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Foreword

Hedge Funds. Rarely has a financial term stimulated such a broad spectrum of conflicting
views. Hedge funds have been vilified by some people, and blamed for almost every negative
occurrence in financial markets. This accusation is predominantly based on one famous
hedge fund meltdown in 1998 which, some say, came close to toppling the global banking
system. Hedge funds are often perceived to be the riskiest and most volatile of investments,
buccaneers operating in an unregulated environment, using irresponsible and unwarranted
leverage to deliver their returns. Hardly a week goes by without an article in the international
press casting a shadow over the industry.

Other people have a diametrically opposed view. They exalt hedge funds as the best
performing investments around and laud their managers as financial geniuses, turning some
into superstars of the financial industry. This view maintains that hedge funds are able to
protect investors’ capital efficiently in times of financial market strife.

The truth, as is almost always the case, lies somewhere in between. Some hedge funds
are populated by some of the best brains in the financial industry using sophisticated and
very efficient investment strategies to deliver outstanding returns. Others are populated by
mediocre talent and are run in a risky manner. The hedge fund industry is nothing more than
a sophisticated part of the general investment industry as a whole, with money managers
investing in an extremely diversified and extensive range of strategies.

Where does that leave most investors who want to evaluate and understand the hedge
fund universe and take advantage of the talent that exists therein? In the vortex of opinion,
counter-opinion and argument, investors need a guiding hand. Hedge fund investing requires
a level of sophistication to understand both the risks involved and also the suitability of any
investment relative to the objectives of the investor. Although such an assessment continues
to be the role of an investment professional, publications such as this book are contribut-
ing to a much greater understanding of hedge fund investing among the wider investor
audience.

In his book Filippo Stefanini has striven to demystify the hedge fund industry, shedding
light on various strategies used to deliver returns. Filippo has reaffirmed the attributes
I have come to know over the course of our professional collaboration these last four



xii Foreword

years — diligence, precision and attention to detail — and combined these with the ability to
present complex financial strategies and their background, clearly and succinctly.

This publication is a great educational tool for existing and potential investors in hedge
funds.

Michael Perotti
Alternative Asset Management Group
Union Bancaire Privée



Preface

The growth of the asset management industry was also fostered by the expansion of the
range of products, honed to best satisfy the specific and diversified needs of investors.

In addition to traditional asset management products, such as mutual funds, so called
alternative investments gradually grew in prominence. The main alternative investment
products are hedge funds and funds of hedge funds, but they also include private equity and
venture capital funds (Figure 0.1).

Alternative investments are characterized by a low correlation with traditional investments.

Since the first hedge fund was launched in 1949 by Alfred Winslow Jones, the hedge fund
industry has grown impressively reaching the size of $1.3 trillion and 8000 hedge funds.
Often hedge funds are responsible for a big slice of the daily trading volumes of financial
markets and they are counted among the best clients for brokers, given the level of trading
fees they generate.

This exponential growth has led regulators to take a closer look at this phenomenon.
The US Securities and Exchange Commission (SEC) has recently decided to increase the
regulation requiring the registration of the investment advisors of the US hedge funds and the
Financial Services Authority (FSA) already requires the investment advisors to be registered
in the UK.

Nevertheless, this remarkable phenomenon is still surrounded by an aura of mystery. So,
the goal of this book is to help readers to understand in detail the investment behavior of
hedge funds.

Each chapter of this book is structured to cover the following subjects:

strategy history;

strategy’s theoretical description;

description of securities involved and size of the securities market;
hedging techniques and possible use of derivatives;

some trading examples;

liquidity;

leverage;

risks and risk management.

We shall not get into the performances generated by single hedge funds, both to avoid
investment solicitation and because past performances are not indicative of future returns.
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Traditional * High-yield bonds
Alternative * Emerging markets
Investments * REITS
Hedge
Funds
Private
Equity
Alternative
Investments
Venture
Capital
® Mortgage-backed securities
Securitizations ® Catastrophe bonds
¢ Collateralized Debt Obligations
® Land
Physical Assets ® Real Estate
® Oil, commodities and precious metals

Figure 0.1 Alternative investments

This approach is consistent with the book’s aim, which is not intended to offer financial
products, but rather to describe how hedge fund managers make a profit, and sometimes
suffer a loss, following a market-uncorrelated approach.

At times we shall make use of investment examples to better clarify investment modalities,
but these examples are in no way meant to form a judgment on the shares of listed companies.
In most cases, they are examples of past deals that are closed, and therefore the conclusions
reached by way of said examples may not be current anymore, and even more importantly
may not be shared by the companies concerned. It should never be forgotten that past
performances are not indicative of future performances.

