Pezuon u mup, 2022, No 3

The Main Investment Strategies of Hedge Funds and Their

Efficiency

Gevorgyan Gayane V.
PhD student at the Chair of Finance at The Armenian State University of Economics (Yerevan, RA)
gevorgyangayane54(@gmail.com
UDC: 336.7:330.322; EDN: MJPWRE
Keywords. Hedge funds, hedge fund strategies, long/short equity, multi-strategy, macro funds,
relative value funds, Sharpe ratio, Treynor ratio.

<bg Ppntuntiph hhibwljwh GEpppnuiwyhtt pwqiwyjupnipynLbbtpp b npwbg
wpnynLbwybmnipyniip

Qhinpgpuh Quymbk d.

<Sugwuvbh wlonmwlul wnlonkuwgpmuwlub huduguwgpob,

Dplnububilpn wilppnih wuwhpwion (Gpluub, <<)

gevorgyangayaneS4@gmail.com

Withnthwghp  Pnnp  Gbpgpnnbtipp aqunmd . Gb mbbbuy g  nhypuhdhugyud wynpudty  guodp
nhuljuybinipyuip b pupap Bludnwptpnipyudp: Puyg ny pnnpht G, np nubtb puupup ghntihpitpn Wiwb
wynpudly Jupnighint hwdwp:Wu yupuquynd  opubg oqiinipjutt G quihu Ghpppniduyhtt  $nbnbpp:
Ltpnpnidwyht $nbintipnid Ghipppnudp htwpuwynpnipynid t mwhu nidbbwy juy nhytpuhdhjuggusd wynpumbly
wypnbtiuhntwy Junwjupdwdp: Ghpppniduwhtt hhdbwunpudttiph mwupuntuwlitphg dtyp hty Snbntipd G
Upwip hundwpynid G0 wljnhy junwduipynn $ntnkp, npnlip oguuignponid & mupumtiuwly dhpppnidught
nuwquujunpnipynibbtn: Snnipnih nubth dhpppnidughtt pugqiwyuipnipnLbbbph hwpnipuygnp mtuwitp
Lipumbtuwyitin: Gtpnpnidughtt pwqiuwyupnipyub phupniyniap hwbnhuwbnid £ hky $niinh junwupdwb
wnwbgpuyhlt nnitiphg Whip: Gtpppnidughlt nuqiujupnipyui phupnipjub hhdpnid poud E Gplupumb
Ytpnidnipynih, npp Ghpunmd E hbwpuygnp mwpptipuyittiph phuwpinidp, nhujh b Gjudunwptipneppub
guiijuh hupuptipugnipyub vwhdwinnip b junwywnpsh himnigmibbtpn:

Wu hnnuodh pppwbtmjbitipnid dkbp Yatipuywgitiip hip $nintinh pinhwinip Gyupwghpp, npubtg wwmhyatinh
wth nhtmihub, jpuguhuwymtip wikbiwmwpuoyud ttipnpmidughl nuqidujupnigmnbbtpn:

Jbipnionipjub hhdtwub tyuwunwlydt L pwgwhuynby  wdtbwwpnynibwybtin bipnpniduyght
nwqiujuwpnigynibidipp: Wu  yguwwlng  dkbp  Ynuunidtwupptbp  Ghpppnoduwghtt hhdtwub
nwqiujwpniynibbbpp, npubg dbuwnpiwb uygpnibpbtipp, wpwbnipinibbtpp b phpnienibbtpp: Awugh wyn
dtlp Yytipnuoktp b Jhudtidwwnbttp Jbpephtitphu  wipynibwybtwmnignitip, rhuljh b Gudunwpbpnipyub
dwlupnulp, dwhutipp W wyjb:

{uwiignigwpwntip. <tp Sbnbnkp, Ohpppniduwghtt pwqiwyupnipnibbbtp, Gplup/upé  pudbtimndubp,
Unyumhnwqiujupnipnid, dwupndnbntp, hwpuwptpulut wpdtiph $nintip, Gupyh gnpdwlhg, (Fnptyhnph
qnpdwlhg:

OcHOBHBIC HHBECTHIIHOHHBIE cTPaTeruu M 3@ (peKTHBHOCTH XeaxK-(POHI0B

T'esopzan I'aane B.

