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Changing world of hedge funds

Even as regulatory authorities in India and elsewhere get increasingly concerned about the activity of hedge funds, the world of hedge funds is itself undergoing a number of changes, which have the potential to alter completely the character of the industry.

For one thing, the number of funds has grown rapidly -- as of now there are an estimated 8,000 funds managing almost a trillion dollars in resources.

One of the reasons why the industry size has grown rapidly, particularly so in investments in Asia, is that in a low interest rate environment investors are looking to hedge funds to increase returns.

But a corollary of the rapid growth has been that most surveys evidence a fall in "excess returns", i.e. over a benchmark like, say, the one-month LIBOR -- confirming, once again, that there is no way to get around the "law of diminishing returns".

This trend is also an inevitable result of the commoditisation of financial data and of fund managers using similar quantitative models to identify investment opportunities. And, with more and more fund managers employing parallel strategies, the opportunities themselves get arbitraged out.

The second major change is in the nature of the investment activity. By definition, a hedge fund was so described because its investment strategy was to take long/short positions in similar assets, the corollary being that the returns would be independent of the direction of the market.

To elaborate, a fund specialising in, say, precious metals may go long in (under-priced) platinum and short in (over-priced) gold: the under-pricing and over-pricing being relative to the historical relationship between platinum and gold prices.

The expected "reversion to mean" relative prices would allow the funds to make a profit on the portfolio irrespective of whether precious metal prices were going up or down. Indeed, the long/short strategy was the essence of hedge fund management.

In recent years, this is hardly the case and most of the funds are taking absolute, directional bets on prices. Recently, for example, they have been extremely active in convertible bonds and distressed debt. The changing character of the risk, which the funds are running does have at least some regulators worried.

Jochen Sanio, head of BaFin, Germany's chief financial supervisor, recently expressed that it was only a matter of time before another Long Term Capital Management-type of fiasco occurs -- he admitted to being "scared" of the situation.

The recent scandal involving the Bayou group, a $450 mn hedge fund, which seems to have defrauded investors of more than $300 mn, can only add to supervisors' worries.

So would the third major change: hedge funds are increasingly attracting a different class of investors. Initially, hedge funds were regarded as high-risk investment vehicles for the seriously wealthy that could afford to take the risk -- and, hopefully, enjoy the rewards.

Lately, however, the funds are not only attracting a less wealthy (merely affluent?) clientele, but also pension funds, university endowments, and the like. To be sure, such institutional investors risk only a very small proportion of their total funds in such "alternative investments".

But the number and proportions are growing and a big loss or scandal may well lead to calls for tighter regulation and oversight on the part of financial market supervisors: even some mutual funds have started following hedge fund-like investment strategies.

As it is, the International Organization of Securities Commissions has announced a study; and the UK's Financial Services Authority has published a discussion paper suggesting closer monitoring. The US Securities and Exchange Commission has so far limited itself to registration of funds.

One also gets an impression that the distinction between private equity and hedge funds in terms of their equity investments is vanishing rapidly. For example, Cerberus Capital Management LP, a $16 bn hedge fund, controls 30 companies with aggregate revenues in excess of $30 bn and employing over 100,000 workers.

In some cases at least, controlling stakes have been acquired through a purchase of stressed debt in bankrupt companies and its conversion into equity. Hedge funds are supposed to have significant investments in perhaps a quarter of the blue-chip German companies.

They are also being increasingly active in influencing the composition of boards, management policies, etc.--acting exactly like private equity funds. (To be sure, private equity funds do not invest in other asset classes.)

Yet another change is the fact that, increasingly, large financial institutions like commercial and investment banks are entering the business of hedge fund management, thus institutionalizing the industry.

Exit strategies are getting innovative: besides the traditional sales through IPOs or to another strategic/private investor, Macquarie, the fast-growing Australian investment bank, is floating mutual funds to off-load its private equity investments. And, Hedge bay has created a "secondary market" for online trading of hedge fund investments.

Private equity: If hedge funds are treading on the private equity domain, private equity funds themselves have grown in size. Recently, the car rental company Hertz was purchased by a group of private equity funds from the Ford Motor Company for $15 bn! A few other deals are also in similar 11-digit dollars.

They have made huge profits in takeover and subsequent flotation of troubled banks in Asian markets like Japan and South Korea, and also in German property. (In fact, real estate seems to be the current favorite of private equity funds with Carlyle, Morgan Stanley, Goldman Sachs and Macquarie of Australia investing an aggregate of $20 bn or so). The scale of activity has attracted the attention of regulators and recently South Korea fined five funds over $200 mn in tax cases.

Private equity investors have of course been very active lately in the Indian market as well. While there are two reasonable-sized Indian managed funds, namely those managed by ICICI and ILFS, most of the others are managed by foreign fund managers.

The aggregate amount of private equity funding already invested and available in India is estimated at around $5 bn. Pharma and auto ancillaries seem to be the current favorites. And, given the spectacular profits some investors have earned, interest in India can only increase

INDIAN ECONOMY ON ROCK-N-ROLL MODE: 

IMPLICATIONS FOR HEDGE FUNDS

2003 ended on a sound note in India as the Indian Stock Exchange in Bombay closed up 1.88 percent at 6,026.59 points. The intra day high was 6034.38 points, about 100 points away from its life intra day high of 6150 points reached in the month of February 2000. The market capitalization of Indian stocks has doubled to US$280 billion during 2003. Such performance comes as investors expect good earning figures, the earning season being just around the corner. The rally was broad- based; however, the oil and gas sector led the way.

