VOLATILITY: A ”TAIL EVENT” 2017

Today, you cannot walk very far in central Stockholm
or any other financial center before you find yourself
in a discussion about the “strange markets”. Few, if
any, seem to understand the market environment we
have experienced for quite a few months now. The low
volatility in the stock markets seems to raise most
questions about what is going on.

New York Fed’s president and CEO, William Dudley,
recently said that the low volatility was difficult to
explain, especially in the light of the significant -
especially geopolitical - uncertainties now prevailing.
The state of the world motivates a significantly higher
volatility, he said. Not everybody agreed. Uncertainty
creates low volatility, say Dudley’s critics. Uncertainty

means that there is no consensus among market
participants around the world. There is no dominant
scenario. Different perceptions of the state of the world
and where it is heading, mean that buyers and sellers
can easily agree, which in turn leads to low volatility.
Both buyers and sellers are (more than) satisfied with
the closing price. It is when one idea, one scenario,
begins to dominate that prices move and volatility
increases. Consensus creates volatility, uncertainty
reduces it.

There is no doubt that volatility in financial markets -
especially stock markets - has been extremely low this
year. Low volatility has historically not been beneficial
for CTAs, and this year is no exception.
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If Dudley’s critics are correct, then the question is what
happens when uncertainty - real or perceived - starts to
give way to a consensus view. Historical patterns (see
graph above) indicate that it may be time for that. Do
we get a scenario as in the latter half of the 1990s
with rising stock markets (and commodity prices)
and increasing volatility or a 2008 scenario where

—MSCI World TRG

increasing volatility is driven by falling stock markets?
In any case, an emerging consensus and subsequently
elevated volatility should be beneficial for CTAs -
regardless of the direction of the stock market. The
volatilities of the stock and futures markets are closely
related as indicated in Figure 2, which is calculated on
daily data over the past ten years.
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Today’s low volatility levels have not occurred since the
years immediately following the European debt crisis,
when central banks around the world were most active
with various support programs. This regime ended
when the Federal Reserve terminated Quantitative
Easing program (QE) in the spring of 2014. Prior to
that, it was just before the big financial crisis when
we saw similarly low levels. Today, central banks’
activities should not have the same dampening effect
on market volatility as in 2012-2014. Instead, the low
levels of volatility should be attributed to geopolitical
uncertainties - and most of them - to the Trump
administration’s activities or lack thereof.

Volatility is usually measured as the standard deviation
of daily or monthly percentage price changes in an
asset, index, or fund. However, the measure is far from
comprehensive in explaining CTA returns. High volatility
may be due to major directional price changes - trends
- but may also be due to choppy, directionless markets.
For this reason, it may be interesting to study how
much - on average - of the total daily price movement
of the markets is explained by a net movement up or
down over a given period.
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The red curve in Figure 3 illustrates such a measure.
Right now, we can observe that “directional volatility”
shows an increasing tendency, while standard market
volatility is falling. The markets thus show low volatility,
but that volatility has increasingly expressed itself in
directional price moves lately. Whether this signhals
that a consensus is emerging, as ahead of the second
half of 2014, is difficult to say, but it is in any case a
positive indication.

Since the turn of the year, most indices measuring
CTA performance are in negative territory. Although
there are exceptions, most trend-following managers
seem to find it difficult to profit in this low volatility
environment. The same applies to short-term CTAs
whose index currently shows a loss of over 6% YTD.
Fundamentally driven managers seem to have done
somewhat better. In short, it has been a rather difficult
period - no drama, but quite challenging market
conditions. In a broader and slightly longer perspective,
however, we note that hedge funds and stock markets
have generally performed quite well - at least since the
summer of 2016. CTAs have done worse. Look another
year back and conditions and performance were the
opposite of today’s. So, in this sense, the conditions
are normal and diversification works in line with theo-
ry, i.e. convergence strategies (hedge funds, e.g. L / S
Equity) are enjoying the market environment with fall-
ing and low volatility we have experienced since last
summer while divergence strategies (CTAs) thrive in
the opposite environment that prevailed in the period
before.

