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glossary definition, 200
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glossary definition, 199
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vs. beta, 4, 135
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Arbitrage strategies:
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184–185
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risk, 13–14
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economic outlook, 169t

Asian funds:
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Asian funds (Continued)
outlook, 175–176, 179
overview, 167
perception and reputation, 169–171
profit drivers, 180
regional economic view, 169–170, 169t
risk drivers, 180–182
size relative to U.S. hedge funds, 167,

167t
tips, 185–186
vs. U.S. hedge funds, 167, 167t, 168

Asian Hedge Fund Index, 171–172
Asset allocation:

Asian strategies, 167
glossary definition, 200
and hedge fund size, 65
questions to ask, 50, 192

Asset classes:
alternative, 153
glossary definition, 200
traditional vs. hedge fund investing, 3t,

5, 16
Asset swaps:

and convertible arbitrage, 116–117
vs. credit default swaps, 116
how they work, 116
outlook, 119

Australia, 167, 168, 172, 174
Average gains, defined, 200
Average losses, defined, 200
Average return, defined, 200
A.W. Jones & Company, 20

B
Bank debt, valuation issues, 60
Bankruptcy, 100, 101, 102–104
Beacon Hill, 34, 55
Benchmarks. See also Indices, hedge fund

glossary definition, 201
outperforming, 4

The Bernheim Index, 188t
Beta:

defined, 4
in distressed securities investing, 106f
in equity market-neutral strategy, 135,

139f
in fund size performance data, 69t, 71t
glossary definition, 200

in merger arbitrage, 97
in Sharpe ratio data, 71t

Beta confidence interval, defined, 200
Biases, hedge fund, 193–194
Black-Scholes option-pricing model,

defined, 201
Bond mail, 103
Bonds:

convertible, valuation issues, 59
convertible arbitrage, 111–121
leveraged funds, defined, 206

Bottom-up investing, defined, 201
Business risk, defined, 44

C
Calmar ratio, defined, 201
Capacity:

and Asian funds, 171
defined, 50
and European funds, 153, 156, 159

Capital International, 191. See also MSCI
Hedge Fund Composite Index

CBOE. See Chicago Board Options
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CFTC. See Commodity Futures Trading
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Chaebols, 178
Chapter 11 reorganization, 101f,

102–104
Chicago Board of Trade. See Chicago

Board Options Exchange
Chicago Board Options Exchange,

Market Volatility Index (VIX),
122, 128, 134, 134t

China, 169t, 172–173, 174, 178
Chinese, defined, 94
Closed-end fund arbitrage:

overview, 12
registered hedge funds example, 38, 39f
vs. stock index arbitrage, 12

CMOs. See Collateralized mortgage
obligations (CMOs)

Collateralized debt obligations
(CDOs/CBOs), defined, 201

Collateralized mortgage obligations
(CMOs):

as fixed-income strategy, 124, 124t
glossary definition, 201
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Commingled pools:
glossary definition, 201
hedge funds as, 3, 20

Commodity Futures Modernization Act, 89
Commodity Futures Trading Commission

(CFTC):
and CTAs, 88
glossary definition, 201
overview, 88

Commodity pool operators (CPOs), 81
Commodity trading advisors (CTAs). 

See also Managed futures
and CFTC, 89
discretionary trading methodology, 

84–85
vs. hedge funds, 82, 88
and managed futures, 81, 82, 83–89
methodologies, 84–86
and NFA, 89
systematic trading methodology, 85
trend following methodology, 85–86
types of analysis, 83–84
use of stop losses, 86–87
ways to diversify, 86, 87–88

Compound (geometric) average return,
defined, 202

Convertible arbitrage:
Asian funds, 115, 116, 120, 184–185
“at the money” securities, 113
European funds, 115, 153, 160
evaluating performance, 114, 116, 

118–119
example, 113t
fund failure example, 47t
glossary definition, 202
and hedge fund size, 72
“in the money” securities, 113
investor characteristics, 117–118
vs. IPOs, 115
“out of the money” securities, 112–113
outlook, 119–121
overview, 10–11
securities overview, 111–113
and swaps, 116–117
tips, 130
types of returns, 114
and uptick rule, 173
valuation issues, 59

Convexity:
and fixed-income strategy, 125, 128
glossary definition, 202

Corporations:
distressed, 98–108
governance in Asian countries, 182
life cycle, 93, 94f
mergers and acquisitions, 93–98
restructuring, 100, 101, 102

