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Opening

It has long been respected that the goal of portfolio management is to maximize returns in
consideration of the risk taken. While this goal is rarely questioned, it has also been said
that you can't “eat” risk-adjusted returns. Reflecting on this aptly put challenge, why is it
then that we concern ourselves with risk? Consider the following perspective:

“In the short run, the stock market is like a voting
machine, but in the long run it is a weighing machine™

BENJAMIN GRAHAM

Graham, a prolific economist who is widely considered to be the first proponent of value
investing, created a fictional investor, Mr. Market, in an effort to personify the potential ef-
fects of shifts in investor sentiment over time. Graham posited that Mr. Market’s prices in
the short run may not reflect fair value since they are partly the product of emotion and not
solely of reason'.

Then these times are upon us, investors may not only experience losses to their wealth, but
also an inhibition in their wealth’s future growth. Losses need to be regained by investors
before growth can once again ensue. This means losses also have another cost, time. Since
time is the enabler of compound interest — what Albert Einstein called the ninth wonder of
the world - less time results in less growth. Consequently, avoidance of losses in the short
run can be very accretive in the long run since “... the long run is nothing more than a se-
quence of short runs.™

This is why we need to concern ourselves with risk, and consider more than just potential
returns. The purpose of this paper is to evaluate various approaches to mitigating risk.
Those approaches will be examined within the context of portfolio management, the mar-
kets today, and implementation challenges.

Portfolio Management

Mitigating risk can positively impact investor behavior. When investors think of risk, they
are most often focused on downside risk or losses in lieu of total volatility. This is a result of
our loss aversion™. Put simply, investors strongly prefer avoiding losses to acquiring gains.
Perhaps investors have an innate desire to mitigate risks?

Portfolio managers, like investors, can also benefit from less downside risk. Less risk can
produce two positive outcomes: their investors will make more money and their assets
under management will remain more stable. First, statistics indicate that investor returns
over time capture more of a mutual fund’s total returns when funds are less volatile*. This is
the result of investors who buy and hold in lieu of chasing returns. Second, the same statis-
tics” illustrate that investors in volatile funds have greater tendencies to chase returns and
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capture less (sometimes much less) of the fund’s returns over time. This chasing behavior
results in poorly-timed cash flows for portfolio managers making their job more difficult.
From this perspective, it seems that both investors and managers alike can benefit from,
and should be interested in risk mitigation.

Portfolio managers have different approaches in which they can attempt to mitigate down-
side risk. Of course, these methods themselves have their own advantages and disadvan-
tages. The following is a basic review of the four approaches:

Hold More Cash

Cash is very beneficial in a down market. It not only holds its value, but it also provides the
“dry powder” to buy securities that Mr. Market has mispriced. However, since the market
tends to increase over time, cash balances become a drag on performance. Of course, if one
has the ability to time the market - be in cash when the market is dropping and fully-in-
vested when it is going up - then no other approach is necessary. One needs only consider
that other approaches exist because successful timing has proven to be very difficult, if at
all possible. There are two more disadvantages to holding cash in a portfolio: investors do
not like paying management fees on cash, and cash allocations are generally factored into
other parts of investor asset allocations.

Hold Less Volatile Securities

This seems more straightforward than it is. Sectors and securities come in and out of favor
during market cycles and their own security-specific (idiosyncratic) life cycles. None are
immune from volatility. Dividend paying stocks, for example, have long been considered
among the safest of all equity securities. However, if a dividend-paying company cuts its
dividend, its volatility jumps. Of course, it's not only the volatility of an individual security
that matters, but also how it correlates with other securities in the portfolio. It's not about
the volatility of any individual security, but rather the volatility of the entire portfolio.

Hold More Securities

Research™ has shown that during periods of high market volatility and cross-sectional
dispersion (disparity in style performances), expanding the portfolio to be more market-
like avoids the increased idiosyncratic risks found in concentrated portfolios. While this
works, owning more securities cannot help during systemic shocks (i.e., 2008). Further-
more, periods of high market volatility and cross-sectional dispersion make profit oppor-
tunities available to those who, according to Warren Buffet, are greedy when others are
fearful. Concentrated portfolios or simply portfolios that differ significantly from their
benchmarks offer potential for increased return.

