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swissHEDGE is a quarterly publication of Harcourt AG
intended for informational purposes and based solely on
information and data supplied by either investment man-
agers or qualified third parties. No information contained
in this review should be interpreted as a solicitation for an
investment and mention of a particular manager or product
under no circumstance represents an endorsement of the
product or the manager by the publisher. A prospective
client for any product or service mentioned in this publica-
tion should independently investigate the investment man-
ager and/or service provider and consult with independent,
qualified sources before engaging in any activity. Investors
should also be aware that historical performance numbers
presented herein are not indicative of future performance
and furthermore, investments in hedge fund vehicles
involve significant risks, including loss of capital. Opinions
expressed in the publication are not necessarily those of
Harcourt and Harcourt assumes no responsibility for the

contents of contributed articles.

Harcourt AG is a leading provider of hedge fund solu-
tions to institutional investors. For further information
concerning Harcourt and its services visit our webpage at

www.harcourt.ch.



Editorial | Peter Fanconi | Harcourt AG

Continuity in an innovative environment

Peter Fanconi | Harcourt AG

Last December, Harcourt announced that Vontobel,
a leading Swiss private bank, acquired a 56% stake
in Harcourt. Vontobel acquired these shares from
NIB Capital and thereby becomes our new majority
shareholder.

With this transaction, Harcourt becomes the centre of
competence and partner of choice for all present and future
activities of Vontobel in the hedge fund space. Vontobel
broadens its product offering and strengthens its existing
specialist investment capabilities. Being committed to
innovation, Vontobel is perfectly positioned to provide
quality investment products to its institutional and private

clients. Harcourt is excited to be part of it.

Vontobel, which is publicly listed, manages in excess of
CHF50b. Being founded in 1924, it looks back on a long
history of excellence in the areas of private banking,
investment banking, and asset management. Being family
controlled, Vontobel values independence and absence of
conflicts of interest most highly; to the ultimate benefit of

its clients and shareholders alike.

The same is true for Harcourt. With this transaction, Harcourt
maintains it’s autonomy and discretion over all operational
decisions regarding the company and its investments.
Management and staff will continue to be shareholders of

Harcourt and remain committed on a long term basis.

As such, we believe that this transaction allows Harcourt to
maintain its identity, while at the same time strengthening
its global reach and reaffirming its independence. We are
convinced that Vontobel and Harcourt form an excellent
strategic fit. Given both established brand names,
Harcourt’s track record as a leader in the institutional fund

of hedge funds market, products and clients will be able to

benefit from the significant corporate backing of Vontobel.
We believe that hedge fund managers, clients and partners

will benefit from this transaction.

Further, our sustained growth, combined with the increas-
ing sophistication of our client base, necessitates on-site
presence in core markets. Geneva, having traditionally been
served through local 3rd parties, is a point in case. We have
now opened our corporate office in Geneva and thereby
effectively upgraded our presence. From this office, we
will extend increased service levels to clients in the greater
Geneva area, France and Italy. In addition, Harcourt has
recently purchased a 51% stake in NIBC Petercam Gestion,
a Madrid-based asset manager. The firm has been renamed
Harcourt Investments SGIIC SA. With this acquisition,
Harcourt is building upon an already existing and success-
ful relationship with the Spanish team. We now believe to
be very well positioned to benefit from the opportunities

presented by the Spanish and Portuguese markets.

All of these activities above have one goal in mind: To be a
leading, global provider of hedge fund solutions to our inves-

tors. We believe to be well on the way to attaining that goal.

This issue of swissHEDGE: While having been developed
in the nineties, the portable alpha concept has gained wide-
spread investor attention in 2005 and is increasingly part of
our discussions with institutional investors. Consultants
and investment banks, as well as the alternative investment
community, have recognized the potential opportunity and
are currently building competencies and related offerings
in this area. Harcourt is ideally positioned to act as a cred-
ible specialist in this field of expertise. As such, we dedi-
cated this year’s first issue of swissHEDGE to it.

We hope you enjoy it!
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Hedge Fund Industry Commentary 2005 | Dr. Philipp Cottier | Harcourt AG

Hedge fund industry commentary: 2005

By: Dr. Philipp Cottier | Harcourt AG

Performance of hedge funds in 2005

2005 was not an easy year for the hedge fund
industry. Although the year-end numbers were
positive, this masks periods with significant
downside volatility, such as the months of
April and October which produced draw-
downs in the magnitude of about -1.50% each.
Nevertheless, the summer and especially the
last two months of 2005 provided relief, driv-
en by a broad rally in equities. The year was
also marked by unusually high cross-correla-
tions between the strategies, as well as high
correlations of hedge funds to traditional mar-
ket indices. Overall, the FTSE Hedge investable
hedge fund index returned +2.72% for the year,
roughly in line with other investable indices.
Non-investable indices posted returns around
5-6% in 2005 (the difference can be explained
by selection and survivorship biases in the
non-investable indices).

While most hedge fund strategies ended up performing
within their long term expected return ranges, albeit often
at their lower end, convertible arbitrageurs had their

toughest year since inception of the strategy in the early
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90s. 2005 also proved to be very challenging for the CTAs,
with the occurrence of numerous trend breaks.

Directional Equity Strategies: Equity markets enjoyed
a relatively good year in 2005. As investors outside the US
slowly shed their macro concerns, liquidity returned to
world equity markets. The continued rise in input costs
with the notable +40% rise in the oil price during 2005 did
take centre stage. Energy stocks enjoyed the strongest
gains throughout the year with oil services at the forefront
following an intense hurricane season. The rising input
costs did however cause some jitters in the markets, result-
ing in a sharp sell-off in April and October. The US mar-
kets, more heavily burdened by concerns about global
imbalances saw the S&P500 rise a mere +3%. Outside the
US, an easier macro environment allowed many investors
to focus on company fundamentals, where corporate earn-
ings generally came out above market expectations. As a
consequence, Europe enjoyed a far stronger year than
expected, with the MSCI Europe being up +22.77%.
Investors also pushed up many emerging markets with
strong performances in Korea, India and Taiwan, con-
tributing to a rise of +30.31% in the MSCI Emerging
Markets Free Index. Japan on the other hand took centre
stage this year with the TOPIX up +43.50% and small caps
enjoying strong outperformance, with the TSE2 up an even
more staggering +71.43%. The recovery in corporate Japan
made itself most pronounced in the banking and real estate

sectors. On average, long/short equity managers ended the
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Table 1 | Hedge fund returns

Hedge Fund Strategy

Ret pa 2000-2005

Ret pa 1994-2005 Stdev pa Corr MSCI

Emerging markets 19.74% 12.43% 10.34% 14.44% 0.64
Long/Short Equity 10.67% 6.98% 14.48% 8.97% 0.71
Sector specialists 9.55% 4.43% 41.03% 14.41% 0.67
Distressed securities 8.93% 12.78% 12.23% 5.40% 0.52
Short-selling 8.42% 6.95% 0.81% 21.42% -0.70
MBS arbitrage 7.89% 9.13% 9.74% 4.49% 0.01
Event driven 7.57% 10.06% 13.37% 6.43% 0.69
Macro 6.72% 7.89% 10.08% 7.24% 0.42
Market neutral equity 6.39% 5.79% 8.00% 3.10% 0.17
Relative value arbitrage 6.05% 8.26% 9.69% 3.16% 0.44
Fixed income arbitrage 5.54% 6.53% 5.95% 3.86% -0.03
Merger arbitrage 5.38% 5.98% 9.67% 3.64% 0.49
Statistical arbitrage 5.10% 3.24% 7.08% 3.85% 0.53
High yield 4.60% 717% 7.40% 4.49% 0.49
CTAs 1.90% 5.74% 5.85% 8.20% -0.10
Convertible arbitrage -1.62% 7.57% 9.11% 3.70% 0.26

Source: FTSE; HFR; CSFB; Barclay Trading Group Ltd.; MSCI; JP Morgan

year at +10.67%, capturing most of the upside of world
equity markets for the year. The two main themes global
managers benefited from were exposures to Japan and to
the energy sector. US managers overall had lower expo-
sures and were able to extract enough alpha to outperform
the market. European managers held on to generally high-
er net exposures with bottom up stock pickers utilizing
their balance sheet to make strong returns, especially in the
large cap arena. Japanese managers, who played the so-
called reflation story and used their balance sheet well in
the second half, fared well with strong returns across the
board. Emerging markets managers did well overall with
those implementing the right country selection enjoying
the highest returns.

