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Every other week, it seems, some 
large hedge fund blows up due to 
bad bets. Many investors, including 
supposedly sophisticated ones, are 
losing their shirts. They shouldn’t 

be surprised, because the deck is stacked against 
them from the start. 

BUYING BLIND

To see how vulnerable investors are in this 
market, let’s imagine for a moment that you 

are shopping for a “designer” car. These new-
fangled vehicles have amazing performance, are 
manufactured using top-secret methods, and are 
completely unique. You will never see another 

one like yours on the road. In shopping for such 
a vehicle, however, you run into a problem: nei-
ther you nor your mechanic is allowed to look 
under the hood. What’s inside is a secret and 
must remain so (it’s not protected under patent 
law). Furthermore, you cannot find out how sim-
ilar vehicles have performed in the past, because 
there are no similar vehicles. Finally, the vehicle 
carries no warranty. How much would you pay 
for such a contraption? Probably not much. 

The same logic applies to hedge funds: inves-
tors are not allowed to know how they work, 
every fund is different, and they offer no war-
ranties. In fact, the situation is even worse than 
this, because it is quite easy for a hedge fund 
manager to “fake” high performance over an 
extended period of time without getting caught. 
It’s as if anyone could manufacture a car in his 
garage that appears turbo-charged initially, but 

in reality is cobbled together with spare parts 
and will eventually blow up. Indeed, given this, 
it may seem surprising that the hedge fund 
industry has taken off at all.

HIGH PERFORMANCE FROM HIDDEN BAD BETS

To see how high performance can be faked, 
consider a fairly rare event such as “the S&P 

500 will fall by more than 20 percent in the com-
ing year.” Events like this are commonly priced 
in the derivatives market, and they are the staple 
of many trading strategies. Let’s say for the sake 
of argument that the going price for the S&P 
event is ten cents on the dollar. In other words, 
an option on the event costs ten cents now, and 
pays the option-holder $1 if the event occurs by 
the end of the year, and $0 if it does not occur. 
In effect the market is saying that the probability 
of this particular event is about ten percent. 
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Enter Oz, a strong figure with a smooth man-
ner, a doctorate in physics, and no investment 
talent. He knows about probabilities, however, 
and he is running a hedge fund worth $100 mil-
lion. He decides to write some options on the 
S&P event and sell them in the marketplace. 
In order to meet his obligations to the option-
holders if the rare event occurs, he parks the 
$100 million in one-year US Treasury bills yield-
ing 4 percent. He then sells 100 million covered 
options, which fetch ten cents on the dollar and 
thus net $10 million. He takes this $10 million 
and parks it in Treasury bills too, which enables 
him to sell another 10 million options. This nets 
him another $1 million, which he uses to cover 
incidental expenses. 

Oz then takes a long vacation. At the end of 
the year the probability is 90 percent that his bet 
has paid off: the rare event does not occur and 
he owes nothing to the option-holders. In this 
case the fund grosses $11 million from the sale 
of the options plus 4 percent on $110 million 
in Treasury bills, which represents a handsome 
15.4 percent return before expenses. 

The investors are gratified, and so is Oz. His 
fee is the standard ‘two and twenty’: 2 percent 
for funds under management plus a 20 percent 

performance bonus for returns that exceed some 
benchmark, say 4 percent. He therefore gets $2 
million in management fees plus 20 percent of 
$11,400,000, which comes to over $4 million 
gross and over $3 million after expenses. That’s 
good pay for someone with no investment tal-
ent. Oz is happy that he left physics. 

Oz can then repeat the same gambit next 
year. Since the rare event only occurs with prob-
ability ten percent in any given year, the prob-
ability of a run of good luck is quite high. For 
example, the chances are nearly sixty percent 
that the fund will run for more than five years 
without the rare event occurring, in which case 
Oz makes over $15 million even if no new money 
comes into the hedge fund. Better yet, after three 
straight years of such returns, Oz may find that 
his modest fund has grown enormously as new 
investors clamor for a piece of the action.

The trouble is that the investors do not 
know, and cannot tell, that Oz has no talent. 
They see the returns given what happened, but 
not what could have happened. The returns 
they see look very good and would be very good 
if the risks were sufficiently low, and Oz assures 
them they are. Of course, when the rare event 
does occur, and it eventually will, the investors 

will be cleaned out if they leave their money in 
the fund. Oz, on the other hand, nets over $3 
million in each year before the fund crashes, and 
much more once news of his early successes get 
around. 

While most hedge funds probably don’t 
operate in such a nakedly self-serving way, more 
complex scams of this type probably do take 
place, as MIT finance professor Andrew Lo has 
recently argued. Moreover the outcome for the 
investors is the same even if managers are hon-
est and merely think they can beat the market. 
In our straightforward example, Oz may not be 
a crook; he may merely think that the chance of 
the S&P tanking is much less than ten percent.

The bottom line is that hedge fund managers 
get paid for making bets that put their investors 
at risk, while taking very little risk themselves. 
If the fund blows up, the investors cannot tell 
whether it was due to bad management or just 
bad luck. 

SMALL REGULATORY STEPS

This situation poses some real challenges for 
regulators. For one thing, such practices are 

not fraudulent unless one can prove intent. This 
will be difficult, because the manager can always 
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say he was engaging in arbitrage, that is, he thought 
the odds were better than they turned out to be. 
Another possibility would be to reform the fee 
structure. In particular one might want to penal-
ize underperformance in addition to rewarding 
high performance in order to discourage exces-
sive risk-taking. Unfortunately, however, any fee 
structure that rewards true financial wizards also 
delivers handsome rewards to false wizards, a fact 
we show in a recent paper. Hence changing the 
incentives is not going to solve the problem.

It is a conundrum. We do think, though, 
that some steps toward protecting investors can 
and should be taken. All hedge funds should be 
required to register as soon as they are estab-
lished and to report their returns on a regu-
lar basis. Such tracking would allow potential 
investors to study the records. By itself this 
would not be enough, as the Oz case shows, but 
we would be getting somewhere if new rules 
required managers to keep investors apprised 
of the fund’s downside exposure. Alternatively, 
managers could guarantee that losses not exceed 
a certain level, similar to a car manufacturer 
offering a warranty. 

Although individual hedge funds may drag 
their feet, it is actually in the industry’s best 

interest to encourage greater regulation and 
transparency. Otherwise, a rising tide of failed 
funds could cause a collapse in investor confi-
dence, putting both the good and the bad wiz-
ards out of business.

Letters commenting on this piece or others may 
be submitted at http://www.bepress.com/cgi/
submit.cgi?context=ev.
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