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Asia’s Private Clients
and the Return of
Hedge Funds in an
Uncertain World

In the Hubbis Digital Dialogue of May 11, a panel of experts drilled down into the
role of hedge funds in the wealth management community in Asia, aiming to iden-
tify the key characteristics of these hedge funds and to debate why they should
suit certain investors and also what liquid alternatives/hedge funds are out there
and performing well
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ASIA’S PRIVATE CLIENTS AND THE RETURN OF HEDGE FUNDS IN AN UNCERTAIN WORLD

THESE ARE SOME OF THE QUESTIONS THE PANEL TACKLED IN THE DISCUSSION:

» Given more difficult and challenging markets - what hedge fund strategies will deliver the best perfor-
mance today?

» Are ‘true alternatives' now increasingly relevant? And why?
» Will high inflation and interest rates continue to drive opportunities for alternatives?

»> Hedge funds do not always perform well - take 2020 for example - so how can investors make sure they
are in the right funds with appropriate risk management protocols?

» Are hedge funds already in greater or increasing favour amongst private clients in Asia, and why or why not?
» \What are the downsides of buying hedge funds?

» \Where should private clients in Asia source their advice and expertise to determine which strategies
and managers to invest in?

»> What is coming next in the world of hedge funds?

Setting the Scene

Liguid alternatives in the form of hedge funds have been a key theme amongst the private banks and more
broadly the institutional investor community since the main global markets turned downwards in early 2022 and
since so many people lost money.

In a falling market, one of the few ways private clients could make money, or at least to preserve capital, was
to diversify for downside protection through hedge funds that are investing in liquid, diversified alternatives
representing non-correlated returns.

There is both considerable logic and opportunity in this type of approach, as hedge funds have played a cru-
cial role in providing liquidity for mispriced assets, particularly when large volumes are traded in thin markets
thereby reducing market volatility.

Hedge funds enjoyed an encouraging Q4 in 2022 and continued that performance in Q1 of this year. Their perfor-
mance came on the back of investors trying to navigate unprecedented uncertainty associated with the ongoing
military conflict in Ukraine, continuing rises in interest rates, and more bad news on inflation. Liquid alternatives
in the form of hedge funds covering all types of markets, assets and geographies are therefore increasingly
interesting routes for private clients.

They can perhaps most ideally suit those private clients with risk aversion — perhaps who have been left
scarred by the events of 2022, and who want to draft in more protections to their portfolios but also with some
good upside.

And there is plenty of choice - combined, the top 100 US hedge funds managed USD2.75 trillion in assets as of
2021 with nearly USD1 trillion managed by the top 10 US hedge funds alone, and in that period, multi-strategy,
long/short, and credit were the most common strategies employed. And those vast numbers do not of course
include all sorts of hedge funds across many global markets, with a broad array of approaches and strategies.

The panellists debated the merits of hedge funds in an uncertain world, discussed whether Asia’s private clients
should be allocations to hedge funds and if so, how much of their portfolios, and analysed how the wealth indus-
try should be approaching the dialogue with their private clients.
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The tide is rising for
hedge funds as part

of core alternative
investment allocations
for private clients

2022 was for most major markets
(except the UK and notably some of
the key emerging markets) some-
what of a disaster for conventional
investments, with equities and
bonds down significantly. Hedge
funds have achieved a long-term
stable return profile over several
decades, albeit with a few hiccups
along the way, an expert reported.
HFs, he said, should produce strong
risk-adjusted returns, and be
genuinely alternative, meaning little
correlation or high beta to conven-
tional assets. “If your hedge fund
just goes up and down along with
the main markets, there is little
point,” he added.

He said that private equity,
property, and private debt are
classified as alternatives, but
often behave like levered ver-
sions of their public market
equivalents. “Private equity is
essentially levered public equity,”
he explained. “In the short run, it
doesn’t move, so it behaves like a
stable investment, but in the long
run valuation [related to the main
public markets] is what drives it.
Hedge funds are back for all these
reasons - strong risk-adjusted
returns, performance not driven
by the other [main] assets that
investors own in their portfolios.”

For the private banking
industry, hedge funds
serve a key role today
in protecting client
wealth

Another expert observed that

for client wealth protection the
risk-adjusted returns offered by
hedge funds historically augur well

WHAT ARE THE REASONS WHY ASIA’'S PRIVATE
CLIENTS SHOULD FOCUS THEIR ATTENTION
ON HEDGE FUNDS AS KEY DIVERSIFICATION IN

PORTFOLIOS?
O
; A

They are ideal in uncertain

conditions as we face today 37%
Hedge funds manage risks
well due to flexibility and 28%

agility

Investors are so uncertain
right now over inflation 24%
and recession risks

The indices are going
nowhere, and mainstream 10%
active funds are struggling

WILL HIGH INFLATION AND HIGHER INTEREST
RATES CONTINUE TO DRIVE OPPORTUNITIES
FOR ALTERNATIVES?

