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Abstract: Recently, hedge funds activism has been paid a lot of attention by the mainstream 

media since the middle of last decades. This paper examines changes in the financial market. 

Traditional institutional investor activism was received less concentration and has been of 

marginal importance in corporate governance. In contrast, the brand of hedge funds activism 

is a more aggressive investment vehicle administered by corporate management. During the 

past decades, Hedge funds emerged as played a significant role in both corporate governance 

and corporate control. Hedge funds managers bring about financial and operational reforms 

in the firm. This article analyses operations, values and performance of hedge funds on 

corporation. It explains how and why it differs from traditional institutional activism. The 

thesis of this paper is that although hedge funds have some potential weaknesses in the 

regulatory reform and face the risk that the main assets of the corporation may loss, to a 

certain extent, this activism entails higher benefit that would be fit for the purpose which the 

UK firm hopes to see. In the first part, the success and failure of institutional activism is 

discussed and summarized. We evaluate and analyze many institutions, such as mutual funds 

and pension funds; in the second part, I focus on those areas where the reform process is 

introduced, and I examine the impact of activism on the hedge funds on target firm 

performance and find hedge funds have better incentives than traditional institution activism; 

in the third part, we turn to potential challenges faced by hedge fund activism and evaluate 

hedge fund activism; in the fourth part, I put forward suggestions to strengthen the regulation 

of hedge funds; in the final part, I give a conclusion, and also provide some suggestions. 

Keywords: Influence, Hedge Funds. 

__________________________________________________________________________________________ 

1. INTRODUCTION 

With the rise of the expansive growth of institutional investors and financial reforms, 

institutional shareholder investor activism is not a fresh concept. In the early 1990’s, the 

attitude of institutional investors participating in corporate governance and corporate control 

has changed significantly. Institutional shareholder activism was regarded as an effective 

vehicle of lessening the agency costs generating from the separation of ownership and control 
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at public firms.1The investment strategy of Institutional shareholders moved to the forefront, 

they start to active positively in corporate governance instead of passively complying with the 

wall street rule. Black (1992) and Pound (1992) consider that increased monitoring of 

management by institutional investors could help to enhance corporate performance. 2 In 

addition, institutional shareholders have a more powerful force, they are easier to hold large 

blocks of stock than most other investors.3Acting collectively, these institutional shareholder 

investors would have strong power and incentives to pursue better corporate management. 

4Along the way, some doubt about institutional shareholder activism emerged, The role of 

active institutional shareholders is criticized to some extent. Although, institutional 

shareholders(including pension funds, mutual funds and other investors) hold a large amount 

of shares, most shareholders have a certain, but a very limited function in overt forms of 

shareholder activism such as voting, shareholder proposals, directorial elections,etc. These 

forms of institutions are so called traditional institutional investor activism. In this situation, 

most of the institutions are reluctant to bear the full monitoring costs that would reduce 

portfolio returns, while their competitors could also benefit from it.5 The requirement of higher 

communication and coordination costs will become a huge burden to traditional institutional 

investors. Furthermore, traditional self-interested investor is in conflict with the interest of 

other shareholders. Therefore, after several years, traditional institutional shareholder activism 

turn to have had less influence on corporate governance and corporate control.  

Instead, the rise of hedge fund activism is changing the corporate governance landscape, as it 

has in other few legal and economical communities. 6Hedge fund was emerged in the early 

1950s, however, it was not developed until 1980s. With the development of financial 

liberalization, the hedge fund has a broader investment opportunities and grow rapidly. In the 

1990s, along with mature and diversified financial instruments and the decrease of the threat of 

inflation, the hedge fund entered into the booming stage. Hedge funds have played a crucial 

role in both corporate governance and corporate control. Hedge funds hold a diversified 

portfolio and invest in a variety range of markets. The original intention of hedge funds are to 

regulate risks, they are only available to certain investors and cannot be offered or sold to the 

                                                           
1Black, 1990; Roe, 1991 
2 See Halakah(1996),Karloff, Malachite, and Walking(1996), Gila and Starks(2000), and 

Johnson and Illywhacker(1997). For a counterexample, see Bethel, Kindliness, and 

Doppler(1998). 
3 Gila Stuart L and Laura T. Starks.” The evolution of shareholder activism in the United 

States”, Journal of Applied Corporate Finance, 19(1), 2007, pp55~73.  

4 Rock ,Edward , 1991, The Logic and (Uncertain) Significance of Institutional Shareholder 
Activism, Bridgetown Law Journal, 79, 445-517. 
5 Romano, Roberta, 1993, Public Pension Fund Activism in Corporate Governance 

Reconsidered, Coluber Law Review, 93, 795-853. 
6 April Klein and Emanuel Zur, Entrepreneurial Shareholder Activism: Hedge Funds and Other 

Private Investors, p1.  
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general public.7 Today, hedge funds have triggered a massive shock in boardrooms and forced 

dramatic shifts at many firms. Nevertheless, The hedge fund generated some potential 

problems at the same time. 8The hedge fund activism may give rise to incremental pressure for 

short-term results over more valuable long-term profits. 

The thesis of this paper is that the traditional shareholder activism shift into hedge fund 

activism is inevitable, although some underlying weaknesses of hedge fund activism may 

decrease its effect in the future, to a certain extent, this new shareholder activism would be 

appropriate for the purpose which the UK corporation hopes to see. The influence of 

shareholder activism on hedge fund is effective. In this article, I begin by analyzing the 

development of institutional investors. In the first part, the success and failure of traditional 

institutional activism for corporate governance and corporate control in recent years is 

discussed and summarized. We evaluate and analyze many institutions, such as mutual funds 

and pension funds; in the second part, I turn to focus on those areas where the reform process is 

introduced, and I examine the impacts of the rise of activism on the hedge funds on target firm 

performance for corporate governance and corporate control. Then, I find hedge funds have 

better incentives than traditional institution activism; in the third part, I examine the “dark side” 

of activist hedge fund and turn to the potential challenges faced by hedge fund activism, 

moreover, analyze and evaluate hedge fund activism; In the fifth part, for the existing 

drawbacks of hedge fund activism, I provide some proposals to consummate regulatory 

legislation and strengthen the international cooperation; in the final part, I give a conclusion 

that, although hedge fund activism has better financial and investment incentives than other 

institutions, their activism also give rise to challenges for regulators.  

2. DEVELOPMENT OF SHAREHOLDER ACTIVISM 

As Adel, Enron, and other high profit scandals occurs, firms has recently kept a watchful eye 

on corporate governance. In a broader sense, the Berle and Means model of managers control 

large public companies, is being thrown into doubt. The separation of ownership and control 

creates an agency problem, that corporate managers may maximize their own interest, rather 

than the interest of the shareholder. 9The rapid expansion of modern companies has led to 

corporations must rely on the shareholder of the company to raise capital. This part explores 

the achievement of shareholder activism, and some of the defects and problems existing in the 

traditional shareholder activism. Subsection 1.1 identifies what is shareholder activism and the 

origin of the shareholder activism. Subsection 1.2 introduce the development of traditional 

                                                           
7See Wikipedia, “Hedge fund”<HTTP://en.Wikipedia.org/wiki/Hedge_fund> accessed 

1December 2013. 
8 April Klein and Emanuel Zur, Entrepreneurial Shareholder Activism: Hedge Funds and Other 

Private Investors. 
9 One can conceive of linkages between corporate governance and corporate performance that 

might affect a wide range of social, political and economic issues. See at 

Heep://WWW.sec.gov/spotlight/dir-nominations.HTML. 
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institutional shareholder activism. Subsection 1.3 explores the emergency of institutional 

shareholder activism by hedge funds. 

