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Introduction 

The topic of hedge funds seems to be enjoying perpetual attention in the media, as recent 

frauds and extraordinary losses have gripped the attention of the press and even the 

general public. In a discussion of hedge funds it seems the best starting point would be a 

simple definition; unfortunately one does not exist. In the search to characterize what a 

“hedge fund” is it appears that an agreed upon definition is an elusive thing. A quick 

Google query will give you a wide range of definitions, with many alluding to 

unregulated, high risk, aggressive, opaque and levered investments. While these 

descriptions maybe true of some hedge funds, they mischaracterize the hedge fund 

universe as a whole. In practice, most hedge funds are in the business of lowering overall 

market risk, i.e. they “hedge”. 

 

Hedge fund strategies are as varied, or possibly more varied, than their mutual fund 

counterparts. Long/short equity is the most well known of hedge fund strategies. As the 

name implies, funds take long and short equity positions. In addition to long/short equity 

there are at least a dozen other strategies such as equity market neutral, distressed debt, 

merger arbitrage, convertible arbitrage, fixed-income arbitrage, global macro, managed 

futures, short-biased equity, credit arbitrage, event driven, direct lending and multi-

strategy. The one general theme that ties most hedge fund strategies together is that they 

are attempting to profit on spreads between securities rather than the direction of 

securities. For example, a classic long/short pair trade would be long Ford, short GM. In 

this example the fund doesn’t care whether Ford and GM go up or down, instead they 
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want Ford to become more valuable relative to GM, making for a potentially profitable 

trade in a bull or bear market. 

 

Investing in the above strategies via single strategy funds can be a daunting task, 

especially for individual investors. The due diligence and amount of capital necessary to 

invest in a diversified portfolio of individual strategy funds is an impassable hurdle for 

most investors. However, there are two alternative ways to gain access to a portfolio of 

diversified hedge fund strategies: the multi-strategy hedge fund and the fund of hedge 

funds. A comparison of these two strategies will be the focus of this paper. 

 

Multi-Strategy Hedge Funds 

A multi-strategy hedge fund employs many different underlying strategies, such as 

long/short equity, distressed debt, convertible arbitrage, statistical arbitrage, energy 

trading, etc. These separate strategies are all run by the same fund company under the 

same fund structure. Many multi-strategy funds have enjoyed great success over the last 

decade and now manage well over $100 billion compared to under $500 million 10 years 

ago (see following chart). 
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Data Source: Lipper TASS Asset Flow s Report 1st Quarter 2007

 

Multi-Strategy Fund Benefits 

The strong growth within the multi-strategy fund universe has been driven by many 

factors. These funds are more diversified than individual strategy funds yet have the 

ability to be more nimble than hedge fund of funds. The investment teams often work in 

close proximity, and therefore have the ability to share information across different 

markets. Finally, internal transparency is theoretically limitless, which should lead to 

greater risk management ability.  

 

One of the most obvious advantages of multi-strategy funds when comparing to 

individual strategy funds is the diversification offered by investing across many different 

strategies. Hedge fund strategies vary greatly from one another and often have low or 

even negative correlations with each other. Given this lack of correlation, investing 

across different strategies should lead to lower risk for a given level of return. Certain 
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hedge fund strategies have long periods of low to negative returns. Recent examples 

would be merger arbitrage and convertible arbitrage. Many managers that were dedicated 

to either of these strategies saw large outflows due to the lack of opportunity and returns 

offered by the strategies. Multi-strategy funds, however, were able to make up for the 

lack of opportunities through their investments in other, better performing strategies such 

as distressed debt, long/short equity or energy trading. 

 

In addition to diversification, multi-strategy funds have the ability to move capital 

relatively quickly, whether out of a poorly performing strategy or into a strong 

performing one. As mentioned above, certain strategies went through rough times over 

the last few years. Notably, convertible arbitrage struggled in 2004 and 2005 as new 

issuance dried up, corporate actions hurt convertible holders and liquidity issues arose. 

Multi-strategy funds, which historically have invested heavily in this strategy, were much 

more able to move out of the strategy than their fund-of-fund counterparts. And 

conversely when the market became, as was generally accepted, undervalued, they had 

“dry powder” to deploy back into the strategy.  

 

A further benefit offered by multi-strategy funds is the close proximity with which the 

different strategy’s managers and analysts work. This allows for a flow of information 

across different markets. Given the ever growing entangled relationships among different 

markets, this information can be very valuable. An example would be a high yield bond 

manager having a better understanding of the equity that in a sense protects his positions. 

