April 30, 2014
“When you look at a commodities market you need hedgers and speculators. If
you don't have one, you don't have a market. That's how it works.”
— T. Boone Pickens
Commodity markets are booming, volatility is back and demand for hedging and risk transfer is
rapidly expanding. The opportunity for those firms able to monetize this explosive growth is
incredible. While recent movements in the equity markets and rates have been relatively
muted, commodity markets are seeing some of the biggest moves in a generation.
At the same time, many banks—the traditional beneficiaries of managing hedging demand—are
publicly exiting their commodities businesses. Their departure creates an opportunity to fill the
void and blows open the door to a lucrative alpha that was previously unattainable. This alpha is
liquid, exchange traded, marked to market, transparent and electronically accessed.
What is this alpha?
Exchange-traded options and futures on metals, energy, agriculture, soft commodities, equity
indices, rates and FX allow investors to transfer risk to others. Providing liquidity and carrying
inventory sourced from bona fide hedgers is one reason markets exist. One participant “pays”
another to take on risk he does not want. It is one of the oldest, most traditional and
consistent sources of alpha.
Currently many long/short managers are suffering as momentum stocks crater and correlations
breakdown. This trend could continue. The Russell 2000 index, which is a proxy for
momentum, is reflecting increased hedging activity in the pricing of options. Many equity
managers are trading Russell options, both calls and puts, in order to manage risk and hedge.
Hedging demand in numerous commodity markets is also exploding. Grains and metals are
moving in response to events in Ukraine and Russia. Coffee is up over 80% year-to-date due to
drought and disease across Central and South America. Options prices and implied volatilities
are the highest we have witnessed in years in coffee (see figure 1).
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Figure 1: Historical daily coffee spot prices and 2-month at-the-money implied volatility.

TRADITIONAL ALTS
BENCHMARKS

YTD
Returns

COMMODITY INDICES

YTD
Returns

S&P 500 Total Return Index

+1.89%

S&P GSCI (All Commodity)

+3.46%

HFRX Global Hedge Fund Index

+0.38%

S&P GSCI Crude Oil

+2.97%

HFRX Hedged Equity Index

-0.19%

S&P GSCI Natural Gas

+20.18%

HFRX Relative Value

+0.78%

S&P GSCI Agriculture

+16.72%

HFRX Emerging Markets

-2.38%

S&P GSCI Corn

+15.47%

HFRX Equity Market Neutral

+2.65%

S&P GSCI Soybeans

+16.36%

Barclay Hedge Fund Index

+1.21%

S&P GSCI Coffee

+78.67%

Barclay Fund of Funds Index

-0.22%

S&P GSCI Livestock

+14.11%

Barclay Global Macro Index

-2.10%

S&P GSCI Lean Hogs

+26.05%

Barclay Merger Arbitrage Index

+1.73%

S&P GSCI Softs

+15.77%

S&P Global Property Index

+5.62%

S&P GSCI Grains

+17.06%

S&P Listed Private Equity Index

-2.09%

S&P GSCI Gold

+8.31%

Figure 2: Returns from S&P Dow Jones Indices, Hedge Fund Research and Barclay Hedge. Yearto-date (YTD) returns are through April 30 if data source reports monthly returns and through
May 2 if source reports daily returns.

2

Coffee 2-mo ATM Implied Volatility

Coffe Spot Prices (cents per lb)

Coffee 2-Month ATM Implied Volatility (RHS)

In addition to the recent positive performance across commodity markets, the correlation
between commodities and equities has fallen significantly over the last few years. As
commodities are once again viewed as an uncorrelated asset, investment advisors and asset
managers will increase allocations to the space. The newfound participation in the commodity
markets will generate further demand for transferring risk.
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Figure 3: Six-month rolling correlation between an equally-weighted basket of commodities
(energy, metal, grains, livestock and softs) and the S&P 500.

