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Key Points 

• Hedge funds have distinguished 
themselves with fewer legal constraints 
and more flexible investment mandates 

• Active management   and   exclusivity 
of hedge funds have also made it the 
second largest alternatives investment 
class 

• Main hedge fund strategies include 
market neutral, event-driven, relative 
value, macro, and specialist strategies 

• Benefits include proprietary strategies, 
greater agility, and diversification 
benefits 

• Investors have to be aware of the 
potential for large losses and high fees, 
among other risks 

• With the wide variety of hedge funds, 
it is crucial for investors to analyse 
suitability of the hedge fund 

• The inclusion of the appropriate hedge 
fund exposure will elevate investors’ 
portfolios 

ALTERNATIVES 

An Introduction to Hedge Funds 

Unique characteristics distinguishing hedge funds from traditional investment vehicles. 
Hedge funds are private investment vehicles that get their name from their historic 
focus on hedging risk by simultaneously taking long and short positions. While early fund 
managers mostly adopted a long-short equity strategy, today, hedge funds have evolved 
to adopt a myriad of strategies exploiting different market opportunities. The following 
characteristics distinguish hedge funds from other investment vehicles: 

 

1. Lower legal and regulatory constraints – Regulations on hedge funds are generally 
less strict than those imposed on other vehicles such as mutual funds. This gives 
them the liberty to adopt profitable strategies that are inherently risky. 

2. Flexible investment mandates – Because of the lower regulatory restrictions, hedge 
fund mandates tend to be flexible, allowing fund managers the latitude to employ 
aggressive strategies across a wide investment universe, and agility to quickly respond 
to market changes and opportunities. 

3. Active management – Through hedge funds, investors can tap on the expertise of the 
hedge fund managers. Fund performance depends closely on the fund manager’s 
ability to identify opportunities and react accordingly. Naturally, this also comes with 
substantial fees to attract the top talent in the industry. 

4. Exclusivity – Hedge funds are sophisticated products accessible exclusively by 
institutions and wealthy individuals. They elevate an investment portfolio by providing 
diversification benefits and enhancing returns. 

 

Given their attractive features, hedge funds form the second largest alternative investment 
class, representing AUM of approximately USD4.3t globally with a CAGR of 10% over the 
past decade. 

 

Figure 1: Hedge fund global AUM 

 

 

 

 
 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Preqin, based on September 2021 data 
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Source: iStock 

The main categories of hedge funds strategies. Hedge funds can be categorised based on 
their risk exposures, underlying asset classes, and investment philosophy. Most strategies 
fall within the following broad categories: 

1. Equity Strategies – These are the most popular and oldest hedge fund strategies. 
Equity hedge funds take long positions in stocks believed to be undervalued, and short 
positions in overvalued stocks. Types of equity hedge funds include long-bias, short- 
bias, and market-neutral funds, each categorised according to the ratio between the 
fund’s long and short positions. These lead to varying amounts of market exposure 
and risk. 

2. Event-driven Strategies – These strategies involve company-specific exposure to exploit 
mispricing before or after an event such as an IPO, financial distress, restructuring, or 
M&A. When an M&A is announced, a hedge fund may take a long position on the 
expected target company while shorting the acquiring firm. The profits come from the 
target company trading below the acquisition price, but the fund is subject to the risk 
that the acquisition does not materialise. 

3. Relative Value Strategies – These strategies aim to benefit from price differentials 
between highly correlated securities. Quantitative models may be adopted to identify 
arbitrage opportunities due to pricing inefficiencies. For example, a relative value trade 
may involve simultaneously taking long and short positions on relatively mispriced 
on-the-run and off-the-run Treasury Bills that have the same duration. Relative value 
strategies include fixed income arbitrage, capital structure arbitrage, and statistical 
arbitrage. 

4. Macro Strategies – These strategies aim to profit from their view of market movements 
caused by events affecting global financial markets. Using derivatives and other 
financial instruments, macro funds take positions on factors such as commodity prices 
and currencies, based on their expectation of the market environment. These funds 
can profit in any economic environment, and can offer reduced portfolio volatility. 

