
THE CHARTERED ACCOUNTANT 986 FEBRUARY  2005

TTHHEEMMEE

What is a Hedge Fund?
Reason for the lack of proper under-
standing about Hedge Funds lies in
the fact that the term has no precise
legal or universally accepted defini-
tion. As per the SEC, the term
“Hedge Fund” generally identifies
an entity that holds a pool of securi-
ties and perhaps other assets, that do
not register its securities offerings
under the Securities Act, whose
interests are not sold in a registered
public offering and which is not reg-
istered as an investment company
under the Investment Company Act. 

Funds using the “Hedge Funds”
appellation follow all kinds of strate-
gies and can hardly be considered as
a homogeneous asset class. And
while appropriately named “Hedge
Funds” when they were first used,
there is nothing strictly Hedge-like
about their nature. Thus while some
Hedge Funds actually hedge, some
may take large macroeconomic bets
on commodities, currencies, interest
rates, etc while yet others may be
technical funds in pursuit of gaining
from any arbitrage opportunity that
the markets were to provide. In fact,

the common
denominator that
identifies all
Hedge Funds is
their investment
objective and
legal/organiza-
tional structure. 

Organizational Structure
A key way to understand

Hedge Funds would be through the

way they are organized. They share

four organizational primary char-

acteristics, which distinguish them

from other investment vehicles. 

First, they are structured as

investment partnerships or limited

liability companies with the gen-

eral partner who acts as the Hedge

Fund manager and other partners

who are the investors. 

The general or managing mem-

ber usually has a significant personal

investment in the Fund, which is

intended to align the economic inter-

ests of the other partner/investors

with and those of the manager. 

Secondly, they compensate

their managers based upon the

fund’s performance. In addition to

the base management fee (typically

1-2% of assets under management),

Hedge Fund managers are also enti-

tled to performance fees (typically

15-20% of profits), which are

sometimes applied to a hurdle rate.

The “hurdle rate” requires the

fund’s portfolio to exceed a certain

minimum rate of return before the

performance fee is assessed. In

addition, some funds usually incor-

porate a “high watermark” which

requires Hedge Fund managers to

make up any prior unrecoupted

losses before earning a perfor-

mance fee on current profits. 

Thirdly, Hedge Funds gener-

ally require significant invest-

ments, restrict number of

investors/partners, restrict transfer-

ability of interests, limit when an

investor may redeem his interests

and are prohibited from advertis-

ing. Additionally, most Hedge

Funds have a “lock-up” period

(usually one year) during which

investments cannot be redeemed.
Fourthly, while mutual funds are

highly regulated, restricting the use
of leverage, short selling and deriva-
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tives, Hedge Funds are less
restricted and are allowed various
strategies designed to accelerate
performance or reduce volatility
including leverage and short selling.
However, an informal restriction is
generally imposed on all Hedge
Fund managers by professional
investors who understand the differ-
ent strategies and typically invest in
a particular fund because of the man-
ager’s expertise in a particular
investment strategy. These investors
require and expect the Hedge Fund
to stay within its area of specializa-
tion and competence. Hence, one of
the defining characteristics of
Hedge Funds is that they tend to be
specialized, operating within a
given niche, specialty or industry
that requires a particular expertise. 

Hedge Fund Strategies 
Hedge Funds use a wide variety of

investment styles and strategies.

Because the investment

activities of

Hedge Funds

are so diverse,

the Hedge

Funds assigned

to a particular

investment cate-

gory are likely to

exhibit less sim-

ilarity than more

traditional investment vehicles,

such as registered investment com-

panies. Moreover, each fund usu-

ally follows its own proprietary

strategies, which do not always fit

within neat definitional categories.

Most classifications of Hedge

Funds by strategy or otherwise are

arbitrary, exhibiting a large degree

of overlap and differ extensively

across sources. 

Following is one possible clas-

sification system by which Hedge

Funds may be generally grouped:

1. Market Trend (Directional/

Tactical) Strategies: These

strategies are based upon specu-

lation of market direction in

multiple asset classes. These

strategies seek to exploit broad

market trends in equities, inter-

est rates or commodity prices

and are both modelbased and

judgmental. The sub-styles

under this category include 
Macro: These funds may take

positions in different securities
(often unhedged) based on their
opinion of various countries’
macroeconomic fundamentals. For
example, if a country’s economic
policies look inconsistent and its
ability to sustain its exchange rate

appears questionable,
macro

funds may
take positions designed to profit
from devaluation, usually by sell-
ing the currency short. 

