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ANDREWKELLY
Hedge fund manager
tells TimSharp of the
value of being away
from noise of the City

Success lies in keeping it simple

THE hedge fundwith
one of the strongest
claims to being the
best in Europe is not
being run out of a
trendy Mayfair office

or a Swiss investment bank but
from Edinburgh city centrewhere
staff at tiny investment boutique
Cartesian have made investors a
return of 31.14% in the past year
even as markets plummeted.
Hedge funds have been
criticised for aggressive bets
against ailing banks but on the
flip-side many have attracted the
ire of investors because, despite
being bought to provide steady
absolute returnswhatevermarket
conditions, they have seen losses
mount. The average hedge fund
has lost 10.82% in the last 12
months.
One notable exception is
the £160m Ignis Cartesian UK
Equity Long-Short fund run by
the tight-knit investment trio of
AndrewKelly, David Stevenson
and Jeremy Hall. The fund is
up 85.31% since launch in
April 2006, ranking it as the top
performing European long-short
hedge fund over that period from
a field of 129. It is also the top
fund over the last year.
It is a remarkable success
for a business thatwas only
established in 2005when
Kelly and Stevenson left SVM
Asset Management to set up
on their own.The business is a
50/50 joint venturewith Ignis
Asset Management, formerly
ResolutionAsset Management,
which provides most of the
administration support.
The pair has since been joined
by Hall and Susan Rafferty,
who runs the office in the city’s
Melville Street, both also from
SVM.
Kelly,who takes a lead on the
hedge fund, said: “Pretty much
from starting the fund two-and-a-
half years agowe adopted a fairly
cautious viewof theworld.
“We saw enough to regard the
financial sector as a problem from
early last year andwewere early
into a cautious viewon areas like
property and areas like banks.”
The benefit of a running a long-
short equity hedge fund is that
the manager can not only buy
shares in companies they think
are going to dowell – their long
book – but they can bet against
companies they think are going
to perform poorly by borrowing
shares and selling them in the

hope that they can profit by
buying them back later at a lower
price, so-called shorting.
Among the areas targeted on
the short side by Cartesianwere
resources companieswhich the
fund has been shorting since
2006. Despite losing money as
the sector soared, even through
the early months of this year,
Kelly upped the short positions
over the summer and benefited as
investors pulled out.
The companywas also among
the much criticised hedge funds
that shorted banks.
“We closed those out in the
middle of the year, in hindsight
way too soon. The realitywaswe
found other areas that people
were not involved in such as
the mining sector and resource-
related stocks.”
Kelly is clearly anxious to
dispel the image of ruthless
spivs taking advantage of others’
problems to make a quick profit.
“Wheneverwe short a
company the expectation is that
it is not a short-term trade, it
is based onwhether the shares
will materially underperform
the market over a reasonably
extended period of time.We
would regard them as long-term
investment decisions.”
“We think best a long time
ahead of putting positions in.We
have to think ahead of possible
problemswith companies long
before the market recognises it.
“Wewent into last summer,
which marked a turning point
formarkets,with a net exposure
of zero. Our short bookwas as
big as our long book.We had
short positions on around 40
companies. The reality is we got
to 40 by having 37 the month
before.You cannot create 40
short positions overnight.”
Kelly comes overmore as a
reassuring if cautious accountant
than aggressive trader. His back-
ground is not on the trading desk
of an investment bank. Rather he
is a trained actuarywho came to
Edinburgh in the late 1980s to
work for Standard Life.
He sees Cartesian’s investment
philosophy as farmore in keeping
with the long-term ethos of
traditional investment trusts than
the sometimes aggressive hedge
fund community in London.
“When I startedworking
in Scotland in 1987 the story
back then, certainly from the
investment community in
Scotland,was about conservatism

and long-term investing. That
probably doesn’t fit well with the
idea of running a hedge fund
but thewaywe operate, all our
investment decisions are long
term.We are not changing the
portfolio around every day.”
The Cartesian team tends to
work on a five-year investment
horizon and Kelly is a strong
advocate of the merits of
common sensewhen investing,
noting “there are timeswhenwe
do not have to think too hard”.
He added: “If the average
person cannot afford to buy a
house then it probably means the
average house price is too high. I
thinkwhat is probably surprising
is how the market reacted to that
information, how it failed to take
a longer-term view.”
The teamworks very closely
together on the running of
their £600m-strong portfolios.
Kelly takes the lead on the Ignis
Cartesian UKEquity Long Short
fund,which charges a basic fee
of 2% and takes 20% of absolute
returns. Jeremy Hall is in charge
of the £50m Ignis Cartesian
130/30 fund, essentially a
conventional fund that allows
some degree of shorting and
is open to private investors.
Stevenson heads up the long-only