ApMAHCKULL 20CYOAPCMEEHHbII SIKOHOMUYECKUL YHUGepcumem, acnupanm xageopwl unancos (Epesan, PA)
gevorgyangayaneS4@gmail.com

AnHoTanus: Bce HHBECTOPHI CTPEMSTCS IMETh XOPOIIO TUBEPCHU(UIIIPOBAHHBIE MTOPTQETH C HU3KAM YPOBHEM PHCKA
7 C BBICOKOH HOXOMHOCTEI0. HO HE BCe MHBECTOPHI MMEIOT AOCTATOYHO 3HAHWH IJISI CO3MaHUS TaKuX moprdeneii. B
9TOM Cilydae Ha IOMOILb IPUXOISIT WHBECTHIHOHHBIE (oHAbL. MHBecTHpoBaHHEe B (POH/bI TTO3BOJSIET HUMETh XOPOIIO
TUBEPCUDHUIIMPOBAHHBIA TOPTdETh ¢ MPOoheCCHOHATPHON KOMaHIOH MeHemKepoB. OMHHM M3 PacIpOCTPaHCHHBIX
BUZIOB HMHBECTUIMOHHBIX (OHIOB  sBJIAIOTCS  XeMK-GoHAbL. OHM  CYHTAIOTCS aKTUBHO  YIPABISIEMBIMU
WHBECTULMOHHBIMU ITyJIaMH, MEHEKEpbl KOTOPBHIX HCIOIB3YIOT HIMPOKHHA CIEKTp crpareruid. CyIiecTBYIOT COTHHU
WHBECTHIIMOHHBIX CTPAaTErHMi M IMOJCTpaTeruii. BrIOOp WHBECTHIIMOHHOM CTpAaTeruyl SBISETCS KIIOYEBBIM MOMEHTOM
ycrexa XemK-Qponaa. YToOsI cenaTh 3TOT BEIOOp, yHpaBisionire GoHIaMH paCCMAaTPUBAIOT JOCTYIHBIC BAPHAHTHI, UX
XapaKTEPUCTUKH, IPUEMIIEMbIE YPOBHH PUCKA U TIOXOAHOCTH M HaBBIKA KOMaHbl MEHEIXKEPOB.

B 3T10i1 cTaThe MBI IPEACTABUM XEDK-(OHIBI, TAKKe MBI MPOAHATU3UPYEM TUHAMHUKY POCTa aKTHBOB X€DK-(DOHIOB H
BBLSICHIM HauOoJiee PaclpOCTPAaHCHHBIC HWHBECTHIIMOHHEIC CTPATETHH.

OcCHOBHas b 3TOU CTAThU — BBIICHUTH Hanboee 3¢ (heKTHBHBIC MHBECTUIIMOHHBIE CTPAaTeruu. [t JOCTIDKEHHSI STOH
LI MBI PACCMOTPHUM OCHOBHBIE HHBECTHIIMOHHBIE CTPATETHH XEIK-(OHIOB, PACCMOTPUM XapaKTEPUCTHKH, METOJIBL,
MPEUMYIIECTBA W HEIAOCTATKH KAXKIOW M3 HUX. TakKe MBI MPOAHATH3UPYEM M CPAaBHUM WX IPOM3BOJUTEIHHOCTH,
YPOBHH PHCKA U TOXOTHOCTH, 3aTPATHI U T. 1.
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Article: This article is aimed to describe the
most widespread investment strategies of hedge
funds, and to compare them.

Originally, the word “to hedge” means to cover
or reduce risks. However, the type of funds that are
named “hedge funds” are not actually hedged,
moreover, they are considered to be riskier type of
funds that use non-traditional investment strategies.

Actually there is no general definition for
hedge funds, and different authors described it
differently. Some definitions of hedge funds are
represented below.

According to the Glossary of the Alternative
Investment Management Association (AIMA) there
is no standard international/legal definition for
hedge funds though they may have all or some of
the following characteristics: May use some form of
short asset exposure; may use derivatives and/or
more diverse risks or complex underlying products
are involved; and may use some form of leverage.
Funds charge a fee based on the performance of the
fund as well as a management fee; investors are
typically permitted to redeem their interest only
periodically, e.g. quarterly or semi-annually;
typically, the manager is a significant investor
alongside other (outside) fund investors [8].