2.1 What is shareholder activism? 

Shareholder activism could be defined as an investor who tries to influence the corporate 

performance through their ‘voice’, without a change in the control of the corporation. The early 

literature about shareholder activism could be found in 1980’s. 10It arises out of the separation 

of ownership and control, in the situation where shareholders are dissatisfied with the 

performance of the corporate manager and the management of the company. In such an agency 

problem, shareholders tend to have three alternative ways: ‘vote with their feet, that means, 

shareholders simply sell their shares and preferred to ‘exit’ rather than ‘voice’, hold their stocks 

and show their discontent, or to continue holding shares and do nothing. In addition, 

developments in technology have also promote the proliferation of shareholder activism. 

Shareholder activism is regarded as a crucial corporate governance mechanism for corporate 

control and corporate management, and the early shareholder Activism encompasses a variety 

of forms, with actions ranging from buying stock, negotiation and meeting with management, 

and to vote in corporation, etc. Typical shareholder activism includes private and public 

pension funds, such as TIAA-CREF and Calipers. 7That means, typical investors of 

shareholder activism include foundations, the endowment, pension plans and also individuals. 

The development of shareholder activism is divided into three stages: The first stage is the 

budding stage of shareholder activism, the second is the traditional institutional shareholder 

activism, and the third stage is hedge fund activism. 

Early studies found that large shareholders in corporate governance could monitor corporate 

affairs to some extent. However, most empirical research indicates that individual shareholders 

play a limited role in corporate. As individual shareholders are lack of time, capital and 

experience to make full advantages of their rights as shareholders and are inclined to pay little 

attention as long as the corporate provide satisfactory dividends to them.11Also, shareholders 

gain less benefit from the supervision than the burden they bear. Furthermore, legal barriers 

and agency problems limited individual shareholder activism. All of these things lead to the 

shareholders to vote with their feet and do not express their view in an active way.   

2.2 Traditional institutional shareholder activism. 

In the early 1980’s, the agency problems arising out of the separation of ownership and control 

has become increasingly serious and the absence of effective monitoring of management 

greatly weaken the performance of the economy. Individual shareholders simply have little 

effect in the operation of the company. In order to settle these problems, an emphasis was given 

                                                           
10  For survey of this literature, see Gila and Starks(2000, 2007) and Karloff(2001). 
7See B echt, Marco, Julian Franks, Colin Mahler, and Ste fano Roshi,2008, “Returns to 
Shareholder Activism: Evidence from a Clinic Study of the Hermes UK Focus Fund,” 

forthcoming in The Review of Fianchetto Studies. 
11 Mezail, Mahound & Watson, Robert ‘ Wearing Two Hats: The Conflicting Control and 

Management Roles of Non-executive Directors, ” in Leadership, Robert P Zecchino (Eds) 

University of Not re Dame Press, p57. 



Volume 4 Issue 11 2018 

 131  

by the Cadbury Report to lay stress on the role of institutional shareholders to supervise 

corporate management and performance of the agency. Thus, all of these stimulate institutional 

shareholders to participate in the corporate management. 12  The increasing shareholder 

activism by institutions also has been in line with the vigorous growth in institutional investor 

holdings. These active institutional shareholders include some professional institutions, such 

as “United Shareholders Association”, “Investors’ Rights Association”. In addition, A few 

large pension funds and mutual funds has become the main body of shareholder activism. 

Institutional investors hold large blocks of stocks than most of the other shareholders, and also 

acting collectively. These institutional investors that mastered half of publicly traded equities 

in the US are an exception to the small, isolated individual investor. Thus,13 institutional 

investors has become the natural candidates to monitor the managers. In theory, these 

institutional investors would be powerful and have incentives to pursue better corporate 

governance and to drive corporate managers to seek the goal of shareholder wealth 

maximization.  

2.2.1 Why and where there is institutional shareholder activism. 

Institutional Shareholder monitoring is one of the imperfect constraints on the manager of the 

company. The other inhibitions although could be powerful if a corporation or its management 

does not run for the interest maximizing path. However, it is often inoperative if the only 

company operate normally, but yet shareholder does not satisfied. Therefore, The other 

constraints could simply become complement rather than replace institutional shareholder 

activism. Institutional shareholder monitoring will not make the company follow misconduct 

of the managers and would seek the original pursuit of the corporation. It can be an effective 

alternative to hostile takeovers or corporate bankruptcy constraints.  

Institutional shareholder supervision could decrease the cost of capital. Good supervision may 

reduce the risk, and accordingly, there is the risk-adjusted costs, of equity capital.14 Also, 

institutional investor’s voice reduce the conduct of short-sighted shareholder and manager. 

Along with the increase in comminication and coordination between shareholders and 

managers, managers will concentrate themselves on long-term performance. 15  

Institutional shareholders voice could also intensify other aspects on the corporation. 

Shareholders could impose restriction on manager-sponsored antitakeover devices, therefore 

                                                           
12 Parkinson, J.E.,’ Corporate Power and Responsibility’ 1st Edition, 1993, Oxford University 
Press, p56. 
13 In 2001, institutional investors held 55.8% of the publicly traded equities in the U.S..See The 

conference Board : Institutional Investment Report, March 2003, at 32. 
14 See W. Carl Ester & Timothy Lumberman, Cross- Country Differences in the Cost of Capital: 

A Survey and Evaluation of Recent Empirical Studies, Journal of Applied Corporate Finance 5, 

no.2 at 29-41(1992).  
15 This is true with regards to heavily indexed pension funds who engage marginally in active  

trading and whose investment horizon is naturally long.  
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maintain the vitality of corporate management. 16If shareholders could have great impact on 

the corporate control, the managers of the corporation will exert themselves to stay in the 

company for a prolonged period of time.  

At this stage, it is important to note that institutional activists prefer to seek poor performance 

company, including low profit margins, the decrease of sales growth, lower returns on equity. 

These corporations have a low returns and growth on sales, but not the worst company. Recent 

study by Paul Gompers et al show that corporations whose managers enjoy more protection 

from takeovers are more inclined to participate in empire-biding.17 Most target companies are 

large corporations, also has a quite high proportion of institutional investor holdings. When the 

performance of activist is accepted, the action from the market is not obvious.18As a result, 

there is no evidence that shareholder proposals have short-term effects on stock value. 

However, if the shareholders take the way of communication with management, the reaction of 

the market will be more obvious. From the perspective of long-term equity returns, although 

the conclusion about this is different, there is no convincing evidence to suggest that 

shareholder activism could bring long-term returns. 

