]l
S
N
]
Q
.
9]
L
c
©
€
£
=]
w
2
9]
=
S
-]
©
=

Hed

BARRON’S

oe Funds

A Monthly Report

Hedge-Fund Report Card, page 27
Listings: Hedge Funds see Barrons.com
Mutual Funds, page M40

Talking With
Nathaniel August

Founder
Mangrove Partners

A Born

Investor
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SOMETIMES IT'S IN THE GENES. NATHANIEL AUGUST'S
mother, Nancy, was one of the first female partners in
a big asset manager, Wellington Management, back in
the early 1980s. His father, Donald, was an original part-
ner in another Boston investment firm, Frontier Capital.
Nathaniel, now 37, created his own hedge fund firm,
Mangrove Partners, in 2010.

Being nurtured by two money managers didn’t nec-
essarily make August want to be a fund manager. He
recalls his parents’ silence at the dining room table one
evening in October 1987, after the market fell by nearly
25% earlier in the day. “I don’t believe I was thinking of
a life in stocks at that time,” August says.

Perhaps nature took over at that point. After he grad-
uated from Brown University, he was accepted into Gold-
man Sachs’ two-year analyst-training program and real-
ized he shared his parents’ passion for investing. His firm,
which claimed the No. 36 spot on Barror’s Penta’s Top 100
Hedge Fund ranking this year, is named for a tree that
can thrive in the most unforgiving environments.

“What I really like about the work,” says August, “is
the diversity—constantly moving across various indus-
tries, asset classes, and borders.” This explains his wide-
ranging, opportunistic strategy, which includes equity
long/short, and what he calls “hard catalyst,” or event-
driven, investments, including merger arbitrage and
liquidations, stressed and distressed debt, and capital-
structure arbitrage. He and his team of six analysts can
invest pretty much anywhere and aim for a market-
neutral portfolio.

But what really drives August is the challenge of pull-
ing the trigger on an opportunity. “Information is always
incomplete,” he says. “The thrill is bridging the gap be-
tween the known and unknown when making a decision.”
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Most compelling are market dislocations.

One example was the big selloff in
municipal bonds after Wall Street analyst
Meredith Whitney predicted widespread
defaults in the tax-exempt sector in Decem-
ber 2010. By early 2011, Mangrove had 20%
of its portfolio in seven muni bonds backed
by industrial revenues. Within a few months,
August’s New York-based firm had sold vir-
tually all of them, which helped boost his
fund’s return by 2.4 percentage points.

In the third quarter of last year, August
realized that U.S. government policies to
discourage companies from buying foreign
rivals to take advantage of more generous
tax regimes were affecting merger arbi-
trage spreads. Concerns that deals would
collapse spiked annualized spreads (the gap
between current market price and the pro-
jected closing price) from 5% to 10% out to
30% or more, recalls August. “We thought
the market was overreacting.”

August and his researchers believed that
these new rules against tax inversions
wouldn’t have a big effect on projected tax
savings. And to further reduce investment
risk, he focused on deals that would be highly
accretive to the buyers. In August 2014, Man-
grove bought shares of Irish medical-device
maker Covidien and shorted its proposed ac-
quirer, Medtronic (ticker: MDT). The deal
closed in January, and Medtronic is now
headquartered in Dublin.

As spreads have returned to normal levels
Mangrove has retreated, having added sev-
eral percentage points to his fund’s value.

These incremental gains have added up.
Since the fund’s launch in April 2010, it has
returned more than 28% a year with rela-
tively subdued volatility. Mangrove, which
typically has 100 to 150 positions, has never
had more than three consecutive down
months. In early 2011, for example, August
thought stocks had gotten ahead of them-
selves, seeing more short opportunities than
long. While the average hedge fund lost 5.5%
that year, Mangrove turned in a neat 22%
gain, in large part because its portfolio isn’t
closely correlated to stock performance.

The numbers have propelled Mangrove’s
assets from $7 million to $450 million, and
allowed it to charge 2% management and
20% performance fees.

The firm has been able to perform well in
different conditions by limiting losses. First,
Mangrove focuses on undervalued shares
that often have fallen prior to their purchase.
Second, at least to date, his timing has been
very good. Third, the fund is market neutral
with net long or short exposure typically
limited to 10%, though it can be more. And
finally, August periodically closes the fund to
ensure capacity is in sync with opportunities.

An example of his contrarian thinking was
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shorting biotech shares, though it doesn’t
always win. August believed Heron Thera-
peutics (HRTX) had set its goals too high
this past May during Phase 3 testing of a
drug, called Sustol, designed to treat
chemotherapy-induced nausea and vomiting.
Test results, however, turned out positive—
good news for chemo patients, but not so
much for Mangrove. It covered at a loss.
What'’s next? August thinks portions of
Puerto Rico’s $72 billion in distressed debt
may offer some opportunities because the
complexity of various bond issues will proba-
bly lead to mispricings and dislocations. Like
the trees that inspired his firm’s name, his
goal is to thrive in tough environments. m
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