Investment Strategy Update #118

Alternatives: Hedge funds — Three preferred strategies for volatile times

We are overweight alternatives which offer
diversification, downside protection and the potential for
superior risk-adjusted returns. For new money, we
prefer an allocation to hedge funds, which are well-
placed to deliver superior risk-adjusted returns given
their flexible investment strategies.

In times of high economic and financial market
uncertainty, we believe diversification provides the best
protection for portfolios. While diversification across
asset classes remains important, diversification via
alternative investment strategies is a very effective tool
for portfolios as well. Hedge funds have delivered year-
to-date, with the HFRI Fund Weighted Index
outperforming global equity and bond markets by ~11%
and ~7%, respectively (and the top hedge fund
strategy, macro, outperforming global equity and bond
markets by ~29% and ~26%, respectively).

Our preferred hedge fund strategies are:

o Multi-strategy funds for diversification, offering

potential for a more steady, less volatile return
profile, while low correlation within its strategies as
well as to other asset classes provide an additional
layer of diversification.

o Macro strategies for downside risk protection,

via leveraging market inefficiencies caused by
broader macro events (e.g., geopolitical uncertainty,
central bank policy pivots) to generate alpha while
hedging against downside risks.

o Equity market neutral for maximising risk-

adjusted returns, through targeting a zero net
market exposure with returns driven by the quality
of manager stock selection.

In our recent Investment Strategy Updates (please see the
back of this note) we highlighted that financial markets are
likely to remain highly volatile and at risk of further
weakness. Against this backdrop, we think ensuring
portfolios are diversified across asset classes and
investment strategies provides the best protection to total
portfolio returns. We are overweight alternative and real
assets for diversification, downside protection and
defensive yields.

Hedge funds are proving their value

We believe hedge funds are well-positioned to deliver
positive returns and provide downside protection to overall
portfolios. Empirically, hedge funds have demonstrated
their ability to provide less correlated returns, with the HFRI
Fund Weighted Index delivering ~0.4% during the month of
August, outperforming both global equities (-4%) and global
bonds (-3%) as they struggled to digest a worsening
outlook for inflation and economic growth. Likewise, hedge
funds have also provided stable returns amid the market
turmoil year-to-date, with the HFRI Fund Weighted Index
outperforming global equity and bond markets by ~11%
and ~7%, respectively (and the top hedge fund strategy,
macro, outperforming global equity and bond markets by
~29% and ~26%, respectively).

Hedge funds have delivered less correlated returns YTD
Hedge funds vs traditional assets performance, YTD Aug-22 (%)

HFRI Macro (Total) Index (AUD)

HFRI Relative Value (Total) Index (AUD)

HFRI Fund Weighted Composite Index (AUD)
HFRI Event-Driven (Total) Index (AUD)

HFRI Equity Hedge (Total) Index (AUD)
Bloomberg Barclays Global Agg Hedged (AUD)
MSCIACWI (AUD)

-15 -10 5 0 5 10 15 20

Source: Factset, HFRI, MWM Research, September 2022




Investment Strategy Update | 4 October 2022

Our preferred strategies for the current
environment

Our preferred hedge fund strategies amidst an ongoing
volatile environment include:

Characteristics of hedge fund strategies

. Low
Tail risk . .
Growth Income hedge Volatility correlation
9 to equities
Multi-strategy v x v v v
Macro v x v v v
Market Neutral v x x v v
Equity long/short v x x x x

Source: MWM Research, September 2022
1. Multi-strategy: For diversification

We like multi-strategy funds because relative to other
growth assets/investment strategies they are expected to
deliver a steadier and less volatile return profile. By
investing across a range of alpha opportunities (e.g.,
relative value, event driven, equity long/short, systematic
trend following), managers have the flexibility to capitalise
on the most appropriate strategy for a given market
backdrop and thereby minimising the risk to the overall
fund by excluding strategies that are less favourable. Multi-
strategies also add a further layer of diversification given
the low correlation between each individual strategy sleeve.
While they may take some market risk, and have some
correlation to equity markets, they tend to have a lower
beta compared to more directional hedge funds.

Multi-strategies have historically outperformed public
equities during market downturns

Multi-strategies vs global equities returns during
% market drawdowns
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2. Macro: For protection against rising macro risks

Unlike many of their equity peers, macro strategies are
generally directionless, with the ability to generate returns
irrespective of market direction. Rather than detracting from
performance, periods of elevated volatility have historically

enabled macro managers to generate positive alpha by
exploiting broad market moves across various asset
classes to deliver less correlated returns. For example, an
investor that included a 10% allocation to market neutral
strategies over the last 12 months would have increased
their total portfolio return by 250bps and risk-adjusted
return by ~16bps.

Including macro strategies improves the risk-adjusted
return of an overall portfolio
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3. Equity market neutral: For maximising risk-
adjusted returns

Equity market neutral strategies benefit in the current
environment where market direction is unpredictable given
the strategy’s focus on risk management through targeting
a net beta exposure of zero. Even in cases of extreme
divergence across sector performance, as seen in 1H22,
market neutral strategies (HFRI Equity Market Neutral
Index) were able to outperform global equities by ~21%
(MSCI World NR). Market neutral strategies offer valuable
downside protection during market downturns by
dampening volatility and drawdown participation when
incorporated within a diversified portfolio however, may lag
the broader equity market during a strong market rallies, it
can. Historically across the ten worst yearly returns since
2000, equity market neutral strategies have outperformed
global equity markets by an average of ~13%.

Market neutral limits the exposure to broad market beta

Equity market neutral vs global equity returns during market
downturns
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Types of hedge fund strategies

1.

Multi-strategy funds: Combines multiple low and/or
uncorrelated strategies together to deliver returns
through the market cycle. Underlying strategies can
include:

e  Equity long/short (long and short positions in
stocks).

e Event-driven (capturing arbitrage opportunities
around corporate events or capital structures).

e Arbitrage/relative value (capturing mispricing
across assets).

e Systematic trend following (using quantitative
analysis to capture trends in markets to
generate returns).

Managers deliver alpha by identifying which strategy
should be overweight or underweight against the
current market backdrop in order to maximise risk-
adjusted returns.

Macro funds: Aims to generate risk-adjusted
returns through the market cycle, by taking
advantage of market inefficiencies caused by broad
macro events (e.g. monetary policy errors,
geopolitical events, divergent business cycles).
These periods generally lead to higher market
volatility, greater uncertainty, lower liquidity and/or
exacerbate investor biases across asset markets
(equity, bond, currency, commaodity), with macro
managers seeking to identify these dislocations
while hedging out the risks (e.g. rising rates, higher
inflation, equity/bond market volatility).

Equity long/short: Aims to maximise market returns
with less risk by taking active long positions which
are offset by a number of short positions. By doing
so, the strategy aims to limited beta exposure
(market risk), with returns that are less correlated to
broader equity market movements relative to
traditional long-only equity funds. Returns of a fund
are predominantly driven by the quality of stock
selection.

Equity market neutral is a type of long/short fund
and tend to exhibit the lowest correlation with the
broader equity market by targeting a zero net beta
exposure.

Our recent Investment Strategy Updates:

#114: Downside economic growth risks intensify

#115: Fixed income — Credit: Not yet priced for
ongoing uncertainty

#116: Emerging Markets — Too early to go back in

#117: Australian equities: Headwinds are set to
intensify
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The report was finalised on 13 October 2022.
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Outperform —return >3% in excess of benchmark return

Neutral — return within 3% of benchmark return

Underperform - return >3% below benchmark return
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