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   The financial press loves to talk about hedge funds. We read frequent reports of enormous gains and salaries for hedge fund managers, and tales of their extravagant lifestyle.  What are hedge funds?  Should you invest in them?  
A Hedge fund begins with a manager or group of managers who believe that they have some specific talents, insights and procedures that will allow them to excel in investments.  As these funds are regulated much looser than mutual funds and other more mainstream investments, the managers have much leeway in how they invest the money entrusted to them.  These managers are also allowed to charge whatever fees the market will bear (see below).  Due to the financial rewards and the lack of constraints on investment styles, hedge funds are said to attract some of the brightest minds on Wall Street.  Unfortunately, this same attraction has led to over 8000 active hedge funds on the market (more than there are stocks on the American markets), leading some to suggest that too much money is crowding out any good investments.

There are a number of different classifications of hedge funds.  Some simultaneously buy stocks that are thought to be undervalued while selling other stocks short (selling stock not actually owned yet).  Other hedge funds seek out complex strategies on borrowing money in one currency to buy fixed income investments in other currencies. New “styles” of hedge fund investing that seek to exploit market inefficiencies arise regularly.
In every strategy, the process is opaque.  Each hedge fund manager claims to have a special talent and insight into the process of investing that they utilize.  Disclosure of investments and the costs of investing are poor.  In addition, trying to determine whether hedge funds are good investments is difficult.  Funds that do poorly and close (estimated by some at 20% of all hedge funds yearly) are removed from the databases that track fund performance-lending to what is called subtraction bias.  If only the funds that do well are left to monitor, the results are falsely tilted as showing good performance as an asset class.

Hedge fund fees are very high.  The standard fee is known as “2 and twenty.”  This means that the yearly fee is 2% of all assets under management plus 20% of all profits.”  The 2% yearly fee is charged regardless of fund performance, and the 20% of profits only are assessed on profitable years.  Some funds won’t charge the 20% of profits until prior losses are made up.  However, remember that almost 1/5th of funds close each year-suggesting that in many cases investors pay their 2% in fees only to lose money.
Like the rare actively managed mutual fund, some hedge funds markedly outperform the “markets.”  These funds are news for that very reason-they are unusual.  Much as is the case with the mutual funds, knowing which hedge funds will do well in advance is impossible.

However, the real value of hedge funds might not be extraordinary gains, but instead a reasonable return on investments in an asset class that is not well correlated with stocks and bonds.  For example, many hedge funds made steady small gains during the bear market of 2000-2002.  The best chance of achieving such a result is to buy a “fund of funds”, in which another layer of fees is added to a manager who compiles a group of individual hedge funds that can act together to reduce volatility.  Choosing such a manager is complicated and you clearly need expert advice.
In recent years, a few actively managed conventional mutual funds have been offered with investing styles similar to hedge funds.  These funds are a little cheaper than hedge funds, and can be purchased in much lower dollar amounts.  Again, you either need a significant amount of investing knowledge or skilled advice to decide if these investments are right for you.

Hedge funds sound romantic and attractive for those looking for quick gains.  The fact is that they will be a costly and underperforming investment for the vast majority of investors.  Funds of funds are a reasonable addition to large portfolios as a stabilizer to reduce volatility, but take much due diligence.
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