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I.

Introduction

The growth of hedge funds over the past two decades has been nothing short of spectacular. From a
modest beginning, they have evolved into behemoth financial supermarkets with increasing importance
to investors and the world’s financial order. Initially restricted to institutions and high net worth
individuals, hedge funds and mutual funds have spawned a retail version, Liquid Alternative Investments
(LiquidAlts), with minimum investments as low as $1,000. Hedge funds now manage $3 trillion in assets,
with liquid alternative investments managing an additional one-half billion dollars. Surveys of large
investors inevitably point to continued growth of both hedge funds and liquid alternative investments.

There is a widespread misperception of hedge funds and growing gap between the public perception
and the realities of the hedge fund industry. This perception gap is not limited to the “man on the
street” but is pervasive even at the highest levels of our financial and political systems. There are a
number of reasons for this. Hedge funds have always been secretive about their strategies and
performance. As limited partnerships, hedge funds are also exempt from SEC reporting requirements
that are required of mutual funds. In addition, hedge funds are involved in all markets, use esoteric
instruments. The public’s perception is also fed by media reports that either praise hedge funds or
condemn them as scams that prey on the naiveté and ignorance of investors.
The viewpoint presented in the literature from hedge fund industry groups and the investment
management industry – who collectively dominate the discussion about hedge funds -- is that hedge
funds have earned their growth through inspiring performance compared to traditional assets such as
stocks and bonds, as well as their positive contribution to traditional portfolios. Alternative investments
are said to both produce elusive alpha (return in excess of the major investment markets) and act as
diversifiers in traditional portfolios because of their low correlation with stocks and bonds. Thus,
according to this view, alternative investments both produce desirable returns and reduce risk in
investor portfolios.
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This book is about understanding hedge funds and liquid alternative investments so the reader has a
framework for deciding whether to invest in hedge funds and, if so, which funds to invest in. This book
brings together and critically examines the claims made for and against hedge funds in order to present
a balanced view. The analysis draws on both practitioners and academics, two groups that seldom
speak to each other, as well as our own independent analysis. It is meant to enlighten both individual
and institutional investors and investment management professionals, including advisors, consultants,
brokers, administrators and marketers.
This book is divided into three main sections:
A. How Hedge Funds and Liquid Alternative Investments Work
B. Hedge Fund Strategies
C. Investing in Hedge Funds and Liquid Alternative Investments
a. Hedge Fund Performance
b. Hedge Fund Due Diligence
c. Hedge Funds in Investment Portfolios

II.

How Hedge Funds Work
A.

Definition of Hedge Funds

There is no one accepted definition of hedge funds; rather hedge funds are typically described by a
cluster of characteristics that include the following:
Hedge funds are investment companies that pool together funds from multiple investors. They
are limited partnership vehicles that employ one or more of the following: leverage; derivatives;
short positions. They are exempt from certain provisions of the 1940 Securities Act, but in
return are limited to investors who meet certain qualifications of wealth and sophistication and
to institutional investors, and are restricted from marketing their fund. They are forbidden to
take in money from retail investors. Hedge funds have high investment minimums and investors
face restrictions on the redemption of their units or shares that may be as short as one month
or as long as several years.
In the sections that follow, we examine each of the items underlined in the definition above.

B.

Hedge Fund Organization

The organization of a typical hedge fund is laid out in the diagram below.
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The term “hedge fund” does not apply to an entity that is owned by hedge fund manager. Rather it is a
limited partnership company that has a pool of money collectively owned by the General Partner and
the investors, who are called limited partners. (Master Fund in the diagram above). What people
typically think of as a hedge fund is the Investment Management Company (Investment Manager LP in
the diagram above), which is headed by people like George Soros and Steve Cohen, and which decides
the strategy and the trades that will be made using the money in the hedge fund. The Investment
Management company is where the portfolio managers, analysts, traders, operations staff and
marketing people sit.
An Investment Management company can, and in the larger hedge funds typically does, manage
multiple hedge funds in a structure called the “Master-Feeder.” As shown in the diagram above, this
structure consists of multiple hedge funds who “feed” their assets to the Master Fund which is in turn
managed by the Investment Manager. There are a number of reasons for the multiple feeder funds (and
in large hedge funds there may be a dozen or more of these). First, different funds are set up for
different types of investors. Domestic funds are typically established in Delaware and offshore funds are
established in locations such as the Cayman Islands. Second, different feeder funds may be established
for different levels of risk (largely through different degrees of leveraging) or different objectives.

C.

Who can Invest in Hedge Funds

Hedge funds are exempt from certain key provisions of the 1940 Securities Act and its subsequent
amendments, which oversee the investment management industry. A bargain was struck between the
Congress and limited partnerships: these private pools would be exempt from adherence to certain
provisions of the 1940 Act but in exchange they would only take money from qualified investors and
institutions, and they were not allowed to advertise or solicit funds. This later provision has recently
been loosened by the JOBS Act so that hedge funds do have a qualified right to advertise. (Limited
Partnerships, to which this trade-off applies, also include private equity and venture capital funds as well
as other types of funds)
Access to hedge funds is tightly controlled by laws enforced by the Securities and Exchange Commission
(SEC). The laws state that investors in hedge funds are limited to institutional investors (pension plans,
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endowments and foundations) and wealthy individuals who meet the requirement of being “accredited
investors.” Accredited investors must have had income of at least $200,000 ($300,000 for a couple) for
the preceding two years and a total net worth of $1,000,000.
In addition to limits on their ability to market, hedge funds can only solicit funds with an “Offering
Memorandum,” a document that spells out the strategy that the management company will pursue in
managing the hedge fund as well as the risks inherent in this investment.

1.

The Limited Rights of Limited Partners

Limited partners, whose money is normally the majority of the assets in a hedge fund (with the
remainder owned by the General Partner and other employees of the Investment Management
Company) are granted few rights in the management of that money. For example, although the Offering
Memorandum and Limited Partnership Agreement spell out the strategy the fund will pursue, it also
allows the Investment Management Company to change that strategy without consulting with the
limited partners.
Redemption rights are also spelled out in these documents, which typically have a “lockup” period that
can be anywhere from 3 months to 1 year or longer. Investors are not allowed to pull their money out
during the lockup period although some funds allow early redemption with the payment of a stiff
penalty. The lockup period is there ostensibly to allow the hedge fund manager to pursue strategies
that may take time to bear fruit. (See below)
Most hedge fund agreements have the stipulation that the manager can limit or prevent the redemption
of investor shares without consulting the investors. The manager can put up “gates” or segregate the
funds in “boxcars” for an indefinite amount of time. During the credit crisis of 2007-8 dozens of funds
stopped or limited investor redemptions, often to the surprise of investors who had not read the
agreement closely enough to note this management prerogative.
These agreements do not include any right for investors to learn how their money is invested, including
the leverage applied to their funds, the use of derivatives or the risk the fund strategy is actually taking.
While many funds issue monthly investment updates, these are general in nature and address past
rather than present portfolios.
This is in stark contrast to mutual funds where by law all this information has to be provided to
investors. To be fair, however, hedge funds are required to provide investors with audited financial
statements at least once a year.

D.

Tools of the Trade

While there is no formal definition of hedge fund, they are known by a cluster of characteristics that
include three tools that they typically use: leverage, derivatives and short positions. While not all hedge
funds use all three tools, all use at least one: taking short positions.

1.

Leverage

Leverage allows hedge funds to use borrowed money to take larger market positions than the amount
of money in the fund. This is analogous to buying a house with a down payment and borrowing the rest
from a bank. Hedge funds that use leverage put up a fraction of the price of the securities and borrow
the rest, typically from a bank, broker or investment bank.
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While leverage leads to greater profits if the hedge fund’s position proves to be correct, it can also
multiply the losses in case the position turns sour.
Leverage may also force a fund to liquidate its positions at the worst possible moment because of the
margin that is required to support leveraged positions. As the fund’s portfolio loses value, the margin
placed against this portfolio may no longer suffice, leading to margin calls from the lending institution.
The manager may then have to sell off the fund’s portfolio holdings, often at a time when the price of
the securities is at a low point. The decline in prices can become an avalanche when many funds have to
liquidate their portfolios at the same time to meet margin calls, as happened during the 2008 Credit
Crisis.

2.

Derivatives

Many hedge funds are active users of derivatives -- futures, options and swaps whose value is linked to
that of the underlying security. Derivatives are not necessarily the “financial weapons of mass
destruction” termed by Warren Buffett. However, they frequently allow hedge funds to take leveraged
bets and some derivative strategies, notably the sale of options or swaps, can lead to sharp losses.

10 | P a g e

In many cases, a derivative is used in place of a short position to hedge a portfolio against downward
movements. The purchase of a put on the S&P 500 Index, for example, will protect a portfolio of stocks
from a decline in the stock market. Managers can also purchase a put as a speculative strategy to take
advantage of an anticipated decline in the market. Options come in many flavors, as shown in the chart
above, which diagrams the basic options strategies.
A basic derivative that can be used for hedging or speculation is the futures or forward contract. Under
these contract, the futures buyer agrees to buy (going long) or sell (going short) a fixed amount of the
underlying asset (say the S&P 500) at a price that is established when first entering into the agreement.
If the market price of the S&P is higher than the futures price, the contract holder buys the S&P at the
futures price and sells the proceeds in the market for a higher price.

Another common derivative is the interest rate swaps, which is used to protect a portfolio against
changes in interest rates or to take speculative positions on interest rate movements. In the diagram
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below, Fund A is able to convert its fixed rate obligation (at 8.65%) to a floating rate via a swap. This
would be done if Fund A was anticipating a decline in interest rates.

Finally, “credit default swaps,” which figured prominently in the 2008 Credit Crisis, provide protection
on bonds and loans against a decline in that bond issuers ability to repay the bond’s principal and
interest. In effect, it is a bet on the credit quality of the bond issuer. In 2007 and 2008 credit quality of
bonds backed by mortgages, especially sub-prime mortgages, deteriorated sharply causing many billions
of dollars in losses to bondholders, which included banks, pension funds, hedge funds and others.

3.

Short Positions

The “hedge” in hedge funds originally referred to their ability to protect investors’ funds during times of
market decline by going “short the market.” A short position will profit if the market or stock declines.
At the end of the day, it is this ability of hedge funds that truly differentiates them from other, long-only
investments such as most mutual funds and ETFs.
A fund can short the market by using derivatives, such as options, futures and swaps, or by shorting a
stock. To short a stock a fund borrows the stock from a bank with a promise to return the stock in a
specified amount of time. The fund then sells the stock and invests the proceeds, possibly by buying
additional stocks in order to leverage their position. When the fund unwinds the short position they
must repurchase the stock in the market. If the price of the stock has dropped, the fund spends less
money than they took in from the sale of the stock, and the remainder is pocketed as profit. Obviously,
this strategy will lose money if there is a rise in the price of the stock.
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Hedge funds also use futures and forward contracts to hedge or take positions on market direction.
These derivatives are available for all markets; stocks, bonds, commodities and currencies. They are
traded through brokerage firms and require the use of a margin account, which allows for leverage via
loans from the broker.
The buyer of a futures contract has the right to buy (sell) a fixed amount of the underlying asset at a
fixed price on a fixed date. For example, the buyer of a futures contract on 100 pounds of silver at
$5.0/ounce for a contract that matures in three months’ time would make a profit if the price of silver is
above $5.0 on expiration by buying the silver at $5.0 via the futures contract and selling it at the market
for the market price. If the market price is $5.50, the futures buyer would have a $0.50 profit on each
ounce of silver.

E.

Hedge Fund Strategies

There are multiple classifications for hedge fund strategies. Broadly, hedge funds can be grouped into
five strategy buckets: equity hedge, event driven, macro, relative value and multi-strategy. Equity hedge
managers construct portfolios consisting of long and short position in equities. Event driven managers
invest in various securities with exposure to changes in a corporation’s lifecycle (such as bankruptcy or
an acquisition). Macro managers invest opportunistically in a wide range of financial assets and markets.
Relative value managers take long and short positions in attempt to exploit perceived mispricing. Multistrategy managers allocate their capital to multiple hedge fund strategies through direct management,
third party funds or subadvisory relationships.
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Exhibit 1: Investor Asset Allocation to Different Hedge Fund Strategy Groupings

Exhibit
2: Evolution of Hedge Fund Allocations

These charts shows the assets under management of various hedge fund strategy groupings. Notably,
investors have been deploying additional capital to the event driven, relative value and macro strategy
groupings over the past several years. (Citi Prime Finance)1
As shown in the table below, hedge fund strategies vary widely in their risk and return characteristics,

1

Citi Prime Finance: “The Rise of Liquid Alternatives & the Changing Dynamics of Alternative Product
Manufacturing and Distribution,” May 2013, page 17. Note that the Multi-Strategy approach was rolled into each
of the four strategy groupings.
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with strategies such as global macro, distressed securities and event driven strategies providing the
higher return while long/short equity and managed futures showing the highest volatility.
Exhibit 3: Risk-Reward Profile of Selected Hedge Fund Strategies
Mean
Annualized
Return

Annualized
Standard
Deviation

Maximum
Monthly
Return

Minimum
Monthly
Return

% Positive
Months

% Negative
Months

Long/Short Equity

5.5%

8.1%

6.1%

-7.8%

63.1%

36.9%

Global Macro

9.9%

5.5%

5.1%

-6.6%

77.4%

22.6%

Multi-Strategy

7.2%

5.1%

4.3%

-7.4%

77.4%

22.0%

Convertible Arbitrage

6.9%

7.3%

5.8%

-12.6%

72.0%

28.0%

Distressed

8.7%

5.7%

4.2%

-5.7%

74.4%

25.0%

Managed Futures

5.5%

11.7%

8.6%

-8.6%

55.4%

44.6%

Relative Value Arbitrage

3.8%

7.0%

6.8%

-14.1%

72.6%

27.4%

Event Driven

8.2%

5.8%

4.2%

-5.8%

75.6%

23.8%

1.

