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Chapter 1

Hedge Funds: Alternative
Assets and Alternative
Strategies

ou see hedge funds in the news all the time, but it’s hard to know exactly

what they are. That’s because, at its essence, a hedge fund is a bit of a mys-

tery. A hedge fund is a lightly regulated investment partnership that invests
in a range of securities as the managers attempt to increase expected return while
reducing risk.

Hedge funds are part of a growing class of alternative investments. These are funds
that look to upend traditional relationships between risk and return, offering
investors better expected returns for a given level of risk. This doesn’t mean that
they are necessarily safer or better performing, by the way. There’s much
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mystique surrounding hedge funds and alternatives that make them seem special,
but they are not. They’re just different.

Over the years, most hedge fund managers have concentrated on their investment
strategies rather than the structure of the fund. The investment styles they use
have come to be known as alternative strategies, and they’re now available in a
range of investments, including exchange-traded funds and other formats that
are accessible to just about anyone with money to invest.

Hedge fund and alternative managers today take on the roles of risk managers,
investment bankers, venture capitalists, and currency speculators, and they affect
discussions in boardrooms at brokerage firms, corporations, and central banks all
over the world.

In this chapter, I cover the basic vocabulary of alternative investing. Having this
knowledge helps you understand the purpose of these funds. Then you can get
into the details of the structure. Also, I clarify what a hedge fund is and what it
isn’t, which is important because you come across a lot of myth and misinforma-
tion out there. The information you find here serves as a springboard for the topics
I introduce throughout the rest of the book, so get ready to dive in.

Defining Hedge Funds

10

Here’s the first thing you should know about hedge funds: They have no clear
identity or definition. In the investment world, “I run a hedge fund” has the same
meaning as “I am a consultant” in the rest of the business world. The speaker may
be managing money for other people and making millions (or billions), or they
may be looking for a socially acceptable reason for not having a real job. The
money manager may be investing conservatively or taking aggressive risks,
beating the market and then some or barely breaking even.

The term does have meaning. Here’s the short answer:

A hedge fund is an investment partnership that uses a range of assets
and strategies to generate a high level of return relative to the amount of
risk taken.

Of course, if it were that simple, there wouldn’t be enough material for an entire
book. Consider the pages that come after this to be the long answer.
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Defining Alternative Strategies
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Traditional money management involves buying such real money assets as stocks
and bonds, then selling them to take advantage of better opportunities or return
money to the account owners. The money can be invested, meaning that the assets
are held for a long period of time, or they can be traded, meaning that they’re
bought and sold frequently to take advantage of short-term changes in market
prices. The risk and return of these investments are closely tied to the risk and
return of the entire market.

Alternative strategies involve assets and investment techniques that have risk-
and-return profiles that are different from those of the stock and bond markets.
They fall into two main categories: absolute-return funds and directional funds.
I look at the differences between the two in the following sections.

Absolute-return strategies

Sometimes called a “nondirectional fund,” an absolute-return fund is designed to
generate a steady return no matter what the market is doing. The very first hedge
fund had an absolute-return objective using a long-short strategy (see Chapter 11),
and that approach stuck.

Although absolute-return funds are close to the true spirit of that original hedge
fund, some consultants and fund managers prefer to stick with the label “absolute-
return fund” rather than “hedge fund.” The thought is that hedge funds are too
aggressive and alternative funds are too wild, while absolute-return funds are
designed to be slow and steady. In truth, the label is just a matter of personal
preference.

An absolute-return strategy is most appropriate for a conservative investor who
wants low risk and is willing to give up some return in exchange. (See Chapter 9
for more information on structuring your portfolio.) Portfolio managers can use
many different investment tools within an absolute-return strategy, a few of
which I present in Part 3 of this book.

Some say that absolute-return funds generate a bond-like return, because like
bonds, absolute-return funds have relatively steady but relatively low returns.
The return target on an absolute-return fund is usually higher than the long-term
rate of return on bonds, though. A typical absolute-return fund target is 6 percent
to 8 percent, which is above the long-term rate of return on bonds and below the
long-term rate of return on stock.

