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l. Introduction

The growth of hedge funds over thast two decades has been nothing short of spectacufaom a

modest beginningthey have evolved intdbehemoth financial supermarketgith increasing importance
toinvestorsandi KS ¢ 2 NI RQa Infiadllyfréstyicted fo institBtiNgR $nlXighen worth

individuals, hedge funds and mutual funds have spawned a retail version, Liquid Alternative Investments
(LiquidAlts), with minimum investments as low as $1,00€dge funds now manage $3 trillion in assets

with liquid alternative investments magéng an additional on@alf billion dollars Surveys of large

investors inevitably point to continued growth of both hedge funds and liquid alternative investments.

Estimated Hedge Fund Industry Assets

There is a widespread misperception of hedge funds and growing gap between thepaubéiption

FYR GKS NBFftAGASEa 2F (KS KSR3IS FdzyR AYRdza (i NE ® ¢
A0NBSG¢ odzi Aa LISNBIaA@gS S@Sy i GKS KAIKSaAd tSo@
number of reasons for thisHedge fund$iave always been secretiabouttheir strategies and

performance. As limited partnerships, hedge fundse alsoexempt from SEC reporting requirements

that are required of mutual funds. In addition, hedge funds are involved in all markets, use esoteric
instruments.¢ KS LJdzo £ A O CadsofddIByNidedalidipdrts tifat éitlier praise hedge funds or
condemnthem as scams that prey on the naiveté and ignorance of investors.

The viewpoint presented ithe literaturefrom hedge fundndustrygroupsandthe investment
management industrg who collectively dominate the discussiabouthedge funds-is that hedge
fundshave earned their growth through inspiring performarammpared to traditional assets such as
stocks and bondsas well asheir positivecontribution totraditional portfolios. Alternative investments
are said to both producelusivealpha (return in excess of the major investment markets) and act as
diversifiessin traditional portfolios because of their low correlation with stocks andds Thus,
according to this viewalternative investments both produce desirable returns and reduce risk in
investor portfolios.
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This book is about understanding hedge funds and liquid alternative investments so the reader has a
frameworkfor deciding vihether to invest in bdge funds and, if sevhich funds to invest inThis book
brings together and critically examines the claims mimieand against hedge funds indar to presenm

a balanced view. The analysis drawdoth practitioners and acadensctwo groupshat seldom

speak to each other, as well as our own independaralysis It is meant to enlighten both individual

and institutional investorand investment management professiondtscludingadvisorsconsultants,
brokers, administratorand marketers.

This book is divided intilnree mainsections:

A. How Hedge Fundand Liquid Alternative Investmentork

B. Hedge Fund Strategies

C. Investing in Hedge Fundsd Liquid Alternative Investments
a. Hedge Fund Performance
b. Hedge Fund Due Diligence
c. Hedge Ends ininvestmentPortfolios

.  How Hedge Funds Work
A.  Definition of Hedge Funds

There is no one accepted definition of hedge funds; rather hedge funds are typically described by a
clusterof characteristics that include the following:

Hedge funds arsmvestmant companies thapool together funddrom multiple investors. They
are limited partnership vehiclethat employ one or more of the followingeverage derivatives
short positions They are exempt from certain provisions of the 1940 Securitiebddn

return arelimited to investorasvho meet certain qualifications of wealth and sophistication and
to institutional investorsand are restricted from marketing their fund hey are forbidden to
take in money from retail investorsledge funds haviighinvestmentminimumsand nvestors
facerestrictions on the redemptionf their units or shares that may be as shoroag month

or as long as several years

In the sections that follow, we examine each of the items underlined in the definition above.

B. Hedge Fund Organization

The organization of a typical hedge fund is laid out in the diagram below.
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Master-Feeder Structure

General Partner of
Investment Manager
LLC

General Partner ‘L
Lch [ n t Manager LP
Domestic Offshore
Hedge Fund LP Hedge Fund Ltd.
\ _L /
Fund (Ltd./LP)

The termdhedge fund does not apply to an entity that is owned by hedge fund manager. Rather itis a
limited partnership company that has a pool of momejlectively owned byhe General Partner and

the investors who are called limiteghartners (Master Fund in the diagram abov&Yhat people

typically think of as a hedge fdns the Investment Managemenb@pany(Investment Manager LP in

the diagram abwe), which is headed by people like George Soros and Steve Cohen, and which decides
the strategy and the trades that will be made using the money in the hedge fund. The Investment
Management company is where the portfolio managers, analysts, tradpesations staffand

marketing people sit.

An Investment Management company can, and in the larger hedge funds typicallyntkesge

Ydzft GALX S KSR3IS TFdzy Ra AW SISRENIZO G dzMB a®&2fySR yi KK Sa R
structure consists of mitiple hedge fundswha F SSRé¢ GKSANJ FaasSdia G2 GKS al a
managed by the Investment Manager. There are a number of reasons for the multiple feeder funds (and

in large hedge funds there may be a dozen or more of these). First, diffeireds are set up for

different types of investorsDomestic funds are typically established in Delaware dfghore funds are

established in locations such as t@ayman Island§&econd, different feeder funds may be established

for different levels érisk (largely througldifferent degrees ofeveraging) or different objectives.

C. Who can Invest in Hedge Funds
Hedge funds are exempt from certain key provisions of the 1940 Securities Act and its subsequent
amendmentswhich oversee the investment manament industry. A bargain was struck between the
Congress and limited partnerships: these private pools would be exempt from adhererextaio
provisions of thel940 Act but in exchange they would only take money from qualified investors and
institutions, and they were not allowed to advertisesolicit funds. This later provision has recently
been loosened by the JOBS Act so that hedge funds do have a qualified right to advertise. (Limited
Partnershipsto which this tradeoff applies also includeprivate equity and venture capital funds as well
as other types of funds)

Access to hedge funds is tightly controlled by laws enforced by the Securities and Exchange Commission
(SEC). The laws state that investors in hedge fund#ated to institutional investors (pension plans,
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SyR26YSy(la IyR F2dzyRIGA2ya0 FyR 6SIHfGKe AYRADARd
Ay@Saiz2NeEPE | OONBRAGSR Ay@SaiG2NB Ydzad KI &S KFR A
the preceding two yearsral a total net worth of $1,000,000.

LY FTRRAGAZY G2 ftAYAGa 2y GKSANIFoAfAGe (2 YIN]SiOz
aSY2N) yRdzyYz¢ | R2O0dzySyid GKIFG aLlsStta 2dzi GKS adNr i
managing the hedge fd as well as the risks inherent in this investment.

1. The Limited Rights of Limited Partners
Limited partners, whose money is normally the majority of the assets in a hedg@Withdhe
remainderowned by the General Partner and othemnployeesof the Investment Management
Companyare granted few rights in the management of that mon&gar example, ithough the Offering
Memorandum and Limited Partnership Agreement spell out the strategy the fund will pursue, it also
allows thelnvestmentManagement Compay to change that strategy without consulting with the
limited partners.

WSRSYLIiA2y NARIKGa INB faz2 alLlSttSR 2dzi Ay GKSasS R
can be anywhere from 3 months foyear or longer. Investors are not allowtxdpull their moneyout

during the lockup period although some funds allow early redemption with the payment of a stiff

penalty. The lockup period is there ostensibly to allow the hedge fund manager to pursue strategies

that may take time to bear frui{See below)

Most hedge fund agreements have the stipulation that the manager can limit or prevent the redemption

2F AYy@SaiG2N) aKIFNBa ¢gAlK2dzi O2yadzZ GAy3a GKS Ay@Saiz
Fdzy R& Ay ao62EOQI NA& &of fiveNDuling thelcyedtSribia of 208780zensYoRfuizgls

stoppedor limited investor redemptions, often to the surprise of investors who had not read the

agreement closely enough to note this management prerogative.

These agreements do not includeyaright for investors to learn how their money is invested, including
the leverage applied to their funds, the use of derivatives or the risk the fund strategy is actually taking.
While many funds issue monthly investment updates, these are generaluirerend address past

rather than present portfolios.

This is in stark contrast to mutual funds where by law all this information has to be prdeided
investors To be fair, however, hedge funds are required to provide investors with audited financial
statements at least once a year.

