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Biggest  5 Holdings as at 31st October 2002

Best 3 Funds in October Worst 3 Funds in October

8.03.3Europe L/SELS9
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4.215.4Option ArbitrageOA1
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N/A(6.7)Short BiasUSSB6
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*The FT World Share Index in the currency of the respective share class – Source: FT/Bloomberg †1st October 2001

It is a feature of bear markets that they are punctuated by periodic, sharp but ultimately short-lived rallies in share 
prices.  The 7.4% rise in the FT World Share Index during October looks impressive but, in fact, was less than half of 
the gain recorded by the Index between 23rd July and 22nd August which the monthly indices fail to record as it was 
both preceded and followed by big declines.  Indeed, the first nine days of October were a continuation of 
September’s dismal trend and from trough the peak the rally measured 13.6% in just eight trading days.  
Unsurprisingly then, October was another month of high daily volatility with the Index moving by more than 4% on 
one day, by more than 3% on another day, by more than 2% on three more days (all up days so far) and by more than 
1% on a further eight days (one up day and seven down days).  As in July and August, there was no fundamental 
basis for October’s rally.  Admittedly, corporate results were generally in line or better than (very low) expectations 
but, if anything, there was evidence of deterioration in economic conditions with the main US consumer confidence 
indicator falling to its lowest level since 1993.  October’s rally in share prices must therefore be attributed principally 
to technical factors and was essentially no more than a reactive bounce from September’s lows.  

Bear market rallies which lack any fundamental basis probably represent the worst possible conditions for the 
Absolute Fund.  We inevitably lost money on all of our short bias funds but nothing like as much money as they 
made for the Absolute Fund between June and September.  However, the nature of the rally, which was led by big, 
liquid shares (for example, the S & P Composite Index rose by 8.8% but the Russell 2000 Index managed a gain of 
only 3.1%) and which also saw the share prices of the weakest companies which had previously fallen the furthest 
bounce the most, also made life difficult for our long/short managers.  Most of the Absolute Fund’s long/short equity 
managers have been chosen for the outstanding stock-picking skills (both long and short) but this quality was a 
liability rather than an asset in October.  Despite their modest net long bias, all six of our US long/short equity funds 
lost money during the month (ranging from -0.3% to –1.5%) and just 6 of the Absolute Fund’s 24 equity-based hedge 
funds were profitable.  Indeed, the only strategies which made positive contributions to the Absolute Fund’s 
performance were European long/short equity, convertible bond arbitrage and option arbitrage.

Whilst it is obviously disappointing that the Absolute Fund was slightly down in a month when most equity market 
indices (with the notable exception of Japan) were up significantly, the performance of the Absolute Fund continues 
to be far superior over any longer time period.  Moreover, our failure to make money in October was not atypical 
within our peer group with both the CSFB Tremont Hedge Fund Index and HFR Funds of Hedge Funds Index also 
posting negative returns over the month. 



Not least as investors in the Absolute Fund ourselves, we are acutely aware that we have not made any money for 
five months, the longest period of barren performance we have suffered since we devised the strategy adopted for the 
Absolute Fund almost four years ago.  We were able to invest profitably and consistently in 2000, 2001 and the first 
five months of 2002, periods when the FT World Share Index fell by 7.7%, 13.5% and 4.2% respectively in local 
currency terms, so why have we struggled since June?  The truth is that the behaviour of financial markets over the 
last five months has been the most extraordinary we have seen not only over the last four years but in our entire near 
twenty-year careers. The problem has not been the fact that the FT World Share Index has fallen by 18.2% (as we 
have proved that we can make money in a falling market) but the extreme volatility which has accompanied it.  As 
intimated on the previous page, share prices currently seem to have de-coupled from individual company 
fundamentals and instead are hostage to sudden shifts in market sentiment, liquidity and momentum.

This period of volatility is without precedent both in its intensity and duration and, in our view, can be only a 
temporary phenomenon.  We acknowledge that investors are concerned about the possibility of a US invasion of Iraq 
and the threat of further terrorist acts but, in the long term, share prices are determined principally by the economic 
climate and prospects for individual companies.  The stock markets’ roller-coaster ride has left a host of anomalies 
which will provide rich pickings for the Absolute Fund’s equity-based managers (both long- and short-bias) when 
overall market volatility falls and investors become more discerning again.  Encouragingly, we note that the OEX 
Volatility Index (which is probably the most closely-watched measure of market volatility in the US) has fallen 
significantly since the beginning of November and is back down to levels not seen since June.

