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The long & short of il

le-'li;_'l' funds are an asset class in In
dia whose time has come, Over the
next few vears, the Indinn market is
|||'i."|_|. Lo s "-hilll!' I'II"'L: |||:' In nees
|lr|l:||i|'|! !!ill.l |'|r|'|-e"\ |.11'|I'|| LCTNRS fssel
managers, olfering an assortment
of different strateries in this sector,
Set i motion by the Alternate Investment Fuoned
ATF) category 111 guidelines by Sebi in the year 2012,
asset managers have responded by lannching an ar-
riy of investment strategy offerings sueh as absolute-
relurn, event-driven, |Fl|;.l|l-|:i_|rv|'||_ amd |ira:|||_'.'. 1 he
clussical fundamental long-short eqLity l.ll:l:Il\.EI.Il:'l"\-.. Mol
surprising then sophisticated domestic investors (such
as High Net-worth Individuals, Family Offices and
L |r|m|.'|||1' have .;I-'|i'||':.:. taken to Investing in these
Tunes (mote, 1.\||.||1'-:'|||:'_y_‘|.-|_1.' 1 mesel 11 are for venture
capital funds, infrastructure funds, real estate, and
private sgquity funds, entegory 111 fund regulations

by Sebiare chiefly for hedere funds), Investors seek to

ill.l':i il ]:I":l:_'i' J.IIII.I] Lia i convent i.l:lll:l !'IIIJ_'\.'iHI]_'I' 1'|:|Ii|_'|
|:l|'-|'r1'|a|I=| since 1t can |‘I1"|§rrl| reduce risks, enhanee
port filir stz bility and generate aneorrelated return to
the traditional portfolio,

While hedee Punds are s nascent asset elass in Tndia,
:,|l 'I:lu1|].|- this asset class il]l'i'illll'r manages over £3 tril
liom-2.5 trillion of assets as compared to a total global
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asset management indust Iy size of US868 trillion (Se
Sizing up the market). And within this hedge fund wni-
verse, the largest shares of assets (roughly 404 are
Ir'ﬂ“"\rl'il m ;“Il:_"‘\hllrt ‘-rr.“h'ﬂ:l-l 5

A |lr'|||rI|=-|||_1 ||-“||E ViEw |'-f"i|-e'|i|._f|' 1'l.||:|i- is thiat ||:||'_'!.
are risky, speculative, leveraged investment vehicles,
an image supported by the financial media stories on
esofer e -:_f|-.||::-:|| macrn bets of star hedee Tund mian-
agers such as George Soros or debacles of certain
hedge funds such :

ong Term Capital Management
LTCM) While some hedge funds are indeed agpres-
shvie, the wost ITHCTILY Ty |'||r;t“:|. Larret i risk prafile

Sizing up the market

rlobally, hedee funds are o force to rechon with
ALM Fees

ETrilblon %% SBillon

% fee
Altemativi 10 15 104 42
Active specialities 13 19 54 21
Solutions,/ LD, a 13 21 a8
Balanced
Active cora 24 as 58 23
Passive i1z 18 14 6
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long-only equity investments, By definition, a “hedge
fund” ought to be required ta “hedge” or in other
words have the capability 1o sell shoet in order to pro-
tect the downside of the et folies, Just like the ||n|'m||_|4'!,
offerings of traditional mutual funds can span from
liguid funds to small-cap equity funds, the hedge fund
universe, too, encompasses a broad rnge of strategies
spanning the entire risk-return spectrum.

The origin of the hedge Mund industry is eredited 1o
Alfred Winslow Jonos, o sociodogist and an editor of
Forfune mugazine, who lnanched the first recognized
hedme fund in 1949, His strategy was foensed on stock
pleking coupled with hedging by shortselling and nse
of leverage. His original goal was to eliminate mar-
ket dircction risks ]l_l.' |:|||_','i||.L: wndervalued stocks and
shortselling overvalued ones - in investing parlance,
he was seeking to eliminate beta and enhanee alpha,
This investing innovation is now known as the clas
sie long-short souities model, But as the hedge fund
industry grew, its make-up also evolved. It is now com.

maon o see severn] favours of investment focus for

hedge funds such as arbitrage funds, gobal macm,
event driven etc.

To understand how a hedge fund is different trom
a traditional investment portfolio, let us narrow the
discussion to understanding its largest CAalegory, il
classic long-short equity hedge fund, as conceived by
its innovatar,

As the name suggests, the goal of a long-short equi-
ty fund is to profit from both rising as well as declin-
ingr securities. A conventional long only Mund can ot
best express o negotive view on o stock or o sector by
nod owning it. whereas the canvas for a “stock-pick-
ing” oriented long-short fund is larger, with the abili-
ty 1o find and short declining securities as well, henee
r'1|:zuulu|-=_: the opportumity to generate alpha. We
hu:]'.l_'l.' live: imn is world of massive ||'-:']||1l.:-|||-gir:|| clhange.
Some argue that we are at the cusp of one of the big-
geest and the most disruptive technology transitions of
all time and that this accelerated pace of technology
ehanges makes it imperative that several businesses
will face declines, Thus, the .Li-||i.|._‘| bis 1l.|rrltl'|-l'|' e
short such businesses (s n r:1r':n||||1u}'1|] differentintor
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Far from fair weather

Pickimg the right afternafive frvestment fund feads fo super oulperformance

| VIEW
Return Data Period 1 Porod 2 |
Fund Return -1.5% 30.0%
Mifty -24.0% 75.8%

for a long-short equity fund as compared to a conven-
tional long-only fund.

