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Absolute Return
Investing

By Wilfred Ling

Theyear—to—datereturnofthe MSCIACWorld
Net index is —13.14 per cent in Singapore
dollars as at end of March 2008. On the
other hand, the MSCI Emerging Market Net
over the same period had a similar return
of —14.78 per cent. These two indices are
representation of the market returns for
the global and emerging market stocks

respectively. These numbers also mean
something else — they are a representation
of the returns of many investors.

Many investors are shocked by their
double digit negative returns over such
short period of time. However, this should
not be surprising because this is part and
parcel of investment. Leaving cash in the

bank earning negative interest (after taking
into consideration of inflation) is not a
marvelous idea either.

To understand what is the best
approach moving forward, it is important
for investors to understand whether they
are investing based on relative return basis
or absolute return basis.



RELATIVE RETURN INVESTING

In relative return investing, one’s portfolio
moves inthe same direction with the general
market. Normally, this “market” refers to
the stock market. Strictly speaking it can
be any market like bonds and commodities.
Relative return investing is the usual way
which many investors are doing. Shares
and unittrusts are relative return investing.
For example, the total risk of a company
share price is influenced by two factors:
systematic and non-systematic risks.
Non-systematic risk refers to risks that
are related to the company itself such as
fraud, mismanagement, business-risk,
insider—trading and non-disclosure.

For systematic risk, it refers to the risk
inherent in the entire market. Due to this,
itis of no surprise that a stock price faces
downward pressure when a systematic
risk such as a stock market crash occurs.
Similarly, unit trusts are relative return
investing. Relative return investing is the
default way and perhaps the only way for
retail investors. It is important to realize
that generally markets such as equities
and fixed income are in the upward trends
on a long—term basis although on a short
term basis, there will be negative years.
Therefore, assuming the portfolio is already
well diversified, it is advisable to stick with
the original plan and ride out the current
volatility.

ABSOLUTE RETURN INVESTING

In absolute return investing approach, the
portfolio aims to provide positive return

over a short span of time (typically over
a 3 month period). Such absolute return
approach use techniques which are able
to make money even during periods when
markets are falling. Many investors would
like to have an absolute return portfolio.
Unfortunately, the strategies which are
used to achieve absolute returns are usually
restricted to high net-worth investors. Take
for an example the ability to short the falling

market. This is not allowed for retail unit

trusts although this is permitted for hedge

funds. Other techniques to achieve absolute
returns are shown in Table 1.

Table 1: Some strategies for absolute returns

Long/Short To buy long equities that are expected to increase in value and
selling short equities that are expected to decrease in value

Fixed Income Seeks to profit from arbitrage opportunities in int erest rate

Arbitrage securities

Distressed To buy equity, debt of companies in or facing bankr uptcy or

securities reorganization

Managed futures Investment approach is long or short in futures con tracts in
areas such as metals (gold, silver), grains (soybea ns, corn,
wheat), equity indexes (S&P futures, Dow futures, N  ASDAQ
100 futures), soft commodities (cotton, cocoa, coff ee, sugar)
as well as foreign currency and U.S government bond futures

Macro Aims to profit from changes in global economies, typi cally
brought about by shifts in government policy which impact
interest rates, in turn affecting currency, stock, and bond
markets. Uses leverage and derivatives to accentuat e the

impact of market moves.

MANAGED FUTURES STRATEGY

something “mystical” to many,
hat is a “managed futures”

Although the strategies listed in Table 1 may seem
we will attempt to “demystify” them by illustrating w
strategy.

Ground Rent (long only), 20%

Currencies (long/short), 17%

4

Agriculturals (long/short), 4% l

Bonds (long/short)20%

Metals (long/short), 9%

Interest Rates (long/short), 39

Stocks (Iong/short),lz%/ Energies (long/short)15%

The accompanying pie chart is an asset allocation o f Promiseland’s absolute
return model portfolio available for our high net-w orth clients. 80 per cent of the
allocation is in managed futures with only a modest portion of 20 per cent in ground
rent. The asset allocation is highly diversifiedin ~ vesting in futures such as currencies,
bonds, energies, stocks, interest rates, metals and agr icultures. The ability to invest
in both long and short direction means that it has the ability to profit even in falling
markets. The only time which it cannot make money i s when all markets are neither
falling nor rising. Since it is highly diversified, the chances of all markets neither
falling nor rising are rare. The main objective of this portfolio is to aim to provide
positive return over a 3 years period.
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Table 2: Annualized Return (in SGD) of the Absolute
equities as at March 31, 2008

T T

11.56%

Absolute Return Portfolio 16.32% 11.15% 9.39%

MSCI AC World Net —10.10% 4.67% 11.54%

GROWTH OF VARIOUS PORTFOLIO AS AT 31 MARCH 2008
Absolute Return Portfolio Returns are net of fees

Figure 1: Promiseland’s absolute return portfolio ve rses MSCI AC World Net
1. Looking at “Period A” of Figure 1, the absolute ret
rather harsh market conditions. From March 31, 2000
back—-tested cumulative return was 62.56 per centwh
by MSCI AC World Net was —43.71 per cent. This period
investors because it was due to the technology bubb
by the September 2001 twin tower terrorist attack.

2. The absolute return portfolio does not necessarily ou
is in the bull run. In fact, it is likely it will not
Figure 1, the portfolio returned 6.53 per cent while the
per cent.

3. At this point of writing, global equities are likel
and the word recession has been mentioned many time
we do not know how the future will unfold, global equitie
negatively by returning —10.1 per cent over a 1 yea
On the other hand, the absolute return portfolio would
cent during this exact period, as if nothing adverse
of Figure 1.

4. The ability to remain above water in bad times and
return during good times allows the investors to ac
over a long period of time. As shown in Table 2, ov
equities return was merely 1.85 per cent per annum. T
nature of equity markets. On the other hand, the ab
11.56 per cent per annum.

Return Portfolio verses global

1.85%

urn portfolio is able to “survive”
to January 31, 2003 its
ile global equities represented
is a difficult period for many
le bursting and accompanying

tperform equities if the latter
do better. For example, in Period B of
global equities did 16.92

y entering into its downward cycle
s by the media. Although
s have already reacted

r period as at March 31, 2008.
have delivered 16.32 per
has taken place. See Period C

continuing giving modest positive
cumulate a significant return
er a 9 year period, the global
his is due to the cyclical
solute return portfolio is up

In conclusion, those who are using
relative return investing approach should
continue with their original plan assuming
the portfolio is well diversified. On the
other hand, those who qualify as accredited
investors have a choice to employ various
absolute return strategies. In any case,
before making any changes to one's
portfolio, it is always wise to consult your
financial adviser. |

Wilfred Ling is an Associate Director with
Promiseland Independent, an independent
wealth managementfirm thatis neither owned
by a bank nor an insurance company.

Email: wilfred.ling@promiseland.com.sg
Telephone: 6294-2461.
Website: http:/articles.wilfredling.com



