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PLATO SAID THE WRITTEN WORD WAS
PRONE TO MISINTERPRETATION. EXHIBIT A:
LIQUID ALTERNATIVE INVESTMENTS.
Plato warned us about the ambiguity of
words. So he wouldn’t be surprised to learn
that investment jargon can often be misconstrued.
At AllianceBernstein, our philosophy couldn’t be

institutions with clear answers to often
difficult questions. Of course, we couldn’t
accomplish either of these things without deep research
and investment capabilities.

clearer. We believe every investor should understand

It doesn’t matter how well-crafted something is if it

how investments like liquid alternatives work — and

doesn’t make sense to you. See how we can help simplify

what they might bring to a portfolio.

the complex nature of non-traditional investments.

For decades, we’ve worked diligently to untangle
the intricacies of capital markets while providing

Contact your AllianceBernstein advisor or visit us at
alliancebernstein.com/go/Institutions.

Risks to consider: Investing involves risk and certain alternative strategies have increased risks which are described in a fund’s prospectus. Please note
diversification does not guarantee a profit or protect against a loss.
Investors should consider the investment objectives, risks, charges and expenses of the Fund/Portfolio carefully before investing. For copies of
our prospectus or summary prospectus, which contain this and other information, visit us online at www.alliancebernstein.com or contact your
AllianceBernstein Investments representative. Please read the prospectus and/or summary prospectus carefully before investing.
AllianceBernstein Investments, Inc. (ABI) is the distributor of the AllianceBernstein family of mutual funds. ABI is a member of FINRA and is an affiliate of AllianceBernstein L.P., the
manager of the funds. AllianceBernstein® and the AB logo are registered trademarks and service marks used by permission of the owner, AllianceBernstein L.P.
© 2014 AllianceBernstein L.P.
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The Latest

REVOLUTION in
Today’s Liquid Alts
Help Institutions Put a
Sharper Focus on Outcomes

“J

ust a few years ago, the most common
question you heard from defined contribution sponsors about alts was, ‘Can
I get daily liquidity and valuation?’”
says David Skinner, Principal and Defined Contribution Practice Leader for Prudential Real Estate Investors. “Now the
question is, ‘How can I use alternative asset
classes to optimize an investment outcome?’”
With this new mindset, according to Skinner, institutions are looking at liquid alts for
their ability to help achieve specific investment objectives, rather than just for their liquidity features. “Depending on the asset
class, investors may be seeking to diversify
their return drivers and alpha, or they may be
seeking to diversify their beta exposures and
opportunities for volatility reduction,” says
Skinner. “The one consistent word you hear
across the marketplace is diversification.” He
uses the example of illiquid, direct core real
estate, which he says investors target for its
potential diversification benefit, as well as
the yield and volatility reduction they would
not get in a traditional REIT structure. “By
being able to access private real estate in a
liquid type of structure, such as a collective
investment trust, investors may now get
much of the diversification benefit, he says.
According to Skinner, the rapid growth in
liquid alts has opened up new opportunities
for smaller defined benefit (DB) plan sponsors and endowments and foundations, as
well as defined contribution plan sponsors—
many of whom may have lacked the financial
and oversight resources to invest in conventional illiquid alternatives.
“In DC plans, for example, as participants
get closer to retirement, portfolios often allocate away from equities to reduce volatility,” says Skinner. “In addition, those
portfolios are seeking higher inflation protection. But where REITs used to be the primary focus in real assets, and investors
might have used a single sleeve, sponsors

4

are now packaging REITs with illiquid forms
of private real estate within multi-strategy
funds, whether those are target-date, targetrisk, or another multi-strategy vehicle.”
Skinner believes that liquid alts have
gained increasing relevance because they give
investors more tools to deploy in reaching their
investment objectives. He says, “Liquidity and
a transparent valuation process are still important, but what’s more important is getting
the right outcome from an investment perspective. And I think that’s where liquid alts
becomes more of a relevant asset class.”
Not Just for Retail Channels—Large
DB Plans and E&Fs Can Benefit Too
According to Michael Bernstein, Head of
North American Business Development for
Lyxor Asset Management, “A lot of strategies
and assets get lumped into the ‘alternatives’
category, but the thing that should tie them
all together is a relatively low correlation versus equities and bonds—things like commodities, real estate, infrastructure, and
hedge funds to a large degree. Some of these
classic types of alternatives have tended to
have limited liquidity, with investment horizons of three, seven, or even 10 years.” He
says many alternatives strategies (e.g., equity
long/short and managed futures) can be delivered with higher liquidity without taking
away from performance, because those
strategies are not highly dependent on an
illiquidity premium in the first place. They are
generating returns in other ways.
But he adds a note of caution, that investors should not view liquid alts through too
narrow a lens. “The idea that liquid alts are
alternatives for the masses is misplaced,”
says Bernstein. “The terms liquid alternatives
and retail alternatives are not synonymous.”
In other words, he believes that these strategies are not merely for high net worth investors and DC plans. Bernstein says that
many institutional investors, like large DB
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ALTERNATIVES
plans and E&Fs, are not necessarily concerned with the transparency and regulation
that comes with 40-act wrappers, but these
institutions still have a demand for liquidity.
Such needs can be met through private placement vehicles designed specifically to deliver
higher liquidity than traditional alternatives.
Lyxor has been building such vehicles
since 1998, and has seen a broadening of
their application in institutional markets. “A
lot of institutions, particularly endowments
with long horizons, had been investing in alternatives with little regard for liquidity. But
then 2008 hit and they found themselves
suddenly in need of liquidity. So while they
are still taking exposure to less liquid vehicles, they are much more liquidity conscious
and are complementing illiquid vehicles with
liquid ones in the same space.”
As another example, Bernstein points to
pension plans that typically keep some kind
of liquidity buffer to meet obligations. Rather
than keep that buffer in cash, or low-yielding
fixed income, liquid alternatives can help im-

