THE BUSINESS TIMES

Wednesday, September 11, 2024

INSIGHTS

FROM CFA SOCIETY

SINGAPORE

[lliquidity may be a blessing in
disguise for some retail investors

By Alfonso Ricciardelli and
Pedram Parhizkari

SHOULD retail investors have ac-
cess to the full spectrumof alterna-
tive assets? This question inspires
spirited debate among investment
professionals and regulators.
liquidity is often cited as a rea-
son to restrict access to private
credit, private equity, venture cap-
ital, real estate and hedge funds.

But the assumption that more li-
quid assets are inherently safer is
misguided.

Retail investors —especially Gen
Zs who are new to investing - are
trading speculative investments
such as binary options and crypto-
currencies on public platforms.
Though liquid, these assets are
complex and risky, and certainly

o “safer” than those available in
the private markets. Investment re-
strictions based solely on liquidity
unnecessarily penalise mass af-
fluent retail investors, and we will
illustrate how.

Behavioural finance insights:
Illusion of control

Traditional finance holds that the
more illiquid the investment, the
higher the premium an investor
should demand. It also advocates
that the smaller the portfolio size
and the lower the income availabil-
ity, the larger the allocation to li-
quid assets should be. But reality is
more complex.

Indeed, investors with “ade-
quate” income levels are still in-
vesting overwhelmingly in public
markets. Many investors, regard-
less of their financial literacy, be-
lieve they can time the market.
They trade public equity daily, aim-
ing to buy low and sell high. They
lose money with almost absolute
certainty.

Market timing is an illusion. No
one can time markets consistently

and over a long period. Yet, retail
investors are trading in liquid mar-
kets, despite evidence that they'd
be better off with passive expo-
sure, In 2021, Richard Thaler attri-
buted the surge in day trading to
“boredom” and to a general de-
crease in fees. “People like free, so
the combination of free commis-
sions and boredom got a lot of
them interested in investing, espe-
cially at the individual stock level,”
he noted. "Afterall, just buying mu-
tual funds, or even worse, index
funds is so boring. There is no en-
tertainment value in buying a glob-
al index fund.” Sports betting pro-
vides entertainment value that car-
ries similar risks.

While an argument could be suc-
cessfully made that lower-income
and unsophisticated investors
should steer clear of day trading
and illiquid products, those inves-
tors with “adequate” levels of
wealth should give alternative in-
vestments a look.

Private market investments tra-
ditionally offer long-term opportu-
nities from which investors cannot
exit on a whim. The prevailing ar-
gument is that the lack of liquidity
in the private markets is an issue
for all retail investors. But what if,
in line with behavioural finance
findings, liquidity constraints
could instead insulate investors
from making subpar decisions?

liquidity
Friend or foe?

Let's assume that liquidity consti-
tutes a material additional risk
driver for investments in private
markets.

If this were the case, then there
would be evidence that investors
are rewarded for taking illiquidity
risk. And there is.

In a 2022 study, Barclays sug-
gested that there is an average li-
quidity premium of 2 to 4 per cent

for buyout funds, and 3 to 5 per
cent for riskier early-stage VC
funds. In a recent article published
on CAIA Association’s blog, author
Steve Nesbitt of Cliffwater claims a
4.8 per cent premium for private
equity over public markets be-
tween 2000 and 2023.

These studies suggest investors
are indeed rewarded for their illi-
quidity risk. But if this illiquidity
premium exists, should there not
be a free market for any investor to
access these opportunities and
benefit from this premium? Not so
fast.

Notable performance numbers
do not, per se, support the case for
extending access to every investor.
But they at least beckon the finan-
cial community to ask the question
given our fiduciary obligations.

If we assume the highest illi-
quidity premium from the two
studies cited (5 per cent), does li-
quidity pose a threat so big to in-
vestor risk-return profiles that ac-
cess to private markets should be
limited? Would these premiums
erode if the floodgates were
opened to the mass market?