Sector/Market: These funds
specialize in a particular industry
like IT or particular geographies
like emerging markets and mostly
represent long only funds. This
strategy is defined purely by sec-
tor/geography and such funds may
invest in any asset class (e.g., equi-
ties, bonds, currencies) and may

construct the portfolio on any basis
(e.g. value, growth, arbitrage). 

Long/Short: (includes sector
and market neutral/relative value
funds) These funds combine long
and short positions in order to
exploit perceived anomalies in the
prices of securities while remaining
reasonably hedged against a general
market movement. A market-neu-
tral long-short portfolio is con-
structed so that the total value of the
positions held long equals the total
value of the positions sold short
(dollar neutrality) and so that the
total sensitivity of the long positions
equal and offsets the total sensitivity
of the short positions (beta neutral-
ity). The long position would be in
securities that are considered under
priced while going short on those
that are overpriced. No matter what
happens to overall market, as long as
the spread between the two narrows,
the fund profits. Conversely, if
spreads widen, gains can turn
quickly into losses. Long/short
equity is the most frequently used
strategy among Hedge Funds. 

2. Event-Driven Strategies:

These strategies attempt to

exploit specific events to a

company or a security such as

bankruptcies, mergers, and

takeovers. Typically the events

are special situations or oppor-

tunities to capitalize on price

fluctuations. Sub styles include 

Distressed Securities: These

funds usually take long positions

(sometimes short) to attempt to

profit from pricing anomalies

among securities issued by compa-

nies going through bankruptcy or

reorganization. Because of their

distressed situations, the managers

can buy such securities at deeply

discounted prices. These fund

stands to gain significantly should
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the company successfully reorga-

nize and return to profitability.

Short positions are preferred in

companies whose situation is likely

to worsen in the near term. 
Risk/Merger Arbitrage: These
funds attempt to profit from pending
merger transactions by, for example,
taking a long position in the stock of
the company to be acquired in a
merger, leverage buyout or takeover
and simultaneously taking a short
position in the stock of the acquiring
company. Before the effective date
of a merger, the stock of the acquired
company will typically sell at a dis-
count to its acquisition value as offi-
cially announced. The possibility
that the announced merger may fall
through explains much of the dis-
count. These funds exploit such dis-
count often using leveraged bets
thereby multiplying the gains.
Should the merger actually fall
through, these funds can be saddled
with huge losses. 

3. Arbitrage Strategies:
These strategies, which exploit
pricing discrepancies between
closely related securities, are
designed to be among the less risky
Hedge Fund strategies. Arbitrage
may also be a significant strategy
component for funds in the event-
driven and long/short categories. It
may however be stressed that while
termed as arbitrage, funds using
these strategies are not less risky
because of the possibility of model-
ing error or sudden market move-
ments which may make the hedge
untenable. In particular, such funds
may witness huge losses if things
turn awry because most of these
strategies require high leverage to
ensure practicality of profitable
trade positions. Sub styles include 

Convertible Arbitrage: This
strategy involves taking long posi-
tions in a company’s convertible

bonds, preferred stock, or warrants
that seem undervalued while taking
short positions in the company’s
common stock. Funds also use
futures to hedge out interest rate risk.
This strategy focuses on obtaining
returns with low or no correlation to
both the equity and bond markets. 

Fixed Income Arbitrage:

These funds seek to provide stable,

positive returns by exploiting the rel-

atively small pricing inefficiencies

of fixed income instruments while

seeking to eliminate or reduce expo-

sures to changes in the yield curve.

For example, a newly issued (“on the

run”) 10-year Treasury bond may

trade at a slightly higher price than a

similar previously issued (“off-the-

run”) 10-year Treasury bond. A

Hedge Fund may seek to profit from

this disparity by purchasing off-the-

run Treasuries and selling on-the-run

Treasuries short. To generate mean-

ingful returns they use significant

amount of leverage.

Statistical Arbitrage: Funds

in this category attempt to profit

from pricing inefficiencies identi-

fied through the use of mathemati-

cal models. Statistical arbitrage

attempts to profit from the likeli-

hood that prices will trend toward a

historical norm. These strategies

are exposed to significant modeling

risk and require sound stress testing

techniques to protect themselves

during sudden market movements. 

4. Fund of Hedge Funds: Also

referred as multi-manager funds,

these funds invest in other Hedge

Funds rather than directly investing

in securities such as stocks, bonds,

etc. These underlying Hedge Funds

may follow a variety of investment

strategies or may all employ similar

approaches. Because investor capi-

tal is diversified among a number

of different Hedge Fund managers,

funds of funds generally exhibit

lower risk than do single-manager

Hedge Funds. The principal draw-

back of Fund of Hedge Funds is the

double layer of fees. In addition to

the fees payable to the FOHF man-

ager, the underlying Hedge Funds

also charge a fee thereby translat-

ing into “layers” of fees before the

investor receives his first return. 