CHAPTER 1 Hedge Funds: Alternative Assets and Alternative Strategies 11



TIP

Directional strategies

Directional funds are alternative funds that don’t hedge — at least not fully (see the
section “Hedging is at the heart of it” for more on hedging). Managers of direc-
tional funds maintain some exposure to the market, but they try to get higher
than expected returns for the risk that they take. Because directional funds
maintain some exposure to the stock market, they’'re said to have a stock-like
return. A fund’s returns may not be steady from year to year, but they’re likely to
be higher over the long run than the returns on an absolute-return fund.

Directional funds are the glamorous funds that grab headlines for posting double
or triple returns compared to those of the stock market. The fund managers may
not do much hedging, but they have the numbers that get potential investors
excited about hedge funds.

A directional strategy is most appropriate for aggressive investors willing to take
some risk in exchange for potentially higher returns. (See Chapter 9 for more
information on structuring your portfolio.)

Introducing Some Basic Concepts

12

This is a book, not a blog post, giving me plenty of room to cover the background
of the investment business. It’s an industry with a lot of smart, creative people
who spend time thinking about new ways to help businesses raise money while
helping investors manage risk. They come up with new tools for speculation and
for protection, and they try to stay a step ahead of the competition.

All of this creative energy builds on the basics.

Alternative, to what?

The traditional asset classes are stocks, bonds, and cash. Stocks represent owner-
ship in companies, bonds are a form of loan, and cash is, well, king. These assets
form the market and the key metrics, like interest rates, exchange rates, and of
course the market indexes.

Alternative assets are all of the things that investors can put their money into that
are neither stocks, bonds, nor cash. This includes everything from real estate to
bitcoin to the amount of carbon in the atmosphere.
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Alternative strategies is a broader concept, but it represents ways that money man-
agers work to get an investment return that is different from that of stocks, bonds,
or cash. Increasingly, managers look at ways to engineer returns rather than
identify assets for investment. Sometimes, it works quite well.

Generating alpha

Hedge fund managers all talk about alpha. Their goal is to generate alpha, because
alpha is what makes them special. But what the heck is it? Unfortunately, alpha is
one of those things that everyone in the business talks about but no one really
explains.

Alpha is a term in the Markowitz Portfolio Theory (MPT), which I explain in
Chapter 6. The theory is a way of explaining how an investment generates its
return. The equation used to describe the theory contains four terms:

¥ The risk-free rate of return

3 The premium over the risk-free rate that you get for investing in the market
¥ Beta

¥ Alpha

Beta is the sensitivity of an investment to the market, and alpha is the return over
and above the market rate that results from the manager’s skill or other factors.
If a hedge fund hedges out all its market risk, its return comes entirely from alpha.

People aren’t always thinking of the Markowitz Portfolio Theory when they use
alpha. Instead, many people use it as shorthand for whatever a fund does that’s
special. In basic terms, alpha is the value that the hedge fund manager adds.

In theory, alpha doesn’t exist, and if it does exist, it’s as likely to be negative
(where the fund manager’s lack of skill hurts the fund’s return) as positive. In
practice, some people can generate returns over and above what’s expected by the
risk that they take, but it isn’t that common, and it isn’t easy to do.

Hedging is at the heart of it

Hedging means reducing risk, which is what many hedge funds are designed to do.
Maybe you’ve hedged a risky bet with a friend before by making a conservative bet
on the side. But a hedge fund manager doesn’t reduce risk by investing in conser-
vative assets. Although risk is usually a function of return (the higher the risk, the
higher the possible return), hedge fund managers have ways to reduce risk with-
out cutting into investment income. They can look for ways to get rid of some
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risks while taking on others with an expected good return, often by using sophis-
ticated techniques. For example, a fund manager can take stock market risk out of
the fund’s portfolio by selling stock index futures (see Chapter 8). Or she can
increase her return from a relatively low-risk investment by borrowing money,
known as leveraging (also in Chapter 8). If you’re interested in investing in hedge
funds, you need to know how the fund managers are making money.

