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Investors of all types (institutional/individual, long-
only/hedge, buy-and-hold/trading, etc) are looking for
investment ideas that can generate positive alpha. Recent
events are changing the investment landscape i as well as
some of the rules T to a greater extent than at any other
time in the past 75 years. As such, investors will need to
refine their existing investment models i if not develop
new ones i to account for the massive changes underway.
Amba Research Advisor Nels Friets chaired a senior
management brainstorming session in mid-September.
From the comparative calm of Singapore, Nels filtered the

t eambs

titudi nous

observations in the hopes of providing professional
investors with a handful of insights.

Four investment themes, in particular, worth considering

Bottom line, core investment fundamentals will remain the same
and investment opportunities will continue to present
themselves i but four investment trends will need to be factored
into investment models:

Trading mentality
to dominate in the
short term

Top-down macro
and thematic
investing to rise

Medium term, mid-
and small-cap
markets will be
under-researched

ETFs, preferreds,
warrants and
converts will grow
in importance

The new investment landscape will force
investors (of various types with various
mandates) to be even more aware of
short term price movements (whether this
is for trading, market entry/exit purposes,
or for yield enhancement) and to be more
thorough in their analyses.

Macro analysis and thematic
perspectives will attract more attention in
the near term.

At the same time, mid-/small-cap
markets/stocks will be largely shunned,
thus creating attractive options in the
medium term.

Non-traditional institutional investment
instruments (including ETFs and
preferreds) will become more accepted
and utilized by all types of investors.
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chosen and professionally trained

analysts work offshore in support of our
clientsd research tea
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Massive change No one can be entirely sure of what the new landscape will look

underway which i ke. Beatl es f an‘estemday dlldyteoubpggest t hat
will impact the seemedsofarawayd and t haelpogevi t i ndpei more | i ke
Investment fRevolutiond t hethBedi. A mifoander Brad West

expounded on fifteen emerging trends in international capital

markets BlackKiSeptemberal n t hi s aut hordés view, t|
sever al Ahi ghly probabl ed outcomes t ha
influence on the investment process and the identification of good

investment ideas.

A more restrictive In the short to medium term, there will clearly be less leverage

environment in the available for investors; financial institutions will be more

near terme conservative with their reduced capital levels (thus affecting
investors and corporates) and there will likely be increased
regulation as well. There is also likely to be increased regulation
in respect of structured products (akin to what was seen post-
Internet bubble with research independence); this will probably
reduce the amount of interest in hedging activity. The current
short selling restrictions will likely be eased somewhat, but will
also still serve to curtail the viability of several up-to-now
commonly-seen strategies. There will also be decreased
research coverage as a result of cost pressures. These factors
will all lead to reduced liquidity, especially among small/mid-cap
stocks and for smaller markets. The combination of reduced
hedging activity, shrinking prop trading desks, and lower trading
volumes will likely lead to increased volatility i both intra-day
and ongoing (look at VIX). Reduced liquidity and increased
volatility typically lead to larger bid/offer spreads as well. It is also
easytoenvisioni ncr eased Owi niwards tdereeds si ng o6
of quarters (thus offering attractive trading or market entry/exit
opportunities), as many fund managers will be reluctant to report
holdings of dramatically underperforming sectors/stocks (even if
that is where the value lies).

éwhich wil 1 Inthemedium tolong term, one can expect a slight relaxation of

other opportunities some of these factors (the pendulum usually swings too far and

in the medium term then comes back). But there will be a continuing migration towards
the use of more passive investment vehicles (such as index
funds and ETFs) and a change in the relative importance of
different investor types/mandates. Sovereign funds will gain
share (especially if oil prices stay strong) and the so-called
fihedge dpacewvdllsee ashakeout (true hedge funds should
actually prosper while the unregulated, highly geared directional
players will lose out). This would tend to imply that absolute
performance will become more important than relative
performance (something that has always been true for individual
investors). A more contentious assertion is that ever-changing
accounting standards (which currently force many companies to
i ncl udcef foéot ei n rywquartér due to reyaluaione
gains/losses et al), shrinking research headcounts, and the
ongoing desire for analysts to promote non-consensus ideas will
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lead to less reliable earnings forecasts. This should serve to
help the quants teams and independent research houses i as well
as continue the trend towards outsourcing (for effectiveness and
efficiency reasons, as the buy-side will require more inputs as well
as more comprehensive inputs).

