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Intr oduction

According to the Sptember 2001 edition @mat
Money, the $527 million endement fund & Denison
University dropped ly $105 million aer a six-month
peliod.! Although the endement had histacally
invested in a consegtive dend of sto&s and bonds,
during the 1990s it shifted a sigidint amount of
assets toentue caqital, tech stoks and hedg funds.
Following the pecipitous deline in ted, Denison
concentated gproximately one thid of its emaining
endavment in hedg funds.

Both anecdotal and stay evidence sugest tha
Denisons asset mamgement stategies ae suprising-
ly common in the academic endment comranity.
As other funding sowes dy up, university endav-
ment diectols mg atempt to compensa for recent
losses i pursuing higheretums from hedg funds.

This aticle is intended toeview recent academic
reseath into the meats and lidilities of hedg fund
investing It summaizes the eseath in oder to @al-
uate hed@ funds pimarily from the vievpoint of a
fiduciary who nust male investment decisions in cen
formance with pplicable legal standads, such as
ERISA, the Common La of Trusts (Pudent Ivestor
Standad) or the Unibrm Manayement of Institutional
FundsAct (UMIFA). It draws upon seeral informa
tion souces intuding a ecent spedthy the Director
of the Dvision of Investment Mangement of the LS.
Secuities and Exbang Commission as &l as ati-
cles pullished in seeral academic jourals.

History and Conceptual Background of Hedge
Fund Investing

In the 1950sJack Treynor, A.W. Jones,and othes
investigated whether it would be possile to pofit
from a tebinique knavn as sttstical arbitage. Capital
market theoy holds thaasset pce changes ae deter
mined ly a secuity’s sensittity to one or moe fac
tors; and secily misplicings occur if the mdet does
not corectly price eat of thesedctos. The concpt
undetying stdistical arbitege is tha a savy investor
should be Ble to constuct a potfolio, such tha the
portfolio’s factor posues ae balanced gainst eah
other (hedgd). The hedgd potfolio’s retums benet

from the maket’s corection of the mispcings identi
fied by the potfolio manaer. Although hede funds
adopt mmepous stetegies for identifying maket mis
pricings and ér eliminaing (or enhancing)>@osue
to systemtc factors, applicaion of stdistical arbt
trage is ony one of tvwo unifying themes linking all
hedge funds.The other theme is the tendgno stuc-
ture funds in a manner thavoids eguleaory oversight.
Hedge fund mangers ma view cetain regulaory
mandaes and compliance issues as caists on their
unfetteed dility to use their imestment acumen.

Mar ket Exposure and Secuity Specific Factors

If an investor luys a secuty, such as a sharin
Geneal Motors, the investors retum will depend on
factos unique to GM and to the auto indysémd also
on factos influencing the maet as a Wwole (infation,
tax poligy, unemplyment,etc). Some inestos seek
to reduce mdet relaed isk, so tha their retums will
depend pimatrily on the accuwagy of their pojections of
GM’s piospects. Spedifally, hedge fund theoy sug
gests thainvestos can decomposeésk and etum into
market and seciity specifc factois. Maket fisk is
measued ty a staistic knavn as betaA portfolio with
a beta of 1.0 has the sanskras the mdet; a potfolio
with a beta of 0.5 has just half thekr of the maket.
Secuity specifc factois ae measurd by a staistic
known as alphaAlpha desdbes etum from the secuir
ty after all maket risk factos have been elimin@d

Long Shorts

Capital maket theoy holds tha a potfolio with
no maket exposue (.e., a beta equal to 0.0) will ear
the tisk free US. Treasuy rate, unless supéor stok
selection gneagtes pofits (i.e., the average stok in the
portfolio has a posie alpha). Hedg fund mangers
conduct a quantiteve evaluaion of secuities to iden
tify stocks thd are relaively over or under alued
Undewalued stoks ae candidtes br purchase (long
positions); @ervalued stoks ae “sold shot.” This
means thathe manger submits a sell der and
receves cash (Wich, to the etent pemitted by magin
regulaions, is reinvested bak into the underalued
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pat of the potfolio) despite thedct tha he or she does
not ovn the stok! The manger seeks xcess etums
from two ptimary souces:

1. Greaer than maket gpreciaion from the
portfolio’s long positionsand

2. The etum differential betveen the pdfolio’s
long and shdrpositions.

By manajing the etio of the potfolio’s long and
shot positions,the manger contols eposue to the
market. If long and sharpositions ag balancedthe
portfolio is “market neutal,” and beta is gproximately
zero. Depending on the hedgfunds gproad and the
manayer’s view of the maket's plospectsa hedg fund
portfolio may be pimaiily long, primarily shot, or mar
ket neutal (sometimesaferred to aslong/shot”).