Risk remains, no matter the hedge fund strategy, however. Some hedge funds
generate extraordinary returns for their investors, but some don’t. In 2021, the
Backstop BarclayHedge Hedge Fund Index — a leading measure of hedge fund
performance (www.barclayhedge.com/) — reported that the average hedge
fund return for the year was 10.22 percent. The NASDAQ Composite Index (www.
nasdaq.com/market-activity/index/comp) returned 21.4 percent for the same
period, and the Morgan Stanley Capital International World Index (www.msci . com)
was up 22.35 percent. Of course, U.S. Treasury bonds lost 4.4 percent that year.

Hedge funds do not always beat the market. In fact, their investors often don’t
want them to beat the market. Instead, they’re looking for a steady return or for a
risk-and-return combination that fits with other assets in their portfolios.

Return is a function of risk. The challenge for the hedge fund manager is to elimi-
nate some risk while gaining return on investments — not a simple task, which is
why hedge fund managers get paid handsomely if they succeed. (For more on risk
and return, check out Chapter 6.)

Identifying hedge funds: The
long explanation

Prequin, a firm that tracks the alternative industry, reports that there were 22,081
hedge funds in operation in 2021, with $4.3 trillion in assets under management.
This puts the average fund at about $195 million in assets. That doesn’t include
other types of alternative investment partnerships, such as private equity, private
debt, venture capital, or real estate.

That $4.3 trillion hedge fund allocation represents a lot of money invested many
different ways. But here’s what all 22,081 funds have in common: They are private
partnerships that operate with little to no SEC regulation (see Chapter 3). A hedge
fund differs from so-called “real money” — traditional investment accounts like
mutual funds, pensions, and endowments — because it has more freedom to pur-
sue different investment strategies. In some cases, these unique strategies can
lead to huge gains while the traditional market measures languish. The following
sections dig deeper into the characteristics of hedge funds, as well as the bonuses
that come with funds and the possibility of bias in the reported performances
of funds.
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Little to no regulatory oversight

Hedge funds don’t have to register with the U.S. Securities and Exchange
Commission (SEC). The funds and their managers aren’t necessarily required to
register with the Financial Industry Regulatory Authority (FINRA) or the
Commodity Futures Trading Commission, the major self-regulatory bodies in the
investment business. However, many funds register with these bodies anyway,
choosing to give investors peace of mind and many protections otherwise not
afforded to them (not including protection from losing money, of course). Whether
registered or not, hedge funds can’t commit fraud, engage in insider trading, or
otherwise violate the laws of the land.

To remain free of the yoke of strict regulation, hedge funds agree to accept money
only from accredited or qualified investors. Accredited investors are individuals with
a net worth of at least $1 million, an annual income of $200,000 ($300,000 for a
married couple; see Chapter 2 for more information), or certain financial industry
licenses. Qualified investors are individuals, trust accounts, or institutional funds
with at least $5 million in investable assets.

The reason for the high-net-worth requirement is that regulators believe people
with plenty of money generally understand investment risks and returns better
than the average person, and accredited investors can afford to lose money if their
investments don’t work out. To avoid the appearance of improper marketing to
unqualified investors, hedge funds tend to keep their online marketing materials
behind login screens. You have to prove your accredited status before you can see
offering documents from a fund or find out more about a fund’s investment style.

Aggressive investment strategies

In order to post a higher return for a given level of risk than otherwise expected
(see Chapter 6, which covers risk calculation in much detail), a hedge fund man-
ager has to do things differently than a traditional money manager. This fact is
where a hedge fund’s relative lack of regulatory oversight becomes important:
A hedge fund manager has a broad array of investment techniques at his disposal
that aren’t feasible for a tightly regulated investor.

Here are a few investment techniques that I cover in great detail in this book:

3 Short-selling (Chapter 11): Hedge fund managers buy securities that they
think will go up in price. If they spot securities that are likely to go down in
price, they borrow them from investors who own them and then sell the
securities in an attempt to buy them back at lower prices in order to repay
the loans.
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¥ Leverage (Chapter 11): Hedge funds borrow plenty of money in order to
increase return — a technique that can also increase risk. The fund has
to repay the loan, regardless of how the investment works out.

