Memo to: Oaktree Clients
From: Howard Marks

Re: A Look Under the Hood

Over the last 56 years, I’ve spent a lot of time making suggestions to clients regarding their investment
processes and portfolios, and I’ve been on the client side as a member of various investment committees.
But seldom have I been able to bridge the two, serving as an active participant in clients’ investment
processes. I had an opportunity to do just that the other day, when I met with the board and senior staff of
a U.S. state pension fund. I was asked to listen in and provide feedback on the results of a board-member
survey their consultant had recently conducted and would be reporting on during the meeting.

The content of the consultant’s session impressed me so much that I decided to write a memo about it.
I’'m not disclosing the names of the state and its consultant, for obvious reasons, but I’'m very pleased that
they agreed to let me use the content of the meeting as raw material for this memo.

In the meeting, the consultant covered many of the things I consider “the most important thing” and often
came down on the same side [ would (admittedly, that might’ve contributed to why I was so impressed!).
I’'m going to sum up below the consultant’s assessment of the board survey and my reaction. My hope is
that this is as informative for you as it was for me.

Attitudes Toward Risk

As you can imagine, | was very glad to see the consultant start with a discussion of how the board
members think about risk, and especially do it in a way that was new to me. They led off with a simple
two-by-two matrix that I found thought-provoking and useful, as it put one of the most important
decisions into perspective.

Risk Tolerance

Capitalizing

Willingness

Protective Defensive

Ability
On the horizontal axis is the plan’s ability to bear risk. When I first read that, I thought it referred to the

skillfulness of its board and staff in managing risk. But then it became clear that the reference was to the
plan’s financial capacity to accept risk, defined by its financial health and that of its sponsor, the state.
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On the vertical axis is the plan’s willingness to bear risk — its attitude toward taking on risk and readiness
to withstand the losses that might result. In other words, is the board relatively risk-tolerant or risk-
averse? Will it assume more risk in pursuit of above average retumns, or will it shun risk, knowing that
doing so is likely to limit the returns it enjoys? Importantly, “more risk” and “less risk” are considered
relative to the maximum amount of risk that the plan’s “ability” might allow it to bear.

The labeling of the matrix’s four cells is very informative:

e Ifan investor has a high financial ability to bear risk and a high willingness, it is described as
“capitalizing” on, or taking advantage of, its financial strength and risk-tolerance.

o Ifit has a high ability to bear risk but a low willingness, it is said to be “defensive.” It could take
on more risk than it does, but it has chosen to operate at a lower risk level.

o Ifit has a low ability to bear risk and a low willingness, it is described as being “protective,”
which seems appropriate given its circumstances. However, it should be recognized that this is
likely to limit returns in the short run, and thus to create a need to shoulder more risk and/or
increase contributions in the out years.

e Finally, if it has a low ability to bear risk but a high willingness, it is described as “naive.” I think
that might be a generous description. What could be more foolish than taking risk that entails
potential consequences you might not be able to survive?

The consultant’s survey described the board as having a moderate willingness to accept risk despite the
plan’s above average ability to bear it (stemming from the plan’s solid funding status and the state’s
strong economic performance). This suggests returns will be constrained, but also that the plan and its
constituencies won’t be exposed to the greater range of outcomes that increased willingness would bring.

I found this an organized way to approach risk bearing, in which the most important thing is that it’s done
explicitly and intelligently. It reminded me of the conditions that existed when I was asked to chair the
University of Pennsylvania’s investment committee in mid-2000. Penn’s endowment performance had
lagged that of its peers because of its having been severely underweighted in growth, tech, venture
capital, and private equity investments in the roaring 1990s, and people were asking whether it should
take on increased risk in an effort to narrow the gap. Penn ranked very low at the time in endowment per
student, a crucial metric.

