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Outline

= Absolute returns is the investment philosophy
= Asymmeltric returns is the implementation

= Active risk management is the key



Do hedge funds generate alpha?

Yes Yes Yes Yes
Fung and Hsieh Liang (1999) Edwards and Caglayan Kosowski et al.
(1997) (2001) (2007)

Yes Yes

McCarthy Ackermann et al.

and Spurgin (1999)

(1998)
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NoO No NoO
Amin and Kat Malkiel and Saha  Aragon (2007)
(2001) (2004)

No

Getmansky et al.
(2004)



Active risk management manifesto

Alpha moniker doesn’t explain what hedge funds are about and do

Investment philosophy Implementation
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Absolute returns in a nutshell

Absolute returns investment philosophy seeks asymmetry between profit and loss

Relative-return model Absolute-return model

(Indexing and benchmarking)

Return objective Relative returns Absolute returns

Exploit investment

General idea is to Replicate or beat benchmark :
opportunity

Risk management Tracking risk Total risk

General idea is to Replicate or beat benchmark Preserve capital

-control accidents _U

-avoid negative compounding

Source: Ineichen, Alexander (2001) “The Search for Alpha Continues—Do Fund of Hedge Funds Managers Add Value?” Global Equity Research, UBS Warburg, September.




The absolute returns revolution

Equity-like returns with bond-like volatility?
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1600 ~ losses started to matter,
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1400 ~ absolute returns revolution.
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Source: IR&M, Bloomberg
Book publishing dates from amazon.com



Hedge fund history

Early adapters
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US investors coming back\/
15
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HFs outperform 60/40 portfolio over five years ——Hedge Funds ——US equities US bonds

Source: IR&M, Bloomberg
* MSCI Daily TR Gross World USD Index; ** Leveraged Capital Holdings from Banque Privée Edmond de Rothschild to December 1989, then HFRI Fund Weighted Composite Index.



Hedge fund industry still “small”

Global assets under management
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Long-term return analysis

Equity-like returns with bond-like volatility?
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1970s 1980s 1990s 2000s 2010s™*** 1.1970-3.2013

W Hedge Funds* ™ US Equities*™ US Bonds™*

All returns are total returns (proceeds reinvested untaxed). * 1970-1989 Leveraged Capital Holdings from Banque Privée Edmond de Rothschild, 1990- HFRI Fund Weighted Composite Index;
**1970-1989 total return for US equities estimates from GFD, 1990- S&P 500 TR Index via Bloomberg; *** 1970-1979 total return estimates for US Corporate Bonds from GFD, 1980- Barclays US Aggregate TR Index
via Bloomberg); **** As of March 2013.



Short-term return analysis
Average hedge fund recaptured high-watermark in September 2010

Hedge funds hit high-water mar@‘September 2010 High-water mark at 5% growth p.a.: 2022
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Source: IR&M, Bloomberg
Financials: S&P 500 Global 1200 Financials; Hedge funds: HFRI Fund Weighted Composite Index. March 2013 inclusive.



Something to think about

Could hedge funds serve as blue print for a safer financial system?

Hedge funds Banks

Corporate governance  Capital ownership Principal-agency conflict
Too-big-to-fail/save No Yes
Too-big-to-manage No Looks like it

Regulation Light regulation Tough regulation

Risk management Works Doesn't work, obviously




How the regulator thinks about it
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Hedge fund leverage: still a big myth

Hedge funds act counter-cyclically and therefore can reduce systemic risk
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Source: Ang, Gorovyy, and Inwegen (2010) “Hedge Fund Leverage,” 5 July.
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“Hedge funds are presently
leveraged 1-3 times, if they’re
mad, 5 times, if they’re
insane, 10 times. But 15 or 20
times was normal for bank

prop desks.”
Michael Hintze, CQS
Financial Times, 30 June 2010



Asymmetric returns in a nutshell

The difference between managed and unmanaged risk can be large

ETF on S&P 500 (SPY)

HFRI Equity Hedge Index

61% 68%

Average monthly return, %
o

B Product with low fees: 6.5% p.a. net B Product with high fees: 11.0% p.a. net

Source: IR&M, Bloomberg
January 1993 — March 2013.




Asymmetric returns in a nutshell, cont.

Negative compounding in Japan: Prologue for other long-only investors?

Topix TR Index

9 Eurekahedge Japan Long/Short

51% 60%

2 o
-3

Average monthly return, %

-4.3

m Product with low fees: -1.4% p.a. gross ® Product with high fees: 5.5% p.a. net

Source: IR&M, Bloomberg
January 2000 — April 2013.



Asymmetric returns in a nutshell, cont.

Negative compounding: not good for your mental and financial health
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Source: IR&M, Bloomberg
January 2000 — April 2013.



Correlation

Managed futures: most extreme negative correlation with collapsing equities
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Correlation, cont.

Hedge funds: A risk management story, not a diversification story
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“Real knowledge is to
know the extent of one’s

PP ignorance.”
N —Confucius

“One of the greatest pieces of
economic wisdom is to know
what you do not know.”

—John Kenneth Galbraith
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"Risk”

10
Volatility, %

Beyond volatility

Real world



Risk can be defined in various ways

Technocrats define risk as “volatility” ...

