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1. EMERGING MARKETS -A BEACON OF HOPE 
The inevitable has finally happened. The sub-prime crisis that has resulted from the real estate bust in the US has 
destroyed investor wealth worth trillions of dollars across the world. The burst has claimed high profile investment 
banks like Bear Sterns, Lehman Brothers, AIG, one of the most venerable insurers in the world. The US government 
is planning to make provisions for an $700 billion bailout package that would buy all the bad loans and related products 
sold by US commercial and investment banks. 
A downshift of US consumption growth will affect Asia unevenly. Rapidly growing emerging economies like India 
and China have ample cushion to wi thstand such a blow, whereas Asian countries like Japan, South Korea may see 
the downturn. Thus, hedge fund managers are lining up to hedge their investments in emerging markets. But emerging 
markets are in incubation stage with lack of proper regulatory measures and research options. This report gives 
overview of hedge fund strategies in emerging economies. 

OBJECTIVES OF THE STUDY 
• To identify and analyze HF strategies in emerging markets which have or are expected to provide superior 

returns in the near future. 
• To study the pattern of emerging market hedge funds allocating their research budgets and sourcing the required 

research type for making an investment decision. 

2. STRATEGIES PREVALENT IN EMERGING MARKETS 
2.1) Long/ short Equity strategy involves equity orientated investing, on both the long and short side of the market, 
so as not to be market neutral. The manager has the ability to shift from value to growth, small, medium to large 
capitalization stocks, and net long to net short positions. 
2.2) Convertible Arbitrage involves hedged investing in the convertible securities of a company. A typical investment 
position is long the convertible and shorts the common stock of the issuer, designed to generate profits from the bond 
and the short sale, while protecting principal from directional market moves. 
2.3) Event Driven Strategies are characterized by equity-oriented investing designed to capture price movement 
generated by an anticipated corporate event including risk arbitrage, distressed securities investing, Regulation D 
investing and high-yield investing. 
2.3.J) Risk Arbitrage specialists invest simultaneously in long and short positions in both companies involved in 
merger or acquisition. Risk arbitrageurs, typically long the stock of the company being acquired and short the stock of 
the acquiring company. 
2.3.2) Distressed Securities funds invest in the debt, equity or trade claims of companies in financial distress and 
bankruptcy. In this context, distressed means companies in need of legal action or restructuring to revive them. 
2.3.3) Regulation D involves investing in micro and small capitalization public companies who raise money in private 
capital markets. The fund manager can invest via stock, convertibles or other derivatives. Investments usually take 
the form of receiving a convertible bond or convertible preferred issue in return for an injection of capital. 
2.3.4) High yield involves applying a buy/hold trading strategy to high yield securities fund. Managers may buy the 
high yield debt of a company that they think can credit upgrade or that might be in a position to redeem the outstanding 
high coupon issue. Portfolio securities are generally sold when they reach upside or downside price targets, or if the 
issuer of the securities, or industry fundamentals change materially. 
2.4) Equity Market Neutral is des igned to exploit equity market inefficiencies and usual ly involves being 
simultaneously long and short matched equity portfolios of the same size within a country. Market neutral portfolios 
are designed to be either beta or currency neutral or both. 
2.5) Fixed Income Arbitrage attempts to profit from price anomalies between related interest rate instruments. The 
majority of managers trade globally, although a few just focus on the US market. In order to generate returns 
sufficient to exceed the transaction costs, leverage may range IO to 150 times the NAY employed. 
2.6) Emergi11g Markets Strategies involve equ ity or fixed income investing focusing on emerging markets 
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around the world. Certain commentators regard emerging market hedge funds as a contradiction in terms of the 
above. Many of the emerging markets do not allow short selling, nor do they offer viable futures or other derivative 
products with which to hedge. 
2. 7) Managed Futures traders, also called commodity trading advisers (CT As), trade in the listed financial and 
commodity futures markets around the world. They may also trade in the global currency markets. Most traders 
apply their individual disciplines to the markets using a systematic approach; while a small percentage uses a 
discretionary approach. 
2.8) Relative Value Strategy covers a variety of low volatility trading strategies with the consistent theme of 
attempting to reduce market risk. In other words, the fund manager seeks to generate profit regardless of the 
direction in which the market is moving. 
2.9) Multi Strategy hedge funds use several strategies within the same pool of assets. They might seek returns from 
running money focused on shorting equities, investing in global real estate projects, and seeking momentum focused 
event driven strategies. The diversification benefits help to smooth returns, reduce volatility and decrease asset-class 
and single-strategy risks. 