Correlation, defined, 202
CPOs (commodity pool operators), 81
Credit arbitrage, defined, 124
Credit default swaps:

vs. asset swaps, 116
and convertible arbitrage, 116–117
how they work, 116
outlook, 119
valuation issues, 59

Credit derivatives. See also Swaps
asset vs. credit default swaps, 116
valuation issues, 59

Credit spreads:
in convertible arbitrage, 120–121
in distressed securities, 105, 106, 107f
in fixed-income arbitrage, 125,

126–127, 128
Cross shareholdings, 182
CSFB/Tremont Hedge Fund Index, 188t,

189t
CTAs. See Commodity trading advisors

(CTAs)
Cumulative dollar profit, defined, 202
Currency risk, in Asian hedge funds, 182

D
Databases, hedge fund:

calculating indices from, 193–194
discrepancies between, 193
overview, 190

Derivatives:
and global macro funds, 77
glossary definition, 202
index-based, 196
valuation issues, 59

Directional hedge fund strategies:
global macro funds

challenges and opportunities, 77–79
characteristics, 6t–7t
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Directional hedge fund strategies 
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European, 153
as example of top-down investing, 9,

76, 76t
glossary definition, 205
how they work, 77
overview, 9, 75–76
tips, 90

long/short funds
Asian, 172–173, 183
characteristics, 6t–7t
defined, 9
European, 152, 158–159
fund failure example, 47t
glossary definition, 207
technology sector, 143–150

managed futures
advantages, 81
characteristics, 80
disadvantages, 83
glossary definition, 207
vs. hedge funds, 82, 88
overview, 79, 80
potential benefits, 80
tips, 90–91
in up vs. down markets, 80

short selling, 10
Disclosure:

full, through third parties, 31–33
vs. transparency, 28–29

Discretionary trading:
glossary definition, 202
and managed futures, 84–85

Distressed securities:
default rate, 105
defined, 100
European funds, 153, 162
glossary definition, 202
outlook, 107–108
overview, 13, 98–99, 106f
passive investment strategies, 101f, 102
performance, 99
philosophical opposition, 104
proactive investment strategies, 101f,

102, 103
risks, 105–107
supply vs. demand, 105

tips, 108–109
valuable investor skills, 105
valuation issues, 60

Distribution, defined, 203
Dollar-neutral strategy, 135
Domestic (onshore) funds, defined, 203
Dow Jones hedge fund index, 189t
Dow Jones Industrial Average, 195
Down percentage ratio, defined, 203
Drawdowns, defined, 203
Due diligence:

evaluating fund managers, 17–19
and funds of hedge funds, 19–20
glossary definition, 203
operational, 43, 44, 46, 49–51

Duration, defined, 203
Durbin-Watson, defined, 203
DV01, defined, 203
Dynamic return, 72, 114

E
EACM 100 Index, 188t
EAFE Index:

defined, 147
glossary definition, 203
volatility example, 147f

Efficient frontier, defined, 204
Emerging markets:

glossary definition, 204
valuation issues, 60

Employee Retirement Income Security Act
of 1974 (ERISA), 38

Equity market-neutral strategy:
Asian funds, 183–184
characteristics, 6t–7t
European funds, 152, 158–159
fund failure example, 47t
glossary definition, 204
long vs. short securities, 135
outlook, 138, 141
overview, 12, 133, 136t
and perception vs. reality, 137
performance, 133, 134, 135–137
risk profile, 140f
security selection risk, 137–138
strategic profile, 139f
tips, 141–142
and volatility, 133–134
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Equity markets vs. nonequity assets,
78–79

Equity volatility. See Volatility
ERISA (Employee Retirement Income

Security Act of 1974), 38
EuroHedge, 155
European funds:

capacity issue, 153, 156, 159
convertible arbitrage, 115, 153, 160
distressed securities, 153, 162
equity long/short strategy, 152,

158–159
equity market-neutral strategy, 152,

158–159
event-driven strategies, 153
exponential growth, 151–165
location considerations, 157
merger arbitrage strategy, 160–162,

161t
outlook, 162–164
overview, 151–153, 152f
performance, 155
reasons for growth, 153–154
size relative to U.S. funds, 151, 151t
smaller funds, 154–156
tips, 164–165
vs. U.S. funds, 151, 151t, 156

Event-driven hedge fund strategies:
Asian funds, 185
characteristics, 6t–7t
distressed securities

default rate, 105
defined, 100
European funds, 153, 162
glossary definition, 202
outlook, 107–108
overview, 13, 98–99, 106f
passive investment strategies, 101f,

102
performance, 99
philosophical opposition, 104
proactive investment strategies, 101f,

