
Hedge Fund
Overview

Introduction:
Hedge Funds vs Traditional 

Mutual Funds
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Hedge Fund Characteristics:

Less regulated Fewer disclosure 
requirements Use of leverage

In 2011, the rules in the US, changed to 
require hedge fund managers to disclose some information

To the Securities and Exchange Commission a US regulator, 
about the nature of the investments they held

This can magnify gains for investors but also increases the risk of larger losses

Seek absolute returnsBroader range of allowable investment 
types, e.g. derivatives and short-selling

Hedge Fund Characteristics:

Flexibility that hedge funds have 
to invest in wide variety 

of investment strategies

Hedge funds can generate 
higher returns, they also may 
take on significantly more risk
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Seek absolute returnsBroader range of allowable investment 
types, e.g. derivatives and short-selling

Higher minimum investments

Accessible to high net worth, sophisticated and 
institutional investors only, i.e. not available to retail investors

Less liquid

Hedge Fund Characteristics:

Hedge Fund Industry 
& Performance

© 2023 Financial Edge Training 3



AUM by Investing Geography 2021 AUM by Strategy 2021

Number of Funds by Fund Size 2021 Head Office Locations 2021
Source - Eurekahedge

AUM by Investing Geography 2021

68%

North America

Europe

Asia ex-Japan

Latin America

Japan

Strategy with biggest market share
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AUM by Investing Geography 2021 AUM by Strategy 2021

Number of Funds by Fund Size 2021 Head Office Locations 2021
Source - Eurekahedge

AUM by Strategy 2021

34% Event driven Fixed income

Long/short equities

Multi-strategy

CTA/Managed futures

Macro Arbitrage

Distressed debt

Relative value Others

Relatively higher profits can be made by bigger funds 
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AUM by Investing Geography 2021 AUM by Strategy 2021

Number of Funds by Fund Size 2021 Head Office Locations 2021
Source - Eurekahedge

Number of Funds by Fund Size 2021

57%

Less than or equal 
to US$100 million

US$101-500 million

More than
US$500 million

Aim to maintain high returns for investors
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AUM by Investing Geography 2021 AUM by Strategy 2021

Number of Funds by Fund Size 2021 Head Office Locations 2021
Source - Eurekahedge

Head Office Locations 2021

56%

United States

United Kingdom

Hong Kong

Switzerland

Brazil

Singapore

Others
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Global hedge fund returns have stabilized after a difficult decade

2004 2005 2010 2015 2020 2021
-20

-10
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Assets fund returns (%)

Significant variability of performance between different hedge funds

Hedge Fund 
Investment Strategies - Part 1
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Investment Strategies

Long-Short 
Equity

Equity Market 
Neutral Risk Arbitrage Convertible 

Bond Arbitrage

Arbitrage 
Based Event Driven Fixed Income 

Arbitrage

Gains from both price increases and price decreases

Long - Short Equity

Short selling involves borrowing the stock for a current shareholder

Selling it in the hope of repurchasing it later at a lower price

130% of the client’s money is invested in long positions 
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Investment Strategies

Long-Short 
Equity

Equity Market 
Neutral Risk Arbitrage Convertible 

Bond Arbitrage

Arbitrage 
Based Event Driven Fixed Income 

Arbitrage

Arbitrage Based

Investor simultaneously buys and sells an asset in different markets 

To take advantage of a price difference and generate a profit
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Investment Strategies

Long-Short 
Equity

Equity Market 
Neutral Risk Arbitrage Convertible 

Bond Arbitrage

Arbitrage 
Based Event Driven Fixed Income 

Arbitrage

Equity Market Neutral

Market-neutral strategy is designed to be generally neutral to market movements

Gains and losses resulting from broad market movements will cancel each other out 

Gains for the fund are made from identifying mispriced securities within the market
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Investment Strategies

Long-Short 
Equity

Equity Market 
Neutral Risk Arbitrage Convertible 

Bond Arbitrage

Arbitrage 
Based Event Driven Fixed Income 

Arbitrage

Event Driven

Investment strategy which attempts to profit from stock mispricing 
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Investment Strategies

Long-Short 
Equity

Equity Market 
Neutral Risk Arbitrage Convertible 

Bond Arbitrage

Arbitrage 
Based Event Driven Fixed Income 

Arbitrage

Risk Arbitrage

Risk Arbitrage is investment strategy to profit from: 

