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Many investors fear the type of market volatility we have seen in recent months, but it’s
not necessarily a bad thing—particularly for investors in some types of alternative
investment strategies. Brooks Ritchey, senior managing director of K2 Advisors, explains

why.

Every investment manager has his or her own collection of favorite adages. One of mine is
“each fresh crisis is an opportunity in disqguise.” I've been given a chance to test this
maxim thus far in 2016. While it has been a rocky start for markets globally, the
subsequent volatility has brought with it opportunity in the form of market inefficiency.
When the market is inefficient, it means investors are generally allowing fears—rather than
fundamentals—to overwhelm their decisions, and prices of securities may not reflect their

underlying value.



In general, the majority of hedge strategies seek to capture gains from market
inefficiencies by taking advantage of pricing differences and relative discrepancies
between securities, technical market movements, deep fundamental valuation analysis,

and other quantifiable trends and/or inconsistencies.

As investors in hedge strategies through our liquid alternatives (liquid alts) portfolios, we
expect that inefficiency may provide us with better opportunities to generate excess
returns, or positive alpha.l In other words, volatility typically gives investors in hedge
strategies a better chance at separating the winners from the losers. (That’s not to say
that hedge-strategy investors always try to avoid “losers,” but we’ll touch on that topic

later.)

Based on our current economic outlook, with financial markets still coming to terms with,
among other issues, China’s slowing growth rate and uncertainty about global interest
rates, we anticipate volatility will be around for some time—and may even escalate. Of the
four common hedging strategies typically employed within our liquid alts portfolios—long-
short equity, relative value, event driven and global macro—we believe global macro and
long-short equity are best positioned in the near term to benefit from this anticipated

increase in market volatility.
Global Macro: A World of Opportunities

Global macro strategies focus on top-down macroeconomic opportunities across numerous
markets and numerous investments, including currencies and commodities. These
strategies take into account many factors, which may include a country’s or region’s
economic indicators, as well as central bank trends and divergences. Recent events in
China have created opportunities for global macro hedge strategy managers. Below is an

example of one such opportunity:

[frk_blue_box title="Global Macro: China and Australia’s Housing Market” width="95%"
align="right”]As its economy—and construction sector—has boomed over the last two
decades, China has been a significant importer of Australian commodities, especially iron
ore. Concurrently, Chinese nationals have invested substantial amounts of money in the

Australian real estate market, which has helped to boost Australian housing prices.
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Amid double-digit annual gains in housing prices over the past few years, foreign
speculators, many of them Chinese, increasingly comprised a larger portion of home
buyers in Australia. But, as China’s growth slowed and commodity prices sank, economic
conditions have become more challenging in Australia in recent months, dampening home
sales among the domestic population. And some analysts have noted diminished demand
from Chinese real estate investors in recent months, particularly since the August 2015

devaluation of China’s currency, the yuan.

In our view, Australian banks appear acutely vulnerable to a correction in housing prices,
because they account for much of the market share for Australian home loans. In addition
to this recent substantial exposure to housing, banks in Australia are legally responsible for
assessing the credit risk of home buyers, which may end up exposing the banks
themselves to increased risk. Additionally, our analysis suggests that many large
Australian banks trade at premiums relative to their global banking peers, suggesting
additional downside risk. Considering all of these factors, hedge strategy managers may
short? Australian banks because they believe the stocks of these banks will likely

underperform.[/frk_blue_box]
Long-Short Equity: Volatility and Equity Price Spreads

As volatility increases, the spreads between the share prices of companies that are
considered healthy and those that are facing challenges typically widen. Long-short hedge
strategies seek to take advantage of this widening by buying (going “long”) the good
companies and shorting the weaker ones. Remember, hedge strategy managers aren’t
focused solely on finding “winners.” They can fine-tune their hedges to identify the
companies that may be negatively impacted by, for example, a collapse in oil prices, and

capitalize on that negativity.

We also believe long-short equity strategies are poised to benefit from a continued rise in
interest rates in the United States, and the rate moves do not have to be dramatic to have
an impact. Even gradual increases may bring opportunities for long-short hedge strategy

managers.
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In a low interest-rate environment, many mediocre companies can survive on cheap credit.
When rates move higher, those mediocre companies tend to see their growth path limited
because rising interest expense is a drag on their earnings. These circumstances can help
separate the winners from the losers much more clearly, and the inefficiencies created by

these variances promote the potential capture of alpha.

Also affecting valuations and further separating winners from losers has been the strong
US-dollar run of the last year or so. Export-led sectors and companies in the United States
have been challenged more than importers or locally driven companies in terms of
earnings growth. We expect that trend to continue throughout 2016, as US monetary
policy has diverged from that of many other major countries and regions, and higher US
interest rates will likely keep the dollar on its upward trajectory relative to other major

currencies.
Benefiting from “Disruption”

Other developments that we believe could potentially enhance the opportunity set for
long-short equities include so-called “disruptive” technologies. We have long seen the
impact on traditional media of Google and other online digital media companies. Looking
forward, we may see a similar shakeup in some areas, including the motel and leisure
sectors, as new technologies come to market and disrupt the status quo. Dynamic

technological advances can create a broad set of winners and losers.