3. STRATEGY EXPECTED TO PROVIDE SUPERIOR RETURNS IN EMERGING MARKETS 
130/30 STRATEGY 
Investors are increasingly considering 130/30 strategies as an alternative to long-only portfolios because: 
I. Managers can take larger active weights in individual holdings, specifically when under- weighing stocks. 
2. Assuming the manager is skillful, the risk-adjusted excess returns should be higher than long- only strategy. 
3. The benefits of constrained shorting is palatable to some investors with I im ited experience investing in long/short 

equity strategies. 
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The information ratio (tracking error) measures the excess return generated by an investment manager to the 
amount of risk the manager takes relative to a benchmark (tracking error). 
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PERFORMANCE-ANALYSIS OF 130/30 STRATEGY 
The tracking error for different strategies obtained is as follows: 

Measures 100/0 120/20 130/30 I 140/40 
Total weiaht 1.0000 1.0000 1.0000 I 1 
Total of neaative weiahts 0.0000 0.2000 0.3000 I 0.400001 
Portfolio 
Mean returns 0.0022 0.0093 0.0129 I 0.016452 
Standard Deviation 0.0306 0.0291 0.0284 I 0.027638 
SENSEX 
Mean returns -0.0009 -0.0009 -0.0009 I 0.00086 
Standard Deviation 0.0219 0.0219 0.021 I 0.021882 
INFORMATION RATIO 0.1017 0.3509 0.4852 I 0.626504 

I) 100/0: The track111g error of I 0.17% indicates that the excess return the manger gets over the benchmark by 
investing in ' long only' strategy. 

2) 120/20: As the manger is taking more risk as compared to the 'long-only'(! 00/0) strategy, the tracking ratio has 
increased to 35.09 % which indicates that as the proportion of risk increases, the excess return over the benchmark 
also increases. 

3) 130/30: This is a thumb rule strategy used in most of the emerging markets to benefit from the volatility existing 
in emerging markets. It is static in nature and needs to be altered in accordance with the market dynamics. 

4) 140/40: The tracking error of 62.65% indicates a much superior returns over long only strategy. But a 
manger is advised to remain within a limit according to the discretion of the manager beyond which there is a 
risk of loss. 

4. PERFORMANCE OF HEDGE FUNDS IN EMERGING MARKETS (APRIL-MAY 2007) 
4. 1 Eastern Europe: 
European equities rose considerably in May (2007), with major regional equity indices such as FTSE and DAX at 
multi-year highs, as strong economic growth and rising confidence in the region drove prices higher. This is naturally 
renected in the performance of equity long/short funds ( I .6%) in the region. ''Event driven'' was another of the better 
performing strategies during the month ( 1.5%). given the rise in M&A activity. particularly in the banking and utilities 
sectors coupled with the release of strong GDP data. the interest rate hike in the UK and signals of further monetary 
tightening by the European Central Bank led to a fall in debt prices and weaken ing of the Euro. Currency trading was 
not as profitable in May. with losses coming in from long-euro positions. These factors have somewhat dampened 
the overall performance of European hedge funds during this period, as reOected in the relatively modest 1.3% 
returned by the Eureka hedge European I ledge Fund Index for the month. 
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4.2 Asia ex-Japan (during the period April-May 2007) 
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For the third month in a row, Asia ex-Japan contributed the most to hedge fund returns globally; the Eureka hedge 
Asia ex-Japan Hedge Fund Index advanced a whopping 4.9% in May. Again. these returns were also broad-based. 
with strategy-wise returns upwards of I% almost across the board. 
To reiterate what has been 111entioned elsewhere in the write-up, 111arkct movc111ents during the month were, for 
the most part, a continuation of those in April - strong corporate earnings data. ebbing inflation concerns and an 
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innux of liquidity- coupled ·with the concentration of emerging market opportunities. explain hedge fund returns 
in the region. 
In China. regulatory measures were stepped up in an effort to dilute specu lation in the markets (such as tripling the 
stamp duty, raising the interest rate, etc). Although this resulted in a 6.5% fall in China's A-share market, it proved to 
be a mere blip as equity prices rebounded strongly to close the month up 7%. Also. unlike in February, this ''bl ip" had 
little effect on other markets in the region or othen-\ ise. 
Indian equities. on the other hand. repeated their April performance h) ri sing another 6.5% in May on the 
back of a strongly positive results season. In Austral ia loo. the ASX 300 rose 2.6% in May. wi th M&A deal flow 
continuing al a high rate. In Korea. improving e>. lernal (strong exports) and internal (industrial production) 
macro-conditions lent support to a continued rally in equities; the KOSPI rose I 0.3% for May-2007. 

Asia ex-,Janan - 2007 YTD Index Returns 
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The Eureka hedge Latin American Hedge Fund Index posted a robust and broad-based return of 3. 1 % for May. as 
regional equities rallied on the back of strong earnings reports. expected earnings growth and capital inflows. The 
Brazilian equity index "lbovespa" rose 12.8% in May. The region is also 110 exception to the global theme of buoyant 
M&A activity. with both Chi le and 13raz.i I witnessing consolidation in the retai I sector. As a result, in line with global 
trends. this market environment was conducive for most related strategic:. such as long/short (3 .5%). directional 
macro (4.6%) and event driven ( 1.5%). 