102, 103
risks, 105–107
supply vs. demand, 105
tips, 108–109
valuable investor skills, 105
valuation issues, 60

European funds, 153
glossary definition, 204
overview, 12–16
risk arbitrage

evaluating risk, 96, 97f
example, 95, 96f
glossary definition, 210
how it works, 95
levels of risk, 96, 97f
overview, 13–14, 93–95
performance, 96, 98
source of risk, 95

sector funds, 13, 14–16
special situations, 6t, 12, 14, 93

Exchange-traded certificates, 196

F
Feffer, Stuart, 43, 53
Financial Times Stock Exchange (FTSE),

191
Fixed-income arbitrage:

categories, 123–124
effect of interest rate, 121–122, 

125
European funds, 153
fund failure example, 47t
glossary definition, 204
market volatility, 125–126, 126t
outlook, 123, 129
overview, 11, 122, 123t
performance, 127–129
risks, 122–123
strategies, 124–125
tips, 130–131
trading high-yield illiquid securities,

125
trading low-yield liquid securities,

124–125
FOHFs (funds of hedge funds). 

See Funds of funds (FOFs)
Foreign exchange risk, in Asian hedge

funds, 182
Fraud. See Misrepresentation
Full disclosure, 31–33
Fundamental investment analysis:

and discretionary trading, 84–85
glossary definition, 204
overview, 83–84
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Funds of funds (FOFs):
Asian, 174–175, 178
characteristics, 6t–7t
glossary definition, 204
overview, 19–20, 19f
vs. single hedge funds, 19–20, 19f

Futures trading. See Managed futures

G
GDRs. See Global Depository Receipts

(GDRs)
General partners:

as commodity pool operators, 81
glossary definition, 205

Geometric average return. See Compound
(geometric) average return

Global Depository Receipts (GDRs), 172
Global macro funds:

challenges and opportunities, 77–79
characteristics, 6t–7t
European, 153
as example of top-down investing, 9,

76, 76t
glossary definition, 205
how they work, 77
overview, 9, 75–76
tips, 90

Global yield curve arbitrage, 123, 124t,
127

Growth/aggressive growth strategy,
defined, 205

H
Hedge Fund Research (HFR):

Equity Market Neutral Index, 134,
135–136

Fixed Income Arbitrage Index, 127
Market Neutral Index, 138

Hedge funds:
Asian, 167–186
average size, 67
characteristics, 6t–7t
choosing, 16–18
coinvestment opportunities, 5, 8
database vendors, 190
defined, 2, 3
differences in risk vs. traditional invest-

ments, xvi–xvii

directional strategies
global macro, 9, 75–79, 90
long/short, 9, 143–150
managed futures, 79–91
short selling, 10

distinctive attributes, 3–8
European, 151–165
evaluating managers, 17–18
event-driven strategies

distressed securities, 13, 98–108
overview, 12
risk arbitrage, 13–14, 93–98
sector funds, 13, 14–16
special situation, 14

and federal securities laws, 3–4
fee structures, 3t, 4, 19f
glossary definition, 205
growth in assets, xiv
growth in number, xiv
growth trends, 196
historical growth, xiv
historical stages, xv
identifying, 16–17
impact of size on performance, 68, 69t,

70f
index-based investing, 196
indices, 187–197
investment strategies

characteristics, 5, 6t–7t
directional overview, 8–10, 75
event-driven overview, 12–16
nondirectional overview, 10–12, 111
opportunistic overview, 12–16

lack of transparency, 8
large asset base advantages, 67
and liquidity, 8, 60–61
midsize characteristics, 65, 68, 69t,

70f, 70t, 71t
minimum investment requirements, 5
nondirectional strategies

closed-end fund arbitrage, 12, 38, 39f
convertible arbitrage, 10–11,

111–121
defined, 111
equity market-neutral strategies, 12,

133–142
fixed-income arbitrage, 11, 122–129
stock index arbitrage, 11
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obtaining assets, 3–4
ongoing monitoring, 18–19
operational due diligence, 50–51
origin of term, 2
overview, 2–4
pooled, 19–20
potential investors, 3
ratio of start-ups to closings, 65–66
reasons for failures, 43–49
reasons to invest, 15
registered, 38, 39f
return objectives, 5
and risk, 15, 16t
size distribution, 65, 66f
size tips, 73–74
small vs. large, 65–71
steps in investing, 15–16
style classification, 194–195
technology sector, 143–150
tips, 20–21
transparency issues, 23–42
valuation issues, 53–63

