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AIMA Investor Education: 
Hedge Funds 101



• Understand what Hedge Fund 
is

• Understand the range of hedge 
fund investment strategies

• The role of hedge funds in 
investor portfolios

• Review key considerations 
and due diligence questions 
when investing in hedge funds

• Understanding hedge fund 
performance

Learning Objectives
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What is a hedge fund?



Real assets

• Real estate
• Infrastructure
• Natural 

resources

Private 
Equity

• Buyout
• Mezzanine
• Venture capital

Alternative 
Credit

• Direct lending
• Securitization
• Distressed 

investing

Hedge 
Funds

• Directional
• Absolute return

4

Alternative investing

Less liquid More liquid



What is a hedge fund?

An asset class

Tools to customise portfolios 
to enable investor to 
achieve risk/return 

objectives

Provide diversification to 
long only strategies, access 

to hard to access 
strategies/deals, access to 

strategies that require 
leverage

An asset class



Key Hedge Fund Characteristics

Only open to 
"accredited" or 

qualified investors

Wider investment 
latitude

Often employ 
leverage or 

borrowed money

Can charge both 
management and  
performance fee 

(Two and Twenty)



Further hedge fund characteristics

Use some form of short 
asset exposure (short 

selling)
Use derivatives

May seek to magnify 
returns through 

borrowings 

Charge a fixed fee to 
manage the fund as 

well as a performance 
fee 

Fund investors are 
permitted to withdraw 

capital periodically

Managers who set up 
the fund are significant 

investors within the 
hedge fund themselves 
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Are all hedge fund strategies the same?

Source: 2018 Preqin Global Hedge Fund Report
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Hedge Fund Strategies 



Equity hedge (long/short)

vs

These kinds of funds invest in company shares (public equity). Essentially, they buy
under-valued stocks (“going long”) and borrow and then sell overvalued stocks (“going
short”) with the aim of buying it back at a lower price at a later date. Shorting or being
“hedged” allow managers to reduce losses during bear markets - when the stock market
falls. During “bull” markets – extended periods of stock market rises –hedges used may
mean they under-perform the stock market as a whole.



Event-driven

Under an event-driven strategy, (e.g., activist, merger arbitrage, special situations,
distressed securities) a hedge fund takes positions based upon an event, which can include:
(1) a merger between two or more companies; (2) an activist manager influencing a
company’s management to take action to increase the value of the company’s stock; (3)
taking a controlling position in the debt or equity of a distressed company with severe
financial problems; and (4) seeking to profit from other types of stock-specific events, such
as spin-offs or changes in capital structure.



Relative value

Relative value strategies seek to take advantage of differences in the pricing of related
financial instruments. Strategies that fall under relative value typically have less market
exposure to the underlying equity or bond market than long/short strategies. Their
objective is to extract or capture value from any structural anomalies that exist in the
markets between related securities.



Global macro

Managers that deploy a global macro strategy research the global economic landscape
and seek to profit from any macro-economic imbalances and/or geopolitical events. Often
having no limitation in terms of the types of instruments, asset classes, markets and
geographies that they can invest in, macro hedge funds enjoy the broadest investment
mandate of any of the major hedge fund strategies.



Managed futures/CTA

The term managed futures (or CTAs) refers to the active trading of futures and forward
contracts on physical commodities, financial assets and exchange rates to earn the risk
and return of active management within the futures market. Managed futures tend to be
based on systematic trading more than discretionary trading. Systematic trading
strategies are generally categorized into three groups: trend-following; non-trend
following; and relative value.
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Role of hedge fund in investor portfolios



Who invests in hedge funds?

Source: 2018 Preqin Global Hedge Fund Report

SOURCE OF 
CAPITAL

45% of industry AUM is invested on behalf of 
institutions



What do investors want from HFs?

