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The Road Ahead is a series of short comments on investment strategy by Teun Draaisma and Henry Neville.

The second law of thermodynamics states that the degree of disorder (aka entropy)
of any closed system will never decrease going forward in time. In investing, the
equivalent might be that the game is never getting any easier. Now more than ever. A
host of things investors have benefitted from in recent decades is likely to turn on a
multi-year view, we think.

What has not changed is the need to deliver performance. The required return of

the top 130 US State Retirement Schemes, for instance, as reported by the National
Association of State Retirement Administrators, continues to be a median 7.0%, which
will be incredibly hard to achieve (see The Road Ahead #3: The Forgotten Rule for
more detail).

Here is our list of eight things investors can no longer rely on, starting with the
commonly known, ending with the more esoteric;

1. Traditional assets to deliver strong returns: Starting valuations have eased but
are still well above average. For example, the current Shiller PE of 28.9x is 67%
above its long-term average of 17.3, and nominal rates are still well below nominal
trend growth. In addition, we know that traditional assets perform badly in times
of high and rising inflation. What is more, investors are still heavily invested in a
portfolio of traditional assets;

2. Bonds to diversify equity risk: Stock-bond correlations have almost always been
positive during 3-year periods of average core CPIl exceeding 2.7%, empirically.
This is due to the fact that when inflation is high, higher inflation is bad for both
equities and bonds;

3. Attractive Sharpes from portfolios of traditional assets: This follows straight
from the aforementioned points, but we feel it merits its own bullet point.
Occasional monster rallies notwithstanding, a static portfolio of traditional assets
will deliver more volatility and less performance;

4. Generic factors to perform consistently: McLean and Pontiff (2012) already
calculated the alpha decay in factor returns from in-sample testing to post-
publication as 58% (Figure 1). Of course, more computing power, new data and
new techniques have extended alpha possibilities in recent years. And while we
expect hedge funds can continue to extract alpha from certain inefficiencies
and behavioural features, especially those that are on the cutting edge of alpha
innovation, continuous alpha decay means the game is getting ever harder;
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https://www.man.com/maninstitute/road-ahead-forgotten-rule
https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2156623

Figure 1. Significant Alpha Decay After Factor Discovery'
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Source: McLean and Pontiff; as of 2012.

5. Hedge fund managers to deliver above-average performance: Figure 2,
provided to us by our colleague Richard Barclay, shows a steady decline in the
rolling 5-year and 10-year alpha of the HFRI Equity Hedge Index over the MSCI
World Index, measured as return over and above beta. We speculate that, in
addition to the previous point, the strongest driver has been the move to passive:
as the market share of passive investment has gone up, the weaker active investors
have been squeezed out, thus leaving the remaining investors with stronger
competition and a harder job to come out winning in the zero-sum game that is
pure alpha;

Figure 2. Where Has The Aggregate Hedge Fund Alpha Gone?
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Source: HFRI, MSCI, Man FRM; as of 31 July 2022.

6. Especially for our Australian friends - AUD weakness in global equity market
corrections: While many believe AUD weakens in equity market corrections due to
its correlation with equities, we have found that the Australian dollar almost
always mirrors the direction of commodity prices in equity market corrections.

If indeed equity market corrections will more frequently be driven by higher
inflation, consistent AUD weakness would disappear, taking away a beneficial
feature through the translation effect to investors down under (Figures 3, 6 and 7);

1. From McLean and Pontiff (see link in item (4)). The chart plots the coefficients from a regression containing dummy variables that signify the last 12 months of the original
sample; the first 12 months out of sample; and the other out of sample months. In addition, the publication dummy is split up into six different variables; one dummy for each
of the first five years post publication, and one dummy for all of the months that are at least five years after publication.
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Figure 3. In Equity Corrections, the Australian Dollar Has Been Closely Linked to Commodity Prices

We included all 10%+ S&P 500 equity market corrections since 1970. Every bubble represents one of
those corrections. See the table in the appendix for the full list.
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7. A Negative Correlation Between USD and Oil: Now that the US is no longer a
net importer of oil, oil and the dollar could go up and down together. While unusual
in recent memory, this would be a return to the same positive correlation that
occurred between 1985 and 2000 (Figure 4). This as well as the next observation
originate from a note by our friend and former colleague Gerard Minack from
Minack Advisors, and we thank him once again;