D. Tools of the Trade
While there is no formal dédiition of hedge fundthey are known by a cluster of characteristics that
include three tools that they typically use: leverage, derivatives and short positions. Whalk inetge
funds use all thee tools, all use at least oneking short positions.

1. Leverage
Leverage allows hedge funds to use borrowed money to ladgger marketpositions than the amount
of money in the fund. This is analogous to buying a house vdtiwa payment and borrowing the rest
from a bank. Hedge funds that use leverageuygua fraction of the price of the securities and borrow
the rest, typically from a banlrokeror investment bank.
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Give me a lever long enough and a
fulcrum on which to place it and | shall
move the world. ~ Archimedes s34

While leverage leads to greater profits if the hedgelzy RQa LlR2aAidA2y LINRP@Sa G2 0SS
multiply the losses in case the position turns sour.

Leverage may also force a fund to liquidate its positions at the worst possible moment because of the
margin that is required to support leveraged pai’ & ® l'a 0KS FTdzyRQa LERNIF2f A2
placed against this portfolimayno longersuffice leadingto margin calls from the lending institution.
The managemay thenhavei 2 aSftf 2FF (KS TdzyRQa L] NIpdcediA2 K2f R
the securitiegsat a low point. The decline in prices can become an avalanche wamy funds have to
liquidate their portfolios at the same time to meet margin calls, as happened during the(260i8
Qisis.

2. Derivatives
Many hedge fundareactive users of derivativesfutures, options and swaps whose value is linked to
GKFG 2F GKS dzyRSNI @Ay 3 &S OdzNihandalweapohisoNdiagsl 0 A S & | NB
RSaUNHOGA2Y ¢ GSNX¥SR o0& 2| NNBy . dzfuhd tbiake leveragedl S @S NI
bets and some derivative strategies, notably the sale of optiwrsvaps can lead to sharp losses.
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Long Stracdle Sheart Straddle Long Strangle Short Strangle

In many cases, a derivative is used in place of a short position to hedge a portfolio against downward
movements. The purchasd a put on the S&P 500 Index, for example, will protect a portfolio of stocks
from a decline in the stock market. Managers can also purchase a put as a speculative strategy to take
advantage of an anticipated decline in the mark@ptions come in manydvors, as shown in the chart
above, which diagrams the basic options strategies.

A basic derivative that can be used for hedging or speculation is the futures or forward contract. Under
these contract, the futures buyer agrees to buy (going long) ofgalg short) a fixed amount of the
underlying asset (say the S&P 500) at a price that is established when first entering into the agreement.
If the market price of the S&P hggher than the futures price, the contract holder buys the S&P at the
futuresprice and sells the proceeds in the market for a higher price.

Paynil THagram: Buy Futures Payoff Diagram: Sell Futures
Profid. ime.
&

Prae of umlevrin zaet \ Price of urderlring mesck
b
» -
Comraded Prive of C o ied
bumsareg ke codract Frace of selling
tha contrac

ProsfiL

i

Another common derivative is the interest rate swaps, which is used to protect a portfolio against
changes in interest rates or to take speculative positions on interest rate movemeiits. dragram
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below, Fund A is able to convert its fixed rate obligation (at 8.65%) to a floating rate via a swap. This
would be done if Fund A was anticipating a decline in interest rates.

8.65% R
A y LIBOR + 0.70% B
lLIBOR +1.50% 8.50 %l
FLOATING FIXED
NET: 9.45% NET: LIBOR

+ 0.55%

CAylLftftes GaONBRAU RSTI dif ( thef00@ Ceditdsiss providepro®dtichdzNB R LIN.
onbondsandloal 3+ Ayaid I RSOfAYyS Ay GKIG 62yR A&dadsSNB |06
interest. In effect, it is a bet on the credit quality of the bond issuer. In 2007 and 2008 credit quality of

bonds backed by mortgages, especially-puine mortgages, deteriorated sharply causing many billions

of dollars in losses to bondholders, which included banks, pension funds, hedge funds and others.

3. Short Positions
tKS G4KSR3IS¢ AY KSRESRTIHFRIEKSENNIAGAEAEENBEZSLINRGISOI
market decline by goingshort the market A short position will profit if the market or stock declines.
At the end of the day, it is this ability of hedge funds that truly differentithesn from other, longonly
investments such awostmutual funds and ETFs.

A fund can short the market by using derivatives, such as optiohgesandswaps, or by shorting a

stock. To short a stock a fund borrows the stock from a bank with a praoiséurn the stock in a
specified amount of time. The fund then sells the stacHl invests the proceeds, possibly by buying
additional stocksn order to leverage their positionWhen the fund unwinds the short position they

must repurchase the stock the market. If the price of the stock has dropped, the fund spends less
money than they took in from the sale of the stock, and the remainder is pocketed as profit. Obviously,
this strategy willosemoney if there is aise in the price of the stock.

12| Page



SHORT SELLING

@ Short-seller borrows assets, like a © As deadline to return asset nears,
share, for a fee and agrees to return short-seller buys new assets from

them at a later date ) the market to return to original
owner
fee / r\ Rebuy
P | price
€3 = J 4L > 6
leﬁ' $
S

© Short-seller then sells assets on to © I asset price has fallen, short-seller

gomeons sise Q makes profit from difference
Sell, 75|

price ( |
&&25;%95’ Sell Rebuy
@Y‘

price price

Source: Reuters Graphic: Brice Hall, RNGS REUTERS

Hedge funds also use futures and forward contracts to hedge or take positions on market direction.
These derivatives are available for all markets; stocks, bonds, commodities and currencies. They are
traded through brokerage firms and require the ugeaanargin account, which allows for leverage via
loans from the broker.

The buyer of a futures contract has the right to buy (sell) a fixed amount of the underlying asset at a

fixed price on a fixed date. For example, the buyer of a futures contradd@pdunds of silver at
Ppodnk2dzy OS F2NJ I O2y G NI OG GKIG YIF{ddz2NBE&E Ay GKNBS
above $5.0 on expiration by buying the silver at $5.0 via the futures contract and selling it at the market
for the market prce. If the market price is $5.50, the futures buyer would have a $0.50 profit on each
ounce of silver.

E. Hedge Fund Strategies
There are multiple classifications for hedge fund strategies. Broadly, hedge funds can be grouped into
five strategy buckets: eqtyi hedge, event driven, macro, relative value and rastitategy. Equity hedge
managers construct portfolios consisting of long and short position in equities. Event driven managers

AYyo@Said Ay OF NA2dza 4SOdNAGASE  debyblK(subhiasdmakagigori 2 OK |

an acquisition). Macro managers invest opportunistically in a wide range of financial assets and markets.
Relative value managers take long and short positions in attempt to exploit perceived mispricing. Multi
strategy managrs allocate their capital to multiple hedge fund strategies through direct management,
third party funds or subadvisory relationships.
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Exhibit 1: Investor Asset Allocation to Different Hedge Fund Strategy Groupings

700
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o o o
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® 2006 ®2012
Exhibit

2: Evolution of Hedge Fund Allocations

2012
2006 _ .
® Equity Hedge m Event Driven
® Equity Hedge m Event Driven = Relative Value ® Macro

® Relative Value m Macro

S

These chartshows the assets under managementwafioushedge fund strategy groupings. Notably,
investors have been deploying additional capital to the event driven, relative value and macro strategy

groupings over the pasteveralyears.(CitiPrime Financé

As shown in the table below, hedge fund strategies vary widely in their risk and return characteristics,

ICitit NRA YS CA yRisg ddISqvid Altérai/esthe Changing Dynamics of Alternative Product
Manufacturing and Distributioh ¢ al @ wHAamMo X LI 3 S -Swatedy appfoich veaiblied iito éadh S a dzf G A

of the four strategy groupings.
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with strategies such as global macro, distressed securities and event driven strategieengrthe
higher return while long/short equity and managed futures showing the highest volatility.

