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Abstract

This paper is meant to provide an overview of the hedge fund asset class, an analysis of the qualitative 

and quantitative factors that should be used to asses hedge funds and determine their appropriate 

use in a portfolio, and lay-out and justify Marquette Associates’ position on the use of hedge funds 

in client portfolios.  Recommendations as well as guidance towards making an allocation to the asset 

class are also included. 
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History

short in publicly traded stocks in order to limit market risk and generate positive returns in any market environment.  

asset growth has accelerated as investors search for consistent returns in a stagnant equity market.  Today total 

2 

2 

Anson, Mark.  

Hedge funds typically report both gross and net exposure.  Gross exposure is the fund’s total invested position and can often  
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Introduction

 a privately organized 

investment vehicle that manages a concentrated portfolio of public and private securities and derivatives instruments 

on those securities, that can invest both long and short, and that can apply leverage.

invest than traditional investment managers.  However, the primary objective of most hedge funds is to provide 

Hedge fund managers attempt to achieve this by using a broad array of strategies.  The following characteristics 

 

 

 

              of broad market declines on investor portfolios.   

         2.        Leverage  

Private Partnership  

 

Liquidity  

 

Broad investment mandate  

                  of traditional investment mandates.  As a result, managers have the ability to invest across a broader array of  



 

increased but remained below the previous peak.

Portfolio concentration  

                  managers as hedge fund managers often focus on just a few of their best ideas.  

 

 

                    which assures that performance fees are only paid on cumulative increases in investor capital.
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often limited by narrow investment mandates that can, at times, have detrimental effects on investment performance.  

Hedge Fund Sub-Classes

often use similar strategies to generate returns for their investors. 

Arbitrage  

 

 

     convertible securities, often buying convertible bonds or preferred shares and shorting common      

 

      believe to be undervalued and selling bonds that are overvalued.  Long/short credit often focuses  

 

        convertible bonds, government securities, and even short equities to help hedge exposure.  

 

    managers make directional bets on a wide array of assets, but most commonly commodities,  

     currencies, and interest rates.  Managed futures funds typically use futures, forwards, swaps, and  

        options on commodities and currencies to express their bets.  

Distressed Debt  

      making investments in the most senior parts of the capital structure at deep discounts to par value.   

       Returns are generated when bond prices rebound if companies are able to avoid bankruptcy or when  

  debt holders receive shares in the restructured company after the company exits  

        bankruptcy  protection.                                                       

Event Driven  
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Global Macro  

          the world.  Global Macro funds can be either momentum or fundamentally focused and typically have  

 

         commodities.  Like managed futures funds, global macro funds typically use futures, forwards, swaps  

         and options to express their investment outlook.  

 - Hedge funds focused on equity investments typically buying stocks they believe  

        to be undervalued and shorting stocks that are overvalued.  This is one of the most straightforward  

         and common strategies in the hedge fund industry. 

 

 

 

   Relative Value  

 

 

         substantial downside potential.  

Hedge Fund-of-Funds

in a hedge fund-of-funds.  Hedge fund-of-funds are funds that invest partner capital in other hedge funds. 

Exhibit 1: 

Limited Partners  

Hedge
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T

to the asset class, hedge funds employ a number of strategies that are meant to magnify returns.  These include 

leverage, shorting, derivatives, limited investor liquidity, broad investment mandates and concentrated positions.  All 

of these are meant to provide hedge fund managers with the tools to generate strong risk-adjusted returns.  However, 

to large drawdowns.  By investing in a hedge fund-of-funds, clients can diversify risk across multiple hedge funds.  As 

making sure to remain balanced across multiple strategies and adding managers with specialties to complement the 

entire fund.    Both of these help to limit the investment risk of any individual hedge fund.  

business risk associated with investing in hedge funds.  As noted earlier, hedge funds are private partnerships that are 

lightly regulated by government agencies and there are additional operational considerations investors face that are 

unique to hedge funds.

 

 

 The most common example of this is adding dedicated short managers to a hedge fund-of-funds portfolio.  Adding dedicated short 

managers to a portfolio of hedge funds often increases alpha and helps to offset some of the long bias that is common in many long/short 

managers.  

majority of hedge funds remain unregistered.  

