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A BRIEF OVERVIEW OF OFFSHORE HEDGE FUNDS

In this issue of Oracle, we briefly ex-
plain what an offshore hedge fund
is, discuss some of the main charac-
teristics and lastly, address the confu-
sion surrounding the use of the term
“hedge”.

Executive summary

 Theterm hedge fund is a generic name
or description used to classify offshore
hedge funds and does not reveal how
offshore hedge funds are managed or
how they actually invest their inves-
tors’ assets;

* Hedge funds invest in an opportunity
set that is much broader than that of
the typical traditional equity, bond,
property or cash investment manager
or fund;

* Hedge funds have a number of charac-
teristics that differentiate themselves
from other more traditional offshore
investment approaches;

* Investors need to recognize that the
range of offshore hedge fund strate-
gies that offshore hedge fund manag-
ers apply, varies materially and that
these strategies do not necessarily aim
to guarantee or protect investors 100%
against short-term market downturns.
Over the short to medium term, i.e. 12
months, offshore hedge funds have
shown that they can protect capital
while still producing returns in excess
of offshore cash and bonds. Over the
longer termi.e. 15 to 20 years, offshore
hedge funds have managed to outper-
form offshore equities at much lower
risk.

History of hedge funds
The hedge fund industry was “born” back in

1949, when Alfred Winslow Jones established
the first hedge fund in the United States. Jones
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used short selling to protect (“hedge”) his long-
only portfolio from a declining market combined
with a leveraged long equity position.

Since then, the scope of the term “hedge fund”
has expanded beyond Jones'’s strategy to de-
scribe funds engaging in a range of other al-
ternative investment strategies, but not neces-
sarily with the aim of protecting the investor’s
assets. Jones’s success at the time resulted in
several investment managers setting up other
funds, which traded different strategies. For
example, in the 1980'’s, hedge fund managers
such as Julian Robertson and George Soros
posted extraordinary returns over long periods
of time making use of macro strategies. These
macro funds were not set up with the main ob-
jective of protecting their investors’ assets dur-
ing market downturns, but were also “labeled”
under the generic “hedge fund” name.

With the proliferation of the offshore hedge
fund industry and with more underlying off-
shore hedge fund strategies being introduced,
classifying the wide range of offshore hedge
fund investments all under the name “hedge
fund” has created an expectation amongst in-
vestors that hedge funds not only provide in-
vestors with different sources of return but also
protection from capital losses. Investors need
to understand that of the 15 broad offshore
hedge fund strategies, which offshore hedge
fund managers apply, only one or two of these
are not correlated to offshore stock and bond
market returns and aim to protect or “hedge”
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investors’ assets over shorter time horizons.
What is a hedge fund?

The term hedge fund is a generic description
for a wide variety of hedge fund strategies
that are implemented by hedge fund manag-
ers. There are now more than 10,000 offshore
hedge funds and more than 2,300 offshore
fund of hedge funds and this universe keeps
growing.

A hedge fund invests in almost any opportu-
nity in any regulated market. This may sound
too broad to describe a hedge fund, but this
is precisely what a hedge fund is. A traditional
offshore investment manager only invests in
conventional equity, bond, property and cash
strategies, whereas an offshore “hedge fund”
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generally combines traditional investment
strategies such as buying equities, bonds,
commodities, currencies and listed property,
with alternative strategies such as short sell-
ing”, arbitrage and leverage, to name a few. In
simple terms, an offshore hedge fund aims to
exploit inefficiencies in the offshore markets.

One way to identify an offshore hedge fund is
the typical charge of a management and a per-
formance fee, as well as the investment man-
ager having his or her own capital invested
alongside third party investors’. In addition,
and possibly the main differentiator, is that off-
shore hedge funds typically pursue absolute
return strategies rather than seeking relative
out-performance of a specific market bench-
mark such as the MSCI World Equity Index or
Lehman Global Bond benchmark.

#Short selling

Investors may ask the question how is it possible for a hedge fund manager who buys and sell
shares to achieve positive returns when the stock exchange as well as the specific share in which
the manager invests, performs negatively. The process of short selling is briefly explained as fol-
lows:

The hedge fund manager is of the view that the share is overvalued, “too expensive”, at R100 and
wishes to take advantage of a price decline when the share price drops closer to its fair market
value. The investment manager then borrows the share from a third party such as a bank or prime
broker and sells the share in the market for R100. To enable the investment manager to borrow
the share, the investment manager has to pay a borrowing fee of R2. Hopefully, the manager has
made the right call on the share price and the share drops to R80.

The manager eventually repurchases the share at R80 in the open market in order to return the
borrowed share back to the third party lender. The manager therefore has made a profit of R18
(R20 less the cost to borrow the share i.e. R2).