The use of leverage is a key difference between hedge funds and other types
of investments. Most hedge funds rely on leverage to increase their returns
relative to the amount of money that they have in their accounts. Because of
the risk that comes with the strategy, funds often use leverage only for
low-risk investment strategies in order to increase return without taking

on undue risk.

¥ The buffet line: Okay, so | made this one up. But hedge fund managers do
have a wide range of investment options. They don't have to lock in to stocks
and bonds only. They buy and sell securities from around the world, invest in
private deals, trade commodities, and speculate in derivatives. They have
flexibility that traditional asset managers only dream about. (See chapters 10
through 13 for more information on the many options.)

Manager bonuses for performance

Another factor that distinguishes a hedge fund from a mutual fund, individual
account, or other type of investment portfolio is the fund manager’s compensa-
tion. Traditionally, hedge funds were structured under the so-called 2 and 20
arrangement, meaning that the fund manager receives an annual fee equal to
2 percent of the assets in the fund and an additional bonus equal to 20 percent of
the year’s profits, sometimes called carried interest. The market is so competitive
these days that most managers have smaller management fees and performance
bonuses.

The performance fee is a key factor that separates hedge funds from other types
of investments. U.S. Securities and Exchange Commission regulations forbid
mutual funds, for example, from charging performance fees. Only funds marketed
to accredited investors may charge performance fees.

The hedge fund manager receives a bonus only if the fund makes money. Many
investors love that the fund manager’s fortunes are tied to theirs. The downside
of this rule? After all the investors pay their fees, the hedge fund’s great perfor-
mance relative to other investments may disappear. For information on fees and
their effects on performance, see chapters 2 and 4.

Biased performance data

What gets investors excited about hedge funds is that the funds seem to have fab-
ulous performances at every turn, no matter what the market does. But the great
numbers you see in the papers can be misleading.
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Hedge funds are private investment partnerships with little to no regulatory
oversight, which means that fund managers don’t have to report performance
numbers to anyone other than their fund investors. Many hedge fund managers
report their numbers to different analytical, consulting, and index firms, but they
don’t have to. Naturally, the funds most likely to participate in outside perfor-
mance measurement are the ones most likely to have good performance numbers
to report — especially if the fund managers are looking to raise more money.

On the other end of the success spectrum, many hedge funds close shop when
things aren’t going well. A fund manager disappointed about losing a perfor-
mance bonus (see Chapter 2), may just shut down the fund, return all the inves-
tors’ money, and move on to another fund or another project. Hedge Fund
Research, a consulting firm that tracks the industry (www.hedgefundresearch.
com), estimates that it maintains a database of about 19,000 closed alternative
funds for anyone looking to do historical research. After a fund shuts down, it
doesn’t report its data anymore (if it ever did); poorly performing funds are most
likely to close, which means that measures of hedge fund performance have a bias
toward good numbers.

You have to do your homework when buying into a hedge fund. You can’t rely on
a rating service, and you can’t rely on the SEC, as you can with a mutual fund or
other registered investment. You have to ask a lot of tough questions about who
the fund manager is, what he or she plans for the fund’s strategy, and who will
be verifying the performance numbers. (Chapter 18 covers this process, called
due diligence, in more detail.)

Pledging the secret society: Getting hedge
fund information

Some hedge funds are very secretive, and for good reason: If other players in the
market know how a fund is making its money, they’ll try to use the same
techniques, and the unique opportunity for the front-running hedge fund may
disappear. Hedge funds aren’t required to report their performance, disclose their
holdings, or take questions from shareholders.

However, that doesn’t mean hedge fund managers refuse to tell you anything.
A fund must prepare a partnership agreement or offering memorandum for
prospective investors that explains the following:

¥ The fund's investment style

¥ The fund's structure

¥ The fund manager’s background
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A hedge fund should also undergo an annual audit of holdings and performance
and give this report to all fund investors. (The fund manager may require you to
sign a nondisclosure agreement as a condition of receiving the information, but
the information should be made available nonetheless.) But the hedge fund man-
ager doesn’t have to give you regular and detailed information, nor should you
expect to receive it. (See Chapter 8 for more on transparency issues.)