In a number of institutional investors, activist bill mainly comes from the state and local 

government pension. Although public pension funds face less conflicts of interest when 

selecting managers, only a few of the institutional investors will dedicate themselves in 

shareholder rights. Most of the institutional investors are reluctant to bear its own significant 

monitoring cost and communication cost that would depress portfolio returns, while not just do 

beneficial to themselves, but also their competitors. These traditional institution activism 

proved more difficult then initially expected. Furthermore, troubles in the process of 

coordination is inevitable, also institutional activism created its own set of agency costs on 

account of public pension funds were pursuing their own interests in conflict with those of 

other shareholders.19 

The Cadbury Report considers that institutional investors could monitor effectively if they 

regard their block of stocks as long term and are willing to suffer losses and incur extra 

expenses in administering corrective action. However, the biggest weakness in this report is 

that why, when individual shareholders are reluctant to incur expenses, should the institutional 

investors do it for them? Criticisms of shareholder activism believe that institutional 

shareholder investors have an excessive concern in short-term corporation performance that 

results on the manager of the firm to pursue short-term earnings at the expense of long-term 

                                                           
16 There is evidence of the correlation between anti-takeover protection and lower firm value. 

This evidence indicates that the aggregate effect of management insulation on shareholder 

value is negative.  
17 See Paul Gompers et al., Corporate Governance and Equity Prices, 118 Q.J. Econ. 107, 111, 
129 (2003). 
18 Guelderrose, Diane and Hawkins Jennifer “ The motivation and impact of pension fund 

activism”, Journal of Financial Economics, 52,1999, p293~340. 
19 Black, Bernard S., 1998, Shareholder Activism and Corporate Governance in the United 

States, The New Palgrave Dictionary of Economics and the Law, Peter Newman,ed, p459-465. 
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value in decision-making. Drucken strengthens the view, he believes that “the pension fund are 

not willing to become ‘owners’ of the company”, they just play the role of investors.20 

Therefore, they do not want the control of the corporation. Also, Researches by Gila and Starks 

Found shareholder proposal have focused on three aspects during 1980 to 1990: abolish the 

regulation of boycotting mergers and acquisitions, the adoption of cumulative voting, and more 

independence of the board of directors. The approach of institutional activists become more 

moderate in 1990s, shareholder start trying to communicate with managers and the board of 

directors, also they attempt to remind the existing problem in the company via the media. 

Whether shareholder activism could affect the performance of the company? From the existing 

study, there is lack of powerful evidence to support this proposition. Nonetheless, in terms of 

specific corporate governance, the company under institutional shareholder activism is better 

than the general business operation. However, Divestitures of target enterprise happen more 

frequently and the restructuring of organization structure and employee dismissal of the 

different enterprise is obvious different. In addition, there is little evidence to show that the 

company’s executives affected by shareholder activism, also the payment of the chief 

executive officers does not change significantly. All in all, at this stage, each institutional 

shareholder investors is influenced by its own interests and other factors, the results of 

shareholder activism is varies. Therefore, the effect of traditional institutional shareholder 

activism on corporate governance is not completely effective.   

2.3 Shareholder activism by the hedge fund. 

With the emergency of a series of accounting scandals, such as Enron, shareholder activism 

developed into a new stage and shareholder rights get great expansion. Numerous studies 

indicate that shareholder proposals increase the possibility of re-election the board of directors 

and the rise in the stock option of the employee. 

In the late 1990s, the decrease of the world inflation creates a good financial environment. 

During the US bull market of the 1920s, investors have a large amount of investment vehicles. 

The evidence generally indicates that financial instrument is become mature and diversify. Of 

that period, institutional shareholder activism is positively associated with hedge fund which 

was early founded by Benjamin Graham and Jerry Newman.21 Hedge fund activism has 

received a lot of attention in  legal and financial communities and was considered as the most 

dynamic and  shareholder activist at that time.22 It has effective influence in the business 

strategy and management of firms. Although hedge funds have emerged in the late 1940s, the 

hedge fund has entered the phrase of vigorous development during the past decade. The 

number of hedge funds increased significantly, the amount of hedge fund assets reached as 

                                                           
20 Drucken, P.F., ‘ The Unseen Revolution: How Pension Fund Socialism Came to America,’ 

19756, London: Alemanni 
21 Commentary by C het Currier- 29 September 2006. “ Buffer Says Hedge Funds Are Older Than You Think C 

het Currier”.  
22 See, for example, Thornton, Emily and Susan Zegal. “Hedge Funds: The New Raiders, ” Business Week, 

February28, 2005, and Worden, Nat. “ Riding the Right Coattails,” The Street.com, March 28, 2005. 
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much as 1.96$ trillion at the end of 2009. 23Hedge fund activism has gradually become the 

main implementation of corporate activism. After 2000, more than 80% of the positive 

movement is launched by hedge funds. Institutional investors to hedge funds as the main body 

of the shareholder activism is quite different from the traditional institutional shareholder 

activism.  

3. DEVELOPMENT OF INSTITUTIONAL SHAREHOLDER ACTIVISM BY 

HEDGE FUND 

There is no exact definition of hedge fund that is generally accepted. 24 The original intention 

of hedge is to prevent the loss in the gamble by adopting the method of speculative bets on both 

sides. 25They have been broadly defined as an investment vehicle based on the latest 

investment theory and extremely complex financial market operation skills, making full use of 

various financial derivative products on leverage effect. 26It is an investment model that bears 

the high risk and pursue high-yielding. The rise of hedge fund keeps up with the trend of the 

investment environment and international economic situation, it is apparent that institutional 

shareholder activism by hedge funds make a great contribution to corporate governance and 

corporate control. Hedge fund is different from the traditional shareholder activism in many 

aspects. For example, unlike mutual funds, there is no requirement on hedge funds to register 

with the SEC and disclosure of the investors’ asset holdings. This is mainly because hedge 

funds are not onshore corporations that has limited partnership with no more than 500 investors. 

Also, hedge fund could not  set up on a tax neutral jurisdiction or offshore financial center that 

provides investors a way to invest outside their own countries under the protection of some 

specific legislation. Therefore, investors could get the maximization of the tax liability. 27This 

part will discuss the background of shareholder activism by hedge fund, subsection 2.1 will 

analyze the feature of the hedge funds. Subsection 2.2 presented in detail the different types of 

hedge fund approaches. The analysis indicates that these describes as hedge fund activism 

could be divided into four quite different strategies. The importance of describing these types is 

attributed to varied strategies. 

3.1 The feature of institutional shareholder activism by hedge funds. 

The existing institutional shareholder activism by hedge funds has four notable 

characteristics:28 

                                                           
23

 Abide, Angel (June 2006). “ Demystifying Hedge Funds”. Finance& Development. 

Retrieved 3 March 2011. 
24 See Staff Report to the United States Securities and Exchange Commination, The 

implications of the Growth of Hedge Funds (September 2003). 
25 Nandita Das, Essays on Hedge Funds, a Dissertation for the Degree of Doctor of Philosophy 

in Business and Economics, Lehigh University, June 2003, p14 
26 See Wikipedia, “Hedge fund”<HTTP://en.Wikipedia.org/wiki/Hedge_fund> accessed 

1December 2013. 
27 See Wicketkeeper HTTP://en.Wikipedia.org/wiki/Offshore_company 
28 Claude Niedner, Hedge Funds Prosper under New Regime, International Financial Law 

Review, July 2013.  
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·The complexity of investment activities  

·Highly Leveraged Investment Effect  

·Private property  

·Concealment and flexibility of its operation  

These features are discussed in detail as follow. 