prove the return on those assets. And while it
is still in the vanguard, he even sees more interest from institutional Treasury Departments, which may use liquid alternatives as
part of their cash allocation, to increase yields.
Correcting the Mismatch
Between Liquid Strategies and
Illiquid Structures
“The simplest reason to consider liquid
alts is that they may help you do your job better and more easily,” says Rick Lake, CoFounder and Co-Chairman of Lake Partners.
In practice, Lake sees liquid alternatives
being used to meet a variety of objectives,
mostly related to risk management, e.g., reducing volatility, drawdowns, and tail risk.
“Risk reduction can take any number of
forms,” he says. “For equity investors, userfriendly long/short strategies complement
long-only allocations. Fixed income investors
might use unconstrained approaches to target opportunistic sources of return that are
less dependent on duration risk. Or they
might use macro-oriented strategies as a

complement to their broader portfolios. And
to the extent that these are all diversifiers,
investors might combine them to enhance a
portfolio’s overall effectiveness. Finally, experienced alternatives investors may want
to improve the liquidity profile of their alternatives allocation. The variety of implementation approaches is growing.”
Lake believes that the most exciting development in liquid alts is the talent migration
of alternatives managers, who view liquid alts
as the wave of the future. “In a number of
strategy areas where there used to be few
choices, investors are seeing new funds and
managers participating, offering their own vehicles or becoming sub-advisors to mutual
funds,” says Lake. He says that the biggest
areas of interest have been in long/short equity, credit-oriented and event-driven, where
very experienced managers are moving from
the institutional and hedge fund world.
And he says, “The most important development here is that these new funds are not
just replicating strategies from the realm of
continued on page 6

EXHIBIT 1: Liquid Alternatives – A Wide Range of Tools for Institutions
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continued from page 5

private funds. Often, investors are getting
the real thing. We are seeing the migration
of real alternative strategies from limited
partnership structures to daily liquid structures. This corrects a longstanding mismatch, between strategies that use highly
liquid instruments in vehicles that are not.
Now investors can access a wide range of
alternative strategies in structures with
lower costs, daily liquidity and regulatory
protections.” (Exhibit 1)
Getting Granular: The Key Issue in
Liquid Alts is Understanding Your
Objectives
“The definition of liquid alternatives is almost an anti-definition in that it includes
everything that’s not stocks and bonds,” says
Chris Bricker, Head of Alternatives for AllianceBernstein. “But we have to move past
that broad definition, because liquid alternatives is a very granular world. And very
quickly, you need to be talking concretely
about which strategies may or may not be
suited to your objectives.”
Bricker says that, in terms of risk-return
profile, investors are looking to liquid alts to
provide the same types of benefits as their
illiquid cousins—i.e., better risk-adjusted performance, reducing downside risk, and accessing unique alpha generation and
manager skill. Just as with illiquid alts, he
says that liquid alts need to be evaluated individually as they can have very different riskreturn profiles.
“Liquid alternatives are not a replacement for traditional alternatives because of
liquidity, and they are not meant to be a
panacea for institutions, but they may fill a
role,” says Bricker. “What objectives do these

