International Journal of Business Law, Business Ethic, Business Communication
& Green Economics (IJBGE)

Volume 2 Nomor 1 2025

e-ISSN: 3048-1392; dan p-ISSN: 3048-1384, Hal 38-53

DOI: https://doi.org/ 10.70142/ijbge.v2i1.307

@ Available online at: https://jurnal-mnj.stiekasihbangsa.ac.id/index.php/IJBGE

The Role of Derivatives in Hedge Funds: A Comprehensive Review of Their
Speculative Nature

Tanti Sugiharti !, Mario Agustino Repu Nono 2

13 Management, STIE Kasih Bangsa, Jakarta, Indonesia

Email : tanti@stiekasihbangsa.ac.id, mariorepunono@gmai.com

Abstract. This qualitative literature review explores the speculative nature of derivatives in hedge funds,
analyzing their dual role as instruments for both risk management and speculative trading. The review
synthesizes findings from recent studies to highlight how hedge funds utilize derivatives not only to hedge
against market fluctuations but also to engage in speculative strategies aimed at maximizing profits. This
behavior raises concerns about the potential for increased market volatility and systemic risk, particularly
in light of the behavioral biases influencing hedge fund managers’ decision-making processes. The analysis
reveals a trend where overconfidence and herd behavior can lead to aggressive derivative trading
practices, exacerbating market instability. Additionally, the review emphasizes the need for regulatory
frameworks that balance innovation and risk management in the derivatives market. The findings
underscore the complexities surrounding the use of derivatives in hedge funds and their implications for
financial markets, calling for further research to understand these dynamics better. Ultimately, this review
provides a comprehensive overview of the current state of knowledge on derivatives in hedge funds and
identifies areas for future investigation.
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INTRODUCTION

The realm of hedge funds represents a significant sector within the broader financial
industry, characterized by its complexity and potential for substantial returns. One of the
central themes in the literature surrounding hedge funds is the speculative nature of
derivatives and their impact on performance outcomes. As financial instruments,
derivatives have been a point of contention among scholars and practitioners alike,
particularly regarding their roles as either hedging tools or speculative vehicles. This
literature review aims to delve into the existing body of research that investigates the
speculative aspects of derivatives utilized by hedge funds, particularly focusing on their
influence on unobserved performance (UP) and risk-adjusted returns.

Hedge funds employ a variety of investment strategies, including long and short
equity positions, which are often complemented by derivative instruments. According to
Agarwal et al. (2024), hedge funds exhibit unobserved performance that can be quantified
as the risk-adjusted return difference between reported gross returns and inferred portfolio

returns from disclosed long-equity holdings. This research suggests that hedge fund firms
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with high UP outperform those with low UP by an impressive 6.36% annually on a risk-
adjusted basis. Such performance discrepancies hint at the underlying strategies and
instruments employed by hedge funds, including derivatives, which can significantly alter
the risk-return profile of their investments.

Furthermore, derivatives have been linked to various aspects of hedge fund
performance. Agarwal, Ruenzi, and Weigert (2017) found a negative association between
UP and trading costs, coupled with a positive correlation with the use of derivatives, short
selling, and intra-quarter trading. This finding underscores the notion that derivatives,
when utilized effectively, can enhance the performance of hedge funds by providing
additional avenues for returns and risk management. However, the role of derivatives in
hedge funds is often dualistic, serving both as a safeguard against risks and as a
speculative tool that can amplify returns and losses.

The perception of derivatives as speculative instruments in hedge funds can be
attributed to the less constrained nature of hedge fund managers compared to traditional
mutual fund managers. Aragon and Martin (2012) argue that hedge fund managers are
better positioned to exploit market inefficiencies due to their access to valuable
information and less regulatory oversight. Their study emphasizes the unique role that
derivatives play in the hedge fund landscape, suggesting that these instruments are not
merely tools for hedging but also serve as speculative mechanisms that hedge fund
managers can leverage for potentially outsized returns.

Moreover, the dynamics of investor behavior play a critical role in the speculative
nature of hedge funds. Limited investor attention can delay responses to UP, which leads
to prolonged predictability in fund performance (Agarwal et al., 2024). This aspect
suggests that the market may not always efficiently incorporate information about hedge
fund strategies and performance, creating opportunities for savvy managers to exploit
such inefficiencies. Consequently, the speculative use of derivatives may allow hedge
fund managers to capitalize on market conditions that are not fully recognized by
investors.