In pondering these questions,
our sense is that when it comes to
private markets, there are many
other factors that need to be consi-
dered by investment profession-
als, investors, and regulators.

First, not all alts are created
equal. They carry various risk-re-
ward profiles and do not follow a
one-size-fits-all approach. This
fact alone indicates the need for
fine-tuning by regulators. Second,
even mass-market investors have
different investment objectives,
beyond just absolute perfor-
mance.

Diversification and value-align-
ment are just two examples. That is
why the question of whether an in-
vestor should add private market
assets to the portfolio should be
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Retail investors are trading speculative investments such as binary
options and cryptocurrencies. Though liquid, these assets are complex,
risky and no safer than the options in private markets. PHOTO: PIXABAY

tied to the investor's risk-return
profile,

Liquidity constraints

and accreditation

To be clear, investor screening sys-
tems that protect weaker individu-
als are a good thing. But it is worth
asking why regulators believe li-
quidity is a primary discriminant
when deciding what products un-
accredited (unsophisticated, less
wealthy) investors can access. The
Securities and Exchange Commis-
sion, the European Union, and the
UK's Financial Conduct Authority
take different approaches regard-
ing access to less liquid products.
All the approaches are based on a
combination of wealth and educa-
tion.

It seems inconsistent that non-
accredited investors may access
products such as crypto or binary
options trading exchanges simply
because these products are liquid.
Do regulators believe that because
it is relatively easy to find buyers,
an unsophisticated investor is nec-
essarily protected?

Options are complex instru-
ments traditionally used by insti-
tutional investors to reach specific
portfolio goals. On the other hand,

platforms selling binary options or
contracts for difference are akin to
casinos, where payout is “all or
nothing”. How is it that these in-
vestments do not require accred-
itation?

A challenging, nuanced reality
The debate onilliquidity inalterna-
tive investments reveals a nuanced
reality that challenges convention-
al wisdom. While liquidity is often
seen as a safeguard for investors,
particularly those with lower in-
comes, it can also lead to poor in-
vestment decisions driven by be-
havioural biases. The assumption
that more liquid assets are inhe-
rently safer is misguided, as the
ease of trading can tempt investors
to make impulsive, suboptimal
choices. This is evident in the wide
access regulators offer to day trad-
ing and “speculative” investments
such as binary options and crypto-
currencies.

On the other hand, less liquid al-
ternative investments offer long-
term opportunities that can shield
investors from the pitfalls of mar-
ket timing and impulsive trading. It
remains to be seen if the develop-
ment of more liquid secondaries
markets could convince regulators

to widen access to private market
opportunities.

For now, the inconsistency in
regulatory treatment between
highly speculative, liquid invest-
ments and professionally man-
aged, illiquid alternatives raises
important questions. If the goal is
to protect investors, the focus
should be on the overall risk profile
and, importantly, on the investor’s
understanding of financial prod-
ucts, rather than on liquidity.

An important consideration is
“skin in the game”, which only a lit-
tle more than half of private credit
managers have. Managers who in-
vest their own capital alongside
their clients’ align their interests
with those of their investors. This
alignment can enhance trust
among retail investors, potentially
justifying regulatory reforms toin-
crease access to such alternative
investments, Learning that manag-
ers are equally exposed to the risks
and rewards of their investments
can instil greater confidence and
mitigate investor concerns about
illiquidity.

Ultimately, illiquidity should
not be an automatic deterrent for
retail investors, nor should it be
the major determinant to exclude
less sophisticated investors from
potentially good opportunities.
For those with adequate income
and investment knowledge, the
constraints of illiquid assets can
serve as a valuable discipline, pro-
moting more strategic, long-term
investment behaviour.

Therefore, rather than running
away from illiquidity, investment
professionals, investors, and regu-
lators alike should recognise its po-
tential benefits and consider a
more balanced approach.
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