Equity Hedged Strategies

Equities hedged strategies include equity long/short, quantitative equity strategies, short bias, event
driven, risk (merger) arbitrage and activist hedge funds. Equity long/short was the first hedge fund
strategy followed in the first hedge fund established by Winslow Homer Jones in 1949. The premise is
straightforward: rather than holding a long equity position with the expectation of achieving gains in the
long term (based on the premise that shares have an upward bias over time) a hedge fund attempts to
improve the risk/return profile of a long position by introducing an overlay. In the case of long/short
strategies, this overlay is shorting the market by shorting stocks or using derivatives. The premise is that
introducing a short position, which is inversely correlated to the long position, will improve the
portfolio’s results.
However, this improvement presupposes that the short position adds value by being more “productive”
than the long positions that are foregone, otherwise it would prove to be a drag on performance.
Among the equity hedged funds, equity long/short strategies delivered the highest relative compound
returns over the 1994 to 2013 period although they experienced a large drawdown during the 2008
financial crisis. Market neutral strategies delivered low volatility throughout the period and managed to
preserve capital during large market disruptions. However, the cost of these risk-diversification benefits
was returns that fell below the S&P 500 over the period. Short bias strategies provided disappointing
returns during the period, reflecting their net-short position over a period in which broad equity markets
increased. However, they rewarded investors with superior performance during market downturns.
a)
Equity Long/Short
This strategy involves portfolios that consist of both long and short positions in stocks with a view of
hedging against downward movements in the stock market, or benefiting from the decline of the overall
market or specific stocks or sectors. Long/short funds vary in the extent to which they use derivatives
(i.e., options, swaps or futures on the S&P 500) to take short market positions or achieve this goal by
shorting individual stocks. The decisions are sometimes made by the fact that some stocks may be
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expensive or even impossible to short. These funds also differ widely depending on the amount of long
versus short positions. For example, 120/20 mutual funds are heavily skewed to the long side (with
$120 in long exposure for every $20 in short). Other funds may be closer to 50/50 long short and may
thus have a low beta or low exposure to the movement of the overall market. Many will vary the
composition depending on their feelings about the overall market.
Equity long/short managers combine long positions in a core group of equity securities with short
positions in physical stocks, stock indices, or equity derivatives. These strategies generally maintain a
net-long exposure in the expectation that markets will grow over time. Managers will take equity
positions based on a blend of top down analyses of broad economic themes and a bottom up analysis of
the intrinsic value of specific securities. In contrast to traditional long-only mutual fund strategies, equity
long/short managers can take advantage of securities that appear to be fundamentally overvalued.
Equity long/short managers seek to exploit mispricing or market inefficiencies that drive the price of
individual stock or market indices away from their intrinsic value. Managers differ to extent that they
evaluate stocks’ intrinsic value on a quantitative or qualitative basis. Managers will also invest across
different industry sectors, countries and regions and focus on different investment styles such as small
or large cap and growth or value stocks. To reduce risk, managers will often set on limits on portfolio
concentration in short positions and in individual stocks and stock sectors.
b)

Quantitative Equity Strategies
(1)
Equity Market Neutral
Equity market neutral strategies employ sophisticated quantitative, econometric and factor based
techniques to construct portfolios of (typically hundreds) of long and short positions in companies. The
portfolios are designed to have low beta exposure to various markets including stock, interest rate,
commodity and others. As a result, any gains from this strategy are often attributable to alpha – that is
returns after market beta has been removed. Typically, leverage is used to enhance portfolio returns.
Great care is taken in this strategy to neutralize the portfolio against a number of markets in addition to
the major stock markets. Sophisticated quantitative models (such as Northfield) are used to establish a
zero beta against various styles (large cap/small cap, etc.) as well as macroeconomic factors such as
inflation and stock market volatility. The goal of market neutral is to minimize or negate the impact of
market movements (i.e., beta) so that any remaining return is seen as alpha.
(2)
Statistical Arbitrage
Statistical Arbitrage is often grouped together with this strategy. StatArb strategies make many shortterm trades, sometimes lasting only seconds, that are designed to profit from pricing anomalies
between related stock with the expectation that mean reversion will cause the prices to converge.
Other Statistical Arbitrage strategies exploit new information that the manager feels have not yet been
fully taken into account in the securities’ current prices. These strategies typically maintain very low
overall net exposure to the stock market and expect to profit from the movement of individual stocks.
Computerized models typically consist of a combination of three models of equity pricing:
1. Momentum of the stock price (i.e., moving average, Bollinger bands, momentum, etc.)
2. Fundamentals of the stock (P/E ratio; profitability; operating results)
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3. Mean reversion (tendency for price to revert to longer-term trend)
(3)
Rules Based Multi-Factor Models
This strategy is a hybrid of market neutral and statistical arbitrage. These models use statistical rules to
evaluate individual stocks along a range a factors and, depending on the outcome, decide whether to
short or go long the stock. The most common factors are momentum; value (as opposed to growth);
quality (profitability); small size; and volatility. The difference between these models and market
neutral and that multi-factor models typically have a net long position. Two well-known practitioners of
multi-factor investing are AQR and Bridgewater Associates.
c)
Short Bias
Short-Biased, inverse or bear market funds gain from the decline in value of the stock market by either
choosing stocks that they feel are overvalued in relation to their underlying value or by shorting an index
such as the S&P500. These funds are designed to outperform traditional long only funds during
declining equity markets. Others are designed to identify companies whose share prices will decline for
reasons having to do with the company, sector or country. The funds vary on the extent to which they
are “net short,” varying from almost 100% to a more moderate amount. Many of these funds are
passively managed to track the inverse of an index.
d)
Event Driven
Event driven funds place bets on corporate events such as mergers and acquisitions, restructuring,
bankruptcy, IPOs and stock buybacks and significant news announcements. Their positions are linked to
specific events rather than the overall movement of a company’s stock. Once the event occurs, they will
normally liquidate their position and look for other event opportunities.
While most companies routinely undergo events, certain events have a significant impact on both the
company and it stock so they present a qualitatively different investment approach than the normal
purchase of shares. These events normally entail some hedging to offset the larger potential risk of
making a wrong bet. This hedge can come from different instruments in the capital structure of a
company – or a different company, as in merger arbitrage.
As the label implies, this group presents a relatively high risk; for example, investing in companies either
in bankruptcy or on the verge of bankruptcy. Both distressed and multi-strategy event driven strategies
outperformed traditional equities over the 1994 to 2013 period, although both strategies also suffered
large drawdowns during the 2008 financial crisis.
e)
Risk (Merger) Arbitrage
One of the earliest hedge fund strategies, these funds are focused on taking positions in equity
or equity related instruments of companies that are involved in publicly announced corporate merger or
acquisition transactions. A typical transaction would entail being “long” the stock or a company that is
the target of an acquisition and “short” the stock of the acquiring firm, with the assumption that the two
companies share prices will converge as the acquisition date comes closer. The risk is that the
transaction does not go through in which case the prices of the two companies will diverge, leading to
losses. The growth of international M&A has led to these funds often participating in cross-border deals.
Risk arbitrage managers take long positions in the stocks of companies that are expected to be acquired
and take short positions in the acquiring companies. The arbitrage opportunity arises because market
participants are hesitant to purchase the shares of the company being acquired at the announced price
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in case the deal falls through or results in a lower price than the bid. Risk arbitrage managers assume
this risk with the assumption that the difference between the bid rate and the market rate is more than
sufficient to compensate them for the risk.
The combined long-short position guarantees a fixed spread to managers provided that the deal goes
through on the announced terms. If the terms are adjusted or if the merger falls apart due to regulatory
hurdles, management differences or economic dislocations then the arbitrageurs may suffer large
losses. The risk arbitrage strategy has negative skew because it delivers a large number of small positive
returns and few large negative returns. The strategy also employs substantial leverage to gear up the
small spread between the acquired companies stock and the acquisition price. Risk arbitrage strategies
are generally uncorrelated with broader equity markets. However, they are still affected economic and
market conditions because the availability of debt, corporate profitability and the rate of economic
growth all drive merger and acquisition activity.
Because mergers sometimes fail because of legal or regulatory considerations, it is useful for the
managers to have access to legal expertise, and these managers often come from the M&A groups
within banks or law firms.
f)
Activist Hedge Funds
A rapidly growing and controversial strategy whereby a hedge fund purchases a minority share of a
company’s stock (typically 15% or less) and uses these shares as leverage to force a company to change
management, spin off or close operations, buy back its own shares or restructure its finances, including
paying out increased dividends to shareholders. The controversy is over whether these hedge funds
actually increase the economic value of the firms they target or merely gut them and take their cash
leaving the company worst off.

2.

Directional Trading

a)
Global Macro
These funds employ a wide range of strategies and instruments to implement views of the direction of
global markets or the relationship between markets and instruments. Their views or theses are typically
based on extensive top down analysis of market, economic and/or political analysis rather than bottomup analysis of individual stocks and bonds. The views are then typically implemented using index or
derivative products rather than the purchase or sale of individual stocks or bonds. They may trade in
emerging or developed countries and in the equities, fixed income, and currency and commodities
markets. Trades are either directional or take into account the relationship between two or more
investments. One example of the latter is convergence trades where the relative price of two
instruments in expected to converge in the future. Another is the “carry trade” which attempts to profit
from interest rate differences between currencies. Global macro funds are often leveraged.
b)
Managed Futures
Managed futures strategy will often trade in the same markets as those used by Global Macro: i.e.,
equities, fixed income, currency and commodity. However, these managers use proprietary statistical
models that attempt to capture the price movement of these instruments either by identifying a trend
or a reversion to the mean. Typical methods used here include momentum and moving average. The
managers differ depending on the markets they trade, the models they use, and the timeframe of their
trading decisions. Some will use models that generate short term signals and trade frequently, while
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others use longer trending models. Many funds will use multiple models to decide entry and exit levels.
Funds in this category are typically involved in a wide range of markets, often trading in dozens of liquid
instruments including futures, swaps, options, foreign exchange contracts both exchange traded and in
the over-the-counter markets. However, some specialize in a small number or even on one market (i.e.,
currency, energy, commodities, etc.)

3.

Relative Value

Relative value arbitrage funds attempt to profit from a discrepancy in the valuation between multiple
securities, assuming that this discrepancy is ameliorated over time. A classic example would include the
interest rate spread between long and short term bonds in the U.S. Depending on a manager’s view,
this spread could increase with time resulting in a steeper yield curve or decrease resulting in a flatter
curve. A manager’s view would depend on economic and political considerations, supply and demand
factors, and the market’s anticipation of future outcomes. Either view can be expressed using futures,
options or swaps.
a)
Fixed Income Arbitrage
These managers take long and short positions in the bond markets, both U.S. and international. They
profit from relative interest rate movements either between countries or for different maturities within
the same country. They also attempt to reap the benefits of investment in high yield (junk) bonds and
emerging market debt without getting burned by a defaulting issuer. Some funds focus on distressed
debt-- bonds of companies that are either bankrupt, close to bankruptcy or emerging from bankruptcy.
These companies’ debt tends to pay higher interest rate to compensate buyers for bearing the
additional risk.
Fixed income instruments vary along a number of dimensions including interest rate, market sensitivity,
duration, credit quality, etc. Fixed income arbitrage entails exploiting a mispricing of differences
between bonds. The arbitrage portfolios are constructed to neutralize the funds’ exposure to
directional changes in interest rates. Fixed income securities are based on perceived changes in the term
structure of interest rates or in the relative credit quality of the issuer or of a specific tranche or level of
seniority of the issuer’s debt. For example, a 9-year bond will have a yield that is higher than a 10-year
bond. A manager may feel that the difference is exaggerated and will return to their “fair” or “normal”
levels. In this case, the manager would purchase the 10-year bond and short the 9-year bond since the
price of the 10-year bond would appreciate if the ten-year price goes down and/or the nine-year bond
would depreciate if its rate went up.2 Similarly, fixed income arbitrage managers exploit perceived
mispricing by combining long and short positions in fixed income instruments. Another example would
entail purchasing high yield bond and hedging them with a short position in U.S. treasuries in order to
capture the higher interest rate of the bond.

2

Of course, famously, Long Term Capital Management took a similar position in the 29 to 30 year U.S. Treasury
bonds. However, the position was highly leveraged and a flight to safety caused the price of the 30-year bond to
skyrocket, leading to billions of dollars in losses.
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b)
Distressed Securities
Managers in this strategy trade in the equity and credit securities of companies that are either
financially distressed or entering into or emerging from bankruptcy. During these periods, a company’s
or government entities’ securities may become severely undervalued as investors flee, or else the
relative value of different instruments (for example, a company’s stock versus bonds, or different types
of bonds within the capital structure) may offer attractive opportunities. The risk and return here is
more often based on credit quality changes -- and the subsequent appreciation or depreciation of the
securities -- than on market or interest rate movements.
c)
Volatility Arbitrage
Another relative value strategy is volatility arbitrage, which entails trading the VIX contract on the
Chicago Mercantile Exchange. The VIX contract is priced based on the volatility of the S&P 500.
Volatility strategies seek to profit from the mispricing of implied volatility between two or more
instruments. Thus, investors who predict that future market volatility is lower than the implied volatility
in the VIX price will short the VIX. Volatility strategies offer investors the ability to help hedge, or
diversify, their portfolios against equity risk, especially in turbulent market conditions. Volatility typically
increase during market crises and long positions in volatility strategies can help provide downside
protection.

4.

Multi-Strategy

These funds seek to deliver exposure to diversified markets, instruments and strategies and may include
a mix of the strategies described above in equities, currencies, commodities and interest rates. These
funds vary in the mix of strategies which can vary considerably. These funds often “farm out” or hire
other managers to implement the various strategies. These funds are also known as “fund of funds,” and
typically charge a fee on top of the fee charged by the retained managers. Some funds implement these
strategies by entering directly into trading positions.
This is all the more remarkable given that there is an ongoing debate about whether hedge funds
actually produce value for investors, especially after managers take out their fat management fees and
performance compensation. This paradox, of mediocre performance (especially over the past several
years) and continued strong growth in assets, will be addressed below.

F.

the Plight of Investors

The rapid growth of hedge funds needs to be placed in the context of the investment environment that
has prevailed over the past few years. Our argument here is that economic and financial conditions
confronting investors have changed dramatically in the past few years and now provide a strong
impetus for the recent and continued growth of alternative investments. A traditional 60/40 stock/bond
portfolio was sufficient to generate attractive risk adjusted returns for a 20-year period between 1987
and 2006, which meant that alternative investments were primarily of interest to investors seeking
outsized returns. However, markets over the past several years have bewildered investors with low
interest rates, systemic crises and unpredictable markets and have led to alternatives as a possible
solution.

1.

Investors had the Wind in their backs for 30 Years

Investors of the 1980s and 1990s enjoyed a perfect storm that led to unprecedented gains from
traditional portfolios of stocks and bonds. An article by PIMCO in 2013 makes this point forcefully and
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concludes that a portfolio comprised of 60% stocks and 40% bonds produced an average annual return
of 13.75% between 1980 and 2000, while the same portfolio only yielded 5.2% between 2000 and 2013.
The resulting pressure to find sources of additional yield has been felt by all investors, and is a major
cause of the attraction of alternative investments.3
Exhibit 4: Historical Performance of a 60% Equity and 40% Fixed Income Portfolio

a)
Investors Benefited from High and Declining Rates
Following the inflationary era of the 1970s, when interest rates closed in on 20%, interest rates have
steadily declined throughout the 1980s and 1990s, along with inflation and inflationary expectations.
This benefited investors in two ways: First, for a good part of this period investors realized income from
high interest rates provided by the safest investments in government bills, bonds and notes. (The
additional returns to be earned from corporate and high yield debt presented an added gift to
investors.) Secondly, the decline in interest rates caused the appreciation of bond prices, again
benefitting investors who are typically net long bonds. The graphs below show the decline in interest
rates during this time period.