32%
. No, or unclear
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for an increased allocation to the
broader client portfolios, bringing
low correlation, and lower volatility,
and thereby helping to buffer the
downside, or the negative impact
on the entire portfolio. “This is
definitely a year for the return of
hedge funds,” they said, “and we
are seeing more clients now want-
ing them in the portfolios.”

They added that multi-strategy
funds with sound managers are
sensible to obtain access to a
group of HFs, and that their RMs
and advisors are now working
hard to remind clients of the
importance of diversification and
finding sources of alternative re-
turns. And that means alternative
types of strategies or asset classes
that they would not get from

the traditional asset classes they
would be investing into, hence the
need for hedge funds with lower
volatility and less correlation.

Another guest acknowledged that
hedge funds are quite complex
investment vehicles, in which

you might have less liquidity, and
noted that some clients still have a
bitter taste of hedge funds based
on what happened in the global
financial crisis, even though he said
HFs, in fact, did quite well relatively
during the GFC years.

A guest observed how HFs are
very important as part of pretty
much every endowment and
pension fund, or sovereign fund in
the world. “With interest rates and
inflation much higher now, and
the risk-free [bond] rates now far
higher, people need to be comfort-
able that the rigour about their
strategic asset allocation, and the
way they adopt a tactical dynamic
tilt, with hedge funds and varia-
tions of hedge funds critical [for
those purposes].”

HAVE HEDGE FUNDS BEEN IN INCREASING
FAVOUR AMONGST PRIVATE CLIENTS IN ASIA
SINCE EARLIER IN 20227

[ Yes definitely

. No change

B oefinitely not

WHAT DO YOU EXPECT IN TERMS OF DEMAND
FOR HEDGE FUNDS AMONGST PRIVATE CLI-
ENTS IN ASIA IN THE NEXT 12 MONTHS?

Major growth
in demand

No change

Less interest
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He explained that they are Aus-
tralia’s first hedge fund, but linked
with many global hedge funds, as
well as a fund of funds that are
more active on the shorts in this
higher risk-free rate environment.

High inflation and
elevated interest rates
are fertile ground for
hedge funds

Inflation is a major driver for the
dramatic changes seen in global
asset markets, a guest reported.
While 2023 is already a much
better year than 2022, inflation
is still rife and higher interest
rates look set for the foreseeable
future, while major economies
are weakening, hence the envi-
ronment for HFs is considerably
more favourable.

Historically, a guest reported,
hedge funds do particularly well,
especially on a relative basis, in

a period with high and falling
inflation, and while that is also a
period when equity markets tend
to deliver positive returns, it makes
sense to buy into hedge funds,

as they tend to deliver at least

the same or actually the research
shows even higher returns in these
types of periods, but with lower
volatility and lower correlation.

This means it makes sense from

a portfolio diversification stand-
point,” he added. “Accordingly, we
are telling clients they should con-
sider having 10% to 15% of their
portfolio allocated to hedge funds
as a broad group, including macro,
long-short equity, a bit of CTA and
relative value. We favour those at
the moment.”

Another guest agreed, noting that
low rates and downward trending
rates are in the past now, and that
means persistently high risk-free
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WHAT SORT OF PERCENTAGE OF ANY HNW
PORTFOLIO IN ASIA WOULD SENSIBLY BE ALLO-
CATED TO HEDGE FUNDS?

Up to 10% 36%

50%

20% to 30% 9%

|
l

More than 30% 5%

WHICH TYPES OF INDIVIDUAL INVESTOR CLI-
ENTS IN ASIA SHOULD BE MOST INTERESTED IN
AND ACTIVE IN HEDGE FUNDS?

il

UHNW private bank clients J 50%

el (0]

HNW private banking clients 45% —

Retail /Mass Affluent

rates provide tailwinds for HFs.
“Let’s take a reasonable histori-
cal alpha expectation for a hedge

and then let's compare it with the
alternatives along the risk spec-
trum, such as equities and fixed

fund, let's add it to today's risk-free
rate and that's the total return you
should expect from a hedge fund,
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income.” The conclusion, he said,
is that actually, regardless of the
inflationary outlook, higher interest
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rates are good for hedge funds as
an asset class.”