3.1.1 The complexity of investment activities. 

The structure of the financial derivative instrument in recent years has become increasingly 

complex and patterns have been renovated constantly, such as futures and options has 

gradually become the main operating tools of hedge fund. 29These derivatives are designed to 

hedge risk. However, because of its low cost and high return characteristics, it has become a 

useful instrument in many modern hedge fund speculations. According to market forecast, 

hedge funds will set these financial tools with complex combination to invest. 30 

3.1.2 Highly leveraged investment effect. 

The typical hedge funds often use bank credit which often expand the investment funds several 

times or even more to achieve the purpose of maximum returns.  31Hedge funds can make use 

of funds’ assets mortgage expediently due to high liquidity of securities assets of hedge funds . 

The capital of $100 million hedge funds could be repeated mortgage securities assets, lend up 

to billions of dollars in cash. Because of the existing leverage effect, net profit in a deal is much 

greater than just using only $100 million of capital. However, hedge funds are also confronted 

with excessive huge risks due to leverage effect when the operation of the corporation is 

improper.32 

3.1.3 Private property. 

The organizational structure of hedge fund is generally limited liability partnership. Fund 

inventors provide capital to join the partnership and supply a large amount of money, but they 

do not participate in the activities of investment. While fund manager that responsible for the 

fund’s investment decisions afford not only the capital , but also skills.33 Hedge funds on 

operation requires a high degree of concealment and flexibility, therefore, the partner of the 

hedge fund is generally controlled under 100 people in United State and contribution of each 

partner is more than $1 million. Hedge funds are private property, it avoid strict information 

disclosure requirements on public funds in the law. Due to the high risk of hedge funds and the 

complex investment mechanism, many western countries prohibit the public offering fund to 

the public, so as to protect the interest of ordinary investors.34 

 

 

                                                           
29 Ibid  
30 Ibid 
31 William P. Osterberg, James B. Thomson, The Truth about Hedge Funds, Federal Reserve Bank of Cleveland, 

MAY1,1999 
32 Ibid 
33 Xun Li, Research on the Legal Issues of Hedge Fund Regulation, 2010, p12. 
34 Ibid  



Volume 4 Issue 11 2018 

 136  

3.1.4 The concealment and flexibility of its operation. 

The difference of shareholder activism by hedge fund and securities investment fund of 

ordinary investors not only lies in the fund investor, the fund-raising way, information 

disclosure, and regulated rules, but also exists in the fairness and flexibility of investment 

activities. 35Securities investment funds tend to have a clear definition of portfolio, that means, 

there are concrete schemes in the selection and proportion of investment tools, such as balance 

fund, high growth fund. 36At the same time, mutual fund could not make use of credit funds to 

invest, while hedge fund do not have these limitations and could take advantage of all the 

operational financial instruments and portfolio. In order to gain excess returns that is higher 

than the average profit of the market, hedge funds make the most use of credit funds . Due to 

the high concealment, flexibility and leverage effect on its operation, hedge fund played an 

significant role in speculation in the modern financial markets. 37  

After hedge fund investors found the characteristics of these financial derivatives, they start to 

change the investment strategy. The investment strategy of hedge transaction transformed to 

rely on a large number of transactions that operate the related financial markets, thus, 

benefiting from their price changes.  

3.2 The category of institutional shareholder activism by the hedge fund. 

There are a broad range of trading strategies of hedge funds, but make an exact classification of 

them is quite difficult due to the rapidity with which they change and evolve.38There are as 

many as 20 hedge fund investment strategies in recent years, the main methods could be 

divided into the following four. These four kinds of investment vehicle is distinguished by way 

of investment style, their own investment risk and return characteristics.39 

·Global Macro  

·Directional 

·Event-Driven 

·Relative Value 

3.2.1 Global macro. 

Global macro is a top-down analysis of the economic and financial system, and also a way of 

investment to buy and sell according to the main trend of political and economic events. 

Certain positions were taken by Hedge funds for using a global macro strategy in share, the 

bond or currency market, so as to generate a risk-adjusted return.40 Global macro is a popular 

                                                           
35 Anthony P. Hanlon, Proposals for Reform of Hedge Fund Regulation, Cambridge, Massachusetts, April 24, 

2002,p. 13. 
36 Ibid  
37 Ibid 
38 Laertes, Deo. “An Introduction to Hedge Fund Strategy”. The London School of Economics 

and Political Science. International Asset Management Ltd. Retrieved 17 March 2011. 
39”Hottest alternative? Managed- futures funds, research shows" Investment news 10 October 

2010. Retrieved 31 March 2011. 

 
40 Bakerton, Michael( September 2008). “Hedge Fund Strategies Guide”. Antagonize Business 

School.  

http://www.investmentnews.com/article/20101010/REG/310109957
http://www.investmentnews.com/article/20101010/REG/310109957
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hedge fund strategy, but it does not guarantee that it will only earn and not to compensate. 

Because the market itselves is volatile, the intervention of government might interfere with the 

market, thus, reverse the favorable trend.  

However, compared with the influential of single securities, the trend which is the basis of the 

global macro investment is much more widely. Also, it changes more slowly, such as 

commodity price, inflation, exchange rate and the economic growth rate. 

Global macro strategy is often classified as discretionary and systematic approaches. 41 

Discretionary trading is conducted by the investment manager to identify and make choice of 

investment. While systematic trading based on the mathematical model and automatic 

programming. It is carried out by software with limited human involvement. 42  These 

approaches could also be divided into trend or counter-trend method, this mainly depends on 

whether the funds in an attempt to profit from the following trends or aim at profiting from  

reversals in the trend. 43 

Global market strategists analyze dozens of markets around the world, including stocks, bonds, 

interest rates, foreign exchange market and investment trends. They could do more empty or, 

according to particular trends such as inflation or a subsequent overvalued market impact, and 

invest in positions which they think there are profitable assets. They can also establish reverse 

positions to hedge portfolio risk. As a result, the return that global macro strategy created is 

more stable and lucrative than almost all other hedge fund strategies . 44 

3.2.2 Directional. 

Directional investment strategy is based on the volatility of the market. It could utilize a 

computer model, also investment targets could be selected by the fund manager. Compared 

with the market neutral strategy, this kind of strategy is closely influenced by the overall 

market fluctuation. 45Directional investment hedge fund strategies including hedge funds in 

the United States and the international shorting stocks. 46 

Directional investment strategy could be divided into several sub-strategy, such as emerging 

market funds focused on China, India and other emerging markets. 47  Whereas fund 

investment concentrated on science, technology, industry, medical, biotechnology, energy and 

metals, etc. The growth of its earnings is higher than the market or related sectors of the 

company by using a “fundamental growth” strategy. While funds that using a “fundamental 

                                                           
41 Coggan, Philip(2011). Guide to Hedge Funds(2nd ed.). The Economist Newspaper Ltd.  

 
42 Ibid 
43 Incoherent, Alexander(2002). Absolute Returns: the risks and opportunities of hedge fund 

investing. John Wiley& Sons. P.192. ISBN 0-471-2510-8. 
44 Ibid 
45  Laertes, Deo, “ An Introduction to Hedge Fund Strategy.” The London School of Economics 

and Political Science. International Asset Management Ltd.  
46 Cog gan, Philip (2011). Guide to Hedge Funds (2nd ed.) The Economist Newspaper Ltd.  
47 Walker, Stephen (2010). Wave Theory For Alternative Investments. McGrann-Ail 

Companies. P.351.   
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value” make an investment in undervalued corporations. 48  Funds that use quantitative 

technology is regarded as utilizing a “quantitative directional” stock trading strategy. 49 Also, 

funds that make use of a “short bias” strategy utilize declining stock prices using short positons. 

