
Are hedge funds suited to institutional investors? 
Although the current maximum allocation to hedge funds under 
Regulation 28 of the Pension Funds Act is 10%, hedge funds 
can still play an important diversification role. This is due to 
the lower correlation with traditional asset classes, which allows 
diversification benefits and enhanced risk- adjusted returns on 
a portfolio level. 

Are hedge fund management fees fair? 
Hedge funds often come under fire for the high fees they charge, 
compared to traditional long-only funds. A counter-argument for 
this is the level of market exposure an investor can get based 
on the size of their investment. For example, by using leverage 
in a fund, a hedge fund manager can extract more value or 
return on the same amount of capital invested when compared 
to a long-only portfolio strategy. This can justify the higher 
fees charged by a hedge fund. This is on the assumption that 
the hedge fund identified by the investor, based on their risk 
appetite, performs to the investor’s needs. 

However, considering that hedge funds often use the 
1%:15% model (flat 1% management fee and variable 15% 
performance-based fee), the total fee as a percentage of assets 
under management (AUM)  will be high if the hedge fund is 
underperforming. Especially if compared to passive long-only 
equity funds, which typically charge management fees lower 
than 1%. Whether it is fair that the manager shares in the 
upside return in the form of a performance fee, would depend 
on the investor’s philosophy. It must be noted that the charging 
structure of hedge funds is similar to many long-only equity 
funds, where incentive fees are also prevalent. In addition, with 
most hedge funds, hurdle rates are also implemented in the 
performance fee structure. This is where a performance fee is 
only charged when returns are above a specified hurdle rate. 

An additional performance measure to protect an investor is 
the principle of a high-water mark. A high-water mark is where 
the investor only pays performance fees that cover the point of 
entry into the fund and the highest point in terms of the value 
of the fund. 

Can hedge funds damage financial markets? 
Hedge funds often operate below the radar, only featuring in 
the news because of the massive profits or losses they make. 
However, large hedge funds with highly leveraged positions 
can potentially cause systemic damage (for example, if large 
positions need to be liquidated in a short period of time). 
Unscrupulous hedge funds can also aim to influence market 
prices to profit from their short positions. There are, however, 
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The process of ascertaining the correct economic value of 
assets. It is vital for efficient markets that free or low-cost 
information reaches as many markets participants as possible, 
so that security prices accurately indicate the economic value 
of the securities. 

Price discovery 

TO INVEST OR NOT TO INVEST? 
As with any actively managed alternative asset class, there will 
be a significant difference in the performance of your best and 
worst hedge funds. Therefore, when considering hedge funds, 
make sure that you take note of the following: 
1. Compliance of the hedge fund to the ASISA classification; 
2. Experience of the hedge fund manager; 
3. Consider the fund’s historical performance compared to 

long-only funds; 
4. Consider the fund’s performance in exceptionally good as 

well as in exceptionally bad years against the performance 
of the market (e.g. how did the fund perform during the 
financial crisis?); 

5. Consider its volatility compared to other equity and 
balanced funds. 

6. Consider the hedge fund’s asset class diversification. For 
example, exposure to alternative asset classes, such as 
soft commodities (e.g. wheat and soya beans), which are 
not available in long-only funds. 

This marks the end of our short article series on hedge funds. 
You can access all the articles in this series on our website, at 
no cost: atleha-edu.org 

few funds large enough to significantly move markets. Some 
hedge funds take positions on macroeconomic trends (for 
example that Asian markets will fall on the back of increased 
regulation). This creates the perception that they are betting 
against growth and development. Proponents of hedge funds 
will argue that they are contributing to price discovery in 
markets. 

Hedge funds can wreak havoc on certain smaller industries 
as well. There have been instances where, in certain smaller 
stocks, a large position can create pressure on the share price. 
This has added to the sensational view of hedge funds that 
simply short stocks. 

"Although the current maximum allocation to hedge funds under 
Regulation 28 of the Pension Funds Act is 10%, hedge funds can 

still play an important diversification role. This is due to the 
lower correlation with traditional asset classes."
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