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INNOVATION 47°N INNOVATION FUND
Focus:
• Offers diversification and global access to selected hedge fund managers that

pursue strategies in “alternative” investment areas
• Areas of innovation: up-coming strategies, instruments, sectors; unveil opportuni-

ties in emerging markets
• Targeted return of 15-20% (net of 1.25%/10% p.a. fees) with a target volatility of

around 6-8%
Strengths:
• Research & development (aimed at uncovering “innovative” managers, markets,

strategies, sectors)
• Identification of tail-risks and its implication on portfolio construction and manage-

ment
• Designed to secure “first-mover advantage” that captures early market opportuni-

ties (inefficiency-premium)
Weaknesses:
• Illiquidity constraints posed by underlying markets
Opportunities and threats:
• “Reserve” capacity in evolving markets
• Time-lag to diminishing inefficiencies
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Risk Management Low Low / Moderate Moderate Moderate to High High

Emissions
Financing & Lending
Insurance-linked Securities (Non-life)
Traded Real Estate
Electricity
Eastern Europe
Latin America

Alternative Energy
Weather
Insurance
Shipping/Freight Derivatives
Water
Asia
MLPs
Other Emerging Markets

47°N Innovation Fund Exposure
Source: 47ºN Capital Management

Performance Parameters Low Low / Moderate Moderate Moderate to High High

Outlook

Investment

Telephone : +1 212 920 3570
Email : richard.mueller@47N.com
Website : http://www.47N.com

Contact Information:
North Capital Management LP, Principal, Richard Mueller
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• Soft open – plans to go live Q4 2007
• Capacity: USD 500mn
• Fund is targeted at: Institutional investors, pension funds, HNWI
• Recommended holding period to optimise returns: min.24 months

• Fund’s base currency: USD, other currencies could be catered for
• Transparency provided to investors: Good
• Manager is registered with: SEC registered

• Barrier to entry: Experience, R&D expertise
• Outlook for a fund such as 47°N Innovation Fund: Upside Potential
• Threat posed by competition: Leader-laggard benefit
• Due to limited correlation expected to perform well in downturns

• Performance could be challenged during a convergence, when normally
non-correlating sectors, start to correlate
• Post launch, fund ability to deliver targeted returns over the next 12
months: Realistic

• No. of position: Approx. 20
• Diversification:

• Geographic: Global; Broad based
• Innovation area exposure: Diffused
• Strategies, instruments: Diffused

• Liquidity: At portfolio level – 1 year lock up
• Probable correlations with:

• MSCI World Index: 0.4
• Global JPM Govt Bond: 0.1
• GSCI: 0.2

• Risk at portfolio level:
• Underlying markets: Liquidity constraints
• Regulatory changes in new areas (e.g. emissions)

• Ability to source innovative managers:
• Due diligence expertise:
• Portfolio construction: Allocation matrix: allocation verified by risk exposure

& liquidity characteristics
• Avg. monthly correlations amongst managers <0.3

• Market and portfolio risks: Dispersed by diversification
• Time required to liquidate the portfolio: Generally no liquidity mismatch,

i.e. liquidity in line with the underlying liquidity (<150 days)

• Key person risk:
• Manager specific risks

• Investment:
• Leverage used:
• Valuation:
• Operational risk:
• Legal (structure, contracts, compliance) risk:
• Manager’s reputation related risk:
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ALTERNATIVE ALTERNATIVES

ALLOCATING TO ALTERNATIVE ALTERNATIVES
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What is the role of alternative alternatives within a portfolio?
Alternative alternatives provide an unrelated and uncorrelated return stream to an institutional portfo-
lio of equities and fixed income. Moreover, alternative alternatives have a low correlation to hedge fund
and fund of funds returns. Capital markets have attracted a lot of investment capital over the past five
years. Strategies revolving around traditional hedge fund strategies, whether capturing market beta or
traditional alpha, have unattractive risk/return profiles looking forward.