Any performance entails the need to take a risk, so with this in mind we tried to carry out
a critical analysis of the opportunities and risks of the many investment strategies adopted
by hedge funds.

Just as during the Italian Renaissance apprentices would learn their crafts and art from
great artists, today generations of young money managers are forming around great managers,
so that one day they will leave the “shop” to launch their own hedge fund. Only a few
exceptionally talented managers can manage successful hedge funds. There are things that
can be taught and things that can be learnt only through practice. Investing is a discipline
lying halfway between art and exact science. Maybe the only way to get hold of the secrets
of this industry is to work in a privileged observatory, as fund of hedge fund managers do,
meeting or talking daily with hedge fund managers.

There is no school where investment strategies can be taught, because each strategy is
unique and original, and can be learnt only through hands-on experience.
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Finally, we discourage new managers from trying to implement these very same investment
strategies: this is no manual, and it is not intended to explain how to implement an investment
strategy. The theoretical aspect is but the first step. However, should any of our readers feel
tempted to implement these strategies, just bear in mind that practice can widely differ from
theory.

Strategy is easy, execution is hard!

Filippo Stefanini
Milan, April 2006
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1
A Few Initial Remarks

1.1 WHAT IS A HEDGE FUND?

In the United States, the country where they first appeared and enjoyed the greatest develop-
ment, there is no exact legal definition of the term “hedge fund” that outlines its operational
footprint and gives a direct understanding of its meaning.

Yet, to rely on the literal meaning of hedge fund, i.e. “investment funds that employ
hedging techniques”, could be misleading, because it relates merely to just one of the many
traits of hedge funds and makes reference to only one of the many investment techniques
they deploy.

A more fitting definition in our opinion is the following: “A hedge fund is an investment
instrument that provides different risk/return profiles compared to traditional stock and bond
investments”.

To appreciate the meaning fully, however, it is necessary to remark that hedge funds make
use of investment strategies, or management styles, that are by definition alternative, and
that they do not have to fulfill special regulatory limitations to pursue their mission: capital
protection and generation of a positive return with low volatility and low market correlation.

Hedge funds are set up by managers who have decided to take the plunge into self-
employment, and whose backgrounds can be traced to the world of mutual funds or propri-
etary trading for investment banks.

The differences between hedge funds and mutual funds are manifold.

The performance of mutual funds is measured against a benchmark, and as such it
is a relative performance. A mutual fund manager considers any tracking error, i.e. any
deviation from the benchmark, as a risk, and therefore risk is measured in correlation with
the benchmark and not in absolute terms. In contrast, hedge funds seek to guarantee an
absolute return under any circumstance, even when market indices are plummeting. This
means that hedge funds have no benchmark, but rather different investment strategies.

Mutual funds cannot protect portfolios from descending markets, unless they sell or remain
liquid. Hedge funds, however, in the case of declining markets, can find protection by
implementing different hedging strategies and can generate positive returns. Short selling
gives hedge fund managers a whole new universe of investment opportunities. It is not the
general market performance that counts, but rather the relative performance of stocks.

The future return of mutual funds depends upon the direction of the markets in which they
are invested, whereas the future return of hedge funds tends to have a very low correlation
with the direction of financial markets.

Another major difference between hedge funds and mutual funds is that the latter are
regulated and supervised by Regulatory Authorities, and are bound by limitations restricting
their portfolio makeup and permitted instruments. Moreover, investors are further protected
by obligations burdening the management company in terms of capital adequacy, proven
robust organization and business processes. On the contrary, the absence of a stringent



2 Investment Strategies of Hedge Funds

regulatory framework for hedge funds leaves the manager with greater latitude to set up a
fund characterized by unique traits in terms of the financial instruments to be employed, the
management style, the organizational structure and the legal form.

Therefore, the hedge fund industry is marked by a great heterogeneity, in that it is
characterized by different investment strategies and by funds of a wide variety of sizes.

Although hedge funds immediately bring to mind the image of innovative investment
strategies within the financial landscape, the first hedge fund came into existence more than
half a century ago.

1.2 HISTORY OF HEDGE FUNDS

This section details some of the important events in the history of hedge funds.

Back in 1949, Alfred Winslow Jones, a former reporter for Fortune, started the first hedge
fund with an initial capital of only US$100000. Jones’ core intuition was that by correctly
combining two speculative techniques, i.e. using both short sales and leverage, it would be
possible to reduce total portfolio risk and construct a conservative portfolio, featuring a low
exposure to the general market performance. Jones also had two other major ideas: to cater
to investors, he had invested all his savings in the fund he managed, and his profit came
from a 20 % stake in the generated performance rather than from the payment of a fixed
percentage of assets under management. This approach made it possible to bring the interests
of manager and investor together.