Because hedge funds are small, private partnerships, I can’t recommend any
funds or fund families to you. And because hedge fund managers can use a wide
range of strategies to meet their risk-and-return goals (see the chapters of Part 3),
I can’t tell you that any one strategy will be appropriate for any one type of invest-
ment. That’s the downside of being a sophisticated, accredited investor: You have
to do a lot of work on your own!

Beware the hedge fund that gives investors no information or that refuses to agree
to an annual audit — that’s a blueprint for fraud. See Chapter 18 for more infor-
mation on doing your due diligence.

Meeting the People in Your Hedge
Fund Neighborhood

18

Many different people work for, with, and around hedge funds. The following
sections give you a little who’s who so you understand the roles of the people
you may come into contact with and of people who play a large role in your
hedge fund.

Managers: Hedging for you

The person who organizes the hedge fund and oversees its investment process is
the fund manager — often called the portfolio manager, or even PM for short. The
fund manager may make all the investment decisions, handling all the trades and
research himself or herself, or may opt to oversee a staff of people who give him
advice. (See Chapter 2 for more information on hedge fund managers.) A fund
manager who relies on other people to work the magic usually has two important
types of employees:

¥ Traders: The traders are the people who execute the buy-and-sell decisions.
They sit in front of computer screens, connected to other traders all over the
world, and they punch in commands and yell in the phones.
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Traders need to act quickly as news events happen. They have to be alert to
the information that comes across their screens, because they're the people
who make things happen with the fund.

3 Analysts: Traders operate in real time, seeing what's happening in the
market and reacting to all occurrences; analysts take a longer view of the
world. They crunch the numbers that companies and governments report,
ask the necessary questions, and make projections about the future value
of securities.

Lawyers: Following the rules

Although hedge funds face little to no regulation, they have to follow a lot of rules
in order to maintain that status. Hedge funds need lawyers to help them navigate
the regulation exemptions and other compliance responsibilities they face (see
Chapter 3), and hedge fund investors need lawyers to ensure that the partnership
agreements are in order (see Chapter 2) and to assist with due diligence (see
Chapter 18).

Consultants: Studying funds
and advising investors

Because big dollars are involved, many hedge fund investors work closely with
outside consultants to advise them on their investment decisions. Hedge fund
managers also work with consultants — both to find accredited investors through
marketing and to make sure that they’re meeting their investors’ needs. (For
more information on working with a consultant, see Chapter 17.)

A consultant can take a fee from an investor or from a hedge fund, but not from
both. That way, the consultant stays clear of any conflicts of interest.

Advising investors

A key role for consultants is helping investors make sound investment decisions.
Staff members who oversee large institutional accounts — like pensions, foun-
dations, or endowments — rely heavily on outside advisors to ensure that they
act appropriately, because these types of accounts hinge on the best interests of
those who benefit from the money. (See Chapters 8 and 10 for more on this
responsibility.)

Consultants not only ensure that investors follow the law, but also advise inves-
tors on the proper structure of their portfolios in order to help them meet their
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investment objectives. A consultant analyzes how the investor divides the money
among stocks, bonds, and other assets and then recommends alternative alloca-
tions that may result in less risk, higher return, or both. (See Chapter 9 for more
on asset allocation.)

Monitoring performance

Investment consultants track the performance of their clients, of course, but they
also build relationships with hedge fund managers and collect data on the risk,
return, and investment styles of different funds and fund managers. They use the
information they collect to advise their clients on investment alternatives. Because
you can find only a few central repositories for hedge fund performance informa-
tion, and because hedge funds don’t have to make their return data public, this is
an important service. (See Chapter 14 for more info on evaluating performance.)

Marketing fund managers

Many hedge funds are small organizations. In some cases, the fund managers
work alone. These funds have a small number of investors, and they may not allow
their investors to take money out for a year or two, so they don’t need to do con-
stant marketing. It rarely makes sense for a hedge fund to have a dedicated mar-
keting person on staff.