50  

3.2.3 Event-driven. 

Event-driven could be defined as a strategy to make decisions in the process of continuous 

transaction management , which follow the event on current point in time. It takes advantage of 

available resources and perform the related tasks. 51 Event-driven funds based on the 

difference between the control of corporate securities by market and the actual value of 

securities, also the return between price and value before and after the event. These strategies 

concentrate on the corporate events include consolidation, enterprise merger and acquisition, 

the bankruptcy of the corporation, reorganization, financial restructuring, asset reorganization 

and stock repurchase, etc.52 The transactional activities of the corporation generally fall into 

three categories: distressed securities, risk arbitrage, and special circumstances.53 A distressed 

strategy is an investment involved in the trade that bonds or loans deal at a discount in a 

situation where companies are facing bankruptcy or severe financial crisis.54 55Risk arbitrage 

usually involves two or more than two of the merging company’s shares, it utilize the market 

discrepancies between acquisition price and the price of the share.56 Special circumstances are 

event that will affect the value of the shares of a company, such as restructuring deal of a 

company or enterprise . To make full use of special circumstance, the hedge fund managers 

must determine the upcoming events that will increase or decrease the value of the 

corporation’s stock and stock related instrument. 57 

As event-driven funds tend to keep low correlation with index as well as the trend of relatively 

stable earnings. At the same time, the income is relatively high , Therefore this strategy is 

common for the use of leverage. 58  Compared with traditional stock investors, large 
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institutional investors such as hedge funds are more inclined to pursue event- driven strategy, 

because they have the expertise and resources to analyze business activities. 59 

On the one hand, event-driven foundations use discount buying corporate debt, it usually get 

profit at a relatively high price after the market confident in the corporation. Funds, on the other 

hand, make full use of the company’s merge and acquisition opportunities to seek the 

differences between the purchase price and the current corporate shares.60 They will evaluate 

risks and returns, and trade where there is a relatively certain arbitrage opportunities. It could 

got arbitrage through the calculation of financial model. It also should be pointed out that there 

exists a certain degree of risk on merge arbitrage, that is, the risk of the unsuccessful trading 

when the market crashed, out break of the war or due to other factors that the parties could not 

reach an agreement. Thus, in general, event-driven foundation is equipped with professional 

legal adviser and cases of trading risk assessment. 61 

3.2.4 Relative value. 

Generally speaking, relative value strategy gain profit by utilizing the pricing error between 

associated securities.62 This means, we will first identify whether the value of a stock is 

overvalued or the value of a stock is undervalued, then buying undervalued securities or 

shorting overvalued stock until the price of them become convergence and unwind, thus 

acquiring small spread income. Based on this simple definition, the relative value strategies 

could be summarized as having the following features. Relative value strategies fund do not do 

market transaction directly and do not predict the up or down of the market or stock.63 It focus 

on analyzing the relation between the change of the associated stock price, and holding both 

long and short positions with low correlation of the market. Relative value strategies gain profit 

after associated securities tend to be convergent. If the direction deviated and there appeared a 

small probability event, asset prices cannot convergency, and losses will occur. The long-term 

relative value strategies which utilizes this principle is the most famous relative value strategies 

of hedge fund in the history. In this case, long-term capital management companies went 

bankrupt and was acquired due to small probability events and high leverage effect. 

The relative value of oversea hedge funds in the common strategy mainly includes three 

categories, equity market neutral, convertible arbitrage and fixed-income arbitrage.  

Pairs trading and statistical arbitrage is the most commonly trading technology used by equity 

neutral fund managers. Pairs trading is the basic ways of stock investment for those who are 

undervalued or have accelerated the growth of performance of the company. While statistic 

arbitrage lies on the number of trading technology, which analyze the intrinsic value of the 

stock. Once  the price of stock beyond their history ratio under the model calculation, there will 

be transaction for long and short. The reason for this is that the stock price is expected to return 
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to a certain level. 64The difference between pairs trading and statistical arbitrage is that pairs 

trading is based on the fundamental analysis of more long-term behavior, while statistical 

arbitrage is capturing the behavior of short-term trading opportunities through computer 

modeling.  

The most common form of overseas convertible arbitrage trading refers to the long holding 

bonds, and holding a convertible stock to hedge risk at the same time. In addition, it could also 

take advantage options to achieve the purpose of the hedge. Fixed-income strategy is used to 

find all the small gap between fixed income securities. This strategy is one of the most 

frequently used fixed income instruments, which include: treasury municipal bonds, 

mortgage-backed securities, corporate bonds and others. 65 

Relative value strategy has its own style and characteristics, the advantages and disadvantages 

of relative value strategy mainly embodies in the following aspects. First, there is a little 

correlation between the performance of the strategy and the market. The market movements 

will not impact on the product of the strategy. 66So in a bear market, the strategy is potentially 

attractive to investors and relatively conform to the demand of steady investors. Second, the 

performance of volatility of the product under this strategy is quite low. The goal of relative 

value strategy is to pursue a kind of relatively stable profit. As usual, the performance of the 

relative value strategy does not generally jumped up and down. Also, in most cases, relative 

value strategy has a relatively steady growth. Third, because of the above two features, relative 

value strategy is a kind of good varieties of asset allocation. If added to the portfolio, it could 

better improve the overall risk-adjusted returns and reduce the portfolio’s volatility at the same 

time.  

In addition, there also exists certain risks. First, it faces risks in choosing model. This strategy 

is usually with the aid of a computer model to achieve, therefore, in the process of changing 

market, there is a possible failure phenomenon in choosing a model and a statistical arbitrage 

model. This phenomenon may bring certain loss to the product, therefore hedge fund managers 

should have enough experience and methods to adjust. Accordingly, when choosing a product 

of this strategy, it is not a short-term product profit margins, but a stability and continuity of the 

performance of the product. It also represents when the risk occurs, fund managers could 

quickly adapt and adjust. 

Second, the impact of convergence is also a risk factor. This refers to the price movements 

which associated with securities. For some reason it does not lead to the condition of the 

convergence,the combination of long-holding managers decline, while the combination of a 

short rise. This may ultimately make it hard to convergence and lead both of them losses. 

Although from the statistical point of view, there is only a small probabilityn that it could 

happen, fund managers are required to use portfolio strategy to prevent it in advance.67 When 

there is only one or one kind of strategy, the loss could be fatal, however, if there is a 
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combination of strategy, when a certain strategy risk occur, the impact on the overall portfolio 

will not be significant. In addition, to obtain higher profits, this strategy will amplify leverage 

effect, that means, if the leverage ratio is too high, even when there is only a small risk, it could 

also appear large losses.  

