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The origin of the free lunch strategy dates back to the late 1800s. To boost beverage sales,
saloon owners would offer a free lunch. With a whiskey or beer purchase, patrons could
enjoy a free bowl of soup or a small sandwich (see Exhibit A). Today, this highly effective
free lunch strategy lives on in many forms, some obvious and others less so.
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salespeople, too. In this setting, you
attend an education seminar where
the waiter serves a free rubber
chicken lunch, and the financial
advisor pitches the virtues of variable
annuities or some other too-good-to-
be-true financial "solution." And as
you've likely figured out — these can
be costly free lunches.
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But the appeal of a free lunch
continues to be a powerful motivator—who wouldn't want something for free with little
effort, cost, or risk? The critical distinction is whether the free lunch is real,
theoretical, or perceived.

Beyond the classic marketing gimmick, the free lunch in finance refers to an investment
with higher returns without additional effort, cost, or risk. Nobel Prize laureate Harry
Markowitz first applied this "free lunch" context in his seminal 1952 "Portfolio Selection'
paper. Supporting Markowitz's linear programming math, he subjectively posited that
diversification is the only free lunch in finance. His insight was straightforward:
investors can potentially achieve higher returns without necessarily increasing risk by
diversifying across dissimilar assets.

|

Modern Portfolio Theory (MPT) arose from Markowitz's work and became the industry
standard for prudently diversifying investable assets. The portfolio design math is elegant,
but it has significant shortcomings. First, Markowitz developed it in response to Great
Depression losses, making it far from "modern." Further, MPT assumes asset returns,
volatility, and correlations are stable, which they are not. Despite MPT's shortcomings,
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which even Markowitz pointed out in the paper, MPT remains a valuable and enduring
financial theory.

Real Free Lunch

If there is a practical and authentic free lunch in finance, it's cash management. Before
diving right in, let's set the table with some background.

For over a decade, from 2009 to 2021, money market funds paid nearly 0% on cash
reserves. Adverse economic conditions caused this 0% yield. The Federal Reserve (Fed)
pinned the Fed Funds policy rate close to 0% and kept it there to stimulate the post-Global
Financial Crisis economy. When inflation surged in late 2021, the Fed hit the brakes on
that policy by sharply raising the Fed Funds rate to 5.50%, thereby dramatically improving
the yield on cash reserves.

The Fed Funds policy rate directly impacts Treasury Bill (T-Bill) yields, the primary
securities in government money market funds. With Fed Funds at 5.50%, today, the 30-
day T-Bill is at 5.05%, with the 7-day Fidelity Gov't Money Market (FDRXX) at 4.97%.

FDRXX, our clients’ primary cash reserve vehicle, is lower than the 30-day T-Bill because
of the management fee. With zero commission on stock trades, Fidelity's primary source of
asset custody revenue has become the management fee on FDRXX. For that internal
management fee/expense ratio, Fidelity provides services to Spectra clients: asset custody,
reporting, trading and settlement of securities, checks, debit cards, tax reporting, and
other critical services. While there are cheaper custodians than Fidelity, we believe the
quality and bundle of services Fidelity provides are superior to those of other custodians.

But quietly, in 2018, a few large banks and brokerage firms introduced lower-yielding
privately labeled bank sweep products. At first, the yield differences between bank sweep
and money market funds were minimal. But the yield difference slowly widened, and the
banks/brokerage firms reap the difference.

Today, that yield difference is widening. It is now typical to find bank/brokerage sweep
products yielding 2% or lower. Much to our chagrin, even Fidelity has introduced a much
lower-yielding cash vehicle. Fidelity has left the 4.97% yielding FDRXX open, but we must
now actively manage that choice.

For a less subtle explanation, read Wall Street Journal's Jason Zweig 2018 piece on
this industry change: Link How Your Brokers Can Make 10 Times More on Your Cash Than You Do

With just a bit of effort and a slight increase in risk,
which is debatable, you can earn near 5% on your cash
today. In practical terms, the difference between
earning 2% and 5% on $500,000 is equivalent to three
first-class round-trip tickets from Palm Beach to Paris.
On $1 million, it's enough to charter a private jet from
Palm Beach to New York. And on $5 million, that extra
annual yield could buy you a fully loaded Tesla
Cybertruck. Not managing cash gives the bank/brokerage firm those things — every year!
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It is unlikely that 5% will be available much longer. The Federal Reserve will likely lower
the policy rate three times this year. However, a significant yield difference will persist,
and managing cash is a free lunch worth pursuing.

