will be rotated every 6 years: Ana, Bill, Claudette, Danny, Erika, Fred, Grace, Henri, Ida, Joaquin, Kate, Larry, Mindy, Nicholas, Odette, Peter, Rose, Sam, Teresa, Victor, Wanda.26 If a hurricane causes enough damage to be entered in the history books, the name will be taken off the list.

Surfing has its risks as depicted by various expressions:

• Grubbing: Falling off your board while surfing.

• Hammered: When a big wave breaks right on top of you, you get hammered.

• Thrashed: What happens when a wave pounds you. Synonym: Worked.

• Slammed: The result of when a wave comes down hard, knocks you off your board, and drills you deep.

• Rinse cycle: To get caught in the whitewater boil after a wave breaks.

Just as surfing has gained in popularity along with new exotic surfing destinations and risks, the alternatives ocean has experienced a shift in risk versus return. Each asset class or alternative carries its own unique risk-versus-return characteristics. When the market collapsed in October 2008, managed futures performed well (+ 12.58%) while U.S. equities were down -36.09% and Europe was down -48.01% (See table 3.7). Hedge funds had a return of —16.89% (October 2008) with low risk or standard deviation of 8.91%. By way of comparision, U.S. equity had a standard deviation of 20.34% and Europe had a risk of 26.04%. Hedge funds have better returns and lower risk or standard deviation than equities with only a little more risk than U.S. Treasury notes over 1, 3, 5, 10, and 15 years (ending October 2008).

There are risks to alternatives just like surfing. In other words, there are nice returns or positives for both alternatives and surfing. An astute person might ask why surfing is expanding to all sorts of exotic destinations. The answer is it is rewarding. Riding a wave in San Diego’s Black Beach, South Africa’s Cape Town, or Australia’s Cyclops is a once-in-a-lifetime opportunity. One might ask why alternatives have grown so much in size and popularity. The answer lies in attractive rates of return. Alternatives offer attractive returns and typically have low correlations with stocks and bonds. Says Rebecca McReynolds: “By adding asset classes that are not correlated to the public markets, portfolio managers can achieve the dual benefit of lowering overall risk while improving returns.”27

Wave Properties and Performance

Robert Dinwiddie tells us:

A group of waves consists of several crests separated by troughs. The height of the waves is called the amplitude, the distance between successive wave crests is known as the wavelength, and the time between successive wave crests is the period. Waves are classified into types based on their periods. They range from ripples, which have

Table 3.7 Rolling Year Returns and Risk
One Year, Three Years, Five years, Ten Years, and Fifteen Years (ending October 2008)
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periods of less than 0.5 seconds, up to tsunamis and tides, whose periods are measured in minutes and hours (their wavelengths range from hundreds to thousands of miles).28

Figure 3.6 illustrates these properties of waves. Wave properties are apparent with alternatives. No country, sector, or publicly traded security was left untouched by the financial storm that commenced in 2007, but alternatives did quite well considering the circumstances. Alternatives are
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Figure 3.6 Wave Properties

Source: Robert Dinwiddie, Ocean: The World’s Last Wilderness Revealed (New York: Dorling Kindersley Publishing, 2008), 76.

not invincible, but they held up relatively well in a volatile marketarguably one of the worst in U.S. history. From January 2008 to November 2008, alternatives produced the following returns: Cambridge Associates US Venture Capital -1.3%, HFR Fund of Funds Index -19.1%, Commodity Research Bureau Total Return —30.7%, Barclay CTA +12.4%, and Handy & Harman Spot Gold —1.9%. By way of comparison, the S&P 500 had a —37.7% return and the MSCI had a —46.6% return.

Before 2008, how did alternatives perform over 1, 3, and 5 years as of 11/30/08 (See Table 3.8)? Returns over 5 years (December 2003-November 2008) were Handy & Harman Spot Gold (+ 15.5%), CTA Commodity Trading Advisors (+ 6.4%), HFR Fund Weighted Composite Hedge Fund Index (+ 4.4%), HFR Fund of Funds Index (+ 2.8%),

Table 3.8 Equities and Fixed Income Total Returns versus Alternatives, 11/30/08
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and Commodity Research Bureau Total Return (+ 2.5%). During this same period, bonds returned +4.1%), S&P 500 —1.4%, and MSCI +2.0%.

The year 2002 was considered a negative year for equities, whereas 2003 was robust. The S&P 500 was —22.1% during 2002 but delivered a healthy + 28.70% for 2003. The MSCI EAFE lost —15.9% in 2002 but gained + 38.6% in 2003. The Barclays Capital Aggregate was up + 10.3% in 2002 versus +4.1% in 2003. By way of comparison, venture capital returned — 31.8% in 2002 and —2.5% in 2003, hedge fund —1.5% and 19.6%, hedge fund-of-funds 1.0% and 11.6%, Gold 24.8% and 19.4%, Commodity Trading Advisor (CTA) 12.4% and 8.7%, and CRBT 33.5% and 24.2% (See Table 3.9.)

Table 3.9 Annual Returns for Equity and Fixed Income versus Alternatives, 11/30/08

[image: images]

David Swensen believes alternatives provide smarter diversification. Andrew Barry says, “Swensen was pushing asset allocation further than other endowments, gradually moving more money to hedge funds, private equity and real assets, which include real estate, timber and energy. In these assets classes, Swensen reasoned, inefficiencies allowed good managers to add value and, because of the greater diversification he’d achieved, to do so with less risk.”29 More recently, Barron’s“Crash Course” cited:

Reflecting the philosophy of David Swensen, its influential endowment director of the past 23 years, Yale has 70% of its endowment invested in three categories: hedge funds, private equity and “real” assets, including timber, real estate and oil-and-gas properties-one of the most aggressive allocations among major endowments. Princeton similarly has 70% in hedge funds, private equity and real assets, while Harvard has 57% in those groups.30

Similarly, Harvard’s Jack Meyer has achieved impressive results using alternatives. The target asset allocation for Harvard in 2004 was as follows: domestic equity 14%, foreign equity 14%, private equity 17%, fixed income 5%, real assets (real estate and commodities) 25%, and absolute return 25%. According to the New York Times,“The endowment of Harvard University, among the most watched in the country, said Friday that it had earned an 8.6 percent return for the fiscal year that ended June 30 and Harvard said the endowment outperformed its internal benchmark and that its return compared favorably with those reported by the Trust Universe Comparison Services. The endowment said that it outperformed 95 percent of the 165 large institutional funds that the trust sector measures.” Some of this stellar performance was attributed to alternatives: “Its emerging market holdings and private equities holding exceeded their benchmarks by about 3 percent and its real assets-liquid-liquid commodities, timber, and land and real estate-beat the benchmarks by nearly 3 percent.”31 Barron’s“Crash Course” discusses further the performance of Harvard, Yale, and Princeton’s endowments:

They’ve been trendsetters over the past decade, generating superlative returns from an asset-allocation mix that looks nothing like what individuals typically maintain. These schools are light on U.S. stocks and bonds, and heavy on illiquid assets, such as private-equity, real-estate and commodity holdings, and hedge funds.32

At the time, there was a lot of misleading information that the more alternatives an institution possessed, the better the returns they would achieve. Endowments worth more than $16 million in assets had the most money in alternatives. Coincidently, the bigger endowments had the best performance. (See Figure 3.7.)

Alternatives should be considered for those seeking a well-diversified portfolio, especially in difficult markets. Managed futures tend to do well in really bad markets. But having no alternatives in a portfolio might be as unwise as owning 100% alternatives. Alternatives can lose money just like any other asset class. “However,” says Shefali Anand of the Wall Street Journal,“individuals should be cautious about jumping head-long into these and other alternative investments. For one thing, many of the funds that bet against stocks haven’t been around long enough for advisors to make conclusions about their risk or return patterns.”33 How many or what percentage of alternatives one should own depends on a number of variables.

