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Introduction

The year was 1949, WW-II just ended, and the world was in a unified
celebration. Alfred Window Jones, a sociologist, was working on an
assgnment for Fortune magazine investigating fundamental and technical
research on forecasting the stock market. Joneswas very much intrigued by
a new class of stock market timers who adopted certain daring trading
methods to achieve postive returns from the market operations. It was
another Fortunemagazinearticle, in 1966, which branded the market-neutral
dtrategy that Jonesidentified in thosefundsasa® hedgefund”. Hedge funds,
sometimesreferredto as* hot money’, have gained world wide notoriety for
bringing the markets down. Be it a crash in the currency, stock or bond
market, usudly ahedge fund prominently figures somewherein the picture.
So, what' sa hedge fund? How isit different from a mutual fund? Are hedge
funds good for the marketsor not? Should they beallowedtoinvestinIndia?
This month we will explore the depths of hedge fundsin an earnest way.

Define Hedge funds

Although there is no exact definition for hedge funds, you can call it asa
flexible investment company for asmall number of large investors (usually
theminimuminvestmentis$1 million), which useshigh-risk techniquessuch
as short-selling and heavy leveraging. A similar version of the definitionis
“any unregistered, privately-offered, managed pool of capital for wedlthy,
financialy sophisticated investors’. The term “hedge fund” is loosdly
defined and doesnot alwaysimply ahedging techniqueisbeing used. Hedge
funds today employ al different types of strategies. In fact, contrary to the
conventional meaning of the term ‘hedge’ which means ‘to protect’, these
funds take a much higher risk than conventional mutual funds.

If s0, how can you identify them?

Although thereisno proper definition for ahedge fund, these funds can be
easlyidentifiedby somekey characteristicslikeinvestment style, investment
Size, investment fees, leverage options etc. Hedge funds are for highly



sophisticatedinvestorsand not for general public. Inreality hedgefundsare
loosely regulated private pool of money whichinvestsinall kindsof “legal
investments’ tomaximizethereturns. It canbeequities, futures, currencies,
commodities, bonds, real estate and even they invest in “Weather
Derivatives’ (betting on weather conditions) or even seed capital start-up
companies like private equity / venture capital funds.

What arethe prime strategies that hedge funds adopt?
Thestrategieshedgefunds utilize are not aseasily accessible, especialy as
in case of other regulated entities, such as mutua funds. To achieve
“absolute return”, hedge fund managers have the flexibility to incorporate
different strategiesand techniquesthat may include short-selling, arbitrage
and leveraging.

What you mean by short selling or short positions?

Thesaleof aborrowed security, commodity or currency withtheexpectation
that the asset will fal in value is called short selling. For example, an
investor who borrows shares of stock from a broker and sells them on the
open market issaid to have ashort position in the stock. Theinvestor must
eventually return the borrowed stock by buying it back from the open
market. If the stock fallsin price, theinvestor buysit for lessthan heor she
sold it, thus making a profit. Short sellers assume that they will be ableto
buy the stock at alower amount than the price at which they sold short.

Do you think thereis something called long position?

Why not?Thebuying of asecurity such as a stock, commaodity or currency,
with the expectation that the asset will rise in value is termed as long
position . For example, an owner of sharesin “South Indian Bank” issaid
to be “long South Indian Bank” or “hasalong positionin SIB”.

Can you mention what is arbitrage and leverage?

Arbitrage is smultaneous buying and selling of a financid instrument in
different marketsto profit fromthedifferencebetweentheprices. Leveraging
meansborrowingmoney for investment purposes. Thefund may collect, say,
Rs.100 crore from investors, borrow Rs. 50 crore, and invest Rs. 150 crore.

What kind of fees do most hedge funds char ge?
Themajority of U.S. hedgefundschargethe standard “ one-and-twenty” ie.
1% of assets and 20% of profits annually (more precisely, the 1% feeis
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usually charged in 0.25% increments quarterly in advance, while the 20%
isusualy charged annually). These are known as the “management fee”
and “performance fee” respectively. There are many variations and
exceptions. For instance, most funds observe a “ high-water mark”. This
simply meansthat if, in agiven performance fee period, afund loses part
of itsinvestor’s money; the investors will not be charged in later periods
until the losses have been recovered. Another common variation is the
“preferredreturn.” Thismeansthat afundwill not collect aperformancefee
until a certain return is achieved. Some funds have a “hurdle rate’
alternative, which indicates the minimum investment return a fund must
exceed before a performance all ocation/incentive fee can be taken.

What aretheregulations on Hedge Funds?

Although not strictly regulated, regulatory authorities have come up with
aredtriction that only wealthy / high net worth investors like accredited
investors and family offices and ingtitutional investors like private banks,
pension funds, endowments, insurances etc can invest in hedge funds so as
to protect the ordinary / small investors from loosing money investing in
hedge funds. Hedge funds are prohibited from soliciting or advertising to
a general audience through websites / internet, cold caling or other
advertising media. So, hedge fund conferences, forums and seminars are
popular as it provides networking opportunity for the managers and the
investors. Event management companiesare organizing more conferences
every year dueto theincreasing demand. As hedge funds cannot advertise
itself, their websitesshoul d be password protected and allow only qualified
clients who fill up proper questionnaire. All the incoming and outgoing
emails and al other electronic communications between the hedge fund
firm's employees and the investors must be stored in secured servers and
are subjected to regulatory verifications if needed.