Source: AIMA, Preqin
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Key objectives of institutional investors from their hedge fund portfolios



Difficulty in sourcing the best 
hedge funds

• Not all investors have the internal resources/experience required
• Consider how different funds and strategies provide different benefits and risks
• Methods available to the investor to tackle due diligence and manager selection

Complexity and Opacity

• Changes in regulations and the growing influence of institutional investors has 
improved transparency

• Depending on strategy, different managers will provide different levels of transparent 
up to position-level reporting

Fees

• It is more costly to manage investment portfolios in an active manner
• Hedge fund investors should consider whether the quality of potential or actual 

returns is worth the fees paid
• Investors can and have been successful in securing fee reductions

Lock-up, gates and side 
pockets

• Part of the manager tool-kit to ensure that investment strategies are allowed to be 
executed as intended

• Gates and side pockets can be useful to protect investor interests
• AIMA DDQ addresses questions around all of these tools

Other considerations
• Asset allocation
• Scalability
• Reputational risk

Considerations when investing
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AIMA Due Diligence Questionnaire



AIMA DDQ for Retail Advisors

INVESTMENT MANAGER
• What is the background and experience of investment manager & the 

investment team?
• What is the governance surrounding the investment manager & 

investment team? 
• What are the features of the investment manager’s compliance culture?
• What risk management frameworks are in place (independent reporting 

lines, operational risk management, conflicts of interest, etc.)?
• Are the members of senior management of the investment manager, 

the portfolio manager and/or the fund directors personally invested in 
the fund?



AIMA DDQ for Retail Advisors continued

STRATEGY
• What is the fund’s investment objective and principal investment strategies?
• Have the objectives of the investment strategy changed in the past 5 years?
• From where are the underlying positional data, market data and any underlying 

models sourced for this strategy? Position limits?
• Who makes the portfolio management decisions and how are they made?
• Performance history? In what type of markets would this strategy be expected 

to outperform or underperform? 
• What method(s) does the investment manager use to measure the total risk of 

a portfolio using this strategy?
• How much financial leverage does the fund use on average? Limits? Sources?



AIMA DDQ for Retail Advisors continued

STRATEGY

• Are there any capacity constraints? 

• Offering documents, subscription agreements, and process for purchases and 
redemptions? Fees? Performance fees and calculation methodology?

• Valuation policy and frequency?
• How long would it take in normal market conditions and stressed market 

conditions to liquidate the fund without incurring unusual costs?

• What portfolio data does the investment manager provide to investors, and 
with what frequency and time lag?

• Who are the outsourced service providers of the fund (i.e., prime broker, 
auditor, custodian, administrator, legal)?
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UNDERSTANDING HEDGE FUND 
PERFORMANCE



How is success measured?

The simplest way of assessing a fund’s
success is to look at the change in the fund’s
value over the course of a year or more. This
is measured as a “return”. Typically, average
fund returns are compared to stock markets
and bond markets.

Drawdown is a key risk metric which
measures how much investors will lose
when market crashes

Volatility, another risk metric, measures the
degree to which an investment or category
zigzags in value from month to month or
year to year basis



Headlines often misrepresent 
hedge funds

Hedge funds’ horror year (The Telegraph)

Investors retreat from hedge funds after 

tough December (Reuters)

Hedge	funds	have	sucked	for	a	decade	
(Pension	Partners)

Hedge	funds	overpriced,		underperforming	
(Financial	Times)



Source: AIMA Research, HFR, MSCI, Barclays, S&P
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Performance protects capital
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Hedge fund benchmarks?



Index
Cumulative 

Return
Annualised 

Return
Annualised Standard 

Deviation
Sharpe Ratio

HFRI Fund Weighted Composite 281.23% 5.31% 6.88% 0.56

HFRI Equity Hedge (Total) Index 360.70% 6.62% 9.12% 0.73

M SCI World Dollar  TR 235.15% 4.37% 15.50% 0.28

S&P 500 TR 339.33% 6.30% 15.29% 0.41

Barclays Global Aggregate 136.52% 1.57% 5.65% 0.28

60 M SCI /  40 Barclays GA 229.39% 4.24% 14.68% 0.29

20 Year Analysis

Source: AIMA Research

It’s about risk-adjusted performance
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And drawdown protection



Source: http://www.biznews.com/wealth-building/2014/09/30/can-ever-recover-investment-loss-returns-must-make-easy-use-table/
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Volatility comparison
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Adding value to investor portfolios

Source: Barclays “Turning the Tide: 2017 Global Hedge Fund Industry Outlook and Trends”



Source: AIMA Research

AIMA Research at www.aima.org

http://www.aima.org/
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