Recent research has found that the decision to retain active management should consid-
er that management’s willingness and ability to take positions that are different from its
benchmark - its “Active Share” The study demonstrated that the greater a portfolio deviates
from its benchmark, the greater potential for alpha from active management. It is impor-
tant to note that the portfolio deviations in the study were only under/over weights of the
benchmark’s holdings.

Nevertheless, challenges arise when specific styles of management become out-of-favor.
In order to remain successful and fully-invested, management would need to take posi-
tions that are outside of their benchmark’s holdings. This is referred to as style “drift”
Consider an equity portfolio assembled out of multiple managers in which each manager
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was hired based on their demonstrated competencies in specific styles of management. If
one of those managers begins to own securities outside of their style, then that drift would
simultaneously leave a gap in the portfolios diversification and become over-dependent in
another style. Less diversification by definition increases the portfolio’s risk.

Add Portfolio Hedging

Hedging done successfully via the use of futures, options, or shorting selected securities
can mitigate losses. These tools and techniques can derive profits from markets, styles,
sectors or securities that decrease in value. Hedging with tools such as futures and options
includes leverage, increasing sensitivity to market gyrations. This can be a double-edged
sword. A small hedge may protect a large proportion of a portfolio, but it also means
that mistakes can be very costly. At a minimum, there are costs to hedging. Portfolios
should not always contain hedges. As a result, hedging of a portfolio’s risks (i.e., an overlay
strategy) or risks in the marketplace (i.e., a macro strategy) is best accomplished by active
management. The valuation or price of a hedge is critical just as a value investor’s entry
point. Interestingly, when there’s little concern or perception of risk, hedges are relatively
inexpensive. Conversely, when markets are scared or worried, hedges can be too expensive.

Referring back to the Active Share concept, what if in lieu of drifting, management chooses
to actively under weight benchmark positions via short or hedged benchmark holdings?
This could maintain the integrity of the diversification strategy given the style’s near-term
potential. While the study on Active Share does not cover shorting/hedging specifically,
it found that “...funds are most active when their benchmark index has gone down in the
past few years relative to the other indexes” Furthermore, “...on average, more style-con-
sistent funds outperform less style-consistent funds. This finding appears to be driven by
the strong performance of style-consistent funds in rising markets; in down markets, less
style-consistent funds exhibit relative outperformance”™ The literature seems to support
the benefit of taking more active risk even including style drift when the markets are ex-
periencing reversals (losses.) In fact, “the ability to short a modest amount allows a skilled
manager to increase the expected active return with no commensurate increase in active
risk...™ Shorting/hedging in lieu of drifting seems to offer the best potential cost/benefit
proposition, and specifically so within the context of a portfolio.

The four reviews of the basic approaches, if nothing else, illuminate challenges to risk miti-
gation. It comes down to a cost/benefit analysis as to which approach (or combination
thereof) can maximize returns in consideration of the risk taken. In the portfolio context,
it seems that a style-consistent, high active share portfolio that opportunistically hedges
risk might offer the optimal combination of techniques. However, a question remains as to
the applicability of such a strategy within the context of today’s marketplace.

Markets Today

Regardless of how one feels about market efficiency, markets do seem to be getting more
efficient if only by definition: there are more competitors, the competitors are more edu-
cated, and more information is flowing and faster too than in the past. The implications of
this may be lower returns and higher volatility in markets going forward. In fact, market
cycles, themselves, today do seem faster than in the past. This is the result, in part, of the
increased globalization and securitization of our markets. At any rate, 2008 taught us that
systemic risks are higher than in the past. Overall, it seems to imply that long-only man-
agement may be getting riskier.

The result seems to have been increased interest in active management with a focus on
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risk management similar to the original premise of a “hedged” fund . This is illustrated by
headlines such as “Long/short cutting into long-only action.”

One style of long-only management that had survived volatile times well in the past was
fundamental value. This style of management only bought securities that offered a “margin
of safety”, or essentially good businesses for very good prices. Unfortunately, 2008 proved
that there are markets in which even margins of safety cannot prevent significant losses.
When asked what they would do differently going forward, some of these managers re-
sponded that they were no longer going to ignore the macroeconomic environment. Ironi-
cally, this answer was essentially going backward since “Graham and Dodd view macro
factors... as crucial to the analysis of a corporate security.™ Simply considering a macro
factor alone doesn’t mitigate risk, what matters is how the new information is acted upon.
For example, if hedging techniques are not part of the long-only, fundamental value man-
ager’s skill set, and these are separate skills, the challenge is tougher. Value managers are
not likely to become more index-like or market timers.

