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Preface

Over the past several years, hedge funds have attracted more controversy,
excitement, and misunderstanding than any other sector of the capital mar-
kets. Politicians have accused some of the larger hedge funds of manipulat-
ing the world financial markets; the press has suggested that some hedge
fund managers are wildly overpaid; and rumors of spectacular hedge fund
gains and losses are the subject of Wall Street gossip.

Meanwhile, savvy investors have realized that superior hedge funds
offer an outstanding tradeoff between risk and return — perhaps the best of
any available asset class. But what are hedge funds? How do they operate?
And how can institutional investors and wealthy individuals best incorpo-
rate them into their asset mix?

The answers are presented in this breakthrough book, the first ever
compiled on hedge funds. It is the result of a year of effort by sixteen of the
brightest and most successful experts on this dynamic industry. Investing in
Hedge Funds covers every facet of the business and clears the clouds of mys-
tery that have long surrounded a critical market sector.

Many thinks much be given to each of the contributing authors for the
time and energy they took from their hectic schedules. We are also grateful to
the superb staff at Irwin Professional Publishing, who made the timely pub-
lication of this important book possible.

Jess Lederman
Robert A. Klein
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CHAPTER 1

Introduction: The Model for
Superior Performance

Ted Caldwell, President
Lookout Mountain Capital, Inc.

Hedge Funds: Perception and Reality

How risky are hedge funds? Although broadly perceived by the investing
public to be imprudent investments, in reality, most hedge funds are not. In
order to gain useful insight into how many hedge funds provide superior
returns with reasonable and controlled exposure to risk, let’s begin with a
better understanding of why they are perceived to be so risky.

Put an apple on a hedge fund manager’s head and call it “the truth.”
Then step off fifty paces and hand a crossbow to a well-intentioned journal-
ist with a steady hand and a mandate to “nail the truth!” As a courtesy, we
will presume the hedge fund manager is blindfolded. If the journalist’s best
shot just barely misses, what happens? More often than not, the journalist’s
best shot ends up farther from the truth than the original fifty paces.

Over the past three decades, relatively few journalists have nailed the
truth about hedge funds, while hundreds of misleading articles have been
written by well-meaning journalists. The cumulative result is that “hedge
fund managers—those flamboyant, dice-tossing speculators”! have an
image problem.

There have been some glaring failures among hedge funds, and the
media serves a useful purpose in disclosing as much as possible about them.
But in general, the financial press grossly fails to convey how most hedge
funds operate. Besides their focus on a small portion of hedge funds that are
not typical of the industry, there are three primary reasons why the financial

! Riva Atlas and Dyan Machan, “George Soros, Meet A. W. Jones” Forbes, 17 Janu-
ary 1994, 42-44.
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press so often misleads the public about the risk profiles of most hedge
funds: A lack of good sources, an abundance of bad sources, and difficult
risk management concepts. Let’s consider each.

Sources of Information

Most hedge funds are private limited partnerships, prohibited from adver-
tising. For legal and proprietary reasons, hedge fund managers have, tradi-
tionally, been very reluctant to disclose specifics about their operation, even
to investors. They have rarely spoken with the press until recent years, and
now, they seldom reveal much.

As a last resort, financial journalists came to rely (decades ago) on oth-
ers in the financial services industry for information on hedge funds. They
failed to recognize several major problems with this arrangement: To begin
with, industry sources can only speculate what a hedge fund manager is
actually doing, even when a source has direct information on some aspect of
a fund’s activities. Of greater concern, sources have sometimes been slighted
in their efforts to provide services to a hedge fund manager, and quite fre-
quently, the sources compete directly with hedge funds. Finally, many
sources fail to grasp the risk management systems that hedge funds use.

In the mid 1970s, Institutional Investor’ summed up the relationship
between hedge funds and the rest of the securities industry like this: “Today,
they [hedge funds] are still targets for an uncanny number of unsavory mar-
ket rumors, the victims of smear campaigns accusing them of just about
everything short of pilfering the napery from the New York Stock Exchange
dining room. . . . hedge funds are so often branded as villains by other sec-
tors of the investment community.”

Seventeen years later, an excellent overview of the industry by Business
Week® characterized the pattern more pointedly. “Bankers, security industry
professionals, mutual fund managers—all are beating the drum. . . . It’s no
secret that Wall Street hates hedge funds.” But why? “It’s not just jealousy or
scapegoating that makes the hedge funds anathema to the powers on Wall
Street. Fear is another possibility—fear that the public may demand incen-
tive-based compensation for their funds as well.”

The concept of performance-based compensation may well be unset-
tling to an industry that charges according to the volume of transactions
made or the total assets under management, regardless of whether the cus-
tomer profits.

2 John Thackray, “Whatever Happened to the Hedge Funds?” Institutional Investor,
May 1977, 71-74.

3 Gary Weiss and Joseph Weber, “Fall Guys?” Business Week, 25 April 1994, 116-120.
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The investment services industry is highly competitive, and although
most professionals exercise restraint in disparaging the competition, many
have made hedge funds the accepted target. Over the past few decades,
hedge fund rumor that is fed to reporters one day has become front page
news the next! As a result, millions of readers have developed strong mis-
conceptions about the risk profiles of most hedge funds.

There is a biting irony in the fact that rumor is often generated about
hedge funds on Wall Street, because the operations that most closely resem-
ble hedge funds are the proprietary trading desks of big banks and broker-
age houses. One main difference is that most hedge funds take on less risk
than many of Wall Street’s proprietary desks.

Risk Management: Betting versus Gambling

The other reason why so many journalists have misled readers about the
risks of hedge funds is that the concepts of risk management used by hedge
funds can be difficult to understand. Many of the tools, and the lexicon
applied to them, imply high risk to the average investor and to the journal-
ists who write about their use.

