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I. Introduction  
 

The growth of hedge funds over the past two decades has been nothing short of spectacular.  From a 

modest beginning, they have evolved into behemoth financial supermarkets with increasing importance 

to investors and ǘƘŜ ǿƻǊƭŘΩǎ ŦƛƴŀƴŎƛŀƭ ƻǊŘŜǊΦ Initially restricted to institutions and high net worth 

individuals, hedge funds and mutual funds have spawned a retail version, Liquid Alternative Investments 

(LiquidAlts), with minimum investments as low as $1,000. Hedge funds now manage $3 trillion in assets, 

with liquid alternative investments managing an additional one-half billion dollars.  Surveys of large 

investors inevitably point to continued growth of both hedge funds and liquid alternative investments.  

 

 

There is a widespread misperception of hedge funds and growing gap between the public perception 

ŀƴŘ ǘƘŜ ǊŜŀƭƛǘƛŜǎ ƻŦ ǘƘŜ ƘŜŘƎŜ ŦǳƴŘ ƛƴŘǳǎǘǊȅΦ  ¢Ƙƛǎ ǇŜǊŎŜǇǘƛƻƴ ƎŀǇ ƛǎ ƴƻǘ ƭƛƳƛǘŜŘ ǘƻ ǘƘŜ άƳŀƴ ƻƴ ǘƘŜ 

ǎǘǊŜŜǘέ ōǳǘ ƛǎ ǇŜǊǾŀǎƛǾŜ ŜǾŜƴ ŀǘ ǘƘŜ ƘƛƎƘŜǎǘ ƭŜǾŜƭǎ ƻŦ ƻǳǊ ŦƛƴŀƴŎƛŀƭ ŀƴŘ ǇƻƭƛǘƛŎŀƭ ǎȅǎǘŜƳǎΦ ¢ƘŜǊŜ ŀǊŜ ŀ 

number of reasons for this.  Hedge funds have always been secretive about their strategies and 

performance.  As limited partnerships, hedge funds are also exempt from SEC reporting requirements 

that are required of mutual funds.  In addition, hedge funds are involved in all markets, use esoteric 

instruments. ¢ƘŜ ǇǳōƭƛŎΩǎ ǇŜǊŎŜǇǘƛƻƴ ƛǎ also fed by media reports that either praise hedge funds or 

condemn them as scams that prey on the naiveté and ignorance of investors.   

The viewpoint presented in the literature from hedge fund industry groups and the investment 

management industry ς who collectively dominate the discussion about hedge funds -- is that hedge 

funds have earned their growth through inspiring performance compared to traditional assets such as 

stocks and bonds, as well as their positive contribution to traditional portfolios. Alternative investments 

are said to both produce elusive alpha (return in excess of the major investment markets) and act as 

diversifiers in traditional portfolios because of their low correlation with stocks and bonds.  Thus, 

according to this view, alternative investments both produce desirable returns and reduce risk in 

investor portfolios.  
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This book is about understanding hedge funds and liquid alternative investments so the reader has a 

framework for deciding whether to invest in hedge funds and, if so, which funds to invest in.  This book 

brings together and critically examines the claims made for and against hedge funds in order to present 

a balanced view.  The analysis draws on both practitioners and academics, two groups that seldom 

speak to each other, as well as our own independent analysis.  It is meant to enlighten both individual 

and institutional investors and investment management professionals, including advisors, consultants, 

brokers, administrators and marketers.  

This book is divided into three main sections: 

A. How Hedge Funds and Liquid Alternative Investments Work 

B. Hedge Fund Strategies 

C. Investing in Hedge Funds and Liquid Alternative Investments 

a. Hedge Fund Performance 

b. Hedge Fund Due Diligence 

c. Hedge Funds in Investment Portfolios 

II. How Hedge Funds Work 

A. Definition of Hedge Funds 
There is no one accepted definition of hedge funds; rather hedge funds are typically described by a 

cluster of characteristics that include the following: 

Hedge funds are investment companies that pool together funds from multiple investors.  They 

are limited partnership vehicles that employ one or more of the following: leverage; derivatives; 

short positions.  They are exempt from certain provisions of the 1940 Securities Act, but in 

return are limited to investors who meet certain qualifications of wealth and sophistication and 

to institutional investors, and are restricted from marketing their fund.  They are forbidden to 

take in money from retail investors. Hedge funds have high investment minimums and investors 

face restrictions on the redemption of their units or shares that may be as short as one month 

or as long as several years. 

In the sections that follow, we examine each of the items underlined in the definition above. 

B. Hedge Fund Organization 
The organization of a typical hedge fund is laid out in the diagram below. 
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The term άhedge fundέ does not apply to an entity that is owned by hedge fund manager.  Rather it is a 

limited partnership company that has a pool of money collectively owned by the General Partner and 

the investors, who are called limited partners.  (Master Fund in the diagram above). What people 

typically think of as a hedge fund is the Investment Management Company (Investment Manager LP in 

the diagram above), which is headed by people like George Soros and Steve Cohen, and which decides 

the strategy and the trades that will be made using the money in the hedge fund.  The Investment 

Management company is where the portfolio managers, analysts, traders, operations staff and 

marketing people sit.   

An Investment Management company can, and in the larger hedge funds typically does, manage 

ƳǳƭǘƛǇƭŜ ƘŜŘƎŜ ŦǳƴŘǎ ƛƴ ŀ ǎǘǊǳŎǘǳǊŜ ŎŀƭƭŜŘ ǘƘŜ άaŀǎǘŜǊ-CŜŜŘŜǊΦέ  !ǎ ǎƘƻǿƴ ƛƴ ǘƘŜ ŘƛŀƎǊŀƳ ŀōƻǾŜΣ ǘƘƛǎ 

structure consists of multiple hedge funds who άŦŜŜŘέ ǘƘŜƛǊ ŀǎǎŜǘǎ ǘƻ ǘƘŜ aŀǎǘŜǊ CǳƴŘ ǿƘƛŎƘ ƛǎ ƛƴ ǘǳǊƴ 

managed by the Investment Manager. There are a number of reasons for the multiple feeder funds (and 

in large hedge funds there may be a dozen or more of these).  First, different funds are set up for 

different types of investors.  Domestic funds are typically established in Delaware and offshore funds are 

established in locations such as the Cayman Islands. Second, different feeder funds may be established 

for different levels of risk (largely through different degrees of leveraging) or different objectives.  

C. Who can Invest in Hedge Funds 
Hedge funds are exempt from certain key provisions of the 1940 Securities Act and its subsequent 

amendments, which oversee the investment management industry.  A bargain was struck between the 

Congress and limited partnerships:  these private pools would be exempt from adherence to certain 

provisions of the 1940 Act but in exchange they would only take money from qualified investors and 

institutions, and they were not allowed to advertise or solicit funds.  This later provision has recently 

been loosened by the JOBS Act so that hedge funds do have a qualified right to advertise. (Limited 

Partnerships, to which this trade-off applies, also include private equity and venture capital funds as well 

as other types of funds) 

Access to hedge funds is tightly controlled by laws enforced by the Securities and Exchange Commission 

(SEC).  The laws state that investors in hedge funds are limited to institutional investors (pension plans, 
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ŜƴŘƻǿƳŜƴǘǎ ŀƴŘ ŦƻǳƴŘŀǘƛƻƴǎύ ŀƴŘ ǿŜŀƭǘƘȅ ƛƴŘƛǾƛŘǳŀƭǎ ǿƘƻ ƳŜŜǘ ǘƘŜ ǊŜǉǳƛǊŜƳŜƴǘ ƻŦ ōŜƛƴƎ άŀŎŎǊŜŘƛǘŜŘ 

ƛƴǾŜǎǘƻǊǎΦέ  !ŎŎǊŜŘƛǘŜŘ ƛƴǾŜǎǘƻǊǎ Ƴǳǎǘ ƘŀǾŜ ƘŀŘ ƛƴŎƻƳŜ ƻŦ ŀǘ ƭŜŀǎǘ ϷнллΣллл όϷоллΣллл ŦƻǊ ŀ ŎƻǳǇƭŜύ ŦƻǊ 

the preceding two years and a total net worth of $1,000,000. 

Lƴ ŀŘŘƛǘƛƻƴ ǘƻ ƭƛƳƛǘǎ ƻƴ ǘƘŜƛǊ ŀōƛƭƛǘȅ ǘƻ ƳŀǊƪŜǘΣ ƘŜŘƎŜ ŦǳƴŘǎ Ŏŀƴ ƻƴƭȅ ǎƻƭƛŎƛǘ ŦǳƴŘǎ ǿƛǘƘ ŀƴ άhŦŦŜǊƛƴƎ 

aŜƳƻǊŀƴŘǳƳΣέ ŀ ŘƻŎǳƳŜƴǘ ǘƘŀǘ ǎǇŜƭƭǎ ƻǳǘ ǘƘŜ ǎǘǊŀǘŜƎȅ ǘƘŀǘ ǘƘŜ ƳŀƴŀƎŜƳŜƴǘ ŎƻƳǇŀƴȅ ǿƛƭƭ ǇǳǊǎǳŜ ƛƴ 

managing the hedge fund as well as the risks inherent in this investment. 

1. The Limited Rights of Limited Partners 
Limited partners, whose money is normally the majority of the assets in a hedge fund (with the 

remainder owned by the General Partner and other employees of the Investment Management 

Company) are granted few rights in the management of that money.  For example, although the Offering 

Memorandum and Limited Partnership Agreement spell out the strategy the fund will pursue, it also 

allows the Investment Management Company to change that strategy without consulting with the 

limited partners.   

wŜŘŜƳǇǘƛƻƴ ǊƛƎƘǘǎ ŀǊŜ ŀƭǎƻ ǎǇŜƭƭŜŘ ƻǳǘ ƛƴ ǘƘŜǎŜ ŘƻŎǳƳŜƴǘǎΣ ǿƘƛŎƘ ǘȅǇƛŎŀƭƭȅ ƘŀǾŜ ŀ άƭƻŎƪǳǇέ ǇŜǊƛƻŘ ǘƘŀǘ 

can be anywhere from 3 months to 1 year or longer.  Investors are not allowed to pull their money out 

during the lockup period although some funds allow early redemption with the payment of a stiff 

penalty.  The lockup period is there ostensibly to allow the hedge fund manager to pursue strategies 

that may take time to bear fruit. (See below) 

Most hedge fund agreements have the stipulation that the manager can limit or prevent the redemption 

ƻŦ ƛƴǾŜǎǘƻǊ ǎƘŀǊŜǎ ǿƛǘƘƻǳǘ ŎƻƴǎǳƭǘƛƴƎ ǘƘŜ ƛƴǾŜǎǘƻǊǎΦ  ¢ƘŜ ƳŀƴŀƎŜǊ Ŏŀƴ Ǉǳǘ ǳǇ άƎŀǘŜǎέ ƻǊ ǎŜƎǊŜƎŀǘŜ ǘƘŜ 

ŦǳƴŘǎ ƛƴ άōƻȄŎŀǊǎέ ŦƻǊ ŀƴ ƛƴŘŜŦƛƴƛǘŜ ŀƳƻǳƴt of time.  During the credit crisis of 2007-8 dozens of funds 

stopped or limited investor redemptions, often to the surprise of investors who had not read the 

agreement closely enough to note this management prerogative.  