The narrowing of a gap between the trading price of a company 
subject to a takeover bid and the acquirer’s stock valuation
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Investment Strategies

Long-Short 
Equity

Equity Market 
Neutral Risk Arbitrage Convertible 

Bond Arbitrage

Arbitrage 
Based Event Driven Fixed Income 

Arbitrage

Fixed Income Arbitrage

Investor assumes opposing long and short positions 
to take advantage of small price discrepancies 
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Investment Strategies

Long-Short 
Equity

Equity Market 
Neutral Risk Arbitrage Convertible 

Bond Arbitrage

Arbitrage 
Based Event Driven Fixed Income 

Arbitrage

Convertible Bond Arbitrage

Bond that can be converted into a fixed number of shares of the company 

Taking long and short positions on a 
convertible bond and the stock of the company  

The goal of this strategy is to have the right amount of hedging  
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Hedge Fund 
Investment Strategies - Part 2

Investment Strategies

Global 
Macro

Managed 
Futures Directional Emerging Markets

Dedicated 
Short Bias Multi-Strategy Volatility
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Global Macro

Attempts to pick investments based on the macroeconomic principles of various countries

May also include both long and short positions in many types of assets

Investment Strategies

Global 
Macro

Managed 
Futures Directional Emerging Markets

Dedicated 
Short Bias Multi-Strategy Volatility
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Dedicated Short Bias

Maintains a net short exposure to the market through a combination of short and long positions

Investment Strategies

Global 
Macro

Managed 
Futures Directional Emerging Markets

Dedicated 
Short Bias Multi-Strategy Volatility
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Managed Futures

The portfolio manager assembles a diversified portfolio of futures contracts

Much greater exposure can be achieved for the same initial outlay of cash

Investment Strategies

Global 
Macro

Managed 
Futures Directional Emerging Markets

Dedicated 
Short Bias Multi-Strategy Volatility
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Multi Strategy

Engage in a variety of investment strategies, the scope of 
which will be determined by each individual hedge fund

Multi Strategy

Diversification Benefit

Smooth Returns Reduce Volatility Decrease Asset-class and
Single-strategy Risks

$
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Investment Strategies

Global 
Macro

Managed 
Futures Directional Emerging Markets

Dedicated 
Short Bias Multi-Strategy Volatility

Directional

Managers of directional funds maintain some exposure to the market, but they 
try to get higher-than-expected returns for the amount of risk that they take
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Investment Strategies

Global 
Macro

Managed 
Futures Directional Emerging Markets

Dedicated 
Short Bias Multi-Strategy Volatility

Volatility

How much volatility there will be in the stock price will move
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Investment Strategies

Global 
Macro

Managed 
Futures Directional Emerging Markets

Dedicated 
Short Bias Multi-Strategy Volatility

Emerging Markets

Involves long investments in emerging market sectors and nations
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Fund Structures

Outside Investors (Limited Partners)

Hedge Fund Management 
Company (General Partner)

+

+

+

+

+

Investment A

Investment B

Investment C

Investment D

Investment E

Hedge 
Fund(LLP)

INVESTMENT 
DECISIONS

CASH

CASH
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Typical Hedge Fund Fee 
Structures and Restrictions

Performance Fee Hurdle

%

Lock Up Gate Management Fee

High-Water

$
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Lock Up

Hedge fund manager to set up their initial strategy 

Allows time for the fund to demonstrate the strength of its strategy

Many institutional investors have placed restrictions on 
the maximum allowable lock up period, typically 1-2 years

Performance Fee Hurdle

%

Lock Up Gate Management Fee

High-Water

$
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Gate

Prevent a situation where redemption requests add 
to the market value losses, a fund is experiencing 

Hard gates prevent any liquidations when they are triggered

Soft gates allow investors to withdraw their money from the fund 
if they agree to pay a redemption fee, which could range from 2% -5% 

Performance Fee Hurdle

%

Lock Up Gate Management Fee

High-Water

$
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Management Fee

Hedge funds have traditional operated on a 2 & 20 structure

Performance Fee Hurdle

%

Lock Up Gate Management Fee

High-Water

$
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Performance Fee

Annual management fee of 2% of the assets under management 
(or AUM) is paid to the GP and a further 20% performance fee 
is paid, which equates to 20% of the gains made by the fund 