Basic investment That said, the four basic money-making strategies remain intact:
strategies remain 1. asset allocation (commodities vs. equities vs. bonds vs.
the same property vs. cash as well as markets/sectors within an asset

class); 2. thematic investment (which drives market and/or
sector selection); 3. bottom-up stock analysis (which can lead to
a buy, a sell, or a short decision); and, 4. the use of favorable
investment instruments (as Buffett does with convertibles and
others have done with preferreds or options). The increased
volatility and reduced volumes will place even more importance on
getting such choices right.

1. Asset allocation

Asset allocation Whilst asset allocation has historically been of most interest to

alternatives are macro funds and of limited interest to many equity fund managers
increasingly (due to their mandates) and individuals (who tend to have fewer
available to more choices), the poor performance of traditional equities and the rapid
investors development of the ETF market are inevitably leading to change.

There are now almost 2,200 ETFs listed around the world,
including more than 500 which were set up in 2008 alone. In this
total are 490 sector ETFs and 346 commodity-linked ETFs. For
institutional investors, ETFs often represent an effective way to
invest beyond the original mandate whilst remaining within its
allowable scope (e.g. enabling a domestic equity fund to invest in
gold). ETFs can also facilitate large shifts in portfolio weightings
with minimal market impact i and therefore, at a lower overall
transaction cost (saving as much as 200bp on a trade when
commissions and market impact are factored in). For individual
investors, ETFs can be used to lower costs (versus traditional
mutual funds/unit trusts) and/or to increase exposure (to asset
classes such as gold and/or overseas markets and/or sectors)
and/or reduce single stock exposure risk. The trend towards
increased usage of ETFs will continue.

Oil vs. gold vs. The past few years have seen a dramatic rise in the prices of

equities commodities T in part, driven by physical supply/demand but also
in part due to the relative attractiveness of commodities versus
equities. Crude oil returned almost 30% per annum over the past
five years (despite its recent 35% reversal) whilst gold delivered
about 18% per annum i both well ahead of the S&P5 0006 s 7 %
figure (Figure 1). Gold will no doubt maintain its luster (pun
intended) as it has historically benefitted in times of uncertainty
and inflation. Crude oil has seen some short term downside (on
the back of concerns about the OECD demand side of the
equation) but should nonetheless remain well above the $20
historical average given supply issues (and occasional supply
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shocks) as well as continued increasing demand from emerging
economies.
0il and gold have Figure 1: Five year comparative returns i Oil, Gold, S&P 500

easily outpaced for explanation. Index COMP

equities over the Hit 1<GO> for Options, Hit <Page> for table.
past five years COMPARATIVE
Range o S/29/08 ' Monthly
Securities Crncy P r otal Ret Diff
iUSCRWTIC Index 3% 140.2

S. WTI Cushin
AMF

Source: Bloomberg

Significant variance There has also been an extremely wide variance of returns
in performance between equity markets (Figure 2). Four of the five global markets
across markets shown below posted gains in 2007 whilst all have lost ground over

the first nine month of 2008. However, there was great value
being in Hong Kong/China and India last year i and avoiding them
this year. The compounding effects are staggering i picking right
(India in 2007, US in 2008) would have resulted in a 19% overall
gain whereas picking wrong (Japan in 2007, India in 2008) would
have yielded a 44% overall decline.

Figure 2: Comparative market performance
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Significant variance The same holds true within markets i but the variance between

also evident at the performances of the largest five sectors within the S&P 500 is
sector level within a even more striking. There were sectors which lost ground in 2007
market (despite the market rising) and sectors which gained ground in

1HO08 (despite the market falling), although all had declined by end
September. Further, whereas the top performing markets of 2007
underperformed in 1HO08, the woes of the worst performing sector
(diversified financials) continued (i.e., the standard mean
reversion strategy would not have worked). However, as with the
markets, the compounding effects are dramatic i the best strategy
(for 2007 and 1H08) would have generated a 34% positive return
whilst the worst would have lost 55%. Using 2007 and 9MO08, the
best strategy gained 13% whilst the worst lost 50% (Figure 3).