Cartesian UKOpportunities fund
that comprises the bulk of assets.
“We all workvery closely
together.We all sit within six feet
of each other,we do discuss ideas
and there is consistency across
the portfolios.
“We act as both analysts and
investment managers of the
funds. There is not a reporting
processwhere analysts go away

and think about things and
then give ideas to the portfolio
managers.We do both.”
A lot of time is spent exploring
scenarios for the months ahead.
“We talk around issues such
aswhat happens if there is a
sharp recovery in the next year.
We don’t think that its going
to happen butwe have to think
about the situation and do our
preparation before it happens.”

A key element in the company’s
structure is its relationship
with Glasgow-based Ignis
Asset Management, formerly
ResolutionAsset Management. It
provided capital for the business
and continues to undertakes sales
and administrationwork for the
business, handling compliance,
information technology and
“paying the bills”. In return Ignis
gets a share of the revenue. The
rest is split between the four
Cartesian partners.
“We alwayswanted a structure
wherewe could spend a
significant majority of our time
running our funds.
“It is quite a straightforward
structure. It sounds slightly blase
butwe are not left worrying
aboutwhether somebody needs
a pay rise or somebody doesn’t.
We are all highly motivated
to performwell. In terms of
that revenue split, it is highly
likely that if we performwell
performance feeswill be the
majority of our revenues so that
is quite motivating aswell.We
clearly have a vested interest in
making Cartesianworkwell as a
business.”
Kelly views the company’s
location as important to the
way theywork. “It is highly

valuable being away from some
of the noise and some of the
gloom in other parts of the
market.Aswe manage the funds
we try to take an independent
view from the noise of the City.
That environment now is more
valuable than ever.”
Of course there is more to
a hedge fund than its short
positions. The long book on the
hedge fund closely resembles the
portfolio of the long-only Ignis
Cartesian UKOpportunities fund.
This has struggled in absolute
return terms as markets have
plummeted, returning -31.65%
slightly ahead of the FTSEAll-
Share index at -32.24%. It is still
outperforming most of its peers
with a position of 87out of 332 in
its sector.
The 130/30 fund,which
employs an element of shorting,
is down 18.85% over 12 months.
“Our long bookhas done fine.
Although it is not immune to the
impact of falling marketswe can
still find companies that are going
to outperform. Some companies
will copewith these conditions
better than others.”
The portfolio is heavywith
companies such as utility
National Grid, transport
company FirstGroup and food

retailerTescowhose businesses
should be more resilient to the
ecoomic downturn than others.
The team is also bullish
about the prospects for non-
life insurance companies such
as Royal SunAlliance because
“people still have to insure their
cars, still have to insure their
home,”Kelly said but the sector is
also benefiting from a shortage of
capital that is boosting the rates
they can charge.
The hedge fund can borrow
money to amplify returns and
Kelly said the fund’s “natural
stance” is to be 1.5 times geared.
But at the moment overall
exposure is around 90%with
45% each in long and short
positions and the rest in cash.
“What has happened over
the course of this year, volatility
has been increasingly high. That
means performance flies around
all over the place.We have
reduced the gearing as a simple
investment rule is do not pretend
you knowwhat exactly is going
on in the market all the time.”
Kelly reckons the company
yearwill be marked by share
offers by a number of companies
as they seek alternatives to
the bank finance theywould
previously have utilised.
“I think that 2009will be
marked by companies having to
raise equity.”
ForCartesian the coming year
could see a so-called soft-close
of the hedge funds only existing
investors are allowed to keep
putting money in.
“We have indicated a soft
close at the £200mmark.What
wewant to do is allowpeople
who have been good supporters
to us to date the chance to
keep investing.We have always
maintained there is a limit to how
muchwe can manage under the
approachwe use.”
“There is a danger you grow
you put more and more positions
into the fund simply because
you cannot get the positions.We
operate in a universe of 400 to
500 companieswe can practically
take positions in.”
He thinks that the fund,which
has a minimum investment level
of €250,000 (£238,000), can
sustain a maximum of 30 long
positions and 50 shorts.
But he dismisses the idea that
the teamwill launch further funds
in an effort to attract assets.
“We are very positive about
Cartesian’s prospects.We have
got three product areaswith a
broad range of clients both retail
and institutional and the key is
clearly to keep performingwell
in these areas.We can grow the
business from current levels
three to four times the level of
current assetswithout having to
overcomplicate things.
“We are not empire-building
at all. The main thing is to keep
things simple.”

