
 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

EXECUTIVE BRIEF 

The strategy’s intent is to capture gains and avoid 

losses signaled by the S&P and which are 

contemporaneously unreported in PE due to 

reporting lag. 

Using real PE data but assuming zero returns 

from non-sleeve assets, for the TTM period to  

31-Mar-19, the strategy improves returns: 

◼  + 1.53% for an 8% sleeve; and 

◼  + 4.92% for a 25% sleeve. 
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Quantifying Arbitrage Opportunities 

in DC Plans / Super Funds arising from Reporting Lag. 

Problem Illiquid investments such as Private Equity, Real 

Assets and Real Estate are attractive for their 

reported high returns, but feature lagged quarterly 

reporting of contemporary market values.  

This can be problematic in defined contribution 

plans where plan holders have the right to move 

their money between investment products with 

differing exposures to illiquid assets. 

◼ FOR TTM TO 31-MAR-19, A SIMPLE QUARTERLY ARBITRAGE STRATEGY RETURNS: + 1.53% (8% PE SLEEVE) 

                          + 4.92% (25% PE SLEEVE) 

◼ DAILY MARKET CAPTURE IN THE NAV IS NECESSARY TO PREVENT PRIOR KNOWLEDGE ARBITRAGE SCHEMES 

When a plan waits for asset managers to report 

market value changes of illiquid investments, this 

creates prior knowledge arbitrage potential for 

opportunistic individuals, even if the plan makes 

cash flow adjustments daily.   

Gains by these individuals are at the expense of 

other individuals in the plan.  

Illustration Consider two identical DC products except that one contains a sleeve of Private Equity (“PE”) and the 

other contains an identically-sized sleeve invested in the S&P 500 (“SP”).  An opportunistic individual 

adopts the following strategy on the first day of each quarter (indicated by red lines on the chart 

below):  

• If the S&P 500 went down in the previous 

quarter, invest in “SP” product.  

• If the S&P500 went up in the preceding quarter, 

invest money in “PE” product. 

Conclusion 

Although this illustrative example is highly 

simplified, more complex real-life products 

without an accurate daily market adjustment will 

likely be vulnerable to similar arbitrage schemes.  

As shown, the level of vulnerability can be 

significant, even when illiquid sleeves are small.  

In the United States, there are already anecdotal 

reports of small groups of investors exercising 

prior knowledge arbitrage schemes in corporate 

DC plans with illiquid offerings. 

Incorporating an accurate daily market 

adjustment into the daily NAV and unit pricing 

procedure is necessary to remove this arbitrage 

source.  
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FOR INFORMATION ON THE ALTS-ALIGN™  
FULLY AUTOMATED NAV PLATFORM WITH MARKET ADJUSTMENT,  

PLEASE EMAIL C on tac t@FEV an aly t i cs .com TO START A DISCUSSION. 

 STRATEGY  
WHOLE PORTFOLIO RETRUNS  

8% SLEEVE  
WHOLE PORTFOLIO RETURNS  

25% SLEEVE 

 Δ S&P Move to  Hold PE Strategy  Hold PE Strategy 

1-Apr-18  SP       

1-Jul-18  PE  0.31% 0.66%  0.96% 2.06% 

1-Oct-18  PE  0.46% 0.46%  1.44% 1.44% 

1-Jan-19  SP  0.32% 0.32%  1.02% 1.02% 

31-Mar-19  
  -0.12% 1.05%  -0.37% 3.27% 

TTM Returns (Compounded) 0.98% 2.51%  3.07% 7.99% 

Arbitrage Returns   +1.53%   +4.92% 

For illustrative purposes, assume zero returns for non-sleeve assets.  If the product’s non-sleeve assets 
had positive returns, the actual arbitrage difference would be greater due to compounding effects.  
Therefore, in the real world, the arbitrage returns shown are likely to be understated. 

portfolios 

S&P 500  
Apr 2018 – Apr 2019 
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As more of the world’s retirement savings move to a defined contribution model, the way in which 

operational procedures address private market structural issues becomes increasingly urgent.  