LATIN AMERICA - 2007 YTD INDEX RETURNS 
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5. CURRENT PERFORMANCE OF HEDGE FUNDS 

12% 

According to Chicago-based industry data provider Hedge Fund Research, hedge funds offering exposure to emerging 
markets saw their AUM fell by nearly 5% in the first quarter of 2008, with total capital declining from more than USD 
11 Sbn at the end of last year to about USO 11 0bn. The decline is in sharp contrast to recent trends that have seen 
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emerging market hedge funds boost their assets more than fourfold since 2002. Despite the weakness in 
performance, investors continued to allocate capital to the sector, which attracted nearly USO 600mn of net new 
inflows during this quarter. Latin America and African markets were popular among investors. The quarter ended 
with net increases in assets, while Russia and Eastern Europe also continued to attract capital, with investors 
allocating more than USO 400mn to these funds. In spite of the market volatility, the total number of funds investing 
in emerging markets rose from 1,020 to around 1,050. 

6. STRATEGIC CLOUD MATRIX 
The strategic cloud matrix represents the effect of four factors: liquidity and volatility of the market, growth of 
economy and regulatory measures. These factors affect the hedge fund strategies that are prevalent in the 
emerging markets and rate of return. The rate of return in this matrix is the underlying result that any investor 
in the fund would expect. 

7. QUALITY RESEARCH OPTIONS AND RESEARCH BUDGETS IN EMERGING MARKETS 
Over the years, there has been a proliferation of hedge funds looking to get an edge over its competitors. Research 
aspect of a company is one area where maximum cost cutting can be infused. Although overall spending is almost flat, 
proportion in-house spending has been increasing. Money managers are expected to spend $7.4 billion, 28% increase 
in 2011 from $5.8 billion in 2006. 
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Hedge funds - accounting for approximately 70% of equity based commissions, demand value for their research 
spend, and are finding less and less of this value emanating from the bulge bracket sell-side firms. 
But there are certain stipulated ways through which the hedge funds use their research budget: 
• Building in-house research capabilities. While not every firm has the budget and the scale to undertake such an 

effort, those who can do so are keeping idea generation inside the firm. By doing this, these firms are fully 
bi-furcating the research decision from the execution decision, maximizing quality control while minimizing costs. 

• Leveraging alternative research tools. A new type of tool vendor has emerged over the past few years, one 
that is designed to aggregate, parse and analyze information from a wide range of disparate sources, with an eye 
towards mitigating the signal/noise problem that plagues the research analyst, portfolio manager and trader. Monitor 
110 is one of the new-age financial intelligence vendors. It helps institutional investors cast wide information net 
without having the internal resources necessary to staff such an effort. According to Greenwich Associates, 
the average number of research firms used by hedge funds increased from 57 to 75 research providers in 2007. 

Research Providers by Category 

■ Fundamental 

■ Technkif 

■ Q!Jantitative 

• Economb 

• Prma,v 

Source: lnte&rfty Researth, as of l·OI 

• Engaging expert networks. Rather than relying on sell-side research analysts to do general legwork, which is then 
broadly disseminated across hundreds or thousands of clients, an increasing number of institutional investors are 
using targeted expert. networks to mine for the data they really need. And their findings aren 't published and widely 
distributed. This, like the alternative research tools, is a vehicle for maximizing return on human capital and making 
the analyst's job more efficient. 

• Buying selective independent research. There are certain boutique research shops that are very good at what 
they do, so good that arrays of investors are willing to pay for their work. However, like classic sell-side research, 
this suffers from the "diminishing value of information" conundrum: as the company becomes more successful, the 
value of its research declines as its insights is more widely known, causing the information's value to decay rapidly. 

• Buying selective sell-side research: There are some good options for this kind of research being put out by 
bulge market firms. Problem is, it is few and far between and not sufficiently pervasive such that it should be 
purchased on anything but an a la carte basis by the buy-side firms. 

8. CONCLUSION 
As emerging !Jlarkets in emerging economies have become more efficient, managers are seeking innovative 
strategies that can deliver consistent alpha (excess return over their benchmarks). Strategies such as 130/30 
portfolios, green-hedge funds, Litigation funding, which are among the most recent and most discussed, are 
receiving significant fund inflows. Investors are increasingly using these strategies as an alternative to long-only 
portfolios. It has also been seen that the emerging markets have become more dynamic and volatile which makes it 
necessary for the fund manager to be more flexible and adaptable in his hedge fund strategies. 
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ANNEXURE 
RETURNS OBTAINED WITHOUT SHORT-SELLING (BULLISH MARKET- 100% LONG) 
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