
 
 
 
 

 

Manager’s Comment August 2008  

The macro-economic situation remains difficult and contrasting: 1/ the signals of a downturn have been recognized in the developed 
countries 2/ the fall in commodity prices and the renewed strength of the dollar are reducing inflationary pressures 3/ the financial 
world remains marked by the difficulties of bank refinancing and the contraction of credit… The defensive bias of our portfolios, which 
reflects the positioning of our managers as well as our selection and allocation strategy decisions, remains topical. It enables us to 
steer our way through the crisis by protecting the capital in the absolute performance funds and minimizing the losses on Long Short 
products. We have seen no sign of any change which would lead us to review this positioning in the short term. 

Arbitrage and Relative Value Strategies  

Credit Arbitrage  

After the sharp falls which occurred during the months of June and July, the credit markets finished the month on a calmer note in an 
environment which was notable for a reduction in volatility, with lower volumes and fewer new issues. US investment grade credit 
spreads rose from 17bps to 317bps while high yield spreads widened from 36bps to 836bps. It is also worth noting that downwards 
ratings revisions accelerated in August particularly following the publication of worse than expected results. The default rate for 2009 
in the United States is expected to reach levels higher than 7% and is keeping up pressure on credit spreads. In this difficult context 
the investible credit arbitrage indices fell during the month and the funds in the compartment generated a performance of between 
-1.84% and 0.75%. Some of our managers suffered particularly from their short positions on financials and long exposure to cyclical 
sectors. 

Convertible Bond and Volatility Arbitrage  

The negative trend continued for convertibles arbitrage with a generalized fall in the investible indices (HFRX CB Arb down -1.16% 
over the month). The market situation remains very difficult in fact for arbitrageurs who have to contend with i) the downward pressure 
in equity markets, ii) the continuing fall in the implied volatility of convertibles and finally iii) the uninterrupted widening of credit 
spreads. These difficulties have been magnified by the phenomenon of deleveraging carried out by managers faced with massive 
redemptions from funds of funds and other investors. Against this background our funds generated performances ranging from 2.12% 
to 0.52%. We remain lightly invested in this strategy despite the historic discount levels as we believe credit risk is still far too high. 

Sovereign Interest Rate Arbitrage  

The interest rate arbitrage strategy benefited from the rise in interest rate and currency volatility during the month, which was caused 
by strains on the interbank markets due to the credit crisis and the deterioration in the fundamentals of the world economy which 
benefited the bond markets. The profits came from basis trades (a strategy aimed at the convergence of spread between cash 
instruments and futures derivatives on sovereign bonds) and swap spreads, which became particularly attractive after the major 
dislocations of interest rate curves in March 2008 and magnified by the recent crisis among the American mortgage agencies. The 
only negative point comes again from the Japanese interest rate market with a sharp fall in index-linked bonds which was greater than 
that of last March. The current environment, which is marked by weak global growth and persisting inflationary risks, may again create 
dislocations in interest rates. Given a scenario of maintained risk premiums and therefore volatility, the market should continue to be 
favourable for interest rate arbitrage strategies. 

Equity Arbitrage  

In the context of a market characterised by movements of sectoral rotation and trend reversals, the Equity Market Neutral funds 
generated a satisfactory performance of -0.3% in August. The level of performance dispersion was reduced compared to July with two 
thirds of the funds finishing higher. The best performing manager, who carries out a strategy of discretionary trading in Europe, 
showed a return of 1.48% over the month. Despite an average gross exposure of 90% since the beginning of the year, it continues to 
benefit from higher levels of volatility as well as the rise in dispersion to generate performance while preserving a low risk profile. In 
contrast, the fund which suffered the most in August was a fund specialized in the energy, commodities and utilities sectors. The fund 
generated a performance of around -2.4%. It lost mainly on the exploration and production segment while its expectations of a 
convergence in the prices of gas and oil were not realized. Whilst the stocks of the energy sector do not reflect the current oil price, 
they nevertheless corrected during the month in line with the movements in the price of crude. 