Short Shorts

As you can imgine, delivering stods thd you do
not avn can be mhlemdic. In a sharsale you nmust
borrow the stoks (from a lage institution,bank,or bro-
kerage house) so thhaou can delier them to the toyer.
Borrowing stods will cost you something (no one lets
you use their assetsrffree); ut, since yu sold @erval-
ued sectities, you anticipse a pice dedine so thayou
can p& bad your sto& loan ky buying them bealy at
a futue dde. The stetegy is, in essenceborrow a sto&
to sell high andapay in the futue by buying lov. Mar
ket risk is neutalized ky further quantitdve tedniques
tha attempt to méch the beta of the shigportfolio with
the beta of thewned or long pdfolio. If the betas
mach and if you ae on both sides of the nkat (.e.,
long and shdj, you ae immunized against maket fisk.
Theoetically, the irvestor has hedwl ajainst maket
risk. However, risk still exists, since Bvorable retums
will not materialize if the fund marger cannot identify
under or wer \valued secitities or if the manger cannot
accuately predict futue sto& betas.

Hedges Can GefTrimmed
The taditional hedg fund positions itself dsisk

neutal” or “market neutal” and touts its usefulness as

a potfolio diversification tool because itsex maket
risk gves it a lev correlaion with other assets. Note
however, tha long positions ha&e maxinum theoeti-
cal loss potential of 100%. Ifopy avn a stok tha
dedines in pice, you cannot sustainwestment losses
greder than pur curent equity in the stdc If, howev-
er, you sell borowed sto&, your loss &posue is inf-
nite! At some futue dde you will have to huy the
sto to repay the lender Although you hope to by it
bad for less than gur shot sale pice, the sto& price
may rise, not fall. Although a stok’s piice cannotdill
belov $0, there is no limit on he high its pice can
rise Given a suiciently long investment peod, no

matter hav improbable it may seem in apsingle per
od, the dance of a dastiophic and unepected loss
from a sharsale stategy approades cetainty.

Different Types of Hedgs

Although, originally, hedge funds vere used to
hedg the systen risk of equity makets (maket-neu
tral funds) they now encompass a widewety of invest
ment styles and objegtis induding investments in ¥
vate equity leveraged huyouts, distressed secitres,
third-world debt and gent-diven arbitege (meger and
acquisition funds). Inafct, mary of today’s hedg funds
are pue long equity positions in altestive assets. Some
hedege funds ghibit behaiors similar to sector funds
because theconstuct potfolios with especiajl strong
sensitvity to pre-selected economiadtos. Thus hedg
funds mg add value to anxsting potfolio by filling in
asset allod#on gaps. Fr example a ventue caital
hedg fund can hdge a thecetical ggp between pivate
equity and pulicly traded seciities.

Hedge Indices

Many institutional irvestos hare been sla to
incomorate hedg funds into their pdfolios because
they ladk objective standals for evaluding manaer
performance Of cousg ary broadly perceived sales
impediment in theifiancial sevices maketplace will
be adiressed ® an entity with an intest in making
the saleThe CSFB/Temont Hedg Fund Inde (pub>
lished ly Credit Suisse st BostonTremont Inde&
LLC, a joint ventue between subsidiaes of Cedit
Suisse kst Boston and OppenheimAcquisitions
Com) pumports to be an asseteighted indg for eval-
uaing the perbrmance of hedg fund mangers, and
for use in compang the perbrmance of hedg funds
with other widey followed global indicesThe Inde
draws from theTASS Mangement Limited dibase
of hedge funds,which maintains di&a on wer 2600
funds. Funds in the indanust hae a mininum of $10
million in assetsaudited esults,and nust ieport per
formance aleast monthl

One of the intersting taracteistics of CSFB/
Tremont Hedg Fund Inde is thd, unlike traditional
stok indices,the inde is compised of composite
retums from a coss-section of hedgfund mangers.
Furthemore, CSFB/Tremont egulaly changes the
composition of the inde adding and emoving man
agers.As of October 12001 ,the inde included 372 of
the 2600 hedg funds in theTASS daabase For the
fourth quater, the index added eight n& manaers,
and emoved eleen mangers from the composite

The CSFB/Temont Hedg Fund Indg further
decomposes heddunds into nine sub-indices @ad
manayer stetegies). Rerformance of the indeand the
nine sub-indices iseported a@ www.hedginde.com.

28 ACTEC Jbumal 37 (2002)



Index reporting is also w@ailable & www.hedg
world.com,the web site of HedgWbrld, a hedg fund
information compay based in Benuda. Retuns
reported for the inde and the nine sub-indicesegpre-

sented in the tade, below. A brief review of recent
retums illustates why hedg funds ae becoming
increasingy popular given the losses incrgd in most
traditional equity mdeets.