Exhibit 3: Risk-Reward Profile of Selected Hedge Fund Strategies

Mean Annualized Maximum Minimum % Positive % Negative
Annualized Standard Monthly Monthly Months Months
Return Deviation Return Return
Long/Short Equity 5.5% 8.1% 6.1% -7.8% 63.1% 36.9%
Global Macro 9.9% 5.5% 5.1% -6.6% 77.4% 22.6%
Multi -Strategy 7.2% 5.1% 4.3% -7.4% 77.4% 22.0%
Convertible Arbitrage 6.9% 7.3% 5.8% -12.6% 72.0% 28.0%
Distressed 8.7% 5.7% 4.2% -5.7% 74.4% 25.0%
Managed Futures 5.5% 11.7% 8.6% -8.6% 55.4% 44.6%
Relative Value Arbitrage 3.8% 7.0% 6.8% -14.1% 72.6% 27.4%
Event Driven 8.2% 5.8% 4.2% -5.8% 75.6% 23.8%

1. Equity Hedged Strategies
Equiies hedged strategies include @ity long/short,quantitative equity strategieshort bias event
driven, risk (merger) arbitrage and activist hedge furidgquity long/shorwasthe first hedge fund
strategyfollowed inthe first hedge fund established/tWVinslowHomerJones in 1949. The premise is
straightforward: rather than holding a long equity position with the expectation of achieving gains in the
long term (based on the premise that shares have an upward bias over time) a hedge fund attempts to
improve the risk/return profile of a long position by introducing an overlay. In the case of long/short
strategies, this overlay is shorting the marketdhprtingstocks or usingderivatives. The premise is that
introducing a short position, which is ingety correlated to the long position, will improve the
LR NOTF2fA2Q0a NBadzZ Gao

However, this improvement presupposes that the short positionsgddl t dzS 6& o0SAy 3 Y2 NB
than the long positions that are foregone, otherwis&ould prove to be a dragn performance.

Among the equity hedged funds, equity long/short strategies delivered the highest relative compound
returns over the 1994 to 2013 period although they experienced a large drawdown during the 2008
financial crisis. Market neutral strategielelivered low volatility throughout the period and managed to
preserve capital during large market disruptions. However, the cost of thesdivisksification benefits
was returns that fell below the S&P 500 over the period. Short bias strategies gaaligshppointing
returns during the periogreflecting their netshort position over a period in which broad equity markets
increased. However, they rewarded investors with superior performance during market downturns.

a) Equity Long/Short
This strategynvolvesportfolios that consist of both long and short positions in stocks with a view of
hedging against downward movements in the stock marmebenefiting from the decline of theverall
market or specific stocks or sectors. Long/short funds vary iexkent to which they use derivatives
(i.e., options, swaps or futures on the S&P 500) to take short market positions or achieve this goal by
shorting individual stocks. The decisions are sometimes made by the fact that some stocks may be
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expensive or eveimpossible to short. These funds also differ widely depending on the amount of long
versus short positions. For example, 120/20 mutual funds are heavily skewed to the long side (with
$120 in long exposure for every $20 in short). Other funds may kerdio 50/50 long short and may

thus have a low beta or low exposure to the movement of the overall market. Many will vary the
composition depending on their feelings about the overall market.

Equity long/short managers combine long positions in a gooeip of equity securities with short

positions in physical stocks, stock indices, or equity derivatives. These strategies generally maintain a
net-long exposure in the expectation that markets will grow over time. Managers will take equity
positions basedn a blend of top down analyses of broad economic themes and a bottom up analysis of
the intrinsic value of specific securities. In contrast to traditional donly mutual fund strategies, equity
long/short managers can take advantage of securities dpgear to be fundamentally overvalued.

Equity long/short managers seek to exploit mispricing or market inefficiencies that drive the price of

individual stock or market indices away from their intrinsic value. Managers differ to extent that they
evaluate§ 2 01 aQ AYUNARYaAO @l fdzS 2y I ljdza yiAdaGradAadS 2NJ |
different industry sectors, countries and regions and focus on different investment styles such as small

or large cap and growth or value stocks. To reduce miskagers will often set on limits on portfolio

concentration in short positions and in individual stocks and stock sectors.

b) Quantitative Equity Strategies
(1) Equity Market Neutral
Equity market neutral strategies employ sophisticated quantitative, econamatid factor based
techniques to construct portfolios of (typically hundreds) of long and short positions in companies. The
portfolios are designed to have low beta exposure to various markets including stock, interest rate,
commodity and others. As asult, any gains from this strategy are often attributable to alpltlaat is
returns after market beta has been removed. Typically, leverage is used to enhance portfolio returns.

Great care is taken in this strategy to neutralize the portfolio againstnaber of markets in addition to

the major stock markets. Sophisticated quantitative models (such as Northfield) are used to establish a
zero beta against various styles (large cap/small cap, etc.) as well as macroeconomic factors such as
inflation and sbck market volatility. The goal of market neutral is to minimize or negate the impact of
market movements (i.e., beta) so that any remaining return is seen as alpha.

(2) Statistical Arbitrage
Statistical Arbitrage is often grouped together with this strate§yatArb strategies make many short
term trades, sometimes lasting only seconds, that are designed to profit from pricing anomalies
between related stock with the expectation that mean reversion will cause the prices to converge.
Other Statistical Arbitrige strategies exploit new information that the manager feels have not yet been
fully taken into account in the securit@urrent prices. These strategies typically maintain very low
overall net exposure to the stock market and expect to profit fromri@ement of individual stocks.

Computerized models typically consist of a combination of three models of equity pricing:
1. Momentum of the stock pric@.e.,moving average, Bollinger bands, momenitetc.)

2. Fundamentals of the stodP/E ratio; profitabiliy; operating results)
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3. Mean reversior{tendency for price to revert to longgerm trend)

3) Rules BasedVulti-Factor Models
This strategy is a hybrid of market neutral and statistical arbitrdgeese models use statistical rules to
evaluate individual stockalong a range a factors and, depending on the outcome, decide whether to
short or go long the stock. The most common factors are momentum; value (as opposed to growth);
quality (profitability); small size; and volatility. The difference between thesgets and market
neutral and that multifactor models typically have a net long position. Two¥metwn practitioners of
multi-factor investing are AQR and Bridgewater Associates.

c) Short Bias
ShortBiased, inverse or bear market funds gain from the dedhnvalue of the stock market by either
choosing stocks that they feel are overvalued in relation to their underiyahgeor by shorting an index
such as the S&P500These funds are designed to outperform traditional long only funds during
declining guity markets. Others are designed to identify companies whose share prices will decline for
reasons having to do with the company, sector or country. The funds vary on the extent to which they
FNBE aySi akK2NIizé GFNBAyYy3I TFaudoit Mdnyd theSe fundsmfe (2 Y2
passively managed to track the inverse of an index.

d) Event Driven
Event driven funds place bets on corporate events such as mergers and acquisitions, restructuring,
bankruptcy, IPOs and stock buybacks and significant nem@uacements. Their positions are linked to
ALISOATAO S@Syida NIGKSN GKIy GKS 20SNItf Y2@0SYSyi
normally liquidate their position and look for other event opportunities.

While most companies routinelyndergo events, certain events have a significant impact on both the
company and istockso they present a qualitatively different investment approach tteanormal
purchase of shares. These events normally entail some hedging to offset the largaigdoisk of
making a wrong bet. This hedge can come from different instruments in the capital structure of a
companyc or a different company, as in merger arbitrage.

As the label implies, this group presents a relatively high faslexample, inveing in companies either

in bankruptcy or on the verge of bankruptcy. Both distressed and 1stultiegy event driven strategies
outperformed traditional equities over the 1994 to 2013 period, although both strategies also suffered
large drawdowns durinthe 2008 financial crisis.

e) Risk (Merger) Arbitrage

One of the earliest hedge fund strategies, these funds are focused on taking positions in equity
or equity related instruments of companies that are involved in publicly announced corporate merger or
acdzA aAGA2y (Nl yalOlAzyaod I GeLIAOIT GNIXyal OlAazy o2
GKS GFNBSG 2F Iy I OljdAaAriAzy Wil fRe adsarhpfoNdhat theitkoS 4 G 2 O
companies share prices wiltbnvergeas the aquisition date comes close The risk is that the
transaction does not go through in which case the prices of the two companies will diverge, leading to
losses. The growth of international M&A has led to these funds often participatocrgssborder deds.