Should Penn tum aggressive to make up the shortfall, or should it remain conservative to safeguard the
limited resources it had? In the spirit of the consultant’s matrix, should it increase its “willingness”
despite the limits on its “ability”? I convinced the people who mattered that (a) it was too late to start
chasing a horse so long after it had left the bam and (b) the risk of continuing to underperform from such
an elevated market level paled relative to the risk of participating in a bust after having missed the boom.
The consultant’s matrix might have been of help in that effort.

Moving on from the matrix, the consultant described some other interesting facets of the board’s attitude
toward risk:

e 100% of the board members agreed — half “strongly agreed” — that exposure to risk is necessary if
the plan wants to meet its objectives.

e The consensus among board members was that they would feel worse about adopting an
aggressive strategy and experiencing a market collapse than they would about being conservative
and missing out on strong gains.
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e The board expressed a strong preference for bearing the “normal” risks stemming from market
participation as opposed to the risks associated with an innovative but opaque approach that is
projected to deliver returns accompanied by risk below the normal level.

e All board members recognized that having true diversification means there may well be some
laggards within the portfolio at all times.

In my opinion, the consultant covered the most important aspects of risk bearing, and the board members’
views were reasonable. Importantly, they recognize that their conservative bent may lead to under-
performance in strong markets, but they explicitly prefer that to a more aggressive posture with its
attendant risks. This is probably the most important real-world consideration under the heading of risk
attitudes. Not everyone can live happily with the performance lags that conservatism can bring, but this
board has had the opportunity to see that in action during the last two bullish years, and it seems to be
sticking to the plot.

The board members accept that risk isn’t something to be avoided. They’re not looking for the illusive
black box that others say will give them return without risk. And they understand that caution limits
return potential — and that the staff shouldn’t be criticized for the presence of underperformers when the
board says it wants diversification. I found this discussion realistic and constructive.

Setting Objectives

The starting point for the consultant’s discussion of objectives was the ranking provided by the board
members:

Determine the correct asset allocation.
Hire managers that outperform.

Beat the assumed rate of return.
Increase risk at the right time.
Outperform peers.

DAL=

I was very impressed to see that the members ranked beating peers last among the plan’s possible
objectives. And they strongly disagreed with the idea that it’s okay to lose money when others do as long
as you do well when others do. When I heard this, I wrote down that we have to be careful when we
think of investing as being like golf, in which it matters little what your score is — just whether it’s better
than your opponent’s.

Although it’s common practice in the investment world to assess short-term investment performance in
terms of how you’ve done relative to your peers and your benchmarks, in the long run (more on this
later), the success of an entity like a pension plan isn’t reckoned in terms of whether it did better than
others. Success for a defined benefit pension plan means being able to pay benefits and minimize
the cost to the plan sponsor. Period. If a plan is unable to pay promised benefits, it’s scant comfort that
peer plans can’t either.

It’s the job of the board and staff to consider likely macro environments, establish an investment approach
and strategy, and choose tactics and managers to create a portfolio that maximizes the probability of
success over a reasonable range of possible scenarios. There’s not a word there about doing it better
than others. If an unforeseeable macro environment unfolds in a way that renders the plan unable to pay
benefits, that failure, even if an understandable one and shared by others, is still a failure.
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Finally, I think it’s important to note that if, on the other hand, the plan does end up with enough money to
pay benefits, that doesn’t necessarily mean its board and staff did a good job. Before coming to that
conclusion, one would need to gauge how the portfolio would have done if a different environment had
unfolded — that is, to consider “alternative histories” in the way proposed by Nassim Nicholas Taleb in
Fooled by Randomness. 1f the portfolio wouldn’t have done well under other scenarios, the plan’s ability
to pay benefits might be attributed solely to the fact that the one that unfolded did so. In that case, the
plan’s success might be more a matter of luck than skill. But this isn’t an easy analysis to perform.