These agreements do not include any right for investors to learn how their money is invested, including 

the leverage applied to their funds, the use of derivatives or the risk the fund strategy is actually taking.  

While many funds issue monthly investment updates, these are general in nature and address past 

rather than present portfolios. 

This is in stark contrast to mutual funds where by law all this information has to be provided to 

investors.  To be fair, however, hedge funds are required to provide investors with audited financial 

statements at least once a year.    

D. Tools of the Trade 
While there is no formal definition of hedge fund, they are known by a cluster of characteristics that 

include three tools that they typically use:  leverage, derivatives and short positions.  While not all hedge 

funds use all three tools, all use at least one: taking short positions. 

1. Leverage 
Leverage allows hedge funds to use borrowed money to take larger market positions than the amount 

of money in the fund.  This is analogous to buying a house with a down payment and borrowing the rest 

from a bank.  Hedge funds that use leverage put up a fraction of the price of the securities and borrow 

the rest, typically from a bank, broker or investment bank. 
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While leverage leads to greater profits if the hedge ŦǳƴŘΩǎ Ǉƻǎƛǘƛƻƴ ǇǊƻǾŜǎ ǘƻ ōŜ ŎƻǊǊŜŎǘΣ ƛǘ Ŏŀƴ ŀƭǎƻ 

multiply the losses in case the position turns sour. 

Leverage may also force a fund to liquidate its positions at the worst possible moment because of the 

margin that is required to support leveraged positiƻƴǎΦ  !ǎ ǘƘŜ ŦǳƴŘΩǎ ǇƻǊǘŦƻƭƛƻ ƭƻǎŜǎ ǾŀƭǳŜΣ ǘƘŜ ƳŀǊƎƛƴ 

placed against this portfolio may no longer suffice, leading to margin calls from the lending institution.  

The manager may then have ǘƻ ǎŜƭƭ ƻŦŦ ǘƘŜ ŦǳƴŘΩǎ ǇƻǊǘŦƻƭƛƻ ƘƻƭŘƛƴƎǎΣ ƻŦǘŜƴ ŀǘ ŀ ǘƛƳŜ ǿƘŜƴ ǘƘŜ price of 

the securities is at a low point.  The decline in prices can become an avalanche when many funds have to 

liquidate their portfolios at the same time to meet margin calls, as happened during the 2008 Credit 

Crisis. 

2. Derivatives 
Many hedge funds are active users of derivatives -- futures, options and swaps whose value is linked to 

ǘƘŀǘ ƻŦ ǘƘŜ ǳƴŘŜǊƭȅƛƴƎ ǎŜŎǳǊƛǘȅΦ  5ŜǊƛǾŀǘƛǾŜǎ ŀǊŜ ƴƻǘ ƴŜŎŜǎǎŀǊƛƭȅ ǘƘŜ άfinancial weapons of mass 

ŘŜǎǘǊǳŎǘƛƻƴέ ǘŜǊƳŜŘ ōȅ ²ŀǊǊŜƴ .ǳŦŦŜǘǘΦ  IƻǿŜǾŜǊΣ ǘƘŜȅ ŦǊŜǉǳŜƴǘƭȅ ŀƭƭƻǿ ƘŜŘƎŜ funds to take leveraged 

bets and some derivative strategies, notably the sale of options or swaps, can lead to sharp losses. 
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In many cases, a derivative is used in place of a short position to hedge a portfolio against downward 

movements.  The purchase of a put on the S&P 500 Index, for example, will protect a portfolio of stocks 

from a decline in the stock market.  Managers can also purchase a put as a speculative strategy to take 

advantage of an anticipated decline in the market. Options come in many flavors, as shown in the chart 

above, which diagrams the basic options strategies. 

A basic derivative that can be used for hedging or speculation is the futures or forward contract.  Under 

these contract, the futures buyer agrees to buy (going long) or sell (going short) a fixed amount of the 

underlying asset (say the S&P 500) at a price that is established when first entering into the agreement.  

If the market price of the S&P is higher than the futures price, the contract holder buys the S&P at the 

futures price and sells the proceeds in the market for a higher price. 

 

 

 

Another common derivative is the interest rate swaps, which is used to protect a portfolio against 

changes in interest rates or to take speculative positions on interest rate movements. In the diagram 
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below, Fund A is able to convert its fixed rate obligation (at 8.65%) to a floating rate via a swap.  This 

would be done if Fund A was anticipating a decline in interest rates.  

 

 

CƛƴŀƭƭȅΣ άŎǊŜŘƛǘ ŘŜŦŀǳƭǘ ǎǿŀǇǎΣέ ǿƘƛŎƘ ŦƛƎǳǊŜŘ ǇǊƻƳƛƴŜƴǘƭȅ ƛƴ the 2008 Credit Crisis, provide protection 

on bonds and loans ŀƎŀƛƴǎǘ ŀ ŘŜŎƭƛƴŜ ƛƴ ǘƘŀǘ ōƻƴŘ ƛǎǎǳŜǊǎ ŀōƛƭƛǘȅ ǘƻ ǊŜǇŀȅ ǘƘŜ ōƻƴŘΩǎ ǇǊƛƴŎƛǇŀƭ ŀƴŘ 

interest. In effect, it is a bet on the credit quality of the bond issuer.  In 2007 and 2008 credit quality of 

bonds backed by mortgages, especially sub-prime mortgages, deteriorated sharply causing many billions 

of dollars in losses to bondholders, which included banks, pension funds, hedge funds and others. 

3. Short Positions 
¢ƘŜ άƘŜŘƎŜέ ƛƴ ƘŜŘƎŜ ŦǳƴŘǎ ƻǊƛƎƛƴŀƭƭȅ ǊŜŦŜǊǊŜŘ ǘƻ ǘƘŜƛǊ ŀōƛƭƛǘȅ ǘƻ ǇǊƻǘŜŎǘ ƛƴǾŜǎǘƻǊǎΩ ŦǳƴŘǎ ŘǳǊƛƴƎ ǘƛƳŜǎ ƻŦ 

market decline by going άshort the market.έ  A short position will profit if the market or stock declines.  

At the end of the day, it is this ability of hedge funds that truly differentiates them from other, long-only 

investments such as most mutual funds and ETFs. 

A fund can short the market by using derivatives, such as options, futures and swaps, or by shorting a 

stock.  To short a stock a fund borrows the stock from a bank with a promise to return the stock in a 

specified amount of time.  The fund then sells the stock and invests the proceeds, possibly by buying 

additional stocks in order to leverage their position.  When the fund unwinds the short position they 

must repurchase the stock in the market.  If the price of the stock has dropped, the fund spends less 

money than they took in from the sale of the stock, and the remainder is pocketed as profit.  Obviously, 

this strategy will lose money if there is a rise in the price of the stock. 
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Hedge funds also use futures and forward contracts to hedge or take positions on market direction.  

These derivatives are available for all markets; stocks, bonds, commodities and currencies.  They are 

traded through brokerage firms and require the use of a margin account, which allows for leverage via 

loans from the broker. 

The buyer of a futures contract has the right to buy (sell) a fixed amount of the underlying asset at a 

fixed price on a fixed date.  For example, the buyer of a futures contract on 100 pounds of silver at 

ϷрΦлκƻǳƴŎŜ ŦƻǊ ŀ ŎƻƴǘǊŀŎǘ ǘƘŀǘ ƳŀǘǳǊŜǎ ƛƴ ǘƘǊŜŜ ƳƻƴǘƘǎΩ ǘƛƳŜ ǿƻǳƭŘ ƳŀƪŜ ŀ ǇǊƻŦƛǘ ƛŦ ǘƘŜ ǇǊƛŎŜ ƻŦ ǎƛƭǾŜǊ ƛǎ 

above $5.0 on expiration by buying the silver at $5.0 via the futures contract and selling it at the market 

for the market price.  If the market price is $5.50, the futures buyer would have a $0.50 profit on each 

ounce of silver. 

E. Hedge Fund Strategies 
There are multiple classifications for hedge fund strategies. Broadly, hedge funds can be grouped into 

five strategy buckets: equity hedge, event driven, macro, relative value and multi-strategy. Equity hedge 

managers construct portfolios consisting of long and short position in equities. Event driven managers 

ƛƴǾŜǎǘ ƛƴ ǾŀǊƛƻǳǎ ǎŜŎǳǊƛǘƛŜǎ ǿƛǘƘ ŜȄǇƻǎǳǊŜ ǘƻ ŎƘŀƴƎŜǎ ƛƴ ŀ ŎƻǊǇƻǊŀǘƛƻƴΩǎ ƭifecycle (such as bankruptcy or 

an acquisition). Macro managers invest opportunistically in a wide range of financial assets and markets. 

Relative value managers take long and short positions in attempt to exploit perceived mispricing. Multi-

strategy managers allocate their capital to multiple hedge fund strategies through direct management, 

third party funds or subadvisory relationships.  
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Exhibit 1: Investor Asset Allocation to Different Hedge Fund Strategy Groupings 

Exhibit 

2: Evolution of Hedge Fund Allocations 

 

These charts shows the assets under management of various hedge fund strategy groupings. Notably, 

investors have been deploying additional capital to the event driven, relative value and macro strategy 

groupings over the past several years. (Citi Prime Finance)1 

 

As shown in the table below, hedge fund strategies vary widely in their risk and return characteristics, 

                                                           

1 Citi tǊƛƳŜ CƛƴŀƴŎŜΥ ά¢ƘŜ Rise of Liquid Alternatives & the Changing Dynamics of Alternative Product 
Manufacturing and DistributionΣέ aŀȅ нлмоΣ ǇŀƎŜ мтΦ bƻǘŜ ǘƘŀǘ ǘƘŜ aǳƭǘƛ-Strategy approach was rolled into each 
of the four strategy groupings. 
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with strategies such as global macro, distressed securities and event driven strategies providing the 
higher return while long/short equity and managed futures showing the highest volatility. 
 