Performance Fee Hurdle

%

Lock Up Gate Management Fee

High-Water

$
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Hurdle

%

5% to incentivize the GP to generate excellent returns for the LPs

Retain one fifth of the return above that hurdle rate

Many hedge funds now have management fee rates 
below 2% and performance fee rates below 20%

Performance Fee Hurdle

%

Lock Up Gate Management Fee

High-Water

$
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High-Water

$

A high-water mark is the highest value a fund has reached in the past

The high-water mark is used as a base line in 
determining performance fees that an investor must pay

Protect investors from paying a performance fee 
for the fund manager merely recovering past losses

Hedge Fund Service Providers
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HEDGE FUNDS

Prime Broker Administrator Auditor

Custodian Investment Manager

Prime Broker

Bundled group of services that investment banks and 
other financial institutions offer to hedge funds

Ability to borrow securities 

Ability to borrow cash 

Consultancy and risk management
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HEDGE FUNDS

Prime Broker Administrator Auditor

Custodian Investment Manager

Custodian

Send the funds required to settle the transaction 

Ensure the securities are held 

Financial institutions that hold the securities of a fund to ensure their safekeeping 
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HEDGE FUNDS

Prime Broker Administrator Auditor

Custodian Investment Manager

Administrator

Involves all recordkeeping for the fund
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HEDGE FUNDS

Prime Broker Administrator Auditor

Custodian Investment Manager

Investment decisions

Financial company or individual that employs professional portfolio managers and analysts  

Investment Manager
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HEDGE FUNDS

Prime Broker Administrator Auditor

Custodian Investment Manager

Audit the financial statements of the hedge fund 

Auditor

Review the hedge fund's valuation methodology 

Implementation of the methodology
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Traditional Measures 
of Exposure

Jensen’s Alpha Sharpe Ratio Value at Risk
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Jensen’s Alpha

Sharpe Ratio

Value at Risk (VaR) Skewed Losses for Funds

Probability %

Loss 
Distribution

Unexpected
Losses VAR (UL)

Expected
Losses (EL)

Loss 
Distribution

Probability %

99.9 Percentile
(Maximum) Value

0.1%

Unexpected
Losses VAR (UL)

Expected
Losses (EL)

EL - σ EL + σ
Confidence 

Interval

50%
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Difficulties in Applying 
Traditional Analysis 

to Hedge Funds

Expected 
Returns

Dynamic 
Performance

Standard 
Deviation 
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Expected 
Returns

Dynamic 
Performance

Standard 
Deviation 

Expected Returns
Difficult to develop expected returns 

due to biases

Overestimate 
average 

performance and 
underestimate 

investor risk

Influenced by 
stale prices, which 

occur due to the 
illiquid nature

Expected 
Returns

Dynamic 
Performance

Standard 
Deviation 

Dynamic Performance
Not static and change over time

Systematic risk

Volatility

Correlations
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Expected 
Returns

Dynamic 
Performance

Standard 
Deviation 

Standard Deviation 
Incomplete measure of risk

Requires an 
assumption that 
returns follow a 

normal distribution

Underestimates 
the full risk 

faced by hedge 
fund investors

Due Diligence Checks & 
Information Sources
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Investments into hedge funds are more illiquid 
than traditional mutual funds investments

Long initial lock 
up periods 

Only periodic 
redemption dates

Carry out extensive due diligence before 
making an investment into the fund! !

Due Diligence Best Practices

Financial 
statements 
& forecasts

Audits

Taxes Management 
& employees

InsuranceCorporate 
organization

Legal

Many 
others…

Public 
document review
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Regulation

Hedge funds less regulated than 
traditional investment vehicles

But regulation has increased 
since 2008 global financial crisis

- +
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Dodd-Frank Act (2010) requires all hedge 
funds over $25m to be registered with SEC

Changes Since 2008 Global Financial Crisis

In US In Europe

Increased regulation covering:

Disclosure of short positions to regulators

Risk management and financial stability

Investor disclosure

Conflict management

Calculation and publication of fund values

Internal systems and controls

Marketing 

SEC had more oversight over the activities 
of hedge funds

If under $100 million of AUM through appropriately 
sophisticated state regulator

Bias in Hedge Funds
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Hedge fund performance data suffers from a number 
of biases primarily relating to the lack of publicly 

released fund valuations. 