But that doesn’t mean hedge funds don’t need to find other investors. When the
fund is new or when current investors want to withdraw their money, marketing
becomes important. To help find new investors, many hedge funds work with
consultants, who bring together investors looking for suitable hedge funds and
hedge funds looking for suitable investors.

Paying Fees in a Hedge Fund

20

Hedge funds are expensive, for a variety of reasons. If a fund manager figures out
a way to get an increased return for a given level of risk, that person deserves to
be paid for the value he or she creates. And one reason hedge funds have become
so popular is that money managers want to keep the money they earn instead of
getting bonuses only after they meet big corporate overhead. Face it — good trad-
ers would rather keep their gains than share them with an overpaid CEO who
doesn’t know a teenie from a tick. (Chapters 2 and 4 contain more information on
paying fees, but here I cover the basics.)
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A teenie is ¥ of a dollar. A tick is a price change. If the next trade takes a security
up in price, it’s an uptick; if it takes the security down, it’s a downtick. In the olden
days, when everything traded in eighths or teenies, ticks were printed on strips of
paper called ticker tape. When something notable happened, like a World Series
win or a moon landing, the city would throw a parade, and everyone at the broker-
age firms would open their windows and throw out their used ticker tape (hence,
ticker-tape parade).

Almost all hedge fund managers receive two types of fees: management fees and
performance fees. More than anything else, this business model, not the invest-
ment style, distinguishes hedge funds from other types of investments.

Managing management fees

A management fee is a fee that the fund manager receives each year for running the
money in the fund. Usually set at 1 percent to 2 percent of assets in a fund, the
management fee covers certain operating expenses, salaries for the fund manager
and staff, and other costs of doing business. The fund pays other expenses in
addition to the management fee, such as trading commissions and interest.

For example, say a hedge fund has $100,000,000 in assets. It charges a 2 percent
management fee, which is $2,000,000. The fund has an additional $1,750,000 in
trading expenses and interest. The fund investors must pay the fees from the
assets whether the fund makes money or bombs.

If the fund’s management fee is too low, the fund manager won’t be able to run
the business effectively or hire the necessary staff. If the fee is too high, the fund
manager will make such a nice living that he or she will have little incentive
to pursue a performance bonus — which is good, because fees come out of
performance.

Shelling out your percentage
of performance fees

Most hedge funds take a percentage of the profits as a performance fee — also
called the incentive fee or sometimes the carry. There is no industry standard. Some
fund managers take 20 or 30 percent, but most take quite a bit less. You need to
read the offering documents you receive from a fund to find out what the fund
charges and whether the fund’s potential performance justifies the fee.
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If the fund loses money, the fund manager gets no performance fee. In most
funds, the fund managers can’t collect performance fees after losing years until
the funds’ assets return to their previous high levels, sometimes called the
high-water marks. You can find a detailed explanation of how these fees work in
Chapter 2.

The performance fee means that the fund manager’s incentives are closely aligned
with those of the fund’s investors. As folks on Wall Street say, hedge fund manag-
ers eat what they kill. The big problem with the performance fee is that if a fund
has a negative year, the fund manager has an incentive to close the fund and start
over instead of losing the performance fee. And every fund will have a bad year
once in a while.

In many cases, a hedge fund’s outstanding performance disappears after the per-
formance fee hits the manager’s pocket. You may find that you’re paying a lot of
money and dealing with many complications to be in a hedge fund when you could
get the same net return through a different type of investment, like a mutual fund.

THE HISTORY OF HEDGE FUNDS

Hedge funds haven't been around forever, but they aren’t exactly new, either. Their
fortunes have varied with those of the markets, and their structures have evolved with
the development of modern financial-management theories and techniques.

Knowing the history of hedge funds will give you a sense of how the modern hedge
fund market came to be. You'll understand how some of the myths of funds originated
and why some of the practices (like fee structure and secrecy) developed over time. And
the history is interesting. Isn't that reason enough? In this section, | cover some of the
highlights and lowlights that have come since the development of the first hedge fund
in 1949.