Performance Record & Biases 
Hedge Fund managers are

among some of the brightest the
financial services industry has to
offer. The fee structure and the flex-
ibility of Hedge Funds attract tal-
ented fund managers or traders in
brokerage firms who want to start
on their own. And this is truly
reflected in the Hedge Fund perfor-
mance. The average return of
Hedge Funds easily beat the aver-
age major market indexes like the
S&P index or the MSCI. For the
period January 1, 1988, to March
31, 2004, the average Hedge Fund,
as measured by the Van U.S. Hedge
Fund Index (excluding Funds of
Funds), had a compound annual
return of 17.7% compared to a
12.4% return for the S&P 500. The
standard deviation of these returns
was 9.2% for Hedge Funds and
15.4% for the S&P. The Sharpe
ratio similarly favored Hedge
Funds, at 1.7, versus 0.7 for the
S&P. 

While the above seem to present
a compelling proposition for invest-
ment in Hedge Funds, it must be
pointed that judging the risk
adjusted performance of a Hedge
Fund is not an exact Science as the
Hedge Fund industry does not
adhere to rigorous performance pre-
sentation standards. Many of the
performance indexes have been cre-
ated solely to provide the basis for an
investment product, not necessarily
to accurately measure the perfor-
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mance of the Hedge Fund universe.
The difficulties in establishing a rep-
resentative benchmark for Hedge
Funds are due in large part to the fact
that Hedge Funds are largely unreg-
ulated investment vehicles and are
not required to report their perfor-
mance to any one entity. While
many established indexes have been
tracking Hedge Fund performance
for years, each one has somewhat
different criteria for inclusion in
their index; therefore, there is some
variance in the reported overall per-
formance of Hedge Funds. Some of
the biases related to Hedge Fund
indexes include: .. 

Self-selection bias – Hedge

Fund managers decide themselves

whether they want to be included in

a database or not; many good funds

may not report their performance

because they are not seeking addi-

tional assets and many poor funds

may not report due to an unimpres-

sive track record.

Reporting bias – since Hedge

Funds are not required to report

their performance consistently,

managers may be more likely to

report performance in a good

month than in a bad one. Another

related type is Instant History bias

which occurs as only Hedge Funds

with good track records enter the

database creating a positive bias in

past performance records. 

Survivorship bias – if a fund

begins to perform poorly, perhaps

even starting to go out of business,

the fund may stop reporting its per-

formance entirely, thus inflating the

reported average performance of

Hedge Funds. Thus Hedge Fund per-

formance indexes may include only

those funds that have survived. This

bias not only affects the return mea-

sure but also distorts the risk as den-

oted by standard deviation of returns. 

Inclusion criteria bias – many

index providers have different cri-

teria for inclusion in their index

such as asset size or length of track

record, which may make compari-

son difficult. 

Smoothed pricing bias –

many Hedge Funds tend to invest in

investments that have low liquidity

or securities that are not exchange

traded. Because prices used for val-

uation are not up-to-date market

prices but fair value estimates. This

can lead to both an upward bias in

return and downward bias in risk

measures. This problem is ampli-

fied by the fact that unlike mutual

funds, Hedge Funds are not gov-

erned by regulating authorities as

far as portfolio valuation guidelines

are concerned. Additionally, corre-

lations with conventional equity

and fixed income returns are often

artificially low simply because of

the smoothing effect.

Because of the these various

biases, judging the average perfor-

mance of the Hedge Fund industry

can be difficult. Thus to appraise

individual Hedge Funds, one needs

to look at the persistence of perfor-

mance. And when investigating

persistence, some have found evi-

dence that managers have only a

short life cycle of good perfor-

mance with a half-life of three to

three and-a-half years. 

To summarize, one needs to

exercise great caution in interpreting

the reported performance of Hedge

Funds as the risks in Hedge Fund

investing can easily be understated. 

