
HEDGE FUND STRATEGIES DEMYSTIFIED

Miles Capital, Inc.  |  www.Miles-Capital.com  |  800.343.7084

Past performance is not indicative of future results.  There can be no guarantee that any investment strategy discussed in this Presentation will achieve its investment 
objectives.  As with all strategies, there is a risk of loss of all or a portion of the amount invested

LONG/SHORT 
EQUITY

Hedge funds trace their roots back to 1949, when Alfred Winslow Jones and four friends 
formed an investment partnership to make both long and short investments in public 
equities.  Jones sought to remove exposure to the broader market, focusing instead on 
the relative performance of one stock vs. another.  In this sense, Jones’ strategy can be 
thought of as an absolute return strategy, one designed with the goal of making a profit in 
any market environment.

Fast forward to today and there are many hedge fund strategies in existence, most of 
which do not pursue the same type of market neutral strategy as Jones did.  Contrary to 
what some might believe, hedge funds as a group are not an absolute return investment.  
The majority of hedge funds have some degree of market exposure, and therefore, 
can show positive or negative performance depending upon the market environment.  
However, the ability of hedge funds to be long or short a particular investment 
or market enables them to alter their exposure to the broader market, potentially 
minimizing the impact of down markets.  

We can see this in the drawdown chart below, Figure 1. The chart measures periods of 
negative performance and the amount of time taken to recover that performance.  As 
illustrated, there have been two major periods of negative equity market performance 
over the last 20 years, 2001-2002 and 2008-2009.  During those periods, the S&P 500 
lost -44.73% and -50.95%, respectively.  Hedge funds, as measured by the HFRI Fund 
Weighted Composite fared better with returns of -5.72% and -21.42%, respectively.

Figure 1. Drawdowns: U.S. Equities vs. Hedge Funds
Hedge Funds Have Lost Less During Volatile Periods

Sources: Miles Capital, Bloomberg, HFRI. Hedge Funds are represented by the HFRI Fund Weighted Composite.
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Also contrary to what some may believe, hedge funds are not designed for full market 
participation. As hedge funds have historically had a less risky profile than public equities, 
they are not expected to produce the same long-term return.  The average annual return of 
the S&P500 over the last 20 years is 8.02%, compared to the slightly lower return of 7.60% for 
hedge funds.  However, per Figure 2, hedge funds have historically produced a better risk-
adjusted return (as measured by the Sharpe Ratio), due to the approximately 60 percent 
lower volatility during the past twenty years.

Figure 2. Key Statistics: U.S. Equities vs. Hedge Funds
Previous 20 Years (March 1996 - February 2016)

Sources: Miles Capital, Bloomberg, HFRI. Hedge Funds are represented by the HFRI Fund Weighted Composite.
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HEDGE FUND STRATEGIES

As mentioned, hedge funds as a whole are not absolute return vehicles. In fact, there is a wide 
variety of strategies within the hedge fund universe. In order to better understand the risk/return 
profile of hedge funds, let’s look at some of the more common hedge fund strategies.

LONG/SHORT EQUITY

Long/Short Equity is one of the most common and most liquid strategies. Long/Short managers 
go long stocks they expect to rise in value and short stocks they expect to fall in value.  Even 
within the strategy, manager focus varies significantly. Managers may focus on a specific 
geographical region or market capitalization.  Many times they will have more concentrated 
exposures to individual stocks than do traditional long only managers.  Two key measures are 
used to indicate the broad exposure of a given fund: gross exposure and net exposure.

Gross exposure is a measure of how much of the fund’s capital is at risk across both the long 
and the short positions.  If the value of the fund’s long positions equals 80% of fund capital 
and the value of the fund’s short positions equals 40% of fund capital, then the fund has gross 
exposure of 120% (80% + 40%).  This indicates the fund is 20% levered.  

Net exposure is a measure of the degree to which the fund is long or short on an overall basis.  
In the above example, the fund would have net long exposure of 40% (80% - 40%).  Long/
short equity funds tend to be long-biased, with most maintaining net long exposure somewhere 
between 20% and 60%.  But the exposure is not static.  Managers tend to increase the 
exposure during periods when the environment promotes strong equity market returns and 
decrease exposure during difficult investing environments.  