A convertible manager may benefit from the credit team’s deep understanding of the 
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fundamentals of an issuer while the equity team can offer opinions regarding the 

probability of shareholder friendly actions that may hurt the value of a convertible bond. 

The point is that with so many different specialists, information flow has a strong 

opportunity to improve the fund’s risk/return profile. 

 

Another advantage offered by multi-strategy funds is the potentially limitless 

transparency offered to risk managers within the fund. This should, theoretically, lead to 

much better risk control. However, this is dependant upon a few of factors. First, the firm 

must have sophisticated technology to record and monitor the tens of thousands of 

positions held by most funds. Second, they must have professionals that can interpret the 

data provided in a meaningful way. And finally, they must have a mechanism by which 

to implement “risk management” when needed. With any of these factors missing, risk-

management is impotent at best and dangerous at worst.  

 

Multi-Strategy Fund Drawbacks 

Despite all of the advantages noted above, multi-strategy funds have shortcomings as 

well. Though they are generally diversified, they can become concentrated, often 

becoming concentrated too quickly for investors to react or even become aware of it. 

Additionally, starting a hedge fund is a high risk venture, and many hedge funds fail 

every year leaving an investor in a multi-strategy fund with the risk of being part of a 

failing business.  Also, a multi-strategy fund somewhat limits your talent pool and 

philosophy diversification, as you are only drawing on one firm’s ability to attract talent. 
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While diversification was mentioned as a benefit to investing in a multi-strategy fund, an 

investor can run into trouble when blindly accepting that their multi-strategy fund is or 

will remain diversified. As has been seen recently (Amaranth), a multi-strategy fund, 

even a very large and successful one, does not always control risk the way clients expect 

them to. Instead, it is possible for a manager to let a winning trade ride or to double down 

as a trade moves against them. This kind of behavior typically leads to large gains and/or 

large losses. It is important for investors to remember that large gains typically require 

large risk and that due diligence does not end the day you hand over your money, instead 

investors should continue to monitor fund exposures and be willing to act if things begin 

to change.  

 

An additional risk to investing in multi-strategy funds is the concentrated business risk 

taken on by the investor. With fail rates fairly high in the hedge fund world, one must 

always be cognizant of the potential that the firm you have invested with may go out of 

business. Sometimes this is due to some fantastic loss that grabs media attention, but 

more often it is simply a matter of not being able to attract capital or disagreements 

between the partners. The first of these is somewhat mitigated by investing in large well 

established firms, but the second is a bit more difficult to avoid. Strong personalities tend 

to run successful hedge funds and at times strong personalities can be difficult to work 

with. This risk is typically just accepted, as avoiding it would mean missing out on the 

best opportunities. Typically, a fund liquidation is more annoying than costly. It can take 

months, and possibly years, to get all of your investment back as you become intimately 

familiar with gate provisions, illiquid investments and assets-in-kind delivery.  
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An investment in a multi-strategy fund is also somewhat dependant on a limited talent 

pool. A firm is going to have a certain philosophy and when hiring they will typically 

look to talent that fits within this philosophy. While this is typically a good thing (it 

creates cohesiveness within a firm), it does somewhat limit divergent thought and views 

and thus could lead to a bit of group think. Fund of funds have this risk mitigated by 

being invested across many firms with many philosophies and personalities. 

 

In contrast to the advantage of having managers and analysts from different strategies 

working closely at a multi-strategy fund, some firms have created a culture of strong 

competition. While this has worked for various firms, this does create a disincentive to 

share information, especially when compensation is tied to performance and the amount 

of capital allocated to each manager. As different strategy teams compete for capital 

there could be a tendency to hoard information that would benefit a competing team. 

Generally speaking, this type of environment leads to a discontented employee base and 

may lead to missed opportunities that could have benefited the fund as a whole. 

 

 

Fund of Funds 

Hedge fund of funds are funds whose underlying investments are primarily hedge funds. 

Like multi-strategy funds, fund of funds have grown substantially over the last decade 

and according to HedgeFund.Net now have over $950 billion in assets under 

management. More and more institutional investors have begun using these structures to 
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gain access to hedge funds. In addition to institutional investors, many high net worth 

individuals, foundations and endowments have found fund of funds to be an efficient 

vehicle to gain hedge fund exposure.  

 

Fund of Funds Benefits 

Fund of funds are typically invested in 15-40 funds across a range of strategies. While 

some fund of funds will invest heavily in one sub-strategy, such as long/short equity, 

multi-strategy funds or energy trading funds, generally speaking they will be diversified 

across the whole spectrum of hedge fund strategies. Typically, a fund of funds will 

benefit from diversification to a greater extent than multi-strategy funds, as multi-strategy 

funds may become focused on a general theme or overall strategy, i.e. strategies centered 

on arbitrage. In contrast, a fund of funds may have arbitrage funds that are augmented by 

directionally long or short biased funds. This added diversification should lead to overall 

lower return volatility. 