Any investor can become overweighed in a particular type of alternative or have too much of their portfolio in alternatives. Even institutions can make mistakes, as did Yale, Harvard, and Princeton universities. All three
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Figure 3.7 Risky Business

Source: Ray Vella, “Endowments Soar, but Colleges Keep the Purse Strings Tight,” BusinessWeek (January 28, 2008). Used with permission.

schools had a heavy weighting toward alternatives. Although one can maintain that endowments should have a long-term view, one should not ignore the illiquidity of alternatives, nor should they neglect examining waves associated with alternatives. Loading up on alternatives at the wrong time will likely produce poor results, even if you have a long-term view. Craig Karmin reports: “Harvard University has predicted the asset value of its endowment, the nation’s largest, would drop as much as 30%. Yale University and Princeton University have projected declines of about 25% each.”34

One might consider adding a small position (such as 2%-5%) to an alternative before making a larger commitment until one learns more about waves. Do not sell all your all your municipal bonds and CDs in order to rush out and buy alternatives. Walk before you run. One needs to allocate properly depending on age, risk tolerance, net worth, current allocation, liquidity, income needs, and other variables.
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Avg. 3-year
Buy-and-Hold Return

Market-  Style-
VC-Backed or Not #IPOs Avg. First-day Return 1POs _adjusted _adjusted

VC-backed 2,465 28.10% 20.90% ~1290%  2.60%
NonVC-backed 4,629 12.70% 2040% ~23.90% ~1070%
AL 7,09 18.10% 2200% ~2010%  -6.00%
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Endowment Size* (i) 1 year 10 year
Harvard $369 8.6% 138%
Yale 229 a5 163
Stanford 204 62 142
Princeton 164 56 129
mIT 101 32 132
Michigan 76 64 132
U. penn 63 39 NA.
Cornell 54 27 87
Dartmouth 35 05 121
S&P 500 131% 29%
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Isue  Dateof
Company. Tker  Prie PO High  %Gain High
Lazard Ltd LAZ 52500 osioaos  $5575  123% 05/0207
Xenobort XNPT  $1050 060205  $6586  527% 011808
Focus Meda Holding  FMCN  $17.00 0713005  $65.10  283% 110807
Adams Respiratory ARXT  $17.00 072005  $6001 253% 012408
Genco Shipging GNK  $2100 072105  $8400 300% 051608
CF Industries CF $1600 08M00S $16962  %0% 08708
Wb Health Corp  WBNID  $17.50 0928005  $6l3s  251% 101007
Inercontinertal Exchange ICE 26,00 11505 §19450  648% 12726007
SunTech Power STP $1500 1213005 $8835  489% 122607
Altus Pharmaceuticals  ALTU  $15.00 OLZSI06  §25.25  69% 030706
Chipotie Mesican Grll  CMG_ $22.00 OUZ5/06  $15236  593% 12726007
NihtHawk Radology  NHWK  $1600 02/08/06  $2699  69% 12720005
Alexa Pharma AXA  $8.00 0NoBIDs  $1521  90% 032607
CTC Media CTCM  $1400 05BU06  $3175  127% 0202708
Omiture . OMTR  $650 052706  $2681 4bs% 102007
WNS Global Services  WNS  $20.00 0725006 §35.43  77% 0200807
Inverorkings Inc. INWK  $900 0856 $1869  108% 100907
Ehealth EWTH  $1400 10M2/06  $3599 157% 111607
Hansen Medical Inc HNSN  $1200 11si06  $887  224% 102107
First. Solar Inc FSLR 52000 11606 $31114 1455% 0571608
Spirt Aerasysems. SPR  §2600 112706 $4050  S6% 0907
Aftymax AFFY | §2500 121406 $4087  b5% 021207
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IYear  3Year  SYear  10Year
US.Venture Capital Index ~ —17.5%  13% s8%  262%
U.S. Private Equity Index ~242%  03% 97% 7.9%
Global (ex-U.5.) PE & VC 396%  14%  112%  101%

Sowce: 9P Morgan, “Market Insights, Q4 2009, Guide To The Markets,” (Septemsber 30, 2009).
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Rank Country Tonnes

1 United States. 8,133.50
2 Germany 3,412.60
3 MF 321730
4 France 2,508.80
5 taly 2,451.80
6 Switzerland 1,040.00
7 Japan 7652
8 Netherlands 6214
9 China 600
10 Ecs. 5336
n Russia 4959
12 Talwan 4224
13 Portugal 3825
14 India 3577
15 Venezuela 3568
1 United Kingdom 3103
17 Lebanon 2868
1 Spain 2816
19 Rustria 280
20 Belgium 2275
21 Algeria 17356
2 Libya 1438
25 Saudi Arabia 143
24 Sweden 1395
25 Philippines 1381
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Alternatives  Advantages Disadvantages
Managed ~Potetial fo reduced potfli ~High deoee of risk
Fotures Funds®  voatity ~Commoity markets are subject to

Venture Capitalt

Commodites’

bty o eam prfitinany economic
envirament

~Possiiltyto reduce downsid risk in
timesof eris's ntraditonal markets

~Gldbal dvrsifcation

~Historically low o sighty negative
corrlaton with traditonal inest-
ments nclucing equiies and bonds

—Historicaly enjoys th highest rate
ofreton versus ather asse classes

—Reduces averall portolo isk

~Sinificant ronth potetia and the
possiolity of high retums

~Offersinstitutonal nvestors and
ighnet-worth indiduals high
returns (historically bete than
stocks) and strong dversification
benefts from very ow corelations.
with other ssst classes

s companies inthe portolo go
publc o ae ol,the ivestors
ealze theie rturns

~HNegative corelaion wtih stocks
and bands

~Compeling returns

~Provdesstrong diversifcaton

A good herge o dversifer in periods
of tomoil.

—rie ises are resut of ncreasing
demand

temporary disortons or cther
disruptions

~Higly specuative

~No guarantee that an investment
of this type will achieve ts
objectives

~Invlvesthe use of sigificant
leverage that may increase the risk
of nestment loss

Hliquid

~Commodityprices can b affected
by avarity of fators at any time.

—Because there are o shortselng
mecharisms,ventore capitalsts,
e a commoty nvstors, face
potential overprcing

~Valuation risk

~An earlystage vrture capital projct
may only be an idea

~Long time frames

~Lack of faudity

—High management fees

~Restrctors on transferring interests
inthe inestment

—Absence ofinformtion that '
typiclly eplaced by pubicallytraded
comparies to produce to
shareholders: 10k, 10k annual report

~Publcaly held, venture-backed
comparies donot have the same riles
and regulatons s public comparies

~priceof virtually every
commodity—agricutura, mineral,
and energy—have fallen steadily
throughout the twentieth century
relative to wages

~High degre o risk

Urscptistcated investors are a 2
saartage

~The true value can be chlleing
tofind

—Diffcult to sell
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PowerShares DB Precious Metals Fund 08P
SPRDs S&P Metals & Mining ETF XME
Market Vectors Gold Miners ETF 60X
DB Gold Double Long ETN oGP
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DB Gold Short ETN 06z

‘Sourc:Trany Ho SPR Gl Trs, st Manaprs: By Gold,Commntis” Iestor's Busivess Dlly

(Sephumbar 26, 20083, Used with perrission.





ops/t0213-01.jpg
Intraday  Index

Fund Name Ticker  NAV Ticker

First Trust US 1PO Index Fund FPX XPT  IPXO

First Trust NASDAQ Clean Edge Green Eneray QLN QCLNI  CELS
Index Fund

First Trust NASDAQ Clean Edge Smart Grid GRID  GRIDIV  QGDX
Infrastructure Index Fund

First Trust NYSE Arca Biotechnology Index Fund ~ FBT EBT  BTK

First Trust ISE Global Wind Energy Index Fund FAN  FANIV  GWE
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1974 5
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2003 68
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2009 1999 29025 1989 $401.00