Relative Value Equity Strategies: 2005 was the second
consecutive highly disappointing year for the convertible
arbitrage strategy with a return of -1.62%. This number
does not reflect the perfect storm that funds were facing,
especially in the second quarter, when bond prices cheap-
ened dramatically due to large redemptions from investors.
It is estimated that 40% of the capital allocated to convert-
ible funds was withdrawn during the year. A difficulty for
the strategy was a continuation of declining volatilities in
the US. Implied volatility in US convertible bonds decreased
from 28.9% to 22.9%. European bonds' implied volatility
rose over the year from 24.6% to 27.5%, however during
the year it touched lows close to 21%, forcing funds to close

positions. Japanese bonds' volatility had a sharp rally after

the election in September. The rally in equity markets also
provided tailwind for Asian convertibles as long-only
investors were buying heavily. Both Japanese and Asian
bonds are trading at expensive volatility levels now. New
issuance in 2005 was at low levels across the region and
could not compensate for the notional of maturing bonds.

Merger arbitrage funds performed +5.38% in 2005, which
was a strong year for M&A transactions. Deal volumes con-
tinued to improve from their sharp drop in 2001. The
opportunities for funds were spread across regions, allow-
ing diversification of risks. Private equity was an important
force in the market with transactions like TDC (USD12b),
Sungard (USD10b), and Neiman-Marcus (USD5b). Funds
faced difficulties in April, as concerns in the credit market
over the US auto industry caused merger spreads to widen
and as prominent deals like Woolworth broke. Another
negative month was October, when negative equity mar-
kets and a number of deal specific negative news hit funds.
Statistical arbitrageurs were up +5.1% for the year.
Reasonable volumes and market breadth were supportive
to the strategy. Higher volatility levels would be conducive
to further opportunities going forward. Market neutral
equity managers were up +6.39%. The strategy had a rea-
sonable year with all geographical zones adding returns.
Market neutral equity managers focused on Japan initially
showed large outperformance but gave back some of the
gains in the last quarter. Value and momentum type signals

provided good returns. Earnings revision and earnings
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quality related signals were more mixed.

Relative Value Fixed Income Strategies: The Treasury
markets were characterized by a difficult trading environ-
ment throughout the year, as the market weighed the
possibility of a slowdown in the US economy and fears over
a pickup in inflation. Fixed income arbitrage managers
generated steady but moderate returns (+5.54%). The
compression in swap spreads, the flattening of the yield
curve and higher Libor rates in the US all contributed to a
more difficult trading environment. The ABS markets expe-
rienced record new issuance in 2005, putting upward pres-
sure on spread levels, in particular in the second half of the
year as the market had trouble digesting the new supply.
Within the mortgage sector, OAS have been trading in nar-
row ranges for the whole year and volatility has remained
relatively steady. Overall, MBS arbitrage managers posted
solid and steady returns for the year (+7.89%), albeit at
lower levels than the previous years, as the flattening of the
yield curve, higher libor and slower prepayments all limit-
ed the number of trading opportunities.

Directional Fixed Income Strategies: After two years
of spread compression, 2005 turned out to be a lot more
challenging for long/short credit managers (+4.60%).
Spring in particular was difficult, with the much discussed
downgrade of GM causing turbulence across the credit
markets. October saw another widening of credit spreads,
this time sparked by inflation fears and higher libor rates in
the US. Overall, however, spread levels have stabilized at
levels roughly equal to where they were at the beginning of
the year. Distressed managers faced an environment of
fewer defaults and a decreasing opportunity set, respective
to previous years. Despite this, they were still able to gen-
erate decent returns (+8.93%), as a number of companies
finally came out of their restructuring. By the end of 2005,
a number of high-profile defaults in the form of Delta,
Northwest, Delphi and particularly Calpine provided ample
new trading opportunities to capitalize on. Emerging mar-
kets was the best performing asset class for the second year
around (+19.74%), supported by improving fundamentals
across the different EM countries. Large trade surpluses,
healthy fiscal balances, and relative political stability led to
a substantial compression of spreads. Interest rates have
been decreasing in most of the major emerging markets,
and foreign currencies have appreciated significantly
against the dollar. By the end of 2005, the long-awaited
strengthening of Asian currencies finally started to take off.
Commodities Strategies: 2005 saw commodity markets

return to the news and while it was little surprise that some
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of the best performing strategies were in the energy sector,
this was also a strong year for many other commodities
such as zinc, copper, sugar and silver. Inevitably, this also
entailed markets experiencing sharply higher volatility, par-
ticularly during the summer events in the US. Relative
value strategies had a strong start as crude and gas prices
rose by 30% in the first quarter, followed by a period of
muted returns with relatively decreased volatility in Q2.
The third quarter was dominated by events in the US,
where hurricanes Katrina, Rita and Wilma threw the mar-
kets into turmoil and spurred market highs in oil at USD70
and gas at USD15. Q4 began with a reversal of energy
prices as oil fell 9% and gas fell 12% in October. Losses
incurred in this hangover from the summer were recouped
in a strong end to the year. The directional energy trading
sector suffered at the beginning of the year as freezing
weather gripped Europe and power prices spiked. Supply
problems were more of an issue in the second quarter and
sharp market moves caused further problems. The US per-
formed well until the third quarter natural events, when
managers took a hit. The problems continued into Q4 but
as fundamentals became clearer the sector bounced back.
The metal & agricultural sector benefited particularly from
base metals, where tight supplies, ramping demand and
low stock levels drove prices higher. April saw a correction
in aluminium prices but was swiftly recovered. Agriculturals
were less rewarding but sugar maintained a steady uptrend;
and grains developed a more consistent downward trend
after the summer, with signs of reversing at the close of the
year. Insurance linked strategies had a difficult year as a
result of the USD54b of insurable damages resulting from
the summer hurricanes. As a consequence of erased insur-
er's capital, increasing capital requirements and alterations
in catastrophe modeling, the market is looking forward to
significantly higher premiums in 2006.

Directional Multi-Asset Class Strategies: The universe
of macro managers as a whole posted moderate returns
(+6.72%), with March, April and October being particular-
ly difficult. This figure hides the dispersion of returns gen-
erated by the different managers, as some got their market
calls a lot better than others. In the difficult months, most
macro managers got caught out by sell-offs in the credit
and equity markets, in addition to the unexpected strength-
ening of the USD. Themes that generally worked well were
the rise in oil prices and commodities, as well as the run-up
in equity prices in Japan and Europe. In addition, emerging
markets were a profitable theme to play in 2005. The year
proved very challenging for the CTAs, nevertheless they



managed to end the year slightly up (+1.90%). Early on
strong trends that had started in the closing months of 2004
corrected sharply. The currency sector suffered most due
to a rallying USD, hurting short positions which had been
maintained during the dollar decline. CTAs subsequently
built up long USD positions which were very profitable as
the strong economy helped the USD surge against the
major currencies. Equities were also profitable as they
rallied across the board, and particular strength was seen in
Japan. In the first half of the year, long positions in fixed
income contracts provided for solid profits as long-term
interest rates continued to fall. In the second half, the
interest rate sector suffered as bonds declined after a series
of strong economic data. Energy was one of top perform-
ing sectors for the year as crude oil rose to new all-time
highs. The long positions benefited early on from a perceived
increase in global demand and a tightening of supply.
Metals also returned good profits as expanding economic
development and supply shortages fuelled demand.

Performance of hedge funds in Q4 2005

The last quarter of 2005 started with something of a shock
in October when equity markets corrected sharply followed
by similar corrections in oil prices and bonds, triggering
drawdowns of approximately -1.50% on average. Fortunately,
November and especially December then provided relief,
and hedge funds pulled back to see positive quarterly

returns, driven by the year-end rally of the stock markets.
The FTSE Hedge investable hedge fund index returned
+1.54% for the quarter. This compared to a return of
+2.13% for the non-investable HFR Funds of Funds
Index. All strategies were positive in Q4 with the exception
of short-sellers.