Index October, 2001 Trailing Average Standard

2001 through 12 Annual Return Deviation

October Months since 1/94 of Return

CSFB/Tremont Hedge Fund Index 0.44% 2.63% 3.73% 11.64% 9.41%
Convertible Arbitrage 1.11% 13.41% 13.37% 11.12% 4.85%
Dedicated Short Bias -4.97% 5.15% 20.64% -0.10% 18.70%
Emerging Markets 2.19% -2.87% -4.23% 3.59% 19.52%
Equity Market Neutral 0.72% 8.51% 10.20% 11.67% 3.30%
Event Driven 1.35% 9.39% 9.01% 11.83% 6.32%
Fixed Income Arbitrage 1.55% 8.09% 9.20% 6.94% 4.14%
Global Macro 1.18% 15.95% 26.22% 14.04% 13.51%
Long/Short Equity -0.80% -5.87% -6.35% 13.33% 12.12%
Managed Futures 3.40% 9.17% 25.49% 5.93% 11.24%

Leveraged Hedges

Many of toda/’s hedg funds use lerage to
enhanceatums. For sector spedif hedg funds with
long onl portfolios, leverage doesrt neutalize mar
ket 1isk, it magnifies it. Leveraged irvestment posi
tions adl a nev and complg dimension to hedy
funds. Like nmutual fundsjarge hedg funds mg face

liquidity risk due to the amount of assets under their

contol. For example if Fidelity Magellan Fund vant
ed to sell its ent& position in Micosoft,merrely offer-
ing for sale the ast mmber of Micpsoft shags tha
Magellan avns would dive davn Microsoft’s stok
price. Consequernyl Magellan's proceeds fom the
sale of Micpsoft sto& would be signitantly less than
the pe-sale net assetalue a which they cary
Microsoft on their books. @inaily, investment
leverage does notepresent a signifant iisk for pot-
folios of highy liquid, low risk investments. Hoever,
if hedge funds avn reldively illiquid, non-traditional
assetsleveraging may prove disastous.

Highly leveraged hedg funds canerience a
phenomenon knen as a‘market liquidity cilisis”
This is a dwnward price spial caused Wwen maket

liquidity evaporates (a stok cannot be sold because

there is no liyer willing to tale the other side of the
trade). Ribard Bookstéer conducts a comginensie
examindion of the n&ure and scope of a liquidity ier
sis spaked by highly leveraged hede fund positions
in a recent stuy entitled“Understanding and Moniter
ing the Liquidity Crsis Cyde.”? Bookstder desdbes
a thiee stge g/cle:

1) A triggering event

2) A liquidation event to séisfy creditors’ magin
requirements; and

3) A maiket-impact gent tha seves as adllow
on tiggering event.

Liquidity Dr iven Dedh Spirals

The tiggeling event ma seem ather benign. 6r
example if a pottfolio’s maket piice dedines by just
1%, magin requirments ér a fund with 10:1 keerage
will require tha the fund liquidée 10% of its cpital.
If, however, asset sales cause the kwirplice to
dedine by an adilitional 1%,the secondar dedine
triggers a sale of an alitional 10% of the fund
remaining cpital. Assuming lineaity, the nev sale
may cause asset ipes to dop an aditional 0.90%.
Depending on the vidence of the assetipe dops,
fund liguiddions will cause the fund to either:

1) Corverge to a ne, but lower, equilibrium
price; or,

2) Geneste “an ever-widening devnward spial
[that] cannot stsfy creditors’ or investos’ demands
no mdter haw aggressvely [the fund] sells.®

In a maket liquidity ciisis, traditional souces of
funds Pr the luy side (i.e maket malers, specialists
and change trades) will not only disgopear but will
cease being liquidity supplieto become liquidity
demandes. Maket paticipants with &ailable cash
will not want to be theiffst in line to iy assets caught
in an unconmllable dovnward piice spial. Often,a
price dedine atributable to nev negative information

2 Bookstder, R., “Understanding and Monitang the Liquid
ity Crisis Cyde,” FinancialAnalysts dumal (S@tember/October

2000),pp. 17 — 22.
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attracts bagain-hunting liyers; havever, in a liquidity
crisis, price dedines scae avay buyers,and mg force
the leveraged asset wners to sell,even d reduced
prices.

Bookstder points out thathe $3.6 billion bailout
of Long-Tem Caital Managgement is a god xample
of the viulence of a maet liquidity clisis. The hedg
fund intended to qature piicing differentials in bond
spreads thatypically ranged betveen 0.1% and 0.2%
over long planning hdzons. Neerthelessthe fund
advertised a ealized histoical retum in excess of 20%
per year Simple aithmetic sugests thathe ony way
to geneete a 20% etum by exploiting a 0.2% mispc-
ing is to leverage the fund 100:1. &eén this dgree of
leverage, and the substantial assets coléd by the
fund, adverse pice marements tiggered a sdes of
liguidation events tha thredened the interational
banking system.

Organizational Structure

From a lgyal and egulaory perspectie, hedg
funds ae investment pools usugliorganized as limit
ed patnerships (or eerseas cquorations) with the
investment sponsor acting asngal patner and the
investos as limited pdneis. The US. patnerships or
the ofshore coporations ag, for the most payunreg-
ulated by the Seclties and Exbhang Commission
(SEC); andtherefore, opemte outside theange of fed
eral supevision. Although thee ae s&eral dda ven
dors tha compile histoical information induding
tradk recods of hedg funds providing informaion to
sudh vendos is stictly voluntar. Likewise ther is
no guaantee tharetums ae calculéed under compa
rable methodolgies from fund to fund:For the most
pat, you're relying on the fund itself to tellgu wha
it's worth...thee ae almost no standas for reporting
performance and most margers won't even diséose
details of their imesting stategy.” *

Review of Hedge Fund Characteristics

Based on the discussion s fve can bamacteize
hedge funds as gnerlly exhibiting the bllowing
characteistics.A hedge fund:

1) Is a lagely unregulaed limited patnership or
offshore coporation;

2) May or mgy not emplg substantial imestment
leverage in oder to enhanceetums; and

3) Adopts \arious investment shategies thd
attempt to hedg against maw traditional potfolio
risks, rangng from tue maket-hedgng (maket neu
tral) long/shor funds,to pure sector funds with long

positions in altanaive assets thaxhibit low or neya-
tive coreldions with moe traditional irvestments.