2008 om0 1998 $288.70 1988 $41015
2007 569539 1997 $287.05 1987 $488.50
2006 $603.46 1995 $369.00 1985 $390.90
2005 $444.74 1995 $387.00 1985 $327.00
2000 $409.72 1994 $383.25 1980 $309.00
2003 $36338 1993 $390175 1983 $380.00
2002 $309.73 1992 $33.00 1982 $447.00
2001 27108 1991 $35315 1981 $400.00
2000 s279.01 1990 $386.20 1980 $594.90

Gold Prices 1979-1950

1979 $459.00 1969 $41.00 1959 34525
1978 s208.10 1968 $4350 1958 33525
1977 $16110 197 $3550 1957 $3525
197 s13377 1968 $3540 1958 $3520
1975 $139.29 1965 $3550 1955 $3515
1974 $18377 1964 §3535. 1950 §3525
1973 $106.48 1963 $3525 1953 $3550
1972 $638¢ 1962 $3535 1952 $3870
1971 $44.60 1961 $3550 1951 $40.00
1970 $3850 1960 $3650 1950 34025

Source:U.5. Gl “About Gold: Warld GoldHoldns ”US Gokd—Exporaton in Nevada and Mesc,
s comwe gl ol acesed At 1,2009. Usd with Permisin






ops/t0440-01.jpg
Offcial Weeky _Dai Indicathe Since
Inex Name Index Levl (USD) _Infex Lewel USD)_ Daly  WTD NTD YT cepton
—— ey 92 oom oo 1w zssw  ens
Comentie Arivage e G2ss  oms ook Lus 3esw e
Discretonry Ty 1015651 wisest o ooo% oo wzar% 1%
ity Non- Orections! 1080802 Wz 0% 000%  261% DX 60w
vt Diven Liost.es lNestas  oaom  ooow  Lmw lsssw losiw
Fhea ome e 761 oo ooo%  -amm e -aazw
Long ias ey oo oo oo zamw sz am
Sysematic Tacing 124610 Resl0 00w 00o%  lax 1w 206
Varisie S 115606 Mseos  oos%  o0v%  oze%  lnse%  llsew






ops/t0368-01.jpg
Assets Under

Fund Ticker Management, in Billions
JPMorgan Chase JPm $41
OchZiff Capital Mgmt. Group. ozm B
Barclays Global Investors 8eS 27
Goldman Sachs s 27
GLG Partners oLe 2
Fortress Investment Group Fi 18

F——





ops/t0274-01.jpg
Prouct Exchange Product Exchange
cruce o1 NYMEX Rice cBor
Brent ICE EU Platinum NYMEX
Wheat caor Soybean Oil caor
corn caor Lean Hogs CcME
[ Atuminum LME Sugar ICE US
LME Azuki Beans TGE
NYMEX Cocoa ICE US
ICEEU Nickel LME
RBOB Gasoline NYMEX Tin LME
Natural Gas NYMEX Greasy Wool SFE
cotton ICE US Rubber Tocom
Soybeans cBor Lumber CME
Gold COMEX Barley ICECA
Live Cattle oME Canola ICECA
Coffee ICEUS Orange Juice ICE US
zinc LME Qats 8ot
silver COMEX Palladium NYMEX
Lead LME Soybean Meal c8or

Source: Ragers Inermationl ooty 1ndes, T RICH Handbeok (Besand e, 1., 2009, Used






ops/f0265-01.jpg
“Trough to Pesk (0892-04%e) Paak to Trough (04/36-07799)






ops/t0434-02.jpg
Hennessee. Hennessee Hennessee Hennessee
Hedge Fund  Long/Short  Arbitrage/Event  Global/Macro
Index Equity Index_ Driven Index Index
2009 25.21% 2169% 3151% 2.40%
2008 “19.84% “18.64% ~2059% ~2057%
2007 1.22% 11.79% 7.36% 14.89%
2006 11.40% 11.09% 12.29% 1053%
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Cumulative
%of ssues That _ Performance

Number ~Went Beatthe  Actual Relto S&P Total Offer
Underwriter  of Issues  Up _ Market (%) 500 (%) Value ($mil)

Goldman Sachs 159 76 55 19 169 $25287
Morgan Stanley 147 71 59 229 205 15949
Merrill Lynch w2 s a2 94 115 15,066
Smith Barney 122 e 52 7 1z 5775
Donald Lufkin

Jenrette 109 60 a4 57 109 8,706
CSFirstBoston 95 64 48 6 110 7,793
Salomon Brothers 66 61 41 9 a2 7,339
AexBrown & Sons 217 70 54 29 e 7,008
Lehman Brothers 78 68 49 9 144 5,99
Robertson Stephers 121 67 52 o a 4,080

Source: Linda R, Kilan, *The New Game in New lsues, Forbes, e 17,1996,
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Number YTD
of Funds  through
April ROR _ Reporting _ April
INDEX.
Barclays Hedge Fund Index 121% 2,007 4.58%
Hedge Fund Industry Money Under Management
SUB INDICES
Convertible Arbitrage Index 210% 29 5.10%
Distressed Securities Index 273% 50 9.44%
Emerging Markets Index 136% 340 530%
Equity Long Bias Index 184% 257 553%
Equity Long/Stort Index 1.08% 415 3.42%
Equity Market Neutral Index 0.21% 82 096%
Equity Short Bias Index ~5.28% 7 -1064%
European Equities Index on% 108 2.40%
Event Driven Index 151% 82 593%
Fixed Income Arbitrage Index 153% 20 531%
Fund of Funds Index 0.92% 1,057 237%
Global Macro Index 053% 123 150%
Healtheare & Biotechnology Index ~015% 2 552%
Merger Arbitrage Index 0.30% 16 2.20%
Mult Strategy Index 110% 66 a52%
Pacific Rim Equities Index 162% 56 5.06%

Soeron: Barciene. Sarcian Hedes Fund Modices (Decestber 22: 90081, Und il parwiasten:
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Company Product S Amount
SafeWet Software that allows users to browse.

Web stes without being detected $1.0 million
Intellseek Software for searching across multiple,

disparate sources and managing search results $1.4 millon
Mohamine Software for managing unstructured data <$1.0 million
Graviton Wireless and sensor technology that monitars

and adjusts remote functions $1.0 million
Open GIS Develops standards for presenting
Consortium geographical information on the Web $1.1 million
Mediasnap Security software that controls access to

ndividual docurents $1.3 million
Digital Data Identifies potentially fraudulent Undisclosed
Development*
SRA International  Advanced search engine that mires data Undisclosed
Twisted Systems  Software for sharing and archiving information ~ $350,000
Science Applications Software that repels denial-of-service attacks
International and shores up security
Corporation $3 milion
Browse3D Software for visualizing linked Web pages. Undisclosed
Tecsec Strong encryption software. $55,000
Trusecure Internet security services $500,000

“A b of Systems Resesrch and Devlopment
‘Source: ustin Hibbard, “Mision Possible,” Red Herring (Decermber 10, 2001).
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2008 % of Total
Rank Contract Exchange Volume  Volume
1 E-Mini S&P 500 Index omME 633,889,466 24.44%
2 Eurodollars (3-month) oME 596,974,081 23.01%
3 T-Notes (10-year) 8T 256,770,689 9.90%
4 T-Notes (5-year) cat 18127469 6.48%
5 Crude Oil NYMEX 134676260 5.19%
6 E-Mini NASDAQ 100 cME 108,734,456 4.19%
7 T-Bonds (30-year) 8T 89,464,506 3.45%
8 T-Notes (2-year) 8T 79311,002  3.06%
9 Com 8T 59957,118  231%
10 Mini ($5) D.J. Industrial Index  CBT 55348312 213%
1 Ewro FX omE 53,652,590  2.07%
12 E-Mini Russell 2000 Index  CME 46,065,655 178%
13 Natural Gas NYMEX 38730519 149%
14 Gold (100 0z.) COMEX (NYMEX) 38,377,367 1.48%
15 Soybeans 8T 36373006 1.40%
16 Japanese Yen come 32844408 127%
17 Henry Hub Swap NYMEX 31401575 121%
18 Sugar #11 NYBOT 27,019,704 1.04%
19 Gasoline, RBOB. NYMEX 20522571 0.79%
20 Britsh Pound omE 20497,378  0.79%
21 Heating Oil #2 NYMEX 19,583,052 0.75%
22 Federal Funds (30-day) 8T 19,434,295 075%
23 Wheat oME 19,011,928 073%
24 Soyvean Oil Ice 16928361 0.65%
25 S&P 500 Index oME 16763071 0.65%