Event-driven Arbitrage Strategies 

First of all marked by a rebound in the financial sector from mid-July onwards, it was the performances of the consumption sector 
(higher) and commodities (lower) that upset the performance of Events Driven funds. Many managers are positioned on the theme of 
globalization and the industrialization of the emerging countries while hedging their risk on the cyclical sectors of the more developed 
countries. This continuing bias, of which we have been aware for several months, was one of the reasons we moved to reduce our 
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Manager’s Comment August 2008  

exposure to events funds. They were, in our view, too sensitive to the risk of a global downturn. Nevertheless, we kept our positions in 
some funds which have our confidence over the long term, but which have suffered over recent weeks. Naturally, the product ‘Alteram 
Event’ was the most heavily impacted by this phenomenon. 
The strategy of merger/acquisitions arbitrage enjoyed a rather more buoyant environment: arbitrage spreads (return derived from the 
convergence of the market price towards the offer price) had a potential performance of 12% annualized on low risk transactions 
(strategic operations not subject to financing risk). Recent transactions announcements have often been friendly takeovers and are 
therefore less risky. Noteworthy deals this month include Hewlett Packard for Electronic Data Systems ($13bn), British American 
Tobacco ($12.5bn, stake held by Richemont SA put on sale), Xstrata on Lonmin ($11bn) and several other announcements greater 
than $10bn. This is a sign of the current energy of these businesses, which are using their cash reserves to acquire their competitors 
whose market value often seems discounted with respect to their fundamentals. 
Distressed debt strategy also suffered during the month. The rate of default continued to increase in August with 7 companies 
defaulting on $1.1bn worth of bonds and $644m of bank debt. According to S&P the rate of default is now at 3.16%, the highest for 5 
years. The ratio of High Yield debt in a situation of distress (the proportion of bonds with a credit spread greater than 1000 basis 
points) is 27.4% in the US, 31% in Europe and 42.2% in the UK. 
The sectors most concerned are financials, media, consumption and automobiles, with these four sectors representing half of the 
total. This expansion of the segment is very good news for the strategy which henceforth can work on a much larger universe of 
opportunities. However, it seems to us that the volatility of the markets and the lack of visibility suggest caution. We therefore remain 
exposed to very defensive managers and we are adding opportunistically small lines in specialized funds which will enable us to 
increase our allocation to Distressed in due course. 

Long/Short Equity Strategies 

With some rare exceptions, and despite the sharp sectoral rotation movements which occurred this summer, our Long Short 
American and European funds have not greatly changed the structure of their portfolios. They remain generally cautious with gross 
and net exposures still at historically low levels, but some believe that valuation levels might be becoming attractive. They are 
particularly tempted to reposition on those sectors most affected since July 2007, i.e. consumption and finance. But the line is clear, it 
is not to buy aggressively but rather to be opportunist and sceptical. Many stocks have been oversold during the many panic attacks 
of recent months and some stocks present solid fundamentals with a high potential return on investment. 
The most affected region continues to be Asia with a performance of -2.27% for the MSCI Asia Pacific Ex Japan. This performance 
hides significant disparities. Australia, which represents nearly 30% of the index being higher by +3.18%, while Korea, China 
(H shares) and Singapore have lost respectively -7.55%, -6.73% and -5.73%. The Indian and Taiwanese markets outperformed the 
region with rises of 1.45% and 0.31%. We should also note the very sharp fall in the Russian market which lost -14.66% due to the 
violent correction in commodity prices and heightened geopolitical tensions. 
The results of our portfolio of emerging Long Short funds were mixed, with a fall of around -2% over the month. These results are 
easy to understand to the extent that the positioning of our portfolio is currently quite simple. Based on their microeconomic and 
macroeconomic analysis, the managers have nearly all kept a long bias on China and Hong Kong while reducing significantly the 
directional risk and the leverage of their portfolios. Many have also adopted a very defensive posture on the Korean market, which is 
strongly dependent on world growth and generally reduced their Indian positions. In addition, expecting disappointing results from 
companies linked to global growth, they have repositioned on defensive sectors such as consumer and pharmaceutical stocks. 
Unfortunately the revisions of results in the consumer sector were greater than expected which limited the gains to the health sector, 
up over the month by 1.6%. 

Macro Directional and Trading Strategies 

Results were mixed for our macro managers in August, with exposure to the commodity markets and equity indices being the main 
source of divergence in the performances. The majority of the losses were concentrated on short equity positions (playing the general 
deterioration of the world economy) and on long commodity positions (betting on the status quo in OPEC quotas and resulting 
geopolitical tensions). These positions were negatively impacted by the downward reversal of the price of crude and especially by a 
rebound in the equity indices reacting to better than expected figures for US consumption. We believe these figures to be artificially 
maintained by the fiscal stimulus. Our macro managers significantly reduced their exposure to commodities despite strong convictions 
concerning the scenario of global downturn: the volatility of the markets and the lack of visibility over the short term did not allow them 
to make significant directional bets. 
 

 

Olivier Ramé 
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