Hedge Funds in Indian 
As per SEBI, no information is

available about any Hedge Funds

domiciled in India. Further, on

account of limited convertibility,

offshore Hedge Funds have yet to

offer their products to Indian

investors. Recently, resident indi-

viduals were allowed to remit up to

US $ 25,000 per year overseas for

any current or capital account trans-

action. Considering the existing

limit being only US $ 25,000 per

year, foreign Hedge Funds, by

virtue of their minimum investment

limit being $ 100,000 or higher, do

not seem to be excited to access

investment from investors in India. 
Though Hedge Funds were not

an excluded category of foreign
institutional investors under the
SEBI (FII) Regulations, they, how-
ever, by virtue of not being regu-
lated in their place of incorporation,
could not register as FII under the
earlier provisions. The FII
Regulations allowed sub-accounts
sponsored by registered FIIs to
invest in India and funds of almost
all variations met the requirements
of sub-accounts including Hedge
Funds. However, based on an inter-
nal administrative decision, SEBI
had been withholding the applica-
tion for sub-account registration if
the applicant described itself as a
Hedge Fund. 

However, Hedge Funds had
been able to bend this rule by
describing themselves in terms
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other than Hedge Funds. Thus,
Hedge Funds managed to invest
through participatory notes (PNs)
of other foreign institutional
investors (FIIs) registered with
SEBI. As at the end of March 2004,
total investment by Hedge Funds
through the PN route totaled Rs. 81
bn representing about 8% total net
equity investments of all FIIs.
Robust economic fundamentals,
strong corporate earnings and
improvement in market micro-
structure seemed to be driving the
Hedge Fund interest in India. 

During discussions with SEBI
at various forums, Hedge Funds
had been requesting to provide a
regulatory framework that would
allow them to directly invest in
Indian market in a transparent man-
ner like other Asian emerging mar-
kets. In response, SEBI has
approved a policy of providing a
limited window to this
growing segment of
money management
industry within the
existing framework of
the SEBI (FII)
Regulations. Keeping
in mind the special con-
cerns associated with
the creative fund management
strategies used by these funds, the
approach adopted has been that of
transparent and regulated access
with abundant caution. 

Accordingly only broad based
funds having at least 20% of the
corpus of the fund contributed by
pension funds, university funds,
charitable trusts or societies,
endowments, banks and insurance
companies will be allowed registra-
tion as FIIs. Hedge Fund invest-
ment will be limited to equity mar-
kets, and will not be allowed to
short sell with all transactions being
delivery based. In addition, the
investment adviser or the fund

should be regulated under
the relevant provisions
with the investor adviser
having a minimum expe-
rience of 3 years with
similar investment strat-
egy that the applicant
fund has adopted. 

Benefits of Hedge
Funds
While there has been stu-
pendous growth in the
number of Hedge Funds in recent
times, it has been accompanied by
some high profile failures thereby
raising a lot of concern about the
suitability of Hedge Funds as an
investment vehicle. There have also
been concerns about some cases of
Hedge Fund fraud in recent times
which, given the lack of meaningful
information has been difficult to
detect at early stages. 

Notwithstanding
the alleged concerns,
Hedge Funds do offer
some economic value
and provide markets
and investors with
substantial benefits.
For example, many
Hedge Funds take

speculative, value-driven trading
positions based on extensive
research about the value of a secu-
rity. These positions can enhance
liquidity and contribute to market
efficiency. In addition, Hedge Funds
offer investors an important risk
management tool by providing valu-
able portfolio diversification
because Hedge Fund returns in
many cases are not correlated to the
broader debt and equity markets.
Hedge Funds play an important role
in a financial system where various
risks are distributed across a variety
of innovative financial instruments.
They often assume risks by serving
as ready counterparties to entities

that wish to hedge risk. For example,
Hedge Funds are buyers and sellers
of certain derivatives, such as secu-
ritized financial instruments, that
provide a mechanism for banks and
other creditors to un-bundle the risks
involved in real economic activity.
By actively participating in the sec-
ondary market for these instru-
ments, Hedge Funds can help such
entities to reduce or manage their
own risks because a portion of the
financial risks are shifted to
investors in the form of these trad-
able financial instruments.

Conclusion 
Money management seems to have
progressively moved towards a focus
on performance relative to pre-
assigned benchmarks. These bench-
marks guide as well as unduly con-
strain the money manager’s invest-
ment policy. The risk of deviating
from the performance of the bench-
mark has become huge, given all of
the publicity surrounding relative
performance in a very competitive
money management industry. In
addition to this, the various regula-
tions imposed on mutual funds serve
as handcuffs, making it more difficult
to outperform the market or to protect
the assets of the fund in a downturn.
The development of Hedge Funds
may be seen as a reaction against
these trends, with the search for
absolute returns in all directions. ■
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Hedge Funds use a wide variety of
investment styles and strategies.
Because the investment activities of
Hedge Funds are so diverse, the
Hedge Funds assigned to a particular
investment category are likely to
exhibit less similarity than more tra-
ditional investment vehicles such as
registered investment companies.
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