Offshore hedge funds have access to a broader set of “tools” than
traditional investment managers.
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Main characteristics of offshore hedge
funds

Legal structure:

Offshore hedge funds are typically private in-
vestment vehicles and are not regulated. This
means they do not have to be registered with
a regulatory agency such as the Securities Ex-
change Commission (SEC) in the US. Many
offshore hedge fund managers do however,
voluntarily register themselves with the rele-
vant bodies such as the SEC and FSA (Finan-
cial Services Authority) in the UK.

Investment approach:

Offshore hedge funds utilise a wide range of
different investment strategies. The strategies
all make use of a variety of financial instru-
ments to produce returns that are less corre-
lated to traditional asset classes.

Manager compensation:

Offshore hedge fund fees are predominantly
structured on a management fee plus an in-
centive or performance fee basis.

Alignment of interests:

Hedge fund managers generally have sub-
stantial amounts of their own money invested
in their own funds, and thus align their own in-
terests that of their investors.

Reporting & transparency:

The offshore hedge fund industry generally
provides monthly performance results, with
returns being quoted net of all fees. Show-
ing returns on a net of fees basis is a more
accurate way of reflecting the value that has
been added to the portfolio by the hedge fund
manager. Traditional investment managers re-
port gross of fees. The initial monthly returns
are typically estimates with the final asset
values only made available five to six weeks
after month end. Portfolio exposure informa-
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tion varies. Although some offshore hedge
fund solutions provide full transparency at the
transaction level, the majority of hedge funds
are typically less transparent than traditional
investment manager mandates.

Lockup & liquidity:

Liquidity refers to the timing i.e. trade date
and notice period required for investors to re-
deem their investment and have their money
returned from the hedge fund. A lock-up pe-
riod is the length of time that investors must
remain invested before the initial investment
can be redeemed. Offshore hedge funds typi-
cally have some form of liquidly constraint i.e.
a notice period of 90 days must be provided
and the hedge fund trades quarterly. An initial
lock-up period of up to one year may apply.

However, not all offshore hedge funds imple-
ment a lock up period and notice periods range
from 30 days to 120 days, with trade dates
being monthly, quarterly, bi-annual or annual.

Why the name “hedge” fund creates confu-
sion

A popular misconception among investors is
that all hedge funds “hedge”, guarantee or pro-
tect their investors assets even during short-
term market fluctuations. The reality is that not
all hedge funds “hedge” or protect investors
assets against short-term market downturns.
As noted before, at present there are in ex-
cess of 15 distinct investment strategies used
by hedge funds globally, and the list continues
to grow. Only one or two of these strategies
are not correlated to the returns of the broader
equity markets.

Hedge fund strategies can be classified in a
number of ways. At Octane, we classify off-
shore hedge fund strategies in the following
four broad categories i.e. —

¢ Relative value - this strategy typically
refers to non-directional strategies such
as arbitrage and market neutral. Market
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exposure and market risk are typically re- some combination of both long and short

duced in these transactions. positions that could at least partly reduce
the impact of a market decline.

Event driven - these strategies focus on

investing in securities of companies facing ¢  Trading strategies. These are typi-

major corporate events such as mergers, cally “non-hedging” strategies and are
acquisitions and spin-offs. These strate- usually directionally biased (i.e. the man-
gies typically are higher risk than relative ager takes a view) and opportunistic in
value strategies and take on some level of nature. These strategies on average pres-
market risk. ent higher levels of potential risk relative

to the other categories. Tactical trading
Long/ short equity - this is an equity- includes strategies such as global macro
type strategy whereby managers will hold and managed futures.

Not all hedge fund strategies “hedge” market risk over short-term investment periods. The
generic description originated from the days of Alfred Jones’s hedge fund strategy and has
since been used to encompass all the different investment strategies. Over longer term
periods i.e. one year and longer, offshore hedge funds have shown that they can protect
capital and still produce returns in excess of cash and bonds.

The presented documentation is furnished on a confidential basis only for the use of the recipient and only
for discussion purposes and is subject to supplement or amendment. The documentation does not constitute
advice or recommendation to enter into any transaction. The documentation is not an offer to buy or sell, nor a
solicitation or an offer to buy or sell any financial instrument. The documentation is based on information from
sources considered to be reliable; however, completeness or accuracy of the information can not be guaranteed.
Projections, valuations, statistical and forecast analyses may be based on subjective assessments or assump-
tions and may use one among alternative methodologies that produce different results; accordingly, such projec-
tions, valuations, statistical and forecast analyses should not be relied upon as an accurate prediction of future
events or results. The documentation does not express an opinion on legal, accounting or tax consequences.

The recipient, together with its own professional advisors, should independently evaluate the infor-
mation herein presented. Any decision to purchase or subscribe for any form of investments or securi-
ties must be made solely on the basis of the prospectus or offering memorandum by which these secu-
rities are offered, and for which specific sales restrictions and risk warnings must be taken into account.