We cannot predict the future - nor can anyone else.
But if one looks at similar periods in history, it seems
reasonable to imagine that today’'s low volatility
environment will soon be replaced by a period of
stronger price movements. And indeed, it's easy to
agree with Dudley. Intuitively, high volatility is more
than motivated in the light of the political and economic
challenges the world is currently facing. But it’s only
when market participants’ perception of the state and
direction of the world begin to converge, that we can
expect increased price movements and volatility. And
when that happens, it usually accelerates quite fast -
like, for example, in 2014, when the Fed’s transition
to a more neutral stance enabled players to agree that
the US dollar was undervalued.

Finally, those who are interested in price distributions
should study Figure 4 (and Figure 5). The clear red
curve illustrates the distribution of all daily returns
on the S&P 500 since 1988. Example: About 15% of
all days ranged from 0.5% to 1.0%. The yellow bars
describe the corresponding distribution for 2017
where, for example, approximately 44% of all returns
were between -0.5% and 0%. The dark red curve is
the normal distribution, generated from S&P 500’s
average daily return and standard deviation since
1988. As shown by the differences between respective
distribution, there is ample room for a significantly
increased volatility without breaking any long-term
historical patterns.
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have the opposite. But still a tail event. Only 2% of all

And a chart plotting the volatility distribution looks
the 7,500 observations are at today’s level.

even more extreme. “Tail events” are usually associ-
ated with high volatility and significant losses. Now we
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With wishes for a developing consensus, low weather volatility and a very nice summer!

- Mikael Stenbom
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IMPORTANT INFORMATION: This material is issued by RPM Risk & Portfolio
Management AB (“we” and/or “us”). We are registered in Sweden with
company number 556254-9039 and have our office at Brahegatan 2, SE-114
37 Stockholm, Sweden. We are authorised and regulated by Finansinspe-
ktionen (the Swedish Financial Supervisory Authority).

This material is issued by us only to and/or is directed only at persons
who are professional clients or eligible counterparties. To the extent that
investments and/or investment services are referred to herein, they are
only available to such persons and other persons should not act or rely

on the information contained herein. In particular, any investments and
investment services are not intended for persons who are retail clients
and will not be made available to retail clients. The information contained
herein is intended only for the person or entity to which it is directed and
may contain confidential and/or privileged material. Any retransmission,
dissemination or other unauthorised use of this information by any person
or entity is strictly prohibited. If you have received this communication in
error, please contact the sender immediately and delete this material in its
entirety.

This material contains general information about us and is not intended
to constitute an offer or solicitation of an investment or service in any
jurisdiction in which such an offer or solicitation is not authorised or to
any person to whom it is unlawful to make such an offer or solicitation.
However, the distribution of information contained in this material in cer-
tain countries may be restricted by law and persons are required to inform
themselves and to comply with any such restrictions. Persons interested
in receiving further information about any investment or service should
inform themselves as to: (i) the legal requirements within the countries of
their nationality, residence, ordinary residence or domicile; (ii) any foreign
exchange control requirement which they might encounter; and (iii) the
income tax and other tax consequences which might be relevant. Nothing
contained herein constitutes investment, legal, tax or other advice, nor

is it to be relied upon when making investment or other decisions. You
should obtain relevant and specific professional advice before making any
decision to enter into an investment transaction. An application for shares
in any investment fund to which we provide investment advisory services
or any other service should only be made having read fully the relevant
prospectus. It is your responsibility to use such prospectus and by making
an application you will be deemed to represent that you have read such
prospectus and agree to be bound by its contents.

This material may contain projections or other forward-looking statements.
These forward-looking statements are based on our current expectations
and beliefs about future events as of the date of this material. As with

any projection or forecast, they are inherently susceptible to uncertainty
and changes in circumstances, and we are under no obligation to, and
expressly disclaims any obligation to, update or alter any forward-looking
statements whether as a result of such changes, new information, subse-
quent events or otherwise.

The information contained herein is based on sources that we believe to be
reliable but no representation or warranty, expressed or implied, is made
as to its accuracy, completeness or correctness.

