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	Finance 397.6: SPECIAL TOPICS (HEDGE FUNDS)

	
	SPRING 2008


Professor
Roberto E. Wessels
Office 
CBA 6.304C 
Office Hours 
by appointment
Phone 
(512) 475 8603
E-Mail
roberto.wessels@mccombs.utexas.edu
Course Web Page
via Blackboard
Teaching Assistant
Bill Lucas (william.lucas@mba08.mccombs.utexas.edu)
Course Objectives

The course will cover different operational aspects of investment vehicles commonly known as Hedge Funds. The emphasis will be on understanding investment strategies, performance analysis, compensation and risk management practices of hedge funds. 
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The course consists of three learning tracks. The first track provides hands-on experience with issues of portfolio construction, performance reporting and risk management.  Each student runs a long/short equity fund according to a set of common parameters.  Managers are judged on several criteria: clarity of reporting, risk control and returns generated by the fund.  The second track is a series of case studies each addressing issues commonly faced by hedge funds, ranging from how to compensate managers to how to manage the growth in assets when the fund is successful. These two tracks involve individual work. The third track is classroom interaction, be it through case discussions or class lectures. This track allows students to check their progress in understanding of the issues, raise questions and ventilate opinions.  While I do not take class attendance, class participation is an important part of the final grade and students are required to provide previous notice for any absence. Students are responsible for any materials discussed or passed out in class, whether they attended the class or not. 

Although hedge funds are not a new phenomenon (they were already around in the late 1940s), they started to attract widespread attention when George Soros's Quantum Fund allegedly caused the withdrawal of the pound sterling from the European Monetary System in 1992. An action which was reported to have netted his fund profits in excess of $1 billion. The hedge fund industry achieved further notoriety when Long Term Capital Management (LTCM), a partnership which included two Nobel prize winners, had to be bailed out in order to prevent a potentially disastrous situation, involving losses of hundreds of billions of dollars. 

Before the LTCM episode, hedge funds went about their business with little regulatory encumbrance: they were restricted to dealing only with wealthy or professional investors and were not allowed to openly solicit business from the general public.  After LTCM, a lot of questions were raised about the impact of hedge funds on the financial system.  The bursting of the Internet bubble and the more recent troubles of mutual funds companies, in some cases related to late trading by hedge funds, have done nothing to allay these concerns. 

In September 2006, Amaranth, a $9 billion hedge fund, lost $5 billion over the weekend through trades in energy futures and had to be closed down. There was no market reaction and no intervention or calls to bail it out. 


The liquidity crisis that surfaced in the mortgage market at the beginning of the summer of 2007, has not yet been resolved, but several prominent hedge funds have experienced severe performance problems. One fund (Sentinel), that invested short-term money for other hedge funds and futures traders, has had to close after the SEC sued it for contractual breaches in handling client money. The only case of a fund losing most of it's clients money in this turmoil is Sowood, that lost about 60% of its value in the liquidity crunch. 

On the other hand, some hedge funds profited handsomely from the sub-prime crisis. Paulson and Co reportedly made a return of 560% (after fees) on its fixed-income portfolio. The manager's compensation is estimated to be between $2 and 4 billion dollars (James McIntosh:"Low-risk trade puts all others in the shade". Financial Times, 26 November 2007).

Crisis or no crisis investors seem not to be deterred in their attempts to continue to provide some 12.000 hedge funds with huge pools of investment capital (the recent guess is that the $2 trillion dollar mark has already been exceeded) and also providing managers with compensation packages unheard of anywhere else. (Jenny Anderson: "Atop Hedge Funds, The richest of the rich get even more so". New York Times, May 26, 2006).  

Lawmakers, regulators, academics and market participants are continuously debating how and even whether, hedge funds should be regulated. Are hedge funds part of the investment mainstream or are they a separate act? This is not an easy call to make because what constitutes a hedge fund is hard to pin down. The Securities and Exchange Commission held a round table conference in early 2003 on this matter and later adopted a controversial rule requiring hedge fund advisers (in legalese: the entity that manages the fund's money) to register with the SEC as a first step in increasing the regulatory oversight. This rule was overturned when challenged in court (www.investorsoffshore.com/asp/story/storyinv.asp?storyname=24496). 


The SEC's response to this setback was revealed on July 12, 2007 in a ruling that specifically prohibited hedge funds from lying about investing strategies, performance, a manager's experience and the risks of putting money in a (hedge) fund. 


Even if hedge funds as a category are difficult to pin down, they are an interesting phenomenon to study (Wikepedia has an extensive and worthwhile-reading article covering the many facets of hedge funds (en.wikipedia.org/wiki/Hedge_fund). First, because they can execute a variety of strategies generally not open to other investment vehicles which are subject to more regulations. Secondly, because the managers are generally also principals of the fund with substantial amounts of their own wealth at risk, the issues of how risks are shared between investors and fund managers are very different from, say the situation in a mutual fund. Finally, the compensation of hedge fund managers is totally different from traditional investment managers. Hedge fund managers collect a substantial portion of the profits, which are defined as the positive performance of the portfolio above some threshold return plus some wrinkles. 


These three factors tend to make hedge funds fundamentally different from other investment vehicles such as mutual funds which are generally the focus of introductory investment courses.

