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How competitive are hedge funds, and
are they a help or a hindrance in driving the economy out of recession?

JONATHAN SHORTMAN"

Hedge funds are in principle the only form of inwesnt which can profit from bear
markets, that is a stock market where prices greagd to fall, though in practice most do
not (Black 2002). In this essay | will argue that, in general, sidering that hedge funds
are designed to yield instant returns, they areequmpetitive. In addition, because hedge
funds can support entrepreneurship and businegnieral, they are more of a help than a
hindrance in driving the economy out of recessiorhis essay | will, amongst other issues,
focus on the fact that hedge funds have had totadabpe recession. As a result of evolving
strategies hedge funds are becoming increasinghpettive. Although the recession has
led to numerous investor concerns, it has ensiagdorofit is not the only consideration in
the industry and that risk is properly accountead lfo addition the downturn in the economy
has led to the strongest hedge funds remaining, ngiky investments not being as frequent
as before.

Hedge funds can be interpreted as an aggressiataged portfolio of investments that uses
advanced investment strategies such as leveragegl,dhort and derivative positions in both doneesti
and international markets with the goal of genaratiigh returns (either in an absolute sense or ave
specified market benchmark).egally, hedge funds are most often set up asiinvestment
partnerships that are open to a limited numbenwdstors and require large minimum investment.
Investment in hedge funds is illiquid, as they iiegjinvestors to keep their money in the fund for a
least one year.

The purpose of hedge funds is that absolute refoous strategies. It is very easy to understaad th
risks and profits of hedge funds. The higher riskompensated by adjusted returns. Hedge funds allo
for capital progression which has lower draw dowlifgere is also a lower correlation between equity
and bond market returns, this means that theyargead to each other, if one is performing badhg
performance of the other is not directly affectEde volatility of hedge funds is lower than equity
markets, which is another advantage of hedge funds.
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There are seven main ways in which hedge fundsatgerhe first is event driven, this strategy
involves taking different positions in companiesiethare involved in takeovers, mergers, or
acquisitions, or are in distress, in the hopegedigting the effect that the event will have oaitishare
prices. The second is known as global Internatiarath is investing either in established markets,
in more risky emerging economies. The third is globacro which seeks to benefit from global macro-
economic changes and developments. The fourth mhéshemply known as long. This is simply taking
a long position in a stock is what most traditiomaiestors and mutual fund managers do - they predi
that the value of the stock will rise. Howeveraihedge fund, alternative financial instrumentstoan
used. The fifth operative is market neutral, thiolves taking both long and short positions ia th
same market or sector in order to offset risk idadly like betting on two sides of the same cdihe
sixth convention is known simply as sector whighasthe name suggests, investing in a specifioisec
for example financial services, real estate, dntetogy and communications. The seventh and final
investment process is called short. This strategglves finding overvalued companies, and selling
borrowed stock in them in the hopes of buying tkbkater at a lower price.

When considering how helpful or dangerous hedgddare it is important to bear in mind that
hedge funds are mostly unregulated because thdagrgeted towards sophisticated investors and not
the average consumer. In the U.S laws requirettieatnajority of investors in the fund be accredited
this is a form of due diligence. The criteria iattinvestors must earn a minimum amount of money
annually and have a net worth of more than $1 onijlalong with a significant amount of investment
knowledge® Hedge funds are seen by some as mutual fundedauper rich, though | believe this to
be a simplistic idea of the concept. | would expldie concept of hedge funds as a means of invastme
with quick returns, into businesses that have titengial to grow extraordinarily quickly. Thisstown
by the growth of hedge funds making the medium modely accessible, and if hedge funds boost
entrepreneurs and businesses the wider economfiteeriedge funds are similar to mutual funds in
that investments are pooled and professionally gpeshebut differ in that the fund has far more
flexibility and perhaps less transparency in itgestment strategies.

It is important to acknowledge that hedge fundsidbnecessarily make the economy vulnerable just
by their intrinsic nature. Hedging is actually tiractice of attempting to reduce risk, thoughdbal of
most hedge funds is to maximise returns to investywath risk not the main concern. Hedge funds
first appeared in the USA on Wall Street in the@84Brown 2005} The first hedge funds tried to
hedge against the downward risk of a bear markstbyting the market (mutual funds can’t generally
enter into short positions as one of their primgogls)” Nowadays hedge funds use several strategies
which | will come onto next. Hedge funds do notgiyrjust ‘hedge risk,” because hedge funds make
speculative investments, these funds can carry ngke¢han the overall market.

* Investopedia.com
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The strategies for hedge funds are constantly chgntnpvestors are now looking for long and short
equity to take out the market risk. The global ssten has had a massive impact upon hedge funds,
with there being a clear difference between stiagegre and post 2008. Since 2008 the industry has
shrunk from $2 trillion to $1.5 trillion and as @ule is relatively small. There has also been arease
in institutionalisation and returns are convergib@2o of all hedge fund assets are managed by 100
investment groups (Patel 2020y his could be argued to be not very competitineesan elite is
emerging in the industry, since the competitionebiaseing narrowed.

