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The Allocator’s Paradox

Let us start with a somewhat paradoxical statement, that the clearest downside risks
to markets now are the unknowns. It is very much an overused metaphor that when
the tide goes out, we get to see who was swimming naked. But it is an apt analogy for
living through a period of significantly higher rates after 15 years of easy money. SVB,
Signature Bank, and Credit Suisse are the recent shocks, created in part by the higher-
rate regime, that were completely missed in advance by market prognosticators.

It is likely there will be more to come since there’s little evidence that central bankers
have anything else on their minds than controlling inflation. Jerome Powell is still
smarting from the ‘transitory’ narrative misstep and seems more set than ever on
staying the course, but we are all guilty of oversimplifying the economic theory here.

In the textbooks, higher rates make spending less attractive, increase saving rates,
reduce corporate profitability, and increase unemployment — all through imaginary
smooth functions like steering a ship to a new bearing over calm seas. In reality, higher
rates break things.

The second-order and chaotic effects are the hardest to fathom. Just as the recent
bank failures have been, partly, caused by the speed and ease of depositors moving
their assets to other banks, there will likely be other shocks which are, by definition,
hard to forecast or model. The impact of higher mortgage rates on delinquencies

and other consumer behaviour is yet to be fully seen, for example. There will likely be
more instances of corporate financial mismanagement that surface in unforeseen ways
against a tighter monetary backdrop, particularly if we do enter recession later in the
year. Financial markets themselves may show cracks in their structural robustness that
could cause contagion into a host of other risks as investors’ risk-management blind
spots are suddenly brought to light.

As hedge-fund allocators, this uncertainty is double-edged. Risks abound, but so do
opportunities. Trend-following hedge funds felt the pain of this unpredictability in March
thanks to the bond market’s paroxysms (with year-end US rate expectations swinging
everywhere from 5.75% to 3.75% over the space of a week'). They might feel slightly
aggrieved, given that the trends were aligned with central banks tightening monetary
policy to control inflation, which hasn’t fundamentally changed. But in these unreliable
times, getting the fundamentals right but the technicals wrong can be a recipe for, if
not disaster, then a generous serving of losses. The opportunity side of the coin comes
from picking up the pieces after the hidden risks emerge. These can be fertile times for
hedge-fund managers who can quickly assess safety and risks in capital structures,
and who have the dry powder to enter positions when others are being forced to exit.

1. Source: Bloomberg; as of 30 March 2023.
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Key Drivers of Hedge Funds’ Performance: An Early
March Snapshot

Equity Long-Short:

Equity long-short managers were generally down in March, with market-neutral
funds outperforming more directional ones.

Financials sector specialists or any managers with significant exposure to the
space saw the most weakness in March. Hedge funds sharply reduced exposure to
financials as well as lending-sensitive stocks amid banking turmoaoil.

TMT sector specialists and fundamental growth managers fared better in March as
investors gravitated towards safety in mega-cap names.

Credit Long-Short:

Managers with any exposure to financial preferreds (US) and AT1s (Europe) had a
very challenging month as there was no place to hide.

Otherwise, corporate credit managers were generally down more modestly; some
with a clear focus on more idiosyncratic risks (for which, read good portfolio-level
hedging) were up on the month.

Convertible bonds were generally cheaper as they lagged the move in Treasuries
and credit spreads were wider, and some idiosyncratic cap-arb positions (typically
long credit versus short equity) were beneficial.

Lower-rated (stressed) credits were generally soft, and stubs were modestly weak.
SPACs were up a little, and spreads across securitised-products sectors were
modestly wider.

Relative Value:

A negative month for event strategies, mostly due to deal breaks (e.g. Allfunds/
Euronext) and merger spread widening early/mid-month (e.g. as the First Horizon/
TD deal suffered contagion from the turmoil in financials). Soft catalysts in mid-cap
stocks and Asia RV plays were also down.

There was some helpful positive momentum for merger arb towards month-end,
however, including an earlier-than-expected DodJ approval for Signify/CVS, and a
surprising partial reversal of the UK CMA’s preliminary decision in the $68 billion
Microsoft/Activision transaction.