Furthermore, conventionnal long only funds nre usu
ally fully invested at all times; and while they benefit
from a rising market, they are also likely to be hurt
b o falling market. Long-short fumds, on the other
hand, have the fexibility to reduce exposure (by e
ther reducing the long positions or increasing shorts
or both) 1|';1:-'.1"!'|1|':|[|'|'|.'l.|1rﬂl"|:|!'||{'¢|_-'ri|'l'|||'|l'l'|l'_-" TH4L |'l-C|'r--I
while increasing exposures in oversold fundervalued/
rising markets, The rosult is that long-short funds,

therefore, have the ability to participate in rising

markets and protect capital in declining ones (o

PYEN
hetber, carn return cven in declining markets doe (o
their flexibility to short), Thus, this asymmetrie re
turn profile (participating in rising markets and pro-
tectine n’!l_lhl'i'\-il |1-e|l|r1||"._r, u,|,|'n'. Tt FTS !'w||1'- i} |-:|'u. er
volatility in performance, lowers risks and increases
the odds llf-|ll'.I!iII_|_'\I the indices, or even |k mng :r-ll|_'l
funds, over a full evcle,

But are sharp declines in stock markets frequent
enough to be taken advantare of? .-"|.|'-:'|;I'|iil'|;-_', 1o MNed
Davis Research, the U8 market (which has the Il.ltI.L!!"!|
recorded history for stock market return), from the
year 14 to 2013 has record-
ed 123 corrections (defined
ns o decling of over 100 bt
less than 2090 or a corree-

Lion oCcourting every year
and 32 bear markets (de-
fined as decline of over 200G
or more) or a bear market
securring every three and a
half years. The volatility of
the Indinn market is |i.Ju'|_h
to be no different

Some experts today argue
that global equity markets are elose to an inflexion
paint. The US, the langest equity market in the world,
is witnessing the longest bull market in its history,
However, the reversal of Quantitative Easing (QF}, ris-
ing interest rates globally, tariff wars, currency wars,
HECTE| 'I||I|.-i||-!'r-. el h1|h!r||'*-\.. Es shiocks have the [EELERE
I::|.~.| L |-":|l:| s £ \ihﬂ}l Irll.'i!l|rl'.!.'h ul-l'qlllt!-"' J,E'tl'-| l:|.||_':.'.
While forecasting such events is a futile exercise, the
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Pariod 3
21L.2%

18.0%

Poriod 4 Period 5 j Total Returm
-1.9% 2.0% 55.3%
23.5% 16.5% 38.68%

flexibility to protect capital or even take advantage of
any such declines which may oceur, can be an advan-
tage for o long-short fund,

Again, it is often conventionally argued that since
stocks and markets go up over the long term, it is wise
Lo just stay investid ab all times and not bother abxout
|'|'n1l't'I:|'|-_';-';lp]!.4| in the short term. However, conskder

the aetual performance of o hedge Gond (See: Far from

_,I'J'r."f' weirlher

As ean b seen, the fund has underperformed in two
out of the five periods and still generated significont
exeess return over o longer time-frame, A closer look
W ||E -»i'|-'|'u| ||'.|:_-|| ||'r|,-I EECEsE rEturm is I:tl'l_'|l"[_\ I.‘I:1r'|L~. K
the downside protection in the two sharp declining
pericds, Also, notiee that not only is the volatility of
performance lower, but the risk of capital decline has
.;||.‘-|,| :'.Il'i‘fl ||:-1'|-'|'|'

The key point. being made here is the simple arith-
maetic of declines: ir"_u-u lose 50a f'l:ull|_'l.ul.al starting
capital in a year, then it requires 100% return after the
decline to reach back to your starting capital level. In
effect, for the purpose of compounding vour wealth,
it is I|LH-I'|':l.JIt].l:_:lll_;.'__hl lose INICHIEY than make it. Los-
ing less in down years and componnding from a higher

level of capital base make it
possible to earn hisher eq-

|I:|!_'|- |.'IJH' return while '..l.]ul!;
lower risks.
Having discussed the mer-

its, it is equally important

to take copnizance of the

risks involved in investing

itn hedge funds. The greater

”I'\.illl-irll. in investing also

|I|::E1|.il:'~_:,'__:l'.|1l.':| dliseretion

for the fund manager and a

higher reliance on the man-
ager’s skill. Further, a stringent risk management pro
ciras becomes even more imperative, I.""\Fd.'l.'i.'LiI_'l' whilst
using i short portfolio, Not surprising then, this azset
olass is regulated to ensure only sophisticated inves-
tors such as High Networth Individuals are allowed to
invest im it, To conclhede, |Iﬂ||_'.|' fumdd investing in In-
dim is all set to see an increased interest from investors
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