Souce:Commodiy Research Burea,“The Commodity Price Trend n CRB Commodity Yearbaok 2009

e Yorkc Whey, 2000), 6T, Usad with permissien.
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Amount

Name Stage  Raised _Investors
Industry: Medical Devices
Anex Later  $102  Affnity Capital Management,
Technologes Inc. million Delphi Ventures, M Venture Partrers,
New Enterprise Associates,
SightLine Partrers, Spiit Rock Partners
Comia Inc. Later  $215  Affnity Capital Management,
millon Baird Venture Partrers, Canaan Partners,
Johnson & Johnson Development Corp,,
Prism VentureWorks,
Sofimova Partrers
Inspire Medical ~ Early  $17 Klefner Perkins Caufied & Byers,
Systems Inc. millon Medtroic Inc., Syneroy Life Science
Partners, U.S. Venture Partners,
and an undisclosed firm
Orasi Medical [ne.  Early  $3.5  CentreStone Ventures Inc.,
millon PrairieGold Venture Parters
Torax MedicalInc.  Later  $22.1  Accuitve Medical Ventures; Kalser.
millon Permanente Ventures; Sanderling
Ventures; Thormas, McNerney & Partners
Wound Care Early  $460,000 Rain Source Capital
Technologies

Source: Andrew Conry-Muray,"Sart O nforation Week (Aol 13, 2009),
it informatinesk comblogmarehes/200910trodcin,if_2 e, ccesed el 20, 2005

frositegaiarsvony
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Name

Country

ACL Alternatives Fund, Lt
Abingdon Futures Fund

Bristol Energy Futures Funds
Ceres Managed Futures LLC
Emerging CTA Portfolio L.P.
Orion Futures Fund L.P.

Tactical Diversified Futures Fund

Ireland
United States.
United States.
United States.
United States.
United States
United States.

ooy
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Name

Location

Abraham Trading Co.
Aspect Capital/Diversified Fund

BlueCrest Capital/Blue Trend

BlueGold Capital Management

8P Capital Management

Citadel Investment Group

Clive Capital

Fortress/Fortress Commodities Fund
Galena/Azurite Fund

Galena/Erergy Fund

Galena/Malachite Fund

Galena/Metals Fund

Galena/Special Situations Fund

JWH Financial and Metals Portfolio

JWH Global Analytics Fund

Man Investments/Man AHL Diversified Fund
Ospraie/Commodity Fund

Osprale/Equity Fund
Threadneedle/Commodities Crescendo Fund
Vernillion Asset Management

Winston Capital Managerent

United States
United Kingdom
United Kingdom
United States
United States
United States
United Kingdom
United States
United Kingdom
United Kingdom

United Kingdom
United States
United States
United Kingdom
United States
United States
United Kingdom
United States
United States

[y
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Estimated Giving

Lifetime  Net  asa%
Giving  Worth of Net
Name Backround_Causes millions) _(millions)_Worth
Biland  Micosoft  Global health
Melnda  cofounder  and development,
Gates education $40780  $59,000 48%
Gordonand  Intel Environment science
Betty Moore  cofounder  San Francisco
Bayarea 7408 4500 165
Alfred Mann Medica  Biomedical
devices  education
and research 173 2200 79
TedTumer NN founder ~ Environment 150 2300 65
Larry Elison Oracle CEO  Research on
aging and
aisases 808 26000 3
Jeff Skoll  Founding  Social
president entrepreneurs
of eBay s 3m0 21
Bermard  Home Depot  Jewish causes,
Marcus  cofounder  health,
ree enterprise,
children 700 2000 35
Pierre eBay chalrman Unleashing
Omidyar and founder  human
potential o7 ga0 7
Irwin Qualcomm  Education, arts
Jacobs cofounder &7 1600 39
Thomas  Siebel Systems Education,
Sicbel founder  meth prevention
Weth Project,
community 386 1900 20

Seurce:"The 50 Top American Pilairopists,”Busnsseek, 2008, “The 50 Top American
Philantheopists,” BusinessWeek, 2009, Used with permission.





ops/f0015-01.jpg
'LARGE VS SMIALL CAP: S&P 500 VS S8P 600 INDEX (1995-2009) fuinG
[ soyEd_Ton fetons & bociamaril_) e |

e

W A






ops/f0149-02.jpg
T Amaris e U5

[r——
Euope et 00





ops/t0036-01.jpg
Typical Year
STANDARD & POOR'S INDEX SERVICES S&P 500 MONTHLY RETURNS

Month of Price Close. Price Change 1 Month % Change
Dec-06, 141803 17.67 1.26%
Nov-06 140063 2269 165%
0ct-06 1377.94 42.00 325%
Sep-06 133585 3203 2.46%
Aug-06 130382 27.16 213%
Jul-06. 1276.66 66 051%
Jun-06, 127002 on 0.01%
May-06 127009 4052 3.09%
Apr-06 131061 1578 122%
Mar-06 129483 1417 111%
Feb-06. 1280.66 058 0.05%

Jan-06, 1280.08 3179 2.55%






ops/f0084-01.jpg
wore ——> = Ao st o Sewa Captal-

iy —> e S vCosateYC
« Specal s
= Outesa
— s Lamsne
PeET—y
toss | e Laeus 180
Fy

— 1





ops/f0149-01.jpg
LTS iz penmakswesen

N






ops/f0445-01.jpg





ops/t0070-01.jpg
Rollog LVear g 3Weors  Rollng53ears Rolle 10Yewrs _Rolog 15ers
o 070 G0 0o 0500 08 (How03-00.08)_ (ot 50009 _(how.53- 01 080
S Stnirs Sumirs Sunirs St
A s s CAGRY Dot CAGR Deaon CAGRS Deion CAGR's Deviton CAGRY% Devtin
ey
Non 3. Bty
Eon Sl Euo e 001 201 43 02 A ma 15 ms 671 lea
P e
Jr—
oy Weskdeme 9% %30 leos 3 B @ e e 4 e
s ot WRodwens 3 a0 2 78 sa e am a0 e
Mot GGl 1158 71 8% sm 5w 55t oo e






ops/f0342-01.jpg
[ T T T T 1

oy e (Benomen) (o ) (Fomver) (O (Careen
osater
Pogent
et (o ) ((Osconay | (“Coere | (“Svuctwes | (Fnierrun
o aime | [ o | | o
oy ) (opoe ) (Toperie | (Fasaiors) (Wseoner) (Tmm vy
oy artonen | | Ovwates | | harouns | | ““Lanan
Euny Soc ) (Topperee | (Fomaineons) (Thesceme
nesnon | | stimons | | Gy | [ oo | [ et
Gyvarane) (“Dstossed ) (“operase ) (“omesera ) (s
omparis | | cammoaty | | una A | | o
[re— oty oo
i o
Funganoriar ) ((Fooustono Sea
(e ity
e ) (oo Vs
o | | e emaes
Tocmaoq
Gt
o






ops/f0xxv-01.jpg
VOLATILITY INDEX 7/24/00-7/22/09 Index G
At T5iST Op 24.37 i 24.61 L0 22.85