A portfolio of investments in sectors where capital markets have not penetrated yet, can and
does, still deliver attractive risk-adjusted returns. Additionally, alt alt strategies deliver “portable alpha.”
A portfolio of alt alt investments can be bolted onto any traditional institutional investor’s portfolio to

enhance returns or add diversification benefits. Our internal research indicates that an allocation of
between 5-10% to alt alt investment strategies benefits most institutional investors’ portfolios. Also,
these investments look just fine on their own. They create absolute return streams of between 10-15%
net of fees.

Does your research indicate a conclusive % that needs or should be allocated to alternative alterna-
tives to improve the overall risk/reward profile?
We have done a lot of research on what is the “right” % allocation of alternative alternatives in a port-
folio, and have uncovered that all institutional investors can benefit from an allocation to the alt alt
investment strategies. The actual benefit depends on their current portfolio. For example, for an insti-
tution currently holding stocks, bonds, commodities, and hedge funds, the benefits of allocating 5-10%
to alternative alternatives are tremendous.

We have found alternative alternatives to have low correlations and betas to the traditional beta and
alpha products. In summary, the less aggressive an institutional portfolio is, the more benefit the port-
folio can achieve through an allocation to alt alts.

How does one sieve the choices and identify the “relevant” alternative alternatives that would achieve
the above?

We believe the “relevant” alt alt sectors and strategies are investments where one does not need to
take large amounts of business or operational risks. Examples of investments with the “right” balance
of operational risk and pure investment risk are strategies that revolve around cash flow producing
assets. The cash flow from the assets produces a “base” rate of return. To the extent an investor can
identify ways of enhancing the cash flows from the assets they own through operations, the return
potential from these assets increases significantly. Most of our investments revolve around asset
acquisition, asset “exploitation” to enhance cash flow, and an exit strategy to “unleash” the return
potential at an appropriate time. We generally invest with a three to four year time frame and this lock-
up constraint creates an additional “sieve” for what we can invest in.

How does one effectively implement these allocations?
The most effective way of implementing these allocations is to create a portfolio adhering to strict
investment guidelines. Wood Creek employs a formal investment process to identify investment sec-
tors of interest and then focuses on strategies within those sectors which match up our constraints (on
operational risk, market risk, liquidity, etc.) Finally we seek a manager to deploy capital with. If we can-
not find an existing manager available to manage capital in our preferred strategy within a sector, Wood
Creek may create one de novo.

How do you overcome constraints imposed by: liquidity; headline risk; size and track record, capacity?
We believe the best way to extract returns from an alt alts portfolio is through a 3-4 year lockup. Giving
up liquidity is an easier trade-off as long as there is a commensurate return for the illiquidity. As alt alt
investments are relatively new, there is lack of a meaningful track record.
There is a dearth of true alt alt investments currently available in fund format. As the market evolves,
this situation will change. In the mean time, we often create from scratch, new investment vehicles that
offer institutional investors the opportunity to deploy their capital. We negotiate capacity for our invest-
ments such that our portfolio offers investors capacity in capacity-constrained sectors.

Brett D. Hellerman is the CEO of Wood
Creek, which focuses exclusively on
the alternative alternative (alt alt)
investment space
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ALTERNATIVE ALTERNATIVES

ALLOCATING TO ALTERNATIVE ALTERNATIVES
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Telephone : +1 203.401.3205
Email : bhellerman@woodcreekcap.com
Website : http://www.woodcreekcap.com
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Wood Creek Multi-Asset Fund,
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Performance measurement (relative and absolute)
Performance measurement for alt alt investment strategies is a challenge. As there are relatively few
other investments with a similar mandate, it’s difficult to assess relative performance unless one is
completely focused on evaluating these investments. Also, most of these funds have short and statis-
tically meaningless, track records. We have created customised benchmarks to understand the per-
formance drivers for the different alt alt investment strategies we invest in. We also employ peer group
analysis and other measurement tools to assess individual investments and model the portfolio.

These strategies impose distinctive risk management challenges. Elaborate.
Alt alt is a new and distinctive asset management space and, as you say, risk management creates
some unique and distinctive challenges. We think of risk management in alt alt as a continuum
between extremes. For instance, we seek to limit our operational risk (what I call “business plan risk”);
as we want to take our risk more in the underlying asset or sector inefficiency than in a given manag-
er’s business plan to exploit it.

