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Hedge Fund Of Funds Offers Great Opportunities

By: Wasyl Saluchok

Canadian investment returns have generally met and exceeded expectations over the past few years, but pension funds have to be concerned about how they’ll meet future liabilities, especially if and when Canadian equity returns revert to more modest levels in keeping with their long-range averages. 


Why Hedge Funds? 

Despite some negative publicity in recent years, hedge funds have a lot to offer within a diversified institutional investment portfolio. Two prime attributes are their low correlation with the risks and returns of traditional asset classes, such as equities and fixed income securities, and their potential to earn positive absolute returns regardless of the market’s direction. 

Both of these qualities can add diversification to almost any portfolio, thereby lowering risk even as they may boost returns. Clearly, hedge funds are worth considering and including in a well-rounded portfolio. 

Hedge funds still conjure up images of the Wild, Wild West, especially when compared with the very tightly regulated mutual fund industry. Much of this reputation relates to several fairly isolated, but spectacular, blowups. Also worth noting is that recent efforts to establish greater regulation within the hedge fund industry are expected to have a positive impact. 

Alfred Jones formed the first hedge fund almost 60 years ago. As a writer for Fortune magazine, he was familiar with investment strategies and trends and was inspired to roll up his sleeves and try his hand at managing money in 1948. After an initial foray into long/short investing, and employing leverage in order to enhance returns, he converted his fund from a general partnership to a limited partnership in 1952. As managing partner, he was eligible to earn a 20 per cent incentive performance fee – a feature that is standard in hedge funds today. 


Boom And Bust 

Over the past half century, hedge funds have gone through several boom and bust cycles. Strong performance for a period has tended to attract attention along with new investment money, some of which may have been ill-considered or opportunistically employed. For example, after a mini-boom in the late 1960s, many funds went bust when they encountered market turbulence, particularly in the 1973/74 bear market. However, hedge funds helped protect equity investors during the 2000/02 bear market. 

More recently, hedge funds have attracted speculators as well as more cautious or sophisticated investors. Spectacular returns and heightened risks lead to the 1998 collapse of the Long Term Capital Management hedge fund. And Canadian investors are well aware of the Portus Alternative Asset Management hedge fund scandal and the collapse of the volatile Amaranth Advisors hedge fund, which fell victim to its highly risky directional bets on natural gas prices last year. 


Hedge Fund Strategies 

Where does that leave hedge fund investors today? They are older and wiser, perhaps, if not necessarily wealthier. We know well that risk and return go hand in hand. We understand that hedge funds are a part of the market where we would all be better off heeding the caution ‘buyer beware.’ But the choices aren’t limited to accepting the risk or walking away. We can try to manage the risks presented by hedge funds, first by arriving at a thorough understanding of the major hedge fund strategies and then selecting the one or ones that best suit our needs. 

There are multiple strategies within the hedge fund universe. They tend to follow several core themes including arbitrage, event-driven, and directional strategies. Arbitrage strategies seek to take advantage of price inefficiencies. Event-driven strategies are based on announcements or one-time events. And directional strategies take positions based on anticipated broad market movements. 

Fixed income arbitrage funds try to capitalize on the relative values, or mispricings, between related fixed income securities such as government bonds, government agency securities, investment-grade corporate bonds, and derivatives such as swaps, futures, and options. 

Convertible arbitrage funds try to exploit mispricings in convertible securities. A fund might buy a corporate convertible bond while selling short the common stock of the company that issued the bond, seeking to take advantage of the relative prices of the two securities if the bond and the embedded call option are considered to be cheap and the stock expensive. 

Merger arbitrage involves taking positions in companies that are, or are likely to be, involved in an acquisition or merger. Typically, a merger arbitrage fund buys shares in the target company and sells short shares in the acquiring company. This strategy assumes the merger or acquisition will take place and the price of the target company will rise to the purchase price to be paid by the acquirer. 

Event-driven and special-situation strategies are based on individual events that have a significant impact on a company and the value of its securities. These events include spin-offs, acquisitions, leveraged buyouts, special dividends, management changes, reorganizations, bankruptcies, recapitalizations, and share buybacks. As with merger arbitrage, an event-driven strategy might be to purchase shares of a company about to be taken over and sell short the stock of the acquirer.
Distressed securities funds seek out companies that are financially troubled – for example, going through a bankruptcy or a financial reorganization. These funds hope to profit from deeply discounted equity or debt securities in the hope that the company will be recapitalized, restructured, or liquidated. 