Figure 4. Oil Price and USD TWI
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Source: Minack Advisors; as of 31 July 2022.
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8. EM equities to underperform during periods of USD strength: Selected
commodity-producing EM equities could be capable of outperforming during
stronger periods for the US dollar, if indeed strong commodity prices do coincide
with dollar strength. This was a feature for a while in the 1980s and the early 1990s
(Figure 5). This would be true for commodity producers only, as EM countries in
need of funding would still suffer from the pressures of a stronger dollar.

Figure 5. USD and Relative Performance of EM Equity
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Figure 6. Copper Has Historically Been a Good Bellwether for Australia’s Commodity Exports and Has
Consistent Data Since 1970
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Source: Bloomberg, Man AHL, Man Solutions; as of 31 July 2022.
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Figure 7. Commodity and AUD/USD Performance During Equity Drawdowns

Size of S&P
Peak date Trough date Drawdown AUD/USD Copper Iron Coal Westpac
28/04/1971 23/11/1971 -14% 3% _ - - -
11/01/1973 03/10/1974 -48% 2% 22% - - -

15/07/1975 16/09/1975 -14%
21/09/1976 06/03/1978 -19%
12/09/1978 14/11/1978 -14%
05/10/1979 07/11/1979 -10%
13/02/1980 27/03/1980 -17%
28/11/1980 12/08/1982 -27%

10/10/1983 24/07/1984 -14%

25/08/1987 04/12/1987 -34%

09/10/1989 30/01/1990 -10%

16/07/1990 11/10/1990 -20%

18/02/1997 11/04/1997 -10%

07/10/1997 27/10/1997 -11%

17/07/1998 31/08/1998 -19%

16/07/1999 15/10/1999 -12%

24/03/2000 09/10/2002 -49%

28/11/2002 11/03/2003 -15%

09/10/2007 09/03/2009 -57%

23/04/2010 02/07/2010 -16%

29/04/2011 03/10/2011 -19%

28/10/2011 25/11/2011 -10%

02/04/2012 01/06/2012 -10%

21/05/2015 11/02/2016 -14%

26/01/2018 08/02/2018 -10%

20/09/2018 24/12/2018 -20%

19/02/2020 23/03/2020 -34%

02/09/2020 23/09/2020 -10%

03/01/2022 11/03/2022 -11%

Source: Bloomberg; as of 03/08/2022. S&P and AUD data is total return and spot respectively. Copper, iron and coal are near
end futures performance taken from Man AHL's database, and includes a roll component. Westpac is the Westpac export
weighted basket of commodities produced by Australia. Note: AUD was managed to follow GBP until 1967, then USD until 1974;
then a basket of currencies until 1983 after which it became free-floating.
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Important Information

This information is communicated and/or distributed by the relevant Man entity identified below (collectively the ‘Company’) subject to the following
conditions and restriction in their respective jurisdictions.

Opinions expressed are those of the author and may not be shared by all personnel of Man Group plc (‘Man’). These opinions are subject to change
without notice, are for information purposes only and do not constitute an offer or invitation to make an investment in any financial instrument or

in any product to which the Company and/or its affiliates provides investment advisory or any other financial services. Any organisations, financial
instrument or products described in this material are mentioned for reference purposes only which should not be considered a recommendation
for their purchase or sale. Neither the Company nor the authors shall be liable to any person for any action taken on the basis of the information
provided. Some statements contained in this material concerning goals, strategies, outlook or other non-historical matters may be forward-looking
statements and are based on current indicators and expectations. These forward-looking statements speak only as of the date on which they

are made, and the Company undertakes no obligation to update or revise any forward-looking statements. These forward-looking statements are
subject to risks and uncertainties that may cause actual results to differ materially from those contained in the statements. The Company and/or its
affiliates may or may not have a position in any financial instrument mentioned and may or may not be actively trading in any such securities. Past
performance is not indicative of future results.

Unless stated otherwise this information is communicated by the relevant entity listed below.