Third, the risk of scale exists in this strategy. Different strategy has its size tolerance and 

sensitivity, the sensitivity of relative value strategy are more obvious, when the scale reaches a 

certain degree, a new strategy and variety to the configuration will appear. Therefore, to some 

extent, investors will consider size as an important factor when pay attention to this kind of 

product. Fourth, compared with other strategies, relative value strategy is a strategy which is 

relatively more imperious to seek for computer automated trading, especially statistical 

arbitrage strategy. The requirement of speed and efficiency of computer trading is higher than 

other strategy. As a consequence, the powerful IT trading system is also an important element 

to examine whether the hedge fund could maintain long-term and continuous development. 68 

3.3 The advantages of corporate governance by hedge fund. 

The participation of Hedge funds in corporate governance has great advantages. There is great 

distinction between participation of hedge funds in corporate governance and the traditional 

institutional shareholder activism. These differences are worth mentioning. 69 One of the 

biggest distinction is that hedge funds are not affected by the provisions of the Investment 

Company Act and do not fall under the restriction of  regulation. At the same time, they often 

allowed to use leverage margin to produce the maximum trade size and make short sales. Also 

hedge funds posses some investment strategies that are not available to other institutional 

shareholders.70 Also, the significance of these two strategies- leverage and short selling 

increase rapidly in recent due to several causes.   

3.3.1 The difference between institutional shareholder activism by hedge funds and 

traditional institutional shareholder activism. 

From the experience of the mature market, pension and mutual funds play a significant role in 

the process of participation in governance.71 However, hedge funds may be more active in the 

governance of listed company due to their different characteristics. First, the strict legal 

restriction of pension funds limit its performance in the governance of listed companies. While 

hedge funds are more likely to participate in the operation of company governance, because 

hedge funds have looser regulation and operating more secretive. Take mutual funds as an 
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example, there is a requirement to disclose shareholder holdings and adopt combined 

investment by using decentralized ownership, also the investment portfolio of a corporation’s 

stake can not exceed a certain limit etc. All of these institutional restrictions make the 

participation of mutual funds in corporate governance not enough positive. 72By contrast, the 

requirement of laws and regulations on the disclosure of hedge funds and concentration of 

ownership are much more looser. Hedge funds could hold a certain proportion of the stock 

without displaying to the public and enhance the impact on the firm. Also, hedge fund with 

single stock only need to be disclosed when the amount is more than one hundred million in US. 

In terms of portfolio, hedge fund does not need to strictly comply with the requirement of 

combined investment and managers could invest without considering the problem of 

proportion.  

Second, the profit pattern of the hedge fund is quite different from a mutual fund, it gives hedge 

funds more enthusiasm and power to participate in corporate governance. The mutual fund 

charge a fixed fee in accordance with the asset scale of the management, it tends to focus more 

on increasing asset rather than keeping a watchful eye on management of capital profit margin. 

While in terms of hedge funds, it mainly depends on the performance fee, this makes the hedge 

funds have strong incentives to promote the corporate governance. Also, there exists alarming 

incentive fees between hedge funds and customers, thus, hedge funds are motivated by 

corporate governance. 73 

3.3.2 Reasons for the significance of hedge funds. 

In the first place, although the assets under the management hedge funds are smaller than that 

of mutual funds, hedge fund could utilize leverage and financial derivatives to obtain large 

positions. For instance, a famous fund, Long-Term Capital Management, borrowed more than a 

few times the number of funds that of their capital- at one time it was leveraged 100-to-1.74 In 

2006, Despite a decline in the use of leverage effect, hedge funds under management still have 

more capital in comparison with Long- Term capital management, including some hedge funds 

families under management with more than 10$ billion. The leverage effect of hedge funds 

could also improve its ability to concentrate on specific corporations. Hedge funds are more 

likely to keep greater concentrated equity positions than traditional shareholder investors with 

a large amount of capital under management, because hedge funds are more likely to pay 

attention to absolute returns. This allows them to seize a large proportion of any target 

company value that produced by hedge fund activism. The last influence of the leverage effect 

is that it enables hedge fund to trade more frequent than any other institutional investors. 

Therefore, hedge funds accounted for about half of the deal in stock exchange, at the same time, 

hedge funds also participate quite actively in the activities in the derivative market. Because of 

their active trading, there produces considerable bank fee income for investment banks. In 
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order to compete for hedge funds, these investment banks provide institutional brokerage 

accounts and the first-hand research date about a potential ownership of the target company to 

hedge funds. A reward will be given to investment bank for successfully identified the most 

promising investment opportunities.  

In addition, although there are many rules and regulations of prohibitions that large 

institutional investors can not undertake short positions, hedge fund are free from these 

regulations and could take short positions. This is because hedge funds could sell their shares, 

and they could be engaged in a large number of strategies which other institutions are unable to 

get. Recently, as a decline in the cost of holding space and the expanding in the market, hedge 

funds could obtain more advantages than these institutions that could not short stocks. The U.S. 

Securities and Exchange Commission has eased some restrictions on short selling practice, 

which gives the market a wider space. 75 

Furthermore, Hedge funds frequently use financial derivatives to gain short positions, they 

play an active role in the loan market, and get a preferential treatment loan deal from these 

financial institutions that hold brokerage accounts. Also, it is much easier and cheaper for 

hedge funds to short stocks than any other institutional shareholders.   

3.4 Regulations for institutional shareholder activism by hedge funds. 

With the unique investment strategy, operation mechanism and good performance, hedge funds 

greatly attracted investors around the world in recent years. 76However, the risks of frequent 

big deals of hedge funds, its increasingly close partnerships with large financial institutions and 

unregulated free investment activities have caused a certain degree of threat for a country’s 

financial system and international financial market stability. The southeast asia financial crisis, 

the failure of LTCM, the event of Amaranth continually reminds financial institutions to keep a 

watchful eye on the regulation of hedge funds. Under the operation of the managers, these large 

hedge funds that could promptly raise sums of funds in the short term, is easy to bring trouble 

to financial markets. If hedge funds concentrates on the countries and regions that exist great 

defects of the financial system and instability of macro economic, it could lead to the national 

and regional economic collapse. Hedge funds was included in the scope of regulation in the 

London financial summit in April 2009. After the outbreak of the financial crisis, some 

countries and international organizations also have issued a number of legislation to regulate 

hedge funds. But overall, these measures are still limited to the provisions of the framework, 

the substantial regulation is still not in operation. This part will give some suggestions based on 

the risk attributes of hedge funds, it will focus on the problems of hedge funds and discuss the 

method of supervision and regulation that comply with the existing legislations. 