Exhibit 3: Risk-Reward Profile of Selected Hedge Fund Strategies 

 Mean 
Annualized 
Return 

Annualized 
Standard 
Deviation 

Maximum 
Monthly 
Return  

Minimum 
Monthly 
Return 

% Positive 
Months 

% Negative 
Months 

Long/Short Equity  5.5% 8.1% 6.1% -7.8% 63.1% 36.9% 

Global Macro  9.9% 5.5% 5.1% -6.6% 77.4% 22.6% 

Multi -Strategy  7.2% 5.1% 4.3% -7.4% 77.4% 22.0% 

Convertible Arbitrage  6.9% 7.3% 5.8% -12.6% 72.0% 28.0% 

Distressed  8.7% 5.7% 4.2% -5.7% 74.4% 25.0% 

Managed Futures  5.5% 11.7% 8.6% -8.6% 55.4% 44.6% 

Relative Value Arbitrage  3.8% 7.0% 6.8% -14.1% 72.6% 27.4% 

Event Driven  8.2% 5.8% 4.2% -5.8% 75.6% 23.8% 

 

1. Equity Hedged Strategies 
Equities hedged strategies include equity long/short, quantitative equity strategies, short bias, event 

driven, risk (merger) arbitrage and activist hedge funds.  Equity long/short was the first hedge fund 

strategy followed in the first hedge fund established by Winslow Homer Jones in 1949. The premise is 

straightforward: rather than holding a long equity position with the expectation of achieving gains in the 

long term (based on the premise that shares have an upward bias over time) a hedge fund attempts to 

improve the risk/return profile of a long position by introducing an overlay.  In the case of long/short 

strategies, this overlay is shorting the market by shorting stocks or using derivatives.  The premise is that 

introducing a short position, which is inversely correlated to the long position, will improve the 

ǇƻǊǘŦƻƭƛƻΩǎ ǊŜǎǳƭǘǎΦ 

However, this improvement presupposes that the short position adds ǾŀƭǳŜ ōȅ ōŜƛƴƎ ƳƻǊŜ άǇǊƻŘǳŎǘƛǾŜέ 

than the long positions that are foregone, otherwise it would prove to be a drag on performance.  

Among the equity hedged funds, equity long/short strategies delivered the highest relative compound 

returns over the 1994 to 2013 period although they experienced a large drawdown during the 2008 

financial crisis. Market neutral strategies delivered low volatility throughout the period and managed to 

preserve capital during large market disruptions. However, the cost of these risk-diversification benefits 

was returns that fell below the S&P 500 over the period. Short bias strategies provided disappointing 

returns during the period, reflecting their net-short position over a period in which broad equity markets 

increased. However, they rewarded investors with superior performance during market downturns. 

a) Equity Long/Short 

This strategy involves portfolios that consist of both long and short positions in stocks with a view of 

hedging against downward movements in the stock market, or benefiting from the decline of the overall 

market or specific stocks or sectors.  Long/short funds vary in the extent to which they use derivatives 

(i.e., options, swaps or futures on the S&P 500) to take short market positions or achieve this goal by 

shorting individual stocks.  The decisions are sometimes made by the fact that some stocks may be 
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expensive or even impossible to short.  These funds also differ widely depending on the amount of long 

versus short positions.  For example, 120/20 mutual funds are heavily skewed to the long side (with 

$120 in long exposure for every $20 in short).  Other funds may be closer to 50/50 long short and may 

thus have a low beta or low exposure to the movement of the overall market.  Many will vary the 

composition depending on their feelings about the overall market.   

Equity long/short managers combine long positions in a core group of equity securities with short 

positions in physical stocks, stock indices, or equity derivatives. These strategies generally maintain a 

net-long exposure in the expectation that markets will grow over time. Managers will take equity 

positions based on a blend of top down analyses of broad economic themes and a bottom up analysis of 

the intrinsic value of specific securities. In contrast to traditional long-only mutual fund strategies, equity 

long/short managers can take advantage of securities that appear to be fundamentally overvalued. 

Equity long/short managers seek to exploit mispricing or market inefficiencies that drive the price of 

individual stock or market indices away from their intrinsic value. Managers differ to extent that they 

evaluate sǘƻŎƪǎΩ ƛƴǘǊƛƴǎƛŎ ǾŀƭǳŜ ƻƴ ŀ ǉǳŀƴǘƛǘŀǘƛǾŜ ƻǊ ǉǳŀƭƛǘŀǘƛǾŜ ōŀǎƛǎΦ aŀƴŀƎŜǊǎ ǿƛƭƭ ŀƭǎƻ ƛƴǾŜǎǘ ŀŎǊƻǎǎ 

different industry sectors, countries and regions and focus on different investment styles such as small 

or large cap and growth or value stocks. To reduce risk, managers will often set on limits on portfolio 

concentration in short positions and in individual stocks and stock sectors. 

b) Quantitative Equity Strategies 

(1)  Equity Market Neutral 
Equity market neutral strategies employ sophisticated quantitative, econometric and factor based 

techniques to construct portfolios of (typically hundreds) of long and short positions in companies.  The 

portfolios are designed to have low beta exposure to various markets including stock, interest rate, 

commodity and others.  As a result, any gains from this strategy are often attributable to alpha ς that is 

returns after market beta has been removed. Typically, leverage is used to enhance portfolio returns.  

Great care is taken in this strategy to neutralize the portfolio against a number of markets in addition to 

the major stock markets.  Sophisticated quantitative models (such as Northfield) are used to establish a 

zero beta against various styles (large cap/small cap, etc.) as well as macroeconomic factors such as 

inflation and stock market volatility.  The goal of market neutral is to minimize or negate the impact of 

market movements (i.e., beta) so that any remaining return is seen as alpha. 

(2)  Statistical Arbitrage 

Statistical Arbitrage is often grouped together with this strategy.  StatArb strategies make many short-

term trades, sometimes lasting only seconds, that are designed to profit from pricing anomalies 

between related stock with the expectation that mean reversion will cause the prices to converge.  

Other Statistical Arbitrage strategies exploit new information that the manager feels have not yet been 

fully taken into account in the securitiesΩ current prices.  These strategies typically maintain very low 

overall net exposure to the stock market and expect to profit from the movement of individual stocks. 

Computerized models typically consist of a combination of three models of equity pricing: 

1. Momentum of the stock price (i.e., moving average, Bollinger bands, momentum, etc.) 

2. Fundamentals of the stock (P/E ratio; profitability; operating results) 
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3. Mean reversion (tendency for price to revert to longer-term trend) 

(3)  Rules Based Multi -Factor Models 

This strategy is a hybrid of market neutral and statistical arbitrage.  These models use statistical rules to 

evaluate individual stocks along a range a factors and, depending on the outcome, decide whether to 

short or go long the stock.  The most common factors are momentum; value (as opposed to growth); 

quality (profitability); small size; and volatility.  The difference between these models and market 

neutral and that multi-factor models typically have a net long position.  Two well-known practitioners of 

multi-factor investing are AQR and Bridgewater Associates. 

c) Short Bias 

Short-Biased, inverse or bear market funds gain from the decline in value of the stock market by either 

choosing stocks that they feel are overvalued in relation to their underlying value or by shorting an index 

such as the S&P500.   These funds are designed to outperform traditional long only funds during 

declining equity markets.  Others are designed to identify companies whose share prices will decline for 

reasons having to do with the company, sector or country.  The funds vary on the extent to which they 

ŀǊŜ άƴŜǘ ǎƘƻǊǘΣέ ǾŀǊȅƛƴƎ ŦǊƻƳ ŀƭƳƻǎǘ млл҈ ǘƻ ŀ ƳƻǊŜ ƳƻŘŜǊŀǘŜ amount.  Many of these funds are 

passively managed to track the inverse of an index. 

d) Event Driven 

Event driven funds place bets on corporate events such as mergers and acquisitions, restructuring, 

bankruptcy, IPOs and stock buybacks and significant news announcements.  Their positions are linked to 

ǎǇŜŎƛŦƛŎ ŜǾŜƴǘǎ ǊŀǘƘŜǊ ǘƘŀƴ ǘƘŜ ƻǾŜǊŀƭƭ ƳƻǾŜƳŜƴǘ ƻŦ ŀ ŎƻƳǇŀƴȅΩǎ ǎǘƻŎƪΦ  hƴŎŜ ǘƘŜ ŜǾŜƴǘ ƻŎŎǳǊǎΣ ǘƘŜȅ ǿƛƭƭ 

normally liquidate their position and look for other event opportunities.  

While most companies routinely undergo events, certain events have a significant impact on both the 

company and it stock so they present a qualitatively different investment approach than the normal 

purchase of shares.  These events normally entail some hedging to offset the larger potential risk of 

making a wrong bet.  This hedge can come from different instruments in the capital structure of a 

company ς or a different company, as in merger arbitrage.   

As the label implies, this group presents a relatively high risk; for example, investing in companies either 

in bankruptcy or on the verge of bankruptcy.  Both distressed and multi-strategy event driven strategies 

outperformed traditional equities over the 1994 to 2013 period, although both strategies also suffered 

large drawdowns during the 2008 financial crisis.  

e) Risk (Merger) Arbitrage 

 One of the earliest hedge fund strategies, these funds are focused on taking positions in equity 

or equity related instruments of companies that are involved in publicly announced corporate merger or 

acqǳƛǎƛǘƛƻƴ ǘǊŀƴǎŀŎǘƛƻƴǎΦ  ! ǘȅǇƛŎŀƭ ǘǊŀƴǎŀŎǘƛƻƴ ǿƻǳƭŘ Ŝƴǘŀƛƭ ōŜƛƴƎ άƭƻƴƎέ ǘƘŜ ǎǘƻŎƪ ƻǊ ŀ ŎƻƳǇŀƴȅ ǘƘŀǘ ƛǎ 

ǘƘŜ ǘŀǊƎŜǘ ƻŦ ŀƴ ŀŎǉǳƛǎƛǘƛƻƴ ŀƴŘ άǎƘƻǊǘέ ǘƘŜ ǎǘƻŎƪ ƻŦ ǘƘŜ ŀŎǉǳƛǊƛƴƎ ŦƛǊƳ, with the assumption that the two 

companies share prices will converge as the acquisition date comes closer.  The risk is that the 

transaction does not go through in which case the prices of the two companies will diverge, leading to 

losses. The growth of international M&A has led to these funds often participating in cross-border deals.  

Risk arbitrage managers take long positions in the stocks of companies that are expected to be acquired 

and take short positions in the acquiring companies. The arbitrage opportunity arises because market 

participants are hesitant to purchase the shares of the company being acquired at the announced price 
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in case the deal falls through or results in a lower price than the bid.  Risk arbitrage managers assume 

this risk with the assumption that the difference between the bid rate and the market rate is more than 

sufficient to compensate them for the risk. 

The combined long-short position guarantees a fixed spread to managers provided that the deal goes 

through on the announced terms. If the terms are adjusted or if the merger falls apart due to regulatory 

hurdles, management differences or economic dislocations then the arbitrageurs may suffer large 

losses. The risk arbitrage strategy has negative skew because it delivers a large number of small positive 

returns and few large negative returns. The strategy also employs substantial leverage to gear up the 

small spread between the acquired companies stock and the acquisition price. Risk arbitrage strategies 

are generally uncorrelated with broader equity markets. However, they are still affected economic and 

market conditions because the availability of debt, corporate profitability and the rate of economic 

growth all drive merger and acquisition activity. 