3

“In an Era of Uncertainty and Lower Returns, it’s Time for Alternative Approaches”, Sabrina Callin and John
Cavalieri, May 2013. The authors point to several strategies that are being considered by investors: Alternative
asset allocation approaches (risk contributions); alternative index-construction processes (cap-weighted);
alternative sources of alpha (looking for structural sources of alpha); alternative return and risk objectives
(outcome oriented strategies); and alternative risk mitigation tools (inflation hedge, left-tail hedges, out of the
money puts).
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b)
…and Low Valuations and Strong Economic Growth
Stock valuations as we entered the 1990s were depressed as a result of the inflation of the 1980s and
the shock of the October 1987 stock market crash, providing a great buying opportunity for investors as
stock prices subsequently rose buoyed by the robust economic growth, loose monetary policies and
increased inflows into stock markets throughout the 1990s and 2000s.
Exhibit 5: The Bull Run in Equities

2.
The Current Financial Environment and the Interest in Alternative
Investments
a)
Investors face continued shortfalls in their funding needs…
As a result of the aging of the population, slowed economic growth, low interest rates and stock and
bond market volatility, institutional investors and individuals are facing a shortfall in the assets they
require to meet their future obligations and needs. The chart below shows this in dramatic fashion as
global defined benefit pension plans, which together need to invest trillions of dollars to meet the
retirement needs of hundreds of millions of people, have seen their ability to provide for projected
liabilities plummet from 100% in 1998 to around 75% today.
Exhibit 6: Pension Funded Status Over Time
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b)
…While markets present no easy solutions
With the palpable lack of investment opportunities and the increase in risk due to increased volatility,
fat-tailed events and increased correlation between assets, especially during times of market stress,
investors are mired in an economic and financial environment that presents no easy solutions.
(1)
Current stock market outlook is uncertain
While there is debate about whether stocks are currently overvalued, very few would argue that stocks
present the same opportunities that existed over the past two decades. Furthermore, given the inverse
relationship that often exists between stock market prices and interest rates, the possibility of future
increases in interest rates poses a danger to equity investors. What is certain is that the volatility of the
stock market has increased in recent years, making equity investment riskier. It is very likely that the
market, which had provided a tailwind for investors in the 1990s, will prove to be a headwind in the
coming years.
Exhibit 7: Increasing Volatility After the Stock Market Bull Run

(2)
Buildup of Credit
During the 1990s and 2000s both governments and individuals loaded up on cheap credit, as shown in
the chart below. This credit must be paid off from income and taxes. These payments would normally
be used to purchase supply and services, helping grow the country’s GDP. Instead, they need to go
towards repaying much of the outstanding debt.
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(3)
Current Low Interest Rates Present a Potential Problem for
Investors
Unfortunately, the appreciation in bond prices over the past several years marks the final stage in this
long-lasting rally as interest rates have declined to near zero level. Investors are now faced with the
opposite set of conditions; interest rates on all types of bonds are at historical lows, thus denying
investors interest income, while bond-holders are facing the possibility that interest rates may increase
in the future, causing losses on bond their portfolios.
(4)
Fat-Tailed Risk
Exacerbating the situation is the increased likelihood of a fat-tailed risk of the type that swept the
markets in 2007-8 and caused trillions of dollars of value to be eradicated in a relatively brief period of
time. Two factors make this type of event an increasing possibility: First, the continuing
interdependence of financial and economic markets around the world that serve to magnify a local
event (for example, the failing of a U.S. bank) into a global tsunami with global repercussions. Second,
the sustained global lowering of interest rates has fueled a stock market surge and a number of
potential bubbles (i.e., real estate, commodities) that may well pop and cause cascading woes to
investors.

III.

Liquid Alternative Investments: Hedge Funds for the Masses

Part of the appeal of hedge funds for its investors has always been the exclusivity of being part of an
elite group that can afford the price of entry. The clubs of Palm Beach and Telluride buzzed with talk of
the latest hedge fund manager holding a “hot hand” and therefore worthy of an investment.
(Unfortunately for the club members, Bernard Madoff was one of the “hot hand” managers who raised
billions of dollars at these clubs.)
The non-wealthy had to look on with envy as they read about the exploits of hedge funds making billions
of dollars ostensibly for their investors. At the same time, they were wary of the perceived risk of hedge
funds and their use of derivatives and leverage.
Never ones to let an opportunity go by, the mutual fund industry appropriated the tools and strategies
of hedge funds and packaged them in a tamer, sanitized mutual fund which they named “liquid
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alternative investments.” Demand for this product skyrocketed, growing from barely $50 billion under
management to over a half trillion dollars under management in a few short years, fueled by investment
advisors and “wealth managers” who were seeking new sources of revenue for themselves and,
hopefully, additional income for their clients.
The main difference between hedge funds and liquid alternative investments is that the latter, as mutual
funds who can market to investors who not meet the criteria of hedge fund investors, needed to be
registered with the SEC under the 1940 Securities Act (thus their alternate designation as ‘40-Act Funds).
This also meant that they came under the intense scrutiny of the SEC and needed to comply with a host
of regulations including transparency of their portfolio, daily liquidity for their investors (who could
redeem their shares on a daily basis) and limitations (but not outright bans) on their use of derivatives,
leverage and short positions.

A.

The Spectacular Growth of Liquid Alternative Investments

Assets managed by alternative mutual funds have soared in recent years from $50 billion in 2006 to $95
billion in 2008, $305 billion in 2012 and nearly $500 billion in 2014.4 Furthermore, these assets are
forecasted to continue to grow rapidly in the coming years: Citi Prime Finance, for example, estimates
that U.S. retail assets in alternative mutual funds will reach $772 billion by 2017, when they will
represent 10% of total U.S. mutual fund assets.5 A comparable trend is seen globally: alternative assets
in European based UCITS have risen from $117 billion in early 2009 to over $248 billion in 2012.6
The chart below shows the growth in alternative mutual fund assets as well as the pronounced increase
in the slope of this growth following the 2008 Credit Crisis as investors became more concerned with the
perceived lack of transparency and liquidity among traditional hedge funds, especially when scores of
hedge fund managers, especially those managing relatively illiquid assets, used the authority granted
them in the offering documents and partnership agreements to impose various gates and restrictions on
investors redemption of assets.

4

Citi Prime Finance: “The Rise of Liquid Alternatives & the Changing Dynamics of Alternative Product
Manufacturing and Distribution,” May 2013, page 34. Technically, this refers to ‘40s Act Funds and ETFs. Open- and
closed-end mutual funds in the U.S. are governed by the Investment Company Act of 1940.
5
Citi Prime Finance: “The Rise of Liquid Alternatives & the Changing Dynamics of Alternative Product
Manufacturing and Distribution,” May 2013, page 50.
6
Credit Suisse: “Alternative UCITS strategies – paradigm shift or expensive compromise?” February 2013, pages 35.
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1.

Open Ended Companies (mutual funds)

A mutual fund is an investment fund that pools money from many investors into a single fund that is
then managed by professionals who buy and sell securities using the fund’s assets. The investors in the
fund become shareholders in proportion to how much they invested. The Net Asset Value of a mutual
fund is calculated at the end of each day and shareholders can redeem their shares or buy new shares
on a daily basis. The diagram below shows the complex legal structure of a typical mutual fund which
must, by law, have an independent board of directors to oversee the fund’s operations and ensure its
compliance with relevant laws and regulations. (Hedge funds are not required to, and typically do not
have, an independent board to oversee the hedge fund managers and general partner.)

Mutual funds are typically classified by their structure and/or the investment objective. Mutual funds
also vary in their investment objectives and the markets and instruments in their portfolios. There are
over 10,000 mutual funds with every match and mix of markets and securities and objectives
imaginable. An important distinction, for our purposes, is between actively management and passively
managed mutual funds. The latter are pegged to an index (the S&P 500 being the most common) and
the managers are constrained to try and duplicate this or a myriad of other indices including the
NASDAQ (high tech) or Russell 2000 (small cap stocks).
Actively managed funds, on the other hand, give the manager discretion to either beat their relevant
index or manage a fund without reference to any index. The liquid alternative investments are of the
latter type. Their mandate is “absolute return” which means they ideally make money whether markets
go up or down.
The key for the mutual fund industry, which is facing stiff competitive pressure to reduce the fees they
charge investors, is that activist funds, and especially liquid alternative investments, are able to charge
substantially higher fees that other mutual funds. Facing a profit squeeze, this is good news indeed for
the mutual fund industry and explains a large part of why they have embraced this product.
One of the sources of competition for mutual fund comes from Exchange Traded Funds, to which we
turn now.
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2.

Exchange Traded Funds (ETFs)

An ETF, or exchange traded fund, is a marketable security that typically tracks an
index, commodities, bonds, or a basket of assets like an index fund. Unlike mutual funds, an ETF trades
like a common stock on a stock exchange. ETFs experience price changes throughout the day as they are
bought and sold.
Because it trades continuously like a stock, an ETF does not have its net asset value (NAV) calculated
once at the end of every day like a mutual fund does. Rather, share prices are continuously changing
throughout the trading day as the shares are bought and sold by brokers on behalf of investors and their
money managers.
The structure of an ETF is rather complicated, as diagrammed below. The key player is the ETF provider
who takes in cash from investors (via a broker, for investors cannot go directly to the provider) and then
structures ETF Units which are sold to the investor. In order to construct these units, the provider needs
to go into the market (or structure a swap with a bank or investment bank) that will determine the value
of each unit.
While the great majority of ETFs are pegged to an index, a growing number are actively managed along
the lines of an actively managed mutual fund, especially ETFs that include leverage and inverse profile.
(These are ETFs that are massively short a market and gain when that market falls). The liquid
alternative investments fall into this category of actively managed ETFs.

While ETFs differ from mutual funds in several important aspects, they are similar in that they are also
tightly regulated by the SEC and have similar transparency and liquidity requirements. The advantage of
ETFs over mutual funds is that ETFs tend to be cheaper, can be shorted and options are available on
some ETFs.
ETFs have been growing faster than mutual funds by taking away mutual fund assets, an important
reason why liquid alternative mutual funds have become so important to the mutual fund industry. The
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fastest growing segment of the mutual fund and ETF industries in recent years has been “alternative”
funds. These funds, which were barely on investors’ radar screen five years ago, have had a five-fold
increase in assets under management since 2007. While actively managed equity mutual funds lost
$575 billion in assets from 2007 to 2013, investors placed over $40 billion in alternative mutual funds in
2013 alone, while $795 billion went to index funds.

B.
“Shadow Boxing?” Competition between Hedge Funds and Liquid
Alternative Investments
The liquid alternative space has Increasingly become a battleground between hedge funds (and funds of
hedge funds) on the one side and asset management companies, notably mutual fund and ETF
companies, on the other. The common opinion, at least in the hedge fund industry, is that liquid
alternatives fall short of the performance of private hedge funds, assuring that hedge fund assets will
continue to grow.
The basis for this belief has to do with limitations placed on mutual funds, ETFs and UCITS in their use of
leverage and derivatives, liquidity and lockups, and strategy flexibility. We will look at these arguments
more closely below.

Exhibit 8: Characteristics of Liquid Alternative Funds and Hedge Funds

Profile

Liquidity
Position Level
Transparency
Available to a
Broad Investor
Base
Structure
Investor
Qualification
Fees

Minimum
Investment
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Alternative
Mutual Funds

Hedge Funds

ETFs

Seek to deliver
hedge fund-like
returns without an
investment in hedge
funds
Daily

Actively managed
portfolios that seek to
maximize absolute
returns

Actively managed
portfolios of hedge
funds designed to meet
the portfolio objective

Yes, with time delay

Redemption notice and
minimum lockup
No

Continuous pricing and
redemption
Yes

Yes

No

No

1940 Act mutual
fund
Retail & Institutional

Limited Partnership

1940 Act Fund

Qualified Purchaser /
Accredited Investor

Retail and Institutional

12b-1, sales charge,
management fee,
other administrative
expenses

Management and
performance fee
(typically "2/20"), other
administrative expenses

$2,500 (taxable
accounts) / $250
(IRAs)

$250,000 to $5 million;
$1 million typical

Management and
performance fee
(typically "1/10" plus
underlying fund fees),
other administrative
expenses
One Share

Pricing

Daily

Monthly

Continuous

Tax Reporting

1099s

K-1s

K-1s

Transparency

Higher

Lower

Lower

1940 Act limits on
structure, shorting
leverage

Exempt from 1940
Investment Act

1940 Act limits on
structure, shorting
leverage

Regulation

C.

The Arguments for and Against Hedge Funds and LAIs

Hedge funds and liquid alternative investments can be viewed as different ways of using hedge fund
tools and strategies. In fact, the hedge fund universe can be seen as a set of such strategies and tools
that can be used by different vehicles including private limited partnerships, mutual funds, UCITS and
ETFs.
Three reasons are given for why liquid alternative investments’ performance should lag behind hedge
funds: different liquidity requirements; limits on LAIs’ use of leverage and derivatives; and the fees
charged by mutual funds. We evaluate each of these below.

1.

The Liquidity Premium

Liquidity is especially important in comparing investments in general, and hedge funds and liquid
alternative investments in particular. From investors’ perspective, knowledge of an investment’s
liquidity is a key requirement for making meeting their own liquidity needs. In addition, liquidity is
important because of the widely-held belief, most famously associated with David Swensen, Chief
Investment Officer of the Yale University Endowment, that investors that are able to invest in less liquid
asserts -- and have their money tied up for longer periods of time -- are able to earn a “liquidity
premium” in the form of returns above those of more liquid investments.7
Many strategies take time to bear fruit. Private equity investments may be 5-7 years or longer. Global
macro fundamentally based strategies may need to wait for an economic cycle of months to reach
profit. Similarly, strategies involving high yield or emerging market debt, carry trade, and other illiquid
markets, can only be done efficiently if the managers are able to invest for the requisite amount of time.
The need by mutual funds to provide daily or at least near term liquidity means that they need to keep
cash on hand to handle redemptions. This can hurt results, especially for strategies that include
distressed securities investing, certain structured credit approaches, activist/special-situation strategies,
physical private real estate, private equity, venture capital, hard assets, and infrastructure.

2.

Limits on liquid alternatives’ leverage and derivatives

Another potential drawback of liquid alternatives is the restriction on leverage compared to hedge
funds. Leverage is especially important for strategies – notably fixed income arbitrage, commodity
trading advisors and market neutral strategies -- that have positions with thin profit margins and need
leverage to make the returns attractive. Although leverage is a double edged sword that can multiply
losses as well as gains, it certainly provides higher returns when the strategy works.

7

See for example: http://www.ifa.com/articles/liquidity_risk_factor
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One of the ways that hedge funds gain leverage is through the use of derivatives such as swaps, futures
and options, which often only require a margin for a fraction of their nominal value. However, here
again regulations restrict the ability of mutual funds to use these instruments.

3.

Fees and Expenses

It is widely assumed that the fee and incentive compensation structure of hedge funds is higher than
liquid alternative investments, which only charge a flat fee.
However, this conclusion has been challenged in a broad study performed by Morningstar, which found
that when front-end loads (a sales commission or fee paid to intermediaries such as financial planners,
brokers and investment advisors at the time of sale; front-end loads are separate from fund expenses)
are included, fund expenses may be considerably higher than the average hedge fund:
…looking at data from 269 actively managed liquid alternative funds casts some doubt on this
claim, Morningstar found that the average fund expense ratio for this group is 1.91%. Potentially
more telling is the dispersion, as the top quarter has a range of 2.25% to 5.13% with an average
of 2.8%. To put this into perspective, hedge funds' much maligned “2 & 20” fee structure
equated to a 2.7% investor all-in fee, using HFR Research's broadest index over the past 15
years. If we were to include just the front-end loads, the top quartile's average [mutual] fund
expenses paid increases to 3.28% (assuming a five-year average holding period). In order to
equate this to the hedge fund return series discussed above, investors in these liquid alternative
funds would need to provide an outsized manager payout of “2 & 37.” 8
One difficulty in comparing liquid alternative funds to hedge funds is that liquid alternatives are required
to divulge their expenses (in a measure known as “expense ratio” – i.e., the ratio of expenses to the
fund’s assets) hedge funds’ expenses are included in the total returns and not reported separately.

IV.

It’s All About Performance…Do Hedge Funds Deliver?

And now we have to enter the murky and highly controversial area of hedge fund performance, also
known as “do hedge fund managers earn their fees?” While countless amounts of ink (and pixels) have
gone into both sides of this controversy, most has come from hedge funds and their allies. Although
hedge funds are prevented from marketing to investors, this does not hold for brokers, investment
managers, wealth managers, insurance companies, banks and investment banks – the entities that
convince investors to invest in hedge funds and LiquidAlts.
On the institutional side, there are dozens of consulting firms who advise pension funds, university
endowments and foundations, as well as offices of the very wealthy, on their asset allocation. These
firms overwhelmingly advocate investment in hedge funds, despite the controversy of whether they
benefit investors.
Too, the hedge fund industry enjoys the advocacy of several industry associations – notably the
Alternative Investment Management Association and the Managed Funds Association -- that are free to

8

“Alternative Mutual Funds – A good alternative?” WealthAlly.com. Aug 17, 2013.
Read more http://erfolgsebook.de/2013/12/07/alternative-mutual-funds-a-good-alternative-2/
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tout the advantages of hedge funds, often with biased literature couched in scientific jargon. These
include
Aligned on the other side of the controversy are the meagre resources of journalists and academics. It is
no wonder that assets of hedge funds have grown dramatically over the past decade.