Additionally, hedg funds ae& dhamacteized ty a
unique ee stucture. Typically, fund expenses incade
a 1% asset magament €e and a fits incentve fee
tha pays the manger 20% of fund prfits in excess of
some taget theeshold

Who's Using Hed@ Funds?

Zask Survey

An excellent gneal suvey of hedg funds is
found in theWinter 2000 edition ofThe Dbumal of
Alternative Irvestments. The author Ezra Zask,
points out thehedg funds a& one of the mosapidly
growing pats of the ivestment indusyt with approx-
imately 6,100 funds opeting as of the end of 2000.
About 2000 of these fundsere launtied in 1999.
Interestingly, several large pension fundsincluding
the Calibrnia Pullic Employees Retiement System
Fund (CalPERS) ha& or plan to imest substantial
sums in hedg funds. According to Zaskjn order to
assue a pudent standar of asset mamgment,the
pension or endement nust hae suficient resouces
and pettise to wercome thee obstdes:

1) The peiodic dramaic losses and odlht
fraud tha stem fom the lak of transpaeng/ and egu-
lation of the hedg fund industy;

2) The «treme fagmentdaion of altenative
investmentsifms,which males gtheiing information
difficult and cost}; and

3) The lak of widely accepted perbrmance and
style benbmaks to help impose consistgnc

These obstdes my be paticulardy difficult for
retirement plan sponseiand other westmentitiucia
ries, given their esponsibilities to péicipants and
benefciaries. To overcome these obsths, several
brokerage houses (g., Morgan Stanlg and Goldman
Sads) nav offer hed@ fund sk profiles and inest
ment position angkis to institutional kkents. Institu
tional dients mg also useisk evaluaion systems
marketed ly Bear Stears and i Standad & Poors (in
alliance with Enst & Young). These systems test
hedg fund perbrmance @er various futue economic
scenaios. These esouces,however, are available
only to very large institutional Gents.

CalPERS FRerspective

Mark Anson, senior irvestment dicer &
CalPERS details the CalPERS pgrectve on hedg
fund investing in an dicle pubished in the Summer
2001 edition ofThe burnal of Investing® Anson lists

4 Suskind supra. p. 122.
5 Zask, Ezra, “Hedge FundsAn Industy Overview,” The
Joumal of Alternative InvestmentgWinter, 2000),pp. 33-42.

® Anson, Mark, “An InstitutionalView of the Hedg Fund
World,” The bumal of Investing(Summey2001),pp. 83-89.
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several reasons Wy hedg funds ag atractive:

1) During the peiod 1989 though 1997 hedge
funds gneeted supeor risk-adjustedetums;

2) The lov correlaion between hedg funds and
traditional irvestments mak them g@od potfolio
diversifiers;

3) Inclusion of hedg funds in optimied potfo-
lios reduces werall volatility;

4) The non-taditional assets of hedgfunds
expand the imestment oppdunity set br poitfolio
manaers.

Against these posites,Anson consider seeral
negatives:

1) Few compehensie perbrmance esult stud
ies encompass the jpait past 1998 andherefore, the
hedee fund indusly’s tradk recod ma simply be an
artifact of the limited sample ded under galudion;

2) The stdility of the hedg fund industy is
guestionale gven the tosure or demise of seral
large funds bllowing theAsian financial cisis and
given the incease in funddeath rates” since 1998;

3) Performance studies thanly consider the
funds tha suwive (and emain in the da base) a
highly suspect; and

4) There is no conkusive evidence sugesting
that hedg fund mangers can consistentlprovide
supeior performance esults.

The fourth item is especiallinteresting in light of
the aility of hedge funds to aract top mangers.
Indeed bank tust companies and utual funds mg
stat hedge funds to pevent competingifms from
stealing their top magers. Star margers like hedg
funds because the fundshique e stucture offers
enticing fnancial incenties tha can damdically
increase their psonal compensan.

Anson emmestes thee potential \ays thd insti-
tutional investos could use hedgfunds:

1) Use hedg funds to hild “completion potfo-
lios” A completion potfolio includes irvestment
positions tha complement or complete axisting
portfolio. Hed@ funds a& ideal br this task,given
their emphasis on nonaiitional assets.

2) Use goups of hedg funds oiented tavards
specifc factols or sect@ to cede a dversified intra-
asset lass position (thusducing theisk of investing
with a single marger).Although some marngers may
undeperform, the overall group of top mangers is
expected to gneete dove arerage retums.