Because mergers sometimes fail because of legal or regulatory considerations, it is useful for the 

managers to have access to legal expertise, and these managers often come from the M&A groups 

within banks or law firms. 

f) Activist Hedge Funds 

A rapidly growing and controversial strategy whereby a hedge fund purchases a minority share of a 

ŎƻƳǇŀƴȅΩǎ ǎǘƻŎƪ όǘȅǇƛŎŀlly 15% or less) and uses these shares as leverage to force a company to change 

management, spin off or close operations, buy back its own shares or restructure its finances, including 

paying out increased dividends to shareholders.  The controversy is over whether these hedge funds 

actually increase the economic value of the firms they target or merely gut them and take their cash 

leaving the company worst off. 

2. Directional Trading 

a) Global Macro 

These funds employ a wide range of strategies and instruments to implement views of the direction of 

global markets or the relationship between markets and instruments.  Their views or theses are typically 

based on extensive top down analysis of market, economic and/or political analysis rather than bottom-

up analysis of individual stocks and bonds.  The views are then typically implemented using index or 

derivative products rather than the purchase or sale of individual stocks or bonds.   They may trade in 

emerging or developed countries and in the equities, fixed income, and currency and commodities 

markets. Trades are either directional or take into account the relationship between two or more 

investments.  One example of the latter is convergence trades where the relative price of two 

instruments in expected to convŜǊƎŜ ƛƴ ǘƘŜ ŦǳǘǳǊŜΦ  !ƴƻǘƘŜǊ ƛǎ ǘƘŜ άŎŀǊǊȅ ǘǊŀŘŜέ ǿƘƛŎƘ ŀǘǘŜƳǇǘǎ ǘƻ ǇǊƻŦƛǘ 

from interest rate differences between currencies. Global macro funds are often leveraged. 

b) Managed Futures 

Managed futures strategy will often trade in the same markets as those used by Global Macro: i.e., 

equities, fixed income, currency and commodity.  However, these managers use proprietary statistical 

models that attempt to capture the price movement of these instruments either by identifying a trend 

or a reversion to the mean.   Typical methods used here include momentum and moving average.  The 

managers differ depending on the markets they trade, the models they use, and the timeframe of their 

trading decisions.  Some will use models that generate short term signals and trade frequently, while 
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others use longer trending models.  Many funds will use multiple models to decide entry and exit levels.  

Funds in this category are typically involved in a wide range of markets, often trading in dozens of liquid 

instruments including futures, swaps, options, foreign exchange contracts both exchange traded and in 

the over-the-counter markets.  However, some specialize in a small number or even on one market (i.e., 

currency, energy, commodities, etc.) 

3. Relative Value   
Relative value arbitrage funds attempt to profit from a discrepancy in the valuation between multiple 

securities, assuming that this discrepancy is ameliorated over time. A classic example would include the 

interest rate spread between long and short term bonds in the U.S.  DepeƴŘƛƴƎ ƻƴ ŀ ƳŀƴŀƎŜǊΩǎ ǾƛŜǿΣ 

this spread could increase with time resulting in a steeper yield curve or decrease resulting in a flatter 

ŎǳǊǾŜΦ  ! ƳŀƴŀƎŜǊΩǎ ǾƛŜǿ ǿƻǳƭŘ ŘŜǇŜƴŘ ƻƴ ŜŎƻƴƻƳƛŎ ŀƴŘ ǇƻƭƛǘƛŎŀƭ ŎƻƴǎƛŘŜǊŀǘƛƻƴǎΣ ǎǳǇǇƭȅ ŀƴŘ ŘŜƳŀƴŘ 

ŦŀŎǘƻǊǎΣ ŀƴŘ ǘƘŜ ƳŀǊƪŜǘΩs anticipation of future outcomes.  Either view can be expressed using futures, 

options or swaps.   

a) Fixed Income Arbitrage  

These managers take long and short positions in the bond markets, both U.S. and international.  They 

profit from relative interest rate movements either between countries or for different maturities within 

the same country.  They also attempt to reap the benefits of investment in high yield (junk) bonds and 

emerging market debt without getting burned by a defaulting issuer. Some funds focus on distressed 

debt-- bonds of companies that are either bankrupt, close to bankruptcy or emerging from bankruptcy.  

¢ƘŜǎŜ ŎƻƳǇŀƴƛŜǎΩ ŘŜōǘ ǘŜƴŘǎ ǘƻ Ǉŀȅ ƘƛƎƘŜǊ ƛƴǘŜǊŜǎǘ ǊŀǘŜ ǘƻ ŎƻƳǇŜƴǎŀǘŜ ōǳȅŜǊǎ ŦƻǊ ōŜŀǊƛƴƎ ǘƘŜ 

additional risk.  

Fixed income instruments vary along a number of dimensions including interest rate, market sensitivity, 

duration, credit quality, etc.  Fixed income arbitrage entails exploiting a mispricing of differences 

between bonds.  The arbitrage portfolios are constructed to neutralize thŜ ŦǳƴŘǎΩ ŜȄǇƻǎǳǊŜ ǘƻ 

directional changes in interest rates. Fixed income securities are based on perceived changes in the term 

structure of interest rates or in the relative credit quality of the issuer or of a specific tranche or level of 

seniority of the ƛǎǎǳŜǊΩǎ ŘŜōǘΦ  CƻǊ ŜȄŀƳǇƭŜΣ ŀ 9-year bond will have a yield that is higher than a 10-year 

ōƻƴŘΦ  ! ƳŀƴŀƎŜǊ Ƴŀȅ ŦŜŜƭ ǘƘŀǘ ǘƘŜ ŘƛŦŦŜǊŜƴŎŜ ƛǎ ŜȄŀƎƎŜǊŀǘŜŘ ŀƴŘ ǿƛƭƭ ǊŜǘǳǊƴ ǘƻ ǘƘŜƛǊ άŦŀƛǊέ ƻǊ άƴƻǊƳŀƭέ 

levels.  In this case, the manager would purchase the 10-year bond and short the 9-year bond since the 

price of the 10-year bond would appreciate if the ten-year price goes down and/or the nine-year bond 

would depreciate if its rate went up.2  Similarly, fixed income arbitrage managers exploit perceived 

mispricing by combining long and short positions in fixed income instruments. Another example would 

entail purchasing high yield bond and hedging them with a short position in U.S. treasuries in order to 

capture the higher interest rate of the bond. 

 

                                                           

2 Of course, famously, Long Term Capital Management took a similar position in the 29 to 30 year U.S. Treasury 
bonds.  However, the position was highly leveraged and a flight to safety caused the price of the 30-year bond to 
skyrocket, leading to billions of dollars in losses. 
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b) Distressed Securities 

Managers in this strategy trade in the equity and credit securities of companies that are either 

ŦƛƴŀƴŎƛŀƭƭȅ ŘƛǎǘǊŜǎǎŜŘ ƻǊ ŜƴǘŜǊƛƴƎ ƛƴǘƻ ƻǊ ŜƳŜǊƎƛƴƎ ŦǊƻƳ ōŀƴƪǊǳǇǘŎȅΦ  5ǳǊƛƴƎ ǘƘŜǎŜ ǇŜǊƛƻŘǎΣ ŀ ŎƻƳǇŀƴȅΩǎ 

ƻǊ ƎƻǾŜǊƴƳŜƴǘ ŜƴǘƛǘƛŜǎΩ ǎŜŎǳǊƛǘƛŜǎ Ƴŀȅ ōŜŎƻƳŜ ǎŜverely undervalued as investors flee, or else the 

ǊŜƭŀǘƛǾŜ ǾŀƭǳŜ ƻŦ ŘƛŦŦŜǊŜƴǘ ƛƴǎǘǊǳƳŜƴǘǎ όŦƻǊ ŜȄŀƳǇƭŜΣ ŀ ŎƻƳǇŀƴȅΩǎ ǎǘƻŎƪ ǾŜǊǎǳǎ ōƻƴŘǎΣ ƻǊ ŘƛŦŦŜǊŜƴǘ ǘȅǇŜǎ 

of bonds within the capital structure) may offer attractive opportunities.  The risk and return here is 

more often based on credit quality changes -- and the subsequent appreciation or depreciation of the 

securities -- than on market or interest rate movements. 

c) Volatility Arbitrage 

Another relative value strategy is volatility arbitrage, which entails trading the VIX contract on the 

Chicago Mercantile Exchange.  The VIX contract is priced based on the volatility of the S&P 500.  

Volatility strategies seek to profit from the mispricing of implied volatility between two or more 

instruments.  Thus, investors who predict that future market volatility is lower than the implied volatility 

in the VIX price will short the VIX.  Volatility strategies offer investors the ability to help hedge, or 

diversify, their portfolios against equity risk, especially in turbulent market conditions. Volatility typically 

increase during market crises and long positions in volatility strategies can help provide downside 

protection. 

4. Multi -Strategy 
These funds seek to deliver exposure to diversified markets, instruments and strategies and may include 

a mix of the strategies described above in equities, currencies, commodities and interest rates.  These 

ŦǳƴŘǎ ǾŀǊȅ ƛƴ ǘƘŜ ƳƛȄ ƻŦ ǎǘǊŀǘŜƎƛŜǎ ǿƘƛŎƘ Ŏŀƴ ǾŀǊȅ ŎƻƴǎƛŘŜǊŀōƭȅΦ ¢ƘŜǎŜ ŦǳƴŘǎ ƻŦǘŜƴ άŦŀǊƳ ƻǳǘέ ƻǊ ƘƛǊŜ 

other managers to implement the vŀǊƛƻǳǎ ǎǘǊŀǘŜƎƛŜǎΦ ¢ƘŜǎŜ ŦǳƴŘǎ ŀǊŜ ŀƭǎƻ ƪƴƻǿƴ ŀǎ άŦǳƴŘ ƻŦ ŦǳƴŘǎΣέ ŀƴŘ 

typically charge a fee on top of the fee charged by the retained managers. Some funds implement these 

strategies by entering directly into trading positions. 

This is all the more remarkable given that there is an ongoing debate about whether hedge funds 

actually produce value for investors, especially after managers take out their fat management fees and 

performance compensation.  This paradox, of mediocre performance (especially over the past several 

years) and continued strong growth in assets, will be addressed below. 

F. the Plight of Investors 
The rapid growth of hedge funds needs to be placed in the context of the investment environment that 

has prevailed over the past few years. Our argument here is that economic and financial conditions 

confronting investors have changed dramatically in the past few years and now provide a strong 

impetus for the recent and continued growth of alternative investments.  A traditional 60/40 stock/bond 

portfolio was sufficient to generate attractive risk adjusted returns for a 20-year period between 1987 

and 2006, which meant that alternative investments were primarily of interest to investors seeking 

outsized returns.  However, markets over the past several years have bewildered investors with low 

interest rates, systemic crises and unpredictable markets and have led to alternatives as a possible 

solution. 

1. Investors had the Wind in their backs for 30 Years  
Investors of the 1980s and 1990s enjoyed a perfect storm that led to unprecedented gains from 

traditional portfolios of stocks and bonds.  An article by PIMCO in 2013 makes this point forcefully and 
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concludes that a portfolio comprised of 60% stocks and 40% bonds produced an average annual return 

of 13.75% between 1980 and 2000, while the same portfolio only yielded 5.2% between 2000 and 2013.  