Hedge ratio, defined, 205
Hedgefund.net, 190
Hedgers vs. speculators, 79–80
Hedging, defined, 205
Hennessee H.F. Index, 188t, 189t
HFRI Equity Market Neutral Index, 134,

135–136
HFRI Fixed Income Arbitrage Index, 127
HFRI Fund Weighted Composite Index,

188t, 189t
HFRI Market Neutral Index, 138
High water mark, defined, 205
Hong Kong, 167, 168–169, 172, 173,

174–175, 177, 178
Hostile takeovers. See Merger arbitrage
Hurdle rate, defined, 205

I
Incentive fees:

glossary definition, 206
in hedge-fund investing, 3t, 4

Index arbitrage. See Stock index arbitrage
Indexes. See Indices, hedge fund
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biases and inconsistencies, 193–194
characteristics, 189t

comparison, 189t
construction methodologies, 195
existing, 190–191
future, 196
glossary definition, 206
investable, 191, 192t
key considerations, 192–195
list ranked by 2003 performance, 188t
overview, 187–189
performance data, 2003, 188t
style classification, 194–195
tips, 197

Inflection point, defined, 76
Information ratio, defined, 206
Initial public offerings (IPOs) 

vs. convertible arbitrage, 115
Instant history bias, 194
Institutional investors, 196
Insurance policies, as wraps, 36–37
Interest only (IO), defined, 206
Interest rates, impact on fixed-income

funds, 121–122, 125
International/global strategies. 

See also Global macro funds
fund failure example, 47t
glossary definition, 206

International Monetary Fund, 78
Investable hedge fund indices, 191, 192t
InvestHedge Composite Index, 188t
Investment Company Act of 1940, 38
Investment risk, defined, 44
Investors:

accredited, 3, 19, 39f, 199
characteristics, convertible arbitrage,

117–118
doing operational due diligence, 49–51
transparency pros and cons, 30–31

J
Japan:

convertible arbitrage, 115, 116, 120,
184–185

cross shareholdings, 182
hedge fund investment, 168, 169, 169t,

171, 172, 173–174, 176
market-neutral strategies, 183–184
profit and risk drivers, 180, 182
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Korea, 169t, 172, 176, 178
Kundro, Christopher, 43, 53
Kurtosis:

in fund size performance data, 69t
glossary definition, 206

L
Laws. See Securities laws
Leverage:

and CTAs, 87
defined, 87
glossary definition, 206
overview, 87

Leveraged bond funds, defined, 206
Leveraged buyouts. See Merger arbitrage
Life insurance policies, as wraps, 36–37
Limited partners, defined, 207
Lipper Convertible, 55, 62
Liquidity:

glossary definition, 207
in Japanese market, 180–181
valuation issues, 60–61

Liquidity premium, defined, 207
Long/short equity strategy:

Asian funds, 172–173, 183
characteristics, 6t–7t
defined, 9
European funds, 152, 158–159
fund failure example, 47t
glossary definition, 207
technology sector, 143–150

Long Term Capital Management
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M
Managed futures. See also Commodity

trading advisors (CTAs)
advantages, 81
characteristics, 80
disadvantages, 83
glossary definition, 207
vs. hedge funds, 82, 88
long-term trades, 87
overview, 79, 80
potential benefits, 80
short-term trades, 87
tips, 90–91

in up vs. down markets, 80
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glossary definition, 207
in hedge-fund investing, 3t, 4, 19f

Managers:
disclosing summary statistics, 35
transparency pros and cons, 30–31
valuation issues, 61–63

Manhattan Fund, 49, 56
Margin purchases, defined, 207
Mark to market:

glossary definition, 208
valuation issues, 60, 61

Market neutral, defined, 207. 
See also Equity market-neutral
strategy

Market timing, 53, 57, 208
Market Volatility Index (VIX), 122, 128,

134, 134t
Maximum annual drawdown, defined,

208
Measurisk, 32
Medium-term trades, in managed futures,

87
Merger arbitrage:

Asian funds, 185
European funds, 160–162, 161t
evaluating risk, 96, 97f
example, 95, 96f
how it works, 95
levels of risk, 96, 97f
overview, 13–14, 93–95
performance, 96, 98
source of risk, 95