Directional Equity Strategies: Investors around the

world enjoyed a healthy end to what proved to be a good

Table 2 | Q4 returns of hedge funds

Hedge Fund Strategy Ret Q4 2005

Emerging markets 3.24% -2.50%
Relative value arbitrage 2.62% -0.35%
Long/short equity 2.58% -1.88%
CTAs 2.52% -0.15%
Statistical arbitrage 2.28% -0.29%
Sector specialists 2.24% 2.11%
Distressed securities 2.05% -0.35%
MBS arbitrage 1.42% 0.66%
Macro 1.36% -0.71%
Event driven 1.26% -1.83%
Convertible arbitrage 1.18% -0.08%
Fixed income arbitrage 1.11% 0.34%
Market neutral equity 0.96% -0.36%
Merger arbitrage 0.67% -1.50%
High yield 0.27% -0.48%
Short-selling -0.29% 1.45%

Source: FTSE; HFR; CSFB; Barclay Trading Group Ltd.; MSCI; JP Morgan
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year for equity markets. The MSCI world rose +2.73% in
the fourth quarter with continued investor euphoria and
increased risk appetite. October was a turbulent month
where inflation concerns led to a sharp sell off in many
markets. Europe and Emerging Markets rebounded
strongly to end the quarter with respectable returns; MSCI
Europe +3.86%, MSCI Emerging Markets Free +6.83%,
and S&P500 +1.59%. A large part of the rally could be
attributed to good corporate results, a more benign macro
environment, and an abating oil price. This upsurge in per-
formance was most pronounced in the large cap space whilst
energy was the only sector to have fallen. Japan seemed to
be drumming to its own beat, with re-elected Koizumi’s postal
reforms triggering a strong and steady rally seeing the TOPIX
end the quarter up +16.82%. Small caps continued to out-
perform the market. This was a relatively good quarter for
directional equity strategies with the relevant index rising
+2.58% though masking a painful October. Managers in
Europe fared well, catching much of the upside in equity
markets, whilst US based managers focused on extracting
some alpha on both sides of the balance sheet. Most funds
had a very strong quarter in Japan where managers who
concentrated positions on reflation type stocks and held a
bias towards smaller caps fared best. Emerging markets
managers had some fairly mixed results with those exposed
to the Korean and Indian markets faring best.

Relative Value Equity Strategies: Convertible arbitrageurs
finished the year with a positive performance of +1.18% in
the last quarter. The main return drivers were Asia and
Japan, where implied volatility continued to increase
sharply, driven by demand of investors seeking outright
exposure to the underlying equity. Implied volatilities in
the US decreased from 24.3% to 22.9%. European bonds
experienced an increase in implied volatility from 23.4% to
27.5%. Credit exposure had a minor negative impact on
performance. High-yield US convertible bonds continued
to be cheap compared to straight bonds. The primary mar-
ket in the US had a significantly higher volume with
USD16.4b issued. This compares to USDS8.7b in the last
quarter and to USD11.1b in the fourth quarter of 2004. It
was driven by a strong November and December, both
with positive net new issuance after eighteen consecutive
months of negative organic growth. Europe also saw a
strong increase of primary market volumes with an aggre-
gated notional amount of USD4.9b. Issuance in Asia and
Japan declined.

Merger arbitrage funds gained +0.67%. Returns would

have been significantly higher had October not been a
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painful month in an otherwise conducive environment: US
funds lost on the Guidant/Johnson&Johnson takeover that
ran into serious trouble. Several other deals such as School
Speciality and IMS/Health VNU broke. European funds
were hit by their concentrated exposure to the Scandinavian
oil sector, as shares fell sharply with declining oil prices.
Additional insecurity arose due to volatile equity markets
and the announcement of a closure of a USD2b event
fund. Reduction in allocated risk capital caused spreads to
widen across the deal universe. However, the month ended
on a positive note with the announcement of the USD31b
takeover of O2 by Telefonica. The Guidant deal experi-
enced a turnaround mid November as Johnson&Johnson
agreed to go ahead on revised terms and later Boston
Scientific declared an unsolicited bid at a significant pre-
mium. Investment opportunities were not limited to the
US and Europe: in Japan, event driven funds benefited
from a short position in Sanyo Electric, as the company
struggled to restructure, its CFO resigned and at first its
bank did not appear to be willing to support it. Brambles
announced a unification of its dual listing structure causing
the spread between shares in London and Sydney to con-
tract. Statistical arbitrageurs were up +2.28% for the quar-
ter. Volumes and market breadth were supportive to the
strategy. Market idiosyncrasies provided incremental trad-
ing opportunities. Market neutral equity managers were up
+0.96%. The quarter showed some dispersion within the
group as Europe and UK focused managers performed
well, whereas US and in particular Japan oriented managers
experienced performance give backs. Overall momentum
factors performed well while value and earnings related
signals were only moderate profit contributors.

Relative Value Fixed Income Strategies: Inflation fears
suddenly took hold of the Treasury markets in October
after the publication of the CPI number, leading to a sell-
off across maturities. 10y Treasuries reached a high of
4.66% from a low of 4.01% at the end of August. As the
market realized that economic data had been distorted by
Katrina, the Treasury market rallied again to end the year
at a level of 4.38% for the 10y Treasury. In this process the
yield curve actually flattened further, where the 10y
Treasury traded through the 2y Treasury at some point.
Fixed income arbitrage managers held up quite well in dif-
ficult markets in October, but were not able to capitalize on
any further gains during the rest of the quarter (+1.11%).
Greenspan’s successor was announced, and the market react-
ed reasonably well to the prospect of Bernanke as the new

Fed chairman. ABS markets were affected by a technical



correction in November as hedge funds expressed a nega-

tive view on the US housing market though a short on the
BBB segment of the market, leading to significant spread
widening in this part of the credit curve. CMBS spreads
also had a weak quarter selling off as a result of oversupply
and weak demand in the markets. The performance of
MBS arbitrage managers was relatively muted for the quarter
(+1.42%), as the flat yield curve, higher Libor and slower
prepayments created a difficult trading environment.

Directional Fixed Income Strategies: The markets were
spooked in October by a higher than expected CPI reading,
in addition to slower US consumer spending, high oil prices
and higher rates. Credit spreads widened across the board,
directly affecting returns for long/short credit managers.
The bankruptcy filings of Refco and Delphi and the uncer-
tainties surrounding GM further contributed to the spread
widening. In November, the sentiment in the market
remained very weak, but by the end of December the
market had regained some of its optimism and spreads
tightened. Distressed managers saw a slew of new supply in
the fourth quarter of 2005 with the two aforementioned
bankruptcies in addition to the high profile bankruptey of
Calpine with over USD14b of debt. While October was a
weak month for the distressed managers, a number of com-
panies finally came out of their restructurings by the end of
the year, leading to solid gains for the strategy (+2.05%).
Emerging markets continued their strong run for the year,

supported by improving fundamentals across the different

countries, the most noteworthy being Mexico, Brazil and
Turkey. By the end of the quarter, the long-awaited
strengthening of Asian currencies finally took off, led by
the Korean Won. Credit spreads in Emerging Markets
experienced a spike in October, but fully recovered in
November and December.