The resulting pressure to find sources of additional yield has been felt by all investors, and is a major 

cause of the attraction of alternative investments.3 

Exhibit 4: Historical Performance of a 60% Equity and 40% Fixed Income Portfolio 

 

a) Investors Benefited from High and Declining Rates 

Following the inflationary era of the 1970s, when interest rates closed in on 20%, interest rates have 

steadily declined throughout the 1980s and 1990s, along with inflation and inflationary expectations. 

This benefited investors in two ways:  First, for a good part of this period investors realized income from 

high interest rates provided by the safest investments in government bills, bonds and notes.  (The 

additional returns to be earned from corporate and high yield debt presented an added gift to 

investors.) Secondly, the decline in interest rates caused the appreciation of bond prices, again 

benefitting investors who are typically net long bonds.  The graphs below show the decline in interest 

rates during this time period.   

 

 

 

                                                           

3 άLƴ ŀƴ 9Ǌŀ ƻŦ ¦ƴŎŜǊǘŀƛƴǘȅ ŀƴŘ [ƻǿŜǊ wŜǘǳǊƴǎΣ ƛǘΩǎ ¢ƛƳŜ ŦƻǊ !ƭǘŜǊƴŀǘƛǾŜ !ǇǇǊƻŀŎƘŜǎέΣ {ŀōǊƛƴŀ /ŀƭƭƛƴ ŀƴŘ WƻƘƴ 
Cavalieri, May 2013.  The authors point to several strategies that are being considered by investors: Alternative 
asset allocation approaches (risk contributions); alternative index-construction processes (cap-weighted); 
alternative sources of alpha (looking for structural sources of alpha); alternative return and risk objectives 
(outcome oriented strategies); and alternative risk mitigation tools (inflation hedge, left-tail hedges, out of the 
money puts). 
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b) ȣÁÎÄ ,Ï× 6ÁÌÕÁÔÉÏÎÓ ÁÎÄ 3ÔÒÏÎÇ %ÃÏÎÏÍÉÃ 'ÒÏ×ÔÈ 

Stock valuations as we entered the 1990s were depressed as a result of the inflation of the 1980s and 

the shock of the October 1987 stock market crash, providing a great buying opportunity for investors as 

stock prices subsequently rose buoyed by the robust economic growth, loose monetary policies and 

increased inflows into stock markets throughout the 1990s and 2000s.   

Exhibit 5: The Bull Run in Equities 

 

2. The Current Financial Environment and the Interest in Alternative 

Investments 

a) )ÎÖÅÓÔÏÒÓ ÆÁÃÅ ÃÏÎÔÉÎÕÅÄ ÓÈÏÒÔÆÁÌÌÓ ÉÎ ÔÈÅÉÒ ÆÕÎÄÉÎÇ ÎÅÅÄÓȣ 

As a result of the aging of the population, slowed economic growth, low interest rates and stock and 

bond market volatility, institutional investors and individuals are facing a shortfall in the assets they 

require to meet their future obligations and needs.  The chart below shows this in dramatic fashion as 

global defined benefit pension plans, which together need to invest trillions of dollars to meet the 

retirement needs of hundreds of millions of people, have seen their ability to provide for projected 

liabilities plummet from 100% in 1998 to around 75% today.   

Exhibit 6: Pension Funded Status Over Time 
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b) ȣ7ÈÉÌÅ ÍÁÒËÅÔÓ ÐÒÅÓÅÎÔ ÎÏ ÅÁÓÙ ÓÏÌÕÔÉÏÎÓ 

With the palpable lack of investment opportunities and the increase in risk due to increased volatility, 

fat-tailed events and increased correlation between assets, especially during times of market stress, 

investors are mired in an economic and financial environment that presents no easy solutions. 

(1)  Current stock market outlook is uncertain 

While there is debate about whether stocks are currently overvalued, very few would argue that stocks 

present the same opportunities that existed over the past two decades.  Furthermore, given the inverse 

relationship that often exists between stock market prices and interest rates, the possibility of future 

increases in interest rates poses a danger to equity investors. What is certain is that the volatility of the 

stock market has increased in recent years, making equity investment riskier.  It is very likely that the 

market, which had provided a tailwind for investors in the 1990s, will prove to be a headwind in the 

coming years. 

Exhibit 7: Increasing Volatility After the Stock Market Bull Run 

 

(2)  Buildup of Credit 

During the 1990s and 2000s both governments and individuals loaded up on cheap credit, as shown in 

the chart below.  This credit must be paid off from income and taxes.  These payments would normally 

ōŜ ǳǎŜŘ ǘƻ ǇǳǊŎƘŀǎŜ ǎǳǇǇƭȅ ŀƴŘ ǎŜǊǾƛŎŜǎΣ ƘŜƭǇƛƴƎ ƎǊƻǿ ǘƘŜ ŎƻǳƴǘǊȅΩǎ GDP.  Instead, they need to go 

towards repaying much of the outstanding debt. 
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(3)  Current Low Interest Rates Present a Potential Problem for 

Investors 

Unfortunately, the appreciation in bond prices over the past several years marks the final stage in this 

long-lasting rally as interest rates have declined to near zero level.  Investors are now faced with the 

opposite set of conditions; interest rates on all types of bonds are at historical lows, thus denying 

investors interest income, while bond-holders are facing the possibility that interest rates may increase 

in the future, causing losses on bond their portfolios.  

(4)  Fat-Tailed Risk 

Exacerbating the situation is the increased likelihood of a fat-tailed risk of the type that swept the 

markets in 2007-8 and caused trillions of dollars of value to be eradicated in a relatively brief period of 

time.  Two factors make this type of event an increasing possibility:  First, the continuing 

interdependence of financial and economic markets around the world that serve to magnify a local 

event (for example, the failing of a U.S. bank) into a global tsunami with global repercussions.  Second, 

the sustained global lowering of interest rates has fueled a stock market surge and a number of 

potential bubbles (i.e., real estate, commodities) that may well pop and cause cascading woes to 

investors.  

III. Liquid Alternative Investments: Hedge Funds for the Masses 
Part of the appeal of hedge funds for its investors has always been the exclusivity of being part of an 

elite group that can afford the price of entry.  The clubs of Palm Beach and Telluride buzzed with talk of 

ǘƘŜ ƭŀǘŜǎǘ ƘŜŘƎŜ ŦǳƴŘ ƳŀƴŀƎŜǊ ƘƻƭŘƛƴƎ ŀ άƘƻǘ ƘŀƴŘέ ŀƴŘ ǘƘŜǊŜŦƻǊŜ ǿƻǊǘƘȅ ƻŦ ŀƴ ƛƴǾŜǎǘƳŜƴǘΦ  

ό¦ƴŦƻǊǘǳƴŀǘŜƭȅ ŦƻǊ ǘƘŜ Ŏƭǳō ƳŜƳōŜǊǎΣ .ŜǊƴŀǊŘ aŀŘƻŦŦ ǿŀǎ ƻƴŜ ƻŦ ǘƘŜ άƘƻǘ ƘŀƴŘέ ƳŀƴŀƎŜǊǎ ǿƘƻ ǊŀƛǎŜŘ 

billions of dollars at these clubs.)  

The non-wealthy had to look on with envy as they read about the exploits of hedge funds making billions 

of dollars ostensibly for their investors.  At the same time, they were wary of the perceived risk of hedge 

funds and their use of derivatives and leverage. 

Never ones to let an opportunity go by, the mutual fund industry appropriated the tools and strategies 

of hedge funds and packaged them in a tamer, sanitized mutual fund ǿƘƛŎƘ ǘƘŜȅ ƴŀƳŜŘ άƭƛǉǳƛŘ 
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ŀƭǘŜǊƴŀǘƛǾŜ ƛƴǾŜǎǘƳŜƴǘǎΦέ 5ŜƳŀƴŘ ŦƻǊ ǘƘƛǎ ǇǊƻŘǳŎǘ skyrocketed, growing from barely $50 billion under 

management to over a half trillion dollars under management in a few short years, fueled by investment 

aŘǾƛǎƻǊǎ ŀƴŘ άǿŜŀƭǘƘ ƳŀƴŀƎŜǊǎέ ǿƘƻ ǿŜǊŜ ǎŜŜƪƛƴƎ ƴŜǿ ǎƻǳǊŎŜǎ ƻŦ ǊŜǾŜƴǳŜ ŦƻǊ ǘƘŜƳǎŜƭǾŜǎ ŀƴŘ, 

hopefully, additional income for their clients. 

The main difference between hedge funds and liquid alternative investments is that the latter, as mutual 

funds who can market to investors who not meet the criteria of hedge fund investors, needed to be 

registered with the SEC under the 1940 Securities Act (thus their alternate designation as Ψ40-Act Funds). 

This also meant that they came under the intense scrutiny of the SEC and needed to comply with a host 

of regulations including transparency of their portfolio, daily liquidity for their investors (who could 

redeem their shares on a daily basis) and limitations (but not outright bans) on their use of derivatives, 

leverage and short positions.  

A. The Spectacular Growth of Liquid Alternative Investments 
Assets managed by alternative mutual funds have soared in recent years from $50 billion in 2006 to $95 

billion in 2008, $305 billion in 2012 and nearly $500 billion in 2014.4  Furthermore, these assets are 

forecasted to continue to grow rapidly in the coming years:  Citi Prime Finance, for example, estimates 

that U.S. retail assets in alternative mutual funds will reach $772 billion by 2017, when they will 

represent 10% of total U.S. mutual fund assets.5  A comparable trend is seen globally: alternative assets 

in European based UCITS have risen from $117 billion in early 2009 to over $248 billion in 2012.6   

The chart below shows the growth in alternative mutual fund assets as well as the pronounced increase 

in the slope of this growth following the 2008 Credit Crisis as investors became more concerned with the 

perceived lack of transparency and liquidity among traditional hedge funds, especially when scores of 

hedge fund managers, especially those managing relatively illiquid assets, used the authority granted 

them in the offering documents and partnership agreements to impose various gates and restrictions on 

investors redemption of assets. 