Microcap stocks, 13. See also Sector
funds

Misappropriation, 45, 46, 46f, 47t, 48f,
49f, 53
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Morgan Stanley, 191
Mortgage-backed securities:

hedge fund performance, 128, 129
overview, 124
valuation issues, 59
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overview, 12
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Asian, 115, 116, 120, 184–185
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glossary definition, 202
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securities overview, 111–113
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tips, 130
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European, 152, 158–159
fund failure example, 47t
glossary definition, 204
long vs. short securities, 135
outlook, 138, 141
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security selection risk, 137–138

strategic profile, 139f
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fixed-income arbitrage, 122–129
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effect of interest rate, 121–122, 125
European, 153
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glossary definition, 204
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overview, 11, 122, 123t
performance, 127–129
risks, 122–123
strategies, 124–125
tips, 130–131
trading high-yield illiquid securities,

125
trading low-yield liquid securities,
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stock index arbitrage, 11
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O
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28, 209
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36–37
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Q
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R
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defined, 211
Rate of return, defined, 209
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14, 210
Redemption, defined, 209
Redemption fees, defined, 209
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funds

Registered hedge funds, 38, 39f
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Regulatory risk, in Asian hedge funds, 182
Relative value, defined, 111
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and fund failures, 44–49
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hedge funds vs. traditional investments,

xvi–xvii
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operational, 44
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glossary definition, 210
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source of risk, 95
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Growth Index, defined, 211
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technology sector volatility example,

147f
Value Index, defined, 211
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S
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Sector funds:
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overview, 10
and risk arbitrage, 93–94, 95
and uptick rule, 173
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S&P 500. See Standard & Poor’s 500
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glossary definition, 212
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Standard & Poor’s Midcap 400 Index
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glossary definition, 212
technology hedge fund example, 146,

147f
Static return, 72, 114
Statistical arbitrage:
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glossary definition, 212

Stock index arbitrage:
vs. closed-end fund arbitrage, 12
glossary definition, 212
overview, 11

Stock lending, defined, 213
Stop losses, 86–87
Strategic Financial Solutions, 190
Structured products, 36–37, 36t, 37t
Stub equities, 104
Summary portfolio statistics, 35
Survivor bias, 193–194
Swaps:

asset vs. credit default, 116
and convertible arbitrage, 116–117
as index-based investments, 196
outlook, 119
valuation issues, 59

Systematic trading:
glossary definition, 213
and managed futures, 85

T
Taiwan, 172, 176
Takeovers. See Merger arbitrage
Technical analysis, 83
Technology sector:

dot-com era lessons, 144–145
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hedge fund performance, 145–146
long/short strategies, 143–150
outlook, 145–146, 149
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risks for investors, 148–149
tips, 149–150
volatility example, 147f

Top-down investing:
global macro funds example, 9, 76, 76t
glossary definition, 213
sector funds example, 14

Tracking error, defined, 213
Tracking portfolios, 191–192
Transparency:

defined, 23, 24f
vs. disclosure, 28–29
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Transparency (Continued)
drivers of demand, 25t
glossary definition, 213
as hedge fund distinction, 8
how much is enough, 31–33
as issue, 23–26
perception vs. reality, 29t
pros and cons, 30–31
regulatory issues, 38, 40–41
and separate accounts, 33–35
tips, 41–42

Trend following, 85–86
Treynor rate, defined, 213

U
Up-capture ratio, defined, 213
Up percentage ratio (UP %), defined, 213
Uptick rule, 173
U.S. Securities and Exchange Commission

(SEC):
and hedge fund marketing, 4
Investment Company Act of 1940, 38

USA Patriot Act, 38

V
Valuation:

best practices, 53–63
hedge fund trends, 55
need for consistency, 62
need for independence and separation

of duties, 61–62
problem causes, 56–58, 56f
problem overview, 53–55
sound practices, 58–61
tips, 63–64

Value, defined, 213
Value at risk (VaR), 33, 34

Van U.S. Hedge Fund Index, 188t
VaR (value at risk), 33, 34
Variable life insurance, 36–37
Venture capital:

current attractiveness to investors,
152f, 153

glossary definition, 214
and technology sector investments, 146
as type of alternative investment, 2, 2f

VIX (Market Volatility Index), 122, 128,
134, 134t

Volatility:
in Asian market, 181
glossary definition, 214
Market Volatility Index (VIX), 122,

128, 134, 134t
technology sector example, 147f

Vulture investors, 104. See also Distressed
securities

W
Wilshire 5000 Index, defined, 214
Within the hedge, defined, 214
World Trade Organization (WTO), 169,

178
Wraps:

glossary definition, 214
insurance policies as, 36–37

WTO (World Trade Organization), 169,
178

Y
Year-end VAMI (value added monthly

index), defined, 214
Yield curve arbitrage, 123, 124t, 127
Yield (internal rate of return), defined,

214
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