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1. FOREWORD

In Australia, superannuation funds are a major source of capital for the
development of the economy with assets exceeding $1 trillion.

Given the purported ability of hedge funds to enhance returns and reduce risk from
combinations of traded securities and to produce returns that in many instances are
lowly correlated with the existing superannuation fund asset classes, the lack of
exposure by most superannuation funds raises the issue of why the exposure is low
and what have been the major reasons for this?

This study is aimed at eliciting some of the reasons for the current situation,
through establishing what the attitudes are of superannuation funds to hedge fund
investments.

This survey is one in an on-going series of studies. The first study was published
in 2006.

I wish to acknowledge the support of AIMA Australia to undertake this survey

John R Evans

Associate Professor

Australian School of Business
The University New South Wales



EXECUTIVE SUMMARY

This study covers very large superannuation funds with total assets
exceeding $100 billion, and with almost 70% having existing investments
in hedge funds. The major findings of the study are:

e Current allocations to hedge funds are on average 2.5%, but with ranges
from zero to in excess of 5%. The average allocation is expected to rise
marginally over the next few years;

e The major investment structure used is “fund of funds” and this is not
expected to change;

e The major regional allocation is non regional specific with a global
allocation preferred. This is not expected to change;

e Institutional managers hold the majority of mandates, with Australian
boutique managers not securing any worthwhile market share;

e Return is seen by investors as a more important attribute for hedge
funds than risk management;

e Investment capabilities of the manager is the major driver of decisions
as to whether to hire a manager;

e Fees of up to 2% of funds, and 20% share of the performance do not
seem to be an issue for investors;

e Advisors have the most influence in the decision process relating to
hedge funds

e Nothing much has changed significantly since 2006



DATA

The findings of this survey are based on a survey of large Australian
superannuation funds conducted in April 2008. Not all respondents were
able to complete all questions included in the survey.

The total funds under management of the respondents were in excess of
$100 billion, with an average of $5 billion under management. The sample
used for analysis is therefore heavily biased to the very large
superannuation funds.

The funds under management of the respondents were distributed as
follows:

Funds Under Management

<$500mill
0% $500mill ~$1bil
>$10bil 29%
42%
$5bill ~$10bill $1bill~$5bill

0% 29%

Figure 1



4. THE RESULTS: CURRENT ALLOCATIONS

4.1. Current Allocation to Hedge Funds

The current average allocation to hedge funds is 2.5%, but with a
reasonably wide distribution across the funds from “no allocation” to “in
excess of 5%”.

Current Allocation to Hedge Funds

0%
31%

>5%

0%-1%
0%

1%-2%
15%

2%-5%
23%

Figure 2

4.2. Current Allocation by Fund Type

Fund of funds is the most prevalent type of investment strategy currently
adopted, with just over 60% of funds using this approach. The average
allocation to individual funds is just over 20% with a similar but smaller
allocation to multi strategy funds.



Current Allocation by Fund Type

Allocation to
Individual Funds
23%

Allocation to Ful
of Funds
61%

tion to Multi
ategy Funds
16%

4.3.

Figure 3

Current Allocation by Region

By far the greatest allocation is to global strategies, i.e. non regional
specific, with this allocation accounting for almost 70% of allocations on
average. The usual “home bias” of superannuation and pension funds is
not evident in the allocation by Australian superannuation funds to hedge
funds, with Australian specific allocations only accounting for 10% of the

overall allocation.




Current Allocation by Region

Australia, 10.6%
Europe, 6.7%

US., 15.6%
Global, 67.2%

Figure 4

4.4. Current Distribution to Managers

The major superannuation funds predominately use institutional
managers, with only small allocations on average to boutiques.

Current Allocation by Manager Type

Australian
boutiques, 5.6% Institutional
managers, 64.4%

Global
boutiques, 30.0%

Figure 5



5.

THE RESULTS: FUTURE ALLOCATIONS

5.1. Future Allocations to Hedge Funds

Over the next 2-5 years, the funds surveyed expected on average to increase
their allocation to hedge funds from the current 2.5% to 3.5%, implying
around $1 billion will flow into hedge funds in the next few years

Targeted Allocations to Hedge Funds

0%
9%

0% ~1%

18%
>5% 1% ~2%
55% 0%

2% ~5%
18%

Figure 6

5.2. Future Allocations by Fund Type

Overall, the funds will change their current strategy with a decrease in the
allocation to fund of funds that will be swapped into an allocation to single
strategy funds and multi strategy funds.

