Blfwo

businesstimes.com.sg

THE BUSINESS TIMES
Saturday, April 30, 2022

INSIGHTS FROM
CFA SOCIETY SINGAPORE

By Sebastien Canderle

Of clouds and clocks: Predictable uncertainty

in private markets

Unlike science, the economy is unreliable, rendering financial expertise at times irrelevant

IN finance, as in all walks of life, people tend to
see their environment as predictable. With expe-
rience, investment professionals acquire a bet-
ter understanding of markets, become more
confident of their abilities, and conclude that
they can interpret the world more precisely.

The philosopher of science Karl Popper of-
fered his take on the main issue with such deter-
minism during a 1965 lecture titled Of Clouds
and Clocks: An Approach to the Problem of Ratio-
nality and the Freedom of Man.

He divided the physical world into 2 distinct
categories: clouds, which are “highly irregular,
disorderly, and more or less unpredictable”, and
clocks, which are their opposites. He observed
that it is a mistake to think that everything is a
clock. But ever since Isaac Newton, Francis Ba-
con, and the development of the scientific meth-
od, our obsession with logic and order has come
to permeate every sphere of human activity.

The clocks of leverageable assets

This mechanical philosophy has been dis-
proved, but much of its ideology remains, hence
such oxymoronic phrases as social engineering
and political science. Finance suffers from the
same self-deception: investor rationality is a
core assumption behind many economic theo-
ries.

Alternative fund managers are strong believ-
ers in determinism. Even if they hold distinct
views of the future, they share a forward-looking
approach to deal-making. They contend that
they somehow control the outcome of invest-
ment decisions, that the random and the contin-
gent do not dictate returns. Such claims justify
charging performance fees that range from 10
per cent to 30 per cent, depending on the asset
class and the fund manager.

Inthat context, infrastructure, real estate, and
private equity (PE) firms pursue a deductive in-
vestment model. They expect the forecast peri-
od to resemble historical performance, give or
take a few percentage points of growth. To them,
the market is a clock.

Alas, while some scientific experiments are
dependable, investments are not. Scientific
knowledge is cumulative, deal experience less
so. Unlike the rotation of planets around the sun,
the economy is unreliable, rendering financial
expertise at times irrelevant. The lack of persist-
ence in performance is now well documented.

Black swans, white elephants and power
struggles

Infrastructure offers the most regular cashflow
profiles of all alternative asset classes. Revenues
are more or less clearly defined, sometimes as
part of long-term agreements with public au-
thorities.

Infrastructure projects are characterised by
exorbitant development costs and monopolistic
positions and have high barriers to entry. They
can be run like clockwork and suffer lower de-
fault rates than other alternative investments,
although even real assets can experience pro-
longed underperformance, as Covid-19-induced
government restrictions have shown.

Once infrastructure projects were shut down
at the pandemic’s outset, cash flows disap-
peared practically overnight. Passenger vol-
umes at London’s Heathrow Airport in 2020 and
2021, for example, fell to one-fourth their pre-
pandemic levels.

But uncertainty does not have to originate
from “black swan” events. Because of sheer exu-
berance, some projects can also turn into “white
elephants”. In Spain, the credit-driven construc-
tion boom that preceded the global financial cri-
sis led to the building of regional airports that
remain underutilised many years after comple-
tion.

Other disasters are caused by overconfi-
dence. Financial sponsors and their lenders
sometimes employ excessive and unstable
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quantities of credit, turning their clocks into
clouds.

In 2007, KKR, TPG, and Goldman Sachs ac-
quired TXU, one of the largest energy groups in
the United States. Prima facie, cash flows derived
from a network of pipelines and power plants
seemreliable and resilient. Yet within a year, TXU
had lost pricing power because of market dislo-
cation. A new source of energy undermined the
investment thesis.

Competition from shale gas affected the per-
formance of Texas Competitive Electric Hold-
ings, TXU'’s electricity generation division. De-
mand for its expensive electricity, sourced from
coal and nuclear plants, was replaced by de-
mand for cheaper shale gas. Performance
tanked, the debt burden became unsustainable,
and the company filed for Chapter 11 bankrupt-
cy in April 2014.

The clouds of speculative assets
At the other end of the cloud-clock spectrum are
even riskier investment products.

Successful venture capital (VC) investors fol-
low an inductive investment process. They first
observe, analyse the situation, and apply their
experience to then theorise about the future. Un-
fortunately, such reasoning relies on inferences
made from observations and can therefore lead
to broad generalisations, unproven conjectures,
and inaccurate expectations and predictions.

Nothing can immediately prove that these in-
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ferences are correct. Ultimately, their validity
can only be tested through experimentation.
Hence, the VC preference for failing fast with
small amounts of capital at stake. Only inferen-
ces that are market tested should be scaled up.