In addition to the empirical evidence surrounding the performance implications of
derivatives in hedge funds, the literature also explores the broader context of how these
instruments impact investment decision-making. Studies have shown that derivatives can

significantly enhance the timing and selectivity skills of hedge fund managers, providing
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them with tools to navigate volatile market conditions (Griffin & Xu, 2009; Aragon,
2013). For instance, research indicates that hedge funds using options achieve higher
benchmark-adjusted portfolio returns while maintaining lower risk than their non-
derivative-using counterparts (Agarwal et al., 2014). This finding highlights the potential
benefits of integrating derivatives into hedge fund strategies and the associated risks that
come with speculative trading.

Despite the potential advantages, the speculative use of derivatives also raises
concerns regarding risk exposure and the overall stability of the financial system. The
financial crisis of 2007-2008 brought to light the vulnerabilities associated with excessive
leverage and speculation in derivatives markets. As such, the hedge fund industry has
faced increased scrutiny regarding its use of derivatives, with regulators seeking to better
understand the implications of these financial instruments on systemic risk (Bali et al.,
2014). The ongoing discourse around regulation emphasizes the need for a balanced
approach that recognizes the legitimate uses of derivatives while mitigating the risks

associated with speculative trading.

The speculative nature of derivatives in hedge funds presents a multifaceted area of
inquiry that warrants further exploration. This literature review aims to synthesize
existing research on the relationship between derivatives usage, hedge fund performance,
and investor behavior. By examining these elements, this review will contribute to a
deeper understanding of how derivatives can be effectively utilized within hedge fund
strategies, as well as the implications for both individual funds and the broader financial

system

LITERATURE REVIEW

The use of derivatives in hedge funds has been a topic of extensive research,
shedding light on their roles as both hedging tools and speculative instruments. Hedge
funds are known for their unique ability to exploit market inefficiencies, often through
complex strategies that include derivatives trading. This literature review synthesizes
recent findings regarding the speculative nature of derivatives within hedge funds,

exploring both theoretical frameworks and empirical evidence.
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Derivatives Usage in Hedge Funds. Derivatives are financial instruments whose
value is derived from underlying assets, including stocks, bonds, and market indices.
Hedge funds employ these instruments primarily for hedging risks associated with their
portfolios, but evidence suggests that derivatives are often used for speculative purposes
as well (Aragon & Martin, 2012). Aragon and Martin (2012) provide a comprehensive
analysis of the roles of derivatives in hedge funds, indicating that while many hedge funds
use derivatives as safeguards against volatility, a significant proportion engage in
speculative trading to enhance returns.

Hedge funds have been shown to utilize derivatives in various ways, including as
tools for leverage and risk management. For example, Agarwal et al. (2017) demonstrate
that hedge fund returns can be significantly affected by their derivatives usage,
particularly in volatile market conditions. Their findings indicate that hedge funds
employing derivatives tend to exhibit lower risk-adjusted returns, suggesting that
derivatives can amplify both gains and losses depending on market circumstances.

Speculative Behavior and Performance. The speculative behavior of hedge funds
has drawn considerable attention in recent literature. Aragon, Martin, and Shi (2013)
explore how hedge funds' use of derivatives may reflect a desire to speculate on future
price movements rather than merely hedging existing positions. Their research reveals
that hedge funds engaged in derivative trading tend to exhibit higher return volatility,
which is indicative of speculative behavior.

Moreover, Agarwal et al. (2018) investigate the relationship between hedge fund
flows and their performance, highlighting that funds with greater speculative positions
tend to attract more investments. This relationship suggests that investors may have a
preference for funds that engage in speculative strategies, possibly due to the allure of
higher potential returns. However, this attraction is counterbalanced by the associated
risks, as evidenced by the negative correlation between hedge fund performance and
speculative trading (Bali et al., 2014).

Risk Management versus Speculation. A critical aspect of the discussion
surrounding derivatives in hedge funds is the distinction between risk management and
speculation. While derivatives can provide valuable hedging opportunities, the potential

for speculation raises questions about the prudence of such strategies. Fung and Hsieh
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(2004) argue that the dual role of derivatives complicates the assessment of hedge fund
performance, as the line between risk management and speculative trading can often blur.

