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I’m Not Like Other Hedge Funds! 
 

Excerpted from the Alternative Investment Analyst Review, Volume 8, Issue 4 
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Central Issue of the Paper 
 
The term “hedge fund” is quickly losing its appeal to the investing public. Asset flows have stagnated, but total 
assets under management remain at approximately $3 trillion. In his paper “Wozu (Whereto) Hedge Funds,” 
Masao Matsuda, CAIA, explores some of the challenges that hedge funds face in the current market 
environment, as well as some potential ways hedge funds can differentiate themselves after a period of time 
where alpha seems scarce.  
 
Approach Employed by the Paper 
 
The paper can be broken up into three main categories: a look back on hedge fund performance, a case study 
of equity long-short strategies, and potential opportunities for hedge funds to stand out from their peers. 
 
Hedge Fund Performance: Looking Back 
 
The explanations behind disappointing hedge fund returns are twofold and can be summarized in two words: 
beta and alpha. Beta is a structural issue that comes with the territory: most hedge funds carry a beta of less 
than 1.0 (some often less than 0.5!), meaning when the market goes straight up (as it has done), hedge funds 
are automatically at a disadvantage. The alpha explanation is much less straightforward: while hedge funds 
have underperformed equity market indices, they have also struggled to outperform more appropriate 
benchmarks that account for their risk profile, such as a conservative portfolio of global equities, U.S. 
Treasuries, and U.S. T-bills. 
 
It would be a disservice to analyze hedge fund returns over the past few years, as that’s too short of a time 
horizon to take a definitive stance on their value. In addition, looking at performance over the past few years 
doesn’t provide an investor with a view of performance over a full market cycle. Instead, we need to take a 
longer time horizon and analyze trends over time. Matsuda does exactly this, opting to look at hedge fund 
performance from 2000-2018.  
 
Equity Long-Short: A Case Study 
 
Equity Long-Short (ELS) hedge funds are the largest strategies in the hedge fund universe, accounting for 36% 
as measured by assets under management. Despite the directional nature of ELS, it is still considered an 
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absolute return strategy (like other hedge funds). Given its size, Matsuda uses this strategy as an example to 
illustrate some of the challenges the overall hedge fund industry is likely to experience. 
 
Matsuda breaks up the performance of ELS, proxied by the EurekaHedge Long-Short Equity Strategy Index, 
into the two sub periods of 2000-2008 and 2009-2018, arguably two very different environments for the 
equity markets. What’s interesting is how consistent the ELS strategy performed over the two sub-periods, 
earning very similar average monthly returns of 0.52% and 0.55%, respectively. By contrast, the S&P 500 had 
two very different market experiences over the same period, earning an average monthly return of -0.45% 
and 1.07%, respectively. Additionally, the ELS strategy exhibited lower risk than the S&P 500 over both 
periods, as measured by volatility, drawdowns, and value at risk (VaR). 
 
However, Matsuda notes that while the market beta of ELS strategies have remained consistent (less than 
0.40 for both periods) and statistically significant, the market factor’s explanation (as measured by R-Squared) 
of the ELS strategy returns jumped from 0.52 to 0.73 between the periods. At the same period, the alpha 
generated by ELS strategy was no longer statistically significant. 
 
Beyond Fundamental Research: How to Stand Out In a Room Full of Copycats 
 
While the case study in this paper focused on the ELS strategy, Matsuda believes the issues are prevalent in 
other strategy types: markets are becoming tougher to beat, alphas are shrinking, and liquid alternative/hedge 
fund replication strategies are coming to roost on legacy hedge fund strategies. What should hedge fund 
managers do? Matsuda suggests four potential opportunities for these managers to stand apart from the 
crowd and/or obtain new sources of alpha: 
 

• Focusing on Micro and Small Caps 
• Activist Investing 
• Quantitative Investing 
• Co-Investments (Providing investors with your best ideas) 

 
These opportunities, combined with proper risk management, can help managers generate alphas through 
three channels: (1) allocation alphas by altering beta exposure, (2) controlling factor exposure, and (3) 
extracting true alphas (idiosyncratic risks). 
 
Findings of the Paper 
 
As liquid alternatives and hedge fund replication strategies gather assets, hedge funds face challenges in the 
industry and will need to prove their worth to the end investor. The four potential opportunities, previously 
laid out, can be utilized differently depending on the type of manager. For example, smaller hedge funds may 
be able to take advantage of smaller capitalization stocks, while larger hedge funds may have the resources to 
integrate quantitative investing into their investment process. 
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