liquid alternative allocations serve? Based
on those objectives—such as a concern
about rising interest rates—you can look to
non-traditional fund allocations and options
to diversify that risk, without significantly
changing your overall risk profile. We spend
a lot of time with clients looking at the challenges they are trying to address using liquid
alternatives, and choosing the right one to
implement within that framework.”
Bricker says he is seeing slower adoption
among DC plans, given participant education
demands and fee sensitivities. And among
large institutions the preference is still to use
illiquid alts where possible. But liquid alts
broaden the universe of choices for all institutions and are rapidly gaining traction in
areas like long/short equity hedge type strategies, and non-traditional bond strategies. “We
are often seeing long/short equity funded
from investors’ risk-reducing stock allocation.
And for nontraditional bonds, they are funding
from their risk-reducing bond allocation. While
broader multi-manager approaches can be
funded from equity, fixed income, or the illiquid alternatives allocation.”
Here To Stay: Today’s Liquid Alts
Are Very Different from Previous
Incarnations
Leo Zerilli, Head of Investments at John
Hancock Investments approaches alternatives in the context of the purpose they serve
in a portfolio. That is, he believes all institutional investors are looking to achieve one, or
a combination, of the following objectives: accumulation, protection, and/or distribution.
According to Zerilli, “Alternatives may target more than one objective. For example,

absolute return strategies may offer an accumulation benefit by helping capture some
of the upside of the marketplace. But they
also offer protection on the downside because they are designed to lose less in big
down markets. We look at liquid alts for the
purposes they are serving in the portfolio,
and the degree to which they can help investors achieve their goals.”
In that regard, he says that investors
should not be concerned with some ideal allocation to alternatives. “As an industry we
tend to go to extremes,” says Zerilli. “We tend
to ask, ‘What allocation should I have to alternatives?’ But that’s an impossible question to answer in that form. You need to think
about the purpose of this allocation. Am I
worried about rising rates? An equity market
downturn? Decide what your goal is and
what you want to protect. Then you can figure out how to fit in those assets, into which
allocation buckets, or in a combination
bucket.”
He sees a lot of promise in today’s choices
in liquid alternatives, compared to the products that came to market after the retrenchment of the early 2000s. “Back then,
managers of risk-adjusted long only portfolios
thought they could easily short their sell list,
and magically we had a plethora of 130/30
strategies on the market,” says Zerilli. “Today
is much different. Experienced hedge fund
firms are delivering more and more types of
liquid strategies. And sophisticated investors
are showing high demand for strategies that
meet specific goals (Exhibit 2), particularly in
multi-alternative and unconstrained bond
funds, as well as on the income side with
strategies like multi-asset income.” ~

EXHIBIT 2: $270Bn in Alternative Assets: Mutual Funds & ETFs
($bn as of 12/31/13)

24.8 - Dedicated Short Bias

All Other - 41.2

22.7 - Diversified Leverage

Option Hedge - 12.1

66.1 - Long/Short

-Global Unconstrained - 55.3

26.6 - Multi-Strategy Hedge

Managed Futures - 11.5

Source: John Hancock, Financial Research Corporation.
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How CLOSE is
Liquid Alts Seek to Deliver
Similar Performance to Illiquid Alts—
But Higher Liquidity Brings Trade-Offs

“T

he goal of liquid alts is to match
the risk-return profile of illiquid
alts as much as possible,” says
David Skinner, principal and defined contribution practice leader
for Prudential Real Estate Investors. “But increasing a strategy’s liquidity can alter its
performance characteristics.”
Skinner uses real estate as an example,
saying of private real estate in the liquid alts
space: “It will not be 100% aligned to the
risk-return profile of the illiquid alternative investment stream, but it can get very close.
Liquid private real estate is delivered primarily through funds or fund structures in which
managers use a mix of direct real estate and
REITs, the latter providing the liquidity component of the structure. And the target level
of liquidity will affect the level of diversification benefit investors may gain from using direct real estate alone.”
As an example, Skinner points to the low
correlation of direct real estate with the stock
market, which over a 20-year period from
1994 to 2013 was .18 Over that same period, the correlation of REITs and stocks is
0.58. By using a structure that is 75% direct
real estate and 25% REITS, investors may
achieve a lower correlation with stocks.1
“That is still a very attractive correlation number,” says Skinner. “You may not be getting
the full diversification benefit or the full illiquidity premium, but it’s certainly enough to
make a difference to the overall portfolio.
And the less liquidity you need, the greater
the diversification and illiquidity benefit you
may achieve.”
Skinner says that this trade-off between
liquidity and performance profile is critical to
the decision about which types of liquid alts
are appropriate, and within each peer group,
which strategies will deliver the optimal combination of liquidity, diversification, and where
appropriate, the ability to capture a portion of
the asset class’s illiquidity premium.