Commodities Strategies: Relative value commodity man-
agers were positive over the quarter. October saw continu-
ing volatility following the hurricanes of the summer and
the end of the month saw a swift drop in oil and gas prices.
Managers as a group were flat over the month as exposures
to different markets, notably power and natural gas, essen-
tially cancelled each other out. November saw some mixed
signals from weather and storage indicators but long
volatility positions fared well. More discernible trends in oil
through December also brought good performance.
Directional energy trading strategies also suffered in October
due to the steep decline in crude prices but quickly rebound-
ed in the following two months as sentiment reversed.
Metals & agriculturals trading funds were positive in the
quarter with base metals a key driver of performance as
prices rose in response to good physical demand, low stock
levels and market stories of a large short position held by a
Chinese agency. Agricultural positions were largely a dis-
appointment, although coffee and sugar contributed
towards the end of the year. Insurance linked strategies
continued their payouts on the summer's US hurricanes,

while no additional claims were reported.
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Directional Multi-Asset Class Strategies: Macro man-

agers also experienced a dip in October, but rebounded
well in November and December (+1.36%). Some of the
main themes in the fourth quarter were the run-up in the
gold price, the retracement of oil prices, and the strength
of the Japanese and European equity markets. That said,
the markets experienced a decent amount of interim volatil-
ity, which led to a wide dispersion of investment returns
across the different managers. The CTAs closed the year
with a strongly positive quarter (+2.52%). Equity markets
fell sharply on inflation concerns, resulting in losses across
global stock index contracts. Good profits were made in
currencies where the managers benefited from the
strengthening USD and the weakening JPY. The fixed
income sector was profitable as inflation fears fuelled the
sell-off in bonds and interest rates moved higher across the
whole yield curve. Energies developed a downward trend
as warmer-than-expected temperatures in the US led to a
lack of demand. In November, CTAs produced a solid pos-
itive return. Currencies were the most profitable sector as
the USD continued to strengthen against European and
Asian currencies. The JPY lost nearly 9% of its value in the
previous three months. Long positions in metals were prof-
itable, led by gold, which surged to nearly USD500. Energy
prices continued their slide as the US weather remained

temperate. In the last part of the quarter sharp reversals in

swissHEDGE 10

Hedge Fund Industry Commentary 2005

the currencies and fixed income sectors resulted in losses.
In contrast, the European and Asian equities continued to
rally strongly into the year-end. Base metals also continued
to rally as reports emerged confirming the sustainability of

demand from China.
Outlook for 2006

Overall for 2006 we expect returns from diversified funds
of hedge funds in the range of Libor + 400 to 600 bps with
moderate volatility. The hedge fund strategies that, in our
view, have the most favorable outlook for the next six to
twelve months certainly include the event driven equity
space, as well as energy, commodities, distressed securities,
long/short Asian equity markets (incl. Japan), global macro,
sovereign fixed income strategies, and multi-strategy arbi-
trage (at least the more flexible, proactive breed). We
remain neutral on long/short credit, long/short US and
European equities, CTAs, asset-based lending, insurance-
linked risk trading, and statistical equity arbitrage. We are
underweight MBS arbitrage, fixed income arbitrage and
convertible arbitrage.

Fortunately, asset inflows into the hedge fund industry
have slowed down. This should be good for the industry in
the sense that some trades had started to become very
crowded last year. Furthermore, some hedge funds have
started having «attitudes», being overwhelmed by heavy
inflows from investors. Looking forward, the current
macroeconomic environment seems to be stable with con-
stant growth, low inflation and low interest rates. In a way,
we are in an almost «perfect> market environment. This
has resulted in high correlations across countries and
regions, as well as between bonds and equity markets.
However, many of the global macroeconomic imbalances
have not subsided yet. For instance, the US consumer is
still overleveraged with potential spillover effects for the
US real estate market; the US government debt is still
growing; Europe is not reforming; and there is increasing
West-East competition at several levels. Furthermore,
investors over the last two years have greatly increased
their risk tolerance, which has resulted in low risk premia
across most financial markets worldwide (low volatilities,
low credit spreads, narrow swap spreads, low OAS spreads,
emerging markets spreads, very bullish investor sentiment,
etc). With that, the markets have become exposed to poten-
tial disruptions. Therefore, we do expect more volatility in
the financial markets going forward. This will, as usual,

provide both risks and opportunities to the hedge funds.



EXCELLENCE IN PROVIDING HEDGE FUND SOLUTIONS

EXCELLENCE. When it comes to hedge fund solutions, sophisticated investors
rely on solid partners they can trust with exceptional investment skills and
a commitment to excellence across the business.

We are proud that leading and demanding international institutions have

chosen us as their partner and are totally committed to our mission statement.

TO FIND OUT MORE, PLEASE CONTACT US AT HEADQUARTERS:

@ HARCOURT

Harcourt Investment Consulting AG | Stampfenbachstrasse 48 | 8006 Ziirich | Switzerland
P: +4113651000 | F: +4113651001 | www.harcourt.ch




Straight to

Our independence, breadth of coverage and depth of expertise has
allowed us to define industry.expectations in technology based solutions.

. o _— y . .
Citcoweb.com dvanced online reporting for fund managers and

- inve STOTS C g front to bapk straight. through solution, powergd 9)%

- Axeo ki gy ', delivers operational, administrative and technological sup-

: / prt for the most sophisticated needs of global hedge funds.

Follow the leader straight to your solution.

CLT GO

Moving Fund Services Forward"™

www.citcoweb.com




Strategy Focus | [

By: Dr. Georg Wessling | Harcourt AG

Developed in the 90’s, the so-called portable
alpha concept has received a lot of attention
recently. Initially conceived by traditional
long-only asset managers, the concept is now
increasingly applied by hedge funds and funds
of hedge funds. It enables investors to maxi-
mize their alpha through investments with
skilful hedge fund managers while at the
same time maintaining their targeted beta
exposure.

Institutional investors such as pension funds and insurance
companies are facing important challenges: On the one
hand, higher returns have to be generated in order to com-
pensate for lower contributions and higher benefits (eg
because of increasing longevity). On the other hand, capital
markets are thought to be delivering lower returns going
forward because of lower long term economic growth
potential.

In order to avoid sustained shortfalls, investors are now
highly encouraged to utilize all potential return sources:

traditional risk premia through equity and fixed income

investments; alternative risk premia through exposure to
commodities, to credit risk, to liquidity risk, to volatility
risk; and alpha, the specific return associated with a port-

folio without market exposure.
Portable alpha in long-only funds ...

For long-only funds, the benchmark typically defines the
investment universe where the asset manager may select
securities or time the market for the purpose of generating
alpha. For a typical institutional investor with a 60% allo-
cation to bonds and a 40% allocation to equities, this results
in two restrictions: 1) alpha can only be generated in the
two assets classes bonds and equities; and 2) because of the
defined asset allocation, a larger amount of money can be
managed actively only in bonds although the alpha poten-
tial in equities may probably be higher.

The portable alpha concept enables the long-only manager
to generate alpha independent from the investors asset
allocation. So, for example, a skilled equity manager can add
value by managing an equity portfolio. By using futures or
swaps, the equity market exposure is hedged out of the
portfolio and, vice versa, an exposure to the targeted bond

market is built up.

swissHEDGE 13
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Long-only portable alpha concept:
Portable alpha bond portfolio = actively managed
equity portfolio - equity index swap/future + bond
index swap/future

... and in hedge funds

Each actively managed long-only portfolio can be decom-
posed into a component which replicates the index, and
into a hedge fund component. This is demonstrated in fig-
ure 1 on the basis of an actively managed equity portfolio
with the Dow Jones STOXX 50 Index as the benchmark.
Based on the assessment of the manager and compared to
the benchmark index, each stock in the actively managed
portfolio is either underweighted, equal weighted or over
weighted. Each underweighted position corresponds with
a short position in the hedge fund component while each
over weighted position corresponds with a long position.!
Because a hedge fund usually is not self financing, it holds
a certain amount of money in cash.

Based on the decomposition of an actively managed port-
folio, it is possible to implement the portable alpha concept
by combining a hedge fund with a total return swap, thereby

exchanging a money market return against an index return:2

Hedge fund portable alpha concept:
Portable alpha bond portfolio = Hedge fund +
bond index swap/future

The two main differences between an actively managed
long-only portfolio and a hedge fund are that the hedge
fund is allowed to 1) sell securities short, and to 2) apply
leverage. If the hedge fund has a view on a security, he is
not limited by the benchmark weight of that security to
express this view. In addition, a hedge fund might combine
short- and long positions which add up to more than 100%
gross exposure if he sees a compelling reason to do so. In
contrast, a long-only manager always maintains a gross
exposure of 100%.

Finally, a hedge fund can also express his view on the mar-
ket by having either a long net exposure (i.e. the sum of
long positions is larger than sum of short positions) or a
short net exposure, and therefore not be market neutral.
Pending manager skill, these are all reasons why a hedge
fund environment is more conducive to alpha generation
than a traditional long-only fund.