Australia: To the extent this material is distributed in Australia it is communicated by Man Investments Australia Limited ABN 47 002 747 480 AFSL
240581, which is regulated by the Australian Securities & Investments Commission (ASIC). This information has been prepared without taking into
account anyone’s objectives, financial situation or needs.

Austria/Germany/Liechtenstein: To the extent this material is distributed in Austria, Germany and/or Liechtenstein it is communicated by

Man (Europe) AG, which is authorised and regulated by the Liechtenstein Financial Market Authority (FMA). Man (Europe) AG is registered in

the Principality of Liechtenstein no. FL-0002.420.371-2. Man (Europe) AG is an associated participant in the investor compensation scheme, which
is operated by the Deposit Guarantee and Investor Compensation Foundation PCC (FL-0002.039.614-1) and corresponds with EU law. Further
information is available on the Foundation’s website under www.eas-liechtenstein.li. This material is of a promotional nature.

European Economic Area: Unless indicated otherwise this material is communicated in the European Economic Area by Man Asset Management
(Ireland) Limited (‘MAMIL’) which is registered in Ireland under company number 250493 and has its registered office at 70 Sir John Rogerson’s
Quay, Grand Canal Dock, Dublin 2, Ireland. MAMIL is authorised and regulated by the Central Bank of Ireland under number C225183.

Hong Kong SAR: To the extent this material is distributed in Hong Kong SAR, this material is communicated by Man Investments (Hong Kong)
Limited and has not been reviewed by the Securities and Futures Commission in Hong Kong. This material can only be communicated to
intermediaries, and professional clients who are within one of the professional investors exemptions contained in the Securities and Futures
Ordinance and must not be relied upon by any other person(s).

Japan: To the extent this material is distributed in Japan it is communicated by Man Group Japan Limited, Financial Instruments Business Operator,
Director of Kanto Local Finance Bureau (Financial instruments firms) No. 624 for the purpose of providing information on investment strategies,
investment services, etc. provided by Man Group, and is not a disclosure document based on laws and regulations. This material can only be
communicated only to professional investors (i.e. specific investors or institutional investors as defined under Financial Instruments Exchange Law)
who may have sufficient knowledge and experience of related risks.

Switzerland: To the extent the material is distributed in Switzerland the communicating entity is: To the extent the material is made available in
Switzerland the communicating entity is:

— For Clients (as such term is defined in the Swiss Financial Services Act): Man Investments (CH) AG, Huobstrasse 3, 8808 Pfaffikon SZ, Switzerland.
Man Investment (CH) AG is regulated by the Swiss Financial Market Supervisory Authority (‘FINMA’); and

— For Financial Service Providers (as defined in Art. 3 d. of FINSA, which are not Clients): Man Investments AG, Huobstrasse 3, 8808 Pfaffikon SZ,
Switzerland, which is regulated by FINMA.

United Kingdom: Unless indicated otherwise this material is communicated in the United Kingdom by Man Solutions Limited (‘MSL’) which is an
investment company as defined in section 833 of the Companies Act 2006. MSL is registered in England and Wales under number 3385362 and has
its registered office at Riverbank House, 2 Swan Lane, London, EC4R 3AD, United Kingdom. MSL is authorised and regulated by the UK Financial
Conduct Authority (the ‘FCA’) under number 185637.

United States: To the extent this material is distributed in the United States, it is communicated and distributed by Man Investments, Inc.

(‘Man Investments’). Man Investments is registered as a broker-dealer with the SEC and is a member of the Financial Industry Regulatory Authority
(‘FINRA’). Man Investments is also a member of the Securities Investor Protection Corporation (‘SIPC’). Man Investments is a wholly owned
subsidiary of Man Group plc. The registration and memberships described above in no way imply a certain level of skill or expertise or that the SEC,
FINRA or the SIPC have endorsed Man Investments. Man Investments, 452 Fifth Avenue, 27™ fl., New York, NY 10018.

This material is proprietary information and may not be reproduced or otherwise disseminated in whole or in part without prior written consent.
Any data services and information available from public sources used in the creation of this material are believed to be reliable. However accuracy is
not warranted or guaranteed. ©Man 2022.

MKT005234/ST/GL/W/02082028

The Road Ahead | 7



