SUMMIT

ISSUE 13

FREE LUNCH

Elchanan (EL) Rosenheim
Founder and CEQO
Profimex

Tali Hadari
Head, Legal Department, and Manager, In-House Funds
Profimex

98



AFIRE

2023

Some investors tend to think
that diversification comes
down to merely investing

in different asset classes,

but an effectively diverse
portfolio will include assets
with low and preferably
negative correlation—

not always easy to find in
today’s global economy.

Harry Markowitz, Nobel Prize laureate and creator of the efficient
frontier theory, changed the fundamental view of portfolio
allocation. The theories of the recently deceased Markowitz are
being practiced by leading institutional and other professional
investment portfolios, positing diversification as a fundamental
risk management strategy.

The novelty in Markowitz’s dissertation was that the risk of
a portfolio was found to depend more on component stocks’
correlation, rather than the prospects of those individual stocks.'
The dissertation originally examined the stock market, but its
principals apply to asset allocation in general and the allocation
within each asset class>—a concept otherwise known as the
modern portfolio theory.

Although there is no argument that diversification is a
recommended risk mitigation strategy, some investors tend
to think that this strategy comes down to merely investing in
different asset classes. While any diversification practice is more
recommended than none, some ways to implement this strategy
are more efficient than others. An effectively diverse portfolio will
include assets with low and preferably negative correlation, which
is not always easy to find in today’s global economy.

Due to high correlation between publicly traded assets, the
diversification effect of an investment portfolio holding these
assets is greatly reduced and even eliminated. Therefore, an
investor should strive to have an investment portfolio with
as many diversification parameters as possible. A properly
diversified portfolio should include diversification between
different asset classes, and optimal diversification within each
of the asset classes.
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PATIENT CAPITAL IS TRADING SOME OF
THE RISK WITH ILLIQUIDITY

Risk is created by market uncertainty and is calculated by the
potential negative influence of unknown factors on an investment,
multiplied by its probability. The return investors expect to receive
from an investment opportunity is a direct expression of the degree
of risk attributed to the investment. In private equity investments,
one of the main risk factors is illiquidity and its 100% probability
is known in advance, thus turning it into a characteristic of an
investment, rather than a risk.

An investor with the privilege to forgo liquidity for a limited
period of time (as underwritten but may change with the market
circumstances) is therefore rewarded with the illiquidity premium,
enabling investments to achieve higher returns at similar risk
levels, or similar returns at lower risk levels.

A main component of the illiquidity premium is that due to its
nature as patient capital (compared to publicly traded assets),
it is not as affected by market sentiment, allowing managers to
practice their skills in order to add value to the asset and determine
the optimal timing to sell it. In real estate, the value of an asset is
represented in the actual price it is sold for, not market predictions
or analysts’ speculations.

When it comes to liquidity, Warren Buffet, one of the most
successful investors of all times has said: “If you are not willing
to own a stock for ten years, don’t even think about owning it
for ten minutes,” advising investors “not to watch the market
too closely,” or in other words: even when you have liquidity,
use it wisely.

EXHIBIT 1: RISK-RETURN TRADEOFF

Source: Authors

The way to overcome barriers and
maintain a professionally diverse portfolio
is investing through a global fund
alongside leading managers, providing
broad effective diversification.

BARRIERS TO PROPER DIVERSIFICATION

Markowitz said: “Diversification is the only free lunch in finance.”

In other words, diversification is known to be an effective risk
management strategy, requiring access to diverse markets and the
ability to fund and oversee a variety of portfolio investments.

One barrier to proper diversification is the home bias syndrome:
investors tend to concentrate most of their investments in their
country of origin. A survey conducted by the International
Monetary Fund about this widespread phenomenon® found
quite predictable reasons for it: distance and information gaps;
loyalty to the local market; exchange rates and regulatory and
bureaucratic limitations.

Another barrier to proper diversification is the high financial
bar to participate in some investments, which requires investors
to invest substantial funds in order to practice an effective
diversification strategy.

The way to overcome these two barriers and maintain a
professionally diverse portfolio is investing through a global
fund alongside leading managers, providing broad effective
diversification.
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EFFECTIVE DIVERSIFICATION

The level of diversification
of investment portfolios is
determined by the number of
parameters that differ from one
portfolio investment to another.
The more parameters defer,
the larger the diversification
is: buying two assets of the
same sector, geography and
management shall decrease
asset-specific risks, but not
sectorial, managerial or
geographic-related risks.
Practicing real estate for
almost three decades, we find
that we are more in the people
business than in the real estate
business, and that investing
with trustworthy investment
managers is just as important
as the asset itself.

Since  most  real  estate
professionals have a specific
expertise, sectorial strategic
and geographic focus,

diversification between global
real estate managers, also has
inherent geographic, strategic,
and sectorial diversification, as
well as currency diversification
at times.

Low correlation between assets
is amplified with the number
of factors not shared by them.
Investments underlined by a
logistics-focused manager in
the UK shall have very little in
common with a Connecticut-
based multifamily manager.
The amplification is exponential
rather than linear, or in other
words: multi-dimensional.

Investinginaglobal managerial-
diversified portfolio is likely
to achieve multi-dimensional
diversification, and with the
proper due diligence process
assuring top-quartile quality
managers, it serves as the
private equity real estate
equivalent to investing in the
tradable market using skillful
experienced stock pickers, with
the ability to mitigate risk even
better than index funds.

Despite  uncertainty,  the
forthcoming ventage years
(2023-2024) are expected to
be interesting and provide
extraordinary  opportunities
for patient capital,
professionally managed by
trustworthy managers.

We find that we are more in the people
business than in the real estate business,
and that investing with trustworthy
investment managers is just as important

as the asset itself.
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