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HEDGE FUNDS

Diapason launches hedge fund strategy playing energy arbitrage opportunities in liquid futures

Author: Margie Lindsay

Source: Hedge Funds Review | 24 Jan 2013

Independent commodity asset manager Diapason Commodities M anagement is launching a hedge fund trading spreads between commodity
future contracts using a proprietary model of the refining industry.

An innovative strategy exploiting arbitrage opportunities in the energy market is being opened for investment by Diapason Commodities
M anagement, an independent commodity asset management company with more than $7 billion of assets in commodities.

Diapason Relative Value Petroleum Industry Fund, due to start live trading in the first week of February, trades spreads between commodity
future contracts using a proprietary model of the refining industry to determine the equilibrium relationship between crude oil and refined
product prices.

Around three years ago Diapason started looking at how it could determine the relationship between input and output in any business. in
particular refineries, says Edouard M outon, head of quantitative research. The idea, he says, could be used for other areas such as electricity.
“We decided to focus on the oil market. These are the most liquid markets in the commodity world and the refinery is quite an interesting
business,” he says.

“Some relationships determine the price differential between input and output. That was our starting point. We then decided to focus on the
rationale behind how the refinery is managed,” he adds. This led to the development of a virtual refinery model, which is used to anticipate
the behaviour of real refineries. Inconsistencies between the way the refinery is managed and market prices are exploited through the model.

The strategy aims to benefit from the rational and predictable behaviour of the petroleum industry. Looking in deep detail at each plant’s
technology, combined with the commodity inputs they process to produce refined products, Diapason is able to anticipate market
adjustments linked to daily industrial processes.

Taking long and short positions on specific crudes and products, the fund can act virtually as one of the refinery plants and benefit from
these expected adjustments.

The strategy follows on a daily basis the economics of the refining system in the three major hubs: US gulf coast, Singap ore and north-
western Europe. Based on geographical and technical specificities of these hubs, the model can detect arbitrage opportunities between crudes,
between products and between crudes and products.

The model uses three ‘classes’ of strategies, each aiming to exploit specific arbitrage opportunities based on the understanding and modelling
of industrials behaviours. The quality arbitrage strategy is based on an understanding of each hub's specific constraints, identifying arbitrage
opportunities between different streams of crude oil or products with different qualities/specifications.

The plant profitability arbitrage strategy takes long or short positions on refining margins. The third strategy, industrial processing arbitrage,
is based on the monitoring of each hub’s technological characteristics, identifying product arbitrages.

The current portfolio trades only the main liquid energy futures contracts: ICE Brent Crude Oil, NYM EX WTI Crude Oil, ICE Gasoil,
NYMEX RBOB Gasoline, NYM EX Heating Oil, DM E Oman Crude Oil. There are currently 15 spreads eligible to be included in the
strategy.

“We decided to constrain the fund, trading only the most liquid futures,” says Mouton. The strategy trades at settlement only, probably

taking three to four positions in the market during the day.
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The risk budget of the portfolio is set at 7.5% of the invested capital (assets under management). The allocation between the different
spread-strategy pairs is optimised through a Sharpe ratio maximisation process until the value at risk (VaR)/equity target or the risk budget is
hit.

The portfolio is rebalanced on a monthly basis. Overall leverage is given by the intrinsic risk of the portfolio and is adjusted dynamically at
every rebalancing. If the extreme risk of the portfolio increases, the exposure is adjusted to match the VaR/equity target.

The maximum total long exposure of the portfolio is capped at 1.5 times the AUM. A stop-loss is set for each spread-strategy pair at 12%
of AUM using a high water mark feature.

The strategy is based exclusively on microeconomic analysis and modelling of the refining industry. Since testing the model began, M outon
says no major changes have been made. He describes the strategy as taking a systematic approach playing energy arbitrage via a “barrel
neutral’ strategy. This means the strategy is independent from controversial or obsolete macroeconomic figures.

The strategy has been run internally since July 2008 and live since January 2012 but on paper only. On this basis the fund has produced an
annualised cumulative return of 16.3% with an average annualised daily return of 14.9% and an average one-y ear rolling daily volatility of
7.5%, producing a Sharpe ratio of 2.18 and a Sortino of 2.80.

The fund administrator and custodian is Caceis Bank Luxembourg

Daily subscription/redemption before 12pm (Luxembourg time) is offered by the Luxembourg SIF. The decision to domicile in Luxembourg
reflects the fact that most of Diapason’s clients are based in Europe. The fund was unsuitable as a Ucits vehicle so creating a SIF allows the
fund to take advantage of EU legislation for flexible passporting of the SIF.

The fund charges a 1.5% annual management fee with a 15% performance fee above a share class hurdle rate of Fed funds/Eonia/T OIS/Sonia
with high water mark. US dollar, euro, Swiss franc and sterling share classes are available. M inimum investment is $125,000 or equivalent
share class currency.

The fund will launch with around $10 million of internal money and M outon hopes assets under management will reach $50 million by the
end of 2013. He believes the fund’s capacity will be limited to around $600 million-$800 million as the focus is on only the main liquid
futures contracts which will impact the strategy’s ability to find appropriate arbitrages.

M arketing of the fund will focus mainly on the existing institutional clients of Diapason in Europe and the US.
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