The example shown in figure 1 also highlights the fact that

swissHEDGE 14

Figure 1 | Decomposing an actively managed DJ STOXX 50 portfolio

Security Name Active Portfolio Index Hedge Fund
Weight Component Component
BP 1.67% 6.57% -4.90%
HSBC 0.44% 5.18% -4.74%
GLAXOSMITHKLINE 2.61% 4.20% -1.59%
TOTAL 3.94% 4.10% -0.16%
VODAFONE GROUP 3.87% 3.79% 0.08%
NOVARTIS 4.20% 3.71% 0.49%
ROYAL DUTCH SHELL 0.00% 3.47% -3.47%
NESTLE 1.78% 3.44% -1.66%
ROCHE 3.78% 3.01% 0.77%
ROYAL BANK OF SCOTLAND 0.61% 2.74% -2.13%
UNILEVER 0.33% 1.11% -0.78%
PHILIPS ELECTRONICS 1.15% 1.10% 0.05%
SAP 0.00% 1.10% -1.10%
ASSICURAZIONI GENERALI 1.57% 1.09% 0.48%
SUEZ 2.13% 1.02% 1.11%
BT GROUP 2.24% 0.94% 1.30%
TELECOM ITALIA 1.64% 0.91% 0.73%
CARREFOUR SUPERMARCHE 4.32% 0.78% 3.54%
AVIVA 0.00% 0.77% -0.77%
L'OREAL 1.25% 0.64% 0.61%
TOTAL 100.00% 100.00% 0.00%

Source: Bloomberg, Harcourt (the list is for illustrative purposes and not complete)

a substantial part of an actively managed long-only portfo-
lio is more or less replicating the index, whereas only 20 to
30% of the portfolio is effectively managed actively. Since
the fund investor pays active fees (typically between 0.5%
and 1.0% pa) on 100% of his investment, and since the
index can be replicated at low cost (typically between 0.1%
and 0.2% pa), the investor ultimately pays three to four
times the nominal active fee for the part of the portfolio
which is truly managed actively.

Paradoxically and crucially, the long-only investor pays sim-
ilar or even higher fees for the actively managed part of the
long-only funds as for hedge funds although he receives
less alpha. Consequently, decomposing the pure active part
of the portfolio and the index replicating part leads - in
addition to the superior performance - to a much more cost

efficient solution.
Portable alpha as alpha overlay

So far, we discussed the traditional portable alpha concept.
It stipulates that the alpha generated by either traditional

1 1t should be noticed here that the tracking error (ie the volatility of the
excess return compared to the benchmark) of the actively managed port-
folio is equal to the volatility of the hedge fund component.

2 Aninvestor can also invest his money in the bond index and than exchange
the money market return for the hedge fund return. This might be an inter-
esting alternative for investors who are already invested in the bond index
and who would like to prevent transaction costs.
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long-only managers or hedge funds is transposed to the tar-
geted asset class. But the portable alpha concept can also
be used on top of a multi-asset class portfolio, and then
essentially becomes an alpha overlay.

Again, refer to the 60/40 portfolio mentioned earlier. Assume
that the investor strives for 5% alpha with a maximum
tracking error of 3%. All else being equal, the investor can
implement both his 60/40 targeted beta allocation as well
as his alpha target by structurally proceeding as follows:
First, 100% of the available capital is invested in a beta
neutral hedge fund portfolio with a target return of Libor
plus 5% and a maximum volatility of 3%.3 In a second step,
he implements two swaps: one swap exchanges Libor for a
bond index return and has a notional of 60% of the invest-
ment amount; the other swap exchanges Libor for an equi-
ty index return and has a notional of 40% of the investment
amount. If the investor has lower alpha targets, he can
reduce his investment in the hedge fund portfolio and
choose to either hold the money in cash, or reduce one of
the two swaps and invest the money physically in stocks or
bonds.

Portable alpha and leverage

As mentioned, hedge funds may apply short selling and lever-
age. This causes the question whether combining hedge
funds with a swap or with a future in a portable alpha struc-
ture is not the same as using or even unwittingly increasing
leverage. At first sight, this point has some merit.

But to understand the real risk inherent with this concept,
one has to assess the impact of gross and net exposure sep-
arately. The gross exposure of a hedge fund is always linked
to its volatility and - in the case of a portable alpha portfo-

3 Because hedge fund returns usually are not normally distributed, the
investor should also set targets for skewness and kurtosis.

Figure 2 | Building an alpha overlay portfolio

Nominal Physical Investment Synthetical Investment

90% |-

Total Return Equity
Index Swap

70% |-

60% |
Beta Neutral Hedge Fund
50% |- ]

Portfolio

Total Return Bond

0 |
0% Index Swap

20% |-

Alpha Overlay Beta Allocation

Source: Harcourt
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lio - to the tracking error. All else being equal, that means
the hedge fund manager can increase the volatility of his
portfolio - and the tracking error of the portable alpha port-
folio - by increasing his gross exposure. Therefore, an argu-
ment can be made that gross exposure is less a question of
leverage but more a question of managing the targeted
volatility and tracking error.

If the hedge fund has a long net exposure and the investor
superimposes a total return swap with 100% notional, then
we definitely end up with market exposure of more than
100%. Therefore: if the hedge fund contains some market
sensitivity, the investor should consider this fact by reduc-
ing the notional of the total return swap or even hedge out
the undesired beta exposure. We will demonstrate this with
an example.

By using regression analysis we have examined the net
exposure of the Belmont Fixed Income fund, a fund of
funds focussing on fixed income strategies managed by
Harcourt. The regression indicates a small but significant
exposure of 0.17 to the Lehman High Yield Credit Bond
Index.4

While building a portable alpha portfolio based on the
Belmont Fixed Income fund, we take the exposure to the
fixed income market into account by reducing the notional
swap to the Lehman Global Aggregate Index to 80%.
Figure 3 shows the return components of that portable
alpha portfolio. The Belmont Fixed Income fund realized
a net return of 6.77% p.a. since inception (ie October 2002
December 2005). In the same time the USD 1 month libor
returned 1.98% p.a. and the Lehman Global Aggregate
Index 3.84% p.a. Because our swap covers only 80% of the
notional money invested in the hedge fund portfolio, we
detract only 80% of the Libor return and add 80% of the
index return. In addition, we detract a swap spread. Com-
pared to the Lehman Aggregate Index, the portfolio has
realized an average excess return of 4.28% p.a. with a
tracking error of 1.92% p.a. This corresponds with an infor-
mation ratio of 2.2, a ratio rarely found with long-only bond

portfolios.
Suitable hedge fund strategies

As the above example demonstrates, a hedge fund portfo-
lio is suitable for a portable alpha portfolio if it’s beta
exposure is in line with the investor’s targeted asset alloca-
tion. Obviously, hedge fund portfolios displaying no beta
exposure are suitable as well. Likewise, hedge fund portfo-

lios with unintended beta exposure which can be hedged
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Figure 3 | Decomposing portable alpha return
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Figure 4 | Criteria for hedge fund strategies suitable for portable
alpha portfolios.
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away would qualify for a portable alpha portfolio.

Hedge funds displaying unintended beta exposure that can-
not be hedged away do not suit a portable alpha portfolio.
An example for such exposure which can not be hedged is
liquidity risk. Hedging volatility and correlation risk, both
frequently inherent in a hedge fund, can be quite difficult.
These challenges are exacerbated further since beta expo-
sure can change quite substantially over time.

So what are the key decisions facing an investor intending
to adopt portable alpha? Crucially, beta exposures to be
addressed by the portfolio must be clearly defined. Equally
important, as soon as the portable alpha solution is imple-
mented, it requires sophisticated risk management capabil-
ities. The investor has to analyse which beta exposure
effectively goes along with his portable alpha portfolio. If
he detects unintended beta exposure, he has to take appro-
priate actions. This can mean increasing a certain hedge
but also eliminating the hedge fund which contains the

unintended and not hedgeble beta exposure.