Today, the archetype described above characterizes only a small number of hedge funds:
the term is now used to refer to a vast realm of different management models.

At present, a hedge fund has five main characteristics:

The manager is free to use a wide range of financial instruments.

The manager can short sell.

The manager can use leverage.

The manager’s profit comes from a management fee, which is fixed and accounts for
1.5-2.5 %, and from a 20-25 % fee on profits. Generally, the performance or incentive
fee is applied only if the value of the hedge fund unit grows above the historical peak in
absolute terms or over a one-year period.

e The manager invests a sizable part of his personal assets in the fund he manages, so as
to bring his own interests in line with those of his clients.

In 1952, Jones opened up his partnership to other managers and started to hand over to them
the management of portions of the portfolio, and within a short period of time he assigned
them the task of picking stocks. Jones would allocate the capital among his managers,
monitor and supervise all investment activities and manage the company’s operations. The
first hedge fund in history turned into the first multi-manager fund in history.

In 1967, Michael Steinhardt started Steinhardt, Fine, Berkowitz & Company with eight
employees and an initial capitalization of $7.7 million. Steinhardt began his career as a
stock picker and then, as his hedge fund grew, shifted to a multi-strategy fund. In the 1980s
Steinhardt became head of a hedge fund group with roughly US$5 billion of assets under
management and with over 100 employees. Steinhardt ended his hedge fund career in 1995
after suffering big losses in 1994.

By 1969, the US Securities and Exchange Commission (SEC) had started to keep a
watchful eye over the blossoming industry of hedge funds as a result of the rapid growth
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in the number of new hedge funds and of assets under management. At that time, the
commission estimated that approximately 200 hedge funds were in existence, with $1.5
billion of assets under management. 1969 was also the year that George Soros created the
“Double Eagle” hedge fund, the predecessor of the more renowned Quantum Fund.

The first fund of hedge funds' was Leveraged Capital Holdings, created in Geneva in 1969
by Georges Karlweis of Banque Privée Edmond de Rothschild, which had the purpose of
investing in the best single-managers of the time. Leveraged Capital Holdings also represents
the first European hedge product.

In 1971, the first US fund of funds was started by Grosvenor Partners, and in 1973, the
Permal Group launched the European multi-manager and multi-strategy fund of funds, called
Haussmann Holdings N.V. The people who were given the task of creating the investment
team for Permal were Jean Perret and Steve Mallory (hence the name Permal).

Then, in 1980, Julian Robertson and Thorpe McKenzie created Tiger Management Cor-
poration and launched the hedge fund Tiger with an initial capital of $8.8 million. In 1983,
Gilbert de Botton started Global Asset Management (GAM), a company specializing in the
management of funds of hedge funds, which in 1999 was acquired by UBS AG and by the
end of 2004 had some €38 billion of Assets under Management (AuM).

At the beginning of the 1990s, Soros, Robertson and Steinhardt managed macro funds
worth several billion dollars and invested in stocks, bonds, currencies and commodities all
over the world, trying to anticipate macro-economic trends.

In 1992, alternative investment instruments started to draw the attention of the press
and of the financial community, when George Soros’s Quantum Fund made huge profits
anticipating the depreciation of the British pound and of the Italian lira.

The early 1990s were the heyday of macro funds. The exit of the British pound and the
Italian lira from the European Monetary System in September 1992 allowed Soros to cash
in an incredible profit of $2 billion.

On 4th February 1994, the Fed unexpectedly introduced the first rate hike of one quarter
of a percentage point, which caused US treasuries to topple and led to a temporary drain
of liquidity on the markets. The twin effect of panic on the markets and leverage proved
disastrous for Steinhardt Partners, which in 1994 suffered a loss of 31 %. Steinhardt decided
to retire at the end of 1995, despite the fact that during that year he had been able partly to
recover the 1994 losses, ending 1995 up 26 %.

Later on, hedge funds bounced back into the headlines when in the first nine months
of 1998 Long Term Capital Management, managed by John Meriwether and a think tank
including two Nobel laureates in Economics (Myron Scholes and Robert Merton), generated a
staggering $4 billion loss, starting a domino effect that left many banks, financial institutions
and big brokers in many countries teetering on the brink of default. Only the prompt
intervention of a bail-out team led by the Federal Reserve of Alan Greenspan avoided the
onset of a systemic crisis.