Aemapeiramb- sl ws caBalion i o






ops/t0158-01.jpg
WV %VC HVC %VC

backed  backed backed  backed
Year #1P0s IPOs  IPOs Year  #1P0s IPOs  IPOs
980 73 24 3% 199 284 73 26%
981 197 56 28% 1999 a7 267 se%
1982 80 21 2% 000 31 239 63%
1983 449 115 26% 2001 9 29 7%
1980 178 a5 25% 2002 66 14 2%
1985 185 3 A% 2003 b2 24 39%
1986 397 78 20% 000 174 78 asw%
1987 291 6o 24% 2005 160 45 28%
1988 102 33 32% 006 157 53 4%
1989 13 40 35% 2007 160 65 41%
19% 10 a4 d0% 2008 21 9 as%
1991 287 I 39% 2009 a1z 9%
1992 a2 139 3% 198089 2065 519 25%
1993 509 172 3% 19994 1722 598 5%
1994 404 132 33% 199598 1891 641 34%
1995 ass 183 40% 199900 858 506  59%
199 675 259 38% 200109 920 329 36%
1997 473 126 2% 198009 745 2593 35%

Sarce: ay B Riter,Cordell Profssr of Fianc, Uty of larids, S Factos abat th 2008 [P0
Markin® caseareh regast, Julf 37, 2009, .
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Company

Security Name

Description

Ticker

Highbridge

Rydex

NG

Highbridge Statistical
Mit Neutral-A

Rydex Multi-Hedge
Strategies A

ING Alternative
Beta Fund

Seeks to provide long-term
returns in all market
environments from a broadly
diversified portfolo of stocks
while neutralizing the general
risks associated with stock
market investing

Pursues multiple investment.
styles or mandates that
correspond to investment
strategies widely employed
by hedge funds

Seeks to delver Investment
results that approximate

the return and risk.
characteristics of the broad
universe of hedge funds

HSKAX

RYMQX

1ABAX

Soureer uthor
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Hedge Funds (as of 930009 1 Year 3Yer  SYear  10Year

CSFB/Tremont HF Index 3.2% 35%  63%  79%
Mult-Strategy 5.0% 5% 49%  T0%
Distressed ~8.0% 06%  59%  86%
Convertible Arbitrage 10% 06%  20%  69%
Equity Market Neutral® 6% 59%  68% 8%
Risk Arbitrage 31% 58%  59%  6.0%
Fixed Income Arbitrage S110%  34% -04%  33%
Global Macro 35% 73%  89%  125%

Source:Cambidg Associstes LLC, NCREIF,CS Tremant, JPMorgan At Manogert,
Retums for il periods are a of 13019 withthe exceton of Prate Eauity reters, whic are s o 65015,

Al et are amalzed for pariods arater than 1 yer
“arket Netrl et il stimates foun ndsclours.
‘The sheve data was origeally vessatad I JPMorgan's Gulde fo the Abarioly, 10f2010, as of Decomber 31, 2005.
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Release Date
Rating

Net assets

Equity style

Comp. % of Assets, as of
Cash

U, stocks

Non-U.S. stocks

Bonds

Other

Regional exp % as of
Americas

Greater Europe

Greater Asia

“Total Number of holdings

713172001
$3,389.0 M
Large value
33112001
5.80%
87.30%
7.00%
0.00%
0.00%
331/2001
89.80%
a80%
0.20%

102

1273172008
$5,828.2 M
Large value
913012008
234%
93.17%
4.49%
0.00%
0.00%
913012008
95.30%
a50%
0.20%
79

A = S,
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Alternatives  Advantages Disadvantages
ol

~Diversifying into gold dring ~Gold bugs and other speculting can
troubled times can provide drie up the priceof ld.
ongterm protecton fo a portfoio ~When gold becomes very aluable,
~Thre is greter liquidity i physical 9ol coin usage is sometimes made
901d for large pools of caotz ilega by governments or is so
—isoriclly, god has provided the  heaviy tased and consteained.

best protecton against nancial  ~Storage costs of hysical gold can be
catastrophe and upheavals expensie
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AVERAGE MONTHLY CORRELATIONS JUNE 1999-JUNE 2009

Hedge
Gold Stocks  Bonds _Commodities _Funds

Gold 1

Stocks 0.03 it

Bonds 012 0.04 1

Commorities 019 0.05 005 1

Hedge Funds* 014 053 o0e 021 1

“Hede fod corrlatondta December 2003-Joe 2009
vkl compled and desyed by Aaron M. Cuinham and e & Rbory
Indess:Rusal]3000;Baclys Aot SSP GSCI Total et and Crecit S Trmont Hecae Fond

Source: Aaron 1. Coningham and e Rubes, "o tandre,” Persons & Iesrts Gy 27, 2009).
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‘Company Name Quote Mkt Cap ($8)
1 BHP Billton Limited (ADR) 50.47 15157
2 BHP Biliton ple (ADR) 46.49 12937
3 Vale (ADR) 1912 99.67
4 Vale (ADR) 1632 97.27
5 Rio Tinto plc (ADR) 176.02 5652
& Monsanto Company 87.23 4761
7 ArcelorMittal (ADR) 305 aLs6
& Potash Corp/Saskatchewan (USA) n72 3462
9 Anglo American plc (ADR) 1299 342
10 Barrick Gold Corporation (USA) 3681 3214
11 Goldcorp Inc. (USA) 3757 27.43
12 £.1.du Pont de Nemours & Company 2828 2555
13 The Mosalc Company 5591 2485
14 POSCO (ADR) 7893 25
15 Syngenta AG (ADR) 49.76 2313
16 Sasol Limited (ADR) 3501 2298
17 Newmont Mining Corporation 4663 2282
18 Praxair Ire. 725 2229
19 Kimberly-Clark Corporation 5192 2151
20 Freeport-McMoRan Copper & Gold Inc. 497 2046

Soarent Authex Yahoo! Pasnce. binciliennce solvse e
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Total Retur % Chiange.

YID2008 Lear Ve  SYear
LMonth  Rewrn  Rewn  CAGR  CAGR
Retrn  (an.08-  (Dec.O7- (Dec. 05 (Dec. 03-
(Now.08)  Now.0B)  Now.0B) Now.0B) Nou0B)

US Equity Index

58P 500 720% -3770% 3810% -870% -140%

Non-US Equity Index

WISCI EAFE Net 540% ~d660% -47.80% -780%  200%

Fixed Income Index

Barclays Captal

Agoregate Index 330%  150%  170%  460%  410%

Alernative Investment Inices

Cambridge Assciaes US

Venture Capital NA -130%  470% 1330% 1130%

HER Fund Weigted Compesite

Hedge Fund Index 1a0% -1770% 1730%  130%  4.40%

HFR Fund of Funds Index 160% -1910% -1870% 010%  280%

Commority Research Burea

Total Return 870% -3070% -2660% -450%  250%

Barclay CTA (Commodity

Trading Advisors) 130%  1240% 1380%  770%  6a0%

Handy & Harman Spot Gold 1290% -190%  440% 1840% 1550%

Soure: S&P 500, MSCI EAFE; Barclays Caital Agpegate;Cambidge Asocates U.S. Priate Bty
Indes: HERI Fnd Viihied ComoosteHedge Fund Indes; Bacly CTA (Commadty Tradin Aditsrs) Indes;
D UBS Commodity Index; Handy & Harman Spot Gokd Price,
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‘Company (technology) Date

@Last Software (3-D modeling) Jui-0a
Decru (data production) Aug-01
Keyhole (3-0 Earth satelite visualization) Feb-03.
Mohomine (text search tool) Apr-01
Spotfie (information management) Sep-01
SRO-NORA (data mining) Jan-01
Visual Sciences (visual data analysis) Mar-04

Bancnc. Kl Porochar, “Sar Pends.” Sioornbicy Mvirs Oscesmbor 5007,
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Mutual Fund Name Ticker.

