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AN INTRODUCTION TO HEDGE FUNDS

This paper is the first in BARRA RogersCasey’s white paper series about one of the
fastest growing areas of investment management: hedge funds. This paper seeks to
explore the growth of hedge funds, discusses the various types of hedge fund
strategies, describes attractive characteristics of hedge fund strategies and identifies
the issues that have prevented hedge funds from becoming a significant part of
institutional investors” portfolios to date.

We believe that hedge fund strategies are worthy of consideration within investor port-
folios as many of these strategies offer the opportunity to generate returns
independent of the movements of the broad capital markets. In other words, they
offer significant diversification benefits to investors. In addition, many of these
strategies have demonstrated the ability to generate attractive risk adjusted returns
over time. However, as with any type of investment strategy, there are specific risks
associated with hedge fund strategies that must be clearly understood by any
potential investor.

Additional papers in this series will cover how hedge funds might be used in a port-
folio and issues surrounding the implementation of hedge fund strategies.

Over the last ten years, the hedge fund market has grown dramatically. Although
hedge funds have existed since Alfred Winslow Jones created the first one in 1949, the
market began experiencing its most rapid growth in recent years. Estimates suggest
there are now over 6000 active hedge funds globally which represent more than $500
billion in assets under management.' In fact, global capital committed to hedge
funds has risen at an annualized rate of 18.9% from 1988 to 19982 There are several
factors driving the growth and interest in this area. The recent bull market has been
a tremendous source of asset growth, but recent falling equity returns (and prospects
for lower future returns) are causing investors to seek new sources of return as well
as opportunities for diversification. In addition to the allure of higher absolute
returns, hedge funds, with generally low correlations to traditional investments, are
being considered as complements to traditional investment strategies in order to
improve total portfolio performance. This paper will be the first in a series of papers
with future topics to include the role of hedge funds in a portfolio, considerations in
designing a hedge fund program, and the ongoing monitoring of a hedge fund program.

! Van Hedge Advisors.

* The Benefits of Hedge Funds: Asset Allocation for the Institutional Investor, September 2000 by Thomas Schneeweis,
Ph.D., Professor of Finance and George Martin, Director of Research, Center for International Securities and
Derivatives, Isenberg School of Management, University of Massachusetts.
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A hedge fund is an investment structure for managing a private, loosely regulated
investment pool that can invest in both cash (physical securities) and derivative
markets on a leveraged basis.’ Legally, it may take the form of a limited partnership,
corporation, trust or mutual fund depending on where the fund is domiciled and the
type of investors it seeks to attract. The domicile or legal location of the hedge fund
determines the structure. Most U.S.-based hedge funds are structured as limited
partnerships while hedge funds outside the U.S., or “offshore” funds, are typically
structured as limited liability companies.

As with more traditional styles of management, investor funds are allocated either
in a separate account or, more typically, in a commingled fund. The hedge fund
structure gives investors access to hedge fund managers with specialized
investment skills.?

Unlike traditional asset managers, many hedge fund managers try to create value
primarily through positions uncorrelated with systematic exposure to capital mar-
kets. Instead, they seek to generate portfolio performance regardless of the direction
of the capital markets.

Return opportunities come from two sources: an expanded universe of securities
from which to trade; and a wider array of trading strategies implemented without
the constraints of regulation common to most traditional products. For example,
hedge fund strategies may access financial and commodity markets and may take
long, short, spread, option and levered positions in any of these markets. Therefore,
hedge funds provide unique risk and return characteristics that are not accessible by
traditional asset management strategies. The hedge fund structure encompasses a
diverse set of strategies that attempt to create value by exploiting specific arbitrage
opportunities. Investment objectives vary widely among hedge fund managers.
Some hedge fund strategies, such as market neutral, attempt to avoid systematic
exposure to the capital markets and are true diversifiers. Other hedge fund strategies,
such as equity long/short, are more sensitive to the same market factors as
traditional stock strategies.?

The Benefits of Hedge Funds: Asset Allocation for the Institutional Investor, September 2000 by Thomas Schneeweis,
Ph.D., Professor of Finance and George Martin, Director of Research, Center for International Securities and
Derivatives, Isenberg School of Management, University of Massachusetts.