To the extent this material contains past performance information, past
performance may not be repeated and should not be seen as a guide to
future performance. The value of the investments and the income
therefrom may go down as well as up and investors may not get back the
original amount invested. Your capital could be at risk. You are not certain
to make money from your investments and you may lose money. Exchange
rates may cause the value of overseas investments and the income there-
from to rise and fall.

European SICAV Alliance

This material is not intended as and is not to be taken as an offer or solicita-
tion to make an investment in European SICAV Alliance (the “Funds”) in any
jurisdiction in which such an offer or solicitation is not authorised or to any
person to whom it is unlawful to make such an offer or solicitation. However,
the distribution of information contained in this material in certain countries
may be restricted by law and persons are required to inform themselves and
to comply with any such restrictions. Persons interested in receiving further
information about the Fund should inform themselves as to: (i) the legal re-
quirements within the countries of their nationality, residence, ordinary resi-
dence or domicile; (i) any foreign exchange control requirement which they
might encounter; and (iii) the income tax and other tax consequences which
might be relevant. Nothing contained herein constitutes investment, legal,
tax or other advice, nor is it to be relied upon when making investment or
other decisions. You should obtain relevant and specific professional advice
before making any decision to enter into an investment transaction. We do
not provide investment advice to, nor receives and transmits orders from,
investors in the Funds nor does RPM carry on any other activities for investors
in the Funds that constitute investment services and activities or ancillary
services pursuant to the Markets in Financial Instruments Directive. An appli-
cation for shares in the Funds or any other investment funds to which we pro-
vide investment advisory services or any other service should only be made
having read fully the relevant Prospectus. It is your responsibility to use such
Prospectus and by making an application you will be deemed to represent
that you have read such Prospectus and agree to be bound by its contents.

With respect to Shares distributed in or from Switzerland:

The Representative in Switzerland is First Independent Fund Services Ltd.
The prospectus, the articles and the annual reports are available to Qualifi
ed Investors only free of charge from the Representative. In respect of the
Shares distributed in and from Switzerland to Qualifi ed Investors, place of
performance and jurisdiction is at the registered offi ce of the Representative.
Paying Agent: NPB Neue Privat Bank AG, Limmatquai 1, 8022 Zurich.

With respect to Shares distributed in or from Austria:

NEITHER EUROPEAN SICAV ALLIANCE AS ALTERNATIVE INVESTMENT FUND (AIF) NOR
RPM RISK & PORTFOLIO MANAGEMENT AB AS ALTERNATIVE INVESTMENT FUND
MANAGER (AIFM) ARE SUBJECT TO SUPERVISION OF THE AUSTRIAN FINANCIAL
MARKET AUTHORITY OR ANY OTHER AUSTRIAN AUTHORITY. WHILE THE AIF IS EX-
CLUSIVELY SUBJECT TO SUPERVISION OF THE COMMISSION DE SURVEILLANCE DU
SECTEUR FINANCIER IN LUXEMBOURG (CSSF), THE AIFM IS EXCLUSIVELY SUBJECT
TO SUPERVISION OF THE FINANSINSPEKTIONEN IN SWEDEN. NEITHER A PROSPEC-
TUS, NOR ANY OTHER DOCUMENTS HAVE BEEN CHECKED BY THE AUSTRIAN FI-
NANCIAL MARKET AUTHORITY OR ANY OTHER AUSTRIAN AUTHORITY. THE AUSTRIAN
FINANCIAL MARKET AUTHORITY OR ANY OTHER AUSTRIAN AUTHORITY CAN NOT BE
HELD RESPONSIBLE FOR THE ACCURACY OR COMPLETENESS OF THE SUBMITTED

MARKETING INFORMATION.

The transactions in which the Funds will engage involve significant risks. No
assurance can be given that investors in Funds will realize a profit on their
investments. Moreover, investors may lose all or some of their investments.
Because of the nature of the trading activities, the results of the Fund’s op-
erations may fluctuate from month to month and from period to period. Ac-
cordingly, investors should understand that the results of a particular period
will not necessarily be indicative of results in future periods.
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