‘Aberdeen Natural Resources A GGNAX
AIM Energy A IENAX

BlackRock Natural Resources A MDGRX
Columbia Energy and Natural Resources A EENAX
Credit Suisse Commodity Return Strat A CRSAX
Dreyfus Natural Resources A DNLAX
Fidelity Advisor Materials A FMFAX
Fideliy Select Materials FSDPX
Frankin Natural Resources A FRNRX
ING Global Resaurces 52 16RTX

vy Energy A 1EYAX

Jennison Natural Resources A PGNAX
Morgan Stanley Natural Resources Dev A NREAX
PIMCO Commodity Real Ret Strat A PORAX

Source: Authar.
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Problematic Year

STANDARD & POOR'S INDEX SERVICES S&P 500 MONTHLY RETURNS

Month of Price Close Price Change 1 Month % Change
Dec-08. 903.25 7.01 0.78%
Nov-08 89624 7251 7.49%
0ct-08 968.75 19761 1694%
Sep-08 1166.36 11647 ~9.08%
Aug-08 128283 1545 122%
Jul-08 1267.38 1262 0.99%
Jun-o08. 1280.00 12038 8.60%
May-08 1400.38 1479 107%
Apr-08 1385.59 6288 a75%
Mar-08 1322.07 7.93 0.60%
Feb-08. 133063 a7.92 3.48%

Jan-08. 137855 8981 6.12%
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Hedge Hybrid Hedge Mutual
Funds Funds Funds
Transparency No Yes Yes
Dally Liquidity No Yes Yes
Performance Tracking (daily, weekly) o Yes Yes
Regulated No Yes Yes
Broad Diversification No Yes No
Cost Effectiveness No Yes No
Flexibility Yes Yes No
Expanded investment universe Yes Yes No
Increased risk adjusted portfolio Yes Yes No

performance
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SHELE). SU% SIS o e
Enter # <Go> for a list of contracts.

CONTRACT EXCHANGE MENU
Geographic. page 13

ica P
) X Averican Stock Exchange 21) NCP NVHEX Clearport
2) CBF CBOE Futures Exchange 22) MM NVHEX Exchange
3) CBI Chicago Board of Trade. 23) NGE NYHEX Green Exchange

4) 0 Chicago Board Options Exchange  24) WYL NYSE LIFFE U.5.
5) COX Chicago Clirate Futures Exchang 25) 0CG Onechicago

©) G Chicago Hercantile Exchange ~ South Aserica

7) O CONEX division of NYHEX 26) BF Bolsa e Nercadorias & Futuros
) ELX ELX Futures 27) BOV Bolsa de Valores de Sao Paulo
9 WCE ICE Futures Canada 28) O Colonbia Derivatives Exchange
10) FNX ICE Futures US Currencies  29) SBA Horc. de Valores Buenos Alras
1) NVE ICE Futures US Indices. 30) A Mercado a Terino Buenos Aires
2) NVB ICE Futures U5 Softs 31) WAE Hercado Abierto Electronico
3) ISE Intermational Securities Exchan 32) RPX Rosario Futures Exchange.
14) KCB Kansas City Board of Trade  Europe.
5) HOX Hercado Hexicano de Derivados  33) ADE Athens Derivative Exchange
16) HGE inneopolis Grain Exchange 34) BAF Bluenoxt

7) HCE Pontreal Clisate Exchange  35) HIL Borsa Italiana (I0EH)

) HSE Hontreal Exchange. 36) BIS Bucharest Stock Exclinge
19) NP NASDAD 01X Futures Exche 37) BSE B
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“To really understand a field of business, you must
understand its dynamics. Walker’s book fills that gap in
respect to alternative investments. Read it and grow wiser.”

—Robert E. Bruner, Dean and Charles C. Abbott Professor of Business
Administration, Darden Graduate School of Business, University of Virginia

WAVERIIHEUR
ALTERNAT/IVE

NVESTMENTS

Riding the Wave with Hedge Funds,
Commodities, and Venture Capital
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Gold has been the top-performing asset class over the past 10 years, but over 30 years
it has barely outpaced inflation. It does ot correlate highly with other asset classes.

RETURNS|

Class lyear  Syear  10year  15year  30year

return rewrn  rewrn  rewrn return
Gold (spot) 0.13%  1863%  13.43%  600%  410%
Stocks 2054%  -179%  -179%  696%  1061%
Bonds 605%  501%  597%  658%  8.48%
Commodities 59.69%  -345%  631%  407%  683%

Hedge Funds 1371%  495%  7.02%  974%
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Exchange 2008 Contracts__% of Group)
1 CME Group 2,438,142,653 8553
2 New York Mercantile Exchange (NYMEX) 338,455,289 187
3. InterContinental Exchange (ICE) 63,433,647 223
4 OneChicago 4,012,281 014
5 Kansas City Board of Trade (KCBT) 3,778,266 013
& Minneapolis Grain Exchange (MGE) 1,361,067 0.0
7 CBOE Futures Exchange (CFE) 1,161,397 0.0
& Chicago Climate Exchange (CCFE) 370,505 001
9 Green Exchange 35,523 0.00
10 U.S. Futures Exchange 22,955 0.00
Total 2850773583 100.00%|

Source:Cammoy Resarch Burea, L. Ftues Volume Hihlhts,n CRB Commodty Yearbook 2009

o ork i 50058, 361,
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Assets In

Fund Managers), Firm Billions
1 01d Lane Partners Guru Ramaleshnan
Citigroup. $45
2 Global Opportunites, Absolute  Anthory Faillace, Steve Luttrel
Return, Low Volatiity Drake Management a0
3 Ospraie Dwight Anderson
Osprale Management 28
4 Tribeca Global Andrew Wang, Jeffery Chmiclewski
Investments Group Citigroup 20
5 ABS Ron Beller Geoff Grant
Peloton Partners 18
6 Highland Crusader, Highland  James Dondero, Patrick Daugherty
Credit Strategies. Citigroup 15
7 Muli Strategy Flagship Michael Humphries, Keith
DeCalarruci, MartinTonnby;
MKM Longboat Capital Advisors 15
8 Sunova Capital Matthew Byrmes, Felice Gelman
Sunova Capital 13
9 Multistrategy Credit Mark Fishman
Sailfsh Capital Partners. 10
10 Millenium Global Michael Balboa
Emerging Credit Millennium Global Investments 08

Seurce: Titlbam, Richard “The Richest Hode Funcs: Jo Palson Steies Again,* Bloombers Morkets,

Ry B0, il s,
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Standard & Poor's  HFR Fund Weighted  CS/Tremont HF
Year 500 Index ___ Composite Hedge Fund Index _Composite Index
1999 21.00% 3130% 23.40%
2000 ~9.10% 5.00% 480%
2000 ~11.90% 4.60% 4.40%
2002 22.0% 150% 3.00%
2003 28.70% 19.60% 15.50%
2004 1090% 9.00% 9.60%
2005 4.90% 9.30% 7.60%
2006 15.80% 1290% 13.90%
2007 550% 1000% 12.60%
2008 37.00% 18.30% 19.10%

F—
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Company  Security Name Description Ticker
IndexIQ 10 Hedge Multi-Strategy  Corresponds to price and yield  QAI
Tracker ETF performance of the 1Q Hedge
Multi-Strategy Index
Goldman  Goldman Sachs Absolute  Seeks to achieve nvestment  GARTX
Sachs Return Tracker A results that approdimate the
performace of the GS-ART
index
IndexIQ 1Q Hedge Macro Corresponds generally to MCRO.
Tracker ETF the price and yield
performance of the 1Q
Hedge Macro Index
Natixis Natixis ASG Global Seeks to capital appreciation  GAFAX

Altnernatives A

consistent with the return and
risk characteristics of a diversi-
fied portfolio of hedge funds
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Name

Net Worth on August 29

Net Worth on October 1

Sheldon Adelson
Charles Ergen
Lawerence Ellson
Carl Ieahn
Sergey Brin
Larry Page
Harold Hamm
Bill Gates.
Michael Dell

Dan Duncan

Kirk Kerkorian
Jeffery Bezos

$15.0 billion
$8.1
s27.0
$12.0
159
$158
$7.0
$57.0
$17.3
$76
s112
$8.7

$11.0 billon
$5.9
$25.4
$104
$144
$14.3
$5.5
$55.5
$159
$6.3
$10.0
$76

Scarce: Net Worth on the Forbes 400, Forbes 40, October 27, 2003. Used with parmislon.
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Software
Life Sciences
Wireless.
Hardware
Infrastructure
Security
Telecom
Services
Content
Cleantech