4 We conducted the regression analysis fort he time period October 2002
to December 2005. The Lehman High Yield Credit Bond Index was the
only factor which explained a part of the return of the Belmont Fixed
Income fund with sufficient significance. The regression involves a R
square of 0.30.




While being conceptually quite easy, the portable alpha

concept requires sophisticated investors with a clear under-
standing about the risks that they are prepared to take. A
thorough understanding of derivatives is equally indispen-
sable. This may perhaps explain why the portable alpha
concept so far has mainly been implemented by a few pen-

sion funds and insurance companies in the United States.5
Conclusions

The portable alpha concept enables investors to maximize
alpha through investments with skilful hedge fund man-
agers, while at the same time maintaining a targeted beta
exposure. This is an attractive alternative to traditional
long-only management since hedge funds are more flexible
and therefore better suited to generate alpha. In addition,
the portable alpha concept with hedge funds is much more
cost efficient than with long-only funds because the
investor pays active fees only for the actively managed port-
folio, whereas a substantial part of long-only funds is typi-
cally managed in line with a passive benchmark which can
be cheaply replicated.

Finally, the portable alpha concept is very flexible and can also

be implemented as an alpha overlay to an overall portfolio.

We believe that the dynamic nature of the alternative invest-
ment industry will result in increasing proliferation and
acceptance of the concept. Whether we will «10 years from
now, use portable alpha as easily as we use the term asset
allocation today»® remains to be seen, but 2006 will cer-

tainly see more investors adapting portable alpha.

5 For case studies see for example O'Hara (2005), InvestHedge (2005).

6 Roger Urwin, Global Head of Investment Consulting, Watson Wyatt,
«Portable Alpha 2005» Conference, London, 5-7 December 2005
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By: Dr. Roland Nilsson | Skandia Liv

Few topics have been the subject of so much
debate as portable alpha. Skandia Liv, like
many other institutions, has put considerable
effort and expertise into developing such a
structure. This article highlights the main find-
ings during this process and takes the reader
through the steps involved when implement-
ing a portable alpha strategy.

The article is divided into three sections. The first takes the
reader through the general idea and defines what a beta
and alpha exposure is. It follows from the definition of a
beta source used in this article that hedge funds are not to
be considered a separate asset class. The second section is
the most important part, since it explains the philosophy
behind a portable alpha strategy and further highlights the
organizational implications these changes will imply. The
final section explains how alpha should be ported, and why
especially hedge funds should be considered for this pur-

pose.
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Basic concepts

By necessity, most of the effort devoted to portable alpha
strategies must be invested at the strategy stage of the
process, since it is vital that the correct logic is used in the
implementation phase. If the logic behind the chosen
approach is obscure, the investor is likely, at some point, to
make a suboptimal implementation.

The essence of portable alpha is the separation of returns
into a beta and an alpha component. The beta component
represents exposures to different asset classes or risk
sources, while the alpha component, loosely speaking, rep-
resents a manger's ability to beat her/his benchmark by
relying on skill rather than on an increase of risk levels.
The beta sources could be defined with CAPM as a start-
ing point in which case there is only one beta; the exposure
to the market portfolio. However, the starting point could
also be the liability side, or some other portfolio that
defines the neutral long run portfolio. The approach taken
in this article is to consider each asset class as a separate
beta factor. Regardless of which beta components are used,

they should take diversification effects into account
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because diversification is the only free lunch offered.
Asset weighted factors are consistent with the market
portfolio since they could be aggregated by applying the
appropriate weights into the optimal market portfolio.
Asset weighted factors are therefore to be preferred.
Whether or not the investor actually chooses to aggregate
the factors by using the optimal weights that result in the
market portfolio is another story. The building blocks will,
at least, be optimal from a diversification point of view, and
any deviation from the optimal weights can easily be assessed
and judged against other potential gains (such as closeness
to the liability side). Furthermore, the beta factors should
not be linear combinations of each other. Derivative instru-
ments represent such an example, since they can be fully
decomposed into an exposure to the underlying instrument
plus a risk free component. Just like derivatives, hedge funds
have been shown to exhibit non-linear exposures to a set of
more primitive risk factors such as the equity market or the
bond markets (see for instance Mitchell and Pulvino, 2001;
Agarwal and Naik, 2004), and should therefore not be rep-
resented by a separate beta factor.

A beta source could be thought of as the most primitive,
traded source of risk. In this context, «primitive» means
that it can not be decomposed into other traded risk
sources. For instance, equities and bonds are correlated
and therefore share some common risk factor(s). However,
since this common factor(s) is most likely related to macro
economic variables that most likely are not traded, equities
and bonds should be considered as two separate beta
sources. On the other hand, a stock option is exposed to the
risk inherent from the stock, which is a traded asset, and

should therefore not be considered as a beta source.
Organizational factors

One of the main obstacles for a full transition to a portable
alpha framework is the structure of the organization which
has to be adopted accordingly. In a traditional asset man-
agement division, the teams are structured around each
asset class and the strategic decisions, i.e. deviations from
the reference portfolio are taken by a committee consisting
of the senior employees from each asset class team. The
portable alpha approach is best implemented by structur-
ing the asset management division around an alpha and a
beta team. The beta team takes over the responsibilities of
the above mentioned committee and thereby becomes
responsible for all strategic decisions. To emphasize this

point in a more stringent fashion, consider the following

decomposition of the return of a portfolio held by the

investor into alpha and beta components:
Pori E Bond Credii Curr
R =y =a+ B, R 5=, BR 5= r e B, R 71 e BR 4 e,

The factors used here represent the main asset classes,
which should also be complemented by regional factors
(e.g. a US and a European Equity index).

The beta team will achieve excess returns by deviating
from the reference portfolio either by physical redistribu-
tion of funds, or through the use of derivatives. Further-
more, the beta team should work with as many asset class-
es and regions as possible. As the number of bets grow, the
return will converge towards a level that is consistent with
the manager’s «true» skill, while fewer bets result in a more
random return pattern with a very low correlation to skill.
This is also called the fundamental law of active manage-
ment. Furthermore, as the number of asset classes and
regions grow, the level of diversification achievable also
increases. The work made by the beta team is very similar
to that of a global tactical asset allocation manager.

The alpha team, on the other hand, is responsible for gen-
erating a positive alpha in the above equation. In a manner
similar to that described above, the return of any manager
could, naturally, be decomposed into a set of beta factors
and an alpha factor. If the manager generates positive
alpha, he/she has successfully managed to beat the bench-
mark. This is why the alpha factor is also referred to as
manager skill. The alpha team’s main task is to identify skil-
ful managers across all asset classes.

Since the alpha team is involved in identifying and moni-
toring manager skill, it is important for this team to have a
firm understanding of the dynamics of positive alpha gen-
eration. The factors behind positive alpha generation are
all connected with some form of market inefficiency. A
number of causes affecting the degree of market efficiency
could be mentioned, but they usually fall into one of the

following categories:

> Structural and Regulatory Inefficiencies. Legal restric-
tions that, for instance, prevents or restricts some
investors from participating, fall into this category.

> Skill-based or information-based factors. Some man-
agers might have access to information that others do
not have. Other managers might have a superior ana-
lyzing capacity that enables them to extract additional
information from publicly available sources that puts

them at an advantage compared their competitors.
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> Market participants. Some market participants might
trade for non-profit maximizing reasons, or they might
simply be poor traders. Both groups present skilful

managers with opportunities.

The alpha team’s task is to make decisions as to where these
inefficiencies are most pronounced, both with respect to
regional as well as asset class, and position themselves
accordingly. For instance, the investor might perceive the
currency market as being inefficient, since there are many
participants in this market, like central banks, investing for
non-profit maximizing reasons. This is a type of inefficien-
cy that falls into the market participant category. Rather
than scanning the whole universe for potential managers, it
is better to first identify potential sources of inefficiency
and then try to find managers that adequately address that
specific segment.