Another definition of hedge funds is given by
The Hedge Fund Association on its website,
according which hedge funds refer to funds that can

investing in asset classes such as currencies or
distressed securities, and utilizing return-enhancing
tools such as leverage, derivatives, and arbitrage [9].

Investopedia describes hedge funds as actively
managed investment pools whose managers use a
wide range of strategies, often including buying
with borrowed money and trading esoteric assets, in
an effort to beat average investment returns for their
clients. They are considered risky alternative
investment choices [10].

Francois-Serge Lhabitant in his book gives the
following definition: Hedge funds are privately
organized, loosely regulated and professionally
managed pools of capital not widely available to the
public [3, p.4].

Nowadays the hedge funds are considered to be
a widely used investment alternative, the assets
under management of which are continuously
growing. The value of assets managed by hedge
funds in the world from 1997 to 2020 is represented
in the Figure 1. As we can see hedge fund assets
were growing until the Financial Crisis began in
2007. Because of their passion for risky investments
in non-liquid assets for satisfying their investors’
demand of high return, hedge funds suffered a lot
from depression, and assets under management of
these funds dropped approximately 1.6 times in a
year (Figure 1). The assets have been growing again
since 2012 and reached to 3,826.3 billion dollars in
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Figure 1: Value of assets managed by hedge funds worldwide from 1997 to 2020 (in billion U.S. dollars) [7]
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As already said, hedge funds use different non-
traditional investment strategies. The choice of
investment strategy is the key part of managing a
hedge fund, because actually the output of a hedge
fund mostly depends on the strategy it follows.
There are a lot of hedge fund investment strategies.
Daniel Capocci in his “The Complete guide to
hedge funds and hedge fund strategies” book groups
the investment strategies of hedge funds into three
main groups: non-directional, directional and fund
of funds. Non-directional strategies do not aim to
profit from the direction the markets take. This
group includes strategies such as market neutral,
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event driven, multi-strategy arbitrage and others.
Long/short equity, short selling, long only, macro
are the types of directional strategies. All strategies
also have their sub-strategies[, p.136-138].

According to The International Organization of
Securities Commission in 2020 the 20% of global
hedge funds assets are invested in Multi-strategy
funds. The next top 3 strategies are Long/short
equity (19%), Relative value (17%) and Macro
(14%). The other strategies that have a significant
share are Long bias equity, Market neutral,
Long/short credit, Event Driven and Managed
futures (Figure 2).

H Market Neutral

M Long/Short Equity
B Long Bias Equity
B Managed Futures
B Event Driven

B Long/Short Credit
W Macro

W Relative Value

B Multy Strategy

H Other

Figure 2: Top Hedge fund investment strategies by Assets under Management 2020 [5, p.14]

In this article we will discuss the 4 most
widespread strategies, their methods, advantages
and disadvantages, performance and effectiveness
comparison.

The first one is multi-strategy. Multi-strategy
funds, just as their name implies, typically combine
two to five investment strategies in order to offer a
diversified product. There are two types of multi-
strategy funds. In the first type a manager allocates
assets between various funds managed by
independent teams that will implement various
investment strategies and each sub-portfolio will be
managed using a single strategy. The other type has
a single team that includes several specialists, each
managing a specific part of the assets. The portfolio
is then a global portfolio managed in house. The
main attraction of multi-strategy funds is that they
offer a diversified exposure to hedge funds, with a
relatively low minimum. In their methodology
multi-strategy funds are similar to fund of funds.
The main difference is that multi-strategy funds are
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not invested in funds managed by outside managers.
They are products offered by single manager
offering a few individual funds to their clients and
adding to their offering a diversified product that
groups a few single strategies. So this lack of
freedom in the choice of underlying manager
considers to be the main inconvenience of multi-
strategy funds. When a company offers five
individual funds and a multi-strategy fund
combining them, the multi-strategy fund will always
be invested in these five strategies. The next
drawback of multi-strategy is that these funds tend
to stick to the same manager even if performance is
disappointing. However, multi-strategy funds also
have advantages comparing to fund of funds, for
example their managers don’t have to perform a due
diligence on the wunderlying manager. This
significantly reduces their costs of searching best
managers in a specific strategy and let them offer a
more attractive fees [2, p.251-254].