Structural issues stem from the private market’s absence of 

continuously observable price.  Lag, valuation bias, and the 

intransitivity of the industry’s principal metric (IRR) drive the 

market’s opaque and high-fee characteristics.  They also 

exacerbate the operational mismatch between illiquid assets 

and a daily-priced DC plan.    

Therefore, the prior knowledge arbitrage scheme described is 

just one potential source of inequity for DC plan-holders.  

Inequities Arising from Procedural Inadequacy 

Most fiduciaries conduct private investing operations 

 

Market Need for a Technology Solution to 

Unique Operational Challenges of Private Asset Investing  

procedures manually because structural issues also limit the 

value-add of dashboard-type technology solutions.   

As a result, operational procedures are unable to fairly reconcile 

lagged values, accurately account for market movement, or 

mitigate liquidity stress – all of which are known to trigger 

dilutive effects.   

Operational procedures are further stressed by the rigors of a 

daily environment.  Tight timelines may be managed at the 

expense of appropriate quality controls on data, methodological 

rigor, and output accuracy.   

Highly Differentiated Features 

In addition to satisfying all critical components listed above,  

Alts-Align offers: 

◼ Daily measure of market movement specific to each private 

holding for exceptional accuracy and traceability 

◼ Client/product/asset/security–specific customized  

models, benchmarks, validations to support unparalleled 

product design flexibility 

◼ Housed in a continuous improvement framework to evolve 

with client operating needs and investment strategy 

◼ Proprietary controls for outward-facing (plan-holders) and 

whole-pool-facing (other products/clients) liquidity oversight  

◼ End-to-end automation 

◼ Built-in quality controls, validations, traceability at every step 

◼ Systematic, same-day reconciliation of (lagged) GP values 

◼ Objective and repeatable portfolio valuation methodology 

◼ Measurable accuracy 

 

Operational Components Critical to Safeguard Plan-holder Interests 

◼ All reconciliations, valuations inclusive of daily market 

movement and cash flow timing 

◼ Configurable (by product) liquidity stress controls 

◼ Daily forward pricing and ‘hard close’ of record book  

◼ Mechanism to accommodate actual pacing 

From industry-leading research* comes the Alts-Align™ NAV Platform,  

an objective measurement technology that solves structural issues and boosts operational integrity.   

Operational Benefits 

◼ Delivered as a managed service with no software or 

staffing overhead 

◼ Plugs into liquids unit pricing process as a simple, 

additive, per product quantity  

◼ Process power latency for reliable overnight completion 

◼ Extensible to fundamentals monitoring suitable for large 

exposures e.g. co-investments  

◼ Backed by dedicated R&D team for forward compatibility  

◼ Operationalizes alts data for unlagged risk and 

operational oversight 

Alts-Align NAV Platform provides a rigorous, automated  

daily NAV/unit pricing process for private assets, designed expressly to emulate a mutual fund-like experience.   
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APPROVALS 

ALTS NAV ARE SIMPLE 

ADDITIVE QUANTITIES 
SEPARATE LIQUID ASSET 

NAV/UNIT PRICING 

ALTS UNIT 

PRICING BY 

PRODUCT 

TAX, FEE, ETC. 
ADJUSTMENTS 

BY PRODUCT 

ALTS LIQUIDITY  
AND SWING BY 

PRODUCT 

ALTS NAVS  
BY PRODUCT 

ALLOCATIONS  

RECONCILE 

LAGGED NAVS 
CALCULATE ALTS 

WHOLE-POOL  
NAV 

ASSEMBLE  
DAILY ALTS  

DATA 

* Relevant published research: 

 

The Journal of Portfolio Management, Fall 2018 

… A Case Study of Innovation in Valuation.  

Journal of Financial Data Science, Spring 2019 

Introducing Benchmark-based Attribution in PE.  


