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or a couple of decades, hedge
funds — like derivatives — were
labeled as dangerous, speculative
and unregulated investments that
posed high risk. But that percep-
tion is changing fast. In 2004,
Europe’s institutional investors
have started considering hedge
funds on an unprecedented scale.
And the interest is expected to
become even more pervasive dur-
ing the rest of the decade. 

Just five years ago, many Euro-
pean pension schemes typically

invested none of their assets in hedge funds. Today, an
increasing number of companies from the United
Kingdom to Sweden are testing alternatives, reallo-
cating assets from traditionally conservative holdings
and into some of the 6,000 hedge funds available to
them, mainly through fund of fund vehicles.  

Changing demographics
While not new to the European landscape, hedge
funds have been largely used by just a handful of
sophisticated institutional investors and private
bankers on behalf of wealthy clients who were ahead
of their time in recognising hedge funds as a tool for
managing risk. It’s not unusual for some high-net-
worth individuals to invest up to half their portfolio in
hedge funds. But those are the exceptions. Similar to
the United States where hedge funds have only about
a 1.3% allocation from pension funds (but significantly
higher levels from endowments and foundations),
Europe’s institutional investors, with just 1% invested,
are also just beginning to explore the potential bene-
fits. Understandably, institutional investors and
governments are approaching the prospect of wide-
spread hedge fund investing with a mixed sense of
optimism and caution. They are following the lead of

those retail investors who became disenchanted with
poor equity performance during the bear market. 

The trend toward alternative products reflects a
dramatic departure from Europe’s conservative
investment culture, which has been centered on a
steady diet of government bonds and cash vehicles. As
recently as 10 years ago, such investments were ade-
quate enough, generating relatively high returns with
low risk.  But more recently, Europe’s once-reliable
fixed-income markets have hit a difficult patch at the
same time that an aging population has forced many
governments to reconfigure state-run retirement sys-
tems to ward off bankruptcy. Nations like Germany
and Italy, which used to reward retirees with up to ¤8
for every ¤10 of their final salary, will, in the not too
distant future, only pay ¤4-5 for every ¤10 earned. 

In the mid-1990s, when company pension funds
began experiencing earnings shortfalls, trustees ven-
tured into the equity markets with some degree of
success. Of course, when the high-tech bubble burst,
European pension funds, like their US counterparts,
suffered. The 2000-03 bear market left serious fund-
ing gaps for pension plans across Europe, particularly
those with inadequate diversification. Trustees had lit-
tle choice but to explore new ways to bolster portfolio
performance. With their low correlation to equity and
bond market performance, hedge funds became a
clear alternative option. 

Demystifying hedge fund risk
The next several years will present a steep learning
curve for investors and professional managers alike.
The first myth to be debunked is that hedge funds pose
excessive risk in pursuit of above-market returns. In
fact, hedge funds offer almost as much variety as
equity mutual funds, with strongly uncorrelated styles,
and are typically used as a way to mitigate losses. 

Rather than perceiving hedge funds as a separate
asset class, investors should view them as an invest-
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ment style or approach that can invest across asset
classes. The distinction that sets hedge funds apart
from traditional mutual funds is the pursuit of
absolute returns. Whereas an equity mutual fund
manager typically structures his or her portfolio to
beat some market index or industry benchmark — this
is known as relative-performance investing — a hedge
fund manager will create a portfolio of securities to
beat a specific dollar or percentage return target.
Whereas the former focuses on active risk (i.e. risk rel-
ative to a benchmark), the latter focuses on total risk
(i.e. the hedge fund manager’s objective is to avoid
absolute financial losses).

There are advantages and disadvantages to both
approaches. On one hand, an absolute-return style may
underperform a relative-performance style during
periods of low volatility like this year or when stocks are
in strong bull markets such as during the late 1990s.
On the other hand, an absolute-return strategy can
help lessen the negative impact of a volatile stock mar-
ket by reducing a portfolio’s downside risk. There is a
wide range of hedge fund strategies, each with distinct
risk-return characteristics. 

At the simplest level, hedge fund strategies can be
broken down into two categories: arbitrage and macro
or directional strategies. Arbitrage strategies are
designed to deliver ‘reasonable’ returns with relatively
low risk by exploiting price discrepancies between
closely related securities. With names such as con-
vertible, merger arbitrage or equity market neutral,
these strategies tend to deliver steady returns in most
market conditions. However, it is possible to experi-
ence precipitous drops in value during unusual events
such as a sudden financial crisis.  

To offset the risks associated with an arbitrage-
based strategy, it may be prudent to add a macro-based
element within the same portfolio. This may include
such approaches as global long/short positioning,
futures-based, and currency-related, which seek to
exploit valuation movements in or among select asset
classes or markets based on the manager’s assessment
of, say, a country’s economic outlook. Managers often
use sophisticated technical models to assist in timing.
Compared to an arbitrage model, a macro-based
model offers the potential to deliver higher returns in
exchange for accepting greater risk. This strategy
tends to perform best when market trends are strong.

Creating a portfolio with a balance between arbi-
trage and macro-based strategies is not easy,
particularly when it involves several managers within
a single style. At this point in time, because the num-
ber of arbitrage opportunities is limited, most
managers will be holding similar positions. That
means if something goes wrong in one position — let’s

say, some central bank makes an unexpected interest
rate shift or a merger deal fails — all of the managers
within that area could suffer. On a positive note, as
more arbitrage opportunities develop in the future,
such potential concentrations of risk should diminish
and work to the advantage of investors.