Disruption—and volatility—are often thought of negatively, but, as we’ve seen, both
phenomena may provide positive investment opportunities for hedge strategies that seek

to take advantage of the market inefficiencies they typically bring.

The comments, opinions and analyses herein are for informational purposes only and
should not be considered individual investment advice or recommendations to invest in
any security or to adopt any investment strategy. Because market and economic
conditions are subject to rapid change, comments, opinions and analyses are rendered as
of the date of the posting and may change without notice. The material is not intended as
a complete analysis of every material fact regarding any country, region, market, industry,

investment or strategy.



This information is intended for US residents only.

To get insights from Franklin Templeton Investments delivered to your inbox, subscribe to

the Beyond Bulls & Bears blog.
For timely investing tidbits, follow us on Twitter @FTI_US and on LinkedIn.
What Are the Risks?

All investments involve risks, including possible loss of principal. The market values of
securities held in the K2 liquid alternatives portfolios will go up or down, sometimes rapidly
or unpredictably. The portfolios’ performance depends on the manager’s skill in selecting,
overseeing and allocating assets to the sub-advisors. The portfolios are actively managed
and could experience losses if the investment manager’s and sub-advisors’ judgment
about particular investments made for the portfolio prove to be incorrect. Some sub-
advisors may have little or no experience managing the assets of a registered investment
company. Foreign investments are subject to greater investment risk such as political,
economic, credit and information risks as well as risk of currency fluctuations. Investments
in derivatives involve costs and create economic leverage, which may result in significant
volatility and cause the portfolio to participate in losses (as well as gains) that significantly
exceed the portfolio’s initial investment. Lower-rated or high-yield debt securities involve
greater credit risk, including the possibility of default or bankruptcy. The portfolios may
make short sales of securities, which involves the risk that losses may exceed the original
amount invested. Liquidity risk exists when securities have become more difficult to sell,

or are unable to be sold, at the price at which they have been valued.

1. Alpha is a risk-adjusted measure of the value that a portfolio manager adds to or

subtracts from a fund’s return.

2. A short sale is the sale of a security that the seller has borrowed, typically from a broker,
and promises to return at a future date. The broker sells the borrowed shares, and the
proceeds are credited to the seller’'s account. On a specified future date, the seller must
buy the same number of shares borrowed and return them to the broker. If the share price

has dropped in the interim, the seller can now buy the shares back at a lower cost and
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make a profit on the price difference. If the share price rises in the interim, the seller will
pay a higher price for the shares, which will result in a loss. Please note: There is unlimited

downside potential associated with short-selling strategies.

Posted in Alternatives, Perspectives Tagged alternative investments, Brooks Ritchey,

Franklin Templeton Solutions, hedge fund, K2, liquid alts

Important Legal Information
FINRA's BrokerCheck
You can check the background of your investment professional on FINRA’s BrokerCheck.

Links can take you to third party sites/media, directly or through new browser windows. We
urge you to review the privacy, security, terms of use, and other policies of each site you visit.
You use any third-party site, software, and materials at your own risk. Franklin Templeton does
not control, adopt, endorse or accept responsibility for content, tools, products, or services
(including any software, links, advertising, opinions or comments) available on or through third
party sites or software.

Franklin Templeton welcomes your feedback on this blog. To keep the conversation respectful
and focused, please follow our current Commenting Guidelines. We review comments and
reserve the right to block any comment or commenter, including those that we may deem
inappropriate or offensive. We may block any comment or commenter whose posts include
investment testimonials, advice, or recommendations, or advertisements for products or
services, or other promotional content.

Questions or comments about your Franklin Templeton account or customer-service issues?
Please contact us directly but never include account or personal financial information in your
comments.

The comments, opinions and analyses are the personal views expressed by the investment
manager and are intended to be for informational purposes and general interest only and
should not be construed as individual investment advice or a recommendation or solicitation
to buy, sell or hold any security or to adopt any investment strategy. It does not constitute
legal or tax advice. The information provided in this material is rendered as at publication date
and may change without notice and it is not intended as a complete analysis of every material
fact regarding any country, region, market or investment.

All investments involve risk, including possible loss of principal.

Investors should carefully consider a fund’s investment goals, risks, charges and expenses
before investing. To obtain a summary prospectus and/or prospectus, which contains this and
other information, talk to your financial advisor, call us at (800) DIAL BEN/342-5236 or visit
franklintempleton.com. Please carefully read a prospectus before you invest or send money.

Data from third party sources may have been used in the preparation of this material and
Franklin Templeton Investments (“FTI”) has not independently verified, validated or audited
such data. FTI accepts no liability whatsoever for any loss arising from use of this information
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and reliance upon the comments, opinions and analyses in the material is at the sole
discretion of the user.
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