The systemic shock of 2008 was a key driver behind the growing interest in hedge-styled
management, and the interest seems to continue to be growing. However, 2008 also illumi-
nated risks that can be inherent in hedge funds: excessive leverage, a lack of transparency,
a lack of liquidity, and high expenses. Of course, investment schemes that weren't about
investments at all, frauds, also came to light. As Warren Buffet said “its only when the tide
goes out that you learn who's been swimming naked.” For all of the unflattering press mu-
tual funds received in recent years, the registration tenets of the Investment Company Act
of 1940 negate the risks that can be inherent in hedge funds.

It seems the markets of today could benefit from a combination of the active management
techniques inherent in hedge funds, and the structural benefits of registered mutual funds.

The Implementation Challenge

The concept of a style-consistent, high active share mutual fund portfolio that opportunis-
tically hedges seems fairly straightforward. However, the successful implementation of this
type of strategy is quite difficult. It compounds the challenge of finding a skilled long-only
manager with one who has also demonstrated hedging skills. Consider one component of
opportunistically hedging, shorting weak and overpriced stocks:

. “It should not be assumed that a process that is successful on the long side will be
similarly successful on the short side.”
. “Shorting stocks is not a natural extension of fundamental stock analysis... Long-

only analysts and fund managers usually focus their efforts on those stocks likely
to be the best outperformers, rather than diverting resources to identifying those
likely to be the worst underperformers”

It is not that a single manager cannot manage both long and short well, but rather that these
two mind sets are very different.

The successful management of shorts is significantly more difficult than long-only manage-
ment due to: high costs, liquidity challenges, the theoretically unlimited loss potential, and
the pervasive challenge of mistakes becoming larger proportions of your portfolio. These
difficulties are in part why there are so few dedicated short as compared to long-only man-
agers. In comparison, hedging via the use of futures and options contracts: lowers the cost
burden, poses few liquidity issues, losses can be limited to the contract’s cost (options only),
mistakes become smaller portfolio allocations (options only), and the contracts have tax
benefits . This is why these tools are used by managers who opportunistically hedge. Then
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again, logic extends a similar disconnect between the skill sets of hedgers who use options/
futures and long-only fundamental managers.

It seems the long and hedged aspects of this portfolio concept are somewhat mutually
exclusive. As a result, the implementation challenge shifts from finding one manager to
possibly pairing two managers in one portfolio: a long-only, high active share manager
with an opportunistic hedge manager. While pairing two managers would seem to be far
easier than finding one to satisfy the dual mandate, the two would need to interact with
an uncommon level of cooperation. Specifically, the opportunistic hedge manager would
need real-time access to the long-only portfolio manager’s positions, and mitigate risk in
a manner that is not deleterious to the manager’s assets under management. If successful,
the hedge manager’s role would not only mitigate downside risks, but also generate upside

S
returns.

It seems the
markets of
today could

Closing

At the opening of this paper, the question of why we concern ourselves with risk was asked.
We concern ourselves with risk because most of us save and invest to meet our goals (future

beneﬁtfrom a liabilities) and there can be very real costs to falling short. Most of us do not invest for the
. . sole purpose of building wealth. Furthermore, too often our time and savings are in very
combination
short supply. Investment losses are too expensive. In addition, we don’t need anymore
Of the active obstacles to reaching our goals (meeting our liabilities.)
managere nt While not a per se implementation challenge, there are hurdles for the money management
fec hniques industry. Are firms willing to offer a fund to investors that deliver...
inherent in 1. Hedge—.styl.ed 'm.anagement at mutual fund pricing
2. The daily liquidity of a mutual fund
hedg e funds y 3. The transparency of a mutual fund
4. The structural safeguards of a mutual fund
and the 5. Broad availability to non-accredited investors
structural

Finally, with the uncommon level of cooperation necessary between the two distinct man-
b eneﬁts Of agers, the ability to have demonstrated success across different market cycles would be
re gl stered essential. The. gqal would l?e tq m:alntaln the long—t.e.rm 'growth opportunities of being a
long-only equity investor with significantly less volatility in the short run.
mutual funds.

We can and should endeavor to hope for funds that meet the challenges of today’s markets.
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