 

In addition to the added strategy diversification, an investment in a fund of funds helps to 

mitigate “business risk”.  While fund of funds may have investments with firms that go 

out of business from time to time, they are in a much better position to handle all of the 

intricacies that follow. In addition, having extensive hedge fund investment experience 

should put fund of fund managers in a better position to assess and possibly avoid funds 

with the highest probability of having future “business” issues. However, often the 

greatest opportunities are found in new funds that are yet to be “discovered”. By nature 

this type of investment will have a high degree of business risk, but in the long run should 
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payoff as the unknown fund of today could be the highly sought after and no longer 

accessible fund of tomorrow. 

 

As was alluded to above, many of the highest quality and most sought after managers are 

no longer accessible given that successful managers tend to close their funds to new 

investors. This phenomenon is more widespread with hedge funds than with mutual funds 

and is mostly due to the economics of having a 20% incentive fee. Successful funds have 

an incentive to keep returns high, as that is where a substantial part of their revenue 

comes from. Therefore, when they grow to a size that puts their ability to generate 

positive returns in jeopardy they have a strong incentive to close the fund. However, 

hedge funds are allowed to discriminate when it comes to their investors, and having 

strong relationships with successful managers can get you access to funds that are 

unavailable to less connected investors. This provides an advantage to fund of fund 

managers with strong networks within the hedge fund industry. 

 

Another advantage of fund of funds is greater investor access. Hedge funds typically 

come with $1 million dollar or more minimums, making it difficult for high net worth 

investors to develop a properly diversified portfolio. While many fund of funds also have 

high minimums, products are increasingly available in mutual fund like format with 

minimums as low as $40,000, making it possible for smaller investors to have an 

allocation to hedge funds as part of their overall portfolio. 
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Fund of Funds Drawbacks 

While investing in fund of funds has many benefits, it does not come without costs. First, 

due to liquidity constraints fund of funds have difficulty taking advantage of short to 

medium term opportunities. Second, you pay fees to the fund of funds manager as well as 

to the underlying managers. Finally, fund of funds usually lack position level 

transparency across all of the fund’s investments, somewhat limiting their ability to act as 

a “risk manager”. 

 

Fund of funds are typically invested in hedge funds with fairly strict liquidity provisions. 

Most hedge funds come with at least a 12 month lock-up period, meaning that an investor 

must wait at least 12 months from the time of investment before they can redeem. 

Usually, redemptions are only available quarterly and with 45-90 days notice, meaning it 

could be over six months from the time you give notice that you want to redeem before 

you see any of your money. In addition, funds typically will only give you 90% of your 

investment until that year’s audit is complete. If you redeem near the beginning of a year 

it could be over 12 months before you get that investment back. In the meantime, that 

money sits as cash earning a minimal return. Given the difficulty and time involved in 

redeeming an investment, fund of funds have a hard time being “opportunistic.”  As was 

mentioned regarding multi-strategy funds, convertible arbitrage recently went through a 

fairly difficult stretch. During this time many fund of funds decided to redeem 

investments in convertible arbitrage managers, which proved to be a wise decision. 

However, as convertible managers unwound trades in order to meet redemption requests 

the convertible market became somewhat oversold. While multi-strategy funds were able 
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to profit from this opportunity, fund of funds, for the most part, could not. The exception 

of course, would be fund of funds that had extensive investments in multi-strategy funds. 

 

As everyone is quick to point out, hedge funds come with high fees. If hedge fund fees 

truly disturb you, then the double layer paid in a fund of funds may be enough to keep 

your money out of them. Fees for investment in a hedge fund are typically 1%-2% for the 

management fee plus 20% as an incentive fee. Some well respected funds (especially 

multi-strategy funds) charge upwards of 3% and 30%. On top of these fees a typical fee 

structure for a fund of funds is a 1% management fee coupled with a 10% incentive fee, 

though many fund of funds don’t charge an incentive fee. The point is that a substantial 

portion of an investor’s capital is going towards fees, which can be especially 

troublesome in low return environments. On the flip side, a fund of funds is (in theory) 

providing a valuable resource and should be paid for doing the complex and in depth due 

diligence needed when investing in hedge funds. 