All of the activity, regardless if driven by geopolitical risks, monetary policy, over-valued equity
prices or even odd weather patterns, is creating increased demand for hedging activity across
multiple asset classes in the face of reduced supply.
There are other important structural shifts taking place that are drastically changing the
industry and creating opportunity for sophisticated investors. Beyond the supply constraints
caused by banks retrenching, access continues to become more automated and electronic. This
absolutely creates a higher barrier to entry for many firms seeking to monetize this alpha.
One untold story behind the recent debate about high frequency trading is that irrespective of
the strategy, asset class or opinion on the matter, advanced technology is a fundamental
requirement just to compete and maintain an edge in the rapidly evolving electronic
marketplace.
All of these factors indicate there is a liquidity void that exists in the marketplace. In the
absence of the banks, the market requires billions of dollars of ready and willing capital to
provide liquidity to the growing number of hedgers and speculators in the markets. This theme
should continue for years.
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Important information regarding the information provided herein.
Not an offer and confidential. This communication is provided for your internal use only. The information contained herein is
proprietary and confidential to Lake Hill Capital Management LLC (“Lake Hill”) and may not be disclosed to third parties or duplicated or
used for any purpose other than the purpose for which it has been provided. Although any of the information provided has been obtained
from sources which Lake Hill believes to be reliable, we do not guarantee its accuracy, and such information may be incomplete or
condensed. The information is subject to change without notice. This communication is for information purposes only and is not intended
as an offer or solicitation with respect to the purchase or sale of any security or of any fund or account Lake Hill manages or offers. Since
we furnish all information as part of a general information service and without regard to your particular circumstances, Lake Hill shall not
be liable for any damages arising out of any inaccuracy in the information.
This document should not be the basis of an investment decision. An Investment decision should be based on your customary
and thorough due diligence procedures, which should include, but not be limited to, a thorough review of all relevant term sheets, offering
documents, strategy descriptions as well as consolation with legal, tax and regulatory experts. Any person subscribing or considering an
investment must be able to bear the risks involved and must meet the suitability requirements of the particular fund (each a “Fund” and,
collectively, “Funds”) or account. Some or all alternative investment programs may not be suitable for certain investors. No assurance can
be given that any Fund or Strategy will meet its investment objectives or avoid losses, including a complete loss. A discussion of some, but
not all, of the risks associated with investing in the Funds or Strategies can be found in the private placement memoranda, subscription
agreement, limited partnership agreement, articles of association or other documents as applicable to the given Fund or Strategy
(collectively the “Offering Documents”), among those risks, which we wish to call to your attention, are the following:
 Future looking statements, Performance Data and Strategy level performance reporting: The information in this
communication is NOT intended to contain or express exposure recommendations, guidelines or limits applicable to a Fund or
Strategy. Investors should understand and consider risks when making an investment decision. This communication is not intended
to aid an investor in evaluating such risks. The terms set forth in the Offering Documents are controlling in all respects should they
conflict with any other term set forth in other marketing materials, and therefore, the Offering Documents must be reviewed carefully
before making an investment and periodically while an investment is maintained. Statements made in this communication include
forward-looking statements. These statements, including those relating to future financial expectations, involve certain risks and
uncertainties that could cause actual results to differ materially from those in the forward-looking statements. Unless otherwise
indicated, Performance Data is presented “net” of Management Fees and other Fund Expenses (i.e. legal, accounting and other
expenses as disclosed in the relevant Fund’s Private Offering Memorandum) and “net” of Performance Fees. Performance Data is
unaudited and subject to revision. Performance Data may be hypothetical, based on simulated or backtested data. Performance
information should not be relied upon as a precise reporting of gross or net performance, but rather merely a general indication of
past performance. Accordingly, the performance is not necessarily indicative of results that the Funds or Strategies may achieve in
the future. If index information is included, it is merely to show the general trend in the markets in the periods indicated and is not
intended to imply that the portfolio was similar to the indices in either composition or element of risk. This communication may
indicate that it contains hypothetical or actual performance of specific strategies employed by Lake Hill, such strategies may comprise
only a portion of any specific Fund’s portfolio, and therefore, the reported strategy level performance may not correspond to the
performance of any Fund for the reported time period.
 Investment Risks: The Funds and Strategies are speculative and involve varying degrees of risk, including substantial degrees of risk
in some cases. The Funds or Strategies may be leveraged and may engage in other speculative investment practices that may
increase the risk of investment loss. Past results of the Funds, Strategies and investment manager are not necessarily indicative of
future performance and performance may be volatile. The use of a single advisor could mean lack of diversification and,
consequently, higher risk. The Funds and Strategies may have varying liquidity provisions and limitations. There is no secondary
market for investors’ interests in any of the Funds or Strategies and none is expected to develop.
 Not Legal, Accounting or Regulatory Advice: This material is not intended to represent the rendering of accounting, tax, legal
or regulatory advice. A change in the facts or circumstances of any transaction could materially affect the accounting, tax, legal or
regulatory treatment for that transaction. The ultimate responsibility for the decision on the appropriate application of accounting,
tax, legal and regulatory treatment rests with the client and his or her accountants, tax and regulatory counsel. Potential Investors
should consult, and must rely on their own professional tax, legal and investment advisors as to matters concerning the Fund or
Strategies. Prospective Investors should inform themselves as to: (1) the legal requirements within their own jurisdictions for the
purchase, holding or disposal of Shares; (2) applicable foreign exchange restrictions; and (3) any income and other taxes which may
apply to their purchase, holding and disposal of Shares or payments in respect of the Shares of the Fund or Strategies.
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