Yet if we take too little operational risk, we end up with a pure play asset cash flow that many
financial investors will want to bid for, making the returns likely unattractive. On the other hand, if we
take on too much operational risk, we may jeopardise receiving a good current return and may end up
in an illiquid private equity investment with no coupon.

We have chosen to work along the risk continuum for other risks such as liquidity, market
risk and efficiency of sector.

Eventually, these decisions about where to position our fund along the risk continuum are
qualitative decisions driven by fundamental research and insight that are confirmed by quantitative
methods. The investment process requires a lot of time and is far from a typical fund of funds’ “alloca-
tion” process to traditional hedge fund strategies.

Is it possible to “customise” a skilled specialist in the alternative alternatives space? How?
If by customise, you mean focus on a particular area of the alt alt space, sure. For instance, there are
firms that focus on sectors like asset-based lending and infrastructure among others. Such exposures,
present a very effective way to corral assets in a “pure play” kind of approach.

In terms of specific underlying managers in our portfolio, it is certainly possible to customise
investments. We may see a manager that we like but the fund he manages takes too much risk out-
side our mandate. We would seek out a separate account with the manager, to take risk in just the area
which we prefer. We can establish separate accounts with the manager or seed a new fund for him/her.
Our goal is to get the exact slice of risk for our investors and investments.
There is tremendous opportunity to exploit the inefficiencies borne by alternative alternative strategies
and very little global “installed capital” dedicated to investing in them.

Performance differential

that can be expected in a

portfolio with and without

alternative alternatives

An alt alt portfolio can

potentially deliver over

12% net return to inve-

stors while keeping the

annual portfolio volatility

below 3%. Adding 10% of

a portfolio of alternative

alternatives to a conserva-

tive (30% equity and 70%

bond) portfolio enhances

portfolio returns by over

6% and lowers the overall

portfolio risk by 2%.

Adding 10% of a portfolio

of alternative alternatives

to a more aggressive (30%

equity, 20% bonds, and

50% alternative invest-

ments) portfolio enhances

portfolio returns only

marginally but still lowers

the overall portfolio risk.
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NATURAL RESOURCES STREET RESOURCE HEDGE FUND
Focus:
• Fund selects and strategically trades both long and short positions in equity,

debt and derivative securities of business entities operating in a range of natu-
ral resource sector industries including mineral resource mining and explora-
tion, forestry, oil and gas exploration, production; power generation and water
resource projects

Strengths:
• Natural resources sector industry related experience, expertise and invest-

ment history
Weaknesses:
• Fund’s underlying not immune to unforeseen, sudden, sharp, pull backs -

(volatility also presents opportunities)
Opportunities:
• Demand-supply mismatch for nearly all minerals and metals; global drive

toward natural resource exploration, production, optimisation & conservation
• Scope for innovation within the natural resource sector industries
Threats:
• Globally depressed natural resource consumption conditions could stagger

future investments
• Legal and regulatory issues
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Risk Management Low Low / Moderate Moderate Moderate to High High

Value per USD1000 invested at fund inception
Source: Front Street Capital

Performance Parameters Low Low / Moderate Moderate Moderate to High High

Outlook

Investment

Telephone : +1416-364-1990
Email : invest@frontstreetcapital.com
Website : http://www.frontstreetcapital.com

Contact Information:
Front Street Capital, Investment Advisor,
Norm Lamarche
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• Current AuM: USD 188mn (as of 31.05.07)
• Strategy AuM approx. USD 850mn
• Fund is targeted at: Institution investor, pension funds, HNWI (Non- resident

of Canada)
• Geographic restrictions: Apply

• In order to optimise returns, recommended holding period: min.12 months
• Fund’s base currency USD
• Fund’s complexity for an investor: Simple
• Transparency provided to investors: High

• Barriers to entry: Expertise, extensive network of contacts with manage-
ment teams of companies that are active in the natural resource space