Risk arbitrage managers take long positions in the stocks of companies that are expected to be acquired
and take short positions in the acquiring companies. The arbitrage opportunity arises because market
participants are hesitant to purchase the sbaf the company being acquired at the announced price
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in case the deal falls through or results in a lower price than the bid. Risk arbitrage managers assume
this risk with the assumption that the difference between the bid rate and the market rateris than
sufficient to compensate them for the risk.

The combined longhort position guarantees a fixed spread to managers provided that the deal goes
through on the announced terms. If the terms are adjusted or if the merger falls apart due to regulatory
hurdles, management differences or economic dislocations then the arbitrageurs may suffer large

losses. The risk arbitrage strategy has negative skew because it delivers a large number of small positive
returns and few large negative returns. The stratatpo employs substantial leverage to gear up the

small spread between the acquired companies stock and the acquisition price. Risk arbitrage strategies
are generally uncorrelated with broader equity markets. However, they are still affected economic and
market conditions because the availability of debt, corporate profitability and the rate of economic

growth all drive merger and acquisition activity.

Because mergers sometimes fail because of legal or regulatory considerations, it is useful for the
manages to have access to legal expertise, and these managers often come from the M&A groups
within banks or law firms.

f) Activist Hedge Funds
A rapidly growing and controversial strategy whereby a hedge fund purchases a minority share of a
O2YLJ yeé Qa i 1i5%0r]less) an@ us#s Ddése shares as leverage to force a company to change
management, spin off or close operations, buy back its own shares or restructure its finances, including
paying out increased dividends to shareholders. The controversyrisuinather these hedge funds
actually increase the economic value of the firms they target or merely gut them and take their cash
leaving the company worst off.

2. Directional Trading
a) Global Macro

These funds employ a wide range of strategies and instrumeritapilement views of the direction of
global markets or the relationship between markets and instruments. Their views or theses are typically
based on extensive top down analysis of market, economic and/or political analysis rather than-bottom
up analysi®f individual stocks and bonds. The views are then typically implemented using index or
derivative products rather than the purchase or sale of individual stocks or bonds. They may trade in
emerging or developed countries and in the equities, fixednme, and currency and commaodities
markets. Trades are either directional or take into account the relationship between two or more
investments. One example of the latter is convergence trades where the relative price of two
instruments in expectedtoco®NHS Ay (G KS ¥ dzii dzZNB ¢ l'Yy20KSNJ Aa GKS
from interest rate differences between currencies. Global macro funds are often leveraged.

b) Managed Futures
Managed futures strategy will often trade in the same markets as those lngé&lobal Macro: i.e.,
equities, fixed income, currency and commodity. However, these managers use proprietary statistical
models that attempt to capture the price movement of these instruments either by identifying a trend
or a reversion to the meanTypical methods used here include momentum and moving average. The
managers differ depending on the markets they trade, the models they use, and the timeframe of their
trading decisions. Some will use models that generate short term signals and egderitly, while
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others use longer trending models. Many funds will use multiple models to decide entry and exit levels.
Funds in this category are typically involved in a wide range of markets, often trading in dozens of liquid
instruments including futtes, swaps, options, foreign exchange contracts both exchange traded and in
the overthe-counter markets. However, some specialize in a small number or even on one market (i.e.,
currency, energy, commaodities, etc.)

3. Relative Value
Relative value arbitragfunds attempt to profit from a discrepancy in the valuation between multiple
securities, assuming that this discrepancy is ameliorated over time. A classic example would include the

interest rate spread between long and short term bonds inthe U.S. YD&& Yy 3 2y | YI y I I SN
this spread could increase with time resulting in a steeper yield curve or decrease resulting in a flatter
OdzNB S © ' YFYyFr3aSNRaE GAS¢ ¢2dzdZ R RSLISYR 2y SO02y2YAO

Tl OG2NARZ | gaRticifafos of MturdlduBain®s. Either view can be expressed using futures,
options or swaps.

a) Fixed Income Arbitrage
These managers take long and short positions in the bond markets, both U.S. and international. They
profit from relative interest ate movements either between countries or for different maturities within
the same country. They also attempt to reap the benefits of investment in high yield (junk) bonds and
emerging market debt without getting burned by a defaulting issuer. Some fods on distressed
debt-- bonds of companies that are either bankrupt, close to bankruptcy or emerging from bankruptcy.
tKSaS O02YLI yASaQ RSo6iG GSyRa G2 LI é& KAIKSNI AyidSNBa
additional risk.

Fixed income instrumestvary along a number of dimensions including interest rate, market sensitivity,
duration, credit quality, etc. Fixed income arbitrage entails exploiting a mispricing of differences

between bonds. The arbitrage portfolios are constructed to neutralige tif dzy R4 Q S E LJ2 & dzNB (i 3
directional changes in interest rates. Fixed income securities are based on perceived changes in the term
structure of interest rates or in the relative credit quality of the issuer or of a specific tranche or level of
seniority of theA & & dzS ND& R S 6 G-yparbo@izavihaSekalyi¥ld dhaGishigher tharl@year

02yRO® ' YFyF3aSNI YIFe FSSt GKIFIGd GKS RAFTFSNBYOS Aa
levels. In this case, the manager would purchaselthgear bond and short thé-yearbond since the

price of thelO-yearbond would appreciate if theen-yearprice goes down and/or theine-yearbond

would depreciate ifts rate went up? Similarly, fixed income arbitrage managers exploit perceived
mispricingby combining long and short positions in fixed income instruments. Another example would

entail purchasing high yield bond and hedging them with a short position in U.S. treaswidsr to

capture the higher interest rate of the bond

20f course, famousjfLong Term Capital Management took a similar position in the 29 to 30 year U.S. Treasury
bonds. However, the position was highly leveraged and a flight to safety caused the gheg&0¥earbond to
skyrocket, leading to billions of dollars in losses.
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b) Distressed Secilies
Managers in this strategy trade in the equity and credit securities of companies that are either
FAYIYOAILff@ RAAGNBAASR 2NJ SYyiSNAy3I Ayia2 2N SYSNHA
2NJ 32FSNYYSyild SyidiilAa Serey uiévaldedAsiinkeStars fi¥d; delse B2 YS a S
NBtFGADBS @FtdzS 2F RAFFSNBYyd AyadNuzySyida oF2N) SEFY
of bonds within the capital structure) may offer attractive opportunities. The risk and returnifiere
more often based on credit quality changeand the subsequent appreciation or depreciation of the
securities-- than on market or interest rate movements.

) Volatility Arbitrage
Another relative value strategy is volatility arbitrage, which entailditrg the VIX contract on the
Chicago Mercantile Exchang&he VIX contract is priced based on the volatility of the S&P 500.
Volatility strategies seek to profit from the mispricing of implied volatility between two or more
instruments. Thus, investorgvho predict that future market volatility is lower than the implied volatility
in the VIX price will short the VIX. Volatility strategies offer investors the ability to help hedge, or
diversify, their portfolios against equity risk, especially in turbutaarket conditions. Volatility typically
increase during market crises and long positions in volatility strategies can help provide downside
protection.

4, Multi -Strategy
These funds seek to deliver exposure to diversified markets, instruments and stratadiesay include
a mix of the strategies described above in equities, currencies, commodities and interest rates. These
FdzyRa @I NE Ay GKS YAE 2F aiGN)XiS3asSa s6KAOK OFy @I N
other managers to implementthdvNA 2 dza & 0N} 6 S3IAS&d ¢KS&S TFdzyRa | NB
typically charge a fee on top of the fee charged by the retained managers. Some funds implement these
strategies by entering directly into trading positions.

This is all the more remarkée given thathere is an ongoing debate about whether hedge funds

actually produce value for investors, especially after managers take out their fat management fees and
performance compensation. This paradox, of mediocre performance (especially oyestieeveral

years) and continued strong growth in assets, will be addrebsémuiv.