3) Enter into joint entues with top mangers,
and shae some of theefe everue from the fund For
example a pension sponsor mighgrae to caitalize

and pomote a hedg fund br either a shar of piofits
or for access to magar expettise on a educed ée
basis.

The most dificult hurdle for investment iflucia
ries, however, is the opaque and gprietary naure of
hedee fund irvestment stategies. Fund margers
often povide only limited and ague stéements
regarding investment sategy and holdings. Een if the
manaers ae moe eplicit, they can and do ltange
strategies without distosure. This males it paticular-
ly difficult to recommend hedgfunds to imestment
committees Wo ae damed with the duty to deter
mine the pudence of inlwding investments within the
retirement plan pdfolio, and who must monitor
investments tovaluae their contimed suitaility. As
Anson points outin the world of fiducialy investing
“the atticulation and document®n of the pocess is
just as impaiant as the westmentesults gneated by
the piocess....Maximizing mamer skill ma/ become
seconday to risk contol and staility of retums’
Multibillion-dollar plans mg have suficient leverage
within the irvestment commmity to force hedg fund
manayers to povide transpaeng/ and irvestment con
sisteng. Alterndively, the pospect of joint entues
may provide special insights thavill enable fiducialy
committees to document the igtiy of their decision
making pocess.

Pitfalls for Smaller Portfolios

Wher, however, does this leae fiduciaies who
administer smaller ptfiolios? Hedg funds ag widely
pitched to this tajet maket by banks,jnsurance com
panies,brokerage houses and mwual funds. Hucia
ries must overcome brmidable obstates to demon
strate an adequa level of cae, skill and caution with
respect to their steardship. Futhemore, the compl&
marketing relaionships betwen hedg fund man
agers, investment poduct \endos, and sales ganiza
tions ae rife with potential coricts of inteest. Banks
and insuance companiesn paticular, face ferce
competition (fom indgendent st companiesnutu-
al funds,and other competitej to hold maket shae
for manged assets.A recent pesentdon by David
Lamemwr, President of Mellon Banls' Pivate Asset
Management dvision, noted tha the banking indus
try’'s maket shae has been eding over the last
decad€ Part of this epsion is undoubteglldue to
aggressve maketing on the parof competing agani
zaions. Havever, the genenlly medioce recod of
the banking indusys commingled account andopr
prietaly mutual fund asset magement actiities force

7 Lamee, David, F, “The Futue of Pivate Client Mange-
ment, Investment Counselin@ff Private Clients Ill,Associdion

for Investment Mangement and Resedr (Virginia, 2001),
pp. 94-104.
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banks to competeybselling the pestige of old-line
blue chip mong manaement as wll as the sizzle of
high-tedh investment pograms &ailable only to
accedited ivestos thiough special pamerships or
offshore coporations—i.e., hedg funds.As a peface
to a discussionegarding the impatance of bilding an
aggressve salesdrce Lamee staes:“A firm should
contirue to ofer nav products,suc as pivate equity
and hedg fund irvesting to its dients. The frm does
not need to marfactue these gasbilities but must
have access to themithout sud accessgompeting
firms will gladly provide them,gaining a competitie
advantage” Mellon Bank is just one of seral lamge
private mong manaement institutions thahave
moved tavards indexed investment sategies for the
core potfolio (abandoning @ims tha their mangers
can consistengl bed the maket) and to talke up the
reverue slag, directs d@tention to stellite asset posi
tions tha are implemented tlmugh high-&e poducts
like hedeg funds.

Rush to Creae Additional Hedge Funds

Traditional Asset Managers

As some asset magers concede their ifmlity to
add value in the taditional stok and bond mets,
they have become maractie in the altanative irvest
ment stategy markets. Zask points out thahe
“boomer/sooner’rush on the atail level began with
the 1997 Naional Secuities Maket ImprovementAct.
Seeking to deerase the amount of insive govem-
ment egulaion, theAct:

1) Raised the mmber of ivestos tha could be
placed in eat hedg fund pogram from 99 to 499,
and

2) Significantly lowered the amount of indidual
net worth required to qualify as anr‘accredited
investor’

Not suprisingly, retail vendos atempted to ca
ture the pool of potential mecustomes (not to men
tion high fes) ly creaing hundeds of ner hedg fund
programs. Advettised tad recods, however, may be
suspect. Bing Langssistant mfessor of hance &
CaseWesten Reseve University, estimdes tha the
yealy tradk recod of hedg funds e@er the peind
1990 though mid 1999 has a 2.43% gworship bias.
This means thaf the tradk recod of hed@ funds tha
went out of lisiness dung this peiod were adled to
the tiadk recod of those thiasuwived the industy’s
average perbrmance ecod would be adjusted aan-
wards (14.2% - 2.43% = adjustedatk recod of
11.77%). Indeedhedg funds ®hibit a high deth

rate. Ower the peod 1994 to 199%he arerage anmial
attrition rate equaled 8.5%.dHowing the LongTem
Capital Managgement cisis, 13% of hedg funds
ceased to opete in 1998.