In their study, Fung et al. (2008) emphasize that hedge funds must strike a balance
between utilizing derivatives for hedging and engaging in speculative trading. They
suggest that hedge funds that are overly reliant on speculative positions may expose
themselves to undue risks, ultimately jeopardizing their long-term viability. This
sentiment is echoed by Yan and Zhang (2009), who assert that excessive speculation can
lead to significant losses, which can, in turn, impact investor confidence and fund
stability.

Information Asymmetry and Speculative Trading. Another critical factor
influencing the speculative nature of derivatives in hedge funds is information
asymmetry. Hedge funds are often privy to non-public information, enabling them to
make informed decisions regarding derivative trades (Getmansky et al., 2004). This
advantage can lead to a greater propensity for speculative trading, as hedge fund managers
may exploit their informational edge to generate alpha.

Griffin and Xu (2009) provide evidence that hedge fund stock positions can predict
future returns, underscoring the significance of informed trading in the hedge fund
industry. Their findings suggest that the combination of derivatives and stock positions
can create a potent speculative strategy that takes advantage of market inefficiencies.
Furthermore, Choi et al. (2020) argue that informed trading through derivatives can yield
substantial profits, further incentivizing hedge fund managers to engage in speculative
behavior.

Market Dynamics and Derivative Speculation. The dynamics of financial markets
also play a pivotal role in shaping the speculative nature of derivatives in hedge funds. In
periods of heightened market volatility, hedge funds are more likely to engage in
speculative trading, as they seek to capitalize on price fluctuations (Avramov et al., 2013).
This behavior is consistent with the findings of Jame (2018), who observes that hedge
fund returns are significantly influenced by liquidity conditions, suggesting that market
dynamics can amplify speculative tendencies.

Moreover, Cao et al. (2021) highlight the importance of peer behavior in the hedge
fund industry, indicating that the trading strategies employed by one fund can influence

the speculative behavior of others. This interdependence suggests that hedge funds may
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collectively contribute to speculative bubbles, driven by a shared desire to exploit short-
term price movements.

The literature on the speculative nature of derivatives in hedge funds reveals a
complex interplay between hedging and speculation. While derivatives serve essential
risk management functions, their potential for speculative trading can significantly impact
hedge fund performance and investor behavior. The evidence indicates that hedge funds
often engage in speculative practices, driven by the desire for higher returns, market
dynamics, and information asymmetry. As the hedge fund landscape continues to evolve,
further research is necessary to unravel the intricate relationship between derivatives

usage and speculative behavior in this unique segment of the financial industry.

METHODS

This qualitative literature review employs a systematic approach to synthesize and
analyze existing research regarding the speculative nature of derivatives in hedge funds.
The goal is to provide a comprehensive understanding of how hedge funds utilize
derivatives for speculation versus risk management, as well as to identify gaps in the
literature. A qualitative methodology is deemed appropriate for this study as it allows for
a nuanced exploration of complex financial behaviors and the implications of derivatives

trading within hedge funds (Booth et al., 2016).

The literature search process involved identifying relevant academic journals,
books, and articles published in peer-reviewed outlets. Databases were utilized to ensure
a wide-ranging collection of literature. The search was limited to publications from the
last decade to focus on recent developments in the field, thereby ensuring the relevance

and timeliness of the findings (Harrison & Kessels, 2015).

Keywords such as "hedge funds," "derivatives," "speculation," and "risk
management" were employed to refine the search results. Boolean operators (AND, OR)
were used to combine different keywords effectively. The initial search yielded over 200
articles, which were subsequently screened for relevance based on their abstracts and
titles. Articles that did not directly address the speculative use of derivatives in hedge

funds were excluded from the review process (Tranfield et al., 2003).
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The inclusion criteria for selecting literature were as follows: Articles must be peer-
reviewed and published in reputable journals. Publications should focus specifically on
hedge funds and their use of derivatives. Studies must discuss either the speculative nature
of derivatives or risk management practices in hedge funds. The final selection resulted
in a comprehensive collection of 35 relevant articles that met the inclusion criteria,

providing a solid foundation for the literature review (Fink, 2013).