An uncertain future requires an open mind-
set. The same lockdowns that made physical in-
frastructure momentarily obsolete unexpected-
ly boosted demand for video-conferencing and
home-delivery startups. Nonetheless, the diffi-
culties of forecasting do not detract from its ne-
cessity, especially if change is more qualitative
than quantitative. Even cloud movements can be
anticipated, up to a point.

A constantly changeable ecosystem raises
important questions about early-stage invest-
ing. The somewhat chaotic nature of the trade
means that it is more organic and evolutionary
than mechanical. Clusters of startups resemble
constellations of clouds.

As aresult, venture capitalists are voluntarily
experimentalists. Entrepreneurial finance uses
capital to reshape the economy and create value
while dealing with the hypothetical.

By contrast, buyout and infrastructure fund
managers can be naively deterministic. They re-
side firmly in the field of corporate finance,
working with discounted future cash flows.
They see capital as a tool that can be used to sys-
tematically extract value.

Managing uncertainty
Both real asset fund managers and venture cap-
italists adopt predictive investment models, but
the former’s deductive method is Newtonian
while VC's inductive style is more Darwinian,
suggesting a theory of startup evolution based
more on random variations than predictability.
The WeWork saga demonstrates that evenata
late stage, a venture’s true potential remains un-
verifiable. To partly lessen the risk of failure,
SoftBank Vision Fund has had to apply hedging
techniques by backing multiple participants in
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emerging sectors.

The investment firm funded several rival
ride-sharing platforms across the world - Uber in
the United States, Ola inIndia, DiDi in China, and
Grab in South-east Asia. It adopted the same ap-
proach with automotive marketplaces, sponsor-
ing Autol Group in Europe, Carro in South-east
Asia, Guazi in China, and Cars24 in India.

In casino parlance, this practice is called “voi-
sinage”, the French word for “neighbourhood” or
“proximity”. At the roulette table, it means be-
tting on a group of adjacent numbers on the ro-
tor of the roulette, which improves the odds of
bagging a winner without knowing in advance
which number will come out.

Since executives at the Vision Fund include
bankers and corporate executives by training,
their knowledge of startup financing is limited.
The extent of their due diligence often consists
of shaking hands: SoftBank’s Masayoshi Son fa-
mously committed US$4.4 billion after meeting
WeWork’s founder Adam Neumann for 28 min-
utes.

Because, in venture projects, track records
are often non-existent and projections are more
akin to prophecies a la Theranos, spreading be-
ts across a broad range of businesses and seg-
ments makes sense.

This is particularly true for alternative assets
that mostly have a speculative rather than a pro-
ductive value. Fine art and digital assets, non-
fungible tokens (NFTs) among them, are noto-
riously difficult to assess. Their valuation is not
derived from financial results but from abstruse
notions like scarcity and prestige.

Of clouds and clocks, redux

According to the MBTI Institute, only about 1 in 4
people have an intuitive personality and are
therefore comfortable with abstract concepts.
Three quarters of the population have sensing
personalities, preferring the tangible world of
clocks and market efficiency.
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People’s rational expectations and natural in-
clination towards order make them ill-suited to
today’s chaotic environment, which is moving
away from physical reality towards virtual plat-
forms, simulated milieus hosted on remote serv-
ers in the “cloud”.

Digital disruption has remodelled private
markets. The technology sector nowadays rep-
resents three-quarters of US VC activity in any
givenyear. Italsoaccounted for almost1inevery
4 leveraged buyouts in 2020.

Technological transformation could com-
pletely alter investment risk. While most venture
capitalists are fully cognisant of the shortcom-
ings of induction, financial engineers apply a
fixed mindset and rarely appreciate the flaws of
deduction.

There is an abundance of failed startups, but
zombie buyouts and capital-starved real assets
are equally common. This is worth bearing in
mind as PE firms increasingly participate in earli-
er funding stages.

The Newtonian revolution claimed that “all
clouds are clocks - even the most cloudy of
clouds”, as Popper putit, and led many tobelieve
that the world could be logically explained.

However, while analytical judgment is con-
sidered universal in science, in finance invest-
ment decisions are derived from mental heuris-
tics. These can be enhanced over time, yet over-
confidence is their nastiest side effect.

Despite the artificially and falsely determinis-
tic market conditions central bankers have man-
ufactured for well over a decade, now that the
everything bubble has started to wobble, inves-
tors should keep Popper’s rejoinder in mind: “To
some degree all clocks are clouds.. . only clouds
exist, though clouds of very different degrees of
cloudiness”.

Sebastien Canderle is a private capital adviser. He
has worked as an investment executive for
multiple fund managers.