 

 

 

 

 

        with periods of restricted liquidity.    

 

       investment process and their skills are the primary reason that the limited partners invested in the fund.   

 

     people die, become incapacitated, or for any other reason no longer be engaged in the day-to-day  

        management of the fund.

 

 

 

        in an institutional portfolio.  
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strict rules on when capital can be withdrawn from the fund and most require substantial lead times for redemption 

capital for a period of time.8 

liquidity schedules.  Most fund-of-funds can also provide better liquidity to investors than can be achieved investing 

in a similar number of funds directly.  Because hedge fund-of-funds have long-standing relationships with their 

underlying funds and existing capital invested in those funds, they can offer their investors better liquidity terms.  

different hedge funds, sourcing, evaluating, and selecting the best managers to invest with is a time consuming and 

capital to just a few that they believe have an investment process and discipline that can consistently generate alpha 

into what separates luck from skill when it comes to evaluating hedge fund returns.  

breaks can help offset the additional layer of fees investors incur when investing through fund-of-funds.  

8 Hedge funds typically gate inventors when a large number of investors want to exit the fund simultaneously and the investments that the 

all investors that have requested a redemption will receive a pro-rata share of any distributions the fund makes. 
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procedures to help investors limit the business risk inherent to investing in hedge funds.  Hedge fund-of-funds also 

to multiple hedge funds though a single investment vehicle.  Hedge fund-of-funds sift through hundreds of hedge 

funds each year providing investors access to the best funds with a repeatable investment process that is likely to 

to recommend hedge fund-of-funds for clients looking to add hedge funds to their portfolios.

Structure

structure there is a general partner and a number of limited partners.  The general partner is the hedge fund manager 

while the limited partners are the investors in the fund.  This structure limits the liability of the limited partners to their 

investment in the partnership, thus protecting their other assets from litigation should the partnership be sued.  The 

general partner, conversely, has unlimited liability.  This serves to incentivize the general partner to act according to 

investments in either an onshore or offshore fund and both feed up to a master fund which is managed by the general 

 where 

 Historically hedge funds used the commingled fund model but as the asset class has become more institutionalized, more funds have 

begun to offer separately managed accounts for large investors.  

are common to limited partnerships but because taxes are not passed through to investors in a corporation the way they are in a limited 
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Exhibit 2:  

Fees

Exhibit 3:  

    Hedge Fund Hedge Fund-of-Funds  

Management Fee 

Performance Fee 

High-Water Mark  Yes  Yes

Hurdle Rate

To understand the effect that these fees have on performance consider the chart below which shows the gross 

returns for an individual hedge fund and the net return to investors after paying two layers of fees.  This assumes a 

fee for the hedge fund-of-fund, both standard fee structures in the industry. 

 

Hedge fund-of-funds firms now offer a split fee structure where investors have the choice between a higher management fee and 

no performance fee, or a lower management fee and a performance fee. 
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Exhibit 4:  

Gross Return

Liquidity

not all, funds require that new capital in the fund be committed for a certain period of time when investors are unable 

lock-up periods are often compensated by paying lower fees.  

investments that can be sold in a matter of days most hedge funds only allow investors to withdraw capital periodically.  

Most funds typically have monthly or quarterly liquidity allowing investors to exit the fund only at the end of the 

investors attempting to withdraw capital from a fund, they also serve to protect existing limited partners from capital 



last two years.  

in the industry they suffer from a shorter track record, less robust reporting standards, and survivorship bias in a way that does not affect 

traditional indices.  
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Minimums

Hedge fund-of-funds also require that investors in their funds meet a minimum investment amount.  This is for three 

limited partners.  Last, because most hedge funds are small specialized investment vehicles with a limited number of 

employees, they often limit the number of investors in the fund to cut down on the administrative burden associated 

with managing a fund with a large number of small investors.  

Return Analysis

  compared to indices for the other major asset classes.  

fund-of-funds have produced returns equal or superior to traditional asset classes.  As the chart below shows hedge 

Exhibit 5: 

 p Agg
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As the following chart shows, the strong performance of the hedge fund-of-funds asset class is not simply a remnant 

Exhibit 6

p Agg
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Exhibit 7: 

The data clearly demonstrates that hedge fund-of-funds have generated equity like returns over a full market 

Exhibit 8:  
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Risk Mitigation

lower than equities.