Performance is reliant on the data
hedge funds choose to disclose

Selection Bias
Selection 

Bias

Backfill 
Bias

Survivorship 
Bias

Only report data to index 
providers in relation to the 

well performing funds 

Not submit data 
on poorly 

performing funds

Some hedge fund managers may…

Will lead to upward bias in the index’s 
calculation of performance
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Backfill Bias
Historic fund performance…

Will result in an improvement in the 
historic performance of the index once 

this data is included

Being included in an 
index when a fund 
first reports data

Likely been in 
existence for a 

number of years

Selection 
Bias

Backfill 
Bias

Survivorship 
Bias

Survivorship Bias
Historic fund performance…

Will result in an improvement in 
the historic performance

Removed from the index
if fund ceases reporting 

to an index provider

Far more likely to 
be poorly 

performing funds 

Selection 
Bias

Backfill 
Bias

Survivorship 
Bias
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Hedge Fund New Entrants 
and Liquidations

Source: The Financial Times (2021)

1996 2000 2005 2010 2015 2020

-1000

0

1000

2000

Launches

Number of hedge funds

Launches & Liquidations

Liquidations

High

Decline

© 2023 Financial Edge Training 47



Hedge Fund Failures

Madoff LTCM

Bernie Madoff defrauds his hedge 
fund investors of $65 billion in 2008

Long-Term Capital Management 
was a massive hedge fund with 

$126 billion in assets
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Ponzi Scheme 
(also known as Pyramid Selling)

Form of fraud that pays profits to 
earlier investors with funds from 

more recent investors

Cannot attract new funds fast enough

$

Madoff

Bernie Madoff defrauds his hedge 
fund investors of $65 billion in 2008

Key Lessons

1

2

3

Beware bond-like volatility 
with equity-like returns

Secretive firms are often 
secretive for a reason

Regulators are often 
financial archeologists

Madoff

Bernie Madoff defrauds his hedge 
fund investors of $65 billion in 2008
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Madoff LTCM

Bernie Madoff defrauds his hedge 
fund investors of $65 billion in 2008

Long-Term Capital Management 
was a massive hedge fund with 

$126 billion in assets

Arbitrage Strategy

Profiting from mispricing of similar 
securities in different markets 

%

$ $ $

Significant amounts of leverage

It almost collapsed in late 1998
but was bailed out by 14 other banks

LTCM

Long-Term Capital Management 
was a massive hedge fund with 

$126 billion in assets
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Why was 
LTCM bailed out?

‘Too big to fail’ and posed 
a systemic risk

Pressured by senior 
political leaders to structure 

syndicated bail out plan

Other financial institutions 
would suffer significant losses

LTCM

Long-Term Capital Management 
was a massive hedge fund with 

$126 billion in assets

The Future of Hedge Funds
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2020201920172015 202120182016
15.8

16.0

16.2

16.4

16.6

16.8

17.0

1.46

1.48

1.44

1.42

1.40

1.38

Performance fees (%) Management fees (%)

The traditional ‘2-and-20’ fee system is dying as both hedge fund and asset 
management fees come under pressure from new FinTech solutions

Source: EurekaHedge (2021)

Plenary
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Hedge funds
are a high-risk

potentially 
high-return 
investment 
opportunity

Hedge funds are not 
accessible to retail 

investors owing to the 
risks taken. They 

attract comparatively 
less regulatory 

oversight

Hedge funds continue 
to grow but are 

increasingly coming 
under fee pressure 
from technological 

disruption

Due diligence is vital 
prior to investing in 

a hedge fund

High-Risk/
High Return

Limited 
Access

Fee 
Pressures

Due 
Diligence

Appendix: Further Reading
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Monthly Hedge Fund Performance Review by Aurum’s Fund Data Engine

Investing in Hedge Funds by Mercer (2021)

Global Hedge Fund Benchmark Study by AIMA (2021)

Hedge Funds by The SEC (2021)

Stress Tests for 
Hedge Fund Scenarios
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Distribution of Default Probabilities 

Normal Scenario Stress Scenario

Deep recession

Please do not redistribute these materials without the 
express permission of Financial Edge Training.

www.FE.training
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