Flexible strategies
While hedge funds generally have a low correlation to
traditional asset classes, each strategy poses a degree
of risk. Diversification within a hedge fund portfolio is
critical as a risk-control measure. Hedge fund-of-fund
managers seek to combine the right blend of styles to
pursue a predetermined risk-return objective for
clients. Here are three broad hedge fund styles
investors should be familiar with:
● Relative value poses the lowest net market exposure
and includes management strategies with names like
convertible arbitrage, fixed-income arbitrage, and
equity-market neutral. 
● Event driven poses medium-market exposure and
includes management strategies that involve risk arbi-
trage and distressed securities.  
● Opportunistic poses the highest exposure to the
market — and highest potential returns — through
global macro, short-selling, and long/short equity
strategies.

It is said that for hedge funds to contribute mean-
ingful returns to an institutional portfolio, a
minimum allocation of around 10% may be needed
to have a  beneficial impact over the long term. Allo-
cations of less than 5% may be insignificant in terms
of overall impact. 

Growing pains
Strategy risk is not the only challenge investors must
consider. There are also risks associated with the skill
and expertise of individual managers as well as risks
that arise from inadequate operational support in
small-sized companies. Prior to committing money to
a fund or funds, it is imperative for investors to under-
take full due diligence to understand the underlying
trading nuances of different management styles and,
in particular, their operational infrastructure as well as
the credentials of fund managers. The ultimate ques-
tion for an investor is: how will the introduction of an
additional strategy or management style influence the
performance potential of my existing portfolio? 

Hedge fund-of-fund managers can serve their insti-
tutional clients well by implementing a broad
spectrum of styles to enhance diversification while at
the same time providing the necessary risk monitor-
ing. Although a single-strategy hedge fund may be
appropriate for certain individuals with precise risk
and return goals, institutional investors can gain
instant diversification through hedge fund-of-funds
that mesh a variety of strategies.

An investor’s concerns do not end following a pur-
chase. Because hedge funds are actively managed, the
correlation between strategies tends to change over
time. Investors must monitor their portfolios regularly
to ensure that they maintain a minimum level of diver-
sification while pursuing stated goals. If executed
properly, a balanced hedge fund portfolio can help
investors attain a level of performance stability that
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TOP EUROPEAN EQUITY FUND FAMILIES
Fund group Funds rated Average

Storebrand 35 3.37 

LCF Rothschild 39 3.31 

State Street 42 3.26 

Robur 40 3.25 

Barclays 45 3.24 

Minimum 30 ratings needed to qualify

These tables are based on Morningstar Ratings for August. 



might not be otherwise possible through stock and
bond investments alone. The growing acceptance of
hedge funds in Europe is also likely to open up new
business opportunities and revenue sources for
investment firms.

Europe’s institutional investors are likely to fur-
ther contribute to the nearly US$1 trillion worldwide
hedge fund marketplace. The shift is likely to occur
gradually as governments revise restrictive regula-
tions to make hedge funds more accessible to both
retail and institutional investors. Though still a rel-
atively young industry, some hedge funds have a solid
10-15 year investment history behind them with
track records of generating absolute returns consis-
tently in diverse economic cycles. Those are powerful
selling points.

The European challenge
Because Europe comprises several markets with each
harboring its own unique perspectives and biases about
hedge funds, implementation may be uneven at first.
Countries like Italy and Switzerland already allow —
with some restrictions — residents to buy hedge funds
onshore. Despite strict tax transparency and other con-
ditions imposed on hedge funds, Germany’s new
regulatory framework allows retail investors, under

certain circumstances, to buy approved hedge funds
and fund-of-funds within its borders, which was much
more difficult before 2004. The proliferation of hedge
funds throughout Europe will require more govern-
ment reforms and cross-border cooperation for greater
continuity and consumer safeguards. For investment
professionals who hope to reap the rewards of a bur-
geoning hedge fund marketplace, understanding the
rules of the game and keeping abreast of legislative
revisions is a necessary evil .

As more institutional investors gain experience with
multiple strategies, they are likely to start investing
directly in single hedge funds in conjunction with, or
instead of, hedge fund-of-funds. Similarly, hedge fund
managers who had previously embraced a single
hedge fund vehicle or strategy are likely to add addi-
tional funds and strategies to a shared in-house
platform. Managing five or even 10 hedge fund strate-
gies within a single hedge fund company has already
led to the offer of multi-strategy funds, which allocate
to the various hedge funds managed in-house. Even if
less diversified, multi-strategy funds may potentially
offer a more cost-effective alternative to hedge fund-
of-funds by avoiding a double layer of fees.   

If you are a proponent of active investment man-
agement, then hedge funds - the purest form of
active management - are likely to play some role in
your future.

Paul Duncombe is deputy managing director of
alternative investments for State Street Global
Advisors. Erich Stock is in charge of State Street’s hedge
fund business development in Europe and Asia. 
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For more information...
To learn more about any of the State Street 
services or capabilities outlined in this briefing,
please contact briefing@statestreet.com

To get the latest information about State Street, please visit
http://www.statestreet.com

The proliferation of hedge funds
throughout Europe will require 
more government reforms and 
cross-border cooperation.