F.  the Plight of Investors
The rapid growth of hedge funds needs to be placed in the context of the investment environment that
has prevailed over the past few yea@®ur argiment here is that economic and financial conditions
confronting investors have changed dramatically in the past few years and now provide a strong
impetus for the recent and continued growth of alternative investments. A traditional 60/40 stock/bond
portfolio was sufficient to generate attracwisk adjusted returns for a 2@ar period between 1987
and 2006, which meant that alternative investments were primarily of interest to investors seeking
outsized returns. However, markets over the past sewgrats have bewildered investors with low
interest rates, systemic crises and unpredictable markets and have led to alternatives as a possible
solution.

1. Investors had the Wind in their backs for 30 Years
Investors of the 1980s and 1990s enjoyed a persémtm that led to unprecedented gains from
traditional portfolios of stocks and bonds. An article by PIMCO in 2013 makes this point forcefully and
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concludes that a portfolio comprised of 60% stocks and 40% bonds produced an average annual return
of 13.75%between 1980 and 2000, while the same portfolio only yielded 5.2% between 2000 and 2013.
The resulting pressure to find sources of additional yield has been felt by all investors, and is a major
cause of the attraction of alternative investmerits.

Exhibit 4: Historical Performance of a 60% Equity and 40% Fixed Income Portfolio
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a) Investors Benefited from High and Declining Rates
Following the inflationary era of the 1970s, when interest rates closed in on 20%, interest rates have
steadilydeclined throughout the 1980s and 199@$ong with inflation and inflationary expectations.
This benefited investaiin two ways: First, for a good part of this period investors realized income from
high interest rates provided by the safest investméantgovernment bills, bonds and notes. (The
additional returns to be earned from corporate and high yield debt presented an added gift to
investors.) Secondly, the decline in interest rates caused the appreciation of bond prices, again
benefitting investos who are typically net long bonds. The graphs below show the decline in interest
rates during this time period.
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Source: Board of Governors of the Federal Reserve System (US)/FRED
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Cavalieri, May 2013. The authors point to several strategies that amg bensidered by investors: Alternative
asset allocation approaches (risk contributions); alternative irmstruction processes (capeighted);

alternative sources of alpha (looking for structural sources of alpha); alternative return and risk @gectiv
(outcome oriented strategies); and alternative risk mitigation tools (inflation hedgetdié¢fhedges, out of the

money puts).
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Stock valuations as we entered the 1990s were depressed as a result of the inflaten1®B80s and
the shock of the October 1987 stock market crash, providing a great buying opportunity for investors as
stock prices subsequently robeioyed by the robust economic growth, loose monetary policies and
increased inflows into stock markets thiglwout the 1990s and 2000s.

Exhibit5: The Bull Run in Equities
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2. The Current Financial Environmentand the Interest in Alternative
Investments

a) )T OAOOT 06 EAAA AT T OET OAA OET OOZEAIT O
As a result of the aging of the polation, slowed economic growth, low interest rates and stock and
bond market volatility, institutional investors and individuals are facing a shortfall in the assets they
require to meet their future obligations and needs. The chart below shows tbsumatic fashion as
global defined benefit pension plans, which together need to invest trillions of dollars to meet the
retirement needs of hundreds of millions of people, have seen their ability to provide for projected
liabilities plummet from 100% in9B8 to around 75% today.

Exhibit6: Pension Funded Status Over Time

Chart 12: Ability of Assets Held by Global Defined
Benefit Pension Plans to Cover Liabilities: Index Investor Changes Relative to 1998
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With the palpable lack of investment opportunities and the increase in risk due to increased volatility,
fat-tailed events andncreased correlation between assets, especially during times of market stress,
investors are mired in an economic and financial environment that presents no easy solutions.

D) Current stock market outlook is uncertain
While there is debate about whether stks are currently overvalued, very few would argue that stocks
present the same opportunitiethat existed over the past two decades. Furthermore, given the inverse
relationship that often exists between stock market prices and interest rates, the dagsbifuture
increases in interest rates poses a danger to equity investors. What is certain is that the volatility of the
stock market has increased in recent years, making equity investment riskier. It is very likely that the
market, which had provid#a tailwind for investors in the 1990s, will prove to be a headwind in the
coming years.

Exhibit 7: Increasing Volatility After the Stock Market Bull Run
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(2) Buildup of Credit
During the 1990s and 2000s both governments and individualgtbag on cheap credit, as shown in
the chart below. This credit must be paid off from income and taxes. Hagseentswould normally

0
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towards repaying mucbf the outstanding debt.
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Total Credit to Private Non-Financial Sector, Adjusted For Breaks, for
United States®
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3) Current Low Interest Rates Present a Potential Problem for
Investors
Unfortunately, the appreciation in bond prices over the past several years marks the final stage in this
longlasting rally as interest rates have declinedhear zero level. Investors are now faced with the
opposite set of conditions; interest rates on all types of bonds are at historical lows, thus denying
investors interest income, while bortblders are facing the possibility that interest rates mayease
in the future, causing losses on bond their portfolios.

4) Fat-Tailed Risk
Exacerbating the situation is the increased likelihood of ddied risk of the type that swept the
markets in 2008 and caused trillions of dollars of value to be eradicanea relatively brief period of
time. Two factors make this type of event an increasing possibility: First, the continuing
interdependence of financial and economic markets around the world that serve to magnify a local
event (for example, the failingf@ U.S. bank) into a global tsunami with global repercussions. Second,
the sustained global lowering of interest rates has fueled a stock market surge and a number of
potential bubbles (i.e., real estate, commaodities) that may well pop and cause cageauks to
investors.

lll. Liquid Alternative Investments: Hedge Funds for the Masses

Part of the appeal of hedge funds for its investors has always been the exclusivity of being part of an

elite group that can afford the price of entryi.he clubs of Palm Bdaand Telluride buzzed with talk of

GKS f1radSaid KSR3AS FdzyR Yl ylFr3aASNI K2t RAy3 | aK2id KIyR
O! YF2NIidzyl 6Ste& FT2N) GKS Of dzo YSYOSNEZ . SNYINR al R2
billions of dollars at these ubs.)

The nonwealthy had to look on with envy as they read about the exploits of hedge funds making billions
of dollars ostensibly for their investoréit the same time, they were wary of the perceived risk of hedge
funds and their use of derivatives @ieverage.

Never ones to let an opportunity go by, the mutual fund industry appropriated the tools and strategies
of hedge funds and packaged them itamer, sanitizednutual fundg KA OK G KSe& yI YSR Gt Al
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management to over a half trillion dollars under management in a few short years, fueled by investment
aBROAaA2NA YR agSItOK YIylFraSNaRé K2 gSNB,aSS{Ay3a yS§
hopefully,additional income for their clients.

The main difference between hedge funds and liquid alternative investments is that the latter, as mutual
funds whocanmarket to investors whamot meet the criteria of hedge fund investors, needed®

registered withthe SEC under the 1940 Securities Act (thus tidegrnatedesignation as#0-Act Funds)

This also meant that they came under the intense scrutiny of the SEC and needed to camplhogt

of regulations includingransparency of their portfolio, dailliquidity for their investors (who could

redeem their shares on a daily basis) and limitatifmg not outright banspn their use of derivatives,
leverage and short positions.

A. The Spectacular Growth of Liquid Alternative Investments
Assets managed kaiternative mutual funds have soared in recent years f&88 billion in 2006 to $95
billion in 2008, $305 billion in 2012 and nearly $500 billion in 20Edrthermore, these assetse
forecasted to continue to grow rapidly in the coming yeatiti Pime Finance, for example, estimates
that U.S. etail assets in alternative mutual funds will reach $772 billion by 2017, when they will
represent 10% ofdtal U.S. mutual fund assetsA comparabldérend isseen globally: alternative assets
in European bsedUCIT®ave risen fron$117 billion in early 2009 tover $248 billionin 2012°

The chart below shows the growth in alternative mutual fund assets as well as the pronounced increase
in the slope of this growth following the 2008 Credit Crisis assiove became more concerned with the
perceived lack of transparency and liquidity among traditional hedge funds, especially when scores of
hedge fund managers, especially those managing relatively illiquid assets, used the authority granted
them in the ofering documents and partnership agreements to impose various gagsestrictions on
investors redemption of assets.