Volatility
Underperformance
Bankruptcy

Accident

Negative compounding
etc.

... and generally think
VaR to be a good idea



Risk as accident

San Francisco versus Tokyo

One of the two cities is said to withstand an
earthquake of 8.0 on the Richter scale



Accidents do not just happen

" |n complex systems,
accldents are normal and
unavoidable

= Attempts to make system
safer increases system's

Ac

Living with High-Risk Technologies

AN

= System can become more
prone to




Equities over the past 200+ years

Annualized 20-year real total returns of US equities

; Essentially
“accidents’
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Source: IR&M, Bloomberg, Global Financial Data
* Annualized 13.1-year real total return from January 2000 to January 2013.



Complexity rising

Regulation went “exponential”
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Europe falling apart?

Love ... .. and hate

"It's pointless to bet against the "The European single currency is bound to
euro. It's pointless to go short on fail, economically, politically and indeed
the euro. It's pointless because socially, though the timing, occasion and
the euro will stay."” full consequences are all necessarily still
—Mario Draghi* unclear."”

—Margaret Thatcher**

* “European Central Bank President Draghi News Conference,” Bloomberg, 2 August 2012. ** “Thatcher, Margaret (2002) “Statecraft—Strategies for a changing world,” New York: Harper Collins, p. 355.



Something to think about

“Risk” could evolve into something unprecedented for current generation

"During my lifetime most of the
problems the world has faced have
come, in one fashion or other, from

mainland Europe, and the

solutions from outside it."
—Margaret Thatcher*

* “Thatcher, Margaret (2002) “Statecraft—Strategies for a changing world,” New York: Harper Collins, p. 320.



Risk as non-survival

e Accidents are

* Financial crisis every 10-15
years since Middle Ages

IS
discipline, that
addresses these




Risk as negative compounding

Nikkei 225: textbook case for negative compounding for decades
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Risk as negative compounding, cont.

Bonds more risky than stocks?

48 years (Dec 1940 - Oct 1988) |
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Source: IR&M, Global Financial Data, Bloomberg
Equities: S&P 500 TR Index, estimate prior to 1988; bonds: Barclays US Aggregate TR Index, estimate prior to 1976. Indices adjusted with CPI. December 2011 inclusive.



Summary

Current economic environment arguably requires active risk management

“Absolute returns”
IS an investment philosophy that seeks
“asymmetric returns”

Implementation requires:

-Survive accidents
-Avoid negative compounding



Thank you

Questions?

Alexander Ineichen CFA, CAIA. FRM
Ineichen Research and Management (IR&M)
Zurich 8 May 2013
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Disclaimer

Copyright © 2013 by Ineichen Research and Management AG, Switzerland

All rights reserved. Reproduction or retransmission in whole or in part is prohibited exce,:)t by permission. The information set forth in this
document has been obtained from publicly available sources, unless stated otherwise. All information contained in this report is based on

information obtained from sources which Ineichen Research and Management (“IR&M”) believes to be reliable. IR&M provides this report
without guarantee of any kind regarding its contents.

This document is for information purposes only and should not be construed as investment advice or an offer to sell (nor the solicitation of an
offer to buy) any of the securities it refers to. The information has not been independently verified by IR&M or any of its affiliates. Neither IR&M
nor any of its aftiliates makes any representations or warranties regarding, or assumes any responsibility for the accuracy, reliability,
completeness or applicability of, any information, calculations contained herein, or of any assumptions underlying any information, calculations,
estimates or projections contained or reflected herein. Neither this document nor the securities referred to herein have been registered or
approved by any regulatory authority of any country or jurisdiction.

This material is confidential and intended solely for the information of the person to whom it has been delivered and may not be distributed in
any {'urisdiction where such distribution would constitute a violation of applicable law or regulation.

While this document represents the author’s understanding at the time it was prepared, no representation or warranty, either expressed or
implied, is provided in relation to the accuracy, completeness or reliability of the information contained herein, nor it is intended to be a
complete statement or summary of the securities markets or developments referred to in the document. It should not be regarded by recipients
as a substitute for the exercise of their own judgment.

Investing in securities and other financial products entails certain risks, including the possible loss of the entire amount invested. Certain
investments in particular, including those involving structured products, futures, options and other derivatives, are complex, may entail
substantial risk and are not suitable for all investors. The price and value of, and income produced by, securities and other financial products
may fluctuate and may be adversely impacted by exchange rates, interest rates or other factors. Information available on such securities may be
limited. The securities described herein may not be eligible for sale in all jurisdictions or to certain categories of investors. You should obtain
advice from your own tax, financial, legal and accounting advisers to the extent that you deem necessary and only make investment decisions
on the basis of your objectives, experience and resources.

Past performance is not necessarily indicative of future results.

Unless specifically stated otherwise, all price information is indicative only.

No liability whatsoever is accepted for any loss (whether direct, indirect or consequential) that may arise from any use of the information
contained in or derived from tﬁis document. IR&M does not provide tax advice and nothing contained herein is intended to be, or should be
construed as a, tax advice. Recipients of this report should seek tax advice based on the recipient’s own particular circumstances from an
independent tax adviser.
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