Extra - Unclaimed property is a quasi-free lunch. With just two minutes of effort, you can
check if any unclaimed funds are in your name from things like class action
settlements, service refunds, or abandoned accounts. Take a moment and search the
Florida Unclaimed Property or California Unclaimed Property websites.

Theoretical Free Lunch

Back to Markowitz. As we noted earlier, few concepts in
investing have influenced portfolio design as profoundly as
Modern Portfolio Theory (MPT). The essence of the theory
is that mixing independently risky asset classes into a
diversified portfolio can lower risk while potentially
enhancing return. MPT works well in a historical backtest,
but it is challenging to implement in the real world.

The first challenge is for investors to stick with different
asset classes during periods of underperformance. There is
an unspoken law of investing: investors and professionals  “I'd like to diversify my portfolio.

alike chase the "hot hand." The annual Dalbar study For a change, why don’t you get
. v sh hat i h . 1 me a stock that's not in a group 1

conswtept y shows .t at 1nvest01js erd into popular . like to classify as ‘losers?””

performing strategies, abandoning the underperforming Cartoonstock.com

asset. But all asset classes have dark days, and timing is tricky unless assets are at extreme
valuations. But even at extremes, asset bubbles can persist for years — which is the case
now in the S&P 500 (Exhibit B).

The second investor challenge with MPT is that it seems to fail investors when they
need it most. The irrefutable evidence of MPT's failure was the Global Financial Crisis
(GFC) of mid-2007 to late 2008. During that period, almost every asset class suffered
severe losses: value, growth, international and emerging markets stocks; corporate and
municipal bonds; hedge funds; and real estate. The only true portfolio diversifiers during
the GFC were gold, U.S. Treasuries, and managed futures strategies. And because these
true diversifiers were underperforming for years leading up to the GFC, too few investors
enjoyed the benefits.

One investment strategy stands out as a true diversifier — managed futures. A futures
strategy is a systematic trading strategy that expresses a long or short view across many
futures contracts based on trend strength. The systematic nature of this strategy means
that mathematical formulas, or algorithms, determine the long or short direction of the
trade and position size, with rigorous attention to risk management.

The economic story of how a futures strategy makes money is simple. Unlike stock and
bond markets, the futures market consists of participants with different motivations.
The two market participants are - hedgers and speculators. Hedgers, like airlines,
farmers, central bankers, or ice cream manufacturers, use futures contracts to lock in
prices and manage business risks. Speculators, often hedge funds, provide market liquidity
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and capitalize on the hedgers' tendency, which is rational in their eyes, to underreact or
overreact to price movements. Using mathematical models to identify these trends across
50+ futures markets - sugar, cocoa, interest rates, gold - speculators can turn these
reactions into profitable trades.

Consistent with MPT diversification principles, we believe a futures strategy paired with
the S&P 500 or a core equity portfolio seems to offer diversification nirvana. The strategy
is a different source of returns, and many futures managers have a near-zero correlation
with stocks and bonds. Looking back at the last 40+ years, returns have been particularly
attractive in years when the S&P 500 performed poorly (see table on next page).

We present Manager X alongside the S&P 500 to highlight the diversification benefits of
managed futures. "Manager X" is a pseudonym, but we've invested clients (personally, too)
in its flagship futures strategy since late 2017. Though past performance is not
predictive of future results, it's noteworthy that Manager X boasts a 50-year net of
fees audited track record—extraordinarily rare for any hedge fund.

For this backtest, we start in 1984 with the inception of Manager X's flagship strategy.
Next, we allocate 10% (Portfolio 1) and 25% (Portfolio 2) to Manager X, with the
remaining allocation in the S&P 500, rebalancing monthly. The analytics we present below
seek to answer the following:

1. When paired with the S&P 500, does Manager X reduce risk and boost returns?
2. Does Manager X perform well in poor years for the S&P 500?
3. Isthere a "free lunch" diversifying with managed futures? What are the challenges?

Theoretical Free Lunch
November 1984 to July 2024
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Spectra Investment Management, LLC
Data from Bloomberg and Manager X
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The analysis confirms that managed futures, as demonstrated by allocating to Manager X,
effectively addresses questions 1 and 2. When paired with the S&P 500, Manager X
reduces risk, enhances returns, and provides protective performance during the S&P 500's
down years. What should also jump off the chart page is the power of compounding!

