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Alternatives Allocations

How should my alternative portfolio behave?

What does low growth mean for ones alternativescations?
- Expected Returns

- Alternative “risk mitigation”

- Alternatives “premium”

Which alternative strategies have historically damdl in low growth environments?
Which strategies have historically done well in taege of growth / inflation scenarios?

Basic alternative beta strategies are problematiow growth environments e.g. passive
commodities

Volatility and low growth environments
‘Point of entry’ and segmentation as key determisafireturns

Implicit inflation hedging among institutional inst®rs
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How Should a Diversified Alternatives Program Behave?

Objectives

Return: LIBOR +5% Equity Beta < 0.30 Volatility < 10%

1 Independent return

sources >12

Diversification across
economic environments

Diversification across time

Tail risk elements
incorporated into
the strategy

Time

=== Dijversified Alternatives === Equities === Target Return
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Diversification in Different Economic Environments

: . . .
Diversified Awerage U.K. Diversified Awerage U.K.
Alternatives Pension Fund Alternatives Pension Fund

Low Inflation High Inflation

9.0 _ 8.2

0.3) (6.3)

Diversified Awerage U.K. Low Diversified Awerage U.K.
Alternatives Pension Fund | Growth Alternatives Pension Fund
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Consider More Detall......
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Spread Sectors Can Benefit in Low Growth

Spreads in credit sectors are often elevated dgenigds of low growth
Attractive carry can buoy returns when growth asfletinder
Care needs to be taken to avoid defaults. Howewtwnal defaults are at historic lows (US)

Opportunities in ‘expanded credit’ remain attractiwe are getting closer to fair value

Option Adjusted Spreads (bps) vs. GDP Growth (%) @
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=== (J.S. High Yield OAS === Average U.S. High Yield OAS ==== GDP Growth (rhs) ==== Average GDP Growth (rhs)
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Commodity Market Dispersion

Performance of Primary Commodity Markets
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Global Growth vs. VIX

 QE1: September 2008
« QEL: November 2010
* QE3: September 20127

VIX Index vs. Global Growth
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Volatility — Tail Risk Management

VIX Correlation to S&P 500 Correlation to Other Assets

i High Yield (50.56) I

Convertible 57) I
(0.10) EM Debt Dollar (0.52) I
(0.20) EM Debt Loca (0.51) I
() Leveraged Loan (0.46) I

' Currency .
(0.40) Commodity .
((OR:10)) Industrial Metal !
Precious Metal .

(0.60) Agriculture .
(0.70) Energy .

0.71 US REITs
(0.80) (0.72) US IG Fixed Income

(0.90) (0.82) (0.86) US LT Trasury
(1.00) (0.94) (0.93) US ST Govt. Bonds
. , . 1 - 3-year TIPS
Since '90 Tech Bubble Sub Prime Flash Crash European Debt
Crisis Crisis (0.80) (0.60) (0.40) (0.20)

Evaluation Component Observation

Market Exposure Historically negative correlation with risky assets

Return Distribution Conversely on the downside: low drag on portfolio performance in normal market conditions

Diversification Negative to most asset classes with the exception of government bonds

Impact on Portfolio Positive impact on Sharpe Ratio

Ability to Generate Alpha Importance of timing decision; minimal input of discretionary decision

Manager Uncertainty Moderate uncertainty
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S&P 500 Crisis Periods Since 1998

Crisis Periods Performance (%)

Russian Debt Crisis 07/98 — 8/98 (15.4)

Tech Bubble 9/00 — 9/02 (44.7)

Credit 11/07 — 2/09 (51.0)
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Risk / Reward of HFRI Hedge Fund Strategies, Since 1998

Macro @.7) -_ 7.8
Equity Market Neutral 3.8) -_ 4.4
Relative Value (10.4) __ 7.6
Fixed Income (14.8) I 4.9
Distressed / Restructuring (18.6) I 5.3
Event-Driven 105 m T —- 6.3
FLy e 2 ) e
Emering Markets 2.) . T - .8
S&P S0 TR (30.) I

) (40) (30) (20) (10) 0

B Annualized Performance for Full Period, 1/98 — 8/11 [l Average Annualized Performance in Crisis Periods
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Stock Market Dispersion

Performance of U.S., German and Spanish Equity Mark  ets Performance of Financials vs. Broad Equity Market
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Private Markets

* Lack of conviction in public
equity can be a good entry
point into private markets

» Seek out PE segments with
lower correlation to overall
public equity market. Avoid
leverage plays

» Seek out segments where
incumbents are in retreat
(financials)

* Real asset strategies with
yield component (inflation
hedging)

Morgan Stanley
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=== Private Equity J-Curve

=== Potential Public Equity Path in Low Growth Environment
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Historic Private Equity Secondary Pricing

Average High Bid as a % of NAV
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Inflation Thoughts

While inflation has moderated of late, greater Q&wd lead to more
inflation pressures

Over the last five years Central Banks have platisiemphasis on inflation
management. There is a credibility gap

Long-term structural changes in key Emerging Malege likely to be inflationary
Negative Real Yields — little interest in outrightlation hedging

Poor funding levels mean that increasingly Insbhegl Investors are looking at other
ways to meet long-term inflation obligations
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Return Seeking Alternatives Portfolio

Frontier Market Equities

Catastrophe Risk .
Commodities

Senior
Loaie Global REITS

Global High
Yield Global TIPS

Global
Convertible Pri
Bonds rivate
Equity
EM Debt
Local

EM Debt
Dollar Private RE
Opportunities

Currency Carry
Hedge Funds

B Long-Term Real Assets [l Pure Alpha
B Expanded Credit B Discovery Assets

Managing Downside Risk

> v Long-Term Risk Assets
A Volatility and Macro

v Broad Credit

Hedging Inflation Risk

A CPI Equity Stocks

A Long-Term Real Assets

— v Hedge Funds

A Inflation Sensitive FlI
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Potential Benefits of Liquid Alternative Portfolios

Liquid Alternative Portfolio Acts as Funding
Combination of four main alternative asset class Source for llliquid Assets
categories -

Opportunistic — ability ta portfolio
according to market cycle can add value Liquid and Quasi-Liquid Basket llliquid Basket

for illiquids — reduce cash drag through
careful cash-flow management

Commodities q
. : Fundin
assets can offset some costs of carry in Listed Real Estate S 9
EMD ource

other assets to maintain positive holding returaralf S -

High Yield
Senior Loans

Integrated reporting package

Convertibles

Detailed liquidity modeling of hedge fund and ptra Hedge Funds

Macro

equity holdings Cash-Flow

Frontier Equity M t
Target full investments, minimal cash drag Active Currency i

Risk analytics incorporated into risk budgeting Volatiity

Single line-item performance for total portfolio

Program manager can internalize operational complex ities and offer substantial potential benefits
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Conclusions for Alternatives Allocations

Low Growth environment
Expanded Fixed Income remains a good option butoagping fair value

Basic alternative beta strategies are problematiow growth environments
e.g. passive commodities

Volatility spikes are prevalent in low growth eramments. Bias liquid portfolio to
capital protection strategies

Macro continues to be popular. Greater intra madisgiersion will also be
supportive here

Consider the ‘opportunity cost’ of private markeBoint of entry and
segmentation as key determinants of returns

Increased emphasis on ‘implicit’ inflation hedginp@ng institutional investors to
avoid high explicit cost
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