





But if you look at total hedge fund assets, they closed the
first half of 2017 at a record high of $3.1 trillion, according to
leading industry data tracker HFR.

Hedge funds are not essential to anyone’s portfolio—indi-
vidual or institutional. Many have been poor investments,
especially compared with the S&P 500. And while improving,
their fees still weigh on net returns.

A key argument for hedge funds, however, is their ability
to preserve capital during down markets.

In the middle of the Tech Wreck in 2001 and 2002, the
average fund outperformed the S&P 500 by more than 42 per-
centage points; in 2008, industry outperformance exceeded the
market by more than 15 percentage points, according to anoth-
er leading data source, BarclayHedge. But from the beginning
of 2009, the market has generated an additional 67 percentage
points over the average hedge fund through June 2017.

Many observers would agree the S&P 500’s recent annual-
ized growth rate—in excess of 14% over the eight and a half
years since stocks cratered—is unsustainable. And unless one
is a closet indexer, virtually all managers—hedge fund or oth-
erwise—would invariably have lagged the market.

Since portfolios need to be diversified beyond the markert,
there are a number of unique hedge fund managers and strat-
egies that are worth a look.

In our list below, you'll find a fund that provides first-
lien, low loan-to-value bridge loans focused primarily on
quality New York City properties to qualified owners with
immediate, short-term funding needs. Manhattan-based W
Financial, run by Gregg Winter and David Heiden, has been
filling a space neglected by traditional lenders with a precise,
transparent, easy-to-understand strategy. Over its 14 years,
the fund has never suffered a negative year or even a draw-
down—because the value of the loans has never fallen below
the value of the attached property. The $275 million fund has

Compelling Funds

Ranked By 5-Year Annualized Returns

virtually no volatility and has racked up consistent net annual
gains between 6% and 11%. The managers follow a disci-
plined investing approach and will only accept new money
when they can put it to use.

A hedge fund based in Spain that has been around since
2010 has generated even higher annualized returns, nearly
21%, by doing something most other investors don’t—active-
ly helping underperforming small-cap European companies
realize their potential. The EQMC Europe Development
Capital Fund, which runs $580 million, enjoys the benefits of
being a small, nimble fund while being part of a large parent
firm. Alantra Group is a $4 billion European asset manager
that provides the fund with more robust administrative struc-
ture, financial and legal support, research and business links
across the continent.

Managers Jacobo Llanza and Francisco de Juan operate
the fund like a hybrid private-equity shop, concentrating on
a limited number of companies, working with company man-
agements that want help, and leaving firms better off than
when they found them. This longer-term strategy comes with
greater volatility, but so far the fund has justified the risks.

WHAT TO LOOK FOR

“We must get to know a manager well enough to trust and
admire him [or her] before investing,” explains Alexandre
Col, former partner of the venerable private bank Edmond de
Rothschild and now co-manager of Geneva- and Luxembourg-
based alternative asset manager Iteram, which manages 1 bil-
lion euros, 300 million of which is invested in hedge funds.
His firm also wants to see a dedicated compliance officer to
ensure funds follow their mandates and the ever-changing
regulatory landscape.

Hilmi Unver, former CIO and now head of ultra-high-net-
worth individuals and family offices at Swiss-headquartered
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9.58 3.54-  6.07 6.04 6.29

S&P 500 Total Returns 07/03

1746 10.13 15.41 8.95 13.45

*Since inception. As of May 2017. Source: BarclayHedge
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¢ Fixed-income arbitrage is one of the most challenging
strategies, targeting comparable securities whose values have
diverged but are expected to realign.

® Equity long/short is the most popular stock strategy; it’s
designed to outperform during down markets, but is likely to
underperform during bull markets.

¢ Global macro targets broad economic and market met-
rics, from interest rates and foreign exchange to commodities
to stock and bond indices. Managers profit from riding pro-
tracted moves and struggle when markets are trendless.

FUNDS

Since its launch in April 2006,
MOAB Partners has been a
steadily performing event-driven
fund with annualized returns of
nearly 9% and volatility of just
7%. A key to its consistent perfor-
mance is its ability to excel during
down markets: It’s outperformed
the market 44 of the 45 months
when the S&P lost money.

