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I. Introduction and Outline of this Report

A. Introduction

The rapid growth of Liquid Alternative Investments (LAI) has had a profound effect on 

all aspects of the investment management industry, effecting investors, investment 

managers, and asset management companies around the world.  It has blurred the 

distinction between formerly segregated parts of the industry – notably hedge funds and 

mutual funds – and led to competition between the various groups.  It has provided 

investors – both retail and institutional – with a new tool for their portfolios, although 

many are not certain of its benefits.  Investment advisors, meanwhile, have been hard at 

work learning about this new area and how to incorporate it into their asset management 

and advisory activities. Most recently, the growth of the industry has piqued the interest 

of the Securities and Exchange Commission which has issues warnings and started to

look at mutual fund companies regarding the safety of LAI and the manner in which they 

are marketed.

The growth of LAI comes at a crucial time in the investment management industry.  The 

Credit Crisis of 2008 radically changed the nature of the industry, which is still reacting 

to its aftereffects.  Investors have become much more sensitive to the possibility of large 

losses and are seeking methods to reduce downside risk in their portfolios.  Asset

management companies that were formerly protected in “silos” are now reviewing and 

changing their products, target clients and distribution systems.  Investment advisors are



looking for the tools to supplement and replace the traditional 60/40 portfolio that has 

served them well for 30 years prior to the Credit Crisis.

B. Sea Changes in the Investment Management Industry

The growth of LAIs is one of a number of sea changes occurring in the investment 

management industry, many of them brought on by the Credit Crisis of 2008 and the 

subsequent changes in financial markets and government regulation.  These changes are

interlinked and promise to effect investors, investment managers, advisors, mutual fund 

companies, ETFs, hedge funds, asset management companies, and other industry 

participants. We summarize some of the factors here and expand them in the subsequent 

chapters.  

1. Investor Challenges in the New Environment

Investors drive the $30 trillion investment management industry which must respond to 

the needs and fears of its clients.  These have changed dramatically with the aftereffects

of the Credit Crisis and the current economic environment.  Some the areas of note for 

the future of liquid alternative investments include the following:

 The 2008 crisis has fundamentally changed investors’ priorities from a main 

emphasis on investment returns and alpha generation to an emphasis on 

diversification and downside protection (or principal preservation), especially in

the case of a steep market downdraft

 As we discuss in detail in the second part of this report, investors have had the

investment wind in their backs for decades with strong equity markets backed by 



strong economic growth and appreciating bond markets.  They are now faced with 

extremely low interest rates and slow and uncertain economic growth.  

 The result has been a rethinking of the traditional 60/40 stock/bond portfolio that

has been the mainstay of investments

 Complicating the issue is the changes in the investment management industry in 

terms of organization and scale of the companies, the host of new products, and

the changes in the investment paradigm that has governed the industry for the past

four decades.  Individuals and institutions have been struggling to develop 

portfolio strategies to meet their changing needs.  The role of alternative 

investments in investor portfolios has been an important part of this development.

2. Competition among Asset Management Firms

As an indication of the growing importance of this market segment, the world’s largest 

asset management firms – mutual funds, banks, hedge funds and private equity firms – 

are jostling to gain a strong competitive position in the LAI area with a proliferation of 

products, sales, platforms and education.  The stakes are large and in some cases make or 

break.  At least some of the dynamics at play include:

 Mutual funds have seen the assets they manage decline for the first time in 

decades because of competition from hedge funds and ETFs

 Actively managed mutual funds have come under increasing criticism as unable

to justify their fees; these were the funds that have higher fees and are more 

valuable to mutual fund companies

 LAIs typically have fees as high as, or higher, than other actively managed mutual 

funds; mutual fund companies view them as replacements for the decline in



traditional actively managed fund assets and revenues.  However, mutual funds 

need to develop the tools, knowledge and culture to survive in this space.

 Hedge funds have long eyed the $30 trillion investment market that has been 

monopolized by mutual funds and other regulated asset management companies.

Although the fees in this market are smaller, the potential volume makes it 

potentially highly lucrative.  However, hedge funds need to develop a distribution 

mechanism that can tap these customers as well as the organization and culture to

survive in the regulated ’40-Act environment, which means making a large 

commitment in terms of time and money.

3. Investment Managers in the Middle

As with investors, investment managers are regrouping in the face of the events of the 

Credit Crisis and the significant changes in the economic environment over the past 

decade.  The reigning industry paradigm of a 60/40 stock/bond portfolio has come under 

attack and investment managers have had to adapt to new products and investment 

strategies.