Figure 3: Comparative S&P 500 sector performance
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even greater than Sector performance within S&P500
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Macro analysis will In terms of generating alpha, this implies that choosing the

become even more correct asset class/market/sector is critical. In most cases,

important this far outweighs the benefit of selecting the best performing
stock within a market or sector (even more so since there will
be fewer stocks under coverage). As such, there will be an
increase in top-down analysis (doubly so given the cost
pressures facing the investment community) and more
attention paid to both cyclical and secular trends/themes (see

below).
This will present There will, however, be many instances when the pendulum
opportunities in will swing too far and value will appear in unloved asset
oversold asset classes (as was recently seen by the greenback 6 s b o uthec e v s
classes, markets, . L
and sectors Euro), unloved markets (look at what happened in Asia in 4Q98

despite the pain being felt from the Asian crisis), and unloved
sectors (does anyone need to be reminded of the 30-50% gains
posted by some large-cap financial stocks over a 48-hour period
from 17-19 September?). Whilst the current financial crisis has
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provided some notable exceptions (e.g. Lehman Brothers and

Washington Mutual), the old adage that
everythingo is stildl wort hersaeneime mber i ng
investors will be rewarded.

. Thematic investment

From a thematic perspective, the global trends as well as the
fallout from the current financial crisis will be the key drivers. The
two significant global issues that most impact the long term
investment picture must be the growing economic clout of
emerging economies (which affects demand for natural
resources and which increases domestic consumption) and the
increasing concerns related to the environment (which are
creating opportunities for firms in fields such as water treatment
and alternative energy). At the same time, there has been a very
noticeable increase in the risks of nationalization i either for
political (e.g. Venezuela/foreign firms) or economic (e.g. US/
banks) reasons i and in overall regulatory risks (e.g. ownership
restrictions, capital controls). These risks can no longer be viewed
as mere Oprospectus footnotesd and i mp
consider such scenarios in their sensitivity analyses.

As mentioned earlier in this paper, the changes resulting from the
current financial crisis will be massive. If there was a way to invest
in risk management systems, that would be a no-brainer (akin to
being able to invest in compliance officers from 2002-07!).
However, there are other, more investible themes that should be
considered i such as looking for those firms least affected by the
credit crunch (ones in a net cash position), commodity linked firms
(which benefit from continued high commodity prices), M&A
targets (which outperform the buyers more than 80% of the time),
outsourcing firms (which help firms reduce cost), and the (more
controversially) o6financial sector sur
imply a return to healthy margins in the medium term).

In recent years, there have been two major themes in regard to

currencies:t he rotation bet Eee®YenDdbla fbig thr
ithe three most traded currencies) and
(borrowing in a low interest rate environment and buying in a high

interest rate environment 1 for example, borrow Yen, buy

Australian Dollars). In the case of the former, it will change from

Awhi ch i s t(&ge thesBuro foom@ahs2006 until mid-

2008, Figure4)t o Awhi c h &.g theoDokarwhichlgained (

12% vs. the Euro from mid-July 2008 until mid-September 2008)

or fAwhich i s t heoddethesUS printmmgapkessc ur r ency

vs. the Japanese Yenforaweak Yenvs.t he Eur ob6s decreasi |
competitiveness).
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The Euro rallied for Figure 4: US Dollar vs. Euro
two-and-a-half years

Source: Bloomberg

Carry trades will be Carry trades, on the other hand, will become less popular than

less popular they have been in recent years due to volatile currencies (carry
trades do not work well when the cross-rates are relatively
unstable, as anyone who was long the New Zealand Dollar from
April-August 2008 can unfortunately attest) and reduced leverage.
In both cases, a combination of increasing regulation and
enhanced risk management may well limit the amount of cross-
border forex trading for many investors as well.

Smaller markets, 3. Bottom-up stock analysis
sectors, and

stocks will fall off In the medium term, as a result of reduced analyst coverage and
the radar screené concerns about liquidity, smaller markets/sectors/stocks will

get |l ess attention and gradually slip
-.and gradually territory. There will be significant gaps between the inherent and

become attractive the market values of a market/sector/stock, whether one looks at

earnings multiplies or book values or discounted cash flows or
dividend streams. Previous examples of this are easy to identify i
whether they be from one-off shocks (such as September 2001
when markets fell 15% in a matter of days), a short term
phenomenon (such as SARS in 2003) or from financial crises
(such as the 1997 Asian crisis). In the case of one-off shocks and
short term phenomena, sharp drops are usually followed by a
relatively rapid bounce. In the case of financial crises (although
none in recent memory is as severe as the one being experienced
now), the recovery in share prices is often started by M&A activity
(trade buyers) and 6valued investors (
sovereign funds, and private equity).

© AMBA HOLDINGS INC 2008
This document contains information confidential and proprietary to Amba Holdingdil#cnib a 0 ) 7
and may not be reproduced or distributed in whole or in part without the prior written consent of Amba




