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l ASSET MANAGEMENT

The QAM Update highlights topics that we think either affect the markets or
are important to understanding them.

"In the business world, the rearview mirror is alygeclearer than the windshield.'Warren Buffett

Beware the “Behavior Gap”

Over the last 5 years equity investors have enjayldll market across all major equity marketse Th
leader of the pack, both in terms of length andmitade, has been U.S. Large Cap Equities. For the
5 years ended MarcH'qthe most recent bottom) the S&P 500 index islopecto 209% in USD, on

a total return basis.

The current bull market has survived a lot of pag#handmines. These include: a credit downgrade
of U.S. debt, several debt ceiling showdowns, a gadsernment shutdown, the Occupy Wall Street
movement, a debt crisis in Europe, high unemployroarboth sides of the Atlantic, as well as
numerous global revolutions and wars.

History shows us, time and time again, that capitatkets, regardless of the catalyst or impetus,
overshoot — both on the rise and on the fall. Th#te very essence of bear and bull markets. The
other reality is that nobody can know with any aerty when a turning point in the market would be.
With all the available technology and market higtibrere are still no precise “early warning systems
available. Even though investor sentiment is @ngfifactor and can move markets in the short term,
it doesn’t help investors predict long term trend$undamental economic valuation. Accordingly,
we can only see such events with clarity after thaye occurred.

Much of what we see in the financial press speeslas to when the correction in equity markets will
come. The empirical data can be interpreted ipstpf continued strong positive equity returns
(sentiment, increasing economic expansion and ft@asi) or alternatively in support of a correction
(valuations, money supply concerns, interest rateeases). Given the lack of clarity, oftentimes
investors can lose objectivity based upon theisgeal biases and experiences.

In very broad terms, investment performance isnation of:

1.Asset Class Performance
2.Asset Mix (and Rebalancing)
3.Costs

4.Investor Behavior

Behavioral Finance is an ever broadening fieldaaidemic research that continues to delve into the
mysteries of investor behavior. It is an area ahave touched upon in many of our prior QAM
Updates. Given the performance of capital mar{atd in particular equity markets) over the past 5
years, investors are again at risk of falling pieeyheir own behavior.

QAM Update — February / March 2014 Page 1



The “Behavior Gap” is a phrase coined by authoraahdsor Carl Richards. It describes the gap
between the rate of return earned in the marke&nvaim investor takes a disciplined (and long term
approach) to investing, versus an investor who makanges in strategy along the way in response
to signals that the market “gives” them. Richardsimunicates his ideas through simple sketches.
Following is his sketch of the Behavior Gap:

Mr. Richards shows the impact of investor behaa®being a detractor from performance. While
this is not necessarily true all the time, theeerarmerous studies that support that this is ustiad!
case, particularly over the longer term.

One major reason for the “Behavior Gap” is the @ftd something economists (and psychologists)
call “Overconfidence”. We tend to attribute corrdetisions to our ability or skill and incorrect
decisions to bad luck (as per the flow chart below)
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At Quadrant we sidestep the “Behavioral Gap” byueing that we have an objective approach to
constructing and maintaining investment portfolosbehalf of clients. The main tenets of our
approach include:

1. An objective and empirical approach to asset das=ction and execution. By remaining
independent of our asset class managers we carrrebjactive in how we deliver asset class
implementation for our clients. This takes intmsioleration the risk return characteristics of the
asset class and the costs of implementation.

2. A process which ensures portfolio diversificatidhis includes finding and investing in the right
asset classes. We're always asking whether oufofiog are protected against different risks and
if we expect to receive the best inflation adjustetdrns. Along with our choice of asset classes
this step also focuses on our weights of the iddial assets. Finding the right asset classes is
irrelevant if we don’t examine how different invents fit together in the bigger picture and how
those relationships change over time.

3. We invest with a view to the long term, while a¢ fame time understand the impact of short
term returns (or lack thereof) on a client by dibasis. By thinking big picture and long run we
avoid the bumps in the road, which may cause lssgptined investors to panic and buy/sell
investments at inopportune times. FurthermoreXamining how different investments have
performed over long cycles we can get some ideehat type of returns and risks they offer.

In conclusion, it's clear that markets can go tigtowild cycles and that our reaction to those cy/cle
will affect our investment performance. Since mosestors don’t have the time or nerve to weather
these cycles, the best course of action is to stieklong term strategy (typically managed by an
investment advisor). Certainly there will neverdmgy single strategy which avoids volatility and kho
term losses. However, a strategy which examiried #ie components of returns and how to
capitalize on them can be expected to outperforyrattiempt to read market “tea leaves”.

Disclosures

This report is prepared for the use of Quadrant Asset Management personnel and clients and may not be redistributed, retransmitted or
disclosed, in whole or in part, or in any form or manner, without the express written consent of Quadrant Asset Management. Any
unauthorized use or disclosure is prohibited.

The information herein was obtained from various sources and Quadrant Asset Management does not guarantee its accuracy. Neither
Quadrant Asset Management nor any director, officer or employee of Quadrant Asset Management accepts any liability whatsoever for any
direct, indirect or consequential damages or losses arising from any use of this report or its contents.
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