 

 

 

                                                           

4 Citi tǊƛƳŜ CƛƴŀƴŎŜΥ ά¢ƘŜ Rise of Liquid Alternatives & the Changing Dynamics of Alternative Product 
Manufacturing and DistributionΣέ aŀȅ нлмоΣ page 34. ¢ŜŎƘƴƛŎŀƭƭȅΣ ǘƘƛǎ ǊŜŦŜǊǎ ǘƻ Ψплǎ !Ŏǘ CǳƴŘǎ ŀƴŘ 9¢CǎΦ hǇŜƴ- and 
closed-end mutual funds in the U.S. are governed by the Investment Company Act of 1940. 
5 Citi tǊƛƳŜ CƛƴŀƴŎŜΥ ά¢ƘŜ Rise of Liquid Alternatives & the Changing Dynamics of Alternative Product 
Manufacturing and DistributionΣέ aŀȅ нлмоΣ ǇŀƎŜ рлΦ 
6 /ǊŜŘƛǘ {ǳƛǎǎŜΥ ά!ƭǘŜǊƴŀǘƛǾŜ ¦/L¢{ ǎǘǊŀǘŜƎƛŜǎ ς ǇŀǊŀŘƛƎƳ ǎƘƛŦǘ ƻǊ ŜȄǇŜƴǎƛǾŜ ŎƻƳǇǊƻƳƛǎŜΚέ CŜōǊǳŀǊȅ нлмоΣ ǇŀƎŜǎ о-
5. 
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1. Open Ended Companies (mutual funds) 

A mutual fund is an investment fund that pools money from many investors into a single fund that is 

then managed by professionals who buy and sell securities ǳǎƛƴƎ ǘƘŜ ŦǳƴŘΩǎ ŀǎǎŜǘǎ. The investors in the 

fund become shareholders in proportion to how much they invested. The Net Asset Value of a mutual 

fund is calculated at the end of each day and shareholders can redeem their shares or buy new shares 

on a daily basis. The diagram below shows the complex legal structure of a typical mutual fund which 

ƳǳǎǘΣ ōȅ ƭŀǿΣ ƘŀǾŜ ŀƴ ƛƴŘŜǇŜƴŘŜƴǘ ōƻŀǊŘ ƻŦ ŘƛǊŜŎǘƻǊǎ ǘƻ ƻǾŜǊǎŜŜ ǘƘŜ ŦǳƴŘΩǎ ƻǇŜǊŀǘƛƻƴǎ ŀƴŘ ŜƴǎǳǊŜ ƛǘǎ 

compliance with relevant laws and regulations.  (Hedge funds are not required to, and typically do not 

have, an independent board to oversee the hedge fund managers and general partner.) 

 

 

 

Mutual funds are typically classified by their structure and/or the investment objective.  Mutual funds 

also vary in their investment objectives and the markets and instruments in their portfolios.  There are 

over 10,000 mutual funds with every match and mix of markets and securities and objectives 

imaginable. An important distinction, for our purposes, is between actively management and passively 

managed mutual funds.  The latter are pegged to an index (the S&P 500 being the most common) and 

the managers are constrained to try and duplicate this or a myriad of other indices including the 

NASDAQ (high tech) or Russell 2000 (small cap stocks). 

Actively managed funds, on the other hand, give the manager discretion to either beat their relevant 

index or manage a fund without reference to any index.  The liquid alternative investments are of the 

ƭŀǘǘŜǊ ǘȅǇŜΦ  ¢ƘŜƛǊ ƳŀƴŘŀǘŜ ƛǎ άŀōǎƻƭǳǘŜ ǊŜǘǳǊƴέ ǿƘƛŎƘ ƳŜŀƴǎ ǘƘŜȅ ƛŘŜŀƭƭȅ ƳŀƪŜ ƳƻƴŜȅ ǿƘŜǘƘŜǊ ƳŀǊƪŜǘǎ 

go up or down. 

The key for the mutual fund industry, which is facing stiff competitive pressure to reduce the fees they 

charge investors, is that activist funds, and especially liquid alternative investments, are able to charge 

substantially higher fees that other mutual funds.  Facing a profit squeeze, this is good news indeed for 

the mutual fund industry and explains a large part of why they have embraced this product.  

One of the sources of competition for mutual fund comes from Exchange Traded Funds, to which we 

turn now. 



 

27 | P a g e 
 

2. Exchange Traded Funds (ETFs) 
An ETF, or exchange traded fund, is a marketable security that typically tracks an 

index, commodities, bonds, or a basket of assets like an index fund. Unlike mutual funds, an ETF trades 

like a common stock on a stock exchange. ETFs experience price changes throughout the day as they are 

bought and sold.   

Because it trades continuously like a stock, an ETF does not have its net asset value (NAV) calculated 
once at the end of every day like a mutual fund does. Rather, share prices are continuously changing 
throughout the trading day as the shares are bought and sold by brokers on behalf of investors and their 
money managers. 

The structure of an ETF is rather complicated, as diagrammed below.  The key player is the ETF provider 
who takes in cash from investors (via a broker, for investors cannot go directly to the provider) and then 
structures ETF Units which are sold to the investor.  In order to construct these units, the provider needs 
to go into the market (or structure a swap with a bank or investment bank) that will determine the value 
of each unit. 

While the great majority of ETFs are pegged to an index, a growing number are actively managed along 
the lines of an actively managed mutual fund, especially ETFs that include leverage and inverse profile.  
(These are ETFs that are massively short a market and gain when that market falls). The liquid 
alternative investments fall into this category of actively managed ETFs. 

 

While ETFs differ from mutual funds in several important aspects, they are similar in that they are also 

tightly regulated by the SEC and have similar transparency and liquidity requirements. The advantage of 

ETFs over mutual funds is that ETFs tend to be cheaper, can be shorted and options are available on 

some ETFs. 

ETFs have been growing faster than mutual funds by taking away mutual fund assets, an important 

reason why liquid alternative mutual funds have become so important to the mutual fund industry. The 

http://www.investopedia.com/terms/m/marketablesecurities.asp
http://www.investopedia.com/terms/c/commodity.asp
http://www.investopedia.com/terms/b/bond.asp
http://www.investopedia.com/terms/i/indexfund.asp
http://www.investopedia.com/terms/m/mutualfund.asp
http://www.investopedia.com/terms/c/commonstock.asp
http://www.investopedia.com/terms/p/price-change.asp
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ŦŀǎǘŜǎǘ ƎǊƻǿƛƴƎ ǎŜƎƳŜƴǘ ƻŦ ǘƘŜ Ƴǳǘǳŀƭ ŦǳƴŘ ŀƴŘ 9¢C ƛƴŘǳǎǘǊƛŜǎ ƛƴ ǊŜŎŜƴǘ ȅŜŀǊǎ Ƙŀǎ ōŜŜƴ άŀƭǘŜǊƴŀǘƛǾŜέ 

ŦǳƴŘǎΦ  ¢ƘŜǎŜ ŦǳƴŘǎΣ ǿƘƛŎƘ ǿŜǊŜ ōŀǊŜƭȅ ƻƴ ƛƴǾŜǎǘƻǊǎΩ ǊŀŘŀǊ ǎŎǊŜŜƴ ŦƛǾŜ ȅŜŀǊǎ ŀƎƻΣ ƘŀǾŜ ƘŀŘ ŀ ŦƛǾŜ-fold 

increase in assets under management since 2007.   While actively managed equity mutual funds lost 

$575 billion in assets from 2007 to 2013, investors placed over $40 billion in alternative mutual funds in 

2013 alone, while $795 billion went to index funds.   

B. Ȱ3ÈÁÄÏ× "ÏØÉÎÇȩȱ Competition between Hedge Funds and Liquid 

Alternative Investments 
The liquid alternative space has Increasingly become a battleground between hedge funds (and funds of 

hedge funds) on the one side and asset management companies, notably mutual fund and ETF 

companies, on the other.  The common opinion, at least in the hedge fund industry, is that liquid 

alternatives fall short of the performance of private hedge funds, assuring that hedge fund assets will 

continue to grow.   

The basis for this belief has to do with limitations placed on mutual funds, ETFs and UCITS in their use of 

leverage and derivatives, liquidity and lockups, and strategy flexibility. We will look at these arguments 

more closely below.  

 

Exhibit 8:  Characteristics of Liquid Alternative Funds and Hedge Funds 

   Alternative 
Mutual Funds  

Hedge Funds ETFs  

Profile  Seek to deliver 
hedge fund-like 
returns without an 
investment in hedge 
funds 

Actively managed 
portfolios that seek to 
maximize absolute 
returns 

Actively managed 
portfolios of hedge 
funds designed to meet 
the portfolio objective 

 

Liquidity   Daily Redemption notice and 
minimum lockup 

Continuous pricing and 
redemption 

 

Position Level 
Transparency 

 Yes, with time delay No Yes  

Available to a 
Broad Investor 

Base 

 Yes No No  

Structure  1940 Act mutual 
fund 

Limited Partnership 1940 Act Fund  

Investor 
Qualification 

 Retail & Institutional Qualified Purchaser / 
Accredited Investor 

Retail and Institutional  

Fees  12b-1, sales charge, 
management fee, 
other administrative 
expenses 

Management and 
performance fee 
(typically "2/20"), other 
administrative expenses 

Management and 
performance fee 
(typically "1/10" plus 
underlying fund fees), 
other administrative 
expenses 

 

Minimum 
Investment 

 $2,500 (taxable 
accounts) / $250 
(IRAs) 

$250,000 to $5 million; 
$1 million typical 

One Share  
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Pricing  Daily Monthly Continuous  

Tax Reporting  1099s K-1s K-1s  

Transparency  Higher Lower Lower  

Regulation  1940 Act limits on 
structure, shorting 
leverage 

Exempt from 1940 
Investment Act 

1940 Act limits on 
structure, shorting 
leverage 

 

      

 

C. The Arguments for and Against Hedge Funds and LAIs 
Hedge funds and liquid alternative investments can be viewed as different ways of using hedge fund 

tools and strategies. In fact, the hedge fund universe can be seen as a set of such strategies and tools 

that can be used by different vehicles including private limited partnerships, mutual funds, UCITS and 

ETFs. 

Three reasons are given for why liquid alternative investmentsΩ performance should lag behind hedge 

ŦǳƴŘǎΥ ŘƛŦŦŜǊŜƴǘ ƭƛǉǳƛŘƛǘȅ ǊŜǉǳƛǊŜƳŜƴǘǎΤ ƭƛƳƛǘǎ ƻƴ [!LǎΩ ǳǎŜ ƻŦ ƭŜǾŜǊŀƎŜ ŀƴŘ ŘŜǊƛǾŀǘƛǾŜǎΤ ŀƴŘ ǘƘŜ ŦŜŜǎ 

charged by mutual funds.  We evaluate each of these below. 

1. The Liquidity Premium 
Liquidity is especially important in comparing investments in general, and hedge funds and liquid 

alternative investments in particular.  From investorsΩ ǇŜǊǎǇŜŎǘƛǾŜΣ ƪƴƻǿƭŜŘƎŜ ƻŦ ŀƴ ƛƴǾŜǎǘƳŜƴǘΩǎ 

liquidity is a key requirement for making meeting their own liquidity needs.  In addition, liquidity is 

important because of the widely-held belief, most famously associated with David Swensen, Chief 

Investment Officer of the Yale University Endowment, that investors that are able to invest in less liquid 

asserts -- and have their money tied up for longer periods of time -- ŀǊŜ ŀōƭŜ ǘƻ ŜŀǊƴ ŀ άƭƛǉǳƛŘƛǘȅ 

ǇǊŜƳƛǳƳέ ƛƴ ǘƘŜ ŦƻǊƳ ƻŦ ǊŜǘǳǊƴǎ ŀōƻǾŜ ǘƘƻǎŜ ƻŦ ƳƻǊŜ ƭƛǉǳƛŘ ƛƴǾŜǎǘƳŜƴǘǎΦ7   

Many strategies take time to bear fruit.  Private equity investments may be 5-7 years or longer.  Global 

macro fundamentally based strategies may need to wait for an economic cycle of months to reach 

profit.  Similarly, strategies involving high yield or emerging market debt, carry trade, and other illiquid 

markets, can only be done efficiently if the managers are able to invest for the requisite amount of time.   