Whether it involves senior
unsecured debt, distressed
credit or equities, this con-
trarian performance has been
achieved because the fund
avoids crowded trades, explains
manager Michael Rothenberg. MOAB seeks exposure to
quality, underfollowed small companies that are flying
below most radar screens and selling at attractive values.
The portfolio’s blend of arbitrage and credit positions gen-
erates consistent yield, which helps dampen volatility. And
Rothenberg is efficient in regularly redirecting capital to the
most attractive opportunities.

Just as important, the fund, with $529 million in assets,
limits drawdowns (the worst being 17% during the financial
crisis, which it made up in four months). It does this by sizing
positions inversely to their potential downside. This means
the manager can miss the mark on a number of bets but still
end up netting attractive gains.

The Napier Park European Credit Opportunities Fund
was a “Volcker baby,” a forced spinoff out of Citibank when
the ex-Federal Reserve chairman Paul Volcker required
banks to get out of hedge funds.

Since its launch in September 2010, the London-based fund
has generated annualized returns close to 18% with relatively
low volatility of just 8.25% and a worst drawdown of 15.31%.

The $653 million fund, part of the $8.4 billion alternative
asset manager Napier Park Global Capital, has delivered
these returns by investing in European corporate credit,
specifically high-yield bonds, leveraged loans and structured
credit. While this sounds risky, Michael Micko, the managing
director and head of European credit strategies, explains that
his team is able to exploit misperceptions and confusion about
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EQUITY LONG/SHORT
IS THE MOST POPULAR
STOCK STRATEGY;
IT'S DESIGNED TO
OUTPERFORM DURING

DOWN MARKETS, BUT
IS LIKELY TO
UNDERPERFORM
DURING BULL MARKETS.

the European credit market, which is far more inefficient and
fragmented than the U.S. debt market.

“Our extensive bottom-up research gives us an edge in
better assessing risk than the broad market and many rating
agencies,” explains Micko. “This not only enables us to move
aggressively into dislocations, but reduces potential downside
of non-investment-grade exposure.”

The fund also mitigates risk by hedging overall macro
conditions. If managers have misjudged negative sentiment,
these shorts can limit the fallout. Collecting substantial yields
on its credit exposure on core
investments can do the same.

The Hildene Opportunities
Fund II, co-managed by Brett
Jefferson and Dushyant Mehra,
also shops the high-yield market.
But the Stamford, Conn.-based
fund is far more domestically
focused on credits of regional
and community banks and finan-
cials, corporate debt, real estate
and consumer and mortgage
debt. Like Napier’s, its book has
extensive exposure to structured
credits because that’s where it's
able to identify value. “Their
complexity can give an edge to
investors who can drill down and
truly distinguish risk and opportunity,” explains Mehra. This is
especially true for smaller segments of structured credits, which
larger firms, the ones that do the most research in the space,
avoid because there’s insufficient liquidity to meet their needs.

Though Hildene’s history dates back a decade, this fund
is one of the youngest on our list, having launched in August
2011. Still, during its first six years, the fund has racked up
annualized gains of nearly 16%. Its standard deviation was a
very low 5.03%, and its worst drawdown was just 5.55%.
The fund’s management has achieved these remarkable
numbers by staying small, being quick to adjust duration
when struc-tured credit markets change, by applying hedges
and by seek-ing high current yield as ballast.

It’s also compelling that the $602 million fund has peri-
odically closed to new investors and has returned over $150
million in capital to investors when there haven’t been suf-
ficient opportunities.

Another unique feature: Half the fund’s performance fees
are not paid to the manager until investors redeem. This rare
structure prevents investors from paying for a substantial part
of performance that could be lost if the fund was to subse-
quently struggle. HKy

NOTE: We are not recommending any fund. Past performance
guides but does not predict. You need to do your own homework. For
help, please see our article “No Short Cuts” on hedge fund due dili-
gence in the November 2013 issue of Financial Advisor magazine.
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