A.

The Industry Position

The definition of hedge fund performance has changed several times over the years, which adds to the
difficulty of discussing topic. Like hitting a moving target or finding the ball under the shells, finding the
current definition of hedge fund performance is a challenge. Another major problem with measuring
hedge fund performance is the deep flaws with both the data that is used to measure this performance
and in the measurement methodology itself.
In combination, these issues seriously bring into question the industry argument that hedge funds are
beneficial for investors. The industry arguments for hedge funds over the years can be summarized as
follows9:
1. Hedge funds provide higher returns and higher alpha than other investments
2. Hedge funds provide absolute returns, showing positive returns under all market conditions
3. Hedge funds provide risk protection insurance because they suffer smaller declines than other
investments during market downturns
4. Hedge funds improve the risk adjusted returns of a portfolio because of their low correlation to
other investments

B.

Hedge Fund Performance: The Moving Target

Since the early 1990s hedge funds and the definition of hedge fund performance have gone through
four distinct phases: 1) The “home run years” when hedge funds were expected to earn outsized returns
2) Absolute returns when hedge funds were expected to show positive returns regardless of market
movements, 3) Downside risk protection, especially during market crises and fat-tailed events, 4) and
sources of diversification by offering alternative betas, which differed from traditional stock and bond
market betas. These changes are mimics in the Economist article below.
While 1) and 2) above were the stated goals of hedge funds for a long time, this changed with the Credit
Crisis of 2008. Since then, 3) and 4) above have been given as the primary reasons to invest in hedge
funds.

9

Representative Studies of the Portfolio Benefits of Hedge Funds include: The Value of the Hedge Fund Industry to Investors,
Markets and the Broader Economy, Center for Hedge Fund Research, Imperial College, 2012; with KPMG and AIMA; Hedge
Funds as Diversifiers in Institutional Portfolios, Commonfund, August 2013; Apples to Apples: How to better understand hedge
fund performance; AIMA, 2014; Hedge Fund Investing: How to Optimize Your Portfolio, Credit Suisse, 2012; Hedge Funds in
Strategic Asset Allocation, LYXOR Research, March 2014; Quant Corner: the ABCs of Hedge Funds: Alphas, Betas and Costs;
Roger Ibbotson, Peng Chen and Kevin Zhu, Morningstar Investment Observer; The Case for Hedge Funds, Goldman Sachs Asset
Management, 2013; Essentials of Alternatives, Guggenheim Investments, 2012; The New Diversification: Open Your Eyes to
Investments, a Conversation with Professor Christopher Geczy, BlackRock, 2013
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FROM ALPHA TO SMART BETA
THE INDUSTRY’S LANGUAGE IS CHANGING

February 18th, 2012
Dear Investor,
In line with the rest of our industry we are making some changes to the language we
use in our marketing and communications. We are writing this letter so we can explain
these changes properly. Most importantly, Zilch Capital used to refer to itself as a
“hedge fund” but 2008 made it embarrassingly clear we didn't know how to hedge. At
all. So like many others, we have embraced the title of “alternative asset manager”. It's
clunky but ambiguous enough to shield us from criticism next time around. We know
we used to promise “absolute returns” (i.e., that you would make money regardless of
market conditions) but this pledge has proved impossible to honour. Instead we're
going to give you “risk-adjusted” returns or, failing that, “relative” returns. In years like
2011, when we delivered much less than the S&P 500, you may find that we don't talk
about returns at all.
It is also time to move on from the concept of delivering “alpha”, the skill you've paid
us such fat fees for. Upon reflection, we have decided that we're actually much better
at giving you “smart beta”. This term is already being touted at industry conferences
and we hope shortly to be able to explain what it means. Like our peers we have also
started talking a lot about how we are “multi-strategy” and “capital-structure
agnostic”, and boasting about the benefits of our “unconstrained” investment
approach. This is better than saying we don't really understand what's going on.
Some parts of the lexicon will not see style drift. We are still trying to keep alive “two
and twenty”, the industry's shorthand for 2% management fees and 20% performance
fees. It is, we're sure you'll agree, important to keep up some traditions. Thank you for
your continued partnership.
Zilch Capital LLC
The Economist

Goldman Sachs, the prestigious bank, which has its own hedge funds in addition to marketing the hedge
funds of others, presents the performance of hedge funds compared to other indices in the graph
below. We will deal with the flaws in the measurement of performance later in this book. However, at
this juncture we will use the graph to map out the main guises in which hedge fund performance has
dressed over the years.
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1.

The Home Run Years

The home run years run approximately between 1992 and 1998 and can be bracketed by two market
crises and a tale of two hedge funds. The two crises are the European Monetary System’s realignment
in 1992 and the Russian Ruble collapse in 1998. The two hedge fund associated with the two events are
George Soros’ fund which profited mightily in 1992 from the devaluation of the British pound, and Long
Term Capital Management, which blew up in 1998. During the interim period investors, who were at the
time primarily European and U.S. wealthy individuals, invested in hedge funds hoping to see double digit
returns and willing to risk capital in order to achieve these returns.
a)
George Soros Breaks the Bank of England
During the early 1990s most European nations joined the European Exchange Rate Mechanism, an
agreement to maintain fixed exchange rates between the members. However, the ERM allowed nations
to periodically adjust these rates to mitigate economic and political pressures.
By 1992 the British pound had become seriously sufficiently overvalued against the other European
currencies so as to hurt their exports and their economy. The British government decided that it wanted
to maintain a strong pound primarily for political reasons, equating a strong pound with a show of
strength. However, many investors and speculators felt that this strong pound policy was unsustainable.
George Soros, a hedge fund manager, was among these speculators and as 1992 progressed he took
massive short positions betting against the British Pound.
The British government tried to prop up the pound by raising interest rates into the double digits and by
using the country’s reserves to buy pounds in the marketplace in order to break the backs of
speculators. Soros, however, felt that the British could not sustain these policies, which were severely
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hurting the British economy. As the graph below shows, he was right. The pound collapsed and Soros
made a billion dollars for his investors. (This was at a time when a billion dollars was real money).
Soros served as the prototype hedge fund manager for the next several years until Long Term Capital
Management blew up and brought the global financial system to its knees by swinging for the fences.

b)
Long Term Capital Management
In 1994, a couple of Nobel Laureates in economics and some heavyweight traders from Solomon
Brothers felt that they could earn high returns as hedge fund managers, and founded Long Term Capital
Management. Given the reputation of the fund’s managers, it quickly raised several billion dollars which
it put to work on highly leveraged bets using derivatives. These positions ranged from Dutch real estate
to U.S. equities to Asian currencies. By 1998, some of LTCM’s positions were leveraged 100 to 1
(meaning that the fund had one dollar of capital for every 100 dollars of market positions).
In 1997 debt crisis was followed by Russia’s default on its foreign debt in 1998. In reaction, investors
liquidated their riskier investments (which were precisely the ones LTCM owned) and moved into U.S.
government bonds. The result was losses so severe that LTCM became bankrupt and avoided
liquidation only because the Federal Reserve performed a shotgun marriage between LTCM and Bear
Stearns.

C.

The Absolute Returns Years

While 1998 marked the year that hedge fund stopped aiming for home runs, they did provide some
downside protection while the stock and bond markets tanked in 1998 and again in 2000-1 as the
Internet bubble burst. (See chart below). The argument now became that hedge funds act as
insurance, providing a buffer against sharp market reversals and fat-tailed movements because of their
ability to short markets and flexibility in changing the composition of their portfolios in response to
changing market positions.
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Exhibit 9: Hedge Funds Have Experienced Smaller Declines During Equity Drawdowns

Absolute returns refer to the ability of a fund to generate positive returns in all market conditions, as
opposed to “relative return” funds whose returns are designed to track a benchmark or market.10
Relative return funds are expected to show negative returns if their benchmark decline while absolute
return funds are expected to continue to show positive results. Hedge funds were labelled as “absolute
return” investments until 2008 because they consistently showed positive results, at least on an
aggregate level, regardless of the direction of the major markets. As shown above, the aggregate hedge
fund index and the fund of fund index both had positive results in virtually every single year between
1990 and 2007. In other years, their drawdown was dramatically less than the stock market.

D.

The Yale Endowment Model: Institutions Pile into Hedge Funds

The year 2008 was important for hedge funds for two reasons. First, the credit crisis, when hedge funds
as a group lost 20% of their assets, put to bed the notion that hedge funds were absolute return
investments. Second, it marked the year that the majority of money invested with hedge funds came
from institutions rather than wealthy individuals.

10

Absolute return strategies include equity market neutral, arbitrage strategies and relative value strategies. The
returns on these strategies do not always prove to be uncorrelated with the market and can suffer drawdowns. Of
course fixed income products such as U.S. treasuries are vulnerable to drawdowns as well if record low interest
rates revert closer to their historical norms.
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One of the shining beacons of investment hope during the 2000s was the stellar performance of the Yale
Endowment under David Swensen, its Chief Investment Officer. During his nineteen years as CIO, the
Yale Endowment portfolio dramatically outperformed virtually every other large endowment as well as
the traditional 60/40 portfolio. (see below)

Exhibit 10: The Yale Endowment Performance

Furthermore, Swensen, whose opinions were widely disseminated in the investment industry not least
via his book, Pioneering Modern Portfolio, was adamant that the endowment’s results were a function
having invested over two-thirds of its assets in alternative investments -- primarily private equity firms,
real estate and hedge funds (labelled as “Absolute Return” below.)
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Exhibit 11: Yale Endowment’s Asset Allocation

It is therefore hardly surprising that numerous endowments have a larger share of their assets in hedge
funds than other institutional investors. The impact of Swensen’s investment strategy filtered through
to family offices, high net worth individuals and, most recently, to pension funds and individual
investors. At any rate, by the mid to late 2000s alternatives, primarily in the form of hedge funds, real
estate and private equity, were considered to be a prudent part of the portfolio of most investors. With
the growth of liquid alternative investments, even retail investors are getting into the act. The
traditional 60/40 investment paradigm now includes alternative investments.
However, investors chose to overlook the caveat Swensen added to his analysis: that choosing the right
managers was crucial if one wanted to duplicate his results. As we discuss in more detail below, hedge
fund returns are widely dispersed and the performance of a fund in the bottom quartile was
substantially different than one in the top. Yale University, a powerhouse in the markets, was able to
gain access to the best hedge fund, including those that are closed to most investors, as well as to
negotiate favorable terms. Swensen himself clearly had a knack for selecting top notch funds. Other
investors who have followed the Yale Model have not been able to duplicate its outstanding
performance. This however has not stopped institutions from putting more and more of their money
with hedge funds.

E.
The Present Day for Rational for Hedge Funds: Portfolio
Diversifier and Alpha Generator
1.

Alpha Generator

The chart below is meant to show that hedge funds provide a significant amount of alpha, defined by GS
as “skill-based, active returns…in excess of…returns achieved through passive market exposure.” (GMAS
Perspectives, pg. 2) This report does not allow a full discussion of how alpha is isolated from beta and
pure dumb luck. The alpha generation property of hedge funds was loudly touted for a number of years,
but the tone has declined significantly in the past few years as much of alpha turned out to be
“alternative beta,” beta generated by factors other than stock and bond markets.
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2.

Hedge Fund Substitutes and Diversifiers

The latest definition of hedge fund performance no longer holds hedge funds to a benchmark or,
indeed, any return criteria. The performance criteria of hedge funds are summarized in a recent paper
published by the Alternative Investment Management Association (AIMA), a hedge fund industry group,
and the Chartered Alternative Investment Association (CAIA), which provides professional certification
for alternative investments. The paper is titled “Portfolio Transformers: Examining the Role of Hedge
Funds and Diversifiers in an Investor Portfolio.” Hedge funds are touted as either portfolio diversifiers
or investment substitutes (for traditional stocks and bonds). The major hedge fund strategies are placed
into one of these functions:

(Source: “Portfolio Transformers: Examining the Role of Hedge Funds and Diversifiers in an Investor Portfolio.”)

The benefits for investors that result from including hedge funds in their portfolios include the following:




a source of diversification
substitutes for traditional stocks, bonds and cash investments
provider of downside protection
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lowered volatility
possibility of improving returns in an overall investment portfolio
According to the study,
Such hedge fund strategies ought to reduce the overall volatility (i.e. reduce the risk) of the
portfolio’s public markets allocation, with a more attractive risk/reward profile. Other hedge
fund strategies may have a low correlation to equity and credit markets and offer a higher
probability of generating out-sized returns (albeit by taking on a higher level of risk).
Employing this approach (where hedge funds take on the role of a substitute or complement the
equity or fixed income portfolio) offers the plan a way of reducing the volatility (risk) within
their public equity allocation, with little if any reduction in the portfolio’s total performance.

The diagram above shows the historical simulation method for gauging the effectiveness of hedge funds
in investment portfolios. As the diagram shows, a higher allocation to hedge funds results in higher
returns, lower volatility and higher Sharpe ratio. (Sharp ratio shows the risk adjusted performance of a
portfolio).
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V.

Flies in the Ointment of Hedge Fund Performance

If one views the arguments for hedge funds, the only question becomes “where do I sign up for hedge
funds?” According to industry arguments, hedge fund returns handily outperforming both stocks and a
balanced portfolio of stocks and bonds. Why then isn’t everyone putting all their money in hedge
funds?
Because unlike the S&P 500 index or the ML Aggregate Bond Index, there is no way an investor can
invest in a hedge fund index. The hedge fund indexes produced by firms such as Hedge Fund Research
and Morningstar combine the performance of thousands of hedge funds who voluntarily provide
unaudited data. The only way to invest in hedge funds is by selecting individual funds, and there is the
major fly in the performance ointment.
There are least three flies in this ointment:
The first is that hedge fund performance varies widely from fund to fund. The second is that choosing
superior performance amongst hedge funds is extremely difficult because historical performance does
not guarantee future performance. Finally, the data used to calculate the indexes used in most analyses
is greatly if not fatally flawed.

A.
Dispersion of Hedge Fund Returns and the Importance of Manager
Selection
David Swensen and many others have pointed out the wide dispersion of manager returns and the
importance of selecting top performing managers to attain the benefits imputed to hedge funds. In fact,
Swensen clearly points out that the success of his program depends on Yale’s ability to identify and
invest in top-tier performing funds. However, selecting future winners among hedge funds (or mutual
funds) is exceedingly difficult, compounded by the fact that many of the best performing hedge funds are
either closed to new investors, require high minimum investments and/or long lock-up periods, or charge
higher fees; as high as 5% management fee and 50% performance share.
The Goldman Sachs research report, The Case for Hedge Funds, also recognizes the dispersion of results
among managers, as indicated in the chart below. According to Goldman Sachs’ analysis, the average
annual return of hedge funds in the top quartile was a full 19.6% higher than the bottom quartile. This is
a further indication of selecting the “right” fund from among the thousands that are available. One way
investors have tackled this dilemma is to invest in the largest, best-known hedge funds. Indeed, the
hedge fund industry has become much more concentrated with hedge fund assets managed by the top
200 funds.
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B.