 

Unlike a multi-strategy fund, fund of funds typically do not have position level 

transparency across all of their investments and what transparency they do have usually 

comes with a significant time lag. This makes it difficult to manage risk in a dynamic 

way; instead, fund of funds must rely on the underlying managers to report risk 

accurately and to not shift risk allocations dramatically. Some have argued that this 

situation can be remedied by greater transparency. However, as mentioned above, 

liquidity constraints limit how quickly a fund of funds can react to information and it is 

likely that even with more detailed position level information, fund of funds would still 
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be unable to dynamically manage risk and avoid “blow-ups” that result from sudden and 

dramatic changes in risk allocation. 

 

Risk and Return Considerations 

The quantitative measurement of risk and return for different hedge fund and fund of 

funds strategies is outside the scope of this paper. However, a summary of the recent 

work Corbin Capital Partners did in a paper entitled “Hedge Fund of Funds versus Multi-

strategy Hedge Funds” is warranted. According to their work1, over the five years ending 

December 31, 2005, multi-strategy funds returned 9.21% versus 7.36% for fund of funds, 

net of all fees and expenses. However, fund of funds delivered the returns with 

substantially lower volatility and a higher Sharpe ratio. Fund of funds volatility was 

4.97% versus 10.36% for multi-strategy funds giving fund of funds a Sharpe ratio of 1.01 

versus 0.66 for multi-strategy funds. 

 

In addition to increased volatility, multi-strategy funds show a much higher frequency of 

severe drawdowns, giving the distributions for multi-strategy funds much more 

leptokurtosis, or fatter tails. According to Corbin’s analysis, about 90% of fund of funds 

and multi-strategy funds experienced drawdowns of 2% or less over the 5 year period 

ending December 31, 2005. However, roughly 15% of fund of funds experienced 

drawdowns of 10% or less compared to about 50% of multi-strategy funds. The causes of 

this are two-fold; typically multi-strategy funds are levered and fund sub-portfolios are 

usually cross-collateralized. To be fair, some fund of funds apply leverage and overall 

                                                 
1 Corbin Capital Partners used the Altvest database for their analysis. Due to self-categorization of multi-
strategy funds within the database they did have some concerns regarding the complete validity of the 
statistics. However, they feel that in terms of consistency and breadth they are reasonable proxies. 
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they are levered to the degree that their underlying managers are levered. The real issue 

comes down to the lack of cross-collateralization, or that losses in one fund cannot cause 

losses in other, unrelated funds within the fund of funds portfolio. In other words, the 

worst a fund of funds can be affected by an isolated “blow-up” is the size of their 

investment X the fund loss percentage (which is limited to 100%). Therefore, a 10% 

position (very large by most fund of fund standards) can at most cost the fund of funds 

10%. However, a 10% allocation to a sub-strategy within a cross-collateralized multi-

strategy fund could, if substantially levered, cost the fund as much as 100%.  This 

characteristic leads multi-strategy funds to experience outsized losses much more often 

than fund of funds. 

 

Amaranth: A Short Case Study2 

While the topic of this paper was decided months before, September 2006 brought a very 

timely example of multi-strategy fund risk. As most readers of this paper are probably 

aware, a multi-strategy hedge fund named Amaranth blew up in a somewhat spectacular 

fashion over a one week period. When it was all said and done, the $9+ billion hedge 

fund lost roughly $6 billion dollars, mostly due to a levered natural gas relative value 

trade. Amaranth’s story provides a great example of the inherently higher risk of 

investing in multi-strategy funds, especially when compared to fund of funds. In addition, 

it sheds light on how difficult it is to avoid the inevitable fund “blow-up”. 

 

                                                 
2 There is much more to the Amaranth story than is covered in this paper. In the interest of brevity many 
details have been omitted. 
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Amaranth’s seemingly overnight implosion presents an opportunity to explore many of 

the drawbacks to investing in multi-strategy funds mentioned earlier in this paper. First, it 

shows how a seemingly diversified fund can drift into concentrated positions that put the 

entire fund’s capital at risk. Additionally, it shows how leverage can work to erode 

capital beyond the fund’s stated exposure to a sub-strategy.  