5. Specialist Strategies – These strategies are concentrated on niche areas such as real 

estate, insurance settlements, or cryptocurrencies. 

 

In addition to these categories, there are also funds that employ multiple strategies: 

1. Multi-strategy Funds – These funds seek to deliver consistently positive returns 
regardless of the directional movement in markets, and this is achieved by combining 
a variety of the above strategies to reduce volatility of returns. 

2. Funds of Funds – These are funds that primarily invest in other hedge funds, with the 
aim to provide investors with a variety of fund categories wrapped in a single portfolio. 

Each fund has different characteristics depending on its strategy. Investors seeking 
portfolio diversification should consider overlaps between the fund’s strategy and their 
existing portfolios, seeking funds with minimal correlation to their portfolios. 
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Figure 2: Diversification benefits depend on strategy 

 

  Source: Bloomberg, DBS 

Benefits of hedge funds investing. With their proprietary strategies, agility, and 
diversification benefits, hedge funds bring with them various benefits when included in 
investment portfolios. 

1. Management expertise – Investing in hedge funds gives one access to the top 
investment talent. The best hedge fund managers adroitly navigate across a wide 
universe of markets seeking trading opportunities. Investors in hedge funds can rely 
on these experts to be active in the market and take investment positions based on 
their convictions. 

2. Attractive returns – Hedge funds have the flexibility to use short selling, derivatives, 
and amplify returns using leverage. While presenting inherent risks, these allow hedge 
funds to realise higher potential returns. 

3. Profiting from volatility – Hedge funds are known to shine in volatility. Uncertain 
conditions and market movements create opportunities for relative value strategies. 
Global macro hedge funds can also capitalise on mispricing in macroeconomic shifts. 

4. Diversification – Unlike mutual funds that invest in more conservative and traditional 
approaches, hedge funds also deploy capital to non-traditional assets. Because of 
the wider investment universe available, the inclusion of hedge funds to a traditional 
investment portfolio diversifies risks associated with the conventional equity and 
bond markets. This applies especially for funds that produce returns uncorrelated 
with traditional assets. 

5. Loss reduction – Hedge funds increase the stability of portfolios. This feature is 
particularly beneficial in declining markets. Over the past decade, hedge fund indices 
have outperformed the stock market during periods of significant declines, illustrating 
how the addition of hedge fund exposure to a portfolio provides investors with loss 
protection. 

 

Figure 3: Hedge funds exhibit much lower return volatility 

 
Source: Bloomberg, DBS
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Risks of hedge funds investing. While these benefits may seem alluring, investors must also 
be aware of the inherent risks before investing in hedge funds. 

1. Manager selection – Returns vary widely across hedge funds as they are attributable to 
manager acumen. For this reason, the bulk of hedge fund AUM flows to the strongest 
managers, with more than 60% of AUM managed by the top 5% of managers. Selecting 
the right fund manager is essential, and investors should look out for experienced 
managers with consistent track records. 

2. High fees – Given the importance of manager skill, hedge fund managers command 
significant fees. The most common compensation structure is the “2 and 20” 
arrangement – an asset management fee comprising 2% of assets, plus a performance 
fee of 20% of profits exceeding a high watermark. The performance fee incentivises 
managers to generate larger returns for investors. Before investing in a hedge fund, 
investors should understand the fund’s unique fee model and determine if they are 
willing incur these charges. 

3. Potential for large losses – Some hedge fund strategies involve taking on concentrated 
risks, which amplify profits but also potential losses. In considering the returns of a 
hedge fund, investors should evaluate their portfolio holistically, bearing in mind other 
factors such as diversification benefits. 

4. Restrictions on redemption – Hedge fund investors have limited opportunities to 
redeem their shares. This is because hedge funds impose lock-up periods, during 
which share redemption is not allowed. Fixed redemption schedules and redemption 
notice periods allow fund managers the flexibility to invest in illiquid securities without 
concern about maintaining excess cash on hand for anticipated redemptions. 

Choosing the right fund. Hedge funds vary widely in philosophy, strategy, and performance. 
It is important for investors to analyse the suitability of a hedge fund. Given the crucial role 
of fund managers in driving performance, investors would do well to familiarise themselves 
with the manager’s track record and expertise. 