3.4.1 Present situation and insufficiency of the regulation of hedge fund. 

Facing the risks of highly leveraged institutional management, the supervision mode and 

attitude of national and international regulatory is quite different. In 2000, considering the 

performance of industry organizations, international organizations and the Basel committee on 
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banking supervision, Financial Stability Forum passed a series of highly standards advice for 

systematic risk and market instability caused by hedge funds. 77 Whereas, The Financial 

Stability Forum does not give recommendation to regulate the highly leveraged institution 

system directly, because it believes the highly leveraged institution works generally for 

wealthy individuals or institutional investors, and it hopes these mature institutional investors 

have enough capital to exercise appropriate attention. In addition, in the perspective of the 

Financial Stability Forum, these direct specifications could induce ethical disasters and reduce 

the concern of investors and traders. The trend of direct legal regulation had appeared in the 

international financial market. The leaders of G20 propose that managers of hedge funds 

should register and disclose relevant informations, such as leverage and liquidity conditions as 

well as the possible risk evaluation system. Hedge funds need have certain ability of risk 

management at the same time. G-30 report suggested that manager with a large amount of 

borrowed capital are required to register carefully to appropriate regulators. These regulators 

have the right to request managers to provide regular reports, public disclosure about its scale, 

investment style and information about borrowing. G-30 also considers that cautious regulators 

are eligible to require these funds with potentially systematic significance to establish 

appropriate standards, such as the capital requirements, liquidity and risk management. It also 

provides financial intermediaries risk management procedures, credit assessment, risk 

measurement, collateral management and appraisal. Thus, the Basel committee and IOSCO 

developed detailed supervisor principle. 78 

The hedge funds report released by the IOSCO technical committee proposed six high standard 

rules for hedge funds in June 2009. These six standards are as follow. (1) hedge funds and its 

managers or consultants are required to have mandatory registration(2) Registered hedge fund 

managers or consultant should meet the requirements of appropriate continuous supervision in 

the following respects. a. Organization and operation standard; b. Conflict of interest, and other 

business processing rules; c.provide information to investors d. Prudential regulation(3) Prime 

brokers and banks that provide financing should carry out compulsory registration and subject 

to regulatory oversight and management. In order to monitor the credit risk of counter-party, 

these institutions shall establish efficient risk management system and control measures. (4) 

Hedge fund manager or consultant should expose relevant informations concern about 

systematic risk, including systematic risk identification, analysis and resolve(5) Regulators 

should be encouraged and consider the consistency of management procedures and 

implementation(6) Regulators are responsible to cooperate with each other and share 

information at appropriate time, therefore, global active managers or consultants could conduct 

efficiently and effectively and find the activity of hedge funds, credit risk or exposure risk 

caused by the system. 79 
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3.4.2 Difficulties of hedge fund regulation. 

Numerous types of hedge funds seek the unified method to regulate. However, hedge funds as 

an alternative options of financial investment will continue to survive and develop. 80 The 

future development of hedge fund mainly depends on several factors, such as the future 

economy, the development of the financial regulatory environment and the evolution of the 

investment strategy. In view of this, to monitor the hedge fund will encounter many obstacles. 

81 

offshore set are easy to evade regulation  

The management of global hedge fund assets mainly concentrated in the aspect offshore funds. 

To set up the offshore fund has both advantages and disadvantages. These countries usually 

posses weak regulatory power to supervise on account that the regulation of the offshore fund 

by regional capital market is relative loose. The offshore hedge fund could absorb the capital of 

investors in the United States and also oversea investors. It could be traded not only in the U.S. 

market, but also in Europe or Asia. Meanwhile, it could also absorb through assets mortgage 

loan besides its own funds, therefore relationship between banks and funds become more 

complex, it also increase the difficulty of the regulators to assess risk. 82 

The trade-off between safety and efficiency affect the efficiency of regulation  

There is a contradiction between safety and efficiency in financial regulation. The trade-off 

problems exists on the financial status of different countries in different period. Although 

hedge fund involves risks, it promotes price discovery and help to improve the efficiency of the 

market. Hedge fund plays an irreplaceable positive role in the global market. Hedge funds that 

active in the global market across boarders, time and industry objectively adjust the imbalance 

between market supply and demand, it also increase the liquidity of financial markets. These 

banded financial markets will further improve the efficiency of financial markets. However, 

despites its unique contribution to financial stability, hedge funds also have limitations of their 

own capabilities. Britain and American always reluctantly implement strict regulation of hedge 

funds, because these legislations will damage its competitiveness in the global financial market. 

The opposition of the European Union’s Alternative Investment Fund Managers Directive 

signifies that adoption of the directive will lead to managers and investors pay a high cost. So 

that the European regulators will be excluded from the local market for a long period of time, 

therefore, it could weaken the competitiveness of the local authorities in other markets. It 

means that if the local financial market adopts these financial market regulation, a large amount 

of deals will move to somewhere else.  

Flexible Diversity Business Strategy increased the difficulty of regulation  
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Strategy of modern investment of the hedge fund surpasses the early hedge fund portfolio 

without out any limitation. Hedge funds investors could invest in any market operations, such 

as foreign currency, equities and options, etc. Along with the development of the market and 

investment strategies, hedge funds gradually concentrate on the pursuit of high returns instead 

of focusing on the early investment philosophy. The past investment strategy could not meet 

the requirement of the market. These reverse strategy that originally advantageous to the 

market is gradually decline. Hedge funds increasingly tend to utilize the investment strategy 

which have high returns. However, once these investment strategy used improperly by 

investors, it will have a negative impact on the market.83   

In many cases, the operation of hedge fund manager obviously deviated from the assessment of 

potential assets, their behaviors contribute to form the trend, especially shorting to sell when 

prices fall. However, it is difficult to find the exact evidence to blame the hedge fund. . 

However, there is almost little facts to prove that hedge funds’ behavior triggered this trend. It 

is not easy to find evidence to prove that hedge funds lead to this trend, because hedge funds 

based on a private placement to raise funds, both the whole hedge fund industry or individual 

funds is difficult to obtain information. The offshore development of hedge funds and the 

emergency of a large amount of financial derivatives has greatly changed the original material 

that based on private legislation. The law should respond immediately in this case, nevertheless 

systematic financial risks of hedge funds was ignored by United States regulatory authorities 

for various reasons. These organizations only focus on the efficiency of the financial system 

instead of making legislative adjustments timely. 84 

In addition, conflicts of interests make the market for flexible binding hedge funds fragile. 

Based on these, the supervision system of government could be a significant safeguard of 

regulation. But under the existing pattern, to regulate the hedge fund directly by specialized 

management alone is not the most appropriate choice.85 

4. RECOMMENDATIONS TO IMPROVE THE REGULATION OF HEDGE FUND 

In order to be engaged in financial regulation and supervision, the financial market need to 

establish a cross-market financial institution around the world rather than rely on individual, 

scattered regulations and measures launched by a few countries. Therefore, it could effectively 

prevent systematic crisis in a country, region and worldwide. 86 

4.1 Consummate regulatory legislation. 

First, to stricty control leverage ratios and the size of lending. The highly leveraged effect is 

one of the Major risks for financial markets by using hedge funds. Financial leverage of the 
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hedge fund will expand potential income, also could magnify potential losses as well. 87To be 

frankly, it is fair to say that leverage effect in financial transaction could not be measured in 

specific standard. Some of the low risk trading strategy also relies on leverage to get a small 

amount of difference. This shows that leverage effect is not a unique strategy to hedge funds. 

Leveraged ratios of hedge funds are often lower than that of controlled entities in practice. 

However, it will potentially suffere loss if overused. Therefore, regulation for leverage should 

limit in strategy and leverage ratio should be capped to avoid excessive leverage. Also, 

financial markets could set leverage ratio range to circumvent system risk. Once hedge funds 

lost the support of the highly leveraged effect it will be deprived of the capability to make 

troubles in the financial market. These controls for hedge funds prevent the lending institution 

and social organization from the impact of the adverse effect. Banks and large brokers provide 

leverage to hedge fund and afford financing to hedge fund investment strategy by way of 

guaranteeing. It could also restrict the financial ratio of the hedge fund and require credit 

agency carefully consider application of the hedge fund.  