Alternative Mutual Fund Assets

4Citit NA YS CA yRisg/ ddISqvid Altérmati/e® the Changing Dynamics of Alternative Product

Manufacturing and Disibution> ¢ a | &age 4@ SDODKY A Ol f t 82X GKAA NBFSN&mndiz2 Wnna
closedend mutual funds in the U.S. are governed by litneestment Company Act of 1940

SCitit NXA YS C A yRisg/ ddISqvid Alteériati/e® the Changing Dynaiss of Alternative Product

Manufacturing and Distributich ¢ al & HnamoX LI 3IS pnod
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1. Open Ended Companie@nutual funds)

Amutual fundis an investment fund that pools money from many investors into a single fundishat

then managed by professionakgo buy and sell securitiedza A Y3 (1 K S . ThelzgvBs®is inthé & S &
fund become shareholders in proportion to how much they investér: Net Asset Value of a mutual

fund is calculated at the end of each day and shalgers can redeem their shares buy new shares

on a daily basishe diagram below shows the complex legal structure of a typical mutualsfhiuth

Yda (s o6& tFé3 KOS +y AYRSLSYRSY(G o62FNR 2F RANBOI
compiance with relevant laws and regulations. (Hedge funds are not required to, and typically do not

have, an independent board to oversee the hedge fund managers and general partner.)

Board of Directors/Trustees - Independent Counsel

Fund Counsel Shareholders

Independent
Public Accountant

Custodian Investment Adviser/Manager

Transfer Agent  Principal Underwriter/Distributor

Mutual funds are typically classified by their structared/or the nvestment objective Mutual funds

also vary in their investment objectives and the markets and instruments in their portfolios. dieere
over 10,000 mutual funds with every match and mix of markets and s$mesuand objectives

imaginable An importantdistinction, for our purposes, is between actively management and passively
managed mutual funds. The latter are pegged to an index (the S&P 500 being the most common) and
the managers are constrained to try and duplicate this or a myriad of other inidiclesling the

NASDAQ (high tech) or Russell 2000 (small cap stocks).

Actively managed funds, on the other hand, give the manager discretion to either beat their relevant

index or manage a fund without reference to any index. The liquid alternative meass are of the
fFrO0GSN) GeLsSo CKSANI YFYRFGS A& aloazftdziS NBGdzNY €
go up or down.

The key for the mutual fund industry, which is facing stiff competitive pressure to reduce the fees they
charge investords that activist funds, and especially liquid alternative investments, are able to charge

substantially higher fees that other mutual funds. Facing a profit squeeze, this is good news indeed for
the mutual fund industry and explains a large part of whgythave embraced this product.

One of the sources of competition for mutual fund comes from Exchange Traded Funds, to which we
turn now.
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2. Exchange Traded Funds (ETFs)
An ETF, or exchange traded fund, maxrketable securityhat typicallytracks an
index,commodiies bonds or a basket of assets like Bmlex fund Unlikemutual funds an ETF trades
like acommon stockon a stoclexchange. ETFs experiermmée changeghroughout the day as they are
bought and sold.

Because it tradesontinuouslylike a stock, an ETF does not hagaiét sset value NAV) calculated

once at the end of every day like a mutual fund ddesther, share prices are continuously changing
throughout the trading day as the shares are bought and sold by brokers on behalf of investors and their
money managers.

The stucture of an ETF is rather complicated, as diagrammed below. The key player is the ETF provider
who takes in cash from investors (via a brokar investors cannot go directly to the provider) and then
structures ETF Units which are sold to the investororder to construct these units, the provider needs

to go into the market (or structure a swap with a bank or investment bank) that will determine the value
of each unit.

While the great majority of ETFs are pegged to an index, a growing numbetiasdyananaged along

the lines ofan actively managed mutual fund, especially ETFs that include leverage and inverse profile.
(These are ETFs that are massively short a market and gain when that marké&ttellgjuid

alternative investments fall intthis category of actively managed ETFs.

3 1
Cash Cash Cash
- - —
Investor Market
e — —~—
ETF Units ETF Units Assets
ETF
Assets
- LInits ot

While ETFs differ from mutual funds in several important aspects, thesirarkar in that they aralso

tightly regulated by the SEC and have similar transparency and liquidity requirements. The advantage of
ETF®ver mutual funds ishtat ETFs tend to be cheapegn be shorted and options are available

some ETFs.

ETFs have been growing faster than mutual funds by taking away mutual fund assets, an important
reason why liquid alternative mutual fds have becomso important tothe mutual fund industryThe
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increase in assets under management since 2007. While actively managed equity mutual funds lost

$575 billion in assets from 2007 to 2013, investors placed over $40 billion in alternative mutual funds in

2013 alone, while $795 billion went to index funds.

B. OBAAT x " Caripdtithre kietweenHedge Fundsand Liquid
Alternative Investments

The liquid alternative space haiscreasingljpecome a battleground between hedge funds (and funds of
hedge funds) on the one side and asset management companies, notahlalfwidand ETF
companies, on the otherThe common opinion, at least in the hedge fund industry, is that liquid
alternatives fall short of the p&wrmance of private hedge funds, assuring that hedge fund assets will
continue to grow.

The basis fothis beliefhasto do withlimitations placed on mutual funds, ETFs and UCIff®inuse of
leverage andlerivatives, liquidity and lockupand strategyflexibility. We will look at these arguments
more closely below.

Exhibit 8: Characeristics of Liquid Alternative Funds and Hedge Funds

Alternative
Mutual Funds

Hedge Funds

ETFs

Profile

Liquidity

Position Level
Transparency

Available to a
Broad Investor
Base

Structure

Investor
Qualification

Fees

Minimum
Investment
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Seek to deliver
hedge fundlike
returns without an
investment in hedge
funds

Daily

Yes, with time delay

Yes

1940 Act mutual
fund
Retail & Institutional

12b-1, sales charge,
management fee,
other administrative
expenses

$2,500 (taxable
accounts) / $250
(IRAs)

Actively managed
portfolios that seek to
maximize absolute
returns

Redemption notice and
minimum lockup
No

No

Limited Partnership

Qualified Purchaser /
Accredited Investor

Management and
performance fee
(typically "2/20"), other
administrative expenses

$250,000 to $5 million;
$1 million typical

Actively managed
portfolios of hedge
funds designed to meet
the portfolio objective

Continuous pricing and
redemption
Yes

No

1940 Act Fund

Retail and Institutional

Management and
performance fee
(typically "1/10" plus
underlying fund fees),
other administrative
expenses

One Share



Pricing Daily Monthly Continuous
Tax Reporting 1099s K-1s K-1s
Transparency Higher Lower Lower
Regulation 1940 Act limits on Exempt from 1940 1940 Act limits on
structure, shorting  Investment Act structure, shorting
leverage leverage

C. The Arguments for and Against Hedge Funds and LAls
Hedge funds and liquid alternative investments can be viewed as different ways of using hedge fund
tools and strategiedn fact, thehedge fund universe can be seen as a set of such strategies and tools
that can be used by different vehicles including private limited partnerships, mutual funds, UCITS and
ETFs.

Threereasons are given for why liquid alternative investmépesformanceshouldlag behind hedge
Fdzy RAY RATFTFSNBYG fAldARAGE NBIIANBYSyGaT ftAYAGE 2
charged by mutual funds. We evaluate each of these below.

1. The Liquidity Premium
Liguidity is especially important in comparimy@stments in general, and hedge funds and liquid
alternative investments in particular. FramvestosQLIS NB LISOG A @S> {y2¢f SR3IS 2F |
liquidity is a key requirement for making méa#j theirown liquidity needs. In addition, liquidity is
important because of the widelpeld belief, most famously associated with David Swensen, Chief
Investment Officer of the Yale University Endowment, that investors that are able to invest in less liquid
asserts-and have their money tied up for longer perodf time-- N 6t S (2 SIFNYy | af A
LINBYAdzYée Ay GKS F2N¥ 2F NBlOdNya Fo0o20S (K2asS 2F Y2

Many strategies take time to bear fruit. Private equity investments may bgéars or longer. Global
macro fundamentally based stratieg may need to wait for an economic cycle of months to reach
profit. Similarly, strategies involving high yield or emerging market debt, carry trade, and other illiquid
markets, can only be done efficiently if the managers are able to invest for thésitegamount of time.