The need by mutual funds to provide daily or at least near term liquidity means that they need to keep 

cash on hand to handle redemptions. This can hurt results, especially for strategies that include 

distressed securities investing, certain structured credit approaches, activist/special-situation strategies, 

physical private real estate, private equity, venture capital, hard assets, and infrastructure.  

2. Limits on liquid aÌÔÅÒÎÁÔÉÖÅÓȭ ÌÅÖÅÒÁÇÅ and derivatives 
Another potential drawback of liquid alternatives is the restriction on leverage compared to hedge 

funds. Leverage is especially important for strategies ς notably fixed income arbitrage, commodity 

trading advisors and market neutral strategies -- that have positions with thin profit margins and need 

leverage to make the returns attractive.   Although leverage is a double edged sword that can multiply 

losses as well as gains, it certainly provides higher returns when the strategy works. 

                                                           

7 See for example: http://www.ifa.com/articles/liquidity_risk_factor 
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One of the ways that hedge funds gain leverage is through the use of derivatives such as swaps, futures 

and options, which often only require a margin for a fraction of their nominal value.  However, here 

again regulations restrict the ability of mutual funds to use these instruments.  

3. Fees and Expenses 
It is widely assumed that the fee and incentive compensation structure of hedge funds is higher than 

liquid alternative investments, which only charge a flat fee.   

However, this conclusion has been challenged in a broad study performed by Morningstar, which found 

that when front-end loads (a sales commission or fee paid to intermediaries such as financial planners, 

brokers and investment advisors at the time of sale; front-end loads are separate from fund expenses) 

are included, fund expenses may be considerably higher than the average hedge fund: 

Χlooking at data from 269 actively managed liquid alternative funds casts some doubt on this 
claim, Morningstar found that the average fund expense ratio for this group is 1.91%. Potentially 
more telling is the dispersion, as the top quarter has a range of 2.25% to 5.13% with an average 
ƻŦ нΦу҈Φ ¢ƻ Ǉǳǘ ǘƘƛǎ ƛƴǘƻ ǇŜǊǎǇŜŎǘƛǾŜΣ ƘŜŘƎŜ ŦǳƴŘǎϥ ƳǳŎƘ ƳŀƭƛƎƴŜŘ άн ϧ нлέ ŦŜŜ ǎǘǊǳŎǘǳǊŜ 
equated to a 2.7% investor all-in fee, using HFR Research's broadest index over the past 15 
years. If we were to include just the front-end loads, the top quartile's average [mutual] fund 
expenses paid increases to 3.28% (assuming a five-year average holding period). In order to 
equate this to the hedge fund return series discussed above, investors in these liquid alternative 
ŦǳƴŘǎ ǿƻǳƭŘ ƴŜŜŘ ǘƻ ǇǊƻǾƛŘŜ ŀƴ ƻǳǘǎƛȊŜŘ ƳŀƴŀƎŜǊ Ǉŀȅƻǳǘ ƻŦ άн ϧ отΦέ 8 

 

One difficulty in comparing liquid alternative funds to hedge funds is that liquid alternatives are required 

to divulge their expenses (in a measure ƪƴƻǿƴ ŀǎ άŜȄǇŜƴǎŜ Ǌŀǘƛƻέ ς i.e., the ratio of expenses to the 

ŦǳƴŘΩǎ ŀǎǎŜǘǎύ ƘŜŘƎŜ ŦǳƴŘǎΩ ŜȄǇŜƴǎŜǎ ŀǊŜ ƛƴŎƭǳŘŜŘ ƛƴ ǘƘŜ ǘƻǘŀƭ ǊŜǘǳǊƴǎ ŀƴŘ ƴƻǘ ǊŜǇƻǊǘŜŘ ǎŜǇŀǊŀǘŜƭȅΦ  

IV. )ÔȭÓ !ÌÌ !ÂÏÕÔ 0ÅÒÆÏÒÍÁÎÃÅȣ$Ï (ÅÄÇÅ &ÕÎÄÓ $ÅÌÉÖÅÒȩ 
 

And now we have to enter the murky and highly controversial area of hedge fund performance, also 

ƪƴƻǿƴ ŀǎ άŘƻ ƘŜŘƎŜ ŦǳƴŘ ƳŀƴŀƎŜǊǎ ŜŀǊƴ ǘƘŜƛǊ ŦŜŜǎΚέ While countless amounts of ink (and pixels) have 

gone into both sides of this controversy, most has come from hedge funds and their allies. Although 

hedge funds are prevented from marketing to investors, this does not hold for brokers, investment 

managers, wealth managers, insurance companies, banks and investment banks ς the entities that 

convince investors to invest in hedge funds and LiquidAlts. 

On the institutional side, there are dozens of consulting firms who advise pension funds, university 

endowments and foundations, as well as offices of the very wealthy, on their asset allocation.  These 

firms overwhelmingly advocate investment in hedge funds, despite the controversy of whether they 

benefit investors.   

Too, the hedge fund industry enjoys the advocacy of several industry associations ς notably the 

Alternative Investment Management Association and the Managed Funds Association -- that are free to 

                                                           

8 άAlternative Mutual Funds ς A good alternative?έ ²ŜŀƭǘƘ!ƭƭȅΦŎƻƳΦ Aug 17, 2013. 
Read more http://erfolgsebook.de/2013/12/07/alternative-mutual-funds-a-good-alternative-2/ 
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tout the advantages of hedge funds, often with biased literature couched in scientific jargon.  These 

include  

Aligned on the other side of the controversy are the meagre resources of journalists and academics.  It is 

no wonder that assets of hedge funds have grown dramatically over the past decade.  

A. The Industry Position 
The definition of hedge fund performance has changed several times over the years, which adds to the 

difficulty of discussing topic.  Like hitting a moving target or finding the ball under the shells, finding the 

current definition of hedge fund performance is a challenge. Another major problem with measuring 

hedge fund performance is the deep flaws with both the data that is used to measure this performance 

and in the measurement methodology itself. 

In combination, these issues seriously bring into question the industry argument that hedge funds are 

beneficial for investors. The industry arguments for hedge funds over the years can be summarized as 

follows9: 

1. Hedge funds provide higher returns and higher alpha than other investments 

2. Hedge funds provide absolute returns, showing positive returns under all market conditions 

3. Hedge funds provide risk protection insurance because they suffer smaller declines than other 

investments during market downturns 

4. Hedge funds improve the risk adjusted returns of a portfolio because of their low correlation to 

other investments 

B. Hedge Fund Performance: The Moving Target 
Since the early 1990s hedge funds and the definition of hedge fund performance have gone through 

four ŘƛǎǘƛƴŎǘ ǇƘŀǎŜǎΥ мύ ¢ƘŜ άƘƻƳŜ Ǌǳƴ ȅŜŀǊǎέ ǿƘŜƴ ƘŜŘƎŜ ŦǳƴŘǎ ǿŜǊŜ ŜȄǇŜŎǘŜŘ ǘƻ ŜŀǊƴ ƻǳǘǎƛȊŜŘ ǊŜǘǳǊƴǎ 

2) Absolute returns when hedge funds were expected to show positive returns regardless of market 

movements, 3) Downside risk protection, especially during market crises and fat-tailed events, 4) and 

sources of diversification by offering alternative betas, which differed from traditional stock and bond 

market betas. These changes are mimics in the Economist article below. 

While 1) and 2) above were the stated goals of hedge funds for a long time, this changed with the Credit 

Crisis of 2008.  Since then, 3) and 4) above have been given as the primary reasons to invest in hedge 

funds. 

                                                           

9 Representative Studies of the Portfolio Benefits of Hedge Funds include: The Value of the Hedge Fund Industry to Investors, 
Markets and the Broader Economy, Center for Hedge Fund Research, Imperial College, 2012; with KPMG and AIMA; Hedge 
Funds as Diversifiers in Institutional Portfolios, Commonfund, August 2013; Apples to Apples: How to better understand hedge 
fund performance; AIMA, 2014; Hedge Fund Investing: How to Optimize Your Portfolio, Credit Suisse, 2012; Hedge Funds in 
Strategic Asset Allocation, LYXOR Research, March 2014; Quant Corner: the ABCs of Hedge Funds: Alphas, Betas and Costs; 
Roger Ibbotson, Peng Chen and Kevin Zhu, Morningstar Investment Observer; The Case for Hedge Funds, Goldman Sachs Asset 
Management, 2013; Essentials of Alternatives, Guggenheim Investments, 2012; The New Diversification: Open Your Eyes to 
Investments, a Conversation with Professor Christopher Geczy, BlackRock, 2013 
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Goldman Sachs, the prestigious bank, which has its own hedge funds in addition to marketing the hedge 

funds of others, presents the performance of hedge funds compared to other indices in the graph 

below. We will deal with the flaws in the measurement of performance later in this book.  However, at 

this juncture we will use the graph to map out the main guises in which hedge fund performance has 

dressed over the years. 

FROM ALPHA TO SMART BETA 

4(% ).$53429ȭ3 ,!.'5AGE IS CHANGING 

February 18th, 2012 
 
 Dear Investor, 

 
In line with the rest of our industry we are making some changes to the language we 
use in our marketing and communications. We are writing this letter so we can explain 
these changes properly. Most importantly, Zilch Capital used to refer to itself as a 
άƘŜŘƎŜ ŦǳƴŘέ ōǳǘ нллу ƳŀŘŜ ƛǘ ŜƳōŀǊǊŀǎǎƛƴƎƭȅ ŎƭŜŀǊ ǿŜ ŘƛŘƴϥǘ ƪƴƻǿ Ƙƻǿ ǘƻ ƘŜŘƎŜΦ !ǘ 
ŀƭƭΦ {ƻ ƭƛƪŜ Ƴŀƴȅ ƻǘƘŜǊǎΣ ǿŜ ƘŀǾŜ ŜƳōǊŀŎŜŘ ǘƘŜ ǘƛǘƭŜ ƻŦ άŀƭǘŜǊƴŀǘƛǾŜ ŀǎǎŜǘ ƳŀƴŀƎŜǊέΦ Lǘϥǎ 
clunky but ambiguous enough to shield us from criticism next time around. We know 
ǿŜ ǳǎŜŘ ǘƻ ǇǊƻƳƛǎŜ άŀōǎƻƭǳǘŜ ǊŜǘǳǊƴǎέ όƛΦŜΦΣ ǘƘŀǘ ȅƻǳ ǿƻǳƭŘ ƳŀƪŜ ƳƻƴŜȅ ǊŜƎŀǊŘƭŜǎǎ ƻŦ 
market conditions) but this pledge has proved impossible to honour. Instead we're 
ƎƻƛƴƎ ǘƻ ƎƛǾŜ ȅƻǳ άǊƛǎƪ-ŀŘƧǳǎǘŜŘέ ǊŜǘǳǊƴǎ ƻǊΣ ŦŀƛƭƛƴƎ ǘƘŀǘΣ άǊŜƭŀǘƛǾŜέ ǊŜǘǳǊƴǎΦ Lƴ ȅŜŀǊǎ like 
2011, when we delivered much less than the S&P 500, you may find that we don't talk 
about returns at all. 
 
