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2. The true diversification
benefits of liquid alternatives
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3. Where are we in the
current economic cycle,
and what does history tell
us comes next?
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Week in Review
Global equity markets were mostly flat for the week, taking a break following the post-Christmas rally. The S&P 500 Index
is up more than 13% since December 24. Technology was a key area of strength in the U.S., while consumer staples and
communication services lagged. Within domestic equities, mid-cap stocks shined, besting both large-caps and smallcaps, and value stocks outperformed their growth counterparts.
International markets outperformed domestic, with emerging markets leading the way. European stocks struggled with
some specific regions bucking the trend. Finland, Germany, and the Netherlands were particularly strong.
There wasn’t much to report in the fixed income markets, as economic data releases have been sparse due to the
government shutdown. Corporate bonds outperformed Treasuries on the margin, particularly those with longer
maturities. High yield and Treasury Inflation-Protected Securities (TIPS) were relative underperformers. Commodities
were slightly lower on the week, but following a difficult 2018, the Bloomberg Commodity Index is higher by 6% so far
this year.
Last week ended on a positive note following a temporary agreement to reopen the U.S. government.
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process, we can stay focused through
all the drama that surrounds the
market and keep investors on track.
For more information on CLS’s Risk
Budgeting Methodology, visit the
dedicated Risk Budget resource page
on our website.

Shana Sissel, CAIA
Portfolio Manager
Shana Sissel joined the CLS Portfolio Management Team in 2018. She is responsible for actively
supporting the Portfolio Management Team’s efforts within a variety of special projects and
investment management strategies, as well as writing and speaking on behalf of CLS.
Ms. Sissel has more than two decades of industry experience at leading investment firms,
primarily in Boston and Chicago. Most recently, she was a Client Portfolio Manager at Ariel
Investments where she represented Ariel’s Domestic Research Team. Ms. Sissel also brings
a vast background in market research and analysis through various roles held at Fidelity
Investments’ Strategic Advisor Inc., Mercer Investments, Peak Financial Management, and
Russell Investments.
Ms. Sissel earned a Bachelor of Science Degree in Sport Management from the University of
Massachusetts at Amherst before receiving her Master of Business Administration Degree from
Bentley University’s McCallum School of Business. She also holds the Chartered Alternative
Investment Analyst (CAIA) designation.
As a frequent media contributor, Ms. Sissel has appeared on CNBC and other regional news
outlets. She has also been quoted extensively in the Wall Street Journal, Smart Money, and
Investment News.

The Truth About Liquid Alternatives
The
world
of
alternative
investments was flipped on its
head over a decade ago when
hedge fund inspired Investment
Act of 1940 (40 Act) funds
began appearing on the scene.
While diversification benefits
can be achieved through liquid
alternatives, it’s important to keep
our expectations in check. Unlike
traditional hedge funds, liquid
alternatives have significant
limitations in how and what
they can invest in that curb
their alpha-generating potential
compared to their hedge fund
counterparts. Let’s take a look
at the three biggest structural
limitations that liquid alternatives
face under the 40 Act.
1. Liquidity:
One
of
the
benefits offered by traditional
alternatives, such as hedge
funds and private equity, is
the illiquidity alpha. Investors
often understand and expect
that by giving up daily liquidity
they should be rewarded
with better returns. This can
come through many different
avenues, whether it be allowing
the manager to invest in less

liquid investments or giving
the manager time to trade
more patiently. This illiquidity
alpha is not available in liquid
alternatives. The 40 Act limits the
ability of liquid alternative funds
to invest in illiquid securities
(defined as instruments that
take longer than seven days to
liquidate in the public markets).
A 40 Act fund is mandated to
maintain 85% of its portfolio in
liquid assets.
2. Shorting: The ability to
go short as an investment
strategy is what originally put
the “hedge” in hedge fund.
Strategies like equity market
neutral and fixed income
arbitrage count on shorting to
be a significant aspect of their
investment strategy. The rules
of the 40 Act severely limit how
much shorting can be done. As
a result, many of the strategies
that are most beneficial for
diversification purposes cannot
be effectively executed in a
liquid-alternatives structure.
3. Leverage: Funds registered
under the 40 Act cannot

employ leverage as effectively
as their non-40 Act peers.
The 40 Act limits the use of
leverage to 33% of the gross
asset value of the fund, using
either derivatives or securities
as margin collateral. Leverage
is a double-edged sword, of
course, but a manager with real
skill in executing their strategy
can use leverage to potentially
increase
the
rewards
to
shareholders.
Leverage
is
often the key reason liquid
alternatives underperform likeminded hedge fund peers.
Despite
these
structural
limitations, the diversification
benefits provided by liquid
alternatives remain. At CLS, we
allocate to alternatives through
our
Focused
Alternatives
portfolio.
In
the
portfolio,
we employ funds that utilize
strategies such as merger
arbitrage, buy-write options
and long-short equity to help
reduce the overall risk for our
clients. You can build a strong
alternative allocation using liquid
alternatives, if you keep your
expectations in check.