The global recession has led to numerous investacearns. There is generally low confidence and
an increase in redemptions. Hedge funds are exjyoémig losses in certain strategies, with fraud and
fund closures. Bernard Madoff being a prime examopliis. Investors are demanding higher due
diligence from advisors. There has also been aease in demand for transparency and reporting. The
concerns of regulators have also risen as wellagé¢neral public. As well as a general demand for
more regulation there is also seen to be a nedddoFased supervision and separation (Patel 20£0)
this does takes place it may lead to increased ettigm in the industry.

There have been many evolving dynamics to hedgdsfyrartly because of the recession. Short
selling had been banned (subsequently reinstatetiquidity has been increased to stabilise the
system. There has also been a desire for leveramereased transparency. In the past there has
certainly been a mismatch between expectationstatégy. As a result hedge funds are operating new
strategies. 2008 was the first time there was ineggtowth in hedge funds, the previous 10 yeads ha
seen lots of growth particularly in London. High fhends are now declining. Pension funds are now an
increasing share (Patel 201ut the principle idea of supporting innovati@mains, which is one of
the main benefits of hedge funds. New technologieskets and instruments are being used. Regulation
has allowed for the opening up of local marketsaltcation and specialisation.

When answering the question of this essay, | woaltainly argue that hedge funds do not pose a
risk to the economy. This is because hedge fundotibave a big enough footprint in the financial
markets to bring the system to the brink of coléaps the way that the demise of the merchant bank
Lehman Brothers did. “Hedge funds do not pose amtly destabilising credit counterparty risk
across the surveyed banks” according to the FSértelated 23rd February 2010, after questioning 50
London hedge funds and 14 investment banks (Mog8)20t can certainly be argued that hedge funds
help to stabilise the economy. At the time the stduwelcomed these findings as evidence which
should silence criticism of hedge funds as a ddgiiy factor in markets. Certainly | would agreéh
this point because London Funds surveyed by the RBEh have about $50 billion of assets under
management, or 20% of the industry barely cont¥6ldf the entire European equity market. This surely
indicates that if the industry were to collapsejolill believe is highly unlikely, a sale of thessets
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would not pose a big enough risk to destabilisesgfsem. Although hedge funds were blamed for
making the credit crunch worse by betting on fglshares such as the Royal Bank of Scotland’s, by
‘going short’ which was temporarily banned, thisgtgy has now been re- introduced so ‘going short
can't be felt by the regulator to be entirely unicse otherwise it would have been banned
permanently. Contrary to market perception, theaye ‘leverage’ or debt used by hedge funds to
invest, is about twice their assets- compared tagB0 times used at large retail banks (Moya 264.0)

‘While these are large numbers, they are managestile context of the overall credit risks and
capital requirements of the surveyed banks,’” th& FEport states. When faced with statistics andegio
like this it is hardly surprising that hedge furaticipants have warned that regulators shouldgasu
activities other than hedge funds,- such as setifrdgrivatives, which is a multi- billion dollararket
where investment and trading is not recorded onpaijic exchange.

Returning to the competitiveness of hedge fundattdpm the narrowing of the competitive base
itself (as discussed earlier) it can certainly f[griad that hedge funds are becoming increasingly
competitive in other respects. This is shown bywghan the sector, and rising demand from
institutional investors. Hedge fund managers, greeccupied only with performance, are now just as
concerned about the impact that infrastructure,reskdnanagement issues can have on their business
(ftmandate.com 2005}.As a result of the pressure of competition, fiams finding it harder to
differentiate between each other and have to detraiasisk managements skills as well as
performance. The market is in effect gradually magu David Butler, founding member of Kinetic
Partners a London based asset management conguitamcvho have surveyed hedge funds has said:
“I think that managers and investors influence eatbler, What we are seeing now is a level of mituri
among the largest players. With that maturity ther@ need to understand risk management processes
and procedures. With the education of investorgd-the influx of institutional assets - comes agoth
driver for risk management processes (ftmandate 2@06).™

There are many advantages to hedge funds. Asi¢eiadicated hedge funds are a lot more flexible
than mutual fund counterparts. This is because d@negoverned by a different and more
accommodating regulatory system than traditionatiu This enables them to use instruments and
strategies not available to conventional mutuatifum order to secure greater profits and investmen
opportunities, and minimise risks. Hedge fund mansi@re able to change style or strategy used
without prior investor consent, and the types pliestavailable are large. Hedge fund manageraldes
to adjust and change strategies as market conslitliange and events take place. Hedge fund managers
are usually highly skilled and experienced, assygtem and rates of remuneration and compensation
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for successful managers tend to be very attra¢itaxwell 2008)** Hedge fund managers are heavily
invested themselves into the performance of investsiso have a very strong incentive to make sure
the hedge fund performs well as they are persomallylved. This is in stark contrast to mutual fand
managers who base their fees on the volume ofsagssetsted in, rather than performance.