• Outlook on natural resources sector industries: Upside potential
• Outlook for a fund such as Front Street Resource Hedge: Upside to range

bound
• Threat posed by competition: Expertise and space related investment and

management history give them an edge
• Ability for the fund to deliver targeted annual returns over the next:

• 1 year : Realistic
• 3-5 years: High

• Fund tends to outperform:in a commodity bull environment

• Avg. no. of positions: 50-60
• Diversification:

• Geographic : Canadian bias
• Sector: mineral resource mining and exploration, forestry, oil and gas

exploration, production; power generation and water resource
• Strategy: long, short

• Securities: equity, debt and derivatives

• Ability to sustain performance in:
• rising markets:
• falling markets:
• sideway trending markets:

• VaR(99%): -12.08%:
• Max drawdown: -15.3%

• Major risk: security concentration risk - ie natural resource sector which
could be concentrated in specific regions or countries

• Ability to identify investment opportunities:
• Ability to “market time” entry and exists of investments:
• Ability to manage volatility:

• Illiquidity of underlying:
• Valuation risk:
• Leverage at fund level: none

• Currency risk:
• Hedges if used to speculate:

• Counterparty risk:
• Conflict of interest: vis-a-vis fund’s other investment vehicles:
• Key person risk:
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COLLATERALISED DEBT OBLIGATIONS

THE ART OF VALUATION
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Alegra Capital Ltd.

Partner & CEO Daniel Riediker
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Do you believe CDOs (collateralised debt
obligations) on Wall Street are probably
marked 30% higher than where they
should be?
In our opinion, the above statement is incor-
rect and undifferentiated. There are only three
reasons why independent valuations are “sig-
nificantly off “ those offered by the market:
a) The rare occasion where valuations vary

significantly from the market due to severe,
short term market disruptions. This may be
the case in very particular segments, but is
not the case for the market as a whole.

b) In the rare case a valuation is not done
independently. This is a compliance issue
that is not of concern in wellrun companies.

c) If the underlying volume of the market
transaction is insignificant and as such
bears no relevance to the fair market value
of a security

Valuation Fundamentals
One should not forget that certain financial
institutions can value securities based on cri-
teria other than mark- to-market, in particular
if they intend to hold them to maturity. These
valuations, of course can be very different to
where a security should trade.

In order to understand why it is pos-
sible to value securities even if they do not
trade - certain fundamental principles should
be reconsidered: Any reasonable buyer and
seller of structured credit instruments such as
collateralised debt obligations, mortgage
backed securities and other types of securiti-
sations (in short, “asset backed securities”)
will likely base their sale and/or purchase
price on the following principles:
• The value of asset backed securities funda-

mentally depends on the value of the under-
lying instruments and their expected devel-
opment over time

• Typically, an investor will base their decision
to buy or sell on the present value of the
future cash flows generated by such invest-
ments

• In order to assess this present value, a num-
ber of factors play a vital role:
Default expectations of the underlying col-
lateral, recovery assumptions of such
defaulting collateral, spread development of
the underlying collateral, prepayment and
reinvestment assumptions of underlying col-
lateral, discount rates (based on forward
rates and spreads applicable for the securi-
ty to be valued)

Typically, the valuation department of any
investment bank will test the parameters used
for their soundness and will cross-check with
actually observed data from trades in the mar-
ket. Often, the sensitivity of valuations to vari-
ous parameters is tested, too.

If there is a considerable difference
between a valuation and that traded by the
market; one can assume that market partici-
pants have changed their assumptions for one
or several parameters relevant to the valua-
tion.

On the other hand, those that have
actually made valuations may not have
adjusted the parameters for a number of rea-
sons:
a) they believe the change in the parameters

has no bearing on that particular transac-
tion

b) they believe the volume of the market
transaction to be irrelevant, or

c) they lag behind in observing a significantly
changed parameter.

Observations from a practical viewpoint
Valuations are not an exact science.
Differences between valuations and the mar-
ket will always occur.