In October 1998, when the Japanese yen appreciated against the dollar, Robertson suffered
a loss of about $2 billion. In 1999, his long/short equity strategy, based on the analysis of
fundamentals of listed companies, did not work at all in the market driven by the tail wind of
the New Economy. After withdrawals from investors, assets under management had plunged
from $25 billion in August 1998 to less than $8 billion at the end of March 2000.

! Ineichen, A.M. (2003) Absolute Returns: The Risk and Opportunities of Hedge Fund Investing, John Wiley & Sons, Inc.
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At the end of March 2000, when the “dot-com” speculative bubble was at its peak,
Robertson announced the liquidation of the Tiger Fund.

In April 2000, George Soros changed his chief investment strategist and soon after the
CEO of Soros Fund Management LLC as well. Soros announced to his investors that he
would stop making large leveraged macro investments. To reduce the risk he would downsize
his return objectives.

1.3 PROPRIETARY TRADING

The world of hedge funds borders with that of proprietary trading in investment banks.

Proprietary trading desks are made up of groups of managers, who manage the proprietary
book of banks following the same techniques and financial instruments employed by hedge
funds. This affinity is further evidenced by the fact that many hedge fund managers have a
past experience in proprietary trading desks for the most prestigious investment banks. The
main difference lies in the fact that in a hedge fund the manager is also the owner, whereas
proprietary trading managers are employees of the banks and only part of their variable wage
is linked to the performance of the portfolio they manage.

Another difference is that the hedge fund industry puts an emphasis on monthly results,
whereas the time horizon on which the performance of proprietary trading desks is measured
is tied to the bank’s quarterly reports.

Before the crisis in August 1998, proprietary trading played quite a role in the income
statement of financial institutions. Immediately after the financial crisis of August 1998,
which led to sharp losses, many proprietary trading desks were closed or segregated off the
balance sheet by creating hedge funds. At present, proprietary trading is making a comeback,
even though there is no one single model.

1.4 THE GROWTH OF THE HEDGE FUND INDUSTRY

Hedge Fund Research estimates that the number of hedge funds has gone from 610 in 1990
up to 7436 in 2004 (not including funds of hedge funds). Assets managed by hedge funds
went from an estimated $38.9 billion in 1990 to approximately $973 billion in 2004.

According to Tremont Capital Management Inc., at the end of 2004 the hedge fund industry
reached $975 billion of assets, in addition to another $300 billion held in managed accounts,
totaling $1275 billion of AuM. Various sources agree in estimating that the number of active
hedge funds is running at about 9000, with approximately 3500 managers.

In the period between 1990 and 2003, as shown in Figure 1.1, assets under management
grew at a compound annual growth rate of 26 %, while the number of funds grew at a rate
of 20 %.

A trillion dollars accounts for about 1.3 % of the total capitalization of financial markets,
excluding the leverage, or 3.5 % including the leverage. Therefore the hedge fund industry
can be considered a niche sector.

Why then bother with an industry that accounts for only 3-4 % of the assets of global
financial markets? First, because it is estimated that hedge funds make up 10 % of market
trade volumes, and second because this is the industry where some participants seem to be
able to generate a market-uncorrelated performance.

Figure 1.2 compares the cumulative returns of the hedge fund industry with the cumulative
returns of stock and bond markets in the period between 1994 and 2004. Note that as of
March 2000, while global stock markets started to slip, hedge funds on average were able
to protect their capital and to generate positive returns with a low volatility.
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Figure 1.1 The growth of the hedge fund industry. The left scale represents the assets under man-
agement in billion US dollars and the right scale is the number of hedge funds from 1990 to 2003.
Source: Hedge Fund Research, Inc. © HFR, Inc.2004, www.hedgefundresearch.com. Reproduced by
permission of Hedge Fund Research, Inc.
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Figure 1.2 Cumulative returns of the hedge fund industry compared with cumulative returns of stock
and bond markets from 1994 to 2004. Source: Bloomberg L.P.
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1.5 MAIN CHARACTERISTICS OF THE CURRENT
INDUSTRY

Hedge funds are characterized by the use of alternative management styles or investment
strategies, which is in fact what this book intends to analyze.

Figure 1.3 shows the makeup of the hedge fund industry by investment strategy at the end
of 2004, measured as a percentage of assets under management. It is clear that the two main
investment strategies are long/short equity, with 33 %, and the event driven style, which
accounts for 19 % of the market share.

It is also worth examining the hedge fund industry distribution by size. For this type of
analysis, we took into consideration only hedge funds that had been operating for at least
five years, and we examined asset data as of 31st December 2004 supplied by the LIPPER
TASS database. Since the hedge fund assets supplied by this database are denominated in
various currencies, we translated all of them into dollars at the exchange rate in force on
31st December 2004.