Theneedby mutualfundsto providedailyor at leastnearterm liquidity meansthat they needto keep
cashon handto handleredemptions.Thiscanhurt results,especiallyfor strategiesthat include
distressedsecuritiesinvesting certainstructuredcredit approachesactivist/specialsituation strategies,
physicalprivate real estate,private equity, venture capital,hard assetsandinfrastructure

2. Limits on liquidal OA OT A QOE O&nOderivhtide® A OA C A
Another potential drawbek of liquid alternatives is the restriction on leverage compared to hedge
funds. Leverage is especially important for strategiestably fixed income arbitrage, commodity
trading advisors and market neutral strategiethat have positions with thin @fit margins and need
leverage to make the returns attractive. Although leverage is a double edged sword that can multiply
losses as well as gains, it certainly provides higher returns when the strategy works.

" See for exampleéhttp://www.ifa.com/articles/liquidity_risk factor
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One of the ways that hedge funds gain leygas through the use of derivatives such as swaps, futures
and options, which often only require a margin for a fraction of their nominal value. However, here
again regulations restrict the ability of mutual funds to use these instruments.

3. Fees and Expeses
It is widely assumed that the fee and incentive compensation structure of hedge igimdser than
liquid alternative investments, which only charge a flat fee.

However, thizonclusion has been challengeda broad study performed by Morningstavhichfound

that when frontend loads (a sales commission or fee paid to intermediaries such as financial planners,
brokers and investment advisors at the time of sale; frentl loads are separate from fund expenses)

are included, fund expenses may lmnsiderably higher than the average hedge fund:

Xlooking atdata from 269 actively managed liquid alternative fuedsts some doubt on this
claim Morningstar foundhat the average fund expense ratior this groupis 1.91%. Potentially
more telling is he dispersion, as the top quarter has a range of 2.25% to 5.13% with an average
2F HOy::d ¢2 Llzi dKAA Ayd2 LISNBLSOGAGS:E KSR3IS 7
equated to a 2.7% investor afl fee, using HFR Research's broadest index over thelpas
years. If we were to include just the freehd loads, the top quartile's avera@rautual] fund
expenses paid increases to 3.28% (assuming géimeaverage holding period). In order to
equate this to the hedge fund return series discussed abovestors in these liquid alternative
FdzyRa ¢2dzf R ySSR (2 LINRPGARS % 2dziaial SR YIlyl 3S
One difficulty in comparing liquid alternative funds to hedge funds is that liquid alternatives are required
to divulge their expenses (inameasigre/ 2 6y | & & Sch.J)$hy &t of Mtpéndes o the
Fdzy RQ&a FadaSdiav KSR3IS FTdzyRaQ SELSyasSa I NB AyOfdzRS
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And now we have to enter the murky andjhly controversial area of hedge fund performance, also

1y26y a aR2 KSR3IS 7T dzyWhilerauytless Sdidints & inkNGd pix€l§ haNd FS S a K
gone into both sides of this controverayost has come from hedge funds and their alldthough

hedge funds are prevented from marketing to investors, this does not hold for brokers, investment

managers, wealth managers, insurance companies, banks and investmentfiheleantities that
convinceinvestorsto invest inhedgefundsand LiquidAlts

Onthe institutional side, there are dozens of consulting firms who advise pension funds, university
endowments and foundations, as well as offices of the very wealthy, on their asset allocation. These
firms overwhelmingly advocate investment in hedge furtsspite thecontroversyof whether they

benefit investors

Too, the hedge fund industry enjoys the advocacy of several industry associatiotably the
Alternative Investment Management Association and the Managed Funds Assoeidiianare free b

8 gAlternative Mutual Fundg A good alternative® 2 S| f (i KAud 17,2018 2 Y ¢
Read more http://erfolgsebook.de/2013/12/07/alternativeutualfunds-a-good-alternative 2/
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tout the advantages of hedge funds, often wiitased literaturecouched in scientific jargon. These
include

Aligned on the other side of the controversy are the meagre resources of journalists and academics. It is
no wonder that assets of hedge fundave grown dramatically over the past decade.

A.  The Industry Position
The definition of hedge fund performance has changed several times over the years, which adds to the
difficulty of discussing topicLike hitting a moving target or finding the ball wmdhe shells, finding the
current definition of hedge fund performance is a challerfgeothermajor problem with measuring
hedge fund performance is the deep flaws with both the data that is used to measure this performance
and in the measurement methodtogy itself.

In combination, tlese issues seriously bring into questtbe industry argument that hedge funds are
beneficial for investorsThe industry arguments for hedge funalger the yearsan be summarized as
follows:

1. Hedge funds provide higher tains and higher alpha than other investments
2. Hedge funds provide absolute returns, showing positive returns under all market conditions

3. Hedge funds provide risk protection insurance because they suffer smaller declines than other
investments during marketownturns

4. Hedge funds improve the risk adjusted returns of a portfolio because of their low corretation
other investments

B. Hedge Fund PerformanceThe Moving Target
Since the early 1990s hedge furaid the definition of hedge fud performancehave gonghrough

fourRAEGAYOG LKF&SEY MO ¢KS aK2YS NHzy @SINBE 6KSy K

2) Absolute returns when hedge funds were expected to show positive returns regardless of market
movements, 3) Downside risk protection, espegidliring market dses and fatailed events, 4) and
sources of diversification by offering alternative betas, which differed from tragtiictock and bond
market betas. These changes are mimics in the Economist article below.

While 1) and 2) above wetbe stated goals of hedge funds for a long time, this changed with the Credit
Crisis of 2008. Since then, 3) and 4) above have been given as the primary reasons to invest in hedge
funds.

9 Representative Studies of the Portfolio Benefits of Hedge Funds incldtle:VValue of the Hedge Fund Industry to Investors,
Markets and the Broader Econom@enter for Hedge Fund Research, Imperial College, 2012; with KPMG andHAtdé,;
Funds as Diversifiers in Institutional Portfoli@mmonfund, August 2018pples to Appls: How to better understand hedge
fund performance AIMA, 2014Hedge Fund Investing: How to Optimize Your Portf@liedit Suisse, 201Bedge Funds in
Strateqic Asset AllocatiphYXOR Research, March 2@dant Corner: the ABCs of Hedge Funds: AlBetas and Costs
Roger Ibbotson, Peng Chen and Kevin Zhu, Morningstar Investment Ob3érv&ase for Hedge Fun@oldman Sachs Asset
Management, 2013Essentials of Alternative§uggenheim Investments, 2012he New Diversification: Open Your Eyes to
Investmentsa Conversation with Professor Christopher Geczy, BlackRock, 2013
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FROM ALPHA TO SMARBETA

4(% ). $5342,GE IS CHANGING

February 18, 2012
Dear Investor

In line with the rest of our industry we are making some changes to the language
use in our marketing and communications. We are writing this letter so we can e
these changes properly. Most importantly, Zilch Capital used to refer to itsalf as
GKSR3IS TFdzyR¢ odzi wnny YIRS Al SYOI NN
Ffftad {2 tA1S YlIye 20KSNAZ 6S KI @S SY
clunky but ambiguous enough to shield us from criticism next time arditedknow
S dzaSR G2 LINRPYAAS aloaz2fdziS NBGdzNYy g
market conditions) but this pledge has proved impossible to honour. Instead we'r
J2Ay3 (2 IRBRIZAGEBREG WBSFIHzZNY & 2 NE Tl Alike
2011, when we delivered much less than the S&P 500, you may find that we don|
about returns at all.

LG A& Ffaz2 dGAYS (2 Y2@0S 2y FTNRY (KS
us such fat fees for. Upon reflection, we have decitded we're actually much betten
G IAGAY3IT @2dz aaYIFI NI o0SdFé¢d ¢KAA SN
and we hope shortly to be able to explain what it means. Like our peers we have
a0 NISR GFt1Ay3a | fshdied & 6 2 bz Rskéc@re WIS G +
F3y2aiA0¢és YR 062FaldAy3a o62dzi GKS 08
approach. This is better than saying we don't really understand what's going on.