Exhibit 9 : 

funds lower the overall risk of a portfolio by providing a less volatile return stream while still generating attractive 

long term returns.  Because they hold cash and short, hedge fund-of-funds have historically also had a lower 

stream also helps to lower the overall risk of a portfolio.  The chart below shows the dispersion of monthly returns 
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Exhibit 10 : 

with lower levels of risk. 

Exhibit 11:  Risk Adjusted Returns 

 

appropriate measure of risk for all client portfolios.  
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Asset Allocation Software

Exhibit 12  
A B

 

Total

 

A B

Downside Probabilit 

in a multi-asset portfolio, one can increase the risk-adjusted performance of the overall portfolio. 

that hedge fund-of-funds provide to investors.  These funds have long term returns that are similar or superior 

to traditional asset classes.  Despite having similar returns, hedge fund-of-funds have lower return volatility and 

a lower dispersion of monthly returns.  This means they generate a more stable return stream for investors and 

can add to the diversity of a portfolio.  Last, hedge fund-of-funds returns have historically shown a low correlation 

to traditional asset classes providing investors with both attractive risk-adjusted returns and an important 

How do hedge fund-of-fund managers generate such attractive returns, and can we expect their performance to 

inherent in the hedge fund model.  The performance fee gives managers a strong incentive to perform, and aligns 
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to invest in a wider array of assets than many traditional asset managers.  This allows them to invest in mispriced 

assets regardless of size, style or other criteria.  Third, by using leverage and shorting stocks managers are able 

by putting liquidity restrictions on investor capital, managers have the ability to invest in less liquid securities and 

execute trades that would not be possible for traditional asset managers who need to provide daily liquidity to 

their investors.  

extensive due diligence and ongoing monitoring of the hedge funds they have invested with, which serves to 

substantially lower the investment and business risk inherent in hedge fund investing.  Also, because most hedge 

would not be possible by investing directly in hedge funds.  

Risks 

factors that investors should consider beyond the normal risk and return metrics.  Potential investors in the asset 

class should be aware of the following items before making an allocation to a hedge fund-of-funds.  

 

  

 

 

    traditional investments and have a deleterious effect on performance over time. Given that our return  

    analysis includes the higher fees that hedge fund-of-funds charge we believe that to date, the fees have  

 

 

    often be unpalatable for some investors.  

 

        constraints that hedge fund-of-funds impose on their investors can limit a client’s ability to rebalance at times  

 

    obligations may not be able to handle the limited liquidity provided by most hedge fund-of-funds.  

 

      risks associated with investing in hedge funds and hedge fund-of-funds that are not common to traditional  

 

     to reduce the business risk that is inherent in the hedge fund asset class, no amount of prudence and due  

 

 

 

     if one of the funds they have invested in experiences operational challenges.  
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Recommendation

2.    Low correlation to traditional asset classes

       to generate future returns  that are on par with past performance

high fees that are inherent in the hedge fund asset class are unacceptable despite attractive risk-adjusted returns.   

  

 

    fund-of-funds.  

 

 

      Any fee structure above these levels is likely to be too high for investment performance to  

    offset the fee structure and lead to lower risk adjusted returns for clients.  

 

 

 

 

     positive and negative.    

 

      do not disclose all of their positions, there are considerable concerns around transparency.  As a result,  

    investors often have considerably less transparency into the underlying assets that the funds hold,  

    especially compared to traditional asset classes.  The wider investment mandates that hedge fund  

 

 

 

      manager is positioned can be misleading, because managers often hold other securities or derivatives  

     to substantially hedge their long exposures.  
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Manager selection is also important in maximizing risk-adjusted returns because hedge fund-of-funds are an 

selection and due diligence process.  

 

 

 

 

      prime brokers to feed them new investment ideas but should have the network to source the best  

      new talent in the industry.  

 

 

      the combined portfolio. 

 

    process before adding a manger to the portfolio, and a strong ongoing process to ensure that  

      managers remain in compliance with the procedures that have been set.  

 

     recognized auditors, administrators, and all third party service providers should be disclosed and     

      supportive, but not central to, the investment process.  
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