‘Wealwayswanted
astructurewhere
wecould spenda
significantmajority
of our time running
our funds’
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Manufacturing
continues to
decline sharply ContinuedfromPage26

strong. Thiswas the first such
yea r-on -yea r inc rea se
reported by John Lewis since
September.
In the Bank of England
credit conditions survey,
lenders attributed the reduced
availability of mortgage
finance to “the changing eco-
nomicoutlookand…expecta-
tions for the housing market”.
Banks and building societ-
ies reported that demand for
home loans for house pur-
chase and remortgaging had
been “stable”.
Lenders also reported
they had cut the amount of
unsecured credit they were
prepared to make available
to households and small
businesses. The survey states
this was “driven primarily
by concerns about the eco-
nomic outlook”. Losses on
unsecured loans in default
were reported to have risen
by more than anticipated.
Lenders were surprised
household demand for unse-
cured borrowing fell in the
three months to mid-Decem-
ber. There was also a larger-
than-expected fall in demand
from small businesses for
unsecured credit during the

quarter. On unsecured lend-
ing other than that on credit
cards, lenders said spreads
had increased during the
three months to mid-Decem-
ber and forecast they would
rise further.
Credit availability to larger
corporates was reduced
during the quarter by more
than lenders themselves had
anticipated.
The survey states: “The
reduction in the availability of
credit was associated with a
reduction in maximum credit
lines, increasing collateral
requirements, and declining
loan-approval rates. Over the
next three months, lenders
expected further tightening
in these factors.”
Lenders blamed “the
changing cost and availability
of funds” for contributing to
the decline in credit available
to corporates. They also cited
“concerns about the econom-
ic outlook, changing sector-
specific risks and a reduction
in … appetite for risk”.
Interest-rate spreads on
new lending to corporates
increased by more than
expected during the three
months to December, as did
fees and commissions. Fur-
ther increases in spreads and

fees are anticipated by lenders
in the current quarter.
Lenders said falls in com-
mercial property prices had
led them to make less credit
available to the commercial
real estate sector.
Default rates on loans to
medium-sized and large cor-
porates increased further,
although lenders noted this
was from a low level. Losses
on loans in default were
reported to have increased
by more than expected, with
lenders attributing this to
falling collateral values.
Furthersignificant increases
in both default rates and asso-
ciated losses are forecast by
lenders in the current quarter.
The survey observes that,
while demand for new credit
facilities from medium-sized
and large corporateswas said
by lenders to have fallen by
more than anticipated over
the past three months, draw-
downs on existing committed
credit lines were reported to
have increased. These trends
are expected to continue.
L ende r s meanwh i l e
reported a “material decline”
in corporate demand for
credit for capital investment
over the three months to
mid-December.
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UKmanufacturers shed staff
in December at the fastest
pace since comparable
records began in January
1992, as activity in the sector
continued to plunge, a key
survey showed yesterday.
The Chartered Institute
of Purchasing and Supply’s
purchasing managers’ index
formanufacturing, a compos-
ite measure of activity in the
sectorwhich includes output,
new orders and employment,
came in at 34.9 in December.
This was the second-weakest
reading in the 17-year history
of CIPS’ manufacturing sur-
vey,well below the level of 50
which separates expansion
from contraction and only
marginally aboveNovember’s
record lowof 34.5.
Based on the average PMI
reading, CIPS said the per-
formance of the UK manu-
facturing sector during 2008
had been the weakest in any
calendar year since its survey
began. It added that this was
also the case regarding the