The resulting industry’s actual profile is illustrated in Figure 1.4: each bar of the chart
represents the sum of the assets of all hedge funds that belong to that size bracket. Size
brackets have been arbitrarily chosen to be seven.

Clearly, the hedge fund industry proves to be heterogeneous in terms of fund size.

In reality, the industry’s actual profile should also include the myriads of hedge funds that
have little assets under management, that were launched a short time ago, and that are not
releasing their performance data to any database yet.

The low barriers to entry characterizing the hedge fund universe lead us to assume a size
distribution with a completely different shape: see the curve in Figure 1.4. Let us rotate the
bar chart 360° around the dotted axis shown in the chart. Figure 1.5 shows the industry shape
subdivided by homogeneous size brackets: we obtain a “vase” shape. According to some
journalists we have opened up Pandora’s box! Successful hedge funds are those that have
reached a bigger size and over time have achieved a consistent performance. The base of

Equity Market Neutral
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Managed Futures 34 9%
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Other
7 %

Fixed income arbitrage
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8% Event Driven

Global Macro 16%
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Figure 1.3 Makeup of the hedge fund industry by investment strategy at the end of 2004 (percentages
of assets under management). Source: LIPPER TASS, Tremont Capital Management, Inc.



A Few Initial Remarks 7

Larger than $1000 million y}

$500-1000 million 46

$300-500 million 32

Real industry profile
$200-300 million 17

$100-200 million 19

$50-100 million 11

Less than $50 million 6

1 \ /
I Low entry barriers
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Figure 1.5 Pandora’s box?

the “vase” is represented by new entrants, as well as by hedge funds that are having trouble
generating returns.

The hedge fund industry is characterized by low barriers to entry for new managers:
investment banks roll out the red carpet for managers who wish to launch a new hedge
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fund. The reason is that hedge funds are great clients for investment banks, as a result of
the substantial brokerage fees they pay on the purchase and sale of financial instruments. In
addition to brokerage services, investment banks even provide them with office space, tech-
nological infrastructures, risk management systems, and through their capital introduction
systems, they also take care of the fund’s marketing among final investors.

Low barriers to entry and the appealing fee structure brew an explosive mixture fostering
the proliferation of new hedge funds. This phenomenon is heightened further by the strong
demand for quality hedge funds on the part of investors. For a successful manager it is very
easy to raise money to invest. As we will see in some numerical examples later on, every
hedge fund manager knows all too well that the greater the amount of money he manages,
the higher the fees he is going to earn. Why then do the assets managed by hedge funds not
grow exponentially? The reason lies in the so-called capacity issue, which is what determines
the bottleneck in the “vase” depicted in Figure 1.5.

1.6 CAPACITY

The largest equity mutual fund is Vanguard’s index fund S&P 500, with more than $94
billion of assets under management, while the biggest fixed income fund is Pacific Investment
Management Company’s Total Return Fund, with a capital of €73 billion at the end of 2003.
Vanguard and Fidelity manage $675 and $955 billion, respectively.

Often, hedge funds that are closed to new capital do not disclose their performance to
databases and therefore elude the classifications of journalists who have but a hazy knowledge
of the hedge industry. In recent years, no two similar classifications have been published
with regard to major hedge funds when weighted by assets under management.

The hedge fund business is no scalable business, due to the inherent diseconomies of
scale. Assets managed by a hedge fund cannot exceed a certain limit, called capacity, without
negatively affecting its performance. Beyond given limits, additional capital prevents the
replication of relative value strategies and dilutes returns, obliging hedge funds to take on a
greater directional risk in the attempt to keep up their performance.

Because capacity limits the size of hedge funds, the assets managed by the largest hedge
funds are definitely less than those managed by the largest mutual funds.

1.7 COMMISSIONS

Some funds have become famous for their performance, their size, the aura of mystery
surrounding them — since they release information only to their investors and are closed to
new investors — and for their commissions, which have been said by some investors to be
“outrageous”. If we analyze the most extreme cases, we find a group with annual management
fees of 6-7 % and performance fees of 20 %; another group charges no management fees
but its performance fees are 50 % of profits; other groups charge a 3 % annual management
fee and performance fees account for 30 % of profits.

Most hedge funds charge their clients with performance fees accounting for about one fifth
of profits, but you can get as high as one fourth, one third or even half the gains generated
by the hedge fund.

A hedge fund’s rewarding system is asymmetric. Fund managers receive a portion of the
profits but do not share in the losses. If a manager suffers a loss, he tends to take on greater
risks to start showing a profit again.