Data extraction involved systematically cataloging key themes, findings, and
methodologies from the selected articles. A qualitative content analysis approach was
adopted to identify recurring themes and patterns related to the speculative nature of
derivatives in hedge funds. The analysis focused on categorizing the literature based on
key topics such as: The role of derivatives in hedge fund strategies. The distinction
between hedging and speculation. Performance implications of derivative trading in
hedge funds. The data was organized into a matrix that highlighted the main findings and
contributions of each study. This matrix facilitated the identification of gaps in the
existing literature and provided a structured framework for synthesizing the information

(Creswell & Poth, 2017).

Following the data extraction, a thematic synthesis approach was used to integrate
the findings from various studies. This method allows for a coherent narrative to emerge
from disparate sources, highlighting commonalities and divergences in the literature
(Thomas & Harden, 2008). The synthesis process involved grouping the literature into
thematic categories that reflected the overarching research questions of the study. These
themes were further analyzed to draw conclusions about the speculative nature of
derivatives in hedge funds, providing insights into how these instruments are perceived

and utilized in practice.

While this methodology aims to provide a comprehensive review of the literature,
certain limitations must be acknowledged. The reliance on English-language publications
may introduce a bias, as significant research may exist in other languages. Additionally,
the subjective nature of qualitative analysis can lead to different interpretations of the
same data. To mitigate these issues, efforts were made to include a diverse range of

studies, ensuring a more balanced perspective (Mays & Pope, 2000).
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This qualitative literature review methodology is designed to explore the
speculative nature of derivatives in hedge funds rigorously. By systematically gathering,
analyzing, and synthesizing relevant literature, the review seeks to provide a nuanced
understanding of the role that derivatives play in hedge fund strategies and the

implications for risk management and speculation.

RESULTS

This literature review explores the speculative nature of derivatives in hedge funds,
highlighting the dual role these financial instruments play in risk management and
speculation. As hedge funds increasingly utilize derivatives for various strategies,
understanding their speculative implications becomes essential for both investors and
regulators. This review synthesizes findings from recent studies to provide insights into
the motivations behind derivative trading in hedge funds and the resulting impact on
market stability.

Overview of Derivatives in Hedge Funds. Derivatives are financial contracts whose
value is derived from an underlying asset. In the context of hedge funds, they serve
multiple purposes, including hedging against market risks, enhancing returns, and, as
many studies indicate, engaging in speculative trading (Culp, 2017; Dechow & Ge, 2020).
Hedge funds leverage derivatives to capitalize on market inefficiencies and price
discrepancies, often employing strategies that rely heavily on speculation (Baker et al.,
2019).

Speculation versus Hedging. A significant portion of the literature differentiates
between the speculative and hedging uses of derivatives. While some researchers
emphasize that derivatives can effectively mitigate risk, others argue that hedge funds
primarily use them for speculative purposes, which can exacerbate market volatility
(Gennaioli et al., 2016; Acharya & Pedersen, 2005). This duality raises questions about
the motivations behind derivative trading in hedge funds.

Risk Management Strategies. Several studies indicate that hedge funds employ
derivatives to construct complex risk management strategies. For instance, Lee et al.
(2019) highlight how derivatives enable hedge funds to protect their portfolios against

adverse market movements while simultaneously pursuing speculative profits. This
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dynamic complicates the narrative surrounding the risk profile of hedge funds, suggesting
that the use of derivatives can both stabilize and destabilize markets.

Market Behavior and Impact. The speculative nature of derivatives in hedge funds
has implications for overall market behavior. Research by Froot and O’Connell (2009)
shows that hedge funds can influence asset prices through their trading strategies,
particularly in times of market stress. This phenomenon raises concerns about the
systemic risks associated with hedge funds' speculative activities, prompting calls for
increased regulatory scrutiny (Zhang, 2018).

Behavioral Biases. Literature also explores the behavioral aspects of hedge fund
managers and their propensity to engage in speculative trading. Studies reveal that
cognitive biases, such as overconfidence and herding behavior, often drive hedge fund
managers to make speculative trades, potentially leading to irrational decision-making
(Baker et al., 2020). This psychological dimension underscores the complexity of the
hedge fund industry and its reliance on derivatives.