It’s All About the Economic Cycle
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the chart below.
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this period.
2. Mid-Cycle: This period is marked
by economic expansion, which
can continue for several years. The
mid-cycle is arguably the longest
phase in the economic cycle;
the one we just experienced was
the longest mid-cycle period in
history. This phase is marked by
steady,

peaking

growth,

strong

credit markets, strong corporate
earnings and profits, stable political
policy, rebounding inventory levels,
strong sales growth, and improving
consumer sentiment.

Note: The diagram above is a hypothetical illustration of the business cycle. There is not always a chronological, linear progression
among the phases of the business cycle, and there have been cycles when the economy has skipped a phase or retraced an earlier one.
* A growth recession is a significant decline in activity relative to a country’s long-term economic potential. We use the “growth cycle”
definition for most developing economies, such as China, because they tend to exhibit strong trend performance driven by rapid factor
accumulation and increases in productivity, and the deviation from the trend tends to matter most for asset returns. We use the classic
definition of recession, involving an outright contraction in economic activity, for developed economies.
Source: Fidelity Investments (AART), as of 12/31/18.
© 2018 FMR LLC. Used by permission.

The Morningstar Global Market Large-Mid Index is an index that measures the performance of the global market’s equity markets targeting the top 90% of stocks by market
capitalization. The Morningstar U.S. Market Index is an index that measures the performance of U.S. securities and targets 97% market capitalization coverage of the investable
universe. It is a diversified broad market index. The Morningstar U.S. Large Cap Index is an index that measures the performance of U.S. large-cap stocks. These stocks
represent the largest 70% capitalization of the investable universe. The Morningstar U.S. Small Cap Index is an index that measures the performance of U.S. small-cap stocks.
These stocks fall between the 90th and 97th percentile in market capitalization of the investable universe. In aggregate, the Small Cap Index represents 7% of the investable
universe. Morningstar Global ex U.S. Large-Mid Index is an index that measures the performance of Global Markets (ex-U.S.) equity markets targeting the top 90% of stocks by
market capitalization. The Morningstar DM ex U.S. Large-Mid Index is an index that measures the performance of developed markets ex-U.S. equity markets targeting the top
90% of stocks by market capitalization. The Morningstar EM Large-Mid Index is an index that measures the performance of emerging markets targeting the top 90% of stocks
by market capitalization. The Morningstar U.S. Core Bond Index is an index that measures the performance of fixed-rate, investment-grade USD-dominated securities with
maturities greater than one year. It is market-capitalization weighted. The Morningstar Cash Index is an index that measures the performance of a Treasury Bill with six to
eight weeks until maturity in the U.S. market. The Morningstar Global Long-Only Commodity Index is an index is fully collateralized commodity futures index that is long
all in equitable commodities. This index provides investors with a means of understanding the performance of commodity futures markets and serves as a benchmark for
investment performance of commodities as an asset class. The Morningstar Diversified Alternatives Index is an index that provides diversified exposure to alternative asset
classes in the ProShares ETF lineup. An index is an unmanaged group of stocks considered to be representative of different segments of the stock market in general. You
cannot invest directly in an index.
Any graphs and charts contained in this work are for informational purposes only. No graph or chart should be regarded as a guide to investing. While some CLS portfolios
may contain one or more of the specific funds mentioned, CLS is not making any comment as to the suitability of these, or any investment product for use in any portfolio.
The views expressed herein are exclusively those of CLS Investments, LLC, and are not meant as investment advice and are subject to change. No part of this report may be
reproduced in any manner without the express written permission of CLS Investments, LLC. Information contained herein is derived from sources we believe to be reliable,
however, we do not represent that this information is complete or accurate and it should not be relied upon as such. This material does not constitute any representation as
to the suitability or appropriateness of any security, financial product or instrument. There is no guarantee that investment in any program or strategy discussed herein will
be profitable or will not incur loss. This information is prepared for general information only. It does not have regard to the specific investment objectives, financial situation,
and the particular needs of any specific person who may receive this report. Investors should seek financial advice regarding the appropriateness of investing in any security
or investment strategy discussed or recommended in this report and should understand that statements regarding future prospects may not be realized. Investors should
note that security values may fluctuate and that each security’s price or value may rise or fall. Accordingly, investors may receive back less than originally invested. Past
performance is not a guide to future performance. Individual client accounts may vary. Investing in any security involves certain non-diversifiable risks including, but not
limited to, market risk, interest-rate risk, inflation risk, and event risk. These risks are in addition to any specific, or diversifiable, risks associated with particular investment
styles or strategies.
The CAIA® is the globally-recognized credential for professionals managing, analyzing, distributing, or regulating alternative investments. To learn more about the CAIA,
visit https://caia.org/
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