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Happy 2021. May the odds be better than the evens.  Time will tell. . . as it

always does.

 

As I look to the current investment horizon, I recall being told during my

actuarial mathematics degree days to prove equations from first principles.

At the time, I thought this was unnecessary and inefficient (I was all about

speed back in the day!). Aside – a first principle is a basic proposition or

assumption that cannot be deduced from any other proposition or

assumption.

I N TRODUCT ION

PAGE  02  |  

PROV ING  THE  F I R S T

PR INC I P L E

I figured the equation is the equation, why should you have to “prove” it first

from first principles? Well, “young pup,” as the sensai might say, “if you don’t

fully understand where something comes from, how can you use it with

conviction?”

There is a reason this college memory comes to my mind - as I look at asset

classes returns going forward, I’m trying to decipher where “returns” may or

may not come from. Are we at the start of a V-shaped recovery? If so, where

was 
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was the trough? The S&P 500, as I pen these thoughts, is north of 3,750, up

more than 14% in the last year. Obviously, US equities must have been

vaccinated before Covid-19 hit! I must have missed that news release as I was

relearning first principle mathematical proofs.

MODERATE LY

OVERWE IGHT  R I SK
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The S&P 500 Index is now at a historically high level and on a capital

concentration risk basis, more so than even the heights of the 2000

tech bubble. The top ten stocks now represent 28% of the Index’s

weightings.

The efficacy, timing, and adoption of the vaccine rollout will be the

most critical factor to global GDP growth.

Interest rates will be lower for longer.

Pandemic-related unemployment, low yields globally, technological

efficiencies, and a general lack of safe-haven assets available to non-

central bank investors will all override near-term inflation worries.

Northern Trust recently declared, “we are moderately overweight risk.” Why

so? This is good. To paraphrase: they believe that the “retooling global growth”

theme fueled by the “massive monetary toolkit” will drive returns once there

is no “stuckflation.” Can this be proved from first principles? I think not. But

kudos to Northern Trust; they have expanded the new buzzwords well past

my former employer – PIMCO – who made the “New Normal” famous way

back in the day; to “Escape Velocity” and a “Minski Moment,” to name a few

others.  “Ah stHop”  as they would say in the west of Ireland.

Let’s focus on what is known first (just like first principles):

A rising tide carries all ships. Since March 2009, extraordinary monetary

stimulus combined with lowering interest rates set against a backdrop of

benign inflation propelled the public equity markets. Increases in equities

and
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and equity beta-linked returns offset lower yielding fixed-income investments

within portfolios. But can the current eleven-year public equity bull market

continue indefinitely? Back to first principles for a second – valuations are at

the higher side of overpriced, the largest companies have a disproportionate

share, and more short-term unknowns are facing us.

F I XED  I N COME

PORTFOL IO

Leaving public equities aside for a bit, how will fixed income portfolios

perform? Rates are as low as they ever have been and appear to be range-

bound for the foreseeable future. The ten-year US Treasury rate is currently

just under 1%. Inflation will print higher than 1%, thus giving investors a

negative real return (nominal return – inflation).

The following chart from UBS is a good proxy for where we are and what the

medium (five year) investment horizon looks like. An expected return for a

60% equity/40% fixed income portfolio, of 4.5% on average, over the next five

years is possibly the lowest in the modern era, definitely since abandoning

the gold standard in 1973. Throw into this mix the actuarial rate of return (I

began my career as an actuary) for pension plans (which represents the long-

term return rate on pension plan assets) will still be 7% or higher for most

plan sponsors. If and when this return forecast lowers due to current and

future economic conditions, it means large increases in pension plan

contributions -  at a time when public and corporate balance sheets can least

afford to do so.

Prospective 5-year Performance in USD Terms September 2020

Source: UBS Asset Management. 30 September 2020
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ALTERNAT I VE

AL LOCAT IONS

What to do? Well, better invest in things that return higher than 7%! That

means broadening the type of investment portfolios that you should

consider. However, this needs to be done thoughtfully due to known and

unknown headwinds facing capital allocators and investors. I discuss the

assets that FairGreen Capital Partners have strong convictions in during the

last paragraphs, so please do read on (after all, you’ve come this far!). There is

no point in just pointing out problems we face without offering solutions.