The performance of the Absolute Fund would certainly have been a little better over the last few months if we had 
retained a much greater proportion of it in convertible bond and other arbitrage-based strategies.  However, having 
weathered the storm with relatively little damage, we think that it would be wholly wrong for us now to be reactive in 
our investment strategy by re-building exposure to arbitrage funds at the expense of equity-based funds.  Although 
we will always looking for better funds, will continue to operate a process of displacement and will be merciless in 
weeding out incumbent funds which breach our stop-loss limits, we intend to persevere with the 50:50 split between
arbitrage and equity-based hedge funds.  We believe that equity-based hedge funds provide us with the best 
opportunities for double-digit returns which most arbitrage-based funds can only access by employing levels of 
financial leverage with which we are uncomfortable.  Paradoxically, even though we are currently enduring our 
worst ever period of performance, our conviction in our asset allocation and fund selection has never been greater. 

Outlook

Asset Allocation by Strategy (as at 31st October 2002)
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Manager’s Track Record & Summary Statistics
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NB: The monthly returns in the shaded portion of the ‘Manager’s Track Record’ table are those of a portfolio previously managed by the Investment 
Manager of the Absolute Fund. Together with other almost identical portfolios, it was the forerunner of the Absolute Fund in terms of both 
investment strategy and procedures and its investments have been absorbed into the Absolute Fund. Returns prior to October 2001 have been adjusted 
to reflect the Absolute Fund’s scale of fees. Figures from October 2001 onwards are for the Class A (Principal series) shares of the Absolute Fund.
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General Information

Risk Warning

The Absolute Fund Ltd. (the “Company”) is not a recognised collective investment scheme for the purposes of the Financial 
Services and Markets Act 2000 (the “Act”).  This document is issued by Absolute Fund Management Ltd. (“AFM”), which is 
regulated by the Financial Services Authority and is being communicated only to persons (each a “permitted recipient”) of the 
kind to whom both (1) the Company is permitted to communicate financial promotions pursuant to The Financial Services and 
Markets Act 2000 (Financial Promotion) Order 2001 (the “Order”) and (2) AFM is permitted to communicate financial 
promotions relating to the Company or otherwise promote the Company under the Financial Services and Markets Act 2000 
(Promotion of Collective Investment Schemes) (Exemptions) Order 2001 (the “CIS Order”).  It may not be passed on or 
communicated by the recipient to any other person.  Such permitted recipients include existing shareholders of the Company, 
authorised persons and other investment professionals under Article 19 of the Order and Article 14 of the CIS Order.  It does 
not and is not intended to constitute an offer or solicitation to purchase shares of the Company which may only be made on the 
basis of the latest private offering memorandum of the Company and the risk and other disclosures made therein.  Persons who 
do not have professional experience in participating in unregulated collective investment schemes should not rely on the 
information contained herein.  The rules made under the Act for the protection of private customers do not apply and the 
Financial Services Compensation Scheme will not be available for investments in the Absolute Fund.  Past performance is not 
necessarily a guide to  future  performance and the value of an investment can go down as well as up. Investors may not get 
back the full amount originally invested. The value of overseas investments may be influenced by changes in exchange rates.

AFM is regulated by the FSA

Size of Fund: US$ 60.0 m
No. of Holdings: 46   
Share Classes: US$, £, €
Basic Fee: 1%
Incentive Fee: 15% of gains between 6% and 24% 

p.a.
High Water Mark: Yes
Dealing: Monthly (35 days notice for 

redemptions)
Min. Investment: US$100,000
Fund Domicile: Cayman Islands
Listing: Irish Stock Exchange

Investment Absolute Fund Management Ltd.
Manager: 33, St. James’s Square

London   SW1Y 4JS
Telephone: +44 (0) 20 7661 9342
Website:  www.absolutefund.co.uk
Contact: Christopher Aldous

Administrator: International Fund Managers 
(Ireland) Ltd.
IFSC House
International Financial Services 
Centre
Dublin 1
Telephone: +353 1 670 0660

Contact: Andrew Martin

www.absolutefund.co.uk
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