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Central banks
are running

up against |
policy limits ‘

The mood at the annual gathering of the
world's central bankers at Jackson Hole a few
‘weeks ago was grim, particularly for central
bankers from the developed world. That was
in stark contrast to last year, when the mood
was one of relief.

The elite group has good reason for their
anxiety. They know better than most the
limits of monetary policy.

1t is hard for any central banker to walk the
tightrope between instilling confidence in the
future and maintaining credibility. And many
of them believe that Ben Bernanke, Federal
Reserve chairman, may have lost his balance
by trying to suggest that monetary policy at
this point can make a significant difference.

Officials at the Bank of Japan have come to
believe that, while monetary policy can play a
big role in influencing inflation, it cannot by
itself stem deflation in a world of zero interest
rates. Now some central bankers in the US
are arriving at the same conclusion.

“We can't create growth ourselves,” says
one senior US
central banker, .
“all we can do'is  There is little
G reason to believe
conditions that
make growth that any marginal
el difference in

Many hedge s =
fund managers are interest rates will
Joining these Iead to further
central bankers in

that, for t in

the time being,
deflation is a
bigger threat than
inflation. They
also assume that the steps that the Fed has
taken won't make much difference to the real
economy but may provide more artificial
signals in the Treasury market.

Yields continue to fall in the bond market, a
trend reinforced by the Fed’s decision to
renew purchases of Treasuries. That should
help keep interest rates down. But there is
little reason to believe that any marginal
difference in rates will lead to further
investment in capacity. Companies are already
flush with cash and there is no sign that
many plan to spend on capital and equipment
either from their own piggy banks or those of
their bankers, at least at home in the US.

Meanwhile, investors could do worse than
read a report from JPMorgan's Jan Loeys,
who suggests trading strategies for those who
believe that deflation is the next big, if not
best, thing. “The risk is rising that the mature
economies of Europe and North America are
Jjoining Japan into a decade of low growth and
deflation,” he writes. “We suspect that [Mr
Bernanke] was trying to allay fears rather
than gauge probabilities when he said he did
not consider this risk significant.” Although
Mr Loeys adds that deflation is not his base
case.

Mr Loeys recommends being overweight in
regions, sectors and companies that are least
vulnerable to deflation. “Most vulnerable are
clearly economic agents with high nominal
debt relative to real assets,” he adds. That
means underweighting currencies of
borrowing nations (the US and New Zealand,
for example, against Japan or Switzerland)
and the credit of indebted companies, smaller
governments and
local authorities.

capacity

Many fund Emerging market
managers have 4
already positioned d_ebt keeps
themselves in this  hitting new highs

way, running to
places where
balance sheets are
healthy. That is
one reason why
emerging market
bonds have done
so well this year,
gaining in value in
the wake of the
European sovereign debt crisis, rather than
succumbing to the threat of contagion as they
have in the past. By contrast, in 2008, they
were hit hard.

“Emerging market debt has passed the test,”
says one prominent macro hedge fund
manager, who says he is enamoured of
Brazilian government debt these days.
Emerging market debt “keeps hitting new
highs because there isn’t much around and
the governments have better balance sheets”,
he adds.

Moreover, to the extent that the Fed
engages in any further quantitative easing,
resulting in even more liquidity, there is no
guarantee that the money will even stay in
the US. Why should it? Many strategists such
as Chris Wood of CLSA believe that Asian
markets would be likely to benefit from such
flows. Which is why one Australian attendee
at Jackson Hole was overheard to sigh with
relief at returning down under where, he said,
people were so much more optimistic than in
the western hemisphere.

because there
isn’t much around
and the countrles
have better
balance sheets’
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The top performers
have generated
almost $154bn.
James Mackintosh
analyses the reasons
for their success

100 made more than three-
quarters of all returns for
investors since they were
founded, in an industry of
about 7,000 managers.
“There are these great
managers who made tons of
money but among the other
7,000 there’s a lot of disap-

George Soros has been the
public face of the hedge
fund industry since long
before he made $1bn forcing
sterling out the European
exchange rate mechanism.
The total money his Quan-
tum fund has earned for cli-

ents, though, has rarely
been discussed - and is
extraordinary.

According to new

research, the 80-year-old Mr
Soros has produced $32bn
for his customers since set-
ting up in 1973, an average
of over $900m a year. Put
another way, Mr Soros and
his team of 300 have made
their investors more than
the total earnings of Apple,
which employs 34,300, or
Alcoa, one of America's 30
largest manufacturers.

When it comes to the
hedge fund mantra of “abso-
lute returns”, Mr Soros is
leader of the pack.

But the top 10 most suc-
cessful managers have
between them generated
almost $154bn since they
were founded, with even the
number 10 - Eddie Lam-
pert’s ESL - making more
than British Airways earned
over the same period.