Second, to improve the system of information disclosure on hedge funds. Information 

disclosure should also be applied in supervision of hedge funds, including the disclosure of 

leverage ratios and reports on the financial transaction. Leverage monitoring of large hedge 

funds should be strengthened, for instance, a requirement for hedge fund managers to disclose 

leverage ratios regularly. Information of hedge funds disclosure could perform by private 

approaches for the characteristics of small scale fund investors. They are generally sended to 

service manager and individual investors by letters. This approach is a sustained form of 

limited information disclosure system in several countries. The main aim of the strategy is to 

protect the right of access to investor information, therefore, it could strengthen market 

discipline. Second, to prevent risk transfer. At the same time, for the improvement of 

information disclosure, it could also raise the disclosure standard and establish a large amount 

of transaction reporting system.  

Third, monitoring risks and reminding risks timely, and also improving terms of hedge funds. 

Hedge fund regulatory authorities should closely monitor credit risk of highly leveraged 

institutions and consider comprehensive factors such as trading activities of risk concentration, 

leverage ratio and risk management. Meanwhile, these institutions should pay attention to the 

operation risk of hedge fund. That means, the hedge fund that uses leverage more than twice 

will be labeled as high risks by local regulatory agencies.88 

Fourth, control the count-party risk. Generally speaking, count-party will manage risk through 

a variety of ways, including particular attention, the disclosure of information, guarantees and 

credit limitation. The typical practice of banks and securities is to require hedge fund clients 

provide current financial report as part of the risk assessment and risk management. However, 

financial status and risk of variability on hedge fund makes traditional financial statement 
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analysis ineffective when evaluate credit risks of the hedge fund. Because traditional hedge 

fund investors are institutional investors or experienced investors, they are exempted from 

regulating. Also, there exists conflicts of interest in the business. Because many hedge fund 

managers both run the company and raise capital. In some case, they are even engaged in 

management, evaluation and protection of these assets. These makes the role of participants 

lack isolation, their activities are lack of transparency. Therefore, it is adverse to establish 

protection of investors and count-parties. Direct or indirect regulatory approach could be 

adopted to control counter-party risk, such as requiring investors to ensure appropriate 

investigation.  

Fifth, to expand scopes of management activities on hedge fund. Hedge fund managers could 

determine investments, portfolio and capital structure, also they could make full use of all the 

financial tools available on the market, especially the financial derivative products for the 

persuit of absolute return. At the same time, the law does not have strict disclosure 

requirements for hedge funds. Therefore, according to the characteristics of the activity of 

hedge funds, direct and indirect method should be adopted. In order to avoid regulation 

activities having constraints on hedge fund operation and reducing the operating flexibility, 

these regulatory should be emphasized in the indirect regulation, especially by hedge fnund 

committee such as self-discipline organization. Regulators should formulate and strengthen 

risk management minimum standard, also require hedge fund managers to report. In order to 

indentify current or potential risk and supervise hedge fund. Hedge fund disclosure system 

should cover the range of hedge fund investment strategy, fund contract commercial terms, 

performance appraisal and compensation allocation. 89 

4.2 Coordination and cooperation of international supervision. 

First, In order to avoid regulatory arbitrage, it is of great significance to strengthen national 

coordination of hedge fund regulation policy. In the face of global investment institutions and 

investment behavior, countries should cope with these issues with a globalization perspective. 

As a consequence of this, there is a requirement for countries to comply with the basic 

international standards, such as establish effective limits on excessive speculation and market 

manipulation of hedge funds and the request of hedge fund registration, and also evaluate 

systematic risk that may occur. 90 

Second, constructing the sharing information system between regulators. Information 

disclosure could be served as an important means of risk supervision, however, its effect will be 

severely affected without information sharing mechanism. At present, regulatory information 

is extremely limited in terms of hedge fund risk assessment. Therefore, national regulators 

should establish effective information sharing, so that they could assess the existence of risks in 

time. At the same time, the establishment of international credit databases which helps to 

strengthen international cooperation and data exchange also promote cross-border supervision 
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and cooperation between regulators. All these measures could reduce the opportunities to 

escape regulation by investment institutions.  

Third, the hedge fund should be brought into the global risk warning system. Because hedge 

funds play an active role in various markets, offshore settings of hedge funds usually have no 

specific location. Therefore, the global coordination regulation mechanism should be 

established to prevent speculattttive and market manipulation. Specific items could adopt 

international standards to determine their respective financial risk. Once the index value falls 

into the risk range, it should strengthen monitoring and take appropriate measures to control 

risk accumulation and spreading when necessary. 91 

5. CONCLUSION 

In conclusion, the past years has witnessed great changes in corporate governance. Traditional 

institutional shareholder activism had played an exremely inportant role in the financial market 

in history. With the development of economy, financial globalization and liberalization has 

affected the type of investment method. International capital shows an unprecedend prosperity 

and active situation, also the competition of financial market is getting intense. At that time, 

financial derivatives are emerging in an endless stream. Hedge fund is a kind of financial 

innovation product developed by institutional shareholder under this background. Shareholder 

activism on hedge fund first apperaed in US market. Traditional shareholder activism was 

replaced by institutional shareholder activism on hedge fund, because the disclosure 

requirement and profit patterns of hedge fund are quite different from that of traditional 

shareholder activism. No matter how we see the enterprise, traditional shareholder activists 

could not act as fast to fulfil the tasks.92 The development of hedge fund is an evolutionary 

process, it has become a majory corporate governance and control activities. The emergence of 

the hedge fund and its operation result proves that hedge funds has sufficient active motivation. 

There are many distinctive features on hedge fund that make them attract target company. The 

typical characteristics of institutional shareholder activism by hedge fund is the highly 

leveraged investment effect. Leverage could be created through expanding original amount of 

investment funds, so as to achieve the purpose of maximum returns. These characteristics of 

hedge fund have great significance on bringing big returns and effective arose the enthusiasm 

of fund managers. At the same time, it is these distinctive features of institutional shareholder 

activism on hedge fund that differentiate it from traditional shareholder activism. In addition, 

the mode of establishment, inner structure, information disclosure of hedge fund activism is 

different from traditional traditional institutional shareholder activism.   

Although the existence of hedge funds tap into a thriving financial markets. Both advantages 

and disadvantages exists in hedge fund. On the one side, financial innovation represented by 

hedge funds have had a profound impact on the economic and financial market. On the other 

side, hedge fund also made a review of the development level of current financial system and 

                                                           
91 Ibid  
92 See Armitstead, Supra note 73.  
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legal system. Financial legal system also poses challenges for the development and perfection 

of hedge funds. Some financial catastrophe such as the European currency crisis, financial 

crisis in Southwest Asks and LTCM events fully exposed the shortcomings in recent financial 

regulatory system. It reveals the internal conflict between financial safety and financial 

efficiency goals. Some of the financial institutions realized that hedge funds has its drawbacks 

as well as merits. The potential downside of shareholder activism by hedge funds is that hedge 

fund sometimes deviate from the interests of their shareholder, and also these positive action 

pose pressure on the regulatory system. Therefore, it is necessary to strengthen the regulation 

of hedge fund. In recent years, with the constant improvement of the financial security 

awareness, more and more countries began to strengthen the supervision system of hedge fund 

construction, and also find a balance between paying attention to encourage financial 

innovation and maintaining financial security. 
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