Since alpha is constantly evolving, an alpha source that was
previously perceived as positive might eventually erode. This
is indeed the fundamental driving force behind efficient
markets. Because of competition, positive alpha sources that
are easily exploitable will disappear. Quite a few academics
claim that markets are efficient and that there is no room
for active management. Indeed, many studies have shown
that on average and after fees, mutual funds do not earn
excess returns (e.g. Carhart, 1997). Some might erroneous-
ly conclude that these results are obvious because alpha on
average is zero; inasmuch as someone’s gain is somebody
else’s loss. However, since mutual fund investors only rep-
resent a fraction of the market, they could very well be
earning money on the expense of other investors. Due to
the fact that we are dealing with professional traders, the
result is striking because it demonstrates that it is hard to
generate positive alpha even for skilled investors.
Considering the difficulties involved in generating positive
alpha, an investor should be willing to pay dearly for alpha.
Beta, on the other hand, could be bought almost for free.
Hence, finding «purc« zipt.uvetidles meeoes ihie aci
task.

For good reasons, the previous discussion implicitly assumes

that external rather than internal managers are relied upon.
Firstly, it is unlikely that the investor can find highly skilled
traders internally in all asset classes across all regions. One
valid objection is that although this might be true, given the
high fees you pay, recruiting a merely decent trader should
suffice. On the other hand, since the dispersion in returns
among managers is very high, paying high fees to a skilful

manager might be worthwhile. More importantly, since
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alpha constantly evolves, it erodes in some markets and
reappears when new markets are created. It is, therefore,
necessary to retain the flexibility to fire a manager. The lat-
ter option may present difficulties when relying on an
internal team. Indeed, in some countries, such as Sweden,
this is virtually impossible.

In the end, an investor might be able to identify a few highly
skilled internal traders who are expected to consistently
outperform the market over an extended period. However,
the bulk of the assets should be managed externally.

The focus of an alpha team will therefore be on manager
selection which requires a set of skills that are basically
different from those governing the beta team. The strate-
gic decisions made in the beta team are usually based on
rigorous macro-economic analysis in combination with a
good understanding of how the financial markets at an

aggregated level work.
Hedge funds: a pure alpha vehicle?

The next step in the process is to address how alpha should
be ported. There are two potential routes to achieve this
goal. As mentioned above, the first is to find a «pure» alpha
vehicle, i.e. an investment opportunity which represents
only alpha. The second is to accept a certain degree of beta
in the investment vehicle.

When discussing portable alpha strategies, hedge funds are
bound to be considered. From a theoretical point of view
there are some good reasons to assess hedge funds in terms
of «pure» alpha vehicles. Although there is no widely
accepted definition of a hedge fund, most would agree that
these funds strive to produce absolute return and at the
same time protect the principal from loss.

Producing absolute return and protection from the down-
side can be achieved by employing strategies that per defi-
nition have a zero beta exposure, such as relative value
strategies, for example. Alternatively, this could be achieved

'
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negative during market down-turns and positive during
market up-turns, which on average should produce a beta
of approximately zero.

However, in addition to the already mentioned studies, sev-
eral other articles have shown that hedge funds do indeed
take beta bets, and are not to be considered as «pure» alpha
vehicles. Referring to the notion addressed in the begin-
ning of this article, hedge funds should not be considered
as a separate beta source (i.e. asset class) since they, in

addition to alpha, can be decomposed into other primitive
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beta sources. Classifying hedge funds as a separate beta
source could be likened by classifying long-only products as
a separate beta source because they, like hedge funds, can
also be divided into an alpha and a more primitive beta
component.

Although the long-only products contain a massive beta
component they should not be ruled out for portable alpha
purposes. As long as the beta exposure can be hedged by
using derivatives, the beta exposure should not pose a
problem. In the end, the information-ratio after fees is the
relevant investment criteria. However, there are reasons to
believe that hedge funds are better at producing high infor-
mation ratios since they are able to articulate negative
views better by going short.

Regardless of the investment vehicle chosen, there will
always be a beta component to consider that could be
hedged by using derivatives. When feasible, the investor
could also choose to incorporate the beta exposure into the
beta unit’s investment decision if possible, since the
investor has already paid for the beta after all. The latter
alternative is not really a portable alpha strategy, but could
nevertheless be considered.

Since some hedge funds attempt to time the market by
changing the beta over time, the question arises which beta
should be used for portable alpha purposes. This is very
much the manner in which CTA’s try to generate excess
returns, and should therefore be considered as one way to
generate alpha. The long run average beta should therefore
be used, and any return generated by deviating from the
long run beta should be considered as a part of the alpha

generation.
Conclusion & lessons learned

In essence, the separation of alpha from beta enables the

investor to:

> Take alpha and beta bets separately. This is very impor-
tant because there is no correlation between alpha and
beta sources. An allocation regarding the direction of
the market (beta bet) is not the same as an allocation
with respect to the degree of inefficiency in a market
(alpha bet).

> Allow for considerable expenditures with respect to a
return that requires skill (alpha), and buy the return
(beta) that does not, at a low cost. This represents a
cost efficient form of management.

> Minimize the risk of confusing alpha and beta sources,

and hence also good and bad managers. This is espe-

cially true in the hedge fund space where beta and

alpha bets are sometimes mixed-up.!

In order to achieve these goals, the organization should:

> Be organized into beta and alpha teams because these
two tasks require two different sets of skills.

> Rely mainly on external managers to generate alpha

return.

The vehicles used are:
> Index or derivatives to gain beta exposure.

> Mainly hedge funds but potentially also long-only

product for the alpha generation.

1 See Fung, Hsieh, Naik and Ramadorai, 2005, who analyze the funds of
hedge funds space showing that FoHFs also take considerate beta bets.
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«News behind the news» | Author Matthias Knab
edits Alternative Market Briefing (published by Opalesque

Ltd), a daily premium news service on hedge funds and
alternatives. In this column, exclusively available to swiss-
HEDGE readers, he reflects and analyses what is behind
current topics that dominate the industry and the media.

Since T cover our industry in-depth and every day for
Opalesque, many would perceive me to be an «insider»
within the hedge fund industry. Regardless, I see myself
more as an outsider, just because I neither run money (as a
manager) nor am I an asset allocator. However, this posi-
tion lets me at times recognize interesting patterns or news
that an «insider» may miss, simply because of the high
pressures prevalent in the asset management business.

For example, a promotional email about a portable alpha
conference hit my «in-box» recently, claiming that a for-
merly lofty financial concept is now turning into a tangible
business: «What’s in it for you?» was one of the headlines,

and these the promises:

Institutional and private investors will:

> Hear about innovative ways of structuring alpha
generation.

> Learn about the risks of using portable alpha and the
most effective techniques to reduce them.

> Determine the best criteria for effective manager
selection.

And investment managers will:

> Find out what the end-users’ perspective is from
investor case studies and panel discussions.

> Discover who is looking to adopt portable alpha
strategies.

> Benchmark your performance against that of your

competitors.

Along with the conference firms, asset managers now too

advertise being «open for business» and capable of deliver-
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ing the purest and most potent alpha. Citing a hedge fund
manager, the FT concluded that the traditional asset allo-
cation model is broken, and that the cure is portable alpha:
«Thanks to globalisation, almost everything you know
about the old way of doing things no longer applies. Of
course, many investors are painfully aware of this but they
don’t know what exactly is broken, let alone how to fix it».
Michael Litt, portfolio strategist at FrontPoint Partners in
Greenwich, also believes that the traditional asset alloca-
tion model becomes obsolete, and that the cure is portable
alpha. «This is a seismic shift,» he tells FT Wealth, «and the
early institutional adapters will be the ones who succeed.»
I believe Roger Urwin, global head of investment consult-
ing at Watson Wyatt, may concur with this judgment. He
reportedly told the attendants of a packed «portable alpha»
conference in London that «we are in an environment of
low-expected returns with big pension expectations to fill -
we need alpha. In 10 years, we will use portable alpha as
easily as we use the term asset allocation now.»

Urwin was further cited in the financial press (IPE.com) as
saying that, while portable alpha is still in infancy, it will be
big with pension funds: «Pension funds have become buy-
ers of innovation. The new solutions they are considering -
increasingly derivatives-based, frequently absolute rather
than relative return in character - are more aligned to meet
pension liabilities.» Further, «sophisticated (pension) funds
have departed from traditional divisions and constraints in
strategies by separating market-based from skill-based
returns - in the jargon of the day, they are «porting» alpha
and beta.»