“What level of liquidity is appropriate to
manage my plan's cash flow needs?” asks
Skinner. “Five years ago, plan sponsors were
seeking solutions with higher allocations to
REITs, because they perceived a high need
for liquidity. Those same sponsors, if you
were to ask them today, will tell you that they
need a lot less liquidity than they thought.
Yes, they need sufficient liquidity to handle
cash flow demands. But especially in multiasset class structures, there are other
sources of cash that a sponsor can draw on.
Today, they are taking a much more nuanced
approach to judging liquidity versus other
performance characteristics and potential
benefits of ‘liquid’ alts.”
There Can Be Trade-Offs
in Matching the Right Strategy
with the Right Vehicle
Steven Medina, CFA, is co-leader for John
Hancock’s asset allocation portfolios and is
responsible for day-to-day oversight and portfolio management. He uses the example of
fundamentally-driven long/short equity
funds to review the ways that increased liquidity and transparency requirements might
alter a manager’s approach on the margin.
Says Medina, “Managers may adapt
some strategies when moving from a traditional hedge fund structure to a more liquid
investment vehicle.” He says that transparency on the long side is not an issue. But
a firm that has a sizable long-only business
may be loath to disclose shorts in individual
companies. Instead, the manager can still distinguish itself on the short side of the portfolio by how effectively it uses short positions
targeting broad baskets of stocks through
ETFs or futures.
“When evaluating liquid alts, investors
need to understand how the liquidity and
transparency requirements of liquid structures may affect the implementation of an underlying strategy,” says Rick Lake, Co-Founder

1Morningstar, NAREIT, NCREIF,Barclays, S&P
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CLOSE Enough?
and Co-Chairman of Lake Partners. “In some
cases, investors can get virtually the identical
portfolio and risk-return characteristics in the
liquid structure, with the added benefits of
user-friendly, low-cost access. However, some
managers may not port all of their work directly to the liquid structure. For example, a
long/short equity manager may leave behind
some microcap or less liquid positions that
may not trade as easily in a liquid portfolio.”
Lake counsels institutions to look under
the hood to see exactly how much of a hedge
fund or other alternative strategy the manager is willing or able to import into the liquid
structure. He says that long/short strategies
using highly liquid instruments in the equity,
bond or futures markets can move easily into
a liquid vehicle. Strategies distinguished by
illiquid or less liquid instruments, such as private equity or distressed, are not so easily
adapted to liquid structures. “The levels of liquidity, transparency and capacity you can
achieve with any liquid alternative are driven

by the flexibility of the underlying strategy,”
says Lake. “If we’re dealing with highly liquid
underlying instruments, we have lots of available capacity. On the other hand, increased
transparency can limit a manager’s freedom
in areas like shorting. Investors need to understand how portable the strategy really is.”
With regard to capacity, says Lake, some
strategies are inherently capacity constrained,
such as long/short small cap or specialized
credit strategies. “Capacity may be naturally
limited, just as it would be in an LP,” he says.
“And you can see closings occurring in the liquid alts space, just as you might see with a capacity-constrained strategy in a private fund.
The arithmetic will be driven simply by how
large a short or long position the manager can
effectively implement.”
Setting Realistic Expectations
for Liquid Alts
“As asset managers we need to define for
investors what they should expect from liq-

uid alternatives,” says Christine Johnson,
Head of Alternative Product Management for
AllianceBerntsein. “We need to explicitly define how these strategies should act in a
portfolio, and more important, how they may
perform through different market environments.”
According to Johnson, investors are using
a range of metrics to set performance expectations. “There are a number of hedge
fund-relative benchmarks that institutions
have been using that certainly could be used
for liquid alternatives as well,” says Johnson.
“There are cash-plus type benchmarks that
are useful for absolute return strategies. Some
investors and asset managers use blended
benchmarks for multi-strategy portfolios. And
then there are peer group comparisons,
which can be difficult because there is often
too much differentiation within broad industry peer groups to make effective comparisons. Overall, benchmarking can be much
more challenging within a liquid alternatives
continued on page 10

EXHIBIT 1: Long/Short Equity May Reduce Drawdowns
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continued from page 9

universe compared to traditional strategies.”
But Johnson says that most critical questions investors need to be asking are: What
markets might this strategy work best in?
What markets might it struggle in? And why
am I using it? “Investor’s should be asking
their providers for very clear guidance about
what to expect,” she says, using the example
of long/short equity and non-traditional bond
strategies. “The goal of long/short equities
isn’t to outperform the broad equity markets
during a rally. It’s commonly used to lower
downside risk and reduce drawdowns in difficult equity markets. So that becomes a critical performance measure.” (Exhibit 1)
Likewise she says that performance expectations for non-traditional bond strategies should be set relative to the investor’s
objectives—i.e., the strategic reason for including in the portfolio. She points out that
non-traditional bond allocations are primarily being driven by potential interest rate
risk, and while these strategies have historically outperformed in rising rate environments, liquid strategies are still relatively
new and have not been tested in all environments. (Exhibit 2)
“The return drivers of liquid alts today
are all over the map,” says Lyxor’s Michael
Bernstein. “Some risk factors, like momentum and volatility, are designed to perform
when everything is losing money and be
highly complementary to more fundamental
types of strategies. Other liquid alts might
be delivering a fair amount of beta, like longbiased equity long/short strategies. That’s
why it’s hard to categorize liquid alts in one
specific way. You have to look at what the
strategy is, how it’s designed to perform, and
then see how it could best be utilized within
a portfolio for a specific purpose.”
“It’s important for investors to under-