SEC Concens

On duly 17,2001,Paul Roye, Director of the Dii-
sion of Investment Mangement br the US. Secuities
& Exchang Commissiongave the leynote adiress to
the Pulic Funds Symposium on the subject‘Risks
and Oppaunities br Pulblic Pension Plan? Roye
characteizes hedg funds asthe nev craz in the pen
sion plan verld.” Roye opines thiathe hedg fund uni
verse shags sgeral common denominars:

1) The mangers ae paid high pedrmance ées;

2) The mangers can sell baoowed stok in
expectdion tha the pice will fall; and

3) The funds a relatively unregulated, which
allows the mangers to use dévatives or dbt to gear
up retums and to be mersecetive.

The cultue of sececy has lead to a miniboom in
hedee fund faud As an &ample Roye discusses a
case bought under the antdiud povisions of £deal
secuities lav against the marger of seeral funds tha
were not subject toegistration or reporting require-
ments. Among the barges ajainst the defndantthe
SEC allges thathe manger engged in illegal “port-
folio pumping’ Portfolio pumping is a systentia
strategy of selling shor secuities of thinly traded
companies Wile, simultaneous} launding a PR cam
paign of filse misleading or unmven information
suggesting the stdcof the compaynis ovenvalued

Roye remaks tha the SEC is alamed not only
because of thedudulent actiities of indvidual man
agers, but also because of imbaed conlficts within
the stucture of the fnancial poducts and seices
industrly tha creaes and distbutes hedg funds.
First, Roye points to coritts within the consulting
industry: “consultants hied to identify hedg fund
investments & sometimes wolved on some il in
sewicing the hedg funds thg promote” Next, Roye
turns his #&ention to bokerage houses‘some frms
offer and sell intarsts in hedg funds thaare substan
tial brokerage customes of their frms” Finally, Roye
suggests thaithe SEC is paiculady concened with
conflicts of inteest within the mtual fund and fund
advisor industres:

We also hee obseved tha more and
more rmutual fund mangers and
investment adsors ae sponsang and

8 Liang, Bing, “Hedge Fund Rrformance1990-1999, Finan-
cial Analysts durnal (Jaruary/Februaty, 2001),pp. 11-18.

°® www.secgov/news/speel/spdi507.htm.
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advising hedg funds and other altese
tive investments. iFms ae doing this
for a \ariety of reasons inading the
higher £es baiged by hedg funds;to
meet the demands ofealthy and insti
tutional irvestos, and to etain star
portfolio manaers.... The conlicts in
these aangements esult flom the dif
fering fee stuctures of hedg funds
and mutual funds and &ditional pi-
vate accounts..gaer piofits can be
eaned ly the adiser from the perdr-
mance based competisa of a hedg
fund.... Conficts can also @e when
hedg funds diect shor sales of secu
rities, if such secuities ae held long
by mutual funds or gwate accounts
manajed by the same adsory firm.
Sud trades could agkrsely affect long
positions held b the other accounts.
Or mutual fund or pivate account
trades could be used to behafhedg
fund, when the long positions of these
accounts ar sold after the hedgfund
sells the same sedtyrshot.

Roye cautions thiain today’s regulaory ervironment,
“itis harder for hedg@ fund irvestos to knav how their
funds ae being manged much less gert contiol over
the manger”

Registered Hedge Funds

Perhas in esponse to dicisms of the sea@tive
nature of maly curent hedg fund stategies, several
investment irms hae been mdeeting rgistered
hedg funds.These funds artybrids between nutu-
al funds and taditional unegistered hedg funds.
Like a nutual fund these hedg funds egister with
the SEC in cordrmance with the tens of the Inest
ment CompayAct of 1940,and hence &rsubject to
a degree of egulaory oversight. The funds can be
sold to an unlimited umber of ivestos, and typt
cally have relaively low investment minimmms,
stating a around $25,000. Hoever, these funds
also shae cetain dhamcterstics with their unegis-
tered bethren. For example the funds do not post
daily net asset alues (MVSs), are not listed on
exchanges, are genenlly only available to irvestos
who meet a net arth minimum (typically $1.5 mit
lion) and typicaly pemit redemption of panership
shaes just twice edcyear

UBS Raine Webber and CIBC Oppenheimerear
the leading distbutors of registered hedg funds,
althoughVan Wagoner Caital Manayjement,Global
Asset Mangement,J.P Moigan Chase & Col.azad

Asset Mangement and LS. Trust also dfer registered
hedg fund poducts. UBS Rine Webber curently
offers moe than a dean kegistered hedg fundsand is
reportedly receving investments of mar than $150
million eadh month into the funds. Ew Chales
Schwab & Co. is eported to be working with a hedg
fund industy consulting frm to detemine hav best to
offer registered hedg fundsand epects to be déring
“three or bur” registered hedg fund poducts though
its advzisory channel within a gar At a recent condr-
ence JanaThompson,Schwab’s vice pesident in
chame of specialied poducts steed: “T his will be
patt of our whole altenaive-irvestment diering. The
idea is to belde to povide moe doice and access.