Below is a snapshot of alternative allocations from some notable investor

groups. We expect allocations to alternatives to increase due to the need for a

return higher than the benign 60/40 expectation (4.5%) - except possibly

Yale,  given their exceptionally high current alternatives allocation.
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Alternatives allocations by sample investors

Source: The Global Family Office Report 2020, UBS Global Wealth Management, July 2020.
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We are facing a new environment – one where defaults will increase,

although credit markets are not necessarily pricing this in currently. High

yield OAS is presently ~400, i.e., expected defaults are only 4%. Those

expecting a quick recovery will be optimistic until they are not, and the

largest companies will rally a bit more until the broader recession touches

household balance sheets. FairGreen Capital Partners, in our November 2019

white paper, talked about the forthcoming recession in 2020. Although we

did not predict it from the COVID-19 crisis specifically, we were overdue a

shock that would contract economies using the first principles approach.

FA I RGREEN  CAP I TA L

PARTNERS

RECOMMENDAT IONS
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Container (Maritime) leasing asset managers – cash-on-cash returns

currently range from between 10% (unlevered) to 15% (levered). The

current shortage of containers has made this asset class very attractive.

Initial leases to the large shipping lines are seven years with a seven-year

extension (14 years in total), so this attractive yield is locked into a long-

term contract from day one. Large Public Plans’ interest in this asset class

has increased, understandably so, due to the attractive and consistent

yield and the duration of the investment, which will undoubtedly

outperform long bonds going forward – this can be deduced from first

principles with only one input; the 30-year interest rate is currently ~1.85%.

FairGreen Capital Partners current recommendations:

Hard-asset yielding investments with non-cyclical characteristics 
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Private Real Estate – in the right sectors, geographies, and structure,

attractive yield/income and appreciation exist at every stage in the real

estate cycle. Selecting the asset managers who have access to attractive

deal flow and have experience over many market cycles should get

investors to 8% annual distributions and 12+% annual returns.

Self-storage real estate – cash-on-cash returns with a good asset

manager are approximately 15%. This asset class will weather the current

economic storms given its purpose and the favorable entry points that can

be obtained in acquiring undervalued and under-optimized

independently-owned operators.

 

Private Credit – this asset class emerged as a unique niche in the last 12

years due to tighter banking regulations following the global financial crisis.

Best-in-class private credit managers have generated net IRR returns of 15+%

each year over this period.  FairGreen Capital Partners’ view is the Private

Credit asset managers that are most attractive in this current environment

are those who have exhibited an ability to avoid cyclical industries and

overcrowded geographies via their underwriting and risk analysis.

Private Equity - using the first principles approach, the median Private

Equity Fund outperforms the public equity market by 5.5% per year (over the

medium term; here, we are using 6-year periods and looking back to 1983).

However, equity correlation is around 0.7 on aggregate across all PE

managers. So we recommend selecting managers who operate in uncrowded

sections of the market as this asset class has experienced massive inflows

from investors recently, and this, combined with the low-interest

environment, means you should select a manager who is not competing with

too many others on acquisition targets.
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Mr. Moylan is the CEO of FairGreen Capital Partners, a firm that raises assets for

best-in-class investment firms that have a proven track record in their ability to

provide capital to new innovation and business. 

Mr. Moylan began his career as an investment consultant with Willis Towers

Watson (New York) advising investors on their investments across all asset

classes (average client size $1.5 billion). 

He then transitioned to work for the 2nd largest asset manager in the world

(PIMCO) where he worked in business development. Next, he helped expand

the 2nd oldest bank in the world, Berenberg, into the U.S. market and raised

over $1 billion of investor assets into non-liquid alternatives investments.

Mr.Moylan and his team have raised over $100 million in early-stage capital

and $150 billion in asset management capital throughout their careers.

Mr. Moylan graduated (cum laude) with high distinction from University

College Dublin, Ireland with a Bachelor of Actuarial and Financial Mathematics

degree. Mr. Moylan is also a qualified actuary.
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