Soure: Author
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Number of

Name. Tpical Investment__vestors Wb Site
Ivestor’ Circle $300,000-4600000 225 imestorsirclenet

Keirtsu Forum $250,000-52 Millon 750 keforumcom

The Trte of Angels $250,000-4500000 2732 tribeofangels.com
Common Angels $500,000-51 Millon 75 commanangels.com

Hub Angels Invstment Group  $250,000-§750000 75+ hubangels.com

Launchpad Venture Group  $100,000-$500000 60+ launchpadventuregrovp.com
New York Angels $250,000-8750000 65+ newyorkancels.com

Silcon Garden Angel

Investor Group 5200008250000 100+ rianpelsnet@aol.com
Allance of Angels $500,000-6750000 100+ allancecfangels.com
Oreson Al Fund $600,000-4600000 62 oenorgprograms_oat.aspx
The Desert Angls $300,000 70 edesertangelscom

Hew Mesico Angels $250,000-$800000 75+ nmangels.com

Band of Ancels $500,000 11 bandangslscom

Pasadena Angels $500,000-51 Millon 110 pasadenaanges.com

Sand Hill Angels $500,000-525 Milon 70 sandhilangelscom

Siera Angels $250,000-4750000 50 sleranaelscom

Tech Coast Angels $300,000-51 Millon 250 techcoastangels.com
Certral Texas Angel Network  $25,000-81.5 Millon 55 centexangels.com

Houston Angel Network $250,000-4300000 100 houstonanaelnetvorkaet
IMAF-Triad $250,000 75 imahriadcom
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Fortress's Edens manages a diverse group of funds and comparies.
Assets Under Management in Billions

Private Equity Funds
Intrawest (resorts)

Rall American (railroads)

Mapeley (U.K. property management)
GateHouse Media (newspapers)

Brookdale Senior Living (assisted ving centers)

Liquid Hedge Funds
Drawbride Special Opportunity Funds
Fortress Partners Funds

Castles

Aircastles (aircraft leasing)

Nevicastles Investmen (U.S. real estate debt)
Eurocasite Investment (European real estate)
Seacastle (shipping containers)

Seree Forrss Ivesren GrovoAnthny €y, “Hih Wit Acta Foctes Bommber Markets
brratrilahplisumensiod sy
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Company Investments

Bessemer Venture Partners. $ 38 million
St. Paul Venture Capital 32
Austin Ventures 32
Atlas Venture 31
Chase Capital Partners 2
New Enterprise Associates 2
31 Group 27
Polaris Venture Partners 2
Goldman Sachs Group 20
Oraper Fisher Jurvetson 20
Accel Partners 23
Crescendo Ventures 25
Advent International 25
Battery Ventures 25
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Fund Fiem Suategy
1 Medalion Renaisonc Tenologies Quantatie s80%
2 Poulson Adartoge Pls Pavlon & Co Event e 206
3 o e apial Commodiies 194
4 Come Glaba Macro Com Inematons Mcro 192
5 clarom Calfum Capta Management  Macro 109
. Paulson Creit Opportuntes Paulson & Co Gredt 186
7 orseman Eurpean Seect Horseman Capita Mamt.  Long/Short 180
8 Horseman Global Horseman Capital Mart.  Long/Short 14
9 Paulson Crcit Opporuntes 11 Paslson & Co. Gredt 158
10 BeTrend BueCrest Copial Momt.  Mamaged Fuurs 157
11 Pauton Adrantaoe Pauson & Co. Event Den 150
12 Breian Howard Brevn Howard Asst Mot Macro 101
13 Bresan Honard Asia Brewn Howard Asst Momt, Macro 18
14 Als Globsl Futures Portola At Parners Maraged Fotes 119
15 Artads Barmscuda Artradis Fund Mot Multsratesy 19
16 Graham Globol-Ka Portolo Graham Captal Mo, Mo ns
17 Quantative Global Program  Quantative Ivstmert Momt. Managed Fuures 115
16 Winon Futres Wieton Captal M. Managed Futes 88
19 Capula Glabal Relatve Value  Capula Investment Fhed-Incone Arbiage 7.8
20 Man AHL Diversfes Man Fund bgmt. Maraged Futums 7.7
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Firm Loss Year Reason

Amaranth Advisors $6.6 Billion 2006 Natural Gas
Long-Term Capital $4.0 Billion 1998 Bonds
Bear Stearns $16 Billon 2007 Subprime Loans
Sowood Capital $15 Billion 2007 Subprime Loans
Vairocana $700 Million 1994 Bonds
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Projected Information
Historical Information _(year ended September 30)

Statement of 2/02/199% to FY Ended
Operations Data 9309 93057 1998 1999 2000
Total revenue $530  §5,785  $17,953 $53482 $103,138
Gross profit 291 4213 1827 43832 90,638
Operating income (loss) ~ —3,431 8,466 14801 -1,701 15,253
Net income (loss) 3530 8,662 15049 92 16762

e el Gt Piscomst sl Coienrte Ta. 15500, 6.
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Table 16.12  Fees for Hedge Fund-of-Funds

* Maragement fee ar usually between 1-3% of overallfund assets

+ Performanc fees range from 20-50% of the profts

+ A foed management fe (ypically raning between 1-29% of assets)

+ Adrminstrative expenses, which are typically 25 bp (bass poins or 1of 1%)

* Shareholder servicing fees, which range between 25 bp and 50 bp

+ Placement fees, uhich vary depending o the vehicle selecte, but can b around
5-4% for $100-$500K but less when $1 million or mare s invested (pacement
fees are paid by nvestors in adlton to and separat from the fund fes.)

N—
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Assets in millons as of Sept. 30, 2008

Fund Assets.
Calfornia Public Employees $2,609
New York State Comman 1,848
Pennsylvania Employees $1,538
Verizon $1,423
Califoria State Teachers 51,324
Washington State Board $1,295
Colorado Employees $1,160
Michigan Retirement 5958
Massachusetts PRIM $901
New York State Teachers 842
Ohio State Teachers 819
Total $14717

Soarons Pniions aad Bavsatamuts, duaasiy 54, 200%.
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Percentage of high net worth investors very interested in learning more about
certain products

Private equity 4510%  U.S.taxable bonds
Annuities 339 US.equlty

Wrap accounts 301 U.S.municipal bonds

Hedge funds 28 Life insurance

Funds of funds 267 Intl equity (developed countries)
Collectibles 237 Int'l bonds (developed countries)
Offshore accounts/companies 212 Intl eauity (emerging markets)
Derivatives. 1 Int' bonds (emerging markets)
Precious metals 122 Custody accounts

Real estate 111 Money market accounts

82

78
67
64
64
a4
a2
06

HINW, i et ot
Source: Jackie Day Packet, “High Life Ticker, March 1998, 37.





ops/t0254-01.jpg
Swks Gk TO G Sobem When  OF S Gd Coper Mom Cwe Gt cPl
e oo 10000

Sotowe 0178 ouer omm seom

G oo o e oo > osw Lo

oo 027 oo oy oo [ ———

o T R e B e S e





ops/f0315-01.jpg
"IN e Paak: [Peak to Trough

L’,"m’;"li;ﬁi’ yays o, "I?W s MeSShee  GMAME, b bl






ops/f0367-01.jpg
January 2007

Absolute Captal (Mar 06]
Charlemagne (Apr06)
Boussard & Gavaudan (Nov 06)
RAB Capital (Mar 04)

Marshall Wace (Dec 06)
Bluegay (Nov 06)

AP Aternative Assets (Aug 06)
KR (May 06)
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Reuter'Jefferies

CRBIndex  GSCI  DJAIG  RICI  DBC
# of Components 19 2 19 36 B
% Eneray 39 708 33 aa s0.52
% Grains 15 a3 21 1994 211
% Industrial Metals 13 776 203 1 1338
% Livestock 7 a3 669 3 [
% Precious Metals 7 303 1075 71 15
% Softs 2 945 B6s 118  NA
% Other 01