However, other industy souces belige thd regis-
tered hedeg funds still &ce signifcant hudles,and ae
unlikely to become as commonplace asegistered
funds. Fr example James Hedgs, president of LJH
Global Investments LLCa hedg fund consultingifm
comments*There ae fewer hedg fund mangers
willing to work under those constints,so it limits the
number of aailable styles,and leads to merconcen
trated potfolios. At the end of the dathe '40Act is
about tying the hands of a monmanaer, and hedg
fund mangers ae all dout being ble to tade vher
ever thgy want”

Recent Deelopments:Hedge Funds and Life
Insurance

Following the beahtaking detines in the telanok
ogy and commnicaions sectas, as vell as the pgcip-
itous diop in global stok maikets bllowing the @ents
of September 11thhedge fund maketing ma kick
into an &en yet higher gar Recent, the life insur
ance industr has launbed a campaign to séprivate
label” variable life policies funded wittistar man
agers” utilizing hede fund ehides. Contempame
ousl, memer and acquisition asfities in financial
serices hae eploded Today, mary traditionally
independent mtual funds a& avned ly insurance
companies (Masshasetts Mutualwns Oppenheimer
Funds, Northwesten Mutual avns Fank Russell
Funds,etc). Not suprisingly, hedge funds nw
appear as a fundingehide for piivate placementati-
able life insuance conticts. The insuance compan
underwites the polig, while mutual fund mangers
run the hedg fund pograms.

Some insuwgince carers nov maket these -
grams with mininum puchase equitements (pgmk
ums) as l as $75,000.A typical sales prsenttion
informs the pospectve insuance liyer thd he or she
can puchase a fund of hedgfunds in oder to hild a
well-diversified potfolio of stoks, bondsand altena
tive assets. Ea&cfund component is maged Lty a
savvy investment pp unconstained ly regulaions
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goveming the nutual fund indusr. The implied mes
sage is tha freeing the hedy fund manger from

unwelcome andestictive ules will endle the man

ager to gneete supeior future investment etums.

The insuance compafimutual fund or an“indepen

dent due-dilignce consultaritscreens hedg funds to
detemine gpropriatenessdr indusion in the fund-of-
funds and their contired suitaility in future yeass. In

essencghe esult is a hedgfund“wr ap-fee” program

that is, in tum, wrapped in an ins@ance congict.

The sales msentéion typicaly compaes ecent
investment pedrmance of a fund of hedgfunds to
performance of a single assdass (usuajl the S&P
500). The gpples-to-oanges compason geneally
shavs tha the rcommended westment gnegtes
high retums, with less wlatility than the S&P 500.
This implies thathe irvestor has an oppimity to
purchase an westment thiedefes basic gaital maket
theol, because it gneates maket retums a lower
than maket risk. [A mor realistic compason would
be betveen the net ofdfes perdrmance of the fund-of-
hede funds,and a diersified potfolio of asset lass
index funds,adjusted stistically to equaliz the isk
of ead pottfolio. Howvever, as ve shall shdty discor-
er, even this adjustment is inadedaao cature the
risk element in manhedg funds.]

By the time the dust has settlede life insuance
buyer mag be pging a tuly extraodinaty layer of costs.
The insuance companowns the nutual fund compan
that provides the margement talentdr the hedg fund
program. The nutual fund cedes sparate hedg fund
limited patneships and m&ets them to upscaleipate
investos and institutions. These funds cay costs
including basic ées of 1% to 2% of assetd perbr-
mance ées of 20% to 50% of gfits (50% perdrmance

fees often inleide “high water mak” provisions tha
stipulae tha profits must exceed some tlshold and
must be nettedgainst cunalative losses).The nutual
fund compap then detanines wich hedg fund man
agers should be placed in the fund-of-funds pdot,
which sewice the chaige a due-dilignce &e The fund-
of-funds pogram also caies its avn costs. Additional
income can be eneated though custodial des and
other soft-dollar compentsan arangements. Once
these mlti-dimensional cost stictures ae wrapped
within an insuance contict, not ezen Shdock Holmes
could fgure out the e cost. Needless toystrustees of
irrevocable insuance tusts should vie sales pesenta
tions for this type of ppduct with gea skepticism gven
the fducialy duty to &oid unieasonhle or unvaranted
expensesAs the head ofale University’s Intendional
Center r Fnance ProfessorW. Goetzmannreminds
us, hedee funds ag “a giant, unregulaed ‘black hole™
where the“potential for things to @ avry—in tems of
opertional mish@s, rogue tades or simpy strategies
tha make no sense and cglise—is gowing as theush
to hedg funds piks up"

Understanding Hedge Fund Investment Risk
Capital Decimation Partners

In a recent aticle, Andrew Lo of MIT addresses
the formidable tasks equired to assess heeldund
risk® Lo demonstates the dificulties of perbr-
mance ealudion by creaing a fctitious fund called
“Capital Decimdion Partners” (CDP). Lo launbes
his fictitious fund in dnuary 1992 and pwsues a spe
cific investment sttegy through the end of 1999.
During the peiod under galuaion, CDP’s perbr-
mance tadk recod compaes to thaof the S&P 500
stok index as bllows:

CDP Hedge S&P 500
Fund
Total Return 2,721% 367%
Average Monthly Return 3.7% 1.4%
Risk (as measured by monthly standard deviation) 5.8 3.6
Number of months with negative returns 6 out of 96 36 out of 96
Reward to Risk (Sharpe) Ratio 1.94 0.98

By all traditional measws,the hedg funds per
formance domini@s the S&P 508 perbrmance—
spectacularatums ae adieved d only a modest beel
of risk. What, Lo asksjs the fund$ secet?

