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INTRO

Hedge funds can play an important role in helping individuals achieve their investment objectives, providing access 
to differentiated trading strategies and a broader range of exposures than traditional long-only portfolios. At the same 
time, there is greater complexity associated with hedge funds in terms of their structures, investor eligibility, and fees 
and expenses.

With more investors seeking diversification in their portfolios, there is a compelling case for why advisors should better 
understand the unique characteristics of the asset class, as well as the fees charged by hedge fund managers.
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STRUCTURE
Hedge funds are generally structured as limited partnerships. 
The manager of the fund is the general partner (GP) and the 
investors are limited partners (LPs). The GP invests the fund’s 
capital and manages the portfolio of investments, while the 
LPs are passive investors in the fund.

INVESTOR ELIGIBILITY
Importantly, investors must qualify to participate in hedge 
fund investments. Many funds require qualified purchaser 
status.1 However, hedge funds registered under the 
Investment Company Act of 1940 have become available 
to accredited investors and with minimum commitment 
levels, as low as $25,000.2

ACCESS
There are different ways to access and make an investment 
in a fund. Investors may seek direct access to a hedge 
fund, where they make an investment directly with the 
GP. For individual investors, the challenge with a direct 
investment lies in researching and choosing the right fund 
and being accepted as an LP. Unlike institutional investors, 
many individual investors require support in conducting 
investment and operational due diligence when assessing 
hedge funds. In addition, a direct investment with a hedge 
fund generally requires a higher minimum investment, 
usually starting at $1 million  or more.

Investors can also access hedge funds through a feeder 
fund, which is an investment vehicle that provides access to 
a hedge fund, typically for a fee, usually at a lower investment 
minimum than is required for a direct investment in the 
underlying fund. Generally this allows investors with less 
capital to access an investment that would have otherwise 
been available only to large, institutional investors. For feeder 
funds, minimum investment levels start as low as $100,000. 
Individual investors may also gain access to due diligence 
through the feeder fund providing them with resources to 
assess the fund manager and investment strategy.  

FEES & EXPENSES
Most hedge funds charge their investors an annual 
management fee, typically between 1–2%, charged on the 
net asset value (NAV) of the fund. Management fees are 
used to cover general business and overhead costs such 
as technology, employee salaries, and ongoing business 
management expenses.

In addition, GPs also charge performance fees, which 
traditionally represent 10–20% of any aggregate profits 
generated by the fund in a given year. Unlike other 
asset classes, where managers may only collect fees as a 
percentage of assets under management (AUM), hedge 
fund managers have an added incentive to deliver strong 
performance, rather than simply gathering assets.

Most performance fees for hedge funds are subject to a 
high-water mark, which refers to the highest level of NAV 
the fund has reached. Funds with performance fees subject 
to a high-water mark are structured so that the fund can 
only charge a performance fee when they are generating 
returns above the previous high value of the fund. This 
ensures that performance fees are only paid on new profits 
in the fund, and that managers cannot earn a performance 
fee on profits that offset losses incurred previously.

Although less common, certain hedge funds may also 
include a hurdle rate, which is the minimum annual return 
that LPs are entitled to before the GP may begin receiving 
any performance fees. In the event a hedge fund includes 
both a high-water mark and hurdle rate, a fund manager 
would not be able to receive any performance fees unless 
the fund’s value exceeds the previous high-water mark 
and the returns are above the hurdle rate.

Fund expense fees, also known as operating expense 
or general expense fees, are incurred in the process of 
operating the fund and may include legal, audit, and 
administrative fees. These fees are charged to the fund 
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High-Water Marks Illustration

Source: Preqin. For illustrative purposes only. 

on an annual basis, and typically range from 15 – 30 basis 
points of the fund’s AUM. In addition, some hedge funds 
may charge an additional layer of costs known as pass-
through fees. Pass-through fees are often utilized by firms 
which employ multiple portfolio management teams who 
make investments on behalf of the fund. Pass-through fees 
are used to cover payouts to these portfolio management 
teams, who receive a portion of profits they generate for the 
fund, and other expenses incurred by the teams.

It is important to remember that hedge fund fees 
generally should be viewed in relation to the level and 
quality of management that is being provided. Hedge 
fund performance should be assessed net of fees. While 
hedge fund fees are generally declining,3 investors remain 
willing to pay for top-tier managers who offer consistently 
profitable strategies or unique risk/reward characteristics. 

LIQUIDITY & RETURNS
Hedge funds are generally less liquid than exchange-
traded funds (ETFs) and mutual funds, offering liquidity 
on a periodic basis, subject to certain limitations. Hedge 
funds typically offer investors the ability to withdraw their 
capital, or redeem their shares in the fund, on a monthly 
or quarterly basis, sometimes following an initial “lock-up 
period,” or a period of time from the date of the initial 
investment in which the investor’s capital cannot be 
redeemed. The length of the lock-up period is typically 
one year, but varies by fund.