Risk and Return Comparison
November 1984 to July 2024

Annualized Bear Markets
Max

Returns Volatility Drawdown 2002 2008 2022

Portfolio2 13.20% 13.68% -33.07% -4.56% -18.59% -2.15%

Spectra Investment Management, LLC
Data from Bloomberg and Manager X

Answering question 3 gives us pause. Holding Manager X in isolation can be challenging.
As the table shows, Manager X had a maximum loss of -60.26%, compared to the S&P
500's -50.95%, with twice the level of volatility. Manager X admits, "This strategy bucks
like a bronco—can you hang on?" Still, educated long-term investors who accept this trade-
off can achieve excellent diversification. While Markowitz didn't recognize managed
futures in his seminal paper, this strategy is consistent with his optimal portfolio design
principles.

Naturally, there are important risk considerations: Can Manager X continue to deliver
their historical performance? Could changes in the structure of the futures market,
regulatory or otherwise, impact Manager X’s ability to generate returns? These and other
due diligence questions remain relevant for Manager X, as well as for any other manager.

Perceived Free Lunch

The investment world is full of perceived "free lunches." There is a timeless allure to get
rich quick with little effort — or achieve high returns with minimal risk. These tempting
"opportunities" generally fall into three broad categories: financial innovations, judgment
errors, and classic fraud.

Financial innovation seems to spark significant investor interest. The illusion of a “free
lunch” is often the punch line of these innovation pitches. However, the allure should be
met with skepticism. While some innovations, like options, index funds, factor investing,
and behavioral finance, have genuinely improved the investment experience, true
innovation in finance is very slow to develop. Often, so-called financial innovations are
just repackaging or increasing leverage.

A very useful field of study in the last 30 years has been the development of behavioral
finance. For perspective, since 2000, at least five Nobel Prizes in Economic Sciences have
been awarded for research in this field. Laureate Richard Thaler famously said,

[}
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"Economics can be improved by incorporating insights from other social sciences and
acknowledging that humans are fallible." This human fallibility often leads to misjudgment
of risk, mistaking overhyped stocks for a free lunch while ignoring fundamentals
like cash flow and sky-high valuations (Exhibit B). The dot-com and housing bubbles of the
past 20 years are stark reminders that what seems like a free lunch is often just
overconfidence and misunderstanding of inherent risk.

Last is the fraudulent free lunch. Fairfield Sentry (Madoff) Fund Performance
Bernie Madoff's infamous fund is e e

the perfect illustration. For years, 500% -
Madoff convinced investors that his

fund could deliver consistent, high  .o0%-
returns with minimal risk, which

seemed too good to be true. And it ., .
was. What appeared to be a “free
lunch” was a Ponzi scheme, where
payouts to earlier investors were
funded by the money from new
ones. Madoff's $65 billion fraud
exploited the natural desire for a
free lunch — high returns with
little risk.

The risk-adjusted returns were great...
until it went to zero.
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Spectra Investment Management, LLC

We hat tip the incredible work of the Madoff Recovery Initiative. Over the last decade, the
recovery fund's trustees, led by Irving Picard, have recovered and distributed nearly $14
billion to the 40,000 victims. By far, this was the largest fraud recovery, helping to return a
significant portion of the estimated $17.5 billion that victims had originally invested.

The allure of a "free lunch" in finance will never go away. We've outlined a few sensible
ideas, but even those require effort and weighing trade-offs.

Here are a few takeaways; at least one is actionable with little effort:

1. Pay close attention to yields on your cash reserves. The difference between
government money market funds and lower-yielding cash management products can
be as much as 3% or 4%. As we approach the Florida season, remember that the big
shrimp cocktail party at the bank isn't free.

2. In theory, Markowitz was right that diversification can be a free lunch for long-term
investors. But poorly executed diversification often leads to "deworsification." After
20+ years of managing discretionary portfolios, we've found no better way to
diversify a core stock portfolio than adding a managed futures strategy.

3. Be wary of investments promising high returns with little risk. Behavioral finance
shows investors have blind spots, and skepticism is a useful virtue in South Florida—
the financial fraud capital of the U.S. If it sounds too good to be true, it probably is.

* % % X X
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It is hard to imagine living in more interesting times. At least a half-dozen times in the
past two months, we have stared at news alerts, thinking, "Wait, what just happened?"

Despite what the politicians and commentators suggest, the U.S. has experienced more
fantastic mudslinging campaigns than the current one. A client recently shared this article,
which we found, in a strange way, encouraging. Link: Your wife is a bigamist!: The nastiest

While we hope for a dull winter, we wouldn't be surprised if the coming months are just as
eventful. Don't hesitate to call if you have similar "Wait, what just happened" moments.
Thank you for your ongoing trust and support. We look forward to spending time with you
soon.