On the Subject of Volatility

I was very glad to hear that the board members ranked the Sharpe ratio last among six possible
performance metrics and on average considered avoiding volatility in the sponsor’s contributions less of a
priority than the ability to pay benefits or attain fully funded status. Most of the members thought it was
important to balance stable contributions and the pursuit of high returns, although some did rank
contribution stability higher than the level of return. Obviously, this is a challenging question for a board
concerned with both the need to pay benefits and the desire to limit the cost to the sponsor.

In future memos, I’m likely to harp on my view that investors pay too much attention to volatility.
It’s absolutely essential for investors to think about limiting their risk, but I don’t think volatility is
the risk they should be most concerned with. Regardless, much of the investing community has
accepted volatility as the best indicator of risk — primarily, I think, because it’s the only way to come up
with a number for risk — and that has led to excessive attention being paid to it.

I’ll make a controversial statement here: in pure investment terms, there’s no intrinsic reason for
long-term investors to be concerned with volatility (as distinguished from the risk of permanent
loss). Warren Buffett famously says he’d “rather earn a lumpy 15% return than a smooth 12%.” Why
wouldn’t everyone?

In my opinion, the main reasons for concern over fluctuating market prices are situational, institutional,
political, career-related, psychological, and emotional. I call these things “externalities,” and because
they’re external to the investment process, a potentially volatile investment can be risky for some
investors and not for others. For example:

e An Al stock can be a risky holding for the manager of a mutual fund that’s priced daily and
subject to daily withdrawals — or for an investor who’s likely to panic during a market crash and
sell at the bottom — but much less so for a sovereign wealth fund where the money is unlikely to
be withdrawn and there’s no requirement to publish financials and satisfy public opinion.

e An investor whose compensation is based on metrics that penalize volatility may consider a
publicly traded bond riskier than a private loan from the same issuer that doesn’t mark to market,
even though the risk of default is the same for both.

If it’s true that an asset’s volatility can bring risk for some investors but not others, then clearly the
risk doesn’t lie in the investment, but in something in the investor’s environment.

While I think the risk of permanent loss is the most important investment risk, I recognize that volatility
can be a material real-world risk for some investors. My experience with the pension fund session
reminded me that rapidly fluctuating portfolio values can require fluctuating contributions from pension
plan sponsors. This may be an externality relative to the process of estimating the intrinsic value of
potential investments and assessing their potential returns and risks, but it’s a completely legitimate
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consideration for people with responsibility for pension plans. It’s absolutely internal to them and their
process.

And, of course, pension funds are but one example of the type of investor who may consider volatility a
risk. University endowments are another example. Typically, universities rely upon an annual “draw”
from the endowment to fund a material portion of their operating expenses. Volatility in the value of the
endowment can affect the amount of that draw and require unplanned changes to a university’s
operations. We saw this very clearly when the Global Financial Crisis hit in 2008.

Choice of Investment Approach

The consultant did a good job of covering questions regarding strategies and tactics, and the board gave
good answers. Here are a few of the areas they touched on:

e All board members agreed that it’s impossible to foresee the future, and thus that the portfolio
should be built to prepare for “all environments” rather than base performance expectations on
the ability to time markets. Of course this is the right attitude, even though it’s impossible to (a)
specify “all environments” or (b) build a portfolio that entails the risk inherent in investing but is
capable of performing well in all environments.

e A substantial majority of the members said they’re comfortable with using leverage at 15-20% of
the plan’s assets. I think this is reasonable. A well-funded plan that’s sponsored by a financially
strong employer and invested conservatively should be able to withstand the uncertainties
associated with this level of leverage. While most public plans may not use leverage, I think it
makes sense for this one. However, (a) it’s still essential to deal with the risk of the lender pulling
the leverage at a bad time in the investment and capital markets and (b) paying interest to borrow
makes it even more important that the plan not hold a lot of assets whose only merit is a highly
dependable low return (or, in this case, a return below its borrowing cost).