stand the specific risk/return profile of a
given alternative strategy,” says Steven Medina, of John Hancock. “Some alts have higher
volatility than traditional equities while still
providing the diversification benefit. Other alternatives aren’t designed to outperform
stocks during strong market advances, but
rather aim to deliver consistent positive returns in virtually all market environments.”
What Should Investors Be Getting, and
What Shouldn’t They Be Giving Up?
“Most institutions have made the astute
observation that there’s no free lunch,” says
Michael Bernstein, Head of North American
Business Development for Lyxor Asset Management. “In some cases, managers can
deliver additional liquidity without forsaking
much in the way of the investment strategy.
But many alts strategies are intrinsically
illiquid because they rely on underlying instruments that are not very liquid. And if you
put that kind of strategy into a liquid wrapper, you are of course going to have to
change some things about the strategy in
order to make sure you don’t create an
asset-liability mismatch, and get into a position where you can’t deliver the liquidity
you’re promising.”
Bernstein says many strategies—i.e.,
those that use swaps, forwards, other derivatives-based contracts, and those that run
very unrestricted portfolios—may not be
suited to a world of the 40-Act regulated
funds, given the restrictions on leverage, derivatives and shorting. And with some strategies, like credit-driven and event-driven
strategies, with distressed debt being an extreme example, individual investments need
time to play out. In such cases, taking away
the illiquidity premium seriously compromises the investment thesis. With all these

types of strategies, a manager would end up
running a very different version of the portfolio in a 40-Act vehicle, if it could be done at
all.
“So the investor’s first question becomes, how are you going to inherently
change the portfolio in order to deliver liquidity?” says Bernstein. “And second, what
am I not going to have in the strategy that I
would get if I took a more illiquid version?
The answer is, it depends on the strategy
and how much liquidity you actually need.”
Bernstein says that an effective compromise in many cases is to use liquid private
placement vehicles that offer a more appropriate balance of liquidity for the investor
and investment flexibility for the manager—
i.e., higher liquidity than traditional hedge
fund vehicles but with very little change in
strategy. And with regard to liquidity, he encourages institutions to think through and
be realistic about their needs. “Are we talking about intraday trading, or daily liquidity,
or monthly liquidity? What does liquid really
mean?” he asks. “Often, institutions will find
that monthly liquidity is quite sufficient.”
And he cautions that investors need to
fully investigate how liquidity is provided
within the strategy. “The worst thing that
could possibly happen for an investor is to
be told something is a liquid vehicle and
then, when they get a 2008 type of scenario,
find out that it isn’t liquid at all,” says Bernstein. “In 2008, we saw a lot of redemptions
from clients but did not gate any of our managed account vehicles, or create side pockets, or suspend NAVs. We adhered to the
liquidity that we had promised. And such
stress tests are critical for liquid alts
providers. Investors need to know that with
‘liquid’ alts, the liquidity that’s been promised will be there when they need it.” ~

EXHIBIT 2: Nontraditional Bond Strategies Outperformed in Rising Rate Periods
7.35

7.07

2.92

2.05

-2.02
-3.87
1/94

2013

Bonds

7/03-6/06

Relative Value

Past performance does not guarantee future results. As of December 31, 2013. US Bonds are represented by the Barclays
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Source: AllianceBernstein, Hedge Fund Research Inc., Morningstar

10

www.pionline.com/liquidalts

PG10.pdf

RunDate: 07/21/14

advertising supplement

pi supp 8 x 10.875

Color: 4/C

Lake Partners

LassO ®
Long and Short Strategic Opportunities®

25

15

5

Years Experience in
Alternative Investments

Year Track Record
in Liquid Alternatives

Years Sub-Advising
User-Friendly Mutual Fund

With over 25 years of hands-on experience

LASSO is a liquid, “all-in-one” solution to investing

analyzing and investing in hedge funds and

in alternatives, with a track record of 15+ years.

other alternatives, Lake Partners has a wealth of

LASSO is a carefully constructed, thoughtfully

understanding of what works. We strive to build and

managed portfolio of ’40 Act mutual funds that uses

manage multi-strategy, multi-manager programs

a diverse mix of alternative investment strategies.

that are well thought out and effective.

