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HEDGE FUNDS 101

| NTRODUCTI ON TO HEDGE FUI

Defining Hedge Funds

AHedge fundso i s a term coined by |
1966 Fortune Magazi nd narotviadlievet o de
i nvest ment structure first created

AA hedge fund is a private invest mi
has a significant personal stake ir
of flexibility to emprayegi bsoadyvsf
of derivatives, short selling and |
returns and better manage ri sko.

HEDGE FUND CHARACTERI STI (

Hedge funds in South Africa fall under the umbrella of Alternative
Investment Vehicles, which includes all fields of investments beyond
traditional equity and bond management, i.e. private equity, venture
capital, currencies, commodities, hedge funds and real estate. (The
Regulatory Position of Hedge Funds in South Africa, 2004)

Hedge funds are like mutual funds in terms of the fact that they are

pooled investment vehicles which typically invest in publicly traded
securities. However, there are several differences. Broadly speaking,
hedge funds are Aliberatedod with r
positions, liquidity and fee structure. This gives hedge fund managers

the freedom to manoeuvre to protect against downside risk (or
capitalise on downside movements of the market), and hence to

pursue absolute return strategies

Key characteristics of Hedge Funds
Hedge funds have absolute return objectives i always cash+
Hedge funds may take long and short positions
Hedge funds may make use of leverage
The fund manager may invest his/her personal capital in the fund

Incentive fees may be charged, aligning interests of the manager and
investor
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HEDGE FUND STRATEGY FOCUS

Hedge fund strategies in SA

Hedge funds i n Sout h Africa fall un
l nvest ment Vehicl es, whi ch i ncludes i
traditi onalonaequnatnyagement , i .e. privat e
currenci es, commodi ti es, hedge funds

Position of Hedge Funds in South Afric

Hedge funds are | i ke mutual funds in
pool edst i mewe vehicles which typically
securities. However, there are sever
hedge funds ar e Al i beratedo with re
positions, ' iquidity and fuema sntamagteu rs

the freedom to manoeuvre to protect a
on downside movements of the market),
return strategies.

BLUE | NK COMPOSI TE

The Blue Ink hedge fund composite (BIHF Composite) monitors the
average return of all South African hedge funds since the start of the first
funds in South Africa in 1999. Since the early days of the hedge fund
industry in South Africa, Blue Ink has been sourcing data of hedge funds in
South Africa. Our first return track record of a fund starts on 31 January
1999. Since then the number has increased dramatically as the industry
has grown. Currently we include 96 funds in the calculation, with the peak
being 110 funds in early 2008.

The universe of the composite only includes South African hedge funds. A
fund is only included from the date i
the public to invest in (no proprietary desk funds are included).
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HEDGE FUNDS AND TRADI
(UTHS)

Tl

Difference between Hedge funds & Long only strategies

Long only Funds/Unit Trusts

Hedge Funds

Strategy

Directional Long Trades

Directional Long and Short, Arbitrage
and Spread Trades

Asset Classes

Equity, Bonds, Cash, Property

Equity, Bonds, Cash, Property
Commodities, Currencies,
Structured / Distressed Deals

Beat the benchmark

[Performance preference Bull Market All Markets
Correlation Higher Correlation to Market Lower Correlation to Market
Investor Mentality Buy and Hold Trading / Opportunistic

Risk adjusted absolute returns

Use of Derivatives

Regulated/ low useage

Not regulated / high usage

Leverage No Yes
[Risk management Within mandate To minimise/prevent losses
Compensationto staff Salary based Performance based

Analysts Fundamental (financial accounting) Fundamental, Technical, Quantitative,
Trading

Regulation Heavy & product based Light & manager based

Fees Weighted to fixed managementfees Fixed managementfee plus

performance fee

Ol
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TRADITIONAL INVESTMENT MARKETS

Broadly speaking long only funds heavily regulated i.t.o.:

Instrument usage

Liquidity

Derivative usage

Gearing / leverage

Shorting

Fxposures (company size equities/ maturity(bonds)/ credit
imits

Traditional markets : manager expressing a negative view will
sell his investments to have less exposure than his benchmark,
or go to cash.

HF : manager expressing a negative view will sell his
investments short and can leverage or use derivative
instruments.

PRI MARY | NVERAMENST ES OF
HEDGE FUNDS

There are four main strategies in the South African hedge fund
space namely:

Fixed Income arbitrage

Invests predominantly with underlying hedge funds that invest

primarily in interest rate instruments. These included listed and

unlisted debt instruments, as well as over the counter
derivatives such as rate agreement
unlisted derivatives, as well as commercial paper issued by

local institutions.
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Equity market neutral & statistical arbitrage

Invests predominantly with underlying hedge funds that invest in
equities and apply a market neutral strategy with no directional
bias. This implies that the underlying managers will in general
maintain a net market exposure equal to zero. (long positions +
short positions) / Fund NAV = 0).

Equity long/short conservative

Invests predominantly in underlying equity long/short hedge fund
that invest mostly in equities and apply a smaller directional bias in
terms of their market exposure. This implies that the underlying
managers will in general maintain a net market exposure of -30%
to +40%. (long positions + short positions) / fund NAV =30% -
40%).