trends in output, new orders
and employment.
The survey also showed
the manufacturers had to
cut their prices in Decem-
ber as economic conditions
deteriorated rapidly.
RoyAyliffe, director of pro-
fessional practice at CIPS,
said: “Therewas little to cele-
brate at the end of 2008 as the
unremitting global economic
challenges drove the UK
manufacturing sector into a
deeper state of despair.As the
sector performed at near to
its worst in the PMI’s 17-year
history, there were murmurs
of a recession similar to that
seen in the early 1990s.
“Purchasing managers
operating at the heart of
manufacturing firms again
relayed dismal production
and new order activity.While
businesses of all sizes suffered
a sharp drop in levels of out-
put, it was the smaller firms
which experienced the fastest
rate of contraction.
“Consequently, companies
were forced to axe staff at a
record rate. What’s more, it’s
clear theUKis not in isolation.

Even the weakening pound
did little to encourage over-
seas activity as the economic
crisis continues to make its
markacross the globe.”
Howard Archer, chief UK
economist at consultancy
IHS Global Insight, said:
“The (CIPS) survey suggests
that manufacturing output
contracted at an even sharper
rate in the fourth quarter of
2008, after it declined by 1.6%
quarter-on-quarter in the third
quarter and by 1.0% quarter-
on-quarter in the second.
“Specifically, the purchas-
ing managers’ index averaged

36.7 in the fourth quarter,
which was down markedly
from 43.5 in the third quarter
and 48.7 in the second.While
manufacturing output only
accounts for 14.3% of total
national output by value-
added, this reinforces fears
that GDP (gross domestic
product) declined at a signi-
ficantly sharper rate in the
fourth quarter than the 0.6%
quarter-on-quarter decline
seen in the third quarter.”
Hetal Mehta, senior eco-
nomic advisor to the Ernst &
Young ITEMClub think-tank,
said: “Though the pace of

contraction eased slightly, the
survey results still point to a
severe drop in manufacturing
activity. Ourshort-termmodel
suggests that manufacturing
output declined by nearly 3%
in 2008Q4,withGDPlikely to
have fallen by more than 1%.”
Archer observed CIPS’s
latest survey“showed sharply-
diminishing inf lationary
pressures as manufacturers’
pricing power is destroyed
by sharply-contracting out-
put and orders”. He added:
“Indeed, output prices fell in
December for the first time in
40 months.”
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CRUDE oil prices plunged
by around 8% at one point
yesterday but staged a strong
recovery late in the session in
thin post-holiday trading as
global stockmarkets extended
a rally to a two-week high.

The bitter Israeli-Hamas
conflict in Gaza and the
Russia-Ukraine gas dis-
pute also helped supported
petroleum prices.
US light, sweet crude
settled $1.74 higher at $46.34
a barrel, having earlier
touched a lowof $41.05.
North Sea Brent rose $1.32

to settle at $46.91 a barrel in
London dealing.
Trad ing was c lo s ed
Thursday forNewYear’s Day.
Crude rose $5.57 on
Wednesday, the last trading
day of 2008, to settle at $44.60
after Russia threatened to
cut off natural gas supplies
to Ukraine. Russia followed

through with that threat on
Thursday, though both coun-
tries said they would keep
supplies to the rest of Europe
flowing.
Russia continued to with-
hold supplies to Ukraine
yesterday as talks between
the two remained suspended,
according to Russian media

reports. No interruptions out-
side Ukraine were reported.
The row could create new
doubts about Moscow’s reli-
ability as an energy supplier
and fuel suspicions in the
west – already running
high since Russia’s war with
Georgia last August – that
the Kremlin bullies its pro-

western neighbours.However,
similarpast disputes rarely had
an impact on oil flows.
Meanwhile, UKwinter gas
prices fell yesterday, despite
the dispute between Russia
and Ukraine.
The UK gets little gas from
Russia but a drop in Russian
gas exports to continental

Europe could make Euro-
pean traders reluctant to sell
into the UK through pipeline
links to the Netherlands and
Belgium.
Plentiful gas production
from theUK’s own fields,Nor-
way and storage sites kept the
national networkcomfortably
suppliedwith gas, pushing gas

prices for the weekend down
1.75p to 56.75p per therm and
Monday contracts down a
penny to 59p.
“Everything looks quite
comfortable and nobody
seems to be putting any risk
in with the Russian-Ukraine
problems,” one UKgas trader
said.

Crude oil prices extend rally to two-week high on Middle East tensions

Lenders hike margins on
mortgages and cut credit
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