Hitting a Moving Target: Lack of Persistence in Performance

In addition to the importance of selecting top tier hedge funds, research shows that the ranking of
performance of both hedge funds and mutual funds are not sustainable from period to period. A hedge
fund in the top tier in one year may not be in the top tier the following year. Paradoxically, it turns out
that the familiar disclaimer that accompanies all performance results – that past performance is not
indicative of future performance – turns out to be absolutely true.
Again, the same Goldman Sachs research we cited above reports that a fund’s performance ranking in
one period compared to its peers provides very little information content for its ranking in subsequent
periods. In other words, choosing funds on the basis of their past performance is effectively a random
process.
Relative Hedge Fund Performance Has Not Been Persistent

The report summarizes these findings as follows:
Assuming that the strong performers of the past will remain at the head of their pack in the
future has historically been a mistake, precluding this approach as the primary means to vet
managers. For example, looking at data over the period 1990–2012, only 21% of first-quartile
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performers in one year remained first-quartile performers in the next, as shown in below.
Conversely, 23% of bottom-quartile performers made the top quartile the next year. (p. 7)11

C.
Performance Varies over Time: Post-2008 Performance Differs
Greatly from Previous periods
Related to the issue of dispersion of returns is the difference in hedge fund performance for various
time periods. For example, hedge funds have had a rough time since the 2008 credit crisis. Not only did
they suffer significant losses at the time, but their performance has lagged behind the sharply rising
stock and bond markets in the aftermath. Additionally, hedge funds’ correlation with traditional stock
and bond markets rose sharply during the credit crisis, casting doubt on their diversification benefits
during market upheaval.

Source: "A new era for hedge funds?" Lyxor Research, July 2015

D.

Hedge Fund Index Data Bias

Hedge funds suffer from a number of well-known data biases, which are only briefly touched on below.

1.

Selection Bias

Because hedge funds are not required to report their performance, there is a bias towards reporting
from better-performing funds, although this is mitigated by the non-reporting of some of the largest and
most successful funds such as those managed by Soros, Kovner, Robertson, etc. A related problem is
that relatively few funds report to all the major data providers, which makes the use of any one
database problematic.

11

Further research is cited in the section “Leap of Faith” below.
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2.

Survivorship Bias

Each year, hundreds of hedge funds go out of business, which means that an analysis based only on
active funds excludes those funds who are most likely to have performed poorly. The result is to
overstate the gains to hedge fund investors. This bias is sometimes overcome by including the
performance of funds that have closed.

3.

Reporting Bias

This bias is a variation on survivorship bias and typically leads to index performance looking better in
down markets than it should. The idea is that in a month when a fund has performed poorly it is less
likely to report its return, thus understating the loss to the index during the period. The failure of funds
to report could be due to outright fund failures as well as reluctance to report poor results.

4.

Backfill Bias

This bias occurs when a hedge fund is added to the index and its historical returns are “backfilled” into
the data. This bias is sometimes referred to as “Instant History” bias. Typically, a hedge fund begins
reporting its performance to a database after a period of good performance; as such, the historical
performance of those funds that backfill will be higher than those who report contemporaneously.
Similar to survivorship bias, backfill bias leads to overstated returns and understated risk.

E.

Other Flies in the Ointment
1.

Hedge Funds’ Liquidity Risk is understated

The argument that hedge funds suffer lower drawdowns than stocks during financial crises is disputed
by some who point out that this has been true in the past (i.e., in 1998, 2001 and 2008) because
governments have stepped in and reintroduced liquidity in the marketplace, thereby saving hedge funds
from suffering the full losses that could have come from their illiquid positions. In future crises,
governments may be unwilling or unable to follow the same policy, and hedge fund losses may surpass
those of stocks and bonds.

2.

Capacity Constraints

Another problem is one of capacity limitations and performance, and whether certain hedge fund
strategies can continue to generate superior risk-adjusted returns as investors pour in additional capital.
For example, convertible arbitrage funds – which take hedged positions in convertible securities such as
convertible bonds or warrants – have seen their returns affected as more managers chase the same
opportunity set. A related issue is that many successful hedge funds limit or restrict new investments,
making their outperformance a moot point for most investors. A number of liquid alternative funds are
also closing their doors to new investors or imposing high minimum investments as a result of capacity
constraints.

3.

Grasping at Straws: Can one benefit from the small fund “premium”?

A tremendous amount of ink has been spilt touting the superior returns achieved on average by small
and newer hedge funds and mutual funds compared to older and larger funds.12 However, there has not

12

See for example: “The Relation between Hedge Fund Size and Risk.” Haim Mozes and Jason Orchard. 2010. Also,
“Small Hedge Fund Firms: Why do they produce better alpha.” Brad Lawson and Leola Ross. PracticeNote. April 23,
2014.
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been an action plan on how investors can benefit from this “fact” nor enough discussion of the potential
risks of following this strategy.
The argument is smaller hedge fund generate a modestly higher return than larger funds. However, this
finding holds for funds in aggregate, combining the results of dozens or hundreds of small funds.
Several problems arise in translating this statistical finding into an effective investment strategy. First, it
is impossible to invest in any representative sampling of small funds, which means that investors must
select a handful from the hundreds that are included in this studies. Because the dispersion of returns
for small funds is even greater than for larger funds, the only way to capture the small size premium is
to correctly identify the top tier funds. However, picking the top performers is even more difficult in the
case of small funds because they tend to be relatively new, they typically have short track records, small
staff and infrastructure and may be difficult to find since they may not have started reporting their
returns to the hedge fund performance services.
A related difficulty is that small funds are more likely to close up shop than larger funds. Finally, many
small funds have constraints on the size of assets they can manage. If they are in a small market (i.e.,
micro-cap stocks) growing too large will likely adversely affect their performance.
In sum, it is difficult to see how to monetize the “small fund effect.” In the case of larger institutional
investors, who are often limited in the percentage of the assets of a fund that their investment can
comprise, putting a few million dollars to work is likely to be more of a burden (in terms of difficult due
diligence and monitoring of a small fund with short track record) than any highly uncertain added
benefit.

F.
A Leap of Faith: It all comes Down to Manager Selection and
Portfolio Construction
The combination of manager dispersion and lack sustainability (when combined with the data problems
discussed above) make it clear that reaping the benefits of alternative investments is extremely difficult.
It is instructive to look at how Goldman Sachs reconciles the rosy picture of hedge fund benefits with the
problems of identifying top performing managers and finding the correct asset allocation:

Simon Lack: The Hedge Fund Promise
In a trenchant critique of hedge funds Simon Lack, formerly a
senior executive in JP Morgan’s hedge fund group, presents an
analysis in his book “The Hedge Fund Promise,” that shows that
by his calculations, hedge fund investors only receive a small
fraction of any gains made by hedge funds, while the hedge
fund managers walk away with the great majority (perhaps as
much as 80-90%). This disproportionate share comes largely
from the fact that hedge fund managers are in the enviable
position of sharing in the upside by getting 20% of any profits,
while only investors suffer the downside. Over time, he finds,
this results in all the gains going to hedge fund managers.

44 | P a g e

Manager Selection
Manager selection begins with sourcing. … Quality sourcing is often dependent on the breadth
and depth of the relationships an investor has established with managers, with clients, and in
the market generally…Once an opportunity is identified, a robust evaluation process must
ensue. This process should be repeatable and scalable, and evolve over time…In many ways, due
diligence is a search for a consistent story across all areas of a manager.
The exclusion of managers from consideration can be as important a result of the process as the
selection of outperformers…Oftentimes, the evaluation process is defined as much by steering
clear of these poor investments as by making sure to identify the most compelling of
opportunities.
Portfolio Construction
It is imperative to have a robust process to generate an appropriate strategic asset allocation
consistent with the portfolio’s investment objectives and constraints and to dynamically adjust
the portfolio to respond to the shorter-term opportunities and challenges the market will
invariably produce. The importance of the robustness, discipline and dynamism of the process
cannot be understated… (pgs. 8-9)”
This is not exactly a precise formula for the central tasks of manager selection and portfolio
construction; tasks which Goldman Sachs agrees are essential for monetizing the hedge fund “benefits.”
Their proposal, which is representative of industry literature in general, is to kick the ball down the field
in the hopes that a vague, non-specific “manager selection” and “portfolio construction” will make up
for the dispersion of manager performance, lack of persistence of results, and other problems with the
hedge fund “benefits.” However, there is strong evidence that both these tasks are extremely difficult
for the overwhelming majority of investors and investment managers.

G.

Manager Selection and Hedge Fund Due Diligence13

Selecting hedge fund manager is a complicated process because of the complexity of their strategies and
their secretive nature. The goal of this due diligence process is to identify managers with superior
performance and risk management relative to their thousands of peers, as well as to identify potential
problems.
Investors identify managers by reputation, personal relationships, conferences and so on. One common
method is to use commercial databases such as Hedge Fund Research to screen managers along various
criteria (i.e., risk, return, Sharpe ratio, peer group and index ranking, etc.) and qualitative criteria
(strategy, redemption restrictions, investment minimums, etc.), thus narrowing the hedge fund universe
to a manageable number who are then subject to more intensive research.
Peer group analysis involves comparing hedge funds that pursue similar strategies. The comparisons are
conducted using a range of statistics including return, standard deviation, correlations with relevant
benchmarks, and maximum drawdowns. Funds are also measured for their ability to generate alpha
above market returns.
13

Based on All About Hedge Funds, Second Edition, by Ezra Zask
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Conducting hedge funds due diligence presents a host of problems not found in a similar exercise for,
say, mutual funds and ETFs. Because of their exemption from many regulations, hedge funds are not
required to provide the type of minute information required of mutual funds, although that is beginning
to change as a result of the Dodd-Frank Act.
Therefore, hedge fund investors are left largely on their own in how to vet hedge funds.
Investors can make use of fund-of-hedge funds, entities that invest in a group of hedge funds. Fund-ofhedge funds’ services include conducting due diligence on hedge funds as well as conducting peer group
comparisons to identify superior funds. They can also use liquid alternative investments that provide
the transparency not provided by hedge funds.
Due Diligence requires a thorough understanding of a hedge fund’s strategy, the risks inherent in the
strategy; how they are controlled; the background and experience of the key personnel; the operations
and administration of the fund; and the independent service providers.
While there is no one due diligence standard in the industry, there are several recommended best
practices and due diligence questionnaires that are widely used. The Managed Fund Association, the
hedge fund industry association, has published a “Model Due Diligence Questionnaire for Hedge Fund
Investors,” and the Alternative Investment Management Association, a U.K. based industry association
has published “Due diligence Review of Hedge Fund Managers.”
Both documents are available to book and course subscribers on www.investmenteducationforum.com

VI.

Alternative Investments in an Investment Portfolio

We saw in the previous sections that investment managers decided to kick the hedge fund performance
question down the road to manager selection and portfolio construction. We dealt with manager
selection above. We now turn to portfolio construction. The conclusion is that portfolio construction,
although it pretends to be “scientific,” in reality depends on the economic forecasting abilities of the
manager. Unfortunately, forecasting turns out to be even more difficult than manager selection.

A.

Traditional Diversification under Fire

One outcome of the events of the past few years has been the desire by investors to return to the
certainty that traditional diversification offered. The ubiquitous pie charts and efficient frontiers of old
offered investors the comfort that traditional diversification would protect their downside risk, while
advancing markets and declining interest rates provided the gains they sought for their investments.
a)
Correlation Among Investments
The dilemma facing investors has led to some profound changes in asset management, including a
rethinking of portfolio management and an added emphasis on new sources of additional income and
risk protection. Diversification has become increasingly important in recent years as investors learned
that during times of stress (for example the credit crisis of 2008) the traditional diversified portfolio did
not provide the risk protection that was expected, largely because investments turned out to be much
more closely correlated than expected. The chart below shows the marked increase in correlation
between assets during the 2008 Credit Crisis.
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Exhibit 12: Correlations Increased During the 2008 Credit Crisis

S&P 500
Index
S&P 500 Index
Russell 2000 Index
MSCI EAFE Index
Lehman Aggregate Bond Index
JPMorgan EMBI Global Index
Lehman High Yield Bond Index
Goldman Sachs Commodities Index

1.00

JPMorgan
Goldman
Lehman
EMBI
Lehman Sachs
Russell
MSCI EAFE Aggregate Global
High Yield Commodities
2000 Index Index
Bond Index Index
Bond Index Index
0.96
1.00

0.93
0.90
1.00

0.45
0.42
0.63
1.00

0.71
0.70
0.84
0.79
1.00

0.71
0.72
0.77
0.38
0.81
1.00

0.55
0.52
0.57
0.05
0.48
0.60
1.00

Equally unsettling is the extent to which a traditionally diversified 60/40 portfolio turns out to be
overwhelmingly exposed to stock market movements. The analysis below shows that virtually the entire
gain in a 60/40 portfolio came from stock market returns between 1997 and 2011. (Source: Getzy) This
also meant that bonds, despite comprising 40% of these portfolios in nominal (dollar) terms, did not
provide the protection that diversification should have offered.

Exhibit 13: Balanced Portfolios Show High Correlation to Stocks

2.

Alternative Investments and Modern Portfolio Theory

Modern portfolio theory (MPT) is the reigning theoretical model for investment management, used by
many investment professionals in deciding how to build investment portfolios. MPT is a theory of
finance that attempts to maximize a portfolio’s expected return for a given amount of portfolio risk, or
minimize risk for a given level of expected return, by choosing the percentage allocation to various
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assets. Modern portfolio theory states that any asset that is uncorrelated (or more accurately not very
highly correlated) to other assets in a portfolio places the resulting portfolio in a more favorable position
on the efficient frontier, resulting in a portfolio that has a more favorable risk/return profile than the
original portfolio.
Harry Markowitz, the Nobel Prize winner who developed MPT in the 1950s, argues that hedge funds do
not provide the diversification benefits. According to Professor Markowitz, “The fact is that alternatives
tend to be more volatile instruments, which makes them poor diversifiers. An investment may have low
correlations, but if its volatility is higher than average, then it’s not going to diversify the portfolio.”
“There are points in time when alternative investments can generate attractive returns,” Markowitz
states, “but when the field gets crowded and it becomes a wholesale product, the excess return
disappears and you get into trouble.” (“Markowitz attacks hedge fund diversification claims.” Kris
Devasabai. Risk.net. February 26, 2014.)

3.
Difficulties in Portfolio Construction: The Role of Forecasting and
Mean Variance Optimization
Broadly, there are two approaches to asset allocation: the quantitative and qualitative. The former is
based on the MPT as discussed above and on Capital Asset Pricing Model (CAPM), while the latter
depends on subjective judgments by the portfolio manager. Both have severe limitations. [In reality,
however, the quantitative approach also depends crucially on judgment calls at several crucial points.]

4.

Mean-variance optimization

Mean variance optimization (MVO) is the cornerstone of modern portfolio theory and the Capital Asset
Pricing Model. MVO calculates the allocation of assets in a portfolio that will achieve the highest
expected return for a given level of risk. MVO yields an “efficient frontier,” which is the possible
combination of assets that would form efficient portfolios. (Efficient portfolios are those that minimize
risk associated with getting a specific return.)
Exhibit 14: Alternatives and the Efficient Frontier
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One of the reasons for the popularity of MVO is the relatively limited amount of information needed for
each asset to derive the efficient frontier: expected return; volatility (as measured by standard
deviation); and the correlation between assets.
a)
The Problem with Optimizers
The reasons that MVO is seldom used in its pure state are relatively well-known. A number of
assumptions underlay the MVO methodology: assumptions that often prove to be wrong. The main
assumptions are:


o
o
o



5.

