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The Curse of Correlation

This is a humbling business. Last month we were able to
boast new all-time highs in Absolute Focus’s share prices.
This month we need to explain our biggest ever monthly loss,
albeit of a size which probably all of our peers can only envy.
August featured the most violent re-pricing (downwards) of
‘risk’ assets since the demise of Lehman in October 2008.
Down by 13% at one stage in the month, the FT World Share
Index clawed back some its decline to finish August with a loss
of 6.8%. Although August was particularly brutal, stock market
indices have now fallen four months in a row and cumulative
losses over that period amount to 12% in the FT World Share
Index and 11% in the UK's FTSE 100 Index. Year-to-date,
those indices are now down by 7% and 9% respectively. Be-
traying its directional bias once again, the peer-group HFR
Equity Hedge Fund Index declined by 4.2% in August, has lost
6.9% over the last four months and is down by 3.5% year-to-
date. In contrast, Absolute Focus is down by less than 1%
over the last four months and continues to be up for the year.
This is no mean feat in the circumstances.

As we have noted many times before in these monthly reports,
Absolute Focus’s strategy is deliberately constructed to pro-
vide an investment which is substantially hedged against di-
rectional swings in stock markets. Instead, returns are derived
mainly from the abilities of the underlying managers to whom
we allocate to find shares which are mispriced either entirely
anomalously or as a result of corporate change. Dispersion in
share prices is therefore the lifeblood of Absolute Focus as it
provides attractive entry points and profitable exit points. Un-
fortunately, the dispersion we rely on has been almost non-
existent over the last few months as investors have become
fixated by the slow-motion car crash that is the euro. Indeed,
share price correlations in August reached new records, sur-
passing previous highs set in the October 1987 crash. We at-
tribute August’s performance to the extremely high correlation
which made stock-picking largely redundant and to indiscrimi-
nate selling by investors who were using leverage or margin.

Of course, in such a month there were bound to be some in-
dividual disappointments amongst Absolute Focus’s invest-

are reviewing EELS1’s place in the portfolio, at least at its cur-
rent size, because we find it hard to understand why the fund’s
net exposure continues to be close to 40% given the uncer-
tainties in Europe. With the benefit of hindsight, the timing of
our purchase of JELS2 at the beginning of August was lousy
and EELS4 (-3.3%) was simply unlucky as its largest short
position in Autonomy was bid for by Hewlett Packard at an
unbelievable premium of more than 70%. The 30% decline in
Hewlett Packard’s stock price since the deal was announced
says it all.

On a more positive tack, PI1 (+4.5%) did its job and was a
better-timed recent purchase at the beginning of May. US eg-
uity long/short fund USLS5 (+3.0%) delivered yet again and is
now up by more than 35% year-to-date. The current disarray
and high levels of correlation in financial markets is certainly
creating some outstanding opportunities which Absolute Fo-
cus’s managers are primed to harvest when the euro’s fate be-
comes clearer. For the time being, however, many are operat-
ing with lower levels of exposure than usual, focusing more on
controlling risk than on generating big returns. Much as our
managers would like to make 1% every month, there are times
when protecting capital has to become the prime objective. By
doing this, profits in the future will not be needed just to recoup
earlier losses but will instead propel Absolute Focus’s share
prices beyond last month’s highs.

Our aversion to losing money is such that a loss of 1.6% would
usually have us wallowing in despair. However, we didn’t
make any heinous mistakes in August (and there were plenty
of double-digit losses amongst hedge funds), we have high
conviction in most of what we already own and we have an
outstanding pipeline of new funds which we are transitioning
into Absolute Focus’s portfolio. On 1st September, we made
a new investment in San Francisco-based USLS9. We con-
tinue to believe that the developed world is destined for years
of lacklustre growth as years of excess debt are purged from
the financial system and we expect to deliver strong returns in
such conditions. In the short term, however, we just need the
politicians to end the uncertainty of the euro.