LASSO can be an effective tool in the asset
allocation process.

Learn mOre at LakeLassO.cOm

14pi0297.pdf

RunDate: 07/21/14

pi supp 8 x 10.875

Color: 4/C

Separating WHEAT
Manager Selection, Due Diligence
and Governance Are Essential to
Choosing the Right Liquid Alt Strategies

“L

Liquid alts are not a monolithic
asset class,” says Michael Bernstein, Head of North American
Business Development for Lyxor
Asset Management. “Investors
need to take individual funds one by one and
break down the components of the value
proposition. And that goes well beyond just
return potential to include transparency, diversification and risk management.”
According to Bernstein, there are differences with respect to the various liquid vehicles. Sometimes liquid alts come wrapped in
a 40-Act structure, and sometimes they are
in private placement vehicles. The additional
layer of regulatory oversight with 40-act
structures, he says, may come at some expense to performance. On the other hand, if
the liquid alternative is not in a 40-Act wrapper, the governance and oversight requirements may be higher, and closer to what is
required for other types of private placement
vehicles. “Most institutions are increasingly
familiar and comfortable with that level of
oversight, but not all of them,” says Bernstein. “Each institution needs to decide for itself how to manage the trade offs, and with
respect to governance, each institution will
have a different philosophy and capacity. It
starts with knowing why you’re making each
investment at the outset and what objectives
you have in mind.”
Bernstein says that investors should start
by thinking in terms of risk factors. “Risk factors are the first thing we look at with
clients,” he says. “Once you understand
which risk exposures you are getting with a
specific liquid alts strategy, questions like
packaging and liquidity become secondary.”
He also says that, as strategy proliferation continues, higher levels of transparency
and clearer communications are becoming
the norm, particularly with private placement
liquid alternatives. Investors want and need
to better understand the specific features of
such vehicles, and he says that investors especially want to feel comfortable that their
managers are maintaining high operational
and risk management standards.
“Investors are getting a lot more sophis-
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ticated and asking their alts managers and
advisors to run more complex analytics,” he
says. “They want more than just a view of
how a strategy has performed over time.
They want clear guidelines for how it may perform in different types of environments. They
are requiring higher transparency of both
performance and risk. And many institutions
now want to have a consolidated view of risk,
so they can aggregate alternative exposures
within their overall risk budget. Relative to
illiquid alternatives, today’s liquid alts can be
much easier to slot into the quantitative tools
that plans use in the policy process. Overall,
in terms of due diligence and oversight, we
have come a long way in the last five years.”
Multiple Layers of Governance and
Benchmarking
“Because many of these liquid strategies
are relatively new, people are still getting educated on the nuances, and while many are
not fully comfortable yet, they are getting there
quickly,” says David Skinner, principal and defined contribution practice leader for Prudential Real Estate Investors. “One of their chief
concerns is whether the liquid alternative is
delivering the same performance characteristics as the illiquid version. That’s why we make
sure to be very clear in defining how each portfolio component drives performance, from
both a risk and return perspective.”
He says that larger institutions, that have
DB plans, often come to liquid versions of direct real estate knowing the underlying funds,
which many times have been available as institutional separate accounts or commingled
funds. “Many institutions have already done
due diligence on these underlying investments,” says Skinner. “So a big part of the
due diligence process with liquid alts is explaining how the operational components
work. How does this work mechanically?
What’s the risk return stream of that investment as it relates to my overall asset allocation? How do liquidity, fair valuation, and daily
pricing work in this structure? How are fees
charged, and if I am a DC plan sponsor, how
would that work within my DC plan?”
Currently Skinner is also co-president of
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the Defined Contribution Real Estate Council (DCREC), and as part of that group, he is
advocating for stronger best practices—and
clearer performance standards—in areas
such as valuation, liquidity, due diligence and
benchmarking. “The more we work together
in the industry to strengthen practice standards, the more effective we will be in helping plan sponsors incorporate real estate in
their plan,” he says.
The challenge is especially clear in the
area of benchmarking. Skinner points out that
to effectively benchmark performance, real estate managers offering liquid alts often have to
benchmark each component of the strategy
separately. Where there is an index for each
component, the manager will create a custom
blended index for the strategy.
“For example, if a strategy is 75% direct
real estate and 25% REITs, a custom benchmark might combine a direct real estate
benchmark and a REIT benchmark—using the
same weighting as the representative portfolio.”
He says that providers of liquid alts—from
real estate to private equity, and beyond—
would do a great service to investors by cre-

