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Hedge funds are able to deploy different strategies than available in the
traditional mutual funds structure. Common objectives for hedge fund managers
are to earn equity-like returns, while minimizing the fluctuations investors
experience when being invested in the equity markets. Hedge funds can provide
exposure to non-traditional return drivers and play an important role in achieving
a well diversified portfolio. Hedge funds are generally unconstrained and flexible
in nature, often permitting dynamic trading strategies that are intended to
enhance returns by exploiting market inefficiencies.
The goal for many hedge funds is to earn positive risk-adjusted performance in all
market conditions. Hedge funds are typically evaluated using an absolute return
standard, such as a risk-free return plus a spread, independent of how the market
or benchmarks are performing.

Types of Investments
T YPES OF H EDG E FUN DS

LONG/SHORT
Hedge funds have the
ability to invest long
and short
They take long
positions in securities
that are expected to
appreciate and short
positions in securities
that are expected
to decline
Short selling enables a
strategy to profit from
a position that is
expected to decline
in value

MANAGER
SKILL

ABSOLUTE
RETURN

Hedge funds are more
reliant on investment
manager skill
(successful active
management) than
direction of markets
in general

Hedge funds focus on
“absolute return” rather
than performance
relative to a specific
benchmark

Returns are less reliant
on market direction
and therefore should
be more consistent
over time

LEVERAGE
Hedge funds have the
ability to borrow
Applying leverage
enables a strategy
to amplify position size;
however, this flexibility
needs to be
managed carefully

INVESTMENT
FLEXIBILITY
Hedge funds have few
restrictions on asset
classes and
investment techniques
they can employ in
order to obtain
exposure

References: Mercer, Case for Hedge Funds 2019. For illustrative and educational purposes only.

Hightower Bethesda

Page 2

Examples of Trading Strategies Used by Hedge Funds
■

■

■

■

Equity hedge - manager purchases positions that are expected to appreciate in value and sells
positions that are anticipated to decrease in value (Long/Short)
Relative value - manager seeks to enhance returns by exploiting pricing inefficiencies between related
financial instruments such as stocks or bonds (Convertible Arbitrage)
Event driven - manager seeks to enhance returns by capitalizing on misplaced securities associated
with corporate transactions such as mergers, acquisitions, reorganizations, bankruptcies, or other
corporate actions (Distressed Debt)
Macro Trading - manager applies an opportunistic approach that aims to profit from market swings
caused by political or economic events (COVID-19)

Structure
Hedge funds are generally structured as a limited partnership with a limited liability company (LLC)
affiliated with the hedge fund manager being the general partners (GPs), and limited partners of the
fund as the investors. The GPs usually hold total liability for the fund, while limited partners are only
accountable for the amount they invest.
A hedge fund can broadly be broken down into three categories:
1.

Single-strategy hedge fund - invests using one investment strategy for which the manager has
aquired a deep knowledge or skill set for investing.

2. Multi-strategy hedge fund - invests in many different strategies, while still operating a single fund.
3.

Fund of hedge funds - invests in a collection of different hedge funds, typically looking to diversify
risk from any single manager; these investments do include an additional layer of fees.

Considerations in Allocating to Hedge Fund
Characteristics of hedge funds include:
■

The ability to invest long and short positions

■

Measurement of performance in absolute terms

■

Usually charge a management and incentive fee

■

Generally, require high minimum investments
and are only available to accredited investors
or qualified purchasers
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■

■

Less liquid than mutual funds and may impose
lock-up periods (quarterly to three years)
Hedge fund managers usually invest their own
capital along with clients
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Noteworthy Risks of Hedge Funds:
■

Illiquidity

■

Lack of transparency

■

Use of leverage

■

Strategy-specific risk

Evaluating Alternatives
What is important in evaluating alternatives to add to an individual’s portfolio?
■

Having a thorough and knowledgeable team that understands and can navigate investing in alternatives.

■

Access to top-tier alternative investments.

■

Lower and more attainable minimums for individual clients.

■

Understanding how that investment is expected to perform over time and monitoring that performance.

■

Understanding the fee structure.

■

Understanding the illiquid and long-term commitment to the investment.

All securities are offered through Hightower Securities, LLC, member FINRA and SIPC, and advisory services are offered through Hightower Advisors,
LLC, a SEC registered investment advisor. In preparing these materials, we have relied upon and assumed without independent verification, the
accuracy and completeness of all information available from public and internal sources. Hightower shall not in any way be liable for claims and make
no expressed or implied representations or warranties as to their accuracy or completeness or for statements or errors contained in or omissions
from them. This is not an offer to buy or sell securities. No investment process is free of risk and there is no guarantee that the investment process
described herein will be profitable. Investors may lose all of their investments. Past performance is not indicative of current or future performance
and is not a guarantee. This document was created for informational purposes only; the opinions expressed are solely those of the author, and do not
represent those of Hightower Advisors, LLC or any of its affiliates.
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