And what does research say?

You may now think that «well, thats fine, but what does
real research say about all of this portable alpha stuff?»
Research work carried out by the Edhec Risk and Asset
Management Research Centre in 2004 demonstrated that

active portfolio managers, who attempt to generate abnormal
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profits through bets on well-identified risks, can benefit
from using suitably packaged derivatives satellite portfolios
as portable alpha and beta vehicles.

These portfolios, based on active asset or sector allocation
decisions, can be used either as standalone absolute return
alpha providers, or as overlay portfolios customized to help
managers modify the exposure of their portfolios with
respect to a variety of sources of risks on which they have
no desire to bet.

Focusing on the Eurozone, the Edhec Risk and Asset
Management Research Centre’s studies report statistically
significant evidence of predictability at the 2.5% level in
Dow Jones EURO STOXX 50 excess return for the period
from July 2000 to June 2003. These econometric forecasts
can be turned into active portfolio decisions and imple-
mented via Eurex index futures to generate absolute return
portable alpha benefits based on active asset allocation
decisions equal to more than 7% annual return over the
period with a low volatility. This performance can be fur-
ther improved by using an option overlay portfolio as a
portable beta vehicle. In particular, the Edhec Risk and
Asset Management Research Centre’s work demonstrates
that suitably designed option strategies would have added
more than 120 basis points of performance for the period

without any increase in the portfolio risk.
Lessons from real life

But then again, «seeing is believing» so let’s take a look at
how portable alpha is faring in the «real» world.

In a special feature, RiskCenter.com portrayed Joe Nankof,
a founding partner of Rocaton, who worked with Inter-
national Paper (a large US pension fund) on its portable
alpha program. Nankof estimates that 10 of Rocaton’s 50-
plus clients have implemented portable alpha programs since
the beginning of 2002, encompassing «very significant»
dollars. He notes that although hedge funds are the vehicle
of choice for most portable alpha programs, any type of strat-
egy or fund that offers absolute returns will do. «If we find
a manager who can outperform cash on a risk-adjusted
basis to our satisfaction, that’s what we are looking for.»
To generate the alpha for its program, International Paper
picked hedge funds. The client already knew something about
hedge funds from a stand-alone investment International
Paper had in a fund of funds run by Blackstone. «We thought
that marrying hedge funds to an S&P-type derivative product
made a lot of sense,» he says. It took several years, however,

before the company actually implemented the program.

Several years? Why is this? Ah, I recall hearing Robert Howie,
head of European hedge fund research at Mercer Investment
Consulting, saying at a conference called «Generating
Absolute Returns for Pension Funds» that it is vital to be
able to identify the minority of managers that have true
skill and are likely to deliver real alpha. However, stum-
bling blocks are not so much the complexity of portable
alpha constructs. Often, difficulties start out simply with
people not believing in the concept, i.e. that alpha is «out
there» and identifiable.

This is in line with an Edhec study that in early 2006 shocked
the industry, affirming that «European institutional investors
do not know how to benefit from hedge fund investments.»
The results of this «<EDHEC European Alternative
Diversification Practices Survey» are based on the answers
of 151 major European institutional investors representing
a total volume of over EURI trillion.

The main conclusion of the survey is that institutional investors
«do not know how to take advantage of the diversification
possibilities of hedge funds because they have both insuffi-
cient knowledge of the risks to which their assets are exposed

as well as an ineffective asset allocation policy».

More specifically, among the findings of the survey are the

following:

> Only 29% of European institutional investors appear to
be capable of carrying out a risk analysis independent-
ly of that provided by the fund manager and only 48%
of them appear to be capable of integrating these risks
in a global analysis of the risks of their assets.

> 73% of European institutional investors manage an
optimal mix of asset classes without distinguishing
between passive and active products.

> Only 33% of European institutional investors have
implemented a core/satellite approach to constructing
their portfolio.

>  While 67% of European institutional investors claim to
take the risk factors to which their hedge fund investments
are exposed into account in their allocation, only 30%
distinguish hedge funds between strategies or by grouping
them into types of risks, which prevents them from tak-
ing advantage of the diversity of hedge fund strategies.

> 45% of European institutional investors do not have
any allocation policy, and among the 50% following
either a pure quantitative approach or a mix of quanti-
tative and qualitative analysis, a majority opts for the
mean/variance framework, which is clearly ill-suited to

the construction of portfolios of hedge funds.
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> In terms of investment vehicles, 74% of European
institutional investors invest in hedge funds through
diversified funds of hedge funds, but only 37% invest
directly in single hedge funds. A mere 2% of European

institutional investors invest in single strategy indices.

Following this research, the «Invesco Continental European
Institutional Asset Management Survey» took a closer look
at the European pension fund industry, finding that in con-
tinental Europe, hedge funds are most popular among pen-
sion funds in France, with HFs accounting for 2.7% of
their total assets. According to the report, French plans
allocated more than twice the 1.2% average, while those in
Germany and Italy set aside 0.9% and 0.3%, respectively.
Seemingly, Belgium’s pension plans have not invested a sin-
gle euro into hedge funds. The survey also found that
multi-strategy was the most popular style - the choice of
22% of respondents - followed by long/short equity (11%).
In addition, twice as many pension plans as insurance com-
panies invest in multi-strategy funds.

According to the Hedge Fund Daily, investment in alter-
natives has jumped to 12% today (up from 8% in 2003),
though Invesco notes that the growth has come mainly from
the so-called «alternative alternatives» — options, futures,
exchange- traded funds and structured products - rather
than «traditionals» such as hedge funds, private equity and
real estate.

Things are different in the US: The Commonfunds sur-
vey found that the average allocation to alternatives now
represents 35% of total assets, a one percentage point
increase over the 2005 report, but steady growth over half
a decade since the first such study.

Among alternative investments, there were incremental
reductions in hedge funds and venture capital, but slight
upticks in private equity, real state, distressed debt, energy
and natural resources. While allocations at institutions with
assets of more than USD500m AUM remained virtually
unchanged, those with under USD500m pumped up alter-

natives by two to three percentage points.
A free lunch?

So, one might assume, in the due course, (and maybe after
a few more portable alpha conferences), Europe may have
caught up with the US, closed the knowledge and alloca-
tion gaps and everything will be fine again. But hold on!
Here comes William Ferrell saying «It ain’t that easyl»
Ferrell, Chief Executive of funds-of-funds firm Ferrell
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Capital, explains that, according to the firms research, if an

investor «just adds alpha onto beta», this increases risk
without necessarily increasing returns proportionally. As
beta risk cannot be actively managed it is up to investors to
focus on managing alpha. As the most reliable source of
absolute returns Ferrell recommends a highly diversified

portfolio of hedge fund strategies!.
What else has happened in the past months?

Bonus mania hits Wall Street and London City,
but entry barriers higher than ever

At the time of writing, the final bonus numbers of Wall
Street and London City workers just got published.
According to PIOnline.com, Wall Street bonuses are expect-
ed to reach a record USD21.5b in 2005, topping the previ-
ous records of USD19.5b in 2000 and USD18.6b in 2004.
The average bonus in 2005 was a record USD125k, up by
USD11k from 2004 and USD25k higher than in 2000.

For London, the THT wrote that the number of financial-
services employees in the City of London rose 3 percent to
325,500 last year, exceeding the technology-fueled peak of
324,200 in 2000 that preceded a three-year slump in stock
markets. City firms will pay an average bonus of GBP23k,
or USD40k, per employee, the Center estimated. About
3,000 people may receive bonuses this year in excess of
GBPIm.

No doubt, such news creates a big buzz among graduates
and young professionals. However, hardly anyone has an
idea that most of them won’t be able to get into the game.
In 2005, Goldman, for instance, had 94,957 applicants but
only hired 327, according to Fortune. Marketwatch com-
mented this is no surprise considering the firm has an aver-
age salary of USD127k for analysts and associates. Edward
Jones turned away more than half a million applicants for
605 jobs. And then, there’s American Century: The compa-
ny turned away 10,524 applicants last year and didn’t hire

anyone.

1 The white paper can be accessed at: http://www.opalesque.com/files/Ferrell. pdf
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