Of equal importance is understanding the fund’s investment objectives, risk and return 
profile, what it invests in, and how the investments are valued. The fund’s performance 
should be commensurate with its strategy and its purported risks. Fund managers should 
provide regular and comprehensive updates, allowing investors to monitor the fund for 
deviations from its purported strategy. 

The benefits and drawbacks of hedge fund investing are often two sides of the same coin. 
By dedicating adequate resources to careful fund selection, investors can elevate their 
portfolios with the inclusion of the appropriate hedge fund exposure. 
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Disclaimers and Important Notice 

This information herein is published by DBS Bank Ltd. (“DBS Bank”) and is for information only. This publication is intended for DBS Bank and its subsidiaries 
or affiliates (collectively “DBS”) and clients to whom it has been delivered and may not be reproduced, transmitted or communicated to any other person 
without the prior written permission of DBS Bank. 

 

This publication is not and does not constitute or form part of any offer, recommendation, invitation or solicitation to you to subscribe to or to enter into 
any transaction as described, nor is it calculated to invite or permit the making of offers to the public to subscribe to or enter into any transaction for cash 
or other consideration and should not be viewed as such. 

 

The information herein may be incomplete or condensed and it may not include a number of terms and provisions nor does it identify or define all or any 
of the risks associated to any actual transaction. Any terms, conditions and opinions contained herein may have been obtained from various sources and 
neither DBS nor any of their respective directors or employees (collectively the “DBS Group”) make any warranty, expressed or implied, as to its accuracy or 
completeness and thus assume no responsibility of it. The information herein may be subject to further revision, verification and updating and DBS Group 
undertakes no responsibility thereof. 

 

All figures and amounts stated are for illustration purposes only and shall not bind DBS Group. This publication does not have regard to the specific 
investment objectives, financial situation or particular needs of any specific person. Before entering into any transaction to purchase any product mentioned 
in this publication, you should take steps to ensure that you understand the transaction and has made an independent assessment of the appropriateness 
of the transaction in light of your own objectives and circumstances. In particular, you should read all the relevant documentation pertaining to the 
product and may wish to seek advice from a financial or other professional adviser or make such independent investigations as you consider necessary or 
appropriate for such purposes. If you choose not to do so, you should consider carefully whether any product mentioned in this publication is suitable for 
you. DBS Group does not act as an adviser and assumes no fiduciary responsibility or liability for any consequences, financial or otherwise, arising from 
any arrangement or entrance into any transaction in reliance on the information contained herein.   In order to build your own independent analysis of 
any transaction and its consequences, you should consult your own independent financial, accounting, tax, legal or other competent professional advisors 
as you deem appropriate to ensure that any assessment you make is suitable for you in light of your own financial, accounting, tax, and legal constraints 
and objectives without relying in any way on DBS Group or any position which DBS Group might have expressed in this document or orally to you in the 
discussion. 

Any information relating to past performance, or any future forecast based on past performance or other assumptions, is not necessarily a reliable indicator 

of future results. 

IIf this publication has been distributed by electronic transmission, such as e-mail, then such transmission cannot be guaranteed to be secure or error-free 
as information could be intercepted, corrupted, lost, destroyed, arrive late or incomplete, or contain viruses. The sender therefore does not accept liability 
for any errors or omissions in the contents of the Information, which may arise as a result of electronic transmission. If verification is required, please 
request for a hard-copy version. 

 

This publication is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any locality, state, 
country or other jurisdiction where such distribution, publication, availability or use would be contrary to law or regulation. 

 

If you have received this communication by email, please do not distribute or copy this email. If you believe that you have received this e-mail in error, 
please inform the sender or contact us immediately. DBS DIFC reserves the right to monitor and record electronic and telephone communications made 
by or to its personnel for regulatory or operational purposes. The security, accuracy and timeliness of electronic communications cannot be assured. While 
DBS DIFC implements precautions against viruses, DBS DIFC does not accept any liability for any virus, malware or similar in this email or any attachment. 