Alfred Winslow Jones and the first hedge fund

Alfred Winslow Jones wrote a book in 1941 that examined the attitudes of residents of
Akron, Ohio, toward large corporations. The book, Life, Liberty, and Property: A Story of
Conflict and a Measurement of Conflicting Rights, is still in print by the University of Akron
Press. When it came out, the magazine Fortune reprinted sections of the book, and
Jones eventually joined the magazine's editorial staff. While at Fortune, he learned quite
a bit about investing, and in 1949, he quit the magazine to form a money-managing
firm, AW. Jones & Co., which is still in business in New York.
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At Fortune, Jones covered some of the developing theories in modern finance —
especially the notion that markets were inherently unpredictable. He was determined to
find a way to remove the risk from the market, and the way he found was to buy the
shares of stocks expected to go up while selling short the stocks expected to go down.
With this strategy, he could remove much of the risk of the market, and his fund would
have steady performance year in and year out. | describe this style of investing, some-
times called /ong-short investing, in Chapter 11. And in a twist of fate, Fortune first used
the term “hedge fund” to describe Jones's fund in a 1966 article.

1966 to 1972: Moving from hedging to speculating

After Alfred Winslow Jones developed a nice business collecting 20 percent of the profits
from his partners by using his hedging strategy, other money managers wondered if
they could also set up private partnerships and charge 20 percent while following differ-
ent investment strategies. The answer? Yes. The name “hedge fund” stuck, but the
emerging funds were more speculative than hedged. Hedging is the process of reducing
risk. Speculating is the process of seeking a high return by taking on a greater-than-
average amount of risk. Although hedging and speculating are opposing strategies,
many hedge funds today use both.

The change in strategy took place partly because the stock market was really strong,
so short-selling proved to be a losing game (see Chapter 8). Also, because the stock
market was so strong, money managers could make a lot of money by borrowing and
buying stock.

And then, in 1972, the bottom dropped out. A stock market bubble that formed at the
end of the 1960s finally and totally burst, leaving hedge fund managers with big losses.
Some managers who had borrowed heavily (or leveraged; see Chapter 8) found them-
selves insolvent. Most of the newly formed hedge funds shut their doors, and the
aggressive style of investing fell out of favor for about a decade.

George Soros, Julian Robertson, and hedge fund infamy

George Soros, who co-founded the Quantum Fund with Jim Rogers, and Julian
Robertson, who founded the Tiger Fund, are two legendary names in the hedge fund
business. They both formed their funds in the late 1960s to early 1970s go-go era,
managed to hold on through the market collapse that took place in 1972, and then
started posting spectacular profits in the 1980s.

Both funds followed a macro strategy, which means they looked to profit from big
changes in the global macroeconomy (see Chapter 10). They took bets on changes

in interest rates, exchange rates, economic development, and commaodities prices.

(continued)
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They also used options and futures (see Chapter 5) to improve their returns and
manage their risks. (In 1988, George Soros published a book about his unconventional
approach to investing, The Alchemy of Finance, published by Wiley.)

Both fund managers achieved icon status of sorts in the 1990s, and then both
managers ran into trouble. Soros made huge profits by betting (and investing
accordingly) that the currencies of several Asian countries were overvalued. He was
right, but the resulting collapse of the currencies led to political unrest in Indonesia
and Malaysia and turned Soros into a pariah. Julian Robertson believed that the huge
increases in technology stocks were overdone in the 1990s, and he was proven right
in 2000, but his performance suffered terribly until then. (Chapter 10 dives into these
stories more deeply.)

Bernie Madoff made off with a fortune
Let's play a game called two truths and a lie, shall we? Bernie Madoff

1. Ran a brokerage firm that was once the largest market marker on NASDAQ

2. Served as chairman of the board directors of the National Association of Securities
Dealers and helped introduce the technology that made NASDAQ possible

3. Managed money for friends, family, charities, and other investors, generating a
steady annual rate of return of 6 percent

Much to the shock of people who knew Madoff and points 1 and 2, it's number 3 that's
the lie. To the rest of the world, who knows Madoff from the fallout of what may have
been the largest Ponzi scheme in history, the shock is that 1 and 2 are true. Bernie
Madoff's scam fell apart in 2008 and has since been chronicled in movies, podcasts,
and books. The best scammers don't look like scammers.
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