Clients like to have the
reassurance that they
are taking the right steps
A guest said that it is easy for pro-
fessionals like themselves to ad-
vocate HF virtues, but clients need
more context and nuance. They
said a client might spot a bank or
corporate bond from an issuer
they know that they like that could
be yielding 6% or 7% and be wary
of buying hedge funds instead, as
there are more unknowns. And

as advisors, they need to keep in
regular dialogue with clients as
markets and conditions change all
the time. “It can be a difficult time
to make these big decisions about
hedge funds, and around advan-
tages such as lower volatility, low
correlation, diversification and so
forth, so we need regular educa-
tion and dialogue, often before
we even get into CTAs or relative
value or multi-strategy funds,”
they reported.

There are challenges
around manager
selection and dud
diligence to make sure
the best funds are
promoted to clients

A guest reiterated the view that
multi-strategy funds are often the
best route for private clients as
normally only the very sophisticat-
ed and larger clients can go directly
into certain hedge funds. “The
challenge,” he said, “is then around
manager selection in this space.
Most private banks have hedge
fund research teams, and we tend
to work with independent research
houses, and we use an indepen-
dent hedge fund consultant for our
manager selection, as we do with
our macro research.

IN WHICH AREAS DOES THE HEDGE FUND IN-
DUSTRY NEED TO IMPROVE DEMAND FROM
ASIA’S PRIVATE CLIENTS?

PO

More education and
understanding for the
banks and advisors
promoting HFs

32%

understanding for clients

Easier access to such
funds

20%

More education and l 28%

Better data on

20%
performance

CHARACTERISE HOW WELL THE WEALTH MAN-
AGEMENT COMMUNITY IN ASIA IS DOING IN EX-
PANDING DEMAND FOR HFS (CHOOSE ONE RE-
PLY THAT FITS BEST).

The PBs and EAMs seem
to have knowledge about
HFs but too often fail to
educate and convince
clients

55%

doing a fabulous job on
hedge funds

15%
There is a lack of

The PBs and EAMs are { 15%

knowledge amongst the

PBs and EAMs = 1%
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A panellist agreed, adding that it is
important to have an independent
review of the people overseeing
the strategy, of the cost base on
that strategy, and of course the
performance. “Transparency and
objectivity are essential,” he stated.

Another expert said that as advisors
they also need to make sure they
are completely on top of the man-
agers and do due diligence around
the funds, to ensure the optimal of-
ferings for clients. Additionally, they
must monitor the risk profiles of
the funds, and also advise clients of
the liquidity environment, as hedge
funds are somewhat less liquid than
a typical stock or ETF. “Clients who
go into hedge funds probably don't
need daily liquidity, but they will
want monthly or quarterly liquidity,”
he explained.

The reality is that

the jury is out on the
G7 economies and

the broader outlook
for global metrics

and amidst such
uncertainty, hedge
funds often shine
brighter

Some members on the panel
appeared to agree that although in-
flation and rates are much higher,
the major economies are not yet
tippling into recession, nor likely
to do so. As one expert observed,

aggregate earnings in the Western
world are actually quite resilient
versus expectations a year or so
ago. “There is a resilience in the
weekly data flow year to date, and
there is resilience in aggregate cor-
porate earnings, for example, those
delivered so far in North America,”
he told delegates.

But he said that everyone is prepar-
ing for more difficulty amidst the
tight credit conditions, hence they
see more managers globally much
more active in shorts on key global
corporate names, nervous about
the future, including mid- and
regional US banks for obvious
reasons. “Managers are looking

for a slowdown, but a shallow, not
a deep recession in the US and
Europe. The big corporates are
actually well prepared for some
sort of events, and more breakage
along the way, more volatility along
the way, but then we get out of it.”

He added that the muti-strategy
funds will help protect clients
through this type of cycle with an
overweight to that strategy for the
next two to three years.

Another somewhat less optimistic
view came from a guest who said
he has a feeling that the balloon
has been punctured, that recession
is inevitable and will come to us
faster than we expect. He argued

that the spending in the US has
been largely pent-up from pan-
demic times, meaning the unused
stock of money being spent, as
opposed to the economy being in
great shape, and not with income
translating to higher consumption.

“With higher interest rates, credit
breakage is coming, and gener-
ally these sorts of disruptions
are good for investors that are
not directionally biased but are
looking for opportunities,” he ex-
plained. “When breakages occur,
for example with the Credit Suisse
AT1s and shifting pricing then in
the higher-yielding US bank debt,
these are opportunities that the
hedge funds can pick up.”

He concluded that while he is not
committed to a strong view on the
economy either way, as they are
not a directional investor, which-
ever way things go - and predic-
tions are never easy - there will
be plenty more of those relative
value opportunities.

“| believe that well-managed multi-
strategy funds are very well placed
to harvest those sorts of opportuni-
ties,” he said. Market-neutral funds,
he said, are run in the middle, aim-
ing to remain neutral, and largely
agnostic, return-wise, as to whether
mainstream equities or bonds are
up or down. m
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