These characteristics – having net long exposure of less than 100% and altering that exposure 
based on the investing environment – is what has historically enable long/short equity funds to 
produce returns that are less volatile than the equity markets.
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Past performance is not indicative of future results.  There can be no guarantee that any investment strategy discussed in 
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Long/Short 
managers go long 
stocks they expect 
to rise in value and 
short stocks they 
expect to fall in 
value.

HEDGE FUND STRATEGIES DEMYSTIFIED

S&P 500 Hedge Funds

Annualized Return 7.67% 7.31%

Annualized Std. Deviation 15.37% 6.98%

Correlation to S&P 500 1.00 0.76

Sharpe Ratio 0.34 0.69

Worst Drawdown -50.95% -21.42%

Date of Worst Drawdown 11/07-2/09 11/07-2/09



Figure 3. Long/Short Equity Performance and Risk Metrics (Mar 1996 - Feb 2016)

Sources: Miles Capital, Bloomberg, Barclays, HFRI. Hedge Funds are represented by the HFRI Equity Hedge Index. 
Past performance is not indicative of future results.   

LONG/SHORT CREDIT

Long/Short Credit strategies are typically designed with the goal of profiting from specific credit 
related risks, such as default risk, credit spread risk and illiquidity risk.  Some of the most 
common trades within long/short credit are relative value trades between two issuers – going 
long the credit of one issuer (e.g. IBM) and short the credit of another (e.g. HP).  They usually 
occur within the same industry in order to avoid sector risk.  

Other typical trades target a profit from the securities of a single issuer and tend to focus in one 
of three areas, term structure, capital structure, or basis.  Term structure trades involve going 
long one maturity and short another maturity based on the expectation that the difference in 
yields between the two maturities is out of line. Capital structure trades seek to capture the 
mis-pricing between two debt instruments based on their seniority level, such as going long 
the subordinated debt and short the senior debt.  Finally, basis trades attempt to capture the 
difference between the cash market and the derivatives market, either for a single issuer or a 
basket of issuers. 

Figure 4. Long/Short Credit Performance and Risk Metrics (Jan 1997 - Feb 2016)

Sources: Miles Capital, Bloomberg, HFRI. Hedge Funds are represented by the Barclays Hedge Fixed Income Arbitrage.
Past performance is not indicative of future results.   

EVENT DRIVEN

Event Driven strategy managers focus on a specific event that is occurring in regard to a 
company.  Although there are several strategies within event driven, one of the more prevalent 
is merger arbitrage.  In merger arbitrage, managers tend to take positions only in announced 
transactions, buying equity shares in the company that is being acquired.  If a transaction is a 
stock for stock transaction, the manager may hedge their position by selling short the equity of 
the acquiring company.

S&P 500 Long/Short Equity

Annualized Return 7.67% 8.24%

Annualized Std. Deviation 15.37% 9.23%

Correlation to S&P 500 1.00 0.77

Sharpe Ratio 0.34 0.62

Worst Drawdown -50.95% -30.59%

Date of Worst Drawdown 11/07-2/09 11/07-2/09

HEDGE FUND STRATEGIES DEMYSTIFIED
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Event Driven 
strategy managers 
focus on a specific 
event that is 
occurring in regard 
to a company... such 
as merger arbitrage.

S&P 500 Long/Short Credit

Annualized Return 7.10% 5.76%

Annualized Std. Deviation 15.51% 5.03%

Correlation to S&P 500 1.00 0.40

Sharpe Ratio 0.30 0.68

Worst Drawdown -50.95% -29.12%

Date of Worst Drawdown 11/07-2/09 6/07-3/09
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The focus in Global 
Macro, different 
than the other 
strategies, is on 
broad markets 
and not individual 
companies.

The manager is able to buy the equity of the target company at a price below the agreed upon 
deal price, thus capturing the difference when the merger closes.  The difference in price, or 
spread, exists because of the market’s uncertainty regarding whether the deal will close and to 
account for the time until the deal closes.  

Each deal is subject to certain conditions, such as regulatory approval, shareholder approval, 
and lack of material adverse change in the acquired company’s financial position or business.  
The acquiring company usually pays a significant premium over the current share price of the 
target company, which results in a material increase in the target company’s share price when 
the deal is announced.  

If a deal breaks – i.e. does not close due to one of the conditions above – the equity price of the 
target company will fall, most likely back to a level similar to before the deal was announced. 
Merger arbitrage seeks to capitalize on this uncertainty.

