An alternative view on Modern Portfolio Theory

CFA Institute Research Foundation’s Laurence Siegel
analyses the future role of alts in pension portfolios
By Ann Logue
Institutional investing is always changing. In recent
years, the factors affecting the market include a
reduction in expected risk-adjusted returns, pressure on
fees, and concerns about liquidity.
Laurence Siegel is one of those who has been studying
these and related issues. He is the Gary P. Brinson
director of research for the CFA Institute Research
Foundation, a position he has held since 2009. Siegel earned an MBA from the
University of Chicago and joined Ibbotson Associates after graduation. He then
joined the Ford Foundation in 1994 as director of quantitative analysis and was
named director of research in 2004. He became involved in the CFA Research
Foundation in 2005, and he continues to be part of their work.
In recent years, Siegel’s work has addressed the impact of Modern Portfolio
Theory (MPT). He says that it has worked so well that most investors can’t
exploit alpha to solve pension fund shortfalls. The problem doesn’t affect portfolio
managers as much as it does plan sponsors.
Bloomberg reports that, as of 2014, the average state pension in the United
States was 70% funded, but there are extremes such as Illinois’ retirement
systems with a 40% funded status. Regardless of current funding status, public
and private plan sponsors alike would welcome the opportunity to make smaller
contributions created by strong investment performance. Even a tiny bit of alpha
would help.

But, if wishes were horses, beggars would ride. In essence, Siegel says that MPT
has been so successful that almost all defined benefit plans are at or near the
efficient frontier. Investments in defined contribution plans are less well
positioned, but their situation is improving with the introduction and refinement of
target-date funds.
The upshot? There are fewer ways to improve portfolios through mean-variance
optimisation and fewer assets that are not already being valued to reflect risk and
return appropriately. Alpha is more elusive than ever.
Siegel has been one of the researchers working on “smart beta” or “strategic
beta” as an alternative to the MPT. It’s not that the MPT is a dead concept, Siegel
explains. Rather, it is only one way to think about factor investing. By looking at
different forms of risk and different sources of return, investors may have
opportunities to beat the market.
The idea behind smart beta is that investors can earn returns that are above the
market rate by optimising on different market factors.
“The old arbitrage pricing model is a way of breaking the market into factors that
aren’t investable but are explainable,” he says. Smart beta is similar, but it is
designed to be investable in much the same way that the market as a whole has
become an investable asset through index funds.
“You can earn returns higher than the market by taking advantage of specific
market factors,” he says, “but this only works on average over time. For example,
value is a good strategy for the long run – but it has underperformed for several
years. Investors in smart-beta factors need to be patient.”
Most MPT or optimisation programmes work with a market-cap weighted index
as the benchmark for determining the amount of risk you need to take to achieve
a given expected return. However, market capitalisation is not the only way to
weight the securities in a fund. Smart beta uses other factors such as
price/earnings to determine the weights of the holdings. Using these factors leads
to different performance that may improve overall risk-adjusted return in a fund.
Many active managers take this approach in a less systematic way. “If you’re
picking stocks intending to beat a benchmark, the line between alpha and beta is
fuzzy,” he says.
This can be used to improve the analysis of alternatives, Siegel says. They are
viewed as a source of alpha in the traditional MPT, generating returns that are
greater than the amount of market risk would suggest. However, the sources of
non-market return can be broken down into liquidity risk, transparency risk, and a
certain amount of tail risk – this last one being the risk of an extreme event that
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can cause a blow-up. When an initial public offering turns private equity into
public stock, the investment risk changes even though the underlying asset does
not. That difference is what smart beta captures, Siegel says. “Return means
nothing if you have alternatives that you can’t get out of.”
Illiquidity has often led to overstatement of returns. “If a return seems completely
uncorrelated with anything, there’s a question that the numbers are ‘marked to
model’, which is a polite way of saying made up,” he says. Outright fraud, such
as that committed by Bernie Madoff, is not likely, but there are legitimate
problems finding an accurate valuation for private equity, real estate, and
sometimes emerging markets. When an asset is sold, it may turn out that its
actual risk and return were different than what was assumed at the time of
investment.
That raises a big question: “Is MPT the right tool for blending such liquid assets
as stocks and bonds with illiquid, transparent alternatives?” he asks. After all,
MPT assumes liquid markets; it does not allow for illiquidity or information
problems. When it comes to investments that inherently violate the assumptions
of MPT, the model may need to be reconsidered or at least adjusted.