ating daily valued benchmarks that look not
just at return, but also potentially at portfolio
composition in terms of the ratio of private
to public assets, diversification of assets,
and geographic diversification. But until
enough players enter the market for liquid
alts, part of investor due diligence is making
sure that the manager has created a robust
daily value index that truly reflects the portfolio being offered.
According to Christine Johnson, Head of
Alternative Product Management for AllianceBerntsein, benchmarking can be difficult across the board with liquid alts. “Many
traditional benchmarks do not apply to liquid
alternatives, because the performance target for these strategies does not commonly
include tracking error relative to a capital
markets benchmark,” she says. “So investors
often turn to peer groups for performance
measurement, especially with hedge fund
and unconstrained type strategies. But peer
comparison can be very difficult because this
market has grown so quickly, and peer categories are often too broad to be useful. For
example, with the category of ‘non-traditional
bonds’ you will find strategic income, alter-

native income, macro, credit long/short and
unconstrained type investments all within
the same category.” Johnson says that AllianceBernstein has found it necessary to
break most alternative categories into four
or more sub-groups, to create useful and
more representative peer groups.
Manager Selection More Critical with
Liquid Alts, as Dispersion is Quite High
Johnson adds that finding the right representative peer group is important not only
for benchmarking performance once the investor has selected a manager. It’s critical to
the manager selection process. “You really
have to do your homework within liquid alternatives to find out what the true peer
group is for any given strategy because manager dispersion for liquid alternatives tends
to be much higher than for traditional strategies,” she says.
Leo Zerilli, Head of Investments at John
Hancock Investments, says that most published peer groups are not refined enough.
“The nontraditional bond category is probably the poster child for this,” says Zerilli.
“Everything in it is nontraditional, but all of
continued on page 14

EXHIBIT 1: Performance Dispersion: Alternatives vs. Traditional Strategies
(Annualized 10-year performance 1/1/2004 – 12/31/2013
Traditional Strategies

Alternative Strategies
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Source: John Hancock Investments – Evaluating and implementing alternative investment strategies; August 2013: Wilshire Compass 5M, PerTrac, as of 12/31/13. Traditional strategies are represented by constituents of their respective Lipper classifications. Large core equities are represented by the Lipper classification “Large-Cap Core Funds”; small core equities by “Small-Cap Core
Funds”; international equities by the Lipper objective “International”; and core fixed income by “Intermediate Investment Grade.” Alternative strategies are represented by their respective Hedge Fund
Research Index (HFRI) constituents. Relative value includes constituents of the HFRI Relative Value Index. Macro includes constituents of the HFRI Macro Index. Event driven includes constituents of
the HFRI Event-Driven Index. Equity hedge includes constituents of the HFRI Equity Hedge Index. It is not possible to invest directly in an index. Past performance does not indicate future results.
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continued from page 13

those strategies are different from each other.
We often find ourselves using multiple benchmarks and custom peer groups. One can say
the same for equity long/short, absolute return strategies, and many other types of liquid
alts strategies. To get a better handle on relative performance it’s difficult to get a truly apples to apples comparison, so to speak. So
yes, I think you do need to use multiple benchmarks to judge some of these funds.”
Zerilli also points out that performance dispersion in liquid alts is much higher than for
traditional strategies, as a consequence of the
vast differences in approach. (Exhibit 1) He
says that the wide variability in strategies
makes the due diligence and oversight
process with liquid alts much closer to that of
illiquid alts than to that of traditional long-only
strategies. There are many more variables to
consider, starting with the fact that each type
of liquid alternative (e.g., long/short, managed
future, macro) can come in different “flavors.”
He says that it is essential to understand the
subtle differences across strategies.
“With liquid alts, different managers can
invest money in different ways even within the
same peer group,” says Zerilli. “All else equal,
liquid alts managers tend to target a wider
range of alpha sources compared to those of
traditional strategies. The instruments alts
managers use can be more complicated. The
compliance, operational and legal issues can
be more complex. There are a lot of special
challenges in managing a liquid alts book of
business that can complicate manager selection and oversight.”
Higher Liquidity Doesn’t Mean Less
Oversight and Due Diligence
“Just because liquid alts are registered
and regulated, does not mean that the risks
have been taken away,” says Rick Lake, Co-