e A slimmer majority backed putting 25% of the portfolio into illiquid assets “assuming all benefit
payments and foreseen funding requirements can be met.” However, a few thought a higher
promised return isn’t a good reason for surrendering flexibility. Clearly, some part of a well-
funded plan’s assets can reasonably be illiquid, but getting that percentage right is no simple
matter.

e Slightly more members were in favor of focusing exclusively on expected retums net of fees,
while a few thought minimization of fees should be a goal in itself. This is a tough area. No one
wants to pay high fees and not get above average performance. But when you sign up for a fund
with stiff fees, the performance is hoped for while the fees are a sure thing. All you have to do is
figure out which high-fee funds are likely to deliver and which aren’t. Not an easy task. It would
be interesting to see a study of the correlation between plan portfolios’ average fees paid and their
performance, but I never have.

Overall, I think these positions make sense for this plan.

Assessing Performance

The consultant asked the board members which performance standards they think are most important and
reported that the board members considered achieving the actuarial assumption the most important thing;
beating the policy benchmark and having managers beat their respective benchmarks were secondary; and
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beating peers and popular indices like the S&P 500 were deemed relatively unimportant. I think they
have their priorities right.

When it was my turn to speak, I got more questions on how to assess the performance of the investment
operation than anything else. This is one of the toughest questions in our business. I’ll summarize below
what I said and add a lot that I should have said.

It’s absolutely true that the thing that matters most is whether the plan achieves the rate of return the
actuaries accurately project is necessary: that is, for today’s capital and the expected capital contributions
to reach the sum needed to pay future benefits. So, if the plan’s actuarial assumption is 6%4%, what
matters most is whether the board and staff can achieve that over the long term. But the board and staff
have to assess whether the investment approach is working over much shorter periods and, in
particular, they have to decide on raises, promotions, and personnel retention every year.

The challenge in assessing performance in this regard stems from the fact that making 6% may be
the only thing that matters in the long run but absolutely irrelevant in the short run. If the 60/40
balanced portfolio, the policy portfolio, or the peer average is up 20% next year, achieving 6%% can’t be
described as success. And if those relative benchmarks are down 20% next year, making 6% is
probably an unreasonable criterion. In other words, achieving the actuarial assumption in any given
year or even over a few years isn’t a useful standard for performance assessment over those
periods.

Ironically, the appropriate standard for performance measurement in the short or perhaps the
intermediate term has to be a relative one, not absolute. In the short term, we have no choice other
than to assess performance in light of what reasonably could have been accomplished in the
environment that unfolded. The key question is “should we have done better?” and the best way to
answer it is probably by looking at how others did who were similarly situated. So, again ironically,
the right standard is likely, “how did our peers do?” After all, if they’re really our peers, they probably
have similar goals, are subject to similar constraints, and were presented with a similar menu of potential
investments as we were. For this reason, their performance may be the best short-term benchmark against
which to measure ours.

But this isn’t a perfect standard either. For example, if our portfolio goes up as much as our peers’
portfolios in a bubblish market, that may merely mean our portfolio was as imprudent as theirs. Similarly,
if everyone else loses a lot in bad times, going down almost as much probably means we screwed up also,
and that’s no reason for congratulations and raises. But if we can beat our peers in bad times and do
almost as well or better in good times, that may be the most solid reason for awarding high marks.

Of course, we can use the policy portfolio for these assessments instead of peer performance, but then the
people who set the policy portfolio are let off the hook. The policy portfolio is a possible standard for
assessment, but what’s to say it’s a good one? If the policy portfolio excludes alternatives when they
should have been considered for inclusion, as in the Penn endowment example above, you might beat the
policy benchmark but fail to keep up with what the environment afforded. In the end, I think what this
discussion proves isn’t that one standard for assessment is better than the others, but that there is
no standard that’s free of deficiencies.