The next strategy is long/short equity, which is
probably the most popular strategy used by hedge
funds. As the name indicates, these type of hedge
funds combine both long and short positions of
listed stocks in their portfolios. The key point of
success of this funds is the ability of fund managers
and specialists to find undervalued stocks to buy and
overvalued stocks to sell by focusing on a particular
market cap, dividends, industry, sector and using
tools of fundamental and technical analyses.

There are no established rules regarding on
long and short position shares in the portfolio.
Regarding market exposure is typically kept at 40 to
60 per cent net long. In bull market conditions,
long/short managers will generally have over 75 per
cent of their portfolio in long positions and 25 per
cent of their portfolio in short, but in more difficult
market conditions the trend is the opposite; longs
tend to decrease, to 50 per cent, and shorts increase,
to about the same percentage [2, p.273].

The long/short equity strategy is similar to the
equity market neutral strategy in that they both
combine long and short positions in equities. The
main difference arises from the fact that long/short
equity funds tend to have a long bias and to offer
exposure to the equity market over time, while
equity market neutral funds will always remain
neutral. So managers of market neutral funds
balance their portfolio between long and short
positions to limit the exposure to the market, while
long/short equity managers invest their assets in
undervalued and overvalued companies while
keeping some exposure to the market as a whole [2,
p-275].

Hedging the long positions with short sales and
easiness in construction can be considered as the
advantages of this strategy. The main disadvantage
of the long/short equity strategy is that it is used by
a lot of managers which brings to a big competition.

The third most used strategy is relative value,
which is not really a strategy but it is a combination
several individual investment strategies. Managers
of relative value funds take long and short positions
in securities that have been historically or
mathematically linked when the price relations
move unexpectedly out of their historical range. The
manager will then make profit if the price relation
returns to historical levels, or at least when it gets
closer to it. The main difference between this and
arbitrage strategies is that relative value strategy is
not focused on one particular kind of security.
Instead, it usually combines a set of other strategies
or techniques such as fixed income arbitrage,
merger arbitrage, convertible arbitrage, pair trading,
capital structure arbitrage or statistical arbitrage [2,
p-156-157].

As already said, relative value arbitrage
combines various investment strategies. In this case
we can divide relative value funds’ managers into
two groups. Managers of first group use relatively
similar strategies, investing in areas where they have
strong experience. The second category managers’
portfolios are much more diversified.

There are three main investment techniques
that are used in relative value funds:

1. Pair trading, which combines long and
short positions in a pair of securities from the same
sector.

2. Option trading and warrants, where
managers buy or sell options or warrants, and they
take an equivalent but balanced position in the
underlying securities.

3. Capital structure arbitrage, which implies a
long position in a part of the capital structure of a
company, combined with the short sale of another
part of its capital. [2, p.158]

And the last strategy discussed in this article is
macro strategy. Within this bucket funds are largely
driven by macroeconomic conditions. Macro funds
will typically hold both long and short positions in a
variety of asset classes including equities, fixed
income, currencies, and so on. Unlike the long/short
funds the macro strategy isn’t asset-class specific,
instead, managers will look at various economic and
political risk overlays to determine where they make
investments on either side
[1, p.5-6]. This can be considered as an advantage
of this strategy, because it doesn’t focus on one type
of security or particular market, which gives
investing freedom to its managers.

Macro managers develop a global view over
the world markets and their interconnections in
order to profit from any kind of opportunities
whenever they appear. They analyze
macroeconomic trends linked to government or
monetary  policies, economic  cycles, new
technologies and so on. They look for unusual price
fluctuations that are far from their equilibrium. In
such conditions, the perception of market
participants deviates from actual levels, creating an
opportunity. Macro managers are often described as
speculators in a series of markets including equities,
fixed income, currencies and commodities. While
many hedge fund strategies need a particular
economic  environment to  perform, the
characteristics of their strategy enable macro
managers to perform over time whenever the
opportunity emerges [2, p.358].