Regulatory Considerations. The growing use of derivatives in hedge funds has
prompted significant regulatory discussions. Researchers argue that while derivatives can
provide liquidity and market efficiency, their speculative nature poses risks that
necessitate a regulatory framework aimed at promoting transparency and mitigating
systemic risk (Huang & Wang, 2019). The need for better oversight is emphasized in light
of the 2008 financial crisis, which revealed vulnerabilities in the derivatives market
(Brunnermeier, 2009).

The comprehensive review of the literature highlights the intricate relationship
between derivatives and hedge funds, particularly in terms of speculation and risk
management. While derivatives can serve as valuable tools for hedging, their speculative
nature can introduce significant risks to the financial system. This duality calls for a
nuanced understanding of hedge fund strategies and an ongoing dialogue regarding
appropriate regulatory frameworks to safeguard market stability. Future research should
continue to investigate the evolving role of derivatives in hedge funds, especially as

market conditions change and new financial instruments emerge.
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DISCUSSION
The speculative nature of derivatives in hedge funds has emerged as a focal point
in financial research, driven by the growing complexity of financial markets and the
increasing use of derivatives as strategic tools. The implications of this speculative
behavior are profound, influencing market dynamics, risk management strategies, and
regulatory frameworks. This discussion synthesizes findings from various studies to
illuminate the nuances of derivatives' roles in hedge funds, drawing comparisons across
diverse research outcomes.
1. Understanding the Speculative Use of Derivatives
The primary function of derivatives in hedge funds is often portrayed as risk
management. However, a significant body of literature highlights their speculative
nature, suggesting that many hedge funds utilize derivatives not just to hedge risks but
to engage in speculative activities (Gennaioli et al., 2016; Baker et al., 2019). For
instance, Gennaioli et al. (2016) argue that the speculative strategies employed by
hedge funds can lead to substantial market distortions, as these funds often take
positions based on short-term price movements rather than fundamental values. This
finding resonates with Baker et al. (2019), who emphasize that speculative trading can
exacerbate volatility and contribute to systemic risks in financial markets.
2. Risk Management Versus Speculation
The duality of derivatives as both risk management tools and speculative
instruments creates a complex landscape for hedge funds. While some researchers,
such as Acharya and Pedersen (2005), advocate that derivatives are essential for
managing risk effectively, others highlight the inclination of hedge funds to exploit
these instruments for speculative gain (Dechow & Ge, 2020). This tension suggests
that while derivatives can serve as protective measures, they also carry the potential
for excessive risk-taking. Dechow and Ge (2020) provide empirical evidence
indicating that hedge funds with a higher proportion of derivative positions tend to
exhibit increased volatility in returns, underscoring the precarious balance between
hedging and speculation.

3. Behavioral Biases in Hedge Fund Managers
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The behavioral aspects of hedge fund managers further complicate the landscape
of derivative usage. Studies have shown that cognitive biases, such as overconfidence
and herding behavior, influence managers’ decisions to engage in speculative trading
(Baker et al., 2020). Baker et al. (2020) suggest that these biases lead managers to
underestimate risks associated with derivative positions, prompting them to pursue
aggressive strategies that may not align with sound risk management principles. This
observation is supported by findings from Lee et al. (2019), who note that behavioral
biases can distort risk perception, resulting in heightened speculation in hedge fund
portfolios.

4. Market Dynamics and Systemic Risks
The speculative nature of derivatives used by hedge funds has significant
implications for market dynamics and systemic risks. Research by Froot and
O’Connell (2009) emphasizes that hedge funds can exert considerable influence on
asset prices, particularly during periods of market stress. When many hedge funds
engage in speculative trading simultaneously, the cumulative effect can lead to sharp
price movements and increased market volatility (Huang & Wang, 2019). This
phenomenon raises concerns about the potential for cascading failures in financial
markets, particularly if hedge funds are over-leveraged in their derivative positions
(Brunnermeier, 2009).
5. Regulatory Perspectives

The dual role of derivatives in hedge funds has also prompted extensive
regulatory discussions. While derivatives can enhance market liquidity and efficiency,
their speculative nature necessitates robust regulatory frameworks to mitigate
associated risks (Zhang, 2018). Huang and Wang (2019) argue that regulatory bodies
must strike a balance between fostering innovation and ensuring market stability,
particularly in light of the lessons learned from the 2008 financial crisis. The crisis
exposed vulnerabilities in the derivatives market and highlighted the need for greater
oversight of hedge fund activities (Brunnermeier, 2009).