In this casethe fund uses averaged irvestment

strategy. Openting within the Chicgo Boad of
Options Extiange’s mapgin requirements,it sells
(shots) out-of-the-mong S&P 500 put option cen
tracts. This is a puely medanical stategy that
implies no ivestment manger skill whatsoerer.

© | o, Andrew W., “Risk Managgement br Hedg Funds:
Introduction and Oswiew,” Financial Analysts durmnal (November/

December2001),pp. 16-33.
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However, by implementing sut a stetegy, the funds
capital is xposed to gnamic isk exposues thacan
not be catured by traditional perbrmance isk mea
sures (.e., standad deviation or Shape mtios).
Wher is the isk? The iisk lies in wha staisticians
call “tail events. These eents arely occur—i.e., are
found ony in the etreme tails of etum distibutions.
If a distiibution is a nomal or‘bell curve’ shae, these
events ae found ony in the far left tail andtherefore,
reflect only a small pobability of occurence in ap
single time peapd. Shoting out-of-the-mong puts,
however, is a stategy tha sends imestment isk off
the meter Retuns ae gea until the are event
occus; & tha point, the davnside losses arso viu-
lent tha bankuptgy is all ut assued Hedg fund
manaers wishing to cede a bgus gpeaance of
skill may be tempted to plathis type of Russian
roulette in oder to fbricate a compelling tdk
recod. Despite thedct tha no investor would hire
(or pay hedg-fund Ees to) a mamger to implement
this type of mebanistic tading wle, the lak of hedg
fund transpaeng/ makes sub gamesmanship ditult
to detect. Brentheticaly, prior to the maket crash of
October 1987a not uncommon piece of éde gven
to retirees ly their sto& brokers was to sell puts
against the S&PThis was sold as a \e-risk, cash-
enhancement stiegy. Following the cash,this“low-
risk” strategy largely disgppeaed until it resurficed in
the hede fund vorld.

Phase Lo&ing and Other Nonlinearities

Lo agues thahede fund haracteistics male
them unique} “stealthy” with respect to aditional
measues of ivestmentisk. Among the gnamic sk
exposues of hedg funds,Lo mentions thedct tha
their retum patems ae not bell-cuved in shae; hit,
rather, often ehibit “f at tails” The investor therefore,
fights a temptiéon to become bedazzled la tradk
recod compiled wer a limited mmber of wars, and
must dig deply into the ivestment sategies of the
manaer to detemine the types and rgaitudes of
risks which hase not yet maniested themsebs duing
the peiod under galudion. In adlition to“tail risks;

Lo notes tvo other impotant lisks:

1. Hedge fund sponsaroften taim a lowv or, per
haps, negative corelaion with other major pdfolio
asset lasses. Hwever, the lov corelation stdistics
may merely be atifacts of the sample ged duiling
which the compattive retun seies ae anayzed Dur
ing pefods of maket ciisis (for example the 1998Asian
Financial Flu),asset caelaions often“phase lo&.”
This means thacorelaions quikly go from zro to per
fect unity Assets tasses with dispate retun pdtems
can sudenl find tha their etuns ae syntronized

2. Hedge funds ae often sold because their
portfolio betas sugest tha they are “market neutal”
(i.e., tha they have eliminded systemi@c or maket
risk). Lo sugests thainvestos nmust consider beta
asymmeties tha can poduce nonlinear (and uxe
pected) inestment esults. An example of sub an
asymmety is, for example found in the inde of
emeping makets hedg funds,which has a beta in
up makets of 0.16 (lwse to maket neutal); but a
beta in davn makets of 1.49 (pproximately 50%
more wlatile than the S&P 500)This is hadly mar
ket neutality! Asymmeties in factor &posues mgy
quickly tum compelling perdrmance tadk recods
into investment disaster

Condusions

All fiduciaiies should be ptculady cautious of
hedee fund maketing daims not ony because of the
higher standals of cae, skill and caution thiatheir
position as tustee or plan sponsaquires,but also in
light of the cautionsaised ly the SEC and atious
independentthird-paty studies. Sometimeiswvestos
use lage losses to justify lgang into pograms tha
offer the potentialdr quik recovery through the use
of leverage, shot selling and othefhigh-tech” strate-
gies. Although hedeg funds mg be ppropriate com
plements to the ptiolios of lage institutional
investos tha command signi€ant resouces and
leverage within the fnancial sevices comrnity (i.e.,
investos sut as the Harard andYale endavments or
CalPERS)hede funds mg be unsuithle for moie
modest pensiongusts and endements.
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