Dubai International Financial Centre 

This communication is provided to you as a Professional Client or Market Counterparty as defined in the DFSA Rulebook Conduct of Business Module (the 
“COB Module”), and should not be relied upon or acted on by any person which does not meet the criteria to be classified as a Professional Client or Market 
Counterparty under the DFSA rules 

 

This communication is from the branch of DBS Bank Ltd operating in the Dubai International Financial Centre (the “DIFC”) under the trading name “DBS Bank 
Ltd. (DIFC Branch)” (“DBS DIFC”), registered with the DIFC Registrar of Companies under number 156 and having its registered office at units 608 - 610, 6th 
Floor, Gate Precinct Building 5, PO Box 506538, DIFC, Dubai, United Arab Emirates. 

 

DBS DIFC is regulated by the Dubai Financial Services Authority (the “DFSA”) with a DFSA reference number F000164. For more information on DBS DIFC and 
its affiliates, please see http://www.dbs.com/ae/our--network/default.page. 

 

Where this communication contains a research report, this research report is prepared by the entity referred to therein, which may be DBS Bank Ltd or a 
third party, and is provided to you by DBS DIFC. The research report has not been reviewed or authorised by the DFSA. Such research report is distributed 
on the express understanding that, whilst the information contained within is believed to be reliable, the information has not been independently verified 
by DBS DIFC. 

 

Unless otherwise indicated, this communication does not constitute an “Offer of Securities to the Public” as defined under Article 12 of the Markets Law 
(DIFC Law No.1 of 2012) or an “Offer of a Unit of a Fund” as defined under Article 19(2) of the Collective Investment Law (DIFC Law No.2 of 2010). 

 

The DFSA has no responsibility for reviewing or verifying this communication or any associated documents in connection with this investment and it is not 
subject to any form of regulation or approval by the DFSA. Accordingly, the DFSA has not approved this communication or any other associated documents 
in connection with this investment nor taken any steps to verify the information set out in this communication or any associated documents, and has no 
responsibility for them. The DFSA has not assessed the suitability of any investments to which the communication relates and, in respect of any Islamic 
investments (or other investments identified to be Shari’a compliant), neither we nor the DFSA has determined whether they are Shari’a compliant in any 
way. 

http://www.dbs.com/ae/our--network/default.page
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Any investments which this communication relates to may be illiquid and/or subject to restrictions on their resale. Prospective purchasers should conduct 
their own due diligence on any investments. If you do not understand the contents of this document you should consult an authorised financial adviser. 

Hong Kong 

This publication is distributed by DBS Bank (Hong Kong) Limited (CE Number: AAL664) (“DBSHK”) which is regulated by the Hong Kong Monetary Authority 
(the “HKMA”) and the Securities and Futures Commission. In Hong Kong, DBS Private Bank is the private banking division of DBS Bank (Hong Kong) Limited. 

 

DBSHK is not the issuer of the research report unless otherwise stated therein. Such research report is distributed on the express understanding that, 
whilst the information contained within is believed to be reliable, the information has not been independently verified by DBSHK. 
This publication is distributed by DBS Vickers Securities (UK) Ltd of Paternoster House, 4th Floor, 65 St Paul’s Churchyard, London EC4M 8AB. (“DBS Vickers 
UK”) which is authorised and regulated by the Financial Conduct Authority (the “FCA”). 

Singapore 

This publication is distributed by DBS Bank Ltd (Company Regn. No. 196800306E) (“DBS”) which is an Exempt Financial Adviser as defined in the Financial 
Advisers Act and regulated by the Monetary Authority of Singapore (the “MAS”). 

Thailand 

This publication is distributed by DBS Vickers Securities (Thailand) Co., Ltd. (“DBSVT”). 

United Kingdom 

This communication is from DBS Bank Ltd., London Branch located at 9th Floor, One London Wall, London EC2Y 5EA. DBS Bank Ltd. is regulated by the 
Monetary Authority of Singapore and is authorised and regulated by the Prudential Regulation Authority. DBS Bank Ltd. is subject to regulation by the 
Financial Conduct Authority and limited regulation by the Prudential Regulation Authority. Details about the extent of DBS Bank Ltd., London Branch’s 
regulation by the Prudential Regulation Authority are available upon request. 