Some parts of the lexicon will not see style drift. We are still&yini 2 {1 SSLJ
YR GoSyGeés (GKS AYyRddzZAGNRUA aK2NIKI Y
fees. Itis, we're sure you'll agree, important to keep up some traditions. Thank y¢
your continued partnership.
Zilch Capital LLC

The Ecoomist

Goldman Sachs, the prestigious bawkich has its own hedge funds addition to marketing the hedge
funds of others, presents the performance of hedge funds compared to other indices in the graph
below. We will deal with the flaws in the measurement of performance later in this book. However, at
this juncture we will se the graph to map out the main guises in which hedge fund performance has
dressed over the years.
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Hedge Funds Have Outperformed Most Asset Classes

450% === Hedge Funds
=== (5|obal Equities

375% === |nvestment Grade Fixed Income E:&giiﬂ“;igf:ﬁwr
High Yield asset classes —g.
=300% Commodities
5
o= 225%
5]
=
= 150%
§
© 5%
0%
-15%
1994 1997 2000 2003 2006 2009 2013

Hedge fund returns have been proxied by the Dow Jones Credit Suisse Hedge Fund Index; global equities returns have
been proxied by the MSCI World Index (hedged USD); investment grade fixed income returns have been proxied by the
Barclays Aggregate Bond Index (total return); high yield returns have been proxied by the Merrill Lynch US High Yield
Master Il Index; and commodities returns have been proxied by the S&P GSCI Total Return Index. Past performance does
not guarantee future results, which may vary.

Source: GSAM, Bloomberg, PerTrac Indices Database, www.hedgeindex.com

1. The Home Run Years
The home run years run approximately between 1992 and 1998 and can be bracketed by two market
crises and a tale of two hedge funds.SThii 62 ONAXR &aS&a | NB (G(KS 9dz2NRLISIYy a2y
in 1992 and the Russian Ruble collaips2998. The two hedge fund associated with the two events are
DS2NHS {2NRPAQ Tdzy R 4 Kot khe dedaRiidndf$he Brivish Bokindddfiang Ay M dd
Term Capital Management, which blew up in 1998. During the interim period investors, whattbes
time primarily European and U.S. wealthy individuals, invested in hedge funds hoping to see double digit
returns and willing to risk capital irrader to achieve these returns.

a) George Soros Breaks the Bank of England
During the early 1990s most European nations joined the European Exchange Rate Mechanism, an
agreement to maintain fixed exchange rates between the membkisyever, he ERM allowed ni@mns
to periodically adjust these rates to mitigate economic and political pressures.

By 1992 the British pound had become seriouasifficientlyovervalued against the other European
currenciesso as to hurtheir exports and their economy. The Britgbvernment decided that it wanted

to maintain a strong pound primarily for political reasons, equating a strong pound with a show of
strength. However, many investors and speculators felt that this strong pound policy was unsustainable.
George Soros, adge fund manager, was among these speculators and as 1992 progressed he took
massive short positions betting against the British Pound.

The British government tried to prop up the pound by raising interest rates into the double digits and by
using thecowy” i Ni@séndes to buy pounds in the marketplaoeorder to break the backs of
speculators. Sore$iowever felt that the British could not sustain these policies, which were severely
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hurting the British economy. As the graph below shows, he was rigtg.pound collapsed and Soros
made a billion dollars for his investors. (This was at a time when a billion dollars was real money).

Soros served as the prototype hedge fund manager for the next several years until Long Term Capital
Management blew up androught the global financial system to its knees by swinging for the fences.

$XBP (British Pound) INDX ® StockCharts.com
— $RBP (Daily) 147.95
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b) Long Term Capital Management
In 1994, a couple of Nobel Laureates in econsmia some heavyweight traders froBolomon
Brothersfelt that they could earn high returns as hegdfyind managersand founded Long Term Capital
al ylF3sSySyido DA@SY (GKS NBLMzil GA2y 2F GKS FdzyRQa Y
it put to work on highly leveraged bets using derivatives. These positions ranged from Dutch fieal esta
G2 | ®{d SldAadASa (G2 ! aArAly OdiNNByOASao® . & Moy
(meaning that the fund had one dollar of capital for every 100 dollars of market positions).

QX

Ly mddpt RS0l ONRAAA ¢l & TFeiyhdeldin SOR8Inrénctiondmivestbrs Q4 RS T I
liquidated their riskier investmentsvhich were precisely the ones LTCM ownaal moved into U.S.

government bonds. The resuias losses so severe that LT8&amebankrupt and avoided

liquidation only becausthe Federal Reserve performed a shotgun marriage between LTCM and Bear

Stearns.

C. The Absolute Returns Years
While 1998 marked the year that hedge fund stopped aiming for home runs, they did provide some
downside protection while the stocknd bondmarketstanked in 1998 and again in 20Q as the
Internet bubble burst. (See chdrelow). The argument novbecamethat hedge fundsct as
insurance providing a buffer against sharp market reversals anddiitged movements because of their
ability to short narkets and flexibility in changing the composition of their portfolios in response to
changing market positions.
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Exhibit 9: Hedge Funds Have Experienced Smaller Declines During Equity Drawdowns
Hedge Funds Have Generally Experienced Smaller Declines
During Equity Drawdowns

1994 1997 2000 2003 2006 2009 2013
0%

-10%

»

_90Y

2l Hedge Funds:-10%
Global Equities: -14%

-30%

Drawdown

Hedge Funds: -20%

-40% Global Equities: -52%

Hedge Funds: -10%

-50% Global Equities: -48% g “.’

=== Hedge Funds

-60% === Global Equities fieduglhindelieds

Global Equities: -12%

Hedge fund returns have been proxied by the Dow Jones Credit Suisse Hedge Fund Index; and global equities returns have
been proxied by the MSCI World Index (hedged USD). Past performance does not guarantee future results, which may vary.

Source: GSAM, Bloomberg, PerTrac Indices Database, www.hedgeindex.com

Absolute returngeferto the ability d a fund to generate positive returns in all market conditions, as

2112 aSR (G2 AGNBfFIAGBS NBGdzNY ¢ FdzyRa oK2a8 NBGdzNY &
Relative return funds are expected to show negative returns if their benchmark declineabbdtute

return funds are expected to continue to show positN& & dzf G a ¢ | SRIS TFdzy Ra o6 SNB
NEBGdz2Ny ¢ Ay@SadyYSyida dzyiAf edpositiye rés@tf) attmsSondnK S& 02y a A
aggregate level, regardless of the directidrtiee major markets.As showrabove the aggregate hedge

fund index and the fund of fund index both had positive results in virtually every singléstazen

1990 and 20071n other years, their drawdown was dramatically less than the stock market.

D. TheYale Endowment Model:Institutions Pile into Hedge Funds

The year 2008 was important for hedge funds for two reasons. First, the credit crisis, when hedge funds
as a group lost 20% of their assets, put to bed the notion that hedge funds were absaolute re
investments. Second, it marked the year that the majority of money invested with hedge funds came
from institutions rather than wealthy individuals.

10 Absolute return strategies include equity market neutral, arbitrage strategies and relative value strategies. The
returns on these strategies do not always prove to be urelated with the market and can suffer drawdowns. Of
course fixed income products such as U.S. treasuries are vulnerable to drawdowns as well if record low interest
rates revert closer to their historical norms.
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One of the shining beacons of investment hope during the 2000s was the stellar performaheéYafi¢
Endowment under David Swensen, its Chief Investment Officer. Dhisinipeteenyears as CIO, the

Yale Endowment portfolio dramatically outperformed virtually every other large endowment as well as
the traditional 60/40 portfolio(see below)

Exhibit 10: The Yale Endowment Performance

Furthermore, Swensen, whose opinions were widely disseminated in the investment industry not least

via his bookPioneering Modern Portfold ¢+ & | RIF Yl yd GKIFI G GKS SYiR26YSy i
having invested over twthirds of its assets in alternative investmenrt@rimarily private equity firms,

NEFf SadlrdsS FyR KSR3IS FdzyRa) 6fFoSttSR a a! oazf dzi
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