Long/short equity strategies combine long positions with short sales, seeking to profit from insights in both directions while hedging on the overall movement of the market. These strategies may opportunistically tilt their portfolios either long or short, depending on market conditions and the manager’s outlook. 

Equity market neutral funds, such as long/short equity funds, take both long and short positions, but neutralize net market exposure by closely matching the size and characteristics of both sides of the portfolio. The idea is to generate returns through stock picking skills (Alpha) and not market direction (Beta). 

Macro funds focus on changes to global economies. They tend to make directional, top-down bets on currencies, commodities, and interest rates, along with stocks and bonds, based on how these securities are affected by various economic forces. 

Commodity Trading Advisors (CTAs) trade futures contracts on energy, financial indices, metals, commodities, and foreign exchange. These funds are directional and typically based on a systematic, quantitative approach to determine long and short positions in each asset class. CTAs have the potential to profit in both rising and falling markets, enable investors to invest globally, and are typically used to reduce portfolio volatility through diversification. 

Short-selling funds take short positions in all their investments. They look for over-valued securities and come into favour when investors sense the beginning of a bearish market cycle. Because losses on short positions can be unlimited, these funds can be very risky. 

High Degree Of Risk Selecting one or a few of these individual hedge fund strategies can be complicated and involve a high degree of risk. For these and other reasons, a popular alternative is to invest in a hedge fund of funds. This typically offers expertise and broad diversification, while often opening the doors to a multitude of strategies and opportunities.

A hedge fund of funds may offer numerous advantages over individual hedge funds including: 

· Convenience – Rather than perform time-consuming research and due diligence, institutional investors merely need to select a single manager that will select and monitor the performance of a portfolio of hedge funds. 
· Expertise – How knowledgeable would a pension fund manager have to be in order to select a diversified portfolio of 20 or more top-performing, responsibly run, and uncorrelated hedge funds? Leaving it to a specialist to source, monitor, and manage a portfolio of talented hedge fund managers makes plenty of sense. It’s also a superior use of limited time and resources. 
· Ease of entry – Many hedge funds require a minimum investment of $1 million. So creating a diversified portfolio of 20 hedge fund investments might require an investment of $20 million. For investors seeking a core exposure to hedge fund strategies with an investment of less than $20 million, a hedge fund of funds can be quite effective. 
· Diversification – A well-run fund of hedge funds should offer the high potential for absolute returns with far less volatility and less risk of significant loss than a single hedge fund. The key is for the fund of funds to invest in a portfolio of uncorrelated strategies. This should include a variety of investment styles, hedge strategies, and fund managers. 
· Consistency – As a result of diversified styles and strategies, a fund of funds should deliver more consistent, predictable returns. There are some drawbacks or challenges involved in a hedge fund of funds investment: 
· Risks – It’s worth reiterating that hedge funds use volatile strategies. Even a wellrun hedge fund of funds can’t immunize investors from the inherent volatility of individual strategies. 
· Lack of liquidity – Hedge funds are illiquid investments. Unlike mutual funds, they often are not immediately redeemable and may be subject to transferability/resale restrictions. 
· Lack of transparency – Unlike traditional registered investments, a fund of hedge funds generally invests in private hedge funds that are not subject to the registration and disclosure of the Securities and Exchange Commission (SEC) in the United States or the Ontario Securities Commission or its provincial counter-parts elsewhere in Canada. This may make it harder to detect fraudulent actions committed by an unscrupulous hedge fund manager. 
· Costs – Hedge funds can be costly to begin with, as expenses typically include a management fee of one per cent to two per cent plus a performance fee or commission of 20 per cent of profits. Adding another management fee – and possibly a performance fee – for the hedge fund of funds makes it costlier. 
· Overdiversification – If the goal of hedge fund investing is to earn superior absolute returns by tapping into a brilliant manager or strategy, that potential superior performance may be diluted by investing in too broad a mix of funds and strategies. 


Do Your Homework 

Just as a good hedge fund of funds should perform due diligence and continue to monitor its holdings, there’s no denying the need for institutional investors to do their homework and hold their hedge fund of funds accountable. 

Overall, a hedge fund of funds can offer good potential for diversification and superior absolute returns. As with any investment, however, it may be more suitable for some investors than others. Institutions that could benefit greatly from a hedge fund of funds include smaller organizations that don’t have the capital or resources to select and monitor 20 or more hedge funds themselves, those that don’t plan to make a large hedge fund allocation, or institutions that simply prefer outsourcing this specialized function. 

Wasyl Saluchok is a vice-president at Northern Trust Global Advisors.