Founder and Co-Chairman of Lake Partners.
“Liquid alts tend to be kinder and gentler than
their illiquid cousins, but institutions still need
to tap strong diligence in selecting liquid alts.”
He adds that regulation limits the use of
various alternative techniques within liquid
alts, including leverage, derivatives, futures,
shorts and illiquid securities: a reassurance
for some investors, a constraint for others. “In
doing due diligence, institutions need to look
at the underlying assets and techniques to
decide what kind of vehicle makes the most
sense for a given alternative strategy.” He
says that regulatory constraints may make a
40-Act liquid alternative easier to use when
doing classic risk budgeting. Because the
range of portfolio exposures may be limited
by prospectus, liquid alts may be more predictable in their risk exposures.
And he says that institutions should use
the same types of background checks on the
principals as would be done for illiquid alternatives managers. “You need to make sure
these are battle-tested veterans of integrity,”
says Lake. “Especially as experienced hedge
fund managers at the helm of a liquid alternative fund tend to outperform.” He points to
a seminal paper on liquid alts which found
that managers of alternative mutual funds
with hedge fund experience outperformed
those without by “as much as 4.1% per year
net-of-fees.”1
Lake also says that high performance dispersion among managers brings the potential for significant error or success to manager
selection. He uses Exhibit 2 to illustrate the
challenge, pointing to the wide performance
dispersion between the ten largest long/short
equity mutual funds compared to the limited
dispersion between the ten largest conventional large cap blend stock mutual funds,
during the period from the equity market peak

in 2007 through the end of the first quarter
of 2014. Moreover, he says that the largest
and lowest cost long/short equity mutual
funds at the start of the period were among
the performance laggards. The top performer, run by a highly experienced hedge
fund manager, had the highest expense
ratio. “In liquid alts, as in classic alternatives,” says Lake, “investing in top talent remains paramount.”
According to Todd Cassler, President of Institutional Distribution at John Hancock Investments, many of these challenges can be
addressed by using packaged strategies.
“The characteristics and underlying strategies
have evolved over time,” says Cassler. “With
a packaged alternative solution you get a professional money manager who will understand those nuances, do the due diligence
and monitoring, actively manage the mix of
managers, and control the amount of risk
that will be taken within the overall solution.”
“The fact is, investors do have a higher
due diligence and governance hurdle for liquid alternatives,” says Chris Bricker, Head of
Alternatives for AllianceBernstein. “For liquid
private placement vehicles you still have to
conduct the same due diligence procedures
that you would when selecting a traditional
hedge fund strategy. But once you're delivering that into a mutual fund market, I would
say a higher level of governance is still required compared to traditional asset classes
and strategies.” He says that investors
should pay special attention to the pedigree
of the manager, the track record (of both the
liquid vehicle and similar illiquid strategies),
and manager AUM. “Assets is an important
indicator of manager stability and longevity,”
says Johnson. “Investors need to be sure that
a manager will be successful enough in raising assets to keep the strategy going.” ~

1Vikas Agarwal, Nicole M. Boyson, and Narayan Y. Naik, Hedge Funds for Retail Investors? An Examination of Hedged Mutual Funds (Journal of Financial and Quantitative Analysis, Vol. 44, No. 2, 2009),
p. 275.

EXHIBIT 2: 10 Largest Long/Short Equity Mutual Funds vs. 10 Largest Large Cap Blend Mutual Funds
Annualized risk/return from equity market peak at October 9, 2007 through March 31, 2014 (based on daily data from Morningstar categories)
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Lyxor is a global alternative investment manager, offering genuine
hedge fund expertise in risk management, asset allocation, hedge
fund selection, investment advisory and portfolio construction. our
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valuable insights into the Hedge Fund industry enabled us to develop
a complete Alternative investment offering, with a wide spectrum
of investment solutions including: hedge fund portfolio advisory,
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managed account platforms and an alternative UCits platform.
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document. An investment in any security or financial instrument involves a high degree of risk, including potential loss of capital. Lyxor Asset Management (Lyxor AM), Simplified Private Limited Company
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PRUDENTIAL REAL ESTATE INVESTORS

LOOKING TO DIVERSIFY YOUR DC PORTFOLIO?
LOOK TO PRIVATE REAL ESTATE INVESTMENT.
Plan sponsors are searching for ways to diversify their
investments for better retirement outcomes. Investing
in private commercial real estate offers a powerful source
of diversification to help bolster defined contribution
target date funds.
REDUCED PORTFOLIO VOLATILITY. Low correlation to
stocks and bonds.1
CONSISTENT PERFORMANCE. Less volatility and more
predictable returns.
INCREASED DOWNSIDE PROTECTION. Fewer quarters of
negative total returns than stocks or bonds since 1980.2
Prudential Real Estate Investors has a long track record
of offering DC plan sponsors ways to invest in private
commercial real estate and benefit from daily valuation
and liquidity.
PREI® has more than $55 billion in gross assets under
management3 and more than 650 professionals globally.
To learn about PREI’s private commercial real estate
options for DC plans, visit prei.com

1

Sources: S&P 500 and the Barclays US Aggregate Bond Indices. 2Sources: Total returns derived from the NCREIF-ODCE, S&P 500 and the Barclays US Aggregate
Bond Indices, 1980-2012. 3As of 3/31/2014, PREI’s net AUM was $41.8 billion.
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