Of course, the increased emphasis on defined contribution plans in the private
sector and as a component of public pension reform makes the overall pension
crisis worse, even as it eases some pressure on sponsors to save enough.
A June 2014 study by Siegel and Stephen C. Sexauer, Alternative Investments in
DC Retirement Plans: Opportunities and Concerns, shows some of the thinking
on alternatives. The authors note the significant differences in risk management
between defined benefit and defined contribution plans. First, defined contribution
plans lack the benefits of longevity risk pooling. Second, investments must be
structured according to the beneficiary’s liquidity needs, which will limit their
sources of return.
A defined contribution plan cannot easily take advantage of the risk premium for
illiquidity. Because it is portable, and may be liquidated at the beneficiary’s
election (albeit with possible tax penalties), the funds have to be held mostly in
liquid assets. Alternatives are fundamentally illiquid, Siegel says, so that source
of return is all but eliminated. (There are some liquid alternatives that are closer
to smart beta and that may be acceptable in DC plans.) Plans that pool members’
longevity risk can better manage certain types of liquidity risks. If some of your
beneficiaries will liquidate their accounts this year, but others will not be drawing
benefits for 40 years, the plan has more investment flexibility than one where
everyone can pull out at any time.
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These are not MPT problems, though, they are issues of policy. These
differences not only increase the amount of money that any one plan participant
has to save, but it also limits the use of alternatives.
Investment performance matters, but pension plan sponsors have been too
optimistic about return, and alpha is not a panacea for poor funding. The thesis
behind Siegel’s recent work on pensions is that investment strategy is third in
importance to having adequate savings and longevity risk pooling. All the meanvariance optimisation in the world means nothing if there are not enough
underlying assets to meet the client’s objective, and no market anywhere is
inefficient enough to save some struggling public pension funds.
The issue affecting public pensions is universal. As interest rates came down,
plan sponsors had to increase contributions or cut benefits, and they either could
not or would not do so. The accounting treatment allows pensions to delay
reckoning. “The GASB method is just crazy, to use the expected return as a
discount rate,” he says. At a minimum, Siegel would like to see managers and
sponsors use the treasury yield curve for internal pension calculations.
The analytical framework of smart beta has implications for the institutional
reliance on alternatives beyond the method of portfolio optimisation. Institutions
already rely heavily on them. The Willis Towers Watson Global Pension Assets
Study 2016 reported that institutional pension fund assets in the 19 largest
pension markets totaled $35.4 trillion at the end of 2015. This includes both
defined benefit and defined contribution plans and represents 35% of institutional
assets in the world’s capital markets. In aggregate, these funds have 24% of
assets allocated to alternatives (defined here as real estate, hedge funds, private
equity, and commodities). This is a huge increase from the 5% allocation
reported in 1995. The alternatives allocation in the United States is higher than
average, at 29%.
“Frankly, most hedge funds have returns that can be duplicated through trading
strategies,” Siegel says. The magic is gone, as recent industry performance
numbers attest.
In the push for alpha, portfolio managers (and those who market to them) have
pursued investments in a range of assets labelled alternative. Not all of these
have been sustainable long-term investments. Good alternatives have a theory
behind them, Siegel says – a reason why they should work. Bad alternatives are
based on luck or inside information. An example of a bad alternative is the nowbanned practice of investing in soccer players.
Because of these factors, it may be difficult to know exactly what is in an
alternative portfolio, creating the occasional blow-up. This cannot always be
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dismissed as tail risk. “In an equity alpha play, money has to be taken away from
someone else,” Siegel says. “The pure alpha game has always been hard.”
The emphasis on indexing makes it harder to find alpha by creating fewer
opportunities for inefficiencies.
One result of this is continued downward pressure on fees. “If I were running one
of these businesses, I would be jumping for joy if someone wanted to pay me 1.5
and 15,” he says. The best managers aren’t going to compete on fees, and they
are rich enough to walk away from the money management business if it
becomes a hassle.
“Looking forward, alternatives still have a place in the plan,” Siegel says, but that
comes with a better understanding of the sources of return. Namely, much of
what portfolio managers once considered to be alpha from alternatives is now
known to be premia for illiquidity and opacity. Considering these in optimisation
will lead to better overall investment performance.
That being said, the improvements in performance will not be enough to solve
funding shortfalls. “You can’t turn alpha into enough money to matter,” Siegel
says. “More savings, less yield. That’s my speech.”
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