What isthe status of these fundsin India?

RBI has voiced its discomfort over alowing hedge funds to register like
other Fllsin India. Other than the little disclosure and the high risk and
complex trading strategies of these funds, regulators fear they could lend
greater volatility to the market, and thereby hurt retail investors. In India,
it is widely believed that hedge funds are aready operating through
subscribingtotheParticipatory Notesthat theregistered Foreigningtitutional
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Investors or their Sub-Accounts issue. SEBI, on October 25, had banned
issuance of P-notes by sub-accounts of FlIs, and they have been asked to
winduptheir current position over aperiod of 18 months. SEBI hasbanned
theissueof P-noteswith underlying asderivativesand put acap onnotiona
value of P-Notes. Asper the recent regulation, Flls canissue P Notesonly
up to 40% of its Assets Under Custody (AUC) as on 30" Sept. 2007.
However, AUCfor thispurposewill notincludetheir positionsinderivatives.
Asaresult of these regulations, agood number of funds, including hedge
fundsarenow registeringwith SEBI and thetotal number of FlIsregistered
with the regulator hasincreased to 1,170. Thiswill at least bring in more
transparency to the operations of hedge fundsin the Indian markets.

SEBI expects these funds to come in directly as Fllsand get registered and
regulated. However, it stipulates the same two key criteriaas applicablein
case of an FI viz., they must be registered with/regulated by the financial
market regulator intheir homecountry; andthey must haveat least aone-year
track record. These funds will have to fulfil al the conditions that apply to
foreign indtitutional investors. But hedge funds as we have discussed so far,
areunregul atedentities. Insuch casehow does SEBI expect thesehedgefunds
to be regulated in their home country isatopic for debate.

Conclusion

Hedgefundswererespons blefor most of therecent fluctuationsinthelndian
market. A host of sharp volatilitiesin various markets, including Indiahave
been due to the unknown source of hot money through hedge funds. These
tend to de-stabilise the markets, and can result in huge losses for long-term
investors in such markets, who are not as smart as the hedge funds. Some,
however, believe that hedge funds provide liquidity and momentum to the
markets, and hence are good for the markets. In fact, sometimesthey create
marketsfor illiquidinstrumentsand thushelp other investorstoo. Sincelittle
isknown about the operationa strategies of the hedge funds, it isdifficult to
categorically say whether they are actually good or bad for the markets. And
S0, the debate continues as to whether these funds need gtrict regulations,
even in the USA, where such funds have been operationa for many years
now. While, volatility cannot bewished away and sometimesitisgood, one
can have proper systems and procedures in place so as to safeguard the
markets. Moreover, thesystemsand procedures, at least in the Indian equity
markets are robust and world class.



Hedge funds ver sus Mutual funds

Hedge Funds Mutual Funds

Theseinvolve agroup of private | Theseinvolve public money, and
investors, and minimal regulations| are highly regulated.

A limited number of investors. A higher number of investors.

High minimum investment. Low minimum investment.

Can be highly leveraged. Can't be leveraged.

Highly flexible with their Follow strict investment guidelines

investment pattern. hence arerigid.

High fees. Low fees, usudly fixed by the
regulators.

Open only through private Open to the public.

placement,usually offered to
well-informed, high risk-appetite
investors.

Disclosure requirements are Disclosure requirements are high
minimal. .

Flls& Sub Accounts

A ForeignInstitutional Investor (FI1) meansaninstitution established or
incorporated outside I ndia, which proposesto makeinvestment inIndia
in Securities. The Flls have to register with Securities and Exchange
Board of India (SEBI) and they are permitted to trade in securitiesin
primary as well as secondary markets. Sub-account includes those
foreign corporations, foreign individuals, and institutions, funds or
portfolios established or incorporated outside India on whose behalf
investments are proposed to be made in India by a Fll. P-notes are
financia instruments issued by FIIS/Sub Accounts which are used by
foreigninvestorsnot registered with SEBI to take an exposureto Indian
companies. It is reported that, with the recent regulations on P-notes,
forty six new Fllsopenedtheir officesin Indiaduring November, which
is the highest ever single month registration by foreign institutional
investors.




< D

—

Ll HIMG of

Why “Sibernet” is a must for you

You may get a desperate call from your parents, children or spouse,
asking for some urgent funds to meet their exigencies. It may be to
meet some hospital, educational or even personal expenses.You may
get this call on a Sunday or on a holiday or at the odd hours of aregular
working day.

With Sibernet, you can now transfer funds to the SIB accounts of your
kith and kin. Just log in to Sibernet and enter the amount and
destination account. After getting your authorization and on the click
of your mouse, funds get transferred. Your dear and near will get an
instant SMS alert and they can withdraw the amount through the
nearest ATM. With SIB, this is just a banking transaction, which is
available even between 11 Pm and 3 Am, that too on a fine Diwali day.

Yes,we don't limit your expectations.We are open round the clock and
you can manage your accounts from any nook and corner of this world.
For details and A/c opening form, please visit our website.

In Photo: Dr.V AJoseph ,Chairmané&CEQ of the Bank inaugurating the enhanced Internet
Banking facility. Mr. M Valsan Executive Director, Mr. Cheryan Varkey, General Manager
Operations and Mr.Alex Mathew, General Manager, Administration are also seen.