Lǘ ƛǎ ŀƭǎƻ ǘƛƳŜ ǘƻ ƳƻǾŜ ƻƴ ŦǊƻƳ ǘƘŜ ŎƻƴŎŜǇǘ ƻŦ ŘŜƭƛǾŜǊƛƴƎ άŀƭǇƘŀέΣ ǘƘŜ ǎƪƛƭƭ ȅƻǳϥǾŜ ǇŀƛŘ 
us such fat fees for. Upon reflection, we have decided that we're actually much better 
ŀǘ ƎƛǾƛƴƎ ȅƻǳ άǎƳŀǊǘ ōŜǘŀέΦ ¢Ƙƛǎ ǘŜǊƳ ƛǎ ŀƭǊŜŀŘȅ ōŜƛƴƎ ǘƻǳǘŜŘ ŀǘ ƛƴŘǳǎǘǊȅ ŎƻƴŦŜǊŜƴŎŜǎ 
and we hope shortly to be able to explain what it means. Like our peers we have also 
ǎǘŀǊǘŜŘ ǘŀƭƪƛƴƎ ŀ ƭƻǘ ŀōƻǳǘ Ƙƻǿ ǿŜ ŀǊŜ άƳǳƭǘƛ-strateƎȅέ ŀƴŘ άŎŀǇƛǘŀƭ-structure 
ŀƎƴƻǎǘƛŎέΣ ŀƴŘ ōƻŀǎǘƛƴƎ ŀōƻǳǘ ǘƘŜ ōŜƴŜŦƛǘǎ ƻŦ ƻǳǊ άǳƴŎƻƴǎǘǊŀƛƴŜŘέ ƛƴǾŜǎǘƳŜƴǘ 
approach. This is better than saying we don't really understand what's going on. 
 
Some parts of the lexicon will not see style drift. We are still tryinƎ ǘƻ ƪŜŜǇ ŀƭƛǾŜ άǘǿƻ 
ŀƴŘ ǘǿŜƴǘȅέΣ ǘƘŜ ƛƴŘǳǎǘǊȅϥǎ ǎƘƻǊǘƘŀƴŘ ŦƻǊ н҈ ƳŀƴŀƎŜƳŜƴǘ ŦŜŜǎ ŀƴŘ нл҈ ǇŜǊŦƻǊƳŀƴŎŜ 
fees. It is, we're sure you'll agree, important to keep up some traditions. Thank you for 
your continued partnership. 
 
Zilch Capital LLC 
 

         The Economist 
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1. The Home Run Years 
The home run years run approximately between 1992 and 1998 and can be bracketed by two market 

crises and a tale of two hedge funds.  ThŜ ǘǿƻ ŎǊƛǎŜǎ ŀǊŜ ǘƘŜ 9ǳǊƻǇŜŀƴ aƻƴŜǘŀǊȅ {ȅǎǘŜƳΩǎ ǊŜŀƭƛƎƴƳŜƴǘ 

in 1992 and the Russian Ruble collapse in 1998.  The two hedge fund associated with the two events are 

DŜƻǊƎŜ {ƻǊƻǎΩ ŦǳƴŘ ǿƘƛŎƘ ǇǊƻŦƛǘŜŘ ƳƛƎƘǘƛƭȅ ƛƴ мффн from the devaluation of the British pound, and Long 

Term Capital Management, which blew up in 1998. During the interim period investors, who were at the 

time primarily European and U.S. wealthy individuals, invested in hedge funds hoping to see double digit 

returns and willing to risk capital in order to achieve these returns. 

a) George Soros Breaks the Bank of England 

During the early 1990s most European nations joined the European Exchange Rate Mechanism, an 

agreement to maintain fixed exchange rates between the members.  However, the ERM allowed nations 

to periodically adjust these rates to mitigate economic and political pressures. 

By 1992 the British pound had become seriously sufficiently overvalued against the other European 

currencies so as to hurt their exports and their economy.  The British government decided that it wanted 

to maintain a strong pound primarily for political reasons, equating a strong pound with a show of 

strength.  However, many investors and speculators felt that this strong pound policy was unsustainable.  

George Soros, a hedge fund manager, was among these speculators and as 1992 progressed he took 

massive short positions betting against the British Pound. 

The British government tried to prop up the pound by raising interest rates into the double digits and by 

using the couƴǘǊȅΩǎ reserves to buy pounds in the marketplace in order to break the backs of 

speculators.  Soros, however, felt that the British could not sustain these policies, which were severely 
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hurting the British economy.  As the graph below shows, he was right.  The pound collapsed and Soros 

made a billion dollars for his investors.  (This was at a time when a billion dollars was real money). 

Soros served as the prototype hedge fund manager for the next several years until Long Term Capital 

Management blew up and brought the global financial system to its knees by swinging for the fences. 

 

b) Long Term Capital Management 

In 1994, a couple of Nobel Laureates in economics and some heavyweight traders from Solomon 

Brothers felt that they could earn high returns as hedge fund managers, and founded Long Term Capital 

aŀƴŀƎŜƳŜƴǘΦ  DƛǾŜƴ ǘƘŜ ǊŜǇǳǘŀǘƛƻƴ ƻŦ ǘƘŜ ŦǳƴŘΩǎ ƳŀƴŀƎŜǊǎΣ ƛǘ ǉǳƛŎƪƭȅ ǊŀƛǎŜŘ ǎŜǾŜǊŀƭ ōƛƭƭƛƻƴ ŘƻƭƭŀǊǎ ǿƘƛŎƘ 

it put to work on highly leveraged bets using derivatives.  These positions ranged from Dutch real estate 

ǘƻ ¦Φ{Φ ŜǉǳƛǘƛŜǎ ǘƻ !ǎƛŀƴ ŎǳǊǊŜƴŎƛŜǎΦ  .ȅ мффуΣ ǎƻƳŜ ƻŦ [¢/aΩǎ Ǉƻǎƛǘƛƻƴǎ ǿŜǊŜ ƭŜǾŜǊŀƎŜŘ млл ǘƻ м 

(meaning that the fund had one dollar of capital for every 100 dollars of market positions). 

Lƴ мффт ŘŜōǘ ŎǊƛǎƛǎ ǿŀǎ ŦƻƭƭƻǿŜŘ ōȅ wǳǎǎƛŀΩǎ ŘŜŦŀǳƭǘ ƻƴ ƛǘǎ ŦƻǊeign debt in 1998.  In reaction, investors 

liquidated their riskier investments (which were precisely the ones LTCM owned) and moved into U.S. 

government bonds.  The result was losses so severe that LTCM became bankrupt and avoided 

liquidation only because the Federal Reserve performed a shotgun marriage between LTCM and Bear 

Stearns. 

C. The Absolute Returns Years 
While 1998 marked the year that hedge fund stopped aiming for home runs, they did provide some 

downside protection while the stock and bond markets tanked in 1998 and again in 2000-1 as the 

Internet bubble burst.  (See chart below).   The argument now became that hedge funds act as 

insurance, providing a buffer against sharp market reversals and fat-tailed movements because of their 

ability to short markets and flexibility in changing the composition of their portfolios in response to 

changing market positions. 

 

 

 



 

35 | P a g e 
 

Exhibit 9: Hedge Funds Have Experienced Smaller Declines During Equity Drawdowns 

 

 

Absolute returns refer to the ability of a fund to generate positive returns in all market conditions, as 

ƻǇǇƻǎŜŘ ǘƻ άǊŜƭŀǘƛǾŜ ǊŜǘǳǊƴέ ŦǳƴŘǎ ǿƘƻǎŜ ǊŜǘǳǊƴǎ ŀǊŜ ŘŜǎƛƎƴŜŘ ǘƻ ǘǊŀŎƪ ŀ ōŜƴŎƘƳŀǊƪ ƻǊ ƳŀǊƪŜǘΦ10  

Relative return funds are expected to show negative returns if their benchmark decline while absolute 

return funds are expected to continue to show positive ǊŜǎǳƭǘǎΦ  IŜŘƎŜ ŦǳƴŘǎ ǿŜǊŜ ƭŀōŜƭƭŜŘ ŀǎ άŀōǎƻƭǳǘŜ 

ǊŜǘǳǊƴέ ƛƴǾŜǎǘƳŜƴǘǎ ǳƴǘƛƭ нллу ōŜŎŀǳǎŜ ǘƘŜȅ ŎƻƴǎƛǎǘŜƴǘƭȅ ǎƘƻǿed positive results, at least on an 

aggregate level, regardless of the direction of the major markets.  As shown above, the aggregate hedge 

fund index and the fund of fund index both had positive results in virtually every single year between 

1990 and 2007. In other years, their drawdown was dramatically less than the stock market. 

D. The Yale Endowment Model:  Institutions Pile into Hedge Funds 
 

The year 2008 was important for hedge funds for two reasons.  First, the credit crisis, when hedge funds 

as a group lost 20% of their assets, put to bed the notion that hedge funds were absolute return 

investments.  Second, it marked the year that the majority of money invested with hedge funds came 

from institutions rather than wealthy individuals.     

                                                           

10 Absolute return strategies include equity market neutral, arbitrage strategies and relative value strategies. The 
returns on these strategies do not always prove to be uncorrelated with the market and can suffer drawdowns. Of 
course fixed income products such as U.S. treasuries are vulnerable to drawdowns as well if record low interest 
rates revert closer to their historical norms. 
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One of the shining beacons of investment hope during the 2000s was the stellar performance of the Yale 

Endowment under David Swensen, its Chief Investment Officer.  During his nineteen years as CIO, the 

Yale Endowment portfolio dramatically outperformed virtually every other large endowment as well as 

the traditional 60/40 portfolio. (see below) 

 

Exhibit 10: The Yale Endowment Performance 

 

Furthermore, Swensen, whose opinions were widely disseminated in the investment industry not least 

via his book, Pioneering Modern PortfolioΣ ǿŀǎ ŀŘŀƳŀƴǘ ǘƘŀǘ ǘƘŜ ŜƴŘƻǿƳŜƴǘΩǎ ǊŜǎǳƭǘǎ ǿŜǊŜ ŀ ŦǳƴŎǘƛƻn 

having invested over two-thirds of its assets in alternative investments -- primarily private equity firms, 

ǊŜŀƭ ŜǎǘŀǘŜ ŀƴŘ ƘŜŘƎŜ ŦǳƴŘǎ όƭŀōŜƭƭŜŘ ŀǎ ά!ōǎƻƭǳǘŜ wŜǘǳǊƴέ ōŜƭƻǿ.) 

 

 












