All the inputs for the analysis are 100% accurate; there is no uncertainty
The data used to calculate the returns for each asset are:
Normally distributed
Constant over time
Set to the appropriate time-frame
The standard deviation and correlations are constant over time
That markets are liquid, efficient and frictionless

The Role of Forecasting in Portfolio Construction

“It is difficult to make predictions, especially about the future.” (Attributed to Neils Bohr, Physicist)
“The only function of economic forecasting is to make astrology look respectable.” John Kenneth
Galbraith, Economist
The previous sections have made it clear that whether one is using a portfolio optimizer or a more
qualitative and judgmental approach to asset allocation, forecasting is a key component of the process.
The default for many portfolio builder is to project historical analysis into the future, with the
assumption that the past is an indication of future outcomes.14
The point of this section is not to review the voluminous literature on the difficulty or accuracy of
economic forecasting, but to point out that crucial elements of portfolio construction depend on
forecasting, whether presented as quantitative analysis or qualitative judgment.

Exhibit 15: Economists Can’t Forecast for Toffee

14

An anecdotal, but informative, book on forecasting is Fortune Tellers: The Story of America’s First Economic
Forecasters, by Walter Friedman, Princeton University Press, RRP£19.95, 288 pages
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Source: Federal Reserve Bank of Philadelphia

VII. Revenge of the Nerds: The Billionaires: Hedge Fund Managers
A.

50 | P a g e

Who are They?
Name

Company

George Soros
Ray Dalio
James Simons
Steve Cohen
David Tepper
John Paulson
Ken Griffin
Bruce Kovner
Israel Englander
David Shaw
Paul Tudor Jones
Stanley Druckenmiller
Julian Robertson
Daniel Och
Leon Cooperman
John Arnold
Daniel Loeb
Edward Lampert
Bill Ackman
Stephen Mandel
James Dinan
Larry Robbins

Soros Fund Management
Bridgewater Associates
Renaissance Technologies
Point72 Asset Management
Appaloosa Management
Paulson & Co.
Citadel
Caxton Associates
Millennium Mgt.
D.E. Shaw
Tudor Investment Corp.
Duquesne Capital Mgt.
Tiger Mgt.
Och-Ziff Capital Mgt.
Omega Advisors
Centaurus Advisors
Third Point
ESL Investments
Pershing Square Capital Mgt.
Lone Pine Capital Mgt.
York Capital Mgt.
Glenview Capital Mgt.

Worth
($bn)
24
15.2
12.5
10.3
10
13.7
5.5
4.9
3.4
3.8
4.3
3.1
3.3
3.7
3.8
2.9
2.3
3.1
1.7
2.1
2.2
1.7

Naom Gottsmand
Chase Coleman
Paul Singer
Glen Dubin
Nelson Peltz
Mark Lasry
Louis Bacon
David Einhorn

B.

GLG Partners
Tiger Global Capital Mgt.
Elliott Mgt.
Highbridge Capital Mgt.
Trian Fund Mgt.
Avenue Capital Mgt.
Moore Capital Mgt.
Greenlight Capital Mgt.

2.1
1.9
1.9
1.9
1.8
1.8
1.6
1.8

Managers v. Investors
1.

Managers get to keep Most of the Profits

One of the most interesting and controversial books on hedge funds is the recently published “Hedge
Fund Mirage,” by Simon Lack. Lack was for many years with J.P. Morgan where he was responsible for
allocating to newly formed hedge funds. Lack’s argument is that hedge fund managers captured 80-90%
of all the profits generated by hedge funds between 1990 and 2014.
Lack attributes this to a number of factors.
First and most important is the compensation structure whereby hedge fund managers charge a 2% fee
on the amount of money they manage and 20% of the income they produce. So a hedge fund managing
$1 billion (a relatively small fund) will earn the managers $20 million a year in management fees alone.
If the fund makes 10% profit in a year, the manager earns an additional $20 million. (20% of $100 million
profit).
Investors may not be too upset at the managers’ take if they achieve decent results for the investors.
However, the rub comes during the years when a hedge fund loses money (which they inevitably will).
First, the management fee of 2% kicks in whether the hedge fund makes money or loses money.
However, there is no penalty to the manager for the loss. In other words, he won’t earn anything on his
20% “incentive fee” but he won’t lose money either. The investors absorb the full loss.
A second reason the investors don’t see the money that a strong track record would imply is the
“bandwagon” effect, which works as follows. Say a hedge fund does extremely well for a number of
years. Investors will tend to pile their money to that manager so his assets grow from $1 billion to $10
billion. Now say he has a mediocre 3-year stretch. The track record does not take into account the fact
that money flows in or out of the fund; it only measures results on a percentage basis in the aggregate.
In reality here, early investors may have done well, but the bulk of investors fared poorly, a fact that is
not reflected in performance measures.

2.

Whose interests do managers serve?

There is a well-known economic concept called the “agency problem” which states that the interests of
management, the agents for the owners, may diverge from the interest of the owners. In the case of
hedge funds, the owners are the investors who hold the majority of the shares in the fund.
The mathematics here are straightforward. As a fund grows larger the management fees become more
and more important relative to the incentive compensation. The largest hedge fund, Ray Dalio’s
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Bridgewater Associates, managers $140 billion, which means the fund takes in $2.8 billion annually in
management fees.
Not only is this a lot of money, it is income that is not based on speculation or the vagaries of the
marketplace. The only thing a manager needs to do to keep the investors from yanking out their money
is not to suffer any large losses. In other words, the management interest is in playing it safe.
This phenomenon shows up clearly in the evidence. Hedge funds do better in the early years of their
existence and as they get larger their returns tend to converge to an industry average.
Another reason why size hurts is the loss of the nimble strategy that funds were able to purse in their
early days. They were able to take advantage of arbitrage opportunities which, as lumbering giants,
would disappear the moment the funds made their investment. As a fund become elephantine in size,
the only markets large enough to be able to handle their bets are the largest stock, bond and
commodity markets; the very markets that are the most difficult to game.

C.

Hands in the Cookie Jar: Insider Trading

The hedge fund world has been rocked over the past several years by cases of inside trading within their
ranks. A number of well-known hedge funds, notably Steve Cohen’s company, SAC Associates, came
under intense scrutiny for insider trading and ended up having to close the fund as a result of SEC
pressure. Indictments and jail sentences also resulted from these inquiries. One result was to raise
questions about exactly how hedge funds do make money. It also changed the nature of the manner in
which hedge funds gain their information, with direct contact with company employees coming under
scrutiny. Finally, the public, already wary of hedge fund shenanigans, had one more scandal to increase
their doubts.

D.

Hands in the Cookie Jar: Bernard Madoff

Although Bernard Madoff did not technically manage a hedge fund (he managed money that was placed
in his brokerage firm, Bernard Madoff Management) his operation had all the trademarks of a hedge
fund – notably the use of derivatives. Madoff managed to collect billions of dollars from investors –
including some of the most sophisticated investors in the world – on the basis of reported trading profits
that never existed. In fact, over a 20-year period there is not a record of a single trade made by Madoff.
How did he do it?
Madoff purported to be managing money using an S&P 100 options strategy called a “split strike
conversion.” Using this strategy, he reported to investors that he was making money every single year
between 1990 and 2008, including the years 1998, 2001 and 2008 when the stock market collapsed.
The truth is that most of the investors did not understand the split strike conversion strategy (which was
a fiction that could not have made the money he claimed) but invested on the basis of other, emotional
factors:
 Madoff was relatively low key and pretended that he was managing money as a favor to
investors
 He established the aura of a private club and investors as members of an exclusive set. This had
people clamoring to join this club
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 In a classic Ponzi scheme, he used new money to pay off older investors. He bragged that he
never delayed in honoring redemption requests, another green flag for investors.
At the end of the day, Madoff’s Ponzi scheme collapsed not because it was discovered, but because the
2008 credit crisis led to demand for redemption that he could no longer honor. He eventually turned
himself in.

VIII. Did Hedge Funds Contribute to the Credit Crisis of 2008 and
will They Help Cause the Next Credit Crisis
Hedge funds are sometimes singled out as the cause for market problems, partially because they often
are at least one of the causes and secondly because their secretive nature makes them natural targets.
It is not surprising that the credit crisis and subsequent steep recession was laid at their door.
To briefly summarize the credit crisis, the incredible rise in housing prices led wall street to develop a
host of new instruments whose viability basically rested on a continuation of rising price of houses.
These included such esoteric instruments as Asset Backed Securities, Mortgage Backed Securities, Credit
Default swaps. Words like subprime mortgages and “liar loans” crept into the language of bankers and
hedge funds.
Hedge funds were one of the largest speculators in these securities to the tune of many billions of
dollars. Scores of hedge funds were involved in what seemed to be an easy trade, as long as the price of
houses kept going up. When they stopped going up in 2007 and 2008, hedge funds were left with a
large inventory of securities which they needed to sell. This flight for the exit, in which the last funds to
sell got the worst prices, fueled the collapse in the price of these securities, causing billions in losses for
investors and helping to torpedo Bear Stearns and Lehman Brothers. This failure in turn led to a freezing
up in liquidity as banks stopped lending, bringing the world’s financial system to the brink of collapse. It
was only the aggressive monetary easing by the Federal Reserve Bank and other central banks that
restored liquidity to the markets.
Hedge funds by no means caused the credit crisis. There is enough blame to go around to banks,
investment banks, central banks and others. However, because of their size hedge funds have become
“systemic players” capable of having a major influence in many of the world’s markets. Because they
trade for the short term, they manage “hot money,” money that can purchase or sell securities at the
drop of a hat, they are in a position to create bubbles and panics just by their movement, especially
when they behave like a herd, which evidence indicates they frequently do.
Will they be a part of the reason we will have another financial crisis? Probably. A taste was given
during the “flash crash” of 2014 when the stock market and the value of many stocks dropped by as
much as 20% in minutes because of the simultaneous sale of securities by a number of quantitative
statistical arbitrage hedge funds. As more and more hedge fund trading becomes computerized
conducting trades in milliseconds, the possibility of a crash cannot be ruled out.
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IX.

Strategies Similar to Hedge Funds

A.

“Smart Beta” and Factor Based Liquid Alternatives Strategies

Liquid funds have developed a number of strategies, notably smart beta, minimum volatility, risk parity
and momentum strategies that may use some tools and strategies that are more properly classified as
strategies unique to hedge fund. These products emphasize a different set of factors than those of
traditional mutual funds.

1.

Smart Beta Funds

Traditional “beta” is the sensitivity of an investment to movement in the overall market. In the
investment world, the overall market is operationalized as an index, for example the S&P 500 is used as
the measure of the overall market for stocks.
In the case of stocks, this overall market has been operationalized as an index constructed by scaling
each constituent stock according to its capitalization. Most major stock market indices (S&P 500, etc.)
are “cap weighted,” so that investors simply buy shares or bonds or other assets in proportion to their
market value.
“Smart beta” is an approach that deviates from cap weighted index. The problem with cap weighted
investing is shown in the following example: When a company’s share price rises faster than the rest of
the market, it will have a greater weight in a traditional cap weighted index. Conversely, when its share
price falls, its weight is reduced. A strategy that attempts to match the cap-weighted index is thus
buying high (when the price of a stock is high) and selling low (when the price of a stock is low). Put
another way, a cap weighted index has a large exposure to the most expensive stocks.
Academic research has shown that markets offer risk premiums for certain features of an investment.
Risk premiums, for example, have been attributed to small cap and value stocks. Other examples are
volatility, momentum and quality (i.e., superior performance measures such as ROI). In essence, “smart
beta” funds select stocks (or other assets) that use a beta measure different from the traditional cap
weighted index in order to benefit from their risk premium.
Broadly, there are a number of smart-beta approaches including:
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The simplest is to give each market constituent equal weight. If there are 100 stocks, then
each would have a weighting of 1%. This helps overcome the potential problem cited
above: that cap weighted funds are heavily invested in expensive stocks.
A second approach, “fundamental indexing”, weighs each company by its financial
characteristics— for example one or more of the following: sales, dividends, assets or
cash flow. This approach assumes that companies with healthier numbers will outperform
those with lower numbers.
A third is to weight the index in terms of the volatility of the stocks, with the least volatile
being favored. This is based on some research findings that low volatility stocks
outperform higher volatility stocks in the long term.



A fourth is to use the “momentum effect” to buy stocks that have recently risen in price.
This approach is based on some research findings that stocks whose prices have increased
in the recent past are more likely to have increasing prices in the future.

Smart Beta: Risk and Return Driven Approaches

Risk Driven
Aims to reduce volatility and provide additional
diversification
Low Volatility
Minimum Variance
Maximum Diversification
Equal Risk Contribution
Equal Weight
Return Driven
Aims to enhance return and adjust fact exposures
Fundamental Index
Intrinsic Value Index
High Dividend Yield
Momentum Index
Quality Index
A recent Morningstar analysis named 340 ETFs in the “strategic beta” category managing combined
assets of $300 billion. This is still a relatively small, but growing, share of the entire U.S. ETF industry
which consists of about 1,600 products with $1.7 trillion in assets, so strategic beta has 18% of the asset
pie.
All signs point to continued growth of Smart Beta. A recent survey of 300 institutional investors, for
example, found 42% of the investors say they have committed a portion of their portfolios to smart
beta, while a further 24% say they intend to do so in the future.

2.

Risk Parity Funds

Risk parity funds, based on the theories associates with Ray Dalio of Bridgewater and Cliff Assness of
AQR, allocate between assets based on measures of their risk (as measured by volatility or standard
deviation) rather than nominal value. In a traditional asset allocation, a portfolio may have 60% of its
assets in stocks and 40% in bonds on a dollar basis. However, stocks are much more volatile than bonds,
which means that the portfolio may have more like a 90% exposure to stocks on a volatility basis. Risk
parity portfolios are constructed taking this into account by equalizing the risk exposure of different
assets in a portfolio.
Harry Markowitz, an architect of modern portfolio theory, offers a strong critique of risk parity:
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“I could never understand how a portfolio that is heavily overweight fixed-income assets, which
have low expected returns, could be leveraged to achieve an excess return,” he said. “It's like
the merchant that loses $3 on every sale and makes it up on volume. But when I looked at these
portfolios, I realized they were applying leverage to a lot of low-quality fixed-income
investments, which sounds a lot like what occurred during the MBS era. In summary, Markowitz
goes further than most critics of alternatives, stating “I think [investors] are being sold a bill of
goods.” http://www.finalternatives.com/node/26236)

3.

Low Volatility Funds

Low volatility funds use a screen to exclude securities that have high volatility. The goal of this approach
is to provide upside potential, but to limit downside protection by excluding stocks that are most likely
to decline sharply in market declines. With nearly $4.28 billion in assets, the PowerShares S&P 500 Low
Volatility (NASDAQ:SPLV) is the dominant fund in the space.

B.

Leveraged and Inverse ETFs

Leveraged ETFs, also called bull or bear funds, use the leverage inherent in many derivatives to increase
the sensitivity of a fund to a market. A double, 2x or 200% leveraged ETF would, in theory, increase or
decrease twice as much as the price of the underlying market or commodity. More recently, triple or
300% leverage has become increasingly popular.
Inverse ETFs are a variant of leveraged funds except that they move in the opposite direction from the
underlying market. An inverse ETF for the S&P 500, for example, would increase in price as the S&P
decreased. The amount would depend on the leveraging that was applied.

C.