After describing the main principles and
methods of chosen 4 most used investment
strategies, now we continue to analyze their
performance and effectiveness. For this purpose,
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two main indicators have been chosen: risk and
return of the fund.

For evaluating the risk of the fund’s portfolio,
three main risk ratios have been used:

1. Alpha-The alpha is a metric that compares
an investment's performance to that of its
benchmark. Alpha can be referred as the excess
return over the benchmark. The value generated or
removed by a fund's manager may be easily
measured using alpha.

2. Beta-Beta measures the volatility of an
investment in comparison to the overall market.
Investors use beta to estimate how much a security
will drop if the market falls, or how much it will
climb if the market rises. Beta is an important tool
of assessing risk. However, beta doesn’t provide
enough information about the company’s
fundamentals, so it can be used to indicate a short-
term risk.
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3. R-Squared- R-Squared is a statistical tool of
a portfolio's relation with its benchmark, given as a
percent from one to one hundred. The greater the
rate, the tighter the fund's performance follows the
benchmark. The R-squared has no impact on the
performance of a fund.

To represent the performance of the funds, first
of all we paid attention to their annual return rate,
then we have used two main ratios of calculating
portfolio’s return.

The first one is Sharpe ratio. It was
developed by Nobel laureate William F. Sharpe in
1965. The numerator of the Sharpe ratio is a risk-
adjusted measure of return. It is not the raw return
but the return in excess of what could have been
earned by investing in a risk-free security. It equals
to:

Portfolio return—Risk free rate

Sharpe ratio =

The denominator of our equation is standard
deviation, which considers to be a measure of
portfolio risk.

The next ratio is Treynor ratio which was
developed a year earlier of Sharp ratio and is almost
identical it and also measures portfolios return
above the risk-free rate. But the main difference of
this two measures is that Sharpe used standard
deviation as a risk measure, while in Treynor ratio
the denominator is portfolio’s beta, which considers
only the systematic risk:

Portfolio return—Risk free rate
B

Since it only takes the systematic risk of the
portfolio into account, The Treynor ratio is
particularly appropriate for appreciating the
performance of a well-diversified portfolio [6, p.13].

Unlike the Sharpe ratio, Treynor ratio
calculates the return of the portfolio against a
benchmark. Rather than measuring a portfolio's
return only against the rate of return for a risk-free
investment, the Treynor ratio looks to examine how
well a portfolio outperforms the equity market as a
whole. It does this by substituting beta for standard
deviation in the Sharpe ratio equation, with beta
defined as the rate of return due to overall market
performance [10].

Also for comparing investment strategies the
net expense ratio and management fees of each
strategy fund have been considered. To perform
above mentioned measures of funds’ risk and return,
from each strategy we have chosen ten investment
funds that have assets under management above 100
million US dollars.

Treynor ratio =

Standard deviation of the portfolio return

[4, p. 7-8]

For comparing the performance of chosen
investment strategies first of all we will have a look
at annual average return of each strategy’s funds.

The above-mentioned indicators for each
strategy were calculated as an average of
corresponding indicators of investment funds from
each strategy. All indicators’ calculation is based on
three years of funds’ monthly returns. As a
benchmark for Long/short equity funds has been
considered S and P 500 index, for other strategies as
a benchmark MSCI ACWI index was used. For risk-
free rate the 90-day US Treasury bill’s average rate
has been used.

In Figure 3 arithmetic mean and weighted
average annual returns of each strategy funds are
represented. In calculating weighted average return
of funds as a weighting factor has been used assets
under management of particular fund. As the return
of the fund is highly related to its assets under
management, we will base on weighted average
annual return while comparing our strategies
performance.

As we can see from Figure 3, the best
performing strategy is long/short equity strategy
with approximately 12.5% annual return. The next
come macro strategy with 8.9% and then multi-
strategy funds with 6.7% return. It’s important to
mention, that even the weighted average return of
macro funds is greater than that of multi-strategy
funds, the arithmetic mean return of multi-strategy
funds exceeds the macro funds by 2 percentage
points. The worst performing funds are the funds
using relative value strategy, having 4.7% annual
average return.
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Figure 3: Arithmetic and Weighted Average annual returns of Multi-strategy, Long/short Equity, Relative value and
Macro funds as of December 2020(in %) (The table is compiled by the author based on the dataset of [11]).
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Figure 4: Sharp ratio and Treynor ratio of Multi-strategy, Long/short Equity, Relative value and Macro funds as of
December 2020 (The table is compiled by the author based on the dataset of [11]).