Consider the word “bet,” commonly used by hedge fund managers,
but also by the entire investment community. Managers do not use the word
“bet” to imply “gamble,” but journalists often infer that is its meaning. Even
though the inference of gambling is not correct, it is easily made when
viewed in the context of tools like leverage, short selling, and financial
derivatives. These are perceived by most investors as purely speculative
tools, but many hedge funds successfully employ them to increase perfor-
mance while actively managing risk.

Given some highly visible failures, it seems implausible, not just to
journalists but to many good investors, that risk can be reasonably managed
when using leverage, short sales, and financial derivatives. Yet it can! Let’s
approach some basic risk management concepts by personalizing them.

How much risk would you take with $1,000 of your hard-earned
money, under the following coin-flipping scenarios?

1. Would you bet $1,000 on the flip of a coin?

2. Assume a win would pay you $1,200 against your loss of
$1,000. Would you bet?

3. What if a win paid the same 1.2 to 1 ratio as in scenario #2, but
you could bet in $10 increments and as many times as you
wished? Would you bet, and if so, how often and how much?
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4. What if you didn’t have any cash to bet with, but you did
have a bank CD you could borrow $1,000 against? Would you
borrow against the CD to execute your bets from scenario #3?

5. Let’s now assume the party you are betting against is a corpo-
ration with limited capital, making the same $10 bets and pay-
ing 1.2 to 1 to thousands of other people. You anticipate the
company will go bankrupt long before you want to stop bet-
ting. Would you be willing to place an additional bet by sell-
ing short the shares of that corporation, in amounts equal to
the winnings from your leveraged bets?

Scenario #1 is pure gambling, and if you answered yes, you are reck-
less with your money. Scenario #2 has an attractive payoff, but the downside
risk is too great, at least for most people. Scenario #3 is appealing because
your risk of loss on any single coin toss is acceptable, relative to your capital,
and the odds heavily favor your making unlimited sums of money from a
continuing series of coin tosses.

If you chose not to borrow against your CD nor to short the shares of
the corporation under scenarios #4 and #5, you are not psychologically fit
for investing in hedge funds. If you chose to bet under scenarios #4 and #5,
congratulations; you are becoming an expert at utilizing leverage and short
sales to increase performance, while prudently managing risk! Have you
considered starting a hedge fund? (Affirmative answers to this question
pose a problem that we will address later.)

Obviously, coin tosses that pay 1.2 to 1 do not entail any skills to come
out a winner over time, so let’s consider one more example.

When a “scratch” golfer makes a $2 bet on the flip of a coin, he is gam-
bling. On the other hand, when he bets an eight handicapper “$2 Nassau,
two down automatics, double the back and 18,” he is investing! Never mind
if you don’t understand this bet. The point is, a scratch golfer fully under-
stands the bet, and the odds are exceedingly high that he will collect a lot
more than $2. Bets like this don’t win many friends on the golf course (or on
Wall Street).

Few financial journalists have taken the time to actually understand
risk management as it is used by most hedge funds, relying instead on infor-
mation fed to them by the competitors of hedge funds. Thus, most of their
readers (“prudent men,” many of whom acquired or held IBM at $170 in
1987) reject the suggestion that many hedge funds are very sound invest-
ments.

Given a better understanding why hedge funds are unduly perceived
to be so risky, let’s start over and develop a more legitimate awareness of
hedge funds by reviewing their history and development.
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A Brief History of Hedge Funds

In the beginning, a defining characteristic of hedge funds was that they
hedged against the prospect of a declining market. Hedging through private
agreements is as old as commerce, but most instruments for hedging in a
securities portfolio are quite recent; so let’s briefly review the evolution of
tools for hedging securities.

Hedging is the utilization of a defensive strategy to mitigate or elimi-
nate risk, and it usually entails giving something up. The creation of most
tools for hedging in a securities portfolio came through the commodity mar-
kets. In turn, the catalyst throughout the development of commodities mar-
kets, going back to rice warehouse receipts in 17th-century Japan, has been
the common desire for producers, processors and merchants to hedge
against adverse price changes.

Over the past century, commodity exchanges in the United States have
become highly developed to meet these needs. Producers of numerous farm,
forest, oil, and mineral products sell futures contracts to hedge against price
declines. While protecting themselves against future price declines, they for-
feit the right to additional profits if prices rise. Likewise, users of these prod-
ucts often purchase futures contracts to hedge against future price increases,
but they forfeit the benefits of future price declines.

Standardization of futures contracts on exchanges made them easily
transferable, inviting speculators into the futures markets. Speculators pro-
vide two critical services. They willingly take on price risk that the hedgers
don’t want, and they provide tremendous liquidity, making the exchange
markets more efficient.

During the 1970s, the exchanges began to develop a number of finan-
cial futures for hedging interest rate and currency risk. These developments
were followed by futures and options on various equity indexes and options
on hundreds of specific stocks. The number of financial instruments for
hedging, or speculating, has grown exponentially since 1980.

In addition to standardized financial futures and options, traded on
major exchanges, some banks and brokerage houses create a multitude of
customized, off-exchange instruments. Some of these contracts are relatively
simple and easily transferable; others are exceedingly complex and have
very limited markets. Unfortunately, the “D” word (derivatives) is applied
equally, if not reasonably, to the entire range of financial instruments, from
the most liquid and stable futures and options traded on the exchanges, to
the most illiquid and volatile “toxic waste” traded over-the-counter. In spite
of the prevailing public perception, most derivatives render far more bene-
fits than harm and they are here to stay.