Replication Strategies

Hedge fund replication attempts to replicate the performance of hedge funds by using relatively liquid
futures and options markets. The goal is to provide similar results as hedge funds, but at a lower cost
and with greater liquidity. The techniques used to find instruments that closely mirror hedge fund
returns include factor analysis or regression analysis. A number of mutual funds and ETFs utilize this
strategy with greater or lesser results.
Selected Liquid Funds Implementing Replication Strategies

Fund Name

Fund
Asset
s ($
Structure Mil.)

AlphaClone Alternative Alpha ETF

ETF

63

Firm
Exchange-Traded
Concepts ETFs/

IQ Hedge Macro Tracker ETF
IndexIQ ETF Trust - IQ Hedge MultiStrategy Tracker ETF

ETF

31

IndexIQ ETF Trust/USA 6/9/2009

ETF

656

IndexIQ ETF Trust/USA 3/25/2009

ProShares Hedge Replication ETF
Horizons Morningstar Hedge Fund
Index ETF

ETF

35

7/14/2011

ETF

19

ProShares ETFs/USA
Horizons ETFs
Management Canada

Credit Suisse Multialternative Strategy

Mutual

8

Credit Suisse

3/30/2012
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Inception
Date
5/31/2012

4/27/2012

Fund

Fund

Goldman Sachs Absolute Return
Tracker Fund

Mutual
Fund
Mutual
Fund

Ramius Dynamic Replication Fund

Funds/USA
1,749
31

Goldman Sachs
Funds/USA
Ramius Alternative
Solutions L

5/30/2008
7/22/2010

Portfolio Effects: Correlations between and among strategies
The following correlation matrices illustrate the correlations between different liquid alternative
strategies utilizing performance data from the LAIGI Aggregate series of liquid alternative indices over
the 2000-2014 period.
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Fixed Income
Emerging Markets Debt
Fixed Income Multi-Strategy
Relative Value Arbitrage
High Yield
Asset Backed
Alternatives Multi-Strategy
Multi-Strategy Funds
Multi-Manager Funds
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1.00

0.90
1.00

0.69
0.66
1.00

0.52
0.54
0.63
1.00

0.96
0.78
0.65
0.46
1.00

0.44
0.42
0.43
0.51
0.33
1.00

0.68
0.73
0.56
0.28
0.63
0.04
1.00

0.68
0.70
0.55
0.30
0.63
0.04
0.97
1.00

Managed Futures Diversified

Global Macro Discretionary
0.75
0.93
0.89
0.52
0.72
-0.76
0.84
1.00

0.41
0.21
0.28
0.02
0.10
-0.30
0.58
0.27
1.00

Multi-Manager Funds

0.71
0.77
0.74
0.37
0.62
-0.68
1.00

Multi-Strategy Funds

Directional Trading

Short Biased/Inverse
-0.71
-0.81
-0.87
-0.46
-0.49
1.00

Alternatives Multi-Strategy

0.53
0.83
0.61
0.25
1.00

Asset Backed

Private Equity

Equity Market Neutral
0.40
0.52
0.52
1.00

High Yield

0.87
0.94
1.00

Relative Value Arbitrage

Equity Long Short

Equity Hedged
0.80
1.00

Fixed Income Multi-Strategy

1.00

Fixed Income

Corporate Event Driven
Equity Hedged
Equity Long Short
Equity Market Neutral
Private Equity
Short Biased/Inverse
Directional Trading
Global Macro Discretionary
Managed Futures Diversified

Emerging Markets Debt

Corporate Event Driven

Exhibit 16: Correlations between LAIGI Indices

0.65
0.70
0.52
0.23
0.59
0.04
0.96
0.87
1.00

X.

Final Topics
A.

Hedge Funds at a Crossroad

Hedge funds have had a spectacular ride in terms of asset growth and
manager compensation. Assets have grown from $500 million in
2000 to $3 trillion at the end of 2015. Survey results point to
continued growth in hedge fund investments, particularly from
pension funds. Hedge funds have spawned a cousin, liquid
alternative investments, whose 600 mutual funds and ETFs have
already garnered $500 billion under management, and look poised to
gather much more.
As for manager compensation, an astonishing 32 of the Forbes 500
are hedge fund billionaires. While the hedge fund fee model of 2%
management fee and 20% incentive compensation has dropped in the
recent past, it is still well ahead of other asset management firms.
Yet, despite this success, hedge funds are at a crossroads.
Increasingly, their poor performance and high fees have come under
attack from institutional investors, investment advisors, media and
academia. One response by hedge funds has been to change their
definition of performance to more closely resemble the much
cheaper strategies of smart beta and liquid alternative investments.
This paper examines some of the central issues that challenge hedge
funds including hedge fund performance, hedge fund fees,
institutional and academic critiques of hedge funds, and the
competition between hedge funds, liquid alternative investments,
smart beta and other investment products. The main findings are as
follows:







CONTENTS
Hedge Funds at a Crossroad
Changing Definitions of
Hedge Funds
Hedge Funds and Smart
Beta
Manager Selection: A Hail
Mary Pass
Pension Funds and Hedge
Funds
Hedge Funds Panned by
Academic Research
Hedge Fund Returns vary
with Economic Conditions
Hedge Fund Fees Supported
by Industry Structure

The definition of hedge funds has changed over time to focus primarily on portfolio
diversification and enhanced risk/return profile
The industry case for hedge funds stresses their portfolio role as diversifiers and replacements for
traditional assets
Dozens of academic studies in the past decade have thoroughly rejected many of the assertions of
the hedge fund industry
The emphasis on identifying factors that drive investment risk and performance has triggered
increasing competition among hedge funds, liquid alternatives and smart beta strategies
The high fees charged by hedge funds is due to the unique structure of the hedge fund industry,
where new firms have an incentive to maintain high fees
Hedge fund manager selection, which is the key to benefiting from hedge funds, is extremely
difficult if not impossible.

B.

Changing Definition of Hedge Fund Performance

One of the most interesting questions in the investment world is why hedge funds keep gaining assets
despite their poor performance. Hedge fund returns have lagged the S&P 500 and balanced stock and
bond portfolios for the past 8 years -- a period that covers a full business cycle. Nonetheless, hedge fund
assets have grown continuously for over 20 years.
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One explanation for this anomaly is that hedge funds have changed the definition of “performance” over
time. When unable to meet one performance benchmark, they simply shifted to a new one. Thus, high
return was replaced by downside protection and most recently by diversification. We can broadly identify
three hedge fund performance regimes. In broad strokes, Hedge Fund 1.0, which was predominant in the
1990’s, touted the outsized return that were available when George Soros and Julian Robertson were the
models for hedge fund performance. However, as the hedge fund field became crowded, managers were
forced to compete in well-arbitraged markets and these outsized returns became more and more rare. The
process was accelerated by the larger size of funds who were unable to meaningfully invest in small
markets.
As a result, hedge fund returns declined and Hedge Funds 2.0 -- downside protection and absolute return
– became the new benchmark. The impetus for Hedge Funds 2.0 performance was their ability to avoid
losses during the stock market meltdown caused by the collapse of the price of Internet stocks in 20002002. Investors, especially institutional investors, piled into hedge funds as insurance against any future
large market declines.
This hedge fund meme was exploded in 2008 during the Credit Crisis when hedge funds as a group lost
over 20%. While the loss was overshadowed by the 40% loss registered by the S&P 500, it shattered the
myth that hedge funds could provide protection during market declines.
Hedge fund 2.0 also included the notion that hedge funds added the elusive and sought after investment
alpha (returns above market returns) which ostensibly resulted from manager skill or unexploited market
opportunities. This alleged benefit was also whittled away as new sources of beta specific to hedge fund
strategies and markets were identified and reduced the size alpha.

In hedge fund 3.0 Hedge funds are touted as either portfolio diversifiers or as investment substitutes for
traditional stocks and bonds instead of their previous roles as purveyors of outsized return, generators of
alpha or protection against market declines. The performance criteria of hedge fund 3.0 is summarized in
a recent paper jointly published by the Alternative Investment Management Association (AIMA), a hedge
fund industry group, and the Chartered Alternative Investment Association (CAIA), which provides
certification for alternative investments. The paper is titled Portfolio Transformers: Examining the Role of
Hedge Funds and Diversifiers in an Investor Portfolio. The major hedge fund strategies are placed into
one of two functions: as portfolio diversifiers or investment substitutes. (See below). Stock and bond
substitutes include long/short equity credit, event driven, fixed income arbitrage, convertible arbitrage and
emerging markets. Portfolio diversifiers include global macro, managed futures/CTAs and equity market
neutral.
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(AIMA and CAIA: Portfolio Transformers: Examining the Role of Hedge Funds and Diversifiers in an Investor Portfolio.)

Hedge fund 3.0 is alleged to provide a number of benefits to investors. According to the study,
Such hedge fund strategies ought to reduce the overall volatility (i.e. reduce the risk) of the
portfolio’s public markets allocation, with a more attractive risk/reward profile. Other hedge fund
strategies may have a low correlation to equity and credit markets and offer a higher probability
of generating out-sized returns (albeit by taking on a higher level of risk).
Employing this approach (where hedge funds take on the role of a substitute or complement the
equity or fixed income portfolio) offers the plan a way of reducing the volatility (risk) within their
public equity allocation, with little if any reduction in the portfolio’s total performance.
It is interesting that hedge funds are no longer required to beat a specific benchmark, be it S&P 500 or a
balanced portfolio of stocks and bonds. The most that is held out to investors is that hedge funds “offer a
higher probability of generating-outsized returns, albeit by taking on a higher level or risk,” – a truism for
any investment. The second crumb offered to investors is that hedge funds provide “little if any reduction
in the portfolio’s total performance.”
Both of these measures of “success” may come back to haunt hedge funds because it places them squarely
in competition with other “substitutes” and “diversifiers” such as smart beta, commodities, real estate,
private equity and index funds.

C.

Hedge Funds and Smart Beta

Hedge funds (along with liquid alternative investments) and smart beta funds have been among the fastest
growing investment vehicles over the past few years. I believe that the reason for this growth is that they
both appeal to the investors’ focus on factors or performance drivers rather than alpha or labels. More
and more, investors view investments as a bundle of factors that are evaluated for their impact on the
overall portfolio. Major market factors (i.e., stocks and bonds) are gained through index funds and ETFs.
Once these are included in a portfolio, investors seek investments with factors that either add
diversification to their portfolio or produce better risk adjusted returns than existing portfolio assets.
Because hedge funds and smart beta funds are driven by similar factors and play similar roles in
investment portfolios, it is inevitable that they will compete for the same investors.

Factor Investing
Factors in this context are economic or financial variables that act as drivers in determining the risks and
returns of an investment. The term is grounded in regression analysis where independent variables
(factors) are correlated to (and presumed to determine) the dependent variable (here the investment
return). The general formula for the linear case is as follows:
Y = a + b(factor 1) + c(factor 2) +d(factor 3)……
Where Y is the performance of a security, index or fund, a is the alpha and b, c, and d, are the betas that
measure the degree to which each factor impacts Y.
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The Fama-French three-factor model was the first popular framework for factor investing. According to
the model, stock returns are a function of not only the major market (i.e., the S&P 500), but also of two
additional factors: value vs. growth and size (market capitalization) of the stock.
Since then, literally dozens of factors have been identified to help explain the returns of not only stocks,
but also mutual funds, ETFs and hedge funds. Fung and Hsieh for example developed a 9-factor model to
explain hedge fund index returns. Fama and French themselves added two additional factors to develop
the 5-factor model. Andrew Lo introduced momentum as an important factor in explaining hedge fund
and mutual fund returns. In a famous study by Jasmina Hansanhodzik & Andrew Lo, “Can hedge fund
returns be replicated: the linear case,” ((Journal of Investment Management, Vol. 5, No. 2, (2007), pp. 5–
45)) the authors identify five factors that are correlated with hedge fund performance: 1) equity markets;
2) US Dollar; 3) Credit spreads; 4) bonds and 5) Commodities.
One of the leading practitioners of the factor approach to investing is AQR, headed by Cliff Assness.
Assness identifies a number of factors that drive investment returns including value, momentum,
profitability, low volatility, interest rate carry, and defensive company stock. One of the unique features
of the AQR funds is their willingness to take both long and short positions in these factors, effectively
doing away with the distinction between hedge funds, liquid alternative investments and smart beta.
Investment Alpha
One of the major fall-outs of factor investing is the dramatic shrinking of investment alpha as returns that
were originally attributed to manager skill turn out to be correlated with various factors.
Increasingly, what was once described as alpha generation is shown to be a result of a factor which
explains the return. With a shrinking alpha, investors are focused on factors in building their portfolios.
Factors influence investment return independent of the skill of the investment manager. The idea is to let
a statistical model determine the optimal number of factors and their relative size in order to maximize
performance. (Of course, there is manager input in the initial factors that are included in the model as
well as the manner in which the factors are measured). Any return on an investment in excess of the
influence of factors is said to be “alpha,” a measure of investor manager skill.
Types of Factors
There are three types of factors that are used in factor models. although some factors are more than one
type:
Market Exposure Factors – these factors provide non-correlated exposure to various betas in order to
provide diversification in investment portfolios
Risk Premium Factors – these factors are riskier than risk-free assets and therefore provide investors with
a risk premium
Market Anomaly Factors – these factors take advantage of market anomalies, such as those caused by
emotional behavior of market participants
Smart Beta Products
Smart beta strategies, which are frequently referred to as multi-factor products or strategic beta, use one
or more factors to construct portfolios that either outperform, have a lower correlation or provide a
different risk/return profile than the traditional fund weighted indices. The most common factors and
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anomalies include carry trades, momentum, volatility, value, size, liquidity and quality. Smart beta has
been applied to both equities and fixed income. Smart beta funds now number over 600 and represent
almost 20% of ETFs, with $400 billion under management.
Whereas hedge fund strategies are presented as being either diversifiers or replacements, common
portfolio goals for various smart beta include risk parity, maximum diversification, defensive, high
dividend, quality and fundamental. (It is noteworthy that smart beta provides a much wider range of roles
than hedge funds.)
You will note that there is an overlap in some of the factors listed above, notably credit spread, equity
markets, bonds, and momentum. However, smart beta exposure costs under 40 basis points and comes in
’40 Act funds that have complete transparency and liquidity and extensive government supervision, while
hedge funds’ baggage includes high management fees and incentive compensation; lock-ups and
redemption restrictions; lack of government supervision; little transparency; and legal and administrative
hassles.
Active Factor Fund
A group of funds recently launched by Unigestion with seed money from the U.K. pension fund RPMI
Railpen is an example of a cross over fund that seeks to incorporate factors typically associated with
smart beta funds in a liquid alternative investment. The funds are described as follows: “The funds being
launched are a long-only active factor fund combining a number of identified factors and a long/short
factor fund which follows a market neutral, pure alpha strategy aiming to profit from both positive and
negative factor exposure. The factors included in the funds are value (Price/Book, Price/Earnings,
Price/Sales, Price/FFO), Momentum (one year return), quality (profitability and leverage), and size
(market cap).”
We will undoubtedly see many examples of this type of crossover fund in the future.

D.