Further analyses of chosen investment
strategies' efficiency will be based on Sharp and
Treynor ratios of the funds tracking the particular
strategy. Both Sharp and Treynor ratios measure the
risk-adjusted return of the portfolio, and the greater
the value of the ratios, the more attracted the
portfolio. The greatest average Sharp ratio of
studied strategies has a relative value strategy,
approximately 1.3%. The next comes long/short
equity with 1.14%: Average Sharp ratios of multi-
strategy and macro funds are equal (0.7%) (Figure
4). The picture is completely different for the
Treynor ratio. For example, multi-strategy and

macro funds have the same value of Sharpe ratio,
but the Treynor ratio of the first one is 0.13, and for
the second is 0.56. The same situation is with the
other two strategies. The main reason for this
inconsistency is that the Treynor ratio takes into
account only systematic risk and is more suitable for
portfolios with good diversification. However, if we
look at the alpha of our investment funds, we can
conclude that they are not well diversified. The
average alpha of multi-strategy and long/short
equity funds is negative which means the fund fails
to generate returns at the same rate as its
benchmark. Macro funds also have a very small

184



value of average alpha (0.056) (Table 1). This will
allow us to conclude that studied funds except for
relative value funds are not optimally diversified.

Pezuon u mup, 2022, No 3

The Relative value funds average alpha is 2.73
(Table 1).

Table 1: Average Alpha, Beta and R-squared risk ratios of Multi-strategy, Long/short Equity,
Relative value and Macro investment strategies (The table is compiled by the author based on the dataset of [11]).

Investment Strategy Alpha Beta R-squared
Multi-Strategy -0.147 0.254 53.589
Long/short Equity -0.3086 0.5545 57.149
Relative value 2.73333 0.205 50.225
Macro 0.056 0.277 42.242
For evaluating the funds or portfolios volatility and are not strongly connected to the

performance not only return should be studied. The
other important factor is the risk. From our four
strategies, the riskiest is long/short equity funds,
with 0.55 value of beta, and 57.1% value of R-
squared. Betas of the other three strategies do not
exceed 0.3 and the value of R-squared varies from
42-54 percent. This means that funds tracking multi,
relative value or macro strategies don’t have high

overall market.

The other important factor of choosing this or
that strategy is the costs of holding that funds, which
include net expense ratio and management fee. The
importance of fund costs is explained by its direct
impact on fund’s return. Table 2 shows that the
strategy with highest costs is long/short equity and
the lowest costs suggest macro funds managers.

Table 2: Net Expense Ratios and Management Fees of Multi-strategy, Long/short Equity, Relative value and Macro
investment strategies (The table is compiled by the author based on the dataset of [11]

Investment Strategy Net Expense Ratio Management fee
Multi-Strategy 1.61% 1.1%
Long/short Equity 2.02% 1.2%
Relative value 1.67% 0.96%
Macro 1.57% 1.05%
Conclusion. Based on studies of The Inter- References

national Organization of Securities Commission in
2020 70% of global hedge funds assets are invested
in funds tracking only 4 main investment strategies:
Multi-strategy, long/short equity, relative value, and
macro strategies.

After analyzing each of these strategies, we can
conclude that even hedge funds are considered to be
high-risk finds, these strategies do not take a high
risk, they don’t have high volatility, and have e
slight connection to the overall market. Only the
long/short equity takes a little higher risk than
others. The reason is that these funds completely
consist of stocks. And as a reward for the risk
long/short equity funds provide the highest return.
Examining the alpha of the funds we can say that
studied funds’ portfolios are not optimally
diversified, and only relative value funds have a
high value of alpha.

So, the choice of investment strategy is
individual. If an investor wants to get a high return
and is ready to take high risks, long/short equity
funds are most suitable for him. If an investor is not
prone to risk, relative value funds can work well for
him.
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