Rick Sopher at Edmond
de Rothschild Group, chair-
man of Leveraged Capital
Holdings, which has been
investing in hedge funds
since 1969, said the findings

" he says.

Measuring hedge fund
returns is complicated by
the fact that investors tend
to be flighty, flocking to
funds which have done well
and selling out after lo
As a result, investors miss
out on much of the dazzling
percentage returns that
make the headlines.

Nia Dichev at Atlanta’s
Emory University and
Gwen Yu of Harvard, in a
forthcoming paper, have
found that actual returns to
investors are three to seven
percentage points lower
than headline returns.
Since 1980, the average
hedge fund annual return
was 12.6 per cent. But,
weighted for investment
flows, the average investor
received only 6 per cent,
they found, well below
equity returns and not
much better than bonds.

Something similar hap-
pens with mutual funds,
where investors tend to
pick managers based on
recent performance, which
often does not last.

But Mr Sopher says hedge
funds have more responsi-
bility to ensure their clients
benefit than mutual funds.

“The hedge fund industry
justified its high fees by
making money for inves-
tors, not by providing
access to asset classes in
the way mutual funds do.”

Markets News & Comment

It pays to pick the bes

Top 10 absolute return managers by net gains for investors since inception

Quantum Endowment fund, 1973

Brevan Howard Fund, 2003
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Current strategy assets
under management

J $28bn

George Soros
Paulsan & Co, 1994
$33bn $26.4bn
John Paulson
Bridgewater Pure Alpha, 1975
$52bn
Ray Dalio $13.3bn
%, Caxton Global, 1983
$6bn
e aner CELET
Baupost, 1983
$21bn .
$12.5bn

Seth Klarman

mostly older funds, typi-
cally dating back to the
early 1990s or before, and
all but one is US-run. One
caution on the data is that
low-return funds were
excluded, and the opague
industry could conceivably
have hidden funds which
should have made the list.

Older funds have not just
had more time to generate
profits. Over the past dec-
ade the rise of institutional
investors in the sector has
led managers to reduce risk,
damping returns,

Take Bruce Kovner,
founder of Caxton Associ-
ates, whose Caxion Global
fund came in at number
four with $12.8bn of profits
for investors since 1983. His
returns and volatility both
dropped dramatically at the
end of the 1990s.

The best years are not
necessarily behind the top
funds, though. Mr Soros has
had a sparkling crisis,
returning to the form that
saw him produce an annual

from the 1970s to 2000.
John Paulson’s Paulson &
Co famously made more
money in a single year than
any investor ever, thanks to
its prescient bet against
subprime mortgages. And
the upstart on the list,
Brevan Howard, founded
just seven years ago, shot to

Current strategy assets
under management

$24.4bn

Appaloosa Management, 1993

$12.5bn

Alan Howsrd

David Tepper

$12.5bn

$12.4bn

Moore Capital Management Partners, 1990

! $15bn

Louis Bacon $11.5bn
SAC,1992
y Si2on '
Steven Cohen $10.5bn
ESL, 1988
$10pn .
Edde Lamper $9.5bn

the only British-managed
fund in the top 10, although
he and much of his team
recently relocated from
London to Geneva,

Nagi Kawkabani, co-chief
executive of Brevan, says
that until the economic out-
look becomes clearer, it is
likely that returns for all
funds will be

The top 10
managers are
mostly older funds,
typically dating back
to the early 1990s
or before

fame and became Europe's
biggest hedge fund thanks
to its returns during the cri-
sis. These returns mean
that over its short life it
had the highest profits of
any fund per year, at
$1.8bn, although Mr Soros's
returns would be far higher
if adjusted for inflation.

“Anyone who thinks they
can consistently achieve
more than 600700 basis
points  [67 percentage
points] over cash without
taking a very large amount
of risk or leverage is proba-
bly unrealistic,” he says. “If
money making opportuni-
ties were obvious, [interest]
rates would not be zero.”

David Tepper, whose
Appaloosa Management
was ranked seventh, says it
is hard to decide which way
the economy is heading,
and, as a result, he is keep-
ing his fund heavily hedged,
with 10 per cent in cash.

“This is a time when rea-
sonable people are so con-

of his research demon-  The top 10 managers are average above 30 per cent Alan Howard's Brevan is fused,” he says. “The analy-
e = il i S B AT i S S e S e
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sis is very fine right now.”
But he says the most likely
outcome is that the US
economy muddles through.

Mr Paulson, who has been
buying gold and banks in
the expectation of an infla-
tionary recovery, disagrees.
“We are as excited now as
we have ever been about
investment opportunities,”
he said. “Markets have
fallen to a point that has
created a historic moment
to buy very high quality
assets at distressed levels.”