Figure 5. Event Driven Performance and Risk Metrics (Mar 1996 - Feb 2016)

Sources: Miles Capital, Bloomberg, Barclays, HFRI. Hedge Funds are represented by the HFRI Event Driven Index. 
Past performance is not indicative of future results.

GLOBAL MACRO

Global Macro is a strategy that is based upon top-down economic research across multiple 
geographical regions.  Managers analyze variables such as GDP growth, inflation expectations, 
employment, interest rates, fund flows, political changes, government policies, and other broad 
systemic factors, in order to assess the impact any changes might have on a region’s debt, 
equity, commodities or currency markets.  

Managers may take long or short positions usually through the use of derivative instruments 
like futures, forwards and options.  The focus here, different than the other strategies, is on 
broad markets and not individual companies.  There are two primary approaches to global 
macro investing: discretionary and systematic.

Discretionary global macro involves a fundamental assessment of broad economic variables, 
with positions taken based upon the outlook for the various markets.  Systematic macro is 
different in that the investment decisions are based upon signals from quantitative models.  

Managed Futures trend following is a common systemic approach, whereby managers use 
models to evaluate average prices for instruments compared across multiple time periods 
(anywhere from 1 month to 18 months), looking for short-term, medium-term or long-term 
trends.  Basing positions on trends gives managed futures the possibility of profiting in 
positively trending markets as well as negatively trending markets.  During the financial crisis 
public equities lost -50.95%, whereas systematic macro managers had positive performance of 
+13.52%.

HEDGE FUND STRATEGIES DEMYSTIFIED

S&P 500 Event Driven

Annualized Return 7.67% 8.18%

Annualized Std. Deviation 15.37% 6.74%

Correlation to S&P 500 1.00 0.73

Sharpe Ratio 0.34 0.84

Worst Drawdown -50.95% -24.79%

Date of Worst Drawdown 11/07-2/09 11/07-2/09
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Figure 6. Global Macro Performance and Risk Metrics (Mar 1996 - Feb 2016)

Sources: Miles Capital, Bloomberg, Barclays, HFRI. Hedge Funds are represented by the HFRI Global Macro Index.
Past performance is not indicative of future results.

MULTI-STRATEGY

Multi-Strategy is a fairly common approach as well. These managers manage multiple hedge 
fund strategies within their portfolio. This helps to ensure strategy diversification, but not 
manager diversification.

For performance details, see Figure 2. 

CONCLUSION: HEDGE FUNDS A STRONG COMPLEMENT

While hedge funds can seem complex, the strategies are all based on the same basic concept 
that Alfred Winslow Jones pioneered nearly 70 years ago: making both long and short 
investments in public markets. 

Today, managers can go long and short companies or issuers, industries, governments, and 
more. But the goal remains the same, to minimize volatility. Hedge funds are a unique asset 
class and they have historically provided, as demonstrated in the tables above, strong, risk-
adjusted returns. 

However, manager dispersion around the index returns is extremely wide. The keys for 
performing well in hedge funds are the same as in more traditional assets: selecting top-tier 
managers and constructing a diversified and risk-managed portfolio.

Based on the historical data (20 years included here), we believe a diversified portfolio of top-
tier hedge funds may serve as an excellent complement to public equities, with the potential to 
provide downside risk protection without significantly decreasing return potential.

S&P 500 Global Macro

Annualized Return 7.67% 6.74%

Annualized Std. Deviation 15.37% 5.86%

Correlation to S&P 500 1.00 0.31

Sharpe Ratio 0.34 0.73

Worst Drawdown -50.95% -8.02%

Date of Worst Drawdown 11/07-2/09 5/11-9/13

INSURANCE FOCUSED. RESULTS DRIVEN.

The information provided herein is furnished by Miles Capital, Inc. solely for informational purposes and is confidential. It may not be 
reproduced or distributed to anyone else without prior consent. 

The HFRI composites are being used under license from Hedge Fund Research, Inc., which does not approve of or endorse any of the 
products discussed in this communication or the contents of this report. 

This Presentation is not a solicitation of an offer to buy or sell any security or other financial instruments or to participate in any trading 
strategy. The strategies described in the presentation may not be suitable for all investors. Investors are advised to thoroughly and carefully 
review financial, legal, and tax consequences of all investments to determine suitability. There can be no guarantee that any investment 
strategy discussed in this Presentation will achieve its investment objectives. As with all strategies, there is a risk of loss of all or a portion of 
the amount invested.
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