Targetted Allocation by Fund Type

Individual Funds,
26.5%

Fund-of-Funds,
51.0%

Multi Strategy
Funds, 22.5%

Figure 7



5.3.

Future Allocation by Region

Funds are not expecting to change their regional allocation much with

global allocations continuing to dominate at around 65% of the
allocation to hedge funds.

total

Targetted Allocations by Region

% Australia,
13.0%
% Europe, 8.0%

% Global’ % US., 13.5%

65.5%

5.4

Figure 8

Attractiveness of Different Hedge Fund Investments

The funds that were considering individual hedge fund investments
indicated their major interest in specific styles was in long/short equity,
distressed and emerging market portfolios, with little interest in short only

equity, convertible arbitrage and fixed income arbitrage styles.

Degree of Interest in Strategies

LongiShort Equity

Distressed

Emerging Markets

Global Macro

EventDriven Multi Strateoy

Equity Market Meutral

Managed Futures

Risk Arbitrage

EwentDriven

FixedIncorme Arbitrage

Dedicated Short Only

I
|
|
|
|
|
|
|
|
|
[
[

Converible Arbitrage

Relative Interest from 1 (highest) thru 5 ( least)

T
0.0 1.0 2.0 3.0 4.0

Figure 9



6. ISSUES FOR FUNDS INVESTING IN HEDGE FUNDS
6.1. Separation of Alpha and Beta

All respondents indicated they did not separately manage the alpha and
beta components when determining their investment strategy

6.2. Return and Risk Management
Respondents had return as a higher priority on average than risk

diversification for their hedge fund investments, but risk management was
not insignificant as an objective.

Risk and Return Priority

Risk Priority
36%

Figure 10

6.3. Asset Sector Allocation

Respondents saw hedge funds as part of their alternative asset sector, and
not many considered the allocation as part of equity investments.

Asset Sector Allocation

Other Sector
18%

Equity Sector
9%

Alternative
assets sector
73%

Figure 11

6.4. Indexation and Replication

Generally, the funds do not appear to be that interested in indexation and
replication techniques in this sector, with only 20% declaring an interest.



Willingness to Use Indexation/
Replication

Yes
20%

Undecided
40%

Figure 12

6.5. Benchmarks

Despite seeing hedge funds as being in an alternative sector, the majority
use a listed equity benchmark.

Benchmark Preference

Peer
15%

Cash
16%

Figure 13

6.6. Risk Assessment

Almost 50% of funds use a volatility measure to assess the risk of their
hedge fund investments.



Risk Measurement

Peer

27% Volatility
Measure
46%

6.7.

Figure 14

Manager Selection

Competency of the manager and their team is the most important criteria
in selecting which manager to use, followed by transparency and
governance issues. Surprisingly, whilst important, track record ranks
after these issues.

Ranking of Required Manager Attributes

Operational Experience

Tearn Breadth

Business Experience

Track Record

Transparency

Governance &

Compliance
Reguirements

Fund Track Record

Reporting

Image of the Manager

Liguidity

Custornized Products

Relative importance (1is highest)

0.0 0.5 1.0 1.5 2.0 25 3.0 3.5

Figure 15



6.8. Obstacles to Hedge Fund Investing

Lack of transparency is seen as the major obstacle to investing in hedge
funds, but generally, most of the issues raised are seen as being
important obstacles to be overcome.

Ranking of Obstacles to Investing in Hedge Funds

Transparency

Track Record

Other sectors more
impaortant

Internal issues

Miguidity

Reporting

Regulation

Manager Selection skills

Management Time

oo 0s 1.0 15 20 25 30

Relative importance (1is highest)

Figure 16

6.9. Fees

Respondents were asked to rank various fee structures from a 1
indicating that the fee was not an obstacle, to 3 being not that material to
5 being a definite obstacle. Overall, it appears the suggested fee
structures are not that relevant to funds provided they remain below 2%
pa and a 20% performance participation level.