Hedge Fund Manager Selection is A Hail Mary Pass

There is a large body of literature touting the benefits of including hedge funds in investment portfolios.
A typical analysis uses aggregate indices by Hedge Fund Research, Morningstar and others. However,
investors can’t invest in hedge fund indices and are therefore unable to monetize the supposed benefits of
hedge funds. Consider, for example, an analysis that shows that including the HFR Hedge Fund Index in
a traditional portfolio improves the portfolio’s risk/return profile. The investor needs to invest in
individual managers because he or she cannot invest in the HFR Hedge Fund Index. However, selecting
individual managers depends on overcoming two crippling obstacles: the wide dispersion of hedge fund
returns and the lack of sustainability of hedge fund performance.
Dispersion of Hedge Fund Returns
David Swensen, the successful Chief Investment Officer of the Yale Endowment, as well as others, have
pointed out the wide dispersion of manager returns and the importance of selecting top performing
managers to attain the benefits imputed to hedge funds. Swensen’s success depends on his ability to
identify and invest in top-tier performing funds.
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As shown below, the dispersion of hedge fund returns is much wider than for stocks and bonds. This is
true even for equity hedge funds, which have a lower volatility and a much wider dispersion that stocks.
The difference between selecting a manager near the top or bottom of the range will decide whether an
investment in hedge funds is beneficial.

Hitting a Moving Target: Lack of Persistence in Hedge Fund Performance
In addition to selecting top-tier managers, investors need to select funds whose top-tier ranking is
persistent over time. Here investors are faced with the large body of research that shows that a fund’s
ranking in one period does not predict its ranking in subsequent periods. Paradoxically, the familiar
disclaimer that past performance is not indicative of future performance turns out to be absolutely true.
Goldman Sachs published a report, perhaps ironically called The Case for Hedge Funds, which shows that
a fund’s performance ranking in one period provides very little information about its ranking in
subsequent periods. In other words, choosing funds on the basis of their past performance is effectively a
random process.
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The Goldman Sachs report summarizes the findings as follows:
Assuming that the strong performers of the past will remain at the head of their pack in the future
has historically been a mistake, precluding this approach as the primary means to vet managers.
For example, looking at data over the period 1990–2012, only 21% of first-quartile performers in
one year remained first-quartile performers in the next, as shown below. Conversely, 23% of
bottom-quartile performers made the top quartile the next year. (p. 7)15
A Leap of Faith: It all comes Down to Manager Selection and Portfolio Construction
Reaping the benefits of hedge funds is extremely difficult given their wide dispersion and lack of
persistence. Yet manager selection is the key to gaining the benefits of hedge funds. How do investors
and their advisors deal with this conundrum?
It is instructive to look at how Goldman Sachs reconciles its report’s rosy picture of hedge fund benefits
with the problems of identifying top performing managers:

“Manager Selection
Manager selection begins with sourcing. … Quality sourcing is often dependent on the breadth
and depth of the relationships an investor has established with managers, with clients, and in the
market generally…Once an opportunity is identified, a robust evaluation process must ensue.
This process should be repeatable and scalable, and evolve over time…In many ways, due
diligence is a search for a consistent story across all areas of a manager.”
This is not exactly a precise formula for the central tasks of manager selection which is essential for
monetizing hedge fund “benefits.” Their proposal, which is representative of industry literature in
general, is to kick the ball down the field or throw a Hail Mary pass in the hopes that a vague, nonspecific “manager selection” and “portfolio construction” will make up for the dispersion of manager
results and lack of persistence of their performance results
A Study of the Difficulty of Successful Fund Selection
A series of studies released by the Pensions Institute in June 2014 in conjunction with the efforts of U.K.
pension funds to measure the cost/benefit of using outside managers in selecting mutual funds provided
alarming evidence of the inability of these managers to select funds that outperform. 16 The studies,
which were conducted at the Pensions Institute or the Cass Business School in London, examined 516 UK
equity funds between 1998 and 2008, and found that just 1% of managers were able to return more than
the trading and operating costs they incurred. But even those managers pocketed for themselves any value
they added in fees, leaving nothing for the investor. All the other managers failed to deliver any
outperformance – either from stock selection or from market timing.

15

Further research is cited in the section “Leap of Faith” below.
Although these studies were based on U.K. mutual funds, there is substantial evidence that similar conclusions
apply to U.S. funds.
16
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Star managers are, to quote the report, “incredibly hard to identify”. Furthermore, it takes 22 years of
performance data to be 90% sure that a particular manager’s outperformance is genuinely down to skill.17
Perhaps the most alarming conclusion was that not only were the vast majority of managers unlucky (i.e.,
their results could be explained by random chance), but they were “genuinely unskilled” in that their
performance was even worse than predicted by random chance.

E. Pension Funds and Hedge Fund Investments postCalPERS
When CALPERS, the country’s largest pension plan, decided to liquidate its hedge fund portfolio in
2014, there was an outpouring of predictions of a mass exodus of pension plans’ investments in hedge
funds. The mass exit never occurred. In fact, pension plans continued to throw money at hedge funds at
an increasing rate. As a result, most observers predict a continued growth of pension fund investments in
hedge funds.
However, this sanguine view fails to take into account the slow decision making process of institutional
investors in general and pension plans in particular. It took CalPERS over a year of intensive analysis to
come to its decision, which it attributed to administrative cost and marginal contribution of hedge funds to
their overall portfolio rather than lack of performance.
What may be more significant for the future of pension fund investment in hedge funds are the recent
studies by pension plans that have led them to withdraw their assets from hedge funds. A short list of
these plans include American Federation of Teachers, the UK Rail Plan, PFZW, Europe’s second largest
pension plan, and New York City.
The actions of these funds and others are important given the size and prominence of the pension plans.
The studies and actions were widely publicized in the financial media. The fact that these plans are
conducting their own studies, rather than relying on their investment consulting “gatekeepers” is also
highly significant because these consultants typically recommend hedge fund investments.
American Federation of Teachers
A 2005 study by the American Federation of Teachers entitled “All that Glitters is not Gold,” based on a
study of 11 union pension plans, asks the straightforward question: “Would public pension funds have
fared better if they had never invested in hedge funds at all?” The phrasing of this question is unique as it
bypasses some of the controversies about hedge fund performance measures and appropriate hedge fund
benchmark.
The study’s findings were succinctly summarized by its co-author, Elizabeth Parisian, in a hearing of the
Illinois House Revenue and Finance Committee. She stated that over a 13-year period,
“Our analysis suggested that hedge funds failed to provide the eleven pension funds we studied
with superior returns as promised. At the same time, hedge funds collected fees that are in no way
justified by performance.”

17

This parallels an earlier study conducted by Barra which found that it takes 18 years to identify outperformance
resulting from skill among U.S. mutual funds.
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The analysis was very simple: for each year, the net return of the hedge funds of each pension plan was
compared to the plan’s overall portfolio return. The results were extremely discouraging for hedge funds.
Other conclusions reached in the study included the following.
1. Hedge fund return lagged the overall portfolio’s return in 75% of the years in the study
2. Over the entire period, the funds lost $8 billion by investing in hedge funds rather than the plans’
portfolio
3. The hedge funds took home $7.1 billion in management and incentive fees, representing 57% of
the gross revenues generated by these funds
4. In 10 of the 11 plans, hedge fund investments showed a “significant correlation” with the plans’
portfolios
Comptroller of the City of New York
In another example, the Comptroller of the City of New York conducted a study of the City’s five public
employee pension funds’ experience with hedge funds over the past 10 years. The study found that hedge
funds produced a total of the $2.5 billion above market returns. However, this amount was almost
entirely taken by the hedge fund managers leaving a paltry $40 million for the pension funds.
PFZW
Europe’s second largest pension plan, the 156 billion Euro Dutch healthcare workers’ fund,
Pensioenfonds Zorg en Walzijn (PFZW), recently “all but eradicated” its hedge fund holdings because of
poor performance, cost and complexity.
Over one-third of the assets invested in hedge funds come from pension plans who also account for the
majority of new hedge fund investments. They are under extreme pressure to make up for a widening
shortfall in meeting their members’ future claims. Where once hedge funds were seen as an

important part of the solution, their weak performance over the past several years have tried the
patience of a growing number of pension plans and we can expect increasing criticism over time.

F.

Hedge Funds Panned by Academic Research

The performance of hedge funds is widely reported in the financial media. Headlines herald each week's
performance as if this information is actually useful for investors or conveys any truths about hedge fund
performance.
Discussion of hedge fund performance is dominated by hedge funds themselves, their industry groups,
and the "service providers" whose livelihood is linked to hedge funds. It is therefore not surprising that
hedge fund performance is presented in a positive light. A typical study or "white paper" released by these
entities takes a snapshot of a limited timeframe and either states or implies that the performance during
that period indicative of hedge fund performance in general.
While hedge funds have dominated information about their benefits, academics have been studying the
issue with more rigor and over a longer time frame. The results of these studies are often overlooked by
investors because of their technical language and limited platform for disseminating their conclusions.
It is therefore an enormous service to investors to have the academic hedge fund research of the past two
decades summarized in two recent papers: An August 2015 paper, Hedge Funds: A Survey of Academic
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Literature,” by Vikas Agarwal, Kevin A. Mullally and Narayan Y. Naik and Hedge Funds: A Dynamic
Industry in Transition,” by Mila Getmansky, Peter Lee and Andrew Lo.
The summaries cover the research presented in over 200 academic articles published between 1990 until
the present. The findings are highly critical of the claims made by hedge funds. What follows are
representative findings of these research summaries:
1.

Hedge fund return-generating processes
Hedge fund performance is largely determined by exposure to systemic risk (emerging market
currencies and equities determine global macro performance)
Fixed income arbitrage strategies…are highly profitable but carry enormous downside risk when
CDS spreads widen
Betas on default premium and inflation rate have significant power in explaining the variation of
hedge fund returns

2.

Manager skill in hedge funds
The performance of top hedge funds cannot be attributed to chance alone …However, there is a
need of conditioning on macroeconomic variables when identifying managerial skill.
“Managerial alpha is, in fact, attributable to “exotic betas”, or hedge-fund managers generate
alpha when macro conditions are conducive.”
“hedge fund managers are only marginally better than mutual-fund managers in stock picking…”
“alpha changes dramatically through time, across categories and is related to the level of
competition among hedge funds.”

3.

Performance Persistence
“performance persistence is scarce and, if present, only lasts for very short horizons.”
“one’s proprietary strategy is the prime determinant of persistence, not managerial skill.”

4.

Relation between investor flows and fund performance
“All these studies can explain only a small fraction of the variation in flows”
These findings are starkly at odds with the viewpoint presented by the hedge fund industry. What comes
across in this research is widespread disagreement about methodology and findings; negative or
ambiguous results; a paucity of studies and data; and little effort to implement any of the research in a
market or trading setting.
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G. Hedge Fund Returns vary with the Economic
Environment
While the recent performance of hedge funds has been abysmal, the industry continues to attract assets,
especially from pension funds. How do we explain this anomaly? One argument is that hedge fund
performance should not be compared to the S&P 500 because hedge funds seek to reap absolute returns or
provide superior risk adjusted return. Another argument is that hedge funds add diversification benefits to
portfolios.
A better explanation of hedge fund returns is to admit that performance varies according to the economic
and market context in which they are generated. We have been tracking hedge funds since the early
1990s during which time the economic environment, financial markets and hedge fund strategies have
changed radically. Trying to explain hedge fund returns without taking this into account is like trying to
explain tides without reference to the moon.
A recent research report, "A New Era for Hedge Funds?" by Lyxor Research offers an extended
discussion of this issue, reinforcing the points made above. The report addresses the main problem head
on: "...hedge funds have in fact underperformed traditional asset classes since 2009." They argue that
hedge fund returns overall have actually been outstanding. The problem is in trying to make an argument
for hedge fund performance for periods when they clearly underperform.

Source: "A new era for hedge funds?" Lyxor Research, July 2015
Lyxor presents the factors that drive hedge fund performance:
"We evaluated the causes of the underperformance [since 2009] and find that the fall in bond
yields in the wake of the Fed's QE program has negatively impacted hedge funds. Additionally,
the equity beta has fallen while stocks rallied and alpha generation has shrunk for the very same
reason."
Looking back at various business cycles over the past 25 years, Lyxor finds periods that were favorable to
hedge funds and others that were not.
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Source: "A New Era for Hedge Funds?" Lyxor Research, July 2015
While many will argue with aspects of Lyxor's assertions, their analysis is more fruitful than the typical
headline: "hedge funds outperformed the S&P 500 over the past week." It provides a similar framework
to that used for traditional asset classes: that the strategies should be evaluated on their performance over
a series of business cycles. Returns for one year, or even 5-year, periods do not tell us anything about the
future performance of hedge funds.

H.

Hedge Fund Fees Supported by Industry Structure

While hedge fund fees have declined during the past several years from the exorbitant 2% management
fee and 20% incentive fee, the decline has been moderate given their poor recent performance. Hedge
fund fees are dramatically higher than mutual funds’ who are only allowed to charge a management fee.
How can we explain this phenomena? Viewing the hedge fund industry as a whole and applying some of
the principals of microeconomics may shed some light.
According to the theory of the firm, competition among industry companies will drive down the price of
goods and profit margins, especially where the barriers to entry are low. The hedge fund industry, with
over 10,000 companies, is a model of a competitive industry, and one would expect constant downward
pressure on fees. This has been the experience in the mutual fund industry which also has thousands of
companies.
The explanation for this stickiness in fees is different for large, established hedge funds than for relatively
new and smaller hedge funds.
Larger more established hedge funds are very much in demand, especially among pension funds. As in
other industries, well established brand names attract buyers (or in this case, investors). Despite
restriction on advertising, there are effective and long established distribution channels by which hedge
funds become known to potential investors. These channels include third party marketing, hedge fund
databases, capital introduction sessions, industry publications, industry conferences, wealth management
groups, brokers, banks, investment advisors and investment consultants.
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Adding to the upward pressure on fees for larger hedge funds is the inflow of money, notably by pension
plans, which are the largest single investment group and the fastest growing for hedge funds. They have
only tipped their toes into hedge funds and could continue to fund the industry for the indefinite future.
Along with increasing demand, we have shrinking supply because the larger and more established hedge
funds tend to close their gates to new investors after reaching a certain level where they find that
additional funds cannot be fruitfully invested or where they earn enough from management fees so that
they prefer not to threated their franchise by taking on market risks. Additionally, we have recently
witnessed a growing phenomenon of hedge funds returning client money and managing only the
principals’ and employees’ funds, either as partnerships or family offices. George Soros is a prime
example of this type of move.
The story is different with newer and smaller hedge funds. In a typical, competitive, industry we would
expect these funds to be willing to undercut the established firms by offering their service at a reduced
fee. This seems not to be the case. Hundreds of hedge funds choose to close up shop rather than engage
in competitive price reduction. How can this be?
The economics of new hedge funds and the psychology of their managers offer an explanation. Hedge
fund managers tend to be successful, highly paid professionals working for hedge funds, banks, mutual
funds and other financial institutions. The reason they move into the hedge fund field is to make more
money than they have in their present position. This means that a new fund needs to attract sufficient
assets under management and have a performance record to meet the high expectations of the funds’
principals. Their goal is not to show a profit, but to show a very large profit.
So let’s take a hedge fund with $100 million under management (a healthy amount) and three principals.
The management fee earned off these assets is 1.5%, yielding about $1.5 million. Before turning to
incentive fees, we need to take away expenses, including salaries, office space, information systems,
computers, etc. These can easily add up to $750,000 a year. This leaves $250,000 for each principal.
While this is a healthy compensation for most people, it is likely to be much less that they earned at their
previous employment.
Incentive compensation is the real goal of new hedge fund managers. The hedge fund would earn an
additional $900,000 in total or $300,000 for each principal assuming a 6% return and 15% incentive fee.
Each principal would then earn $550,000 for the year, which is likely to be well below their expectation.
One solution is to raise additional assets. However, they face the reality that new money is going to
larger, well established funds.
It is no wonder that hundreds of hedge funds close up shop every year.
The combined microeconomic situation of larger and smaller funds goes a long way to explaining why
hedge fund fees have been able to stay as high as they have.
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