Unlike private market funds, where distributions may 
be made throughout the life of the fund, hedge fund 
returns are typically realized when an investor redeems 

shares in the fund. Upon redemption, an investor 
would receive their initial investment amount, plus their 
share of any profits generated by the fund, net of any 
performance fees paid to the GP. If the hedge fund 
experienced a loss, the investor may receive less than 
their initial investment amount.

It’s important to note that investors must provide notice to 
the GP of their intent to redeem from the fund – usually 30 
to 60 days in advance – and redemptions may be subject 
to a “gate,” or redemption limit, that constrains the amount 
of investor capital that can be withdrawn from the fund at 
any one time.

ALIGNMENT OF INTERESTS
One of the more compelling features of the hedge fund 
industry is the strong alignment of interests between GPs 
who manage funds and LPs who invest. A key driver of this 
alignment is the performance fee. Hedge fund managers 
are incentivized to deliver returns for their investors and 
have structured their fees in a way that enables them 
to participate in that upside. Additionally, hedge fund 
managers often have a substantial portion of their net 
worth invested in the fund, further aligning their interests 
with those of their LPs. 

Hedge funds may be a valuable addition to a well-
diversified portfolio, but they also carry risks and 
complexities that make them appropriate only for certain 
types of investors. Advisors and investors should learn as 
much as possible about the mechanics of hedge funds, 
the associated fee structures, and the potential benefits 
and risks before investing.
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1.	 A qualified purchaser is generally defined as an individual with at least $5 million in investable assets or a company with at least $25 million of investable assets.

2.	 An accredited investor is generally defined as an individual with a net worth over $1 million, either individually or jointly with their spouse, excluding the value of their primary 
residence, or annual income exceeding $200,000, or $300,000 for joint income, for the last two years with expectation of earning the same or higher income in the current year.

3.	 Source: Preqin, 2022 Preqin Global Hedge Fund Report.
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The material herein has been provided to you for informational purposes only 
by Institutional Capital Network, Inc. (“iCapital Network”) or one of its affiliates 
(iCapital Network together with its affiliates, “iCapital”). This material is the property 
of iCapital and may not be shared without the written permission of iCapital. No 
part of this material may be reproduced in any form, or referred to in any other 
publication, without express written permission of iCapital.

This material is provided for informational purposes only and is not intended 
as, and may not be relied on in any manner as, legal, tax or investment advice, 
a recommendation, or as an offer or solicitation to buy or sell any security, 
financial product or instrument, or otherwise to participate in any particular 
trading strategy. This material does not intend to address the financial objectives, 
situation, or specific needs of any individual investor. You should consult your 
personal accounting, tax and legal advisors to understand the implications of any 
investment specific to your personal financial situation. 

ALTERNATIVE INVESTMENTS ARE CONSIDERED COMPLEX PRODUCTS AND 
MAY NOT BE SUITABLE FOR ALL INVESTORS. Prospective investors should be 
aware that an investment in an alternative investment is speculative and involves 
a high degree of risk. Alternative Investments often engage in leveraging and 
other speculative investment practices that may increase the risk of investment 
loss; can be highly illiquid; may not be required to provide periodic pricing or 
valuation information to investors; may involve complex tax structures and delays 
in distributing important tax information; are not subject to the same regulatory 
requirements as mutual funds; and often charge high fees. There is no guarantee 
that an alternative investment will implement its investment strategy and/or 
achieve its objectives, generate profits, or avoid loss. An investment should only 
be considered by sophisticated investors who can afford to lose all or a substantial 
amount of their investment.

iCapital Markets LLC operates a platform that makes available financial products to 
financial professionals. In operating this platform, iCapital Markets LLC generally 

earns revenue based on the volume of transactions that take place in these 
products and would benefit by an increase in sales for these products.

The information contained herein is an opinion only, as of the date indicated, 
and should not be relied upon as the only important information available. Any 
prediction, projection or forecast on the economy, stock market, bond market 
or the economic trends of the markets is not necessarily indicative of the future 
or likely performance. The information contained herein is subject to change, 
incomplete, and may include information and/or data obtained from third party 
sources that iCapital believes, but does not guarantee, to be accurate. iCapital 
considers this third-party data reliable, but does not represent that it is accurate, 
complete and/or up to date, and it should not be relied on as such. iCapital 
makes no representation as to the accuracy or completeness of this material 
and accepts no liability for losses arising from the use of the material presented. 
No representation or warranty is made by iCapital as to the reasonableness or 
completeness of such forward-looking statements or to any other financial 
information contained herein.

Securities products and services are offered by iCapital Markets, an SEC-registered 
broker-dealer, member FINRA and SIPC, and an affiliate of iCapital, Inc. and 
Institutional Capital Network, Inc. These registrations and memberships in no way 
imply that the SEC, FINRA, or SIPC have endorsed any of the entities, products, 
or services discussed herein. Annuities and insurance services are provided by 
iCapital Annuities and Insurance Services LLC, an affiliate of iCapital, Inc. “iCapital” 
and “iCapital Network” are registered trademarks of Institutional Capital Network, 
Inc. Additional information is available upon request.
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