Ranking of Fees as Obstacles to Investing in Hedge
Funds

<1% +20%
<1%
196-1.5%
19%6-1.5% +20%
15%2%
>2%
15%2% +20%
>29% +20%

1 1 1 1 1 1 1

o 0.5 1 15 2 25 3 3.5

Relative Ranking (1 is least obstacle)

Figure 17

6.10. Decision Makers

Most funds still see their advisors as being most influential in the
decision of hiring a hedge fund manager.

Ranking of Decision Makers

Advisors —

Management

Trustees

T T T T T
o 0.5 1 15 2 2.5

Relative Ranking (1 is most important)

Figure 18




7. COMPARISON OF 2006 & 2008 RESULTS

The respondents to the 2006 and 2008 surveys were not identical, and therefore
this may have introduced a bias into the results.

Comparing the 2006 & 2008 results, the major issues are:

e The current allocations to hedge funds has not changed much, and
remain just below 3% of assets

e The targeted allocations have reduced marginally, from 4% to around
the 3% level

e There is a continuing mix between return enhance objectives and risk
management objectives

e The dominant choice of fund type for investment has not changed and
remains fund of funds

e The regional allocation has not changed significantly and remains
dominated by a global exposure

e Management expertise remain the main criteria for selection of fund
managers

e The obstacles to investing in hedge funds remains focused on
transparency



ABOUT AIMA

As the only truly representative global hedge fund association, AIMA, the Alternative
Investment Management Association, has over 1,300 corporate members worldwide,
based in 49 countries.

Members include leading hedge fund managers, fund of hedge funds managers, prime
brokers, legal and accounting services and fund administrators. They all benefit from

Al MAds active influence in policy development, it

including education and sound practice manuals and its excellent reputation with
regulators, worldwide.

AIMA is a dynamic organisation thatrefl ect s it s member shi pds interests

them with a vibrant global network.

Its objectives are:
~ To provide an interactive and professional forum for our membership and act as

a catalyst for the industryof6s future devel opme]

~ To be the pre-eminent voice of the industry to the wider financial community,
institutional investors, the media, regulators, governments and other policy
makers

~ To offer a centralised source of information
influence, and to secure its place in the investment management community

AIMA is committed to developing industry skills and education standards and is a co-

founder of the Chartered Alternative Investment Analyst designation (CAIA) dthe

industryds first and onl y dfpralternative isvestmetduc at i onal
specialists.

AIMA offers a canon of work that has been adopted by investors and practitioners
globally, and welcomed by policy makers and regulators. This includes offering
practitioners and investors with practical guidelines on topics such as valuation,
business continuity, fund governance and fund management.

For further information, please visit www.aima.org

About AIMA Australia

Al MA Australia, est abl i s hHargbst and madttackite countsy one of Al
networks. Australian members are derived from all areas of the local alternative

investment community with the vast majority being hedge fund managers. In 2007,

AIMA Australia members managed over 80% of the assets invested in hedge funds by

Australian investors.

Members of the Chapter support individual working committees that focus on
Regulation, Education, and Membership & Marketing.

The Chapter maintains an active dialogue with Australian regulators and other
government agencies on issues related to the hedge fund industry.

The Chapter organises informational forums for industry participants in most capital
cities, as well as commissioning studies and reports pertinent to the local hedge fund
industry. In addition to regular networking events, the Chapter also confers with
conference organisers to ensure interesting topics and knowledgeable speakers are
included in conference agendas.

For more information on the AIMA Australia Chapter, please visit:
www.aima-australia.org
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http://www.aima.org/
http://www.aima-australia.org/

Contacts for further information:

Dr. Jon Glass

Chairman, AIMA Australia Educational Committee
c/- IFSA

44 Market Street

Sydney NSW 2000

Ph. 61-2-9299-3022

Fax 61-2-9299-3198

Web-site: www.aima.org

Email: aima@ifsa.com.au

John R. Evans

Associate Professor

Australian School of Business
The University New South Wales
Sydney NSW Australia 2052

Ph: +61 414 64 36 58

Email: john.evans@unsw.edu.au


http://www.aima.org/