Topics to be covered during the course:

1. Risk and return
-Measuring returns and return distributions
-Measures of portfolio selection
-Target returns and shortfall probabilities
-Value-at-risk
-Exposure and hedging
-Hedge Fund benchmarks
-Hedge Fund performance persistence and predictability

2. Hedge Fund organizational structure
-Competitive environment
-Compensation and fee structure
-Regulatory environment

3. Hedge Fund trading strategies
-Long-short equities
-Convertible bond arbitrage
-Pairs trading
-Spread convergence
-Merger arbitrage
-Fund of Hedge Funds
Materials
Required: 

Case package. This package contains the cases which will be covered in class as well an extended note on Value@Risk . It can be obtained from Paradigm Books & Lecture notes, 407 W. 24th Street. 

A highly recommended textbook is:

Ludwig Chincarine and Daehwan Kim. 2006. Quantitative Equity Portfolio Management. McGraw-Hill. 
The book provides extended coverage of Long/Short Portfolio Construction and will therefore be a useful companion for the Portfolio management project (see below).

Course Grading

Your grade in the course will be determined as follows:


Midterm Exam
15%





Assignments, Cases  and



Class Participation
45%





Portfolio project
40%






100% 

Plus/Minus grading applies to this course. The historical distribution of grades has been roughly as follows: 35% straight As; 40% A- and  25%rBs . 
Portfolio management project 
A significant part of the course is devoted to running a hedge fund.  Each student will be expected to manage a portfolio of equities using a long-short equity strategy. Before starting to manage the portfolio each student must write a strategy document in which the investment idea is clearly stated. The document must start from a general theme or background (i.e. the economy is heading for a recession) and then discuss an idea explaining how you intend to profit from this theme. For instance: you could propose to go long stocks that retail basic necessities and go short stocks that retail luxury goods.

From reading the document it should be clear what your fund promises in terms of risk and return; what your perceived competitive advantage in managing money is, and whatever else you deem material in order to attract investors to your fund.
In addition to the buying and selling of equities in accordance with your strategy, you are also responsible for reporting the performance of the portfolio on a 2-weekly basis. This report shall consist of the performance of the portfolio based on the daily NAV during the previous 2 weeks; changes in the composition of the portfolio during the week, including a small note attached to each change explaining why the change was made. If you change your investment theme, you should also provide a note explaining why you are changing course. An Excel sheet is not an acceptable format for a report. Performance reports are to be posted to the course's digital drop-box.

At the end of the semester, the portfolio must be liquidated and a final report on the portfolio's performance turned in. This report must provide a detailed analysis of the performance, in particular how the strategy adopted in the prospectus and the final performance are related.    

Your grade for this project, which is 40% of your final grade, will be based upon the clarity, originality and comprehensiveness of the documents prepared during your tenure as portfolio manager as well as on the quality of your results (not necessarily the quantity). Strictly adhering to the investment mandate is considered very important. As the period over which the experiment is run is short, the significance that can be attached to your performance results is limited. Nevertheless, you should set up a reporting system that takes a digital feed of closing prices and calculates performance and risk measures of your portfolio on a daily basis.

Cases

The course will use 8 cases to illustrate some the main issues that hedge fund face. These issues can be either quite general or specific to particular kinds of strategies.   

The cases are: 
-Maverick (Long-short equity)
-MFS (Starting a hedge fund in a traditional mutual 
fund company)
-Harvard (Compensation of managers)
-Royal Dutch/Shell (Pairs trading)
-LTCM (I)(Spread convergence)
-LTCM (II)(Risk management)
-Farallon (Merger arbitrage)
-Common Fund (Setting up a Fund of Funds)

You must come to class prepared to discuss these cases. The preparation consists in understanding and being able to articulate the issues, choices and solutions that you would propose to the decision maker in the case. 

Format for case write-ups:

For each case, a 3 to 4 pages, double-lined, position paper is due before the start of class. There is a digital ‘drop box’ area in Blackboard where you can file your submission. Please do not e-mail your answers or bring me hard copy. I will not accept late submissions and you will not earn any points if you fail to submit your write-up in a timely fashion.

In preparing your write-up, you can assume that I'm familiar with the background of the case such as the firm history, products and strategies. You therefore need not spend time or space repeating material that is already included in the case. 

The write-up must consist of 3 separate and clearly identified sections:

1. A section in which you identify the crucial issue which needs to be addressed in the solution to the case;  

2. A section analyzing the alternative courses of action or solutions that could be used to solve the crucial issue; 

3. A section containing a set of recommendations that you would adopt if you were responsible for making the decision, together with your reasoning why you're proposing that particular course of action and what the balance of the risks and expected returns are of your particular solution
As your case write-up and your contribution to the class discussion will be reflected in your grade as part of the component "Assignments, Cases and Class Participation" which make up 45% of the total grade, you should be prepared to allocate a commensurate amount of time and effort to the cases.

Assignments


Several assignments will be handed out during the course of the semester. Completed assignments must be posted to the Blackboard drop-box before the beginning of class. Please do not e-mail your answers or bring me hard copy. I will not accept late submissions and you will not earn any points if you fail to submit your write-up in a timely fashion.

 The completed assignments must clearly show the steps taken to reach the results, as well as the reasoning behind the method used to achieve the results. 

An Excel sheet is not an acceptable format for a completed assignment. 

Your solutions to the assignments will be reflected in your grade as part of the component "Assignments, Cases and Class Participation" which make up 45% of the total grade.

Students with Disabilities
Upon request, the University of Texas at Austin provides appropriate academic accommodations for qualified students with disabilities. Services for Students with Disabilities (SSD) is housed in the Office of the Dean of Students, located on the fourth floor of the Student Services Building. Information on how to register, downloadable forms, including guidelines for documentation, accommodation request letters, and releases of information are available online at http://deanofstudents.utexas.edu/ssd/index.php. Please do not hesitate to contact SSD at (512) 471-6259, VP: (512) 232-2937 or via e-mail if you have any questions. 
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