March saw a solid flow of new deal announcements, the most notable being Pfizer’s
plans to acquire Seagen for a total enterprise value of approximately $43 billion.
Toshiba approved a $15 billion buyout offer from a Japanese private-equity fund, a
lower result than the market had originally expected, and there may be competitive
pressure still to come.

Systematic Macro:

March was a particularly difficult month for trend-followers, with considerable pain
coming from the reversals in fixed-income markets. Long positions in European
equities also detracted from performance, but to a much lesser extent.

Quant macro strategies were similarly strained, where short positions in US and
European bonds drove losses. There was a bit more variation around commodity
performance, though, where longs in energies extended losses but gold longs
provided a partial offset for some.

Both trend-followers and systematic macro managers embarked on aggressive risk
reductions throughout the month, which brought about some performance stability.
They broadly ended March with a neutral position in fixed income, with some trend-
followers leaning slightly long.
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Discretionary Macro:

On

It has been a negative month for discretionary macro strategies, which were broadly
positioned for hawkish central-bank rhetoric to continue with net short duration a
common theme among portfolios. Losses have been concentrated in directional
expressions in the US and Europe, as investors in both regions have repriced policy
expectations sharply lower for this cycle, although cross-market themes between
US and European rates have performed better (such as long US/short Europe).
However, some tactical FX trading in the euro and high-carry currencies (short BRL,
MXN) has produced gains, and performance in fixed-income arbitrage appears
positive, at the time of writing.

The volatility and uncertainty in markets triggered a rapid risk reduction across
the space. While markets have shown signs of stability in recent days with some
risk premium being removed from some of the most volatile markets, risk-taking in
the peer group has yet to return to meaningful levels, reflecting low conviction as
developments in the banking sector continue to dominate price action in markets.

Since the onset of the crisis, stronger views involve rejecting the ‘soft landing’
narrative. ‘Risk-off’ themes in equities were less targeted during the de-grossing,
while we have seen more yield curve-steepeners added to books as curves broadly
begin to revert from deeply inverted levels.

the Radar:

In the very short term, the stability of the banking system is paramount. The ability
of regulators to calm depositors is of equal importance to the reaction of equity
and debt holders of the more fragile banks. Risks can spiral quickly, particularly
as many financial institutions have counterparty risk triggers linked to (sometimes
relatively illiquid) CDS spread levels.

Monetary tightness will be watched closely through the next couple of quarters.
It is credible that the problems in the banking sector impact the credit impulse
in a similar way to one or two rate rises, but then central bank lending and repo
facilities may act as monetary stimulus. Investors will be watching how central
banks describe and act on interest-rate levels over the next few months in the
context of these changes to the banking system.

Recession risks haven’t gone away. Economic forecasts are still treading something
of a tightrope to scrape through 2023 without economic pain. Unforeseen events
have every chance of destabilising this precarious balance.

Hedge-fund managers are waiting to pounce on opportunities arising from
any dislocation. Areas of interest are distressed debt, structured credit, and
risk transfers.
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Important Information

This information is communicated and/or distributed by the relevant Man entity identified below (collectively the ‘Company’) subject to the following
conditions and restriction in their respective jurisdictions.

Opinions expressed are those of the author and may not be shared by all personnel of Man Group plc (‘Man’). These opinions are subject to change
without notice, are for information purposes only and do not constitute an offer or invitation to make an investment in any financial instrument or

in any product to which the Company and/or its affiliates provides investment advisory or any other financial services. Any organisations, financial
instrument or products described in this material are mentioned for reference purposes only which should not be considered a recommendation
for their purchase or sale. Neither the Company nor the authors shall be liable to any person for any action taken on the basis of the information
provided. Some statements contained in this material concerning goals, strategies, outlook or other non-historical matters may be forward-looking
statements and are based on current indicators and expectations. These forward-looking statements speak only as of the date on which they

are made, and the Company undertakes no obligation to update or revise any forward-looking statements. These forward-looking statements are
subject to risks and uncertainties that may cause actual results to differ materially from those contained in the statements. The Company and/or its
affiliates may or may not have a position in any financial instrument mentioned and may or may not be actively trading in any such securities. Past
performance is not indicative of future results.