Sources: CRB, Goklman Sachs, Dow Jones, Rogers Raw Materials, Bloombers.
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Morningstar

VAN U.S. Hedge Average Equity
S&P 500 Fund Index Mutual Index
1290 ~2.00% 2.20% ~2.80%
3090 1370% 370% 15.40%
2091 ~0.20% 2.30% ~090%
1092 2.50% 5.00% 070%
1094 380% ~0.80% 3.20%
494 0.02% 1.20% 260%
3098 9.90% 6.10% 15.00%
3099 6.20% 210% 320%
2q00 270% 0.30% 3560%
300 1.00% 3.00% 050%
400 7.80% 2.40% 7.80%
1001 11.90% 110% 1270%
301 1470% 3.80% 17.20%
2002 13.40% 1.40% 1070%
3002 17.30% 3.60% 16.60%
1005 259% 0.10% 220%
Total 13.01% 10.30% 115.70%

Saunce:Hede Fund Associatin, Hedp Funds Outerorm Motu Fnds i Pl Eqity Markets (chard

‘Mipcithehfa.org/acvantapes.chm. Used with pemission.
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Metals. Energy Agriculture
Precious Metals ol Grains and Oilseeds
Gold Crude 01l comn
Silver Bent Crude Oil Soy
Platinum Gasoline Wheat
Palladium Heating Oil Canola (Rapseed)
Gas 0il Rice
oats
Industrial Metals cas Softs
Steel and Iron Natoral Gas Cocon
Copper Coffee
Aluminum Cotton
Lead Orange Juice
Nicke! Sugar
Tin
Zine
Other Energy Livestock
coal Cattle
Ethanol Hogs
Uranium
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Number of

Name Typical Investment__vestors Wb Site
New Vantage Group $250,000-$500000 55 newvantagegrop.com
Piedmont Angel Network $500,000 150 piedmontangeletworkcom
‘Springboard Capital $350,000-4800000 50+ sprnghoardcapllc.com
Triangle Aceredited

Cagital Forum $200,000-$300000 About 100 capitab-forum.com
BlueTres Alied Angels $350,000 50 bhetrealiedangeiscom
Mid-America Angels $250,000-4500000 100+ midamercaangels.com
Ohio TechAnaels $425,000 218 oiotechangels.com

Source: "Angel Investing 2009, Inc, Magazine, JamuarfFebruary 2009,
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Date of Total Per $1 Million
call Amownt ) Investor $
Initialcapitalcal (il cose) OLFeb0l 5299500000 300,000
Secand capital call 2001 1766500000 100,000
Third capital call 10002 1766500000 100000
Fourthcapital call 154003 1766500000 100,000
Fith casital call 22003 6427,2200 36384
Sinth capital call 28May0s 851608300 48209
Seventh capital call 27g0s 851608300 48209
Eighth capital call 2705 520485100 29,464
Ninth capital cal 30Nov0s 1566959200 88704
Tenth captal call 22Dec06  2,938749.00 1663
Eleventh capital call 19Mar07  1,477,147.00 8362
Tuelfth capital call 1707 988,867.00 5,59
Total amount called as of June 30, 20 15572862000 881566
Percentage of total commitment calld: 9140%  91.40%

v
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City

Reported Shark Attacks

1

Santa Cruz, CA
Haleiwa, H1

Encinitas, CA

Paia, HI

San Clemente, CA

Kill Devi Hills, NC
Malibu, CA

Montauk, NY

New Smyrma Beach, FL
Ocean City, NJ

6 (since 1926)
34 (in Oahu County since 1828)

10 (in San Diego County since 1926)

35 (in Maui County since 1828)

1 (in Orange County since 1926)

10 (in Dare County since 1935)

5 (in Los Angeles County since 1926)

5 (in the State of New York since 1670)
210 (in Volusia County since 1822)

17 (n the State of New Jersey since 1670)

Sch Ve ask Bodd Tins s Aarie

Sarfer somaios Lok T0NS),
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Date of Total Per 1 Milon
Disribution__ Amount (8) ___Ivestor §
Iniial distibuton CFnal close) 22-ugr01 448,125.00 2,508
Second distribution om0z 271454500 15,367
Third disribution 15Apr03 360640400 2082
Fourth distribution 220ec03  8E79635.00 50525
Fifth distrioution 2705 1026377900 58102
Sixth disribution 30Nov0s 800000000 45,287
Severth distrbution 104006 800000000 45,545
Eighth disriution A0 400000000 22,773
Ninth distribution 22Dec06 5308000 33809
Tenth isribution 19-Mar07 1199380000 67,89
Eleventh distrioution Vaor 101872300 79388
Toelfth ditriution 030ec07 650000000 3679
Thirteenth distribution leMarts 74614200 42,238
Fourtenth ditribution 3009 428234600 24202
Total amount distributed as of June 30, 2009: 96,175,860.00 545,085
Percentage o total comitment distributed: 6180%  6180%

‘Source: Muthor.
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Name

Amount Invested

NGP Energy Technology Partners
Nth Power

Kleiner Perkins Caufield & Byers
Khosla Ventures
Draper Fisher Jurvetson

$496 million
$420 million
$300 millon
$300 million
$143 millon

N
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Low High Percent Rally
2001-08  Oct-01 18283 Jul-08 615.04 236.40%
197174 Ot-7L 940  Feb7a  237.80 146.70%
1077-80  Awg-77 18470 Nov-so  337.60 82.80%
1986-88  Jul-86 1916 88 27219 38.80%
1992-96  Aug-92 19817 Ap9 26379 33.10%
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Exchange

2008
Contracts.

% of Al
Futures

1EUREX, Frankfurt, Germany
2 Evronext, LIFFE, UK
3 South African Futures Exchange, SAFEX, Africa
4 National Stock Exchange of India
5 Bolsa de Mercadorias & Futuros (BM&F), Brazil
6 Dalian Commodity Exchange (CE), China
7 Zhengzhou Commodity Exchange (ZCE), China
8ICE, UK
9 Shanghai Metal Exchange, China

10 0saka Securities Exchange (OSE), Japan

1,146,081,579
544,395,261
475,081,729
428,167,428
323,770,173
313,217,957
222,557,134
152,322,268
140,263,185
131,028,334

2107
1001
873
787
595
576
409
280
258
241
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Hedge Funds (as of 12/31/07) Lyear  3year  Syer  l0year
CSFB/Tremont HF Index 126%  113%  118% 9.2%
Multi-Strategy 101 107 109 94
Distressed 84 1 151 14
Convertible Arbitrage 52 54 62 84
Equity Market Neutral 93 88 80 100
Risk Arbitrage 88 66 69 69
Fixed Income Arbitrage 38 43 55 51
Global Macro 174 133 133 n2
Real Estate (as of 12/31/07) lyear  3year  Syer  10year
NCREIF Property Index 158%  175%  151%  129%
Apartment 14 157 138 125
Industrial 149 174 144 129
Office 205 197 152 130
Retail 135 156 1.3 136
Asset Class

Private Equity (as of 930/07)  Lyear  3year  Syear  10year
U.S. Venture Capital Index 231%  153%  91%  346%
U.S. Private Equity Index 299 297 26 102
Global (ex-U.5.) PE & VC 531 a2 306 197

Soure: JPMorgan, Altrate Istment Retorss, JPMorgan Asst Managaent Marke Irsight e,

s slgpbafnt-qainvaro
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Total Domestc Inel Total  Domestic  Intl

Manager Asels Asets Asels Manager Assets  Asets Assts

Neuberger Brown Brothers

Berman $10343 $10343 - Hariman soss sess -

Goldman Sachs Amalgamated

Group $7600 - 37600 Bk $oa s -

JPMergan

AsetMnt.  §7593 $7593 - FoWasigon  $570  $570 -
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