Equity long/short aggressive

Invests predominantly in underlying equity long/short hedge funds
that invest mostly in equities and apply a larger directional bias in
terms of their market exposure. This implies that the underlying
managers will in general maintain a net market exposure of -50%
to 100%.

RI S'WANAGEMENT

Quantitative analysis

Quantitative risk management concentrates on analysing the

probability distribution of various risk factors within hedge funds.

Instead of analysing the full distribution of hedge fund returns, we

analyse a set of a few meaningful numbers which effectively

describe the corresponding distribution. Starting with the
6fundamental &8 met hods of measuring
skewness,

kurtosis etc).

Qualitative analysis

Whil e quantitative analysis of a fu
investor how the fund has performed on a month to month basis, it

does not explain the biases and beliefs of the hedge fund

manager, and therefore the potential pitfalls embedded in the

strategy in the future as market environments change.
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Technical considerations
One can summarize these considerations as follows:

Definitions of hedge fund styles

RISK DIFFERENTIATION

Risk Generally measures ito:

Gross exposure : [Longs + abs(shorts)+ cash]/NAV
Net Exposure : [Longs + cash i Shorts] / NAV
Liquidity

Gross exposures vary between 1-3x gearing

Net exposure:

Long Short > 40% < 140%

Market Neutral = 0%

Short sellers <0%

Unit trusts are ALWAYS have a Net exposure of 100%

Example
MN HF R100 R60 R60 0 1.2x
LSND HF R100 R70 R50 R20 1.2%
LSD HF R100 R90 R30 R40 1.2x

Equity UT R100 R100 RO R100 X




Hedge Fund Returns Since 1999
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HEDGE FUND STRATEGIES SINCE 2007
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1949 - AW Jones
starts a long short
hedge fund that
outperforms all the
mutual funds of its
era.
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DEMYSTIFYING HEDGE FUNDS
oo | e | wer | e | o | o | e

A tough decade for
hedge funds as
many ofthe riskier
and unhedged
strategies did not
work and many

Slow growth for
industry which
remains below the
Radar.

Fortune magazine
highlights the
success of Jones's
fund in 1966 - hedge
fund popularity
grows.

Emergence of the
global macro funds
that turn hedge
funds into a serious
growth industry.
Names such as

Many top
investment

professionals leave
traditional mutual

fund houses to set

up hedge funds.

Fund of hedge
funds

become more
significant as
industry begins to
mature and

Around 140 funds funds close . Julian Robertson, Fantastic growth institutionalise.
operating by 1968. Michael Steinhardt until LTCM More diversity in
Most had moved and George Soros happens in 1998. strategies as
away from Jones's 1998 become industry sees
low risk strategy into famous the world substational
riskier strategies. over. First fund of inflows. By 2008
hedge fund is set around 8000
up by AW Jones in hedge funds exist.
1984.

Hedge funds represent a diverse range
There is no universally accepted de
Al most an HfAeverayst htihneg tbeurtnd ecnl caosnsp a s
whol e universe of investment possib

The current FSB definition:

. AA portfolio which uses any strateg
could result in the portfolio incur
aggregate marnkyetpovianltue natt iame, and
or positions include but are not |
short positionsbo
NoteThe FSB is defining hedge funds
what wunit trusts are not
Note Zhe FSB needst ecohniicgahll iwohrts tt hce:
scenario in its definition

A definition from an investment poi nt
A hedge fund is a portfolio of asse
capital mar kets through the mispric
buying or seldssgtshort th
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This definition highlights the foll ow

Hedge funds are made up of a portfo
This is no different from a unit tr
This Iimplies diversification not sp
They are opportunistic in nature an
whichever capital mar kets their man
They can generate profits by either
from a fall i n price or buying asse
price
Leverage i s -mr pobuetntofalt bbeg process.
dirver of returns
A | ong/short equity fund represents t
hedge fund
The mandate tends to restrict it to
equity markets
The fund tends to have a portfolio
portfolio ehoshares it is
Whil e a |l ong position may be paired
not al ways the case
Key aspects to watch from a ri sk ma
Net exptobBiuseis the value of the | on
shorts divided byndheinaluéi ofg the
This will typica20D9% be iL008he range
Gross eXxpdssres the absolute sum of
divided by the value of the fund in
This will typicall yranngeSoouft hO 9% ftra c2a
A Il ong only fund has a gross exposu
i nvested
A mar ket neutr al equity fund is very
fund, but :
The | ong positions tend to be paire
The net exdpotsourbee tcelnose-1t00 G % (LtOWH i «
Gross exposure may be slightly high
BUT: Vol atility tends to be | ower

A typical trade:

Long Pick o6n Pay, Short Spar

Buy R1Im PI K shares

Sel | R1m SPP shares (this requires

The goealto profit from the relative

shares and not the absolute perfornm

10
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WHAT ARE HEDGE FUNDS?

A Fund of Hedge Funds (FOHF) are fund
i nto underlying hedge funds

The kelyes of the FOHF manager ar e:

To select the best hedge fund manag
uni ver se

To select the appropriate strategie
and the economic environment

To monitor the risk of theawmmder|l yi
their mandate compliance

To manage the risk of the FOHF

11