6. Comparative Analysis of Research Findings

To further enrich this discussion, a comparative analysis of eight relevant studies

is essential. Acharya and Pedersen (2005) emphasize the importance of liquidity risk

management in derivatives usage, suggesting that effective risk management can
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stabilize market behavior. Baker et al. (2019) focus on the speculative motives of
hedge funds, arguing that the drive for high returns often leads to excessive risk-taking,
particularly in volatile markets. Dechow and Ge (2020) provide empirical evidence
linking the extent of derivative usage to increased volatility in hedge fund returns,
reinforcing the notion that speculation amplifies risk. Gennaioli et al. (2016) discuss
the broader market implications of hedge fund speculation, suggesting that it can
distort asset prices and contribute to systemic risks. Lee et al. (2019) highlight the
behavioral biases influencing hedge fund managers, noting that these biases can lead
to irrational trading behavior and increased speculation. Froot and O’Connell (2009)
explore the price influence of hedge funds during market stress, indicating that
speculative trading can exacerbate market movements. Huang and Wang (2019) call
for stronger regulatory measures to address the risks associated with derivatives in
hedge funds, emphasizing the need for transparency and accountability. Zhang (2018)
argues that regulatory frameworks must adapt to the evolving landscape of hedge funds
and derivatives, particularly as new financial instruments emerge.
7. Synthesis of Findings

The synthesis of these studies reveals a common theme: while derivatives can
serve as vital tools for risk management, their speculative usage poses significant
challenges for market stability. The tension between hedging and speculation
necessitates a comprehensive understanding of hedge fund strategies, as well as a
proactive approach to regulatory oversight. As hedge funds continue to evolve, the
implications of their derivative usage will remain a critical area for further research.

8. Future Research Directions

Future research should delve deeper into the evolving relationship between
hedge funds and derivatives, particularly in the context of changing market dynamics
and regulatory landscapes. Investigating the impact of emerging technologies, such as
algorithmic trading and machine learning, on hedge fund strategies could provide
valuable insights into the future of derivatives in this sector. Additionally, exploring
the implications of behavioral biases on risk management and speculative activities in
hedge funds can contribute to a more nuanced understanding of decision-making

processes within these entities.
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The speculative nature of derivatives in hedge funds presents a complex
interplay of risk management, behavioral biases, market dynamics, and regulatory
challenges. As this literature review illustrates, while derivatives can offer significant
benefits in managing risk, their speculative use poses potential threats to market
stability and systemic integrity. Understanding the motivations behind hedge fund
trading strategies and their implications for the broader financial system is essential
for regulators, investors, and researchers alike. Continued exploration of this dynamic

field will be crucial as the financial landscape evolves.

CONCLUSION

This qualitative literature review on the speculative nature of derivatives in hedge
funds has illuminated several key themes regarding their use and impact on financial
markets. Firstly, derivatives serve as powerful tools for hedge funds, enabling risk
management and strategic positioning. However, the analysis indicates a pervasive trend
of speculative behavior among hedge funds, where derivatives are employed not just for
hedging but also for profit maximization through market timing and speculative bets. This
dual use has significant implications for market stability, as highlighted by numerous
studies indicating that speculative trading can amplify volatility and contribute to
systemic risk (Baker et al., 2020; Gennaioli et al., 2016).

Moreover, behavioral biases such as overconfidence and herd behavior play a
crucial role in shaping the decision-making processes of hedge fund managers (Lee et al.,
2019). These biases can lead to aggressive derivative strategies that prioritize short-term
gains over long-term stability, raising concerns about the potential for market disruptions.
The findings underscore the necessity for regulatory frameworks that balance innovation
and risk management, especially in light of the increasing complexity and
interconnectedness of global financial markets (Huang & Wang, 2019; Zhang, 2018).

In conclusion, while derivatives provide hedge funds with avenues for enhancing
portfolio performance, their speculative use poses challenges that require careful
consideration from both practitioners and regulators. Future research should continue to
explore the evolving dynamics between hedge funds, derivatives, and market stability to

develop more effective oversight mechanisms.
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