And that leads to the question of the proper period for assessing performance. The trouble with using the
actuarial assumption as the criterion is that, in the short run, too many factors are in play for performance
versus the assumption to be a clear indicator of whether a portfolio was managed skillfully. As suggested
above, performance in an individual year will be heavily influenced by whether the market was strong or
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weak, and especially by whether the investors driving it were mindlessly optimistic or panicked. Further,
the market’s performance might have been dictated by a single unforeseeable event. Is it reasonable to
hold staff responsible for not having foreseen it? We all know a single year isn’t a reasonable basis for
determining investment skill. But what should the period be?

In asking this question, most people want to be given a number of years: perhaps three, five, eight, or ten.
But the correct answer can’t be a fixed number. Given the large number of factors that influence
performance, the assessment period has to be long enough for these things to even out, long enough for
that one freak occurrence to dissipate, and long enough so that the performance of the portfolio in
both bullish and bearish environments can be assessed.

If performance is assessed over a period that includes only good times — like the last 16 years (save for a
few relatively short dips) — the prize for performance is likely to go to those investors with the most risk-
prone portfolios. In such an environment, keeping up with or surpassing the benchmarks may not be a
sign of investment skill, but rather extreme risk tolerance. Likewise, beating the benchmarks or the peers
in a declining market may only be a sign of above average risk aversion, not the ability of a portfolio to
achieve a superior risk-adjusted return over the long run.

So, the answer is that an appropriate performance assessment period has to include both good
times and bad. In other words, it should cover a full market cycle. That’s the only way to distinguish
investment skill (including the ability to tilt conservative or aggressive at the right times) from a mere
bias toward aggressiveness or defensiveness. On this subject, this is by far the most important thing.
Defining a full cycle can be problematic, particularly as economic cycles seem to have lengthened
recently, but it should be possible to have a sense for whether a given period includes both good times and
bad.

Finally on the subject of performance assessment, I suggested that the board consider the level of
personnel turnover. It’s not that personnel turnover is always a black mark; some is completely
understandable. For example, no hiring process can be expected to work perfectly, meaning every
organization will have to weed out subpar performers. Further, we know compensation is limited in the
public plan arena, so good performers are likely to be given opportunities to move to the private sector; in
this way, losing employees can be a sign that the hiring process identified good performers. But above
average personnel turnover may be indicative of a poor hiring process, an unreasonable performance
assessment process, or poor management practices. At minimum, these possibilities must be considered.

The Bottom Line

In general, I very much liked what I heard in the session, and I think these are the most important
observations:

e The board members are happy to take less than 100% of the risk the plan’s finances might permit.
e They prefer to forego some return potential in order to avoid the full force of market declines.
e They have little concem for their ranking within their peer group.
e They have relatively little interest in volatility-adjusted performance metrics.
e They’re rightly concemed about how to assess the performance of the investment team and the
portfolio they produce.
7
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What these observations tell me is that the board and its consultant are considering the right questions and
reaching reasonable conclusions. The session was very informative for me, and I’'m glad I had the
opportunity to participate. I hope this recap was helpful for you, too.

October 28, 2025
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Legal Information and Disclosures

This memorandum expresses the views of the author as of the date indicated and such views are subject to
change without notice. Oaktree has no duty or obligation to update the information contained herein.
Further, Oaktree makes no representation, and it should not be assumed, that past investment
performance is an indication of future results. Moreover, wherever there is the potential for profit there is
also the possibility of loss.

This memorandum is being made available for educational purposes only and should not be used for any
other purpose. The information contained herein does not constitute and should not be construed as an
offering of advisory services or an offer to sell or solicitation to buy any securities or related financial
instruments in any jurisdiction. Certain information contained herein concerning economic trends and
performance is based on or derived from information provided by independent third-party sources.
Oaktree Capital Management, L.P. (“Oaktree”) believes that the sources from which such information
has been obtained are reliable; however, it cannot guarantee the accuracy of such information and has
not independently verified the accuracy or completeness of such information or the assumptions on which
such information is based.

This memorandum, including the information contained herein, may not be copied, reproduced,
republished, or posted in whole or in part, in any form without the prior written consent of Oaktree.
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