Investing in Hedge Funds Strategies for the New Marketplace, Joseph G. Nicholas, Chairman, Hedge Fund Research,
L.L.C., 1999 Bloomberg Press.
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Specific investment strategies are discussed in more detail later in this paper. Today,
the institutional investment universe consists of traditional investments and a growing
list of alternative investments. Figure 1 illustrates where hedge funds fall within the
universe of investment opportunities with respect to their composition versus more
traditional investments:
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Hedge Fund Industry

As evidenced below in Chart 1, the flow of global capital to hedge funds has risen
dramatically over the last decade. However, capital allocated to hedge funds from all
sources still pales in comparison to the roughly $3.8 trillion allocated to more
traditional strategies by institutional investors alone.*
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Chart 1

It is estimated that the assets managed by hedge funds will increase from approxi-
mately $500 billion today to $1.7 trillion in 2005 and that at least half of this $1.7
trillion will come from institutional investors.®

* P&I'1000, Pensions & Investments, January 22, 2001.
* Hedge Funds: An Industry Overview, Esra Zask, The Journal of Alternative Investments, Winter 2000.
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Who are the Investors?

Hedge Fund Investors as of March 31, 2000
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Source: Hedge Fund Research
Chart 2

In the past, hedge fund investors have primarily been high net worth individuals. Today,
institutional assets account for only 19% of the total source of hedge fund assets.’

While institutional capital invested in hedge funds is still relatively low, institu-
tional investors are showing greater interest in these strategies. In September 1999,
CalPERS ($174 billion in assets) raised the ceiling on alternative investments to
$11.0 billion, 6% of total plan assets. Subsequently, CalPERS reportedly has decided
to allocate as much as $5 billion specifically to hedge funds.

Alternative investments have primarily been focused on private equity and real
estate with institutional investors hesitant to invest in hedge funds. There are a
number of possible explanations for this resistance:

1. Lack of Transparency: Hedge funds, inherently private investment vehicles,
have not met traditional institutional levels of transparency and accountability.
In recent years, institutional investors and funds of hedge funds have exerted
enormous pressure on hedge funds to provide greater transparency.

¢ Hedge Fund Research, Inc. (HFR).
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The reason is simple: fiduciaries find it difficult to justify investing in a fund
with unknown risks and exposures. Hedge fund managers must further devel-
op investment processes and infrastructure in order to meet these institutional
requirements. As knowledge increases, institutional investors may be more
willing to accept “risk transparency”; i.e. sufficient information to measure
risks, rather than total transparency of holdings. For their part, hedge funds
may be more willing to accommodate higher levels of transparency in order to
attract institutional assets.”

Insufficient Diversification: Another consideration has been skepticism regarding
the ability to achieve “true” diversification through uncorrelated hedge funds.
Cliff Asness points out in “Do Hedge Funds Hedge?” that many hedge funds
underestimate their relationship to traditional markets. By examining hedge
funds’ implicit exposure to the market as a function of multiple time periods,
Asness’ paper finds a more significant relationship than one would
initially conclude.®

Headline Risk: Another meaningful issue is career risk. Although a portfolio of
hedge funds may in aggregate benefit an investor, a rogue fund can sometimes
conspicuously impair overall performance and generate very adverse publicity.
Well-known examples of hedge fund implosions include the Manhattan Fund
and Long Term Capital Management.

Fees: The higher fees charged by hedge fund managers have been an additional
deterrent to institutional investors. Similar to private equity partnerships,
hedge funds tend to charge 1% of assets plus 20% of profits. This fee structure
is referred to as a “1 and 20” arrangement.

Liquidity: Finally, hedge funds are relatively illiquid investments with “lockup”
and “liquidity” provisions. Most hedge funds specify a lockup period ranging
from 6 months to 5 years. An investment cannot be redeemed during this initial
period. After this initial lockup period, the fund becomes subject to standard
liquidity provisions. For example, a fund may offer quarterly liquidity with 45
days notice or in some cases funds may only offer year-end liquidity.

7 Come Together, Charles Ruffel, Global Custodian, Spring 2001.
* Do Hedge Funds Hedge?, Cliff Asness, Robert Krail, John Liew, Unpublished Draft, March 2001.
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Notwithstanding these issues, the demand for hedge fund product has soared. As a
result, an astounding number of hedge funds have been created to meet this demand.
The chart below illustrates the growth in the number of hedge funds globally:

Total Number of Funds in the Industry
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Beyond investor demand, there are other factors driving the growth of hedge fund firms:

1. With few SEC regulatory requirements and low start-up costs, the barriers to
entry are trivial.

2. Investment professionals are attracted by the compensation structure common
to hedge funds. As noted earlier, a typical fee arrangement for hedge funds is
1% of the capital committed plus 20% of the gross profits. Assuming a 5% net
trading profit for hedge funds, the total fee would equal 200 basis points (1% +
20% of 5%) per annum. This would amount to more than five times the fees for
most traditional active equity products.

3. Investment professionals are attracted by the freedom to manage assets without
constraints imposed by client benchmarks and guidelines. This freedom com-
bined with the financial rewards is attracting professionals from Wall Street and
traditional money management firms.
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