There are however many disadvantages to hedge fwatisas a lack of competitiveness in some
areas and a risk to the economy. The way that hieshgemanagers are paid can encourage shrewd
investment. However it can also lead to excesssketaking and over exuberance, in order to try and
ensure that the fund is productive. The relativelest regulation of hedge fund sectors in most
countries can lead to investment in very volatikaa and even the collapse of large firms. An examp
of a large firm’s demise is the disintegration @ihig Term Capital Management (Maxwell 2088 his
can also enhance the public’s perception of exeessk in the industry and create general panic.
Another disadvantage is that managers are secadiwat their investments and there is not a lot of
reporting in the industry. However the nature & ithdustry dictates that this needs to be the case
often than not. Regulators have always been kesrdtimestic inexperienced investors are not exposed
to any more risk than is necessary. A further rnegaterception of hedge funds is that they candem s
as a privilege for the super rich, whilst everyetse is exposed to their risks. However | belidug is a
very narrow view as it does not take into accobatfact that the growth of hedge funds is leading t
more individual investors taking part. Also peopigeneral, through the economy, all benefit from
hedge funds. This is shown by the fact that acadessiearch conducted over the past few years has
shown that hedge funds have had higher historatatms than traditional stock and bond investmehts
similar risk (Maxwell 2008)?

Although | believe that despite the disadvantagdsetige funds these are clearly outweighed by the
benefits, there is a very recent case study whiigtiates that the costs of hedge funds can ke qui
dominant. The recent sale of Cadbury’s to Kraft lbarused as an argument to disenfranchise hedge
funds. During the sale of Cadbury, short- terméradcind hedge funds increased their holding in
Cadbury during the course of the takeover batdenfjust 5% to 31% (Peston 2018)These holders
wanted only one outcome, the sale of Cadbury, secanly through a sale could they lock in their
capital gains. Here there is a clear conflict ééiasts. Roger Carr, who has just stepped down as
Cadbury’s Chairman has said: “It was the shiftia fshare] register that lost the battle for Cagbur
The owners were progressively not long- term stdeaf the business but financially motivated
investors, judged solely on their own quarterhafinial performance. At the end of the day, indigidu
controlling shares which they had only owned féewa days or few weeks determined the destiny of the
company that had been built over almost 200 yedfdHis is seen as a problem, and there are those
who believe it is not, though | would argue thakeaist a close eye needs to be kept on situaiims |
these, then there may need to be action takene\@able, Liberal Democrats’ Treasury spokesperson

 http://www.investorsoffshore.com/html/features/teat hedge.html
“ http://www.investorsoffshore.com/html/features/teat hedge.html
¥ http://www.investorsoffshore.com/html/features/teat hedge.html
'* Robert Peston article
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has argued on the Today Programme (Wednesday &btady 2010) that investors should have to
hold shares for a few months before being ablete with them (Peston 2010)A disadvantage to this
though is that differentially weighting votes orasts based on longevity of ownership would tend to
entrench incompetent managers and poor perfornangpanies. The counter- argument to this is that
managers nowadays are more highly skilled than lesfare. | would suggest the main thing to bear in
mind from this case study is that while hedge fucets help drive the economy forward, some
traditional institutions may need protection. Tl enable British jobs to be protected, - most
importantly in this present uncertain economic eliey although this may be criticised as uncompetiti
behaviour.

In conclusion, when answering the question | waulgle that hedge funds are reasonably
competitive and are more of a help than a hindramdeiving the economy out of recession. Hedge
funds are simply investment strategies designgtetd maximum returns. With their main purpose that
absolute returns focus strategies. The main argtsmesupport of hedge funds being competitive are
that they drive and are driven by economic growgtbwth in the sector and increased demand by
institutional investors. However the counter arguaito this is that there is a narrowing of a
competitive base with a smaller amount of largen$i dominating the industry. However | believe that
hedge funds on the whole are competitive becauss fiave to find new ways to differentiate
themselves and profit is not the only concern. éligh there is relatively modest regulation and othe
disadvantages to hedge funds such as they carcbsesdxely risk taking and can be perceived as a
privilege for just the super rich, | believe thenbéts outweigh the costs. This is because advastag
such as the evolving nature of the industry, attsrtgpreduce risk and the fact that the industryois
large enough to damage the economy should it g®@lape more significant than the drawbacks.
However the takeover of Cadburys does demonstoate slisadvantages of hedge funds, whereby
relatively new shareholders can have most influemzknot have the company’s long term interests at
heart. To surmise | would argue that hedge fundspecialised investment designed to maximise
returns, are very competitive by nature and areeroba help than a hindrance in driving the economy
out of recession.
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