Unless stated otherwise this information is communicated by the relevant entity listed below.

Australia: To the extent this material is distributed in Australia it is communicated by Man Investments Australia Limited ABN 47 002 747 480 AFSL
240581, which is regulated by the Australian Securities & Investments Commission (ASIC). This information has been prepared without taking into
account anyone’s objectives, financial situation or needs.

Austria/Germany/Liechtenstein: To the extent this material is distributed in Austria, Germany and/or Liechtenstein it is communicated by

Man (Europe) AG, which is authorised and regulated by the Liechtenstein Financial Market Authority (FMA). Man (Europe) AG is registered in

the Principality of Liechtenstein no. FL-0002.420.371-2. Man (Europe) AG is an associated participant in the investor compensation scheme, which
is operated by the Deposit Guarantee and Investor Compensation Foundation PCC (FL-0002.039.614-1) and corresponds with EU law. Further
information is available on the Foundation’s website under www.eas-liechtenstein.li. This material is of a promotional nature.

European Economic Area: Unless indicated otherwise this material is communicated in the European Economic Area by Man Asset Management
(Ireland) Limited (‘MAMIL’) which is registered in Ireland under company number 250493 and has its registered office at 70 Sir John Rogerson’s
Quay, Grand Canal Dock, Dublin 2, Ireland. MAMIL is authorised and regulated by the Central Bank of Ireland under number C22513.

Hong Kong SAR: To the extent this material is distributed in Hong Kong SAR, this material is communicated by Man Investments (Hong
Kong) Limited and has not been reviewed by the Securities and Futures Commission in Hong Kong. This material can only be communicated
to intermediaries, and professional clients who are within one of the professional investors exemptions contained in the Securities and Futures
Ordinance and must not be relied upon by any other person(s).

Japan: To the extent this material is distributed in Japan it is communicated by Man Group Japan Limited, Financial Instruments Business Operator,
Director of Kanto Local Finance Bureau (Financial instruments firms) No. 624 for the purpose of providing information on investment strategies,
investment services, etc. provided by Man Group, and is not a disclosure document based on laws and regulations. This material can only be
communicated only to professional investors (i.e. specific investors or institutional investors as defined under Financial Instruments Exchange Law)
who may have sufficient knowledge and experience of related risks.

Switzerland: To the extent the material is distributed in Switzerland the communicating entity is: To the extent the material is made available in
Switzerland the communicating entity is:

— For Clients (as such term is defined in the Swiss Financial Services Act): Man Investments (CH) AG, Huobstrasse 3, 8808 Pfaffikon SZ, Switzerland.
Man Investment (CH) AG is regulated by the Swiss Financial Market Supervisory Authority (‘FINMA’); and

— For Financial Service Providers (as defined in Art. 3 d. of FINSA, which are not Clients): Man Investments AG, Huobstrasse 3, 8808 Pfaffikon SZ,
Switzerland, which is regulated by FINMA.

United Kingdom: Unless indicated otherwise this material is communicated in the United Kingdom by Man Solutions Limited (‘MSL’) which is a
private limited company registered in England and Wales under number 3385362. MSL is authorised and regulated by the UK Financial Conduct
Authority (the ‘FCA’) under number 185637 and has its registered office at Riverbank House, 2 Swan Lane, London, EC4R 3AD, United Kingdom.
United States: To the extent this material is distributed in the United States, it is communicated and distributed by Man Investments, Inc.

‘Man Investments’). Man Investments is registered as a broker-dealer with the SEC and is a member of the Financial Industry Regulatory Authority
(‘FINRA’). Man Investments is also a member of the Securities Investor Protection Corporation (‘SIPC’). Man Investments is a wholly owned
subsidiary of Man Group plc. The registration and memberships described above in no way imply a certain level of skill or expertise or that the SEC,
FINRA or the SIPC have endorsed Man Investments. Man Investments, 1345 Avenue of the Americas, 21st Floor, New York, NY 10105

This material is proprietary information and may not be reproduced or otherwise disseminated in whole or in part without prior written consent.

Any data services and information available from public sources used in the creation of this material are believed to be reliable. However accuracy is
not warranted or guaranteed. © Man 2023.
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