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Disclaimer

This presentation was produced solely by Gerald Garvey. The opinions and
statements expressed herein are those of Gerald Garvey and are not necessarily the
opinions of any other entity, including UBS AG and its affiliates. UBS AG and its
affiliates accept no responsibility whatsoever for the accuracy, reliability or
completeness of the information, statements or opinions contained in this
presentation and will not be liable either directly or indirectly for any consequences,
including any loss or damage, arising out of the use of or reliance on this presentation
or any part thereof. Reproduced with permission.
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Overview

« 2020 Disconnect of Economy and Equities: Mayers and Roll wrote about about this
long ago

— Conclusion: Even MSCI ACWI is not the true market portfolio

« What can we do about it?
— V1: Don’t expect too close of a connection

— V2: try to make portfolios that get closer to the theoretical ideal!

» Useful attributes of REP portfolio
— Doesn’tlook like standard factors (Fundamental index, Low Vol)
— Plays tech in an novel way

— Low emissions even though that wasn’t the goal (the economy is greener than the
stock market)

BlackRock.
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Origin:

* GE on the Goodradigbee, 1994

* Fisher and Marshall (2011). Make extended 10 table into a GE model that links shocks to
rewards to different types of capital and labor

 Hey! Ourinvestable universes only contains claims to a subset of the capital.

BlackRock.
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Our key raw input: 10 table from BEA or OECD or WIOD

e Hereis the coarsest US BEA table, 2019

+ Existing finance research uses only the square portion with a naive momentum thesis
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« Last three rows turn our focus to the division of surplus within the industry

* Inputs from other industries are just the embedded capital and labor plus inputs that they in
turn source from others

* Green=dominated by listed firms, blue=quite well represented, black=very thinly represented

BlackRock.
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The table we use in practice
US 2016 from WIO.org rolled up to seven sectors

* Sectors have at least 20 listed firms in US allcap; also can be done for Japan and China

* Map directly into old-school SIC codes, GICS not so much (see appendix slide)

Sector Buildngs Consumer Finance Manufacturing  Pramary Senices LtilTelco

Buildings 5 19360 § 8202 § 828 % 208912 § 17523 § 410783 § 47213
Consumer 3 7878 5 72459 § 2384 3§ 244409 5 49300 5 754§ GTE78
Finance 5 26,668 5 69593 % 692591 § A3567 32039 5 1628817 5 3218
Manufacturing 5 15444 § 664215 § 253950 § 1392748 § 64378 § 161620 § 0 9239
Primary B 783828 5 170140 § 32928 3§ M22 5 6057 5 169588 § 74502
Senices 5 68437 § 93949 § A5 5 213042 5 37647 5 914408 5 494879
Utielco 5 175462 § 7899 § 1973 5 2I8580 5 428201 5 4370 §F 75045
LAB HS 5 658608 5 1190001 § 484813 § 71949 5 412507 § 1791699 § 608532
LAB_MS 5 806800 & 1207663 § 4195% § S2049 5 633747 5 1303083 § 497890
LAB L5 3 93811 § 26499 5 77194 3§ D47 5 H2TF 7N % 6023
Capital 3 657550 § 1530065 § 278189 5 993,685 § 295611 § 1303015 § 635283

« “LAB_XS” denotes educational level of labor: model assumes that these folks can cross
industry boundaries.

« “Capital” is Gross Operating Surplus, analogous to operating income

* Sum of the LAB and Capital terms is Industry Value-Add, analogous to gross profits
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The big pivot: Leontief Matrix

* 10 tables show only direct, first-order input requirement; “Leontief inverse” sums up all direct
and indirect input requirements

* Here’s the inputs required to produce a unit of output for each sector
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* Industries with similar labor inputs effectively compete along this dimension
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What REP does

* Think of economic dynamics as shocks to industries or some subset
thereof.

* If we could pinpoint shocks we have thematic portfolios

 Here we try to be completely agnostic to shocks. Get unit exposure to
them all. That’s the equivalent of “Market Portfolio” in CAPM
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SAE’s experience

 Used in globals since 2014
* Ignores countries, so over-weights those with more service and consumer firms
« Cap-weighted within industry, to avoid a big “Fundamental Index” footprint
« Ifyou go truly global (include EM),
— Overweights are US, Mexico, Japan, Thailand

— Underweights are Saudi, Australia, Brazil

BlackRock.
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Some names: Cheap expression with ETF’s is GICS Staples +
Tech

OVERWEIGHT UNDERWEIGHT

*  Amazon  Saudi Aramco, Exxon

* Microsoft, Alphabet, Facebook « JP Morgan, Wells Fargo
«  Walmart, Home Depot, Kering, Diageo  Visa, Mastercard

* Altria, BAT * Roche, Merck, Pfizer

« AT&T, Verizon

(REP has a very low carbon footprint, but
otherwise quite ESG-agnostic)
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Some US results in academese
(using FF data so anyone can replicate)
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Old school performance regressions

Variable Full Sample WIO data available Post Research
(starts 1973) (starts 1995) (starts 2014

Alpha 0.000715 0.00101 0.00823
(2.33) (2.76) (2.21)
MKT 0.0013 0.032 0.038
(0.187) (1.03) (0.98)
SMB 0.11 0.038 -0.0133
(10.31) (2.89) (1.81)
HML -0.034 -0.019 -0.028
(2.51) (1.23) (2.76)
RMW 0.017 -0.012 0.118
(1.20) (0.72) (4.41)
CMA -0.11 -0.116 -0.112
(5.15) (5.31) (3.78)
Adj R2 27% 21% 36%

BlackRock.
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ights? Here is EW 10 sectors,

=-reversion in we
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Next steps

« Better ancillaries? Current ones are just ok

« REP’s dividends or earning are only a bit more correlated with one-year macro (GDP,
consumption).

» Active positions quite strongly forecast increases in book (retained earnings plus net
issuance plus IPOs)

e Multi-asset

« Howtoadd PE? The appealis obvious...our biggest weakness especially ex-US is
thin-ness of key basket like services

« How to deal with country in regional applications
— QOur globals version ignores country except via risk model

— Can we use fixed income to represent countries?
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Appendix 1: REP vs GICS sectors

- R_Buildings

A slice of Financial

Construction slice of Industrials
* R_Consumer

* Staples, some Discretionary

Also some Industrial and Tech

* R_Finance

Heajty,

Similar to MSCI

* R_Manufacturing

¢ |Industrials, Tech, Materials

Discretionary too, e.g. auto parts

* R_Primary

et nsnpul

* Energy plus Materials

Some EM Health Care is basic chemicals

» R_Service

* Mix of Tech, Discretionary

Some Industrials are Bus Services

« R_Util Telco

R_Finance

BlackRock.
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