ments. USLS1 was the month’s biggest loser but we have
always recognised the risks within its concentrated and long-  Charles Hovenden & Andrew Wheeler
biased portfolio which is why the investment is half-sized. We  21st September 2011
Results
are 3 A AUCQ | pa o-date
Fund (%) FT World (%) Fund (%) FT World (%)
Class A - US$ US$122.34 (1.62) (7.18) +0.48 (4.07)
ClassB-£ £123.87 (1.61) (6.42) +0.68 (7.76)
*Index in the currency of the respective share class — Source: FT/Bloomberg
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ABSOLUTE FOCUS FUND

Biggest 5 Holdings as at 31st August 2011

Name of Fund

AUGUST 2011

| Size %

Strategy | August (%) |Year-to-date (%)

USLS5 8.4 US Equity Long/Short +3.0 +35.6
USLS2 7.3 US Equity Long/Short (2.4) +8.2
JELS1 6.9 Japanese Equity Long/Short (2.6) (0.1)
EELS2 6.7 European Equity Long/Short +0.5 +4.4
EELS1 6.6 European Equity Long/Short (4.6) (5.1)
Best 3 Funds in August Worst 3 Funds in August
Name of Fund (size) Strategy August ‘ YTD% Name of Fund (size) Strategy ‘ August YTD%
A %
Pl1(3.2%) Portfolio Insurance +4.5 (0.6) USLS1 (3.2%) US EqL/S (8.6) +2.9
USLS5 (8.4%) US Equity L/S +3.0 +35.6 EELS1 (6.6%) European Eq L/S (4.6) (5.1)
USLS4 (2.8%) US Equity L/S +1.2 (1.6) JELS2 (5.6%) Japanese Eq L/S (4.5) (2.5)

Full Track Record & Summary Statistics (Class B - £)

| Jan | Feb | Mar | Apr | May | June

July | Aug |

| Oct | Nov | Dec |

2005 0.98 | (0.05)| 0.77 | 1.83 3.57
2006 | 2.13 | (0.19)| 0.94 | 0.99 | 0.25 | (0.99) | (1.61) | 0.88 | 0.32 | (0.36) | 0.30 | 1.86 4.55
2007 | 023 | 112 | 1.08 | 059 | 1.72 | 1.17 | 0.17 | (0.11) | 0.66 | 2.59 | (0.87) | 0.70 9.39
2008 | (0.65)| 0.76 | (0.51) | 0.54 | 0.57 | 0.93 | 0.27 | 0.19 |(0.72) | (1.01) | 1.12 | 0.24 1.72
2009 | 0.60 | 0.15 | (0.69) | (0.99) | 1.48 | 0.02 | (1.18)| 0.05 | 0.57 | (0.12) | (0.15) | 0.72 0.43
2010 | 0.00 | 0.03 | 0.47 | 0.28 | (0.83) | (1.35)| 0.68 | (0.09) | 0.75 | 0.59 | 0.66 | 0.49 1.67
2011 | 0.64 | 1.03 | (0.05) | (0.15) | (0.19) | 0.27 | 0.76 | (1.61) 0.68

Annual Rate of Return

Standard Deviation

Sharpe Ratio (@ 3% risk free)

Correlation FT World Index (Local)

Biggest Monthly Loss

Biggest Peak-to-Trough Drawdown

Source: Absolute Fund Managers LLP

General Information

Description: Equity-focused fund of hedge funds

Firm AuM: US$86.3m/£53.0m

No. of Holdings: 17

Share Classes: USS$, £ and Euro

Basic Fee: 0.50% p.a.

Incentive Fee:  15% of profits

High Water Mark:Yes

Dealing: Monthly (with 35 days notice for
redemptions)

Min. Investment: US$100,000

Fund Domicile: Cayman Islands

Listing: Irish Stock Exchange

Risk Warning

The Absolute Focus 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 Managers LLP (“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

Absolute Fund Managers LLP is authorised and regulated by the Financial Services Authority

Investment
Manager:

Absolute Fund Managers LLP
Marquis House, 67/68 Jermyn Street
London SW1Y 6NY

Telephone: +44 (0) 20 7925 8078
Contact: Andrew Wheeler

Northern Trust International Fund
Administration Services (Ireland) Ltd.
George’s Court, 54 -62 Townsend Street

Administrator:

Dublin 2
Telephone: +353 1 670 0660
Contact: Darran Walsh

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 Company. 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. Source: Absolute Fund Managers LLP
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