Liquidity in the Art Market

It is a natural concern for any investor allocating capital in art to consider its relative illiquidity when
compared to most other traditional financial vehicles. However, art’s qualities as an investable asset
overcome any liquidity matters because of overall long-term benefits in an investment portfolio. Art has
less volatility the longer the holding period with the same rate of return. Contrary to many opinions, art
can also produce dividends from efficient active management strategies and even a secondary open
market for the trade of shares of the securitized art holdings.

Art is an illiquid asset because selling an artwork is not an immediate process despite the mechanism
used. Dealers, auction houses and galleries usually incur in complex processes to complete a transaction
between a buyer and a seller. Furthermore, transaction costs are much higher in the art market than in
most financial markets.

Despite many investment qualities, when simply collected and not securitized and diversified art often
is an illiquid asset. However, it is precisely its illiquidity that makes it a safe and lowly volatile
investment vehicle when compared to traditional investment instruments. This specific characteristic is
what makes art such an attractive asset to portfolio managers because of the low correlation with
financial instruments. Moreover, in the art market there is a practical impossibility of a collective panic
situation, as opposed to stocks that can suffer from a double-digit decline in a single session.

A simple way to demonstrate the effect of art in an investment portfolio is by comparing the estimated
risk and return of a portfolio allocated with and without art. In order to make the demonstration more
realistic the assets chosen should be comparable with art because of their alternative features and time
horizon. The following portfolio was allocated using the minimum variance model. The assets selected
were examples of ETFs on 10-year Treasury Bonds, Gold, Reits, Corporate Bonds and the S&P 500.
Despite art’s illiquidity, the portfolio benefits from a higher return and a lower risk because of the low
correlation with the selected asset.
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Simple Observable Facts to Analyze Liquidity

There are several ways to study the liquidity of an artist or art sector. It can be estimated by looking at
specific facts from past auction results. However, one cannot base a decision on which artist to invest
in by just looking at this number. An informed investor will take into consideration many other factors
and follow a proper due diligence protocol.

Guidelines to be considered when analyzing for several liquidity numbers can be reviewed; for example,
the number of artworks auctioned throughout a year from a particular artist compared to those of his
peer artists. The interpretation is very simple; a higher number of transactions can represent a higher
liquidity. This number is indicative of the size of an artist’s market not in monetary terms but in terms
of how productive the artist is, or was, during his lifetime. However, a small market in terms of
transactions like Monet’s could also be interpreted as a very unique and attractive liquid market, this

fact is confirmed when looking at the unsold rate of his artworks.

NUMBER OF AUCTION TRANSACTIONS PER YEAR

Leonora | Wifredo Claude Pierre-Auguste Henri Henry Pablo

Carrington| TLam Monet Renoir Matisse Moore Picasso
2010 32 96 35 268 351 279 2,158
2011 21 106 19 246 323 311 2,615
2012 29 92 27 232 426 379 2,877
2013 17 99 28 251 385 287 2,842
2014 22 89 37 219 351 319 2,539
Avg. 24 96 29 243 367 315 2,606

Another useful reference could be the BI Rate (Bought-In); this number indicates the average share of
unsold artworks by an artist or art sector. The BI has many useful readings, but in this case it can
denote the level of difficulty and risk of selling an artwork in an auction, considering this as a proxy for
the entire art market. A very low BI is indicative of a high demand and probably a more liquid market
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useful number when looking for a market to place an artwork. In a certain way it could be interpreted
as where in the world the market is more liquid. Following with the analysis of Monet’s market, his very
low BI rate confirms that despite the very few transactions each year on the market (avg. 29), the risk of
selling his artworks is very low, especially if sold within the USA.
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Price distributions are very useful to determine which price sector is more liquid within the overall
market or within an artist’s market. The highest share of transactions in the distributions represents the
most liquid sector. Considering the example, an artwork by Leonora Carrington priced above 5 million
USD would be highly illiquid and thus more risky as an investment. On the other hand, the most liquid
price sector for artworks by Monet is between 1 and 5 million USD.
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With particular artworks there are several factors that can increase or decrease liquidity. By simply
considering some of the inherent characteristics of each artwork one can assume the difficulty of
converting an asset into currency. For example, physical aspects like size and conservation issues should
be considered when analyzing liquidity. It is generally harder to place in the market a 4 x 6 m. artwork
than a 1 x 1 m. because of transportation and maintenance costs. All of these statistical facts are very

simple to interpret and can help minimize the exposure to liquidity risk when investing in art.

A specialized market like the art industry needs specialized information and know-how protocols in
order to make efficient and optimal decisions. Even if art is an illiquid asset its benefits when included
in an investment portfolio are more valuable than its complications. Besides, liquidity is only one of the
aspects that need to be taken into consideration when analyzing an artwork or sector to invest in.

With the appropriate asset management AGF, one of the few institutionalized art investment vehicles,
the artwork’s average time held in inventory has been 350 days. A very low number compared to the 7-
10 years market’s average, as estimated by academic studies. In the first years, we had an average
rotation of 18.6% of our inventory and that has accelerated now due to the divestment process in years
four, five, as well as in the upcoming first quarter of 2015 date of termination, well on our exit target.

The art investment industry is in the undergoing a development process and very few institutions have
managed to build a solid track record so far. However, as financial specialization continues to permeate
in the art market, issues such as art’s liquidity will cease to be a problem for investors. At Artemundi
Global Fund we believe that we can create liquidity through the distribution of a yearly dividend from
art transactions’ profits. Sales forecasts are a must and an efficient active management should be able to
achieve a constant distribution. As we saw, the retained earnings account grows year after year. We
believe that the natural evolution of art funds will create a secondary market for investors that are not
keen on mid-term investments closed-end structures but are nonetheless looking to invest in art. It is
not too early to predict funds of funds and even derivative products in the horizon.
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