If Mr Paulson is right,
hedge funds will soon. be
raking in profits - and fees.
Assuming they charged 20
per cent (some charge
more), the total perform-
ance fees of the top 10 funds
have been close to $40bn.

Every way of looking at
performance is flawed, and
an exclusive focus on dollar
profits would be misleading.
As an analysis tool, though,
it puts absolute return back
where it should be: at the
heart of hedge fund man-
agement.
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Germany adds to euro troubles Buyers look to
corn as supplies

r

By Peter Garnham

The euro hit record lows
against the Swiss franc and
the Australian dollar this
week as worries over the
health of the eurozone
financial system resurfaced
to undermine the single
currency.

Concerns were height-
ened by reports that Ger-
many’s 10 biggest banks
might need €105bn of addi-
tional capital. The onset of
a renewed round of sover-
eign debt issuance as euro-
zone countries stepped up
their borrowing to fund
their economies added to
investors’ concerns over the
region. Reports suggested
that eurozone governments
would look to raise €80bn in
September compared with
C43bn in August.

This fuelled renewed con-
cerns over the ability of
countries on the periphery
of the eurozone to service
their debt, and took the
spread of the yields of Irish
and Portuguese government
bonds over their German
counterparts to record lev-
els, surpassing the highs

seen at the height of the
eurozone sovereign debt
crisis in May. Indeed, there
was even speculation that
Ireland might have to make
use of the European
Union's bail-out fund.
Traders said the European
Central Bank stepped up its
purchases of some eurozone
government bonds in what
appeared to be its biggest
such operation since July.
“The news this week has
acted as a timely reminder
to investors that there are
no easy i to the

Euro
Against the dollar ($ per €)

eurozone's structural prob-
lems,"” said Simon Derrick at
Bank of New York Mellon.
“With sentiment towards
the region's peripheral sov-
ereign debt standing at lev-
els last seen in May, per-
haps it's time to start turn-
ing bearish on the euro.”
The euro hit a record low
of SFr1.2763 against the
Swiss franc on Wednesday
as rising risk aversion
boosted haven demand for
the Swiss currency, before
paring some of its losses to
stand down 0.8 per cent at
SFr1.2997 on the week.
Over the week the euro
also lost 1.5 per cent to
$1.2699 against the dollar,

Jan 2010

Source: Thomson Reuters Datastream

Sep

fell 1.2 per cent to £0.8251
against the pound and
dropped 1.5 per cent to
Y107.00 against the yen.

The euro also dropped
2.4 per cent to a record low
of A$1.3730 against the Aus-
tralian dollar as continuing
strength in the country’s
commodity-driven economy
kept demand for Australia’s
currency elevated.

The Reserve Bank of Aus-
tralia kept interest rates on
hold at its policy meeting
on Tuesday, citing fears
over a global slowdown.

But  expectation-beating
employment figures later in
the week stoked speculation
that the central bank would
raise rates next month as
Chinese demand for its
raw materials remained ele-
vated, Over the week, the
Australian dollar rose to a
four-month high against the
US dollar, up 0.9 per cent to
$0.9251 over the week.

Other commodity-linked
currencies also advanced,
buoyed by figures showing
a robust rise in Chinese
imports in August. The
Canadian dollar, up 0.5 per
cent to C$1.0334 on the
week, was given an extra
boost when the Bank of
Canada raised interest rates
by 25 basis points to 1 per
cent after its policy meeting
on Wednesday, while the
New Zealand dollar rose
1 per cent to $0.7284.

Meanwhile, the yen rose
to a 15-year high of Y83.32
against the dollar on
Wednesday as rising fears
over the eurozone financial
system drove haven
demand for the Japanese
currency. The yen later
gave back some of its gains
to stand flat at Y84.22 over
the week.
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become

tighter

Eenggers  Lewis Hagedorn, agricul-

tural commodities analyst

By Gregory Meyer at JPMorgan, said:
in New York “Although US export
demand may ultimately

Corn, the most widely exceed official forecasts,
grown grain, sustained a domestic inventories

late summer rally this week
as government forecasters
scaled back expectations for
a blockbuster US harvest.
US farmers typically grow
about 40 per cent of the
world’s corn, and this
year’s crop is expected to be
a record. But the US
Department of Agriculture
lowered its overall produc-
tion figure by 2 per cent to
13.2bn bushels, reflecting a

remain comfortable.”

Raw sugar prices in New
York hit a six-month high
on Friday of 23.20 cents per
pound, up 13.2 per cent over
the week amid robust phys-
ical demand and concerns
about dry weather in Brazil,
the world's largest exporter
of the sweetener.
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in spite of a jump in exports
to replace lost Russian out-
put, the USDA said.
“There’s plenty of wheat
around, especially in the
US,” said Terry Roggensack
of the Hightower Report, a
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