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Product Group

Hedge Funds

In this information sheet, Commerzbank provides information on the underlying
characteristics as well as the opportunities and risks of the hedge funds product

group.

General characteristics and investment opportunities

In a hedge fund, a capital management company pools the
money of many investors. The company invests the funds in dif-
ferent assets according to a defined investment strategy and fol-
lowing the principle of risk diversification and manages them pro-
fessionally. The price of a fund unit depends on the price
performance and the income generated by financial instruments
held by the fund, such as securities and derivatives, and may
therefore be subject to considerable fluctuations. However, a
broad risk diversification reduces the reliance on the performance
of individual financial instruments. This diversification effect de-
creases, though, if the investment fund is dedicated to specific in-
vestment themes, such as specific countries, sectors or curren-
cies.

Hedge funds are classified as so-called "alternative investments".
There is no generally recognised definition for alternative invest-
ments. Rather, alternative investments are a collective term for
various types of investment that cannot be assigned to the tradi-
tional asset classes of equities, fixed income and real estate.
They are the alternative to traditional types of investment. There
is also no precise definition of the term hedge fund. The term
“hedge” usually refers to a hedging transaction to minimise poten-
tial losses. As such, the term can be misleading, as hedge funds
do not focus on hedging activities, but rather on strategies for in-
creased return generation through the intentional assumption of
elevated risks. Hedge fund performance is particularly determined
by the decisions of the fund's management. If the management's
market predictions are not realised, investors may be exposed to
high capital losses or even a total loss of capital.

Typical product characteristics

Hedge funds are generally subject to few restrictions on asset se-
lection as well as investment strategies and instruments. They
are often subject to lower regulatory standards as many of them
are based in financial offshore centres. Hedge funds generally
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pursue the goal of generating positive absolute returns independ-
ent of market trends (so-called total or absolute return strategy).
They can use all financial instruments available on the financial
markets, independent of a benchmark. Hedge funds invest in
high-risk assets. This means they may invest some or all of their
funds in risky transactions. These include, among others, the ac-
quisition of high-risk securities, short selling, the use of deriva-
tives, investments in commodity futures and the use of leverage
through credit financing or other forms of financing.

Using a wide variety of investment and trading strategies as well
as instruments, a hedge fund may enter into unique risk-reward
positions. Most hedge fund managers, however, focus on specific
strategies, such as Relative Value, Event Driven, Global Marco,
Equity Hedge, Managed Futures. Some strategies pursue ambi-
tious return targets with a high potential for return but also for
loss, while others aim for steady performance over time. Hedge
fund managers usually have an ownership interest in the capital
of the hedge fund they manage. Moreover, the remuneration
structure can differ significantly from those of conventional invest-
ment fund managers. Furthermore, in contrast to traditional in-
vestment funds, assets values are not determined on a daily ba-
sis, but only at specific, longer periods, which means that the
current market value of the investment may not be available. For
hedge funds, the terms and conditions may specify that unit pric-
ing and redemption only take place on defined dates.

Hedge funds can also be designed as so-called funds of funds,
i.e. the capital management company itself does not invest the in-
vestors' money directly in suitable assets, but invests in a variety
of hedge funds. Typically, funds of funds invest in several hedge
funds to achieve a sufficiently broad risk diversification.
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Material risks of the product group

By investing in hedge funds, investors benefit from return oppor-
tunities, but are also exposed to additional material risks. These
include the following:

Risk of loss - The price of a fund unit depends on the price perfor-
mance and the income generated by financial instruments held by
the fund, such as securities and derivatives, and may therefore
be subject to considerable fluctuations. Factors that are beyond
the scope of rational analysis are also relevant in the pricing pro-
cess. In this context, the psychology of market participants plays
a significant role. When sold, the proceeds may be less than the
value of the original capital invested.

Issuer risk, i.e. investors are exposed to a default risk on the part
of the issuer of the securities held in the fund if there is no collat-
eral or insufficient collateral in the event of realisation. Sustaina-

bility-related decisions relating to the environment, social aspects
and corporate governance also impact on the credit quality.

Interest rate and price risk - When interest rates rise, bond prices
held by an investment fund generally fall. A downgrade in the is-
suer's credit rating reduces the value of a security during its term.
Asset prices are subject to unpredictable and often strong volatil-
ity on the capital markets. In addition to company-specific factors,
political and general economic trends - the economic risk - are
also key drivers of asset prices.

Leverage risk - Hedge funds frequently use credit financing to in-
crease investment returns. This may result in additional risks
such as the need to sell assets to repay debt or the need to close
uncovered forward transactions because of margin calls at an un-
favourable time.

Risk through short selling - If the fund manager uses this strategy,
the risk of loss is theoretically unlimited, since the short seller
must buy the borrowed securities at current market prices to re-
turn them within the agreed time period.

Foreign currency risk - The fund as well as the assets held in it
may be denominated in either euro or a foreign currency. If de-
nominated in a foreign currency, investors are exposed to ad-
verse changes in the exchange rate of the foreign currency.

Liquidity risk - During the term of the securities held in the fund,
the fund may not be able to sell a security or may only be able to
sell it at a possibly much lower price.

Holders of investment fund units are subject to special risks, for
example that unit redemption may be temporarily suspended due
to insufficient fund liquidity, for example in the event that many in-
vestors wish to redeem their units at the same time, or that a fund
may be liquidated in an orderly manner.

When funds experience liquidity shortages, fund management

companies have certain options to address them. They may, for
example, introduce redemption notice periods. This means
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investors would have to notify the fund company of their intention
to redeem their fund units some time in advance.

The fund company may also impose redemption restrictions. For
example, fund companies may choose not to meet redemption re-
quests for a certain period of time, or only partially, if the number
of redemption requests exceeds a certain threshold.

Furthermore, a fund company may allocate transaction costs aris-
ing from unit redemptions or unit issues based on the cost origi-
nators. These transaction costs may be included in the calcula-
tion of the net asset value of a fund, up to a predefined rate.

These options are intended to prevent fund companies from hav-
ing to completely suspend unit redemptions, which would be even
more detrimental to investors.

Further information and costs

For further details on these aspects and the product, please refer
to the relevant sales prospectus and basic information sheet. In
principle, inflation trends impact your investment performance. A
resulting loss of purchasing power affects both the income gener-
ated and your capital invested. When acquiring, holding and
eventually selling securities and derivatives, costs will impact re-
turns. For further details, please refer to the respective cost infor-
mation before entering into a securities transaction.

For further details on the characteristics and risks of the products,
please refer to the brochure “Basic Information on Securities and
Other Investments”.
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