 

A look at a risk exposure chart from December 2004 shows Amaranth’s main sub-

strategy risk being convertible arbitrage. This was to be expected, as Amaranth’s founder, 

Nicholas Maounis, spent 12 years managing convertible arbitrage strategies at Paloma 

Partners prior to founding Amaranth in September 2000.  At that time, energy trading 

was not broken out as a sub-strategy; it was most likely being measured under the 

volatility sub-strategy, which accounted for 17% of the portfolio. In 2005 energy trading 

grew substantially as a percentage of capital, ending the year representing 34% of the 

portfolio. Not only did it represent a larger part of the portfolio, it was also now levered 

over 6X. The energy book accounted for over 80% of 2005 profits and the co-head of 

energy trading, Brian Hunter, reportedly received roughly $100 million in salary and 

bonus for the year. As the fund entered 2006 the energy allocation continued to grow, 

reaching a peak of 56% on June 30, 2006 (this is the last report given by Amaranth). This 

allocation was roughly 4.5X levered and was reportedly spread across nearly 7,000 

positions. During this time volatility for the fund began to increase substantially, as the 

fund returned 11% in April followed by a loss of 9% in May, but Amaranth stated that 

they too were concerned and had worked to remedy the issue, outlining the steps they 

were taking to dampen the risk within their energy book. 
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To make a long story short, it does not appear that Amaranth succeeded in dampening 

risk within their portfolio. During September 2006 the fund had a concentrated levered 

natural gas trade that was betting winter contracts would outperform spring contracts. 

The exact opposite happened, creating losses on both sides of the trade. This situation 

mixed with leverage led to losses of nearly 70%, well outside what would be expected for 

a fund such as Amaranth. 

 

In hindsight, there were some red flags raised in the year or so leading up to September 

2006. Brian Hunter, Head of Energy Trading at Amaranth, moving his trading operations 

to Calgary could have been cause for concern, as Mr. Hunter appeared to be exercising 

more and more control in the firm. The increased volatility was also somewhat 

worrisome, as the distribution of potential returns seemed to be getting much wider. The 

growing allocation to energy coupled with increasing leverage should have also caused 

some apprehension. Given this increasing exposure to and reliance upon energy trading, 

many Monday morning quarterbacks have opined that Amaranth investors should have 

seen this coming. There is some validity to this point of view, however, in terms of 

having been able to avoid the situation, practical matters, such as liquidity provisions, 

severely hampered an investor’s ability to act. As was mentioned previously, exiting a 

hedge fund can be difficult due to lock-ups and liquidity provisions. Even if investors had 

decided to exit their position after the spike in volatility witnessed in April and May it 

would been difficult to avoid the September losses. Amaranth offered annual liquidity 

with a 25 month lock-up. Assuming an investor had been invested for 25 months or more, 
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there was a provision for quarterly liquidity but it cost 2.5% of market value to exercise, 

which in hindsight doesn’t seem like much, but at the time would have been difficult to 

justify given Amaranth’s strong performance and supposed risk management changes 

that were being implemented. 

 

For comparison purposes, it is interesting to note how fund of funds performed during 

September 2006. The worst performing funds for the month were of particular interest 

since it is likely that those funds held Amaranth in their portfolios3. A list of multi-fund 

hedge funds4 from CogentHedge.com shows over 100 fund of funds5 lost more than 2% 

during the month. However, only four showed losses of greater than 10%, three of which 

appear to have been levered fund of funds. The remaining fund appears to have been very 

concentrated; likely holding a 20% or more position in Amaranth. The point is that had 

an investor had exposure to Amaranth via a fund of funds, the losses would have been 

substantially lower than if invested directly in Amaranth6. 

 

Conclusion 

This paper has made an attempt to approach the issues one must face when deciding how 

to gain exposure to hedge funds, and more pointedly, the pros and cons of investing in 

multi-strategy funds or fund of funds. It is not meant to advocate one method over the 

other, but instead help the reader to make an informed decision. 
                                                 
3 The HFRI Fund of Funds Composite September 2006 return was 0.00%. Therefore, it seems fair to 
assume that fund of funds with large losses probably had them due to a position in Amaranth, especially 
given the fact that Amaranth reportedly had $6 billion dollars of investment from the fund of fund 
community. 
4 Cogent Hedge classifies fund of funds as “Multi-Fund” hedge funds. 
5 This number includes multiple counts of funds with multiple share classes. 
6 This assumes that an investor was not diversified and instead used Amaranth as their sole hedge fund 
exposure or was concentrated in a few multi-strategy funds. 
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For investors with enough capital to build a diversified portfolio of multi-strategy or 

single strategy funds, the technical knowledge to understand the different strategies hedge 

funds employ and the ability to complete and assess the extensive operational due 

diligence involved when investing in hedge funds, it may make sense to bypass fund of 

funds and build the portfolio themselves. However, if the above is not the case, or if 

minimizing risk is of paramount concern, then the investor is probably best served by 

investing in fund of funds rather than multi-strategy funds. The latter is probably the case 

for the majority of high-net worth individuals as well as small endowments and 

foundations. 
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