Very truly yours,

/J:é‘ﬁt’ AK__ 2 e é ‘
Scott A. Roads Julia E. Zaino
Founding Principal Principal

If you are not a current client of Spectra, this letter is for entertainment purposes only and
not intended as, nor does it constitute, an offer or solicitation in any form to buy any security
or other financial instrument. Investing involves the risk of loss, and we encourage you to
research investing with a high degree of due diligence and skepticism. © 2024 Spectra
Investment Management.
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Exhibits
A. "Free Lunch In The South"

FREE LUNCH IN THE SOUTH,

4 CUSTOM PECULIAR TO THE CRESR
- CENT CITY.

HUNDREDE OF MEN WHO LIVE ON FEE®
DINNERS—WIAT THTSE ENTERTAING
MENIZ COST AND WHO SUPPLIES E
——S8CENES8 AT A FREE-LUNCH QOTN ‘

' THE DILL OF FARE. Y
From Our Special Correspondent.
New-Orreaxs, Thursday, Feb, 11, 1875,
Observing straugers never fail to notice
and comment upon the extrasrdinary liberalitp
with which fren lunehes are dispensed by tha
proprietors of drinking saloons in New-Orleans,
And just kere I may remark thab drinking
saloons are very numerous in the city. The
people complain that trade is stagnant ; thal
poiitical troubles have impoverished Lonisiang
and made panperg of tho richest men; thal
property-0wners are unzble to pay their taxesg
and thatallelassesof ¢itizensare threatensd with
ruin and bankruptey. There can be o doul
that there 1s a great deal of truth in nll these
statements. Sunch being the case, it is not a lite
tle surprising that whisky-shop keepers hera
are rich, and prospering as they do in no othes
part of the Union. In Now-Orlcans thers is qQ
drinking place of some deseription on nearly
every street corner, and restzurants and winoe
rooms areto be found in all parts of the citye
All theso establishments appear to bo doing a
good business ; they are crowded with cusiom.
ers from early morning until Iate at vight, and
many of them are compelled Lo cmploy fromg
four to twelve bar-tenders. The peopie may ba
poor, and prowing poorer; they may be unablg
to meet the obligations impossd upon them by
tho Kelloge Government, and it is possihle thaf
some of them are on the verge of bankruptey,
but it is nome the less a fact that thep
throw away thousands of dollars every days

A member of the Police Board informs me thag

the money which is spent here cach week fop

intoxicating drinks would comfortably suppord
all the State poor for a year., But to return ta
the subject of free lunches. In every ane of thg

drinling saloons wlich fill the city a meal o

some sort is served free every day. The cnee

tom appears to have prevailed long before the
war. Then, however, the lunch consisted of §
slice of cold meat, crackers and cheese, or in
some cases o plate of warm soup. Dut with the
war and the high prices which followed it came
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B. Sky High Valuations — Price/Earnings Ratio for the S&P 500 as of September 1, 2024

Price/Earnings Ratio
Cyclically Adjusted
1881 to September 1, 2024
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Data from Robert Shiller, econ.yale.edu/~shiller/data.ntm
Chart adapted from a Grantham Mayo Van Otterloo & Co. chart, circa 2009
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Important Disclosures:

PAST PERFORMANCE IS NOT NECESSARILY INDICATIVE OF FUTURE RESULTS. THE
POTENTIAL FOR PROFIT IS ACCOMPANIED BY THE RISK OF LOSS.

Spectra Investment Management, LLC (SIM) is registered as an investment adviser based in
Stuart, Florida and West Palm Beach, Florida. SIM is registered with the SEC and only
conducts business in states where it is properly registered or is excluded from registration
requirements. Registration is not an endorsement of the firm by the SEC and does not mean
the adviser has achieved a specific level of skill or ability.

There is no guarantee investment strategies will be successful. Investing
involves risks including possible loss of principal. All expressions of opinion are
subject to change. This article is distributed for informational purposes, and it is not to be
construed as an offer, solicitation, recommendation, or endorsement of any particular
security, products, or services. Clients should under no circumstances rely upon this
information as a substitute for obtaining specific legal or tax advice from their own
professional legal or tax advisors. Readers other than clients should seek professional advice
before investing in any security or fund.

Spectra Investment Management, LLC
401 SE Osceola Street, Ste 202, Stuart, Florida 34994 Phone: 772-324-5640
501 Palm Street, Ste B-6, West Palm Beach, Florida 33401 Phone: 561-623-8305
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