Some securities exhibit a high
degree of sensitivity to even the slightest
change in a parameter. An informed investor
can take this into account. Our experience
suggests that our weighted average sales
price of CDO securities has been around one
per cent above valuations received.
Sometimes differences of several points can
occur. This is a normal phenomenon - and is
just as likely as intra-day volatility in a stock’s
price.

What we have seen in the US sub-
prime mortgage market is a commonly
observed phenomenon: The market has, fol-
lowing a review of the underlying securities,
decided that the default assumptions and
recovery assumptions have changed signifi-
cantly.

The role of rating agencies
The rating agencies express their opinions
based on their own assumptions, and these
assumptions are based on a very long term
(over a full credit cycle) view. A change in their
assumptions, therefore, by design takes
longer than any market participant’s would do.

However, ratings have no bearing
on market prices of securities: For instance,

one can observe that the same time AAA
rated security could trade anywhere between
6 and 65 basis points in spread. The differ-
ence can, most likely, be traced back to the
difference in collateral. But other factors such
as the collateral manager, vintage year of the
security play an important role. As such, rat-
ings are no guidance for market value of secu-
rities.

Fall out of the current sub-prime mortgage
market crisis?
First and foremost, the problems stem from
loose underwriting standards in a very partic-
ular segment in mortgages. The sub-prime
segment bears little relevance for the US
economy and even less relevance for the
European or global markets. There may be
some technically driven spill-over effect - but
more importantly the market has a chance to
learn from its mistakes and can take home an
important lesson:
In any structured credit instrument, the per-
formance of the underlying collateral is crucial
to its outcome. If the fundamentals of these
instruments change, they will have an impact
on the structured credit instrument as well.
Basing investment decisions only on ratings,
structures and management of such struc-
tures without an understanding of the underly-
ing collateral is not the right approach to
investing in these instruments.

Daniel Riediker
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A SQUARE (hereafter, A2) contents are a result of research and analysis, that is independent. The
contents of A2 are not sponsored, endorsed or meant to be construed as promotional or advertis-
ing material. A2 is not compensated, financially or otherwise, by the entities featured. The contents
express the author’s opinion, which may differ from that or those held by the entities it features.

The publication has no regard to specific investment objectives, the financial situation or particular
needs of any specific recipients. It is not written to be used for, and cannot be used by anyone, for
the purpose of avoiding tax penalties.
A2 is a research product, published solely for informational purposes and is not construed as a
solicitation or an offer to buy or sell any financial instruments including all alternative investments.

This communication is directed only at persons that are sophisticated and/or have professional
experience in matters relating to investments, in hedge funds, alternative-alternatives, unregulated
collective investment schemes or high net-worth persons, as the case might be. The content of this
publication and research information based on the content of prior issues that can be accessed via
the archive relates to and is available only to such persons. Some of the financial instruments
described in A2 may not be eligible for sale in all jurisdictions or to certain categories of investors.

A2 must not be regarded by recipients as a substitute for the exercise of their own judgement. Any
opinions expressed in A2 are subject to change without prior notice and A2 is not under any obli-
gation to update or keep the information contained herein. Options, derivative products, futures and
all alternative asset classes are not suitable for all investors. Investing and trading in these instru-
ments is considered risky. Past performance of the fore mentioned are not necessarily indicative of
future results. Foreign currency rates of exchange, interest rates, use of leverage, fraud, defaults,
acts of terrorism, may adversely affect the value, price or income of any of financial instruments or
related alternative investments mentioned in the publication.

A2 is based on information obtained from sources believed to be reliable but is not guaranteed as
being accurate, nor is it meant to be a complete summary of the financial instruments, alternative
investments, or developments referred to in the publication. A2 accepts no liability whatsoever for
any loss or damage of any kind arising out of the use of all or any part of this publication.

All content are provided on an “as is,” “as available” basis. Whether or not limited to acts of god,
communications failure or unauthorised access of this publication, A2 does not guarantee the time-
ly receipt and cannot vouch for the accuracy and completeness of the information received by the
recipients. Possible errors or incompleteness of information do not constitute grounds for liability,
either with regard to direct, indirect or consequential damages.
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