The growth in the Indian Stock markets undoubtedly helped boost the Indian economy to one of the fastest growing markets in the world. During 2003, the Bombay benchmark rose by an incredible 72%, pushing the Indian market to the number two positions as the best performing market in Asia. Commenting on the Indian market gains, Raamdeo Agrawal, managing director at Motilal Oswal Securities said, "The most exciting phase is still ahead".

Emerging Hedge fund market in India

Hedge funds, which have traditionally followed the money trail and market action, are not very far behind. During the 2003 session, total hedge fund assets flowing into the Indian market was about US$ 2 billion. Dharmesh Mehta, head of equities with Enam Securities said, "Around 40 to 50% of the overseas money flowing into the Indian market is through participatory notes, and most of it is coming from hedge funds". Although the Indian authorities continue to modernize its regulatory laws over hedge funds, leading to some positive laws, hedge funds are still a cause for concern not only for the country's stock markets, but also for the securities and Exchange Board of India [SEBI].

Unlike traditional mutual funds, which rely on a "buy and hold" strategy, hedge funds move in and out of markets in anticipation of changes and market imperfections, hoping to take advantage of such opportunities. It should be noted here that hedge fund strategies are perfectly legal, but emerging markets such as India or Malaysia have always viewed them suspiciously. 

During the previous Asian financial crisis, the former Malaysian leader, Dr. Mahatier Mohammed charged that George Soros and other hedge funds were responsible for the financial crisis facing his country, as well as other Asian countries. However, an IMF investigation into the matter, cleared hedge funds from contributing to the crisis. Expect increasing hedge fund activities in India during 2004, no one should be surprised to see total hedge fund investments in India reach US$4 billion mark. 

The enigma of hedge funds

There is a sense of shock and awe amongst most participants in the Indian markets whenever they refer to hedge funds. What is it that gives these funds such an aura?

Just as the seemingly omnipotent 'foreign hand' has been blamed whenever a national disaster strikes, hedge funds come into the limelight whenever the markets go into an overdrive, either upward or downward.

It is widely believed in market circles that hedge funds played a significant role in the phenomenal rise of the BSE Sensex in December 2003 and on Black Monday in May 2004. One expects the ongoing Sebi enquiry to throw some light in this regard.

In any case, the advent of hedge funds in the Indian market can be viewed as a sign of the domestic market's realignment with the global market.

During the second half of 2003, emerging markets, including India, were the favourite destination for hedge funds. These funds also delivered much higher returns on emerging market portfolios compared to the returns on their average global portfolio.

However, they were also charged with playing a role in the 1997-98 Asian crises. It is believed that their forward sales of the Thai baht occurred well after Thai firms and global banks had bet that the baht would collapse. But the eventual spread of the malaise to other currencies like the Indonesian rupiah caught hedge funds unawares.

Having learnt their lesson, some of the developing countries drafted stringent policy guidelines. In 1998, the Malaysian government came up with a guideline that required portfolio investment funds to remain in the country for a year.

Another fact that must be taken into account is the likely impact these funds will have on other institutional investors in the market. With the entry of these fast-moving funds into the market, other institutional players might be forced to realign their investment style to a shorter duration.

They might be constrained to keep booking profits regularly due to the fear of a sudden sell-off by hedge funds. This, in turn, will boost speculative trading.

Furthermore, in order to match the very high returns generated by these funds some of the institutional players may adopt a high risk-high reward strategy. The worry here is that they may not yet have adequate expertise and experience compared to hedge funds.

In India, a common opinion is that hedge funds might bring in too much volatility in the market. Due to globalization and economic liberalization, many developing countries have experienced financial turbulence caused by the operations of such big market players. Hedge funds have been able to cause swings in values and prices of currencies, stocks and interest rates.

The real worry of regulators the world over regarding hedge funds has been that they tend to increase market volatility. And, occasionally, they have caused entire economies to crack under the weight of their selling.

It is believed that one fifth of the huge FII investments witnessed in the Indian capital market last year was 'hot money' (read hedge funds). This might have contributed to the phenomenal rise in domestic indices between March 2003 and December 2003 and the unprecedented fall on Black Monday.

In short, hedge funds are a double-edged sword as they are momentum players who escalate the possibility of a financial crisis.

However, one of the pluses of hedge funds is that they provide a lot of liquidity to the market, and thus enhance the price discovery mechanism at the bourses. While their operations do result in unlocking the potential value of stocks, it is normally only in the short term.

On the flip side, they also cause steep dips in prices, whenever they exit the markets, shaking sentiment badly. Also, the activities, modus operandi and even the identities of these players are kept a secret.

So, is there any advantage in allowing hedge funds to participate in the Indian stock market? In an open market system like ours one can't wish away hedge funds. They have an appointed role in a free market. A section of analysts also points to the revenue potential these funds hold out to the illogical, lop-sided and perpetually cash-strapped Indian tax system.

Because hedge fund managers buy and sell so frequently, investors incur high capital gains, which are normally taxed at the maximum marginal income tax rate. Hedge fund managers disregard benchmarks. Instead, they aim for absolute returns - in most cases a certain percentage return, year in and year out, regardless of how well the market does.

Also, since hedge funds do not track the market on a pinpoint basis and undertake high-speed entries and exits, they guard the investor's portfolio from the vagaries of market trends.

At the same time, as several successful hedge funds have demonstrated, they can also generate very high returns. A prime example is the multi-billion-dollar Quantum Fund managed by George Soros.

While one may need to realign one's investment strategy to take cognizance of the presence of hedge funds in the market, the bottom line is that there is no escaping them.
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