Industry surveys have shown a strong desire on the part of investment managers to use 

and recommend liquid alternative investments for their clients.  However, they equally 

show that there is a strong need for training and education in how these products work

and how they fit into investors’ portfolios. 1

1 “The Rise of Liquid Alternatives & the Changing Dynamics of Alternative Product Manufacturing and 
Distribution.” Citi Prime Finance. May 2013. See also “Asset Management 2020 A Brave New World.” 
PWC. 2014.



This need for investment managers to learn to adapt and grow in the post-liquid 

alternative industry has been reinforced by the SEC’s announcement that it plans to

investigate the extent to which LAIs really live up to the claims made on their behalf by 

producers and advisors.  No matter what the outcome of the investigation, the gauntlet 

has been thrown down that investment managers need to carefully develop policies, 

procedures and compliance mechanisms to handle LAIs.

C. Outline of this Report

This report is divided into three major sections which together address the major aspects 

of the liquid alternative investment phenomena from the viewpoint of investors,

investment managers and asset management companies.  

Part I:  Liquid Alternatives: What are they and how do they operate?

This section documents the growth of the LAI.  It will look at the history, growth and 

strategies pursued by LAIs and discusses how they fit in with other parts of the 

investment management industry and with alternative investments in general.  It

examines the mechanics of how mutual funds and ETFs function, how they differ from 

each other and from other alternative investments, and the benefits and risks associated

with each structure.  

Part II:  Liquid Alternatives in Investment Portfolios

The second section examines the role of LAI and alternative investments in general in

investors’ portfolio.  Criticism of the performance of LAIs and hedge funds, and the 

associated fees extracted by both, is examined and evaluated with reference to both 

industry and academic analyses.  We also examine the crucial role played by manager

selection and portfolio construction in the context of LAIs and alternatives in general.  



Part III:  LAI and the Future of the Asset Management Industry

The third section draws out the present and future changes wrought by LAI on the 

investment management industry for asset management companies (mutual funds, hedge

funds, fund of hedge funds, private equity firms, ETF providers) and intermediaries 

(registered investment advisors, investment consultants, mutual fund distributors and 

hedge fund marketers).  We look at how these actors are positioning their product and

distribution systems to take advantage of the changes in the industry and point to the 

changes that will drive the industry going forward.

Part I: Liquid Alternatives: What are they and how do they
operate?

I. Defining the LAI Universe

A. Rapid Growth of Liquid Alternative Investments

The 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.  Furthermore, the growth of liquid alternatives is expected to 

accelerate in the coming years.  A projection made by Citibank Prime Finance, for 

example, foresees a tripling of assets under management from around $400 billion in

2013 to over $900 billion by 2017.  



B. Types of Liquid Alternative Fund Structures

While U.S. based mutual funds and Exchange Traded Products (ETF) have accounted for 

most of the growth of LAIs, Europe has also experienced rapid growth of alternative

UCITS (Undertakings for the Collective Investment of Transferable Securities), funds 

that are similar to US liquid alternative funds but registered and marketed in Europe.  

European regulation, which effectively dictate that hedge fund products marketed in

Europe follow the UCITS structure, will guarantee the continued growth of this sector.

The charts below describe the common forms of liquid alternative structures:



C. Relative Size of Alternative Mutual Funds, ETFs and UCITS

The chart below shows the relative amount of assets invested in the three main liquid

alternative management vehicles.  While ETFs have garnered the largest amount of 

attention in recent years, mutual fund alternatives still dominate this segment.  Liquid

alternatives’ share of total funds is still relatively small (at present, LAIs constitute 1.12%

of mutual fund assets and 3.14% of ETF assets) they account for an increasing share in 

these sectors. 2

2 Aggregate mutual fund and ETF asset data from the Investment Company Institute. See 
http://www.icifactbook.org/fb_ch2.html and http://www.icifactbook.org/fb_ch3.html for aggregate mutual
fund and ETF asset data respectively.



D. Confusion in the Definition of Alternative Investments

1. What Defines a Liquid Alternative Investment?

This section discusses the structural, economic, legal, organizational and functional

aspects of hedge funds, private equity and liquid alternative investments both individually

and in comparison to each other.  

Over the past several years, the term “liquid alternatives” has become the investment 

industry’s term of art to designate a group of funds such as mutual funds, Exchange

Traded Funds (ETFs), UCITS3 and others that share at least the following traits:

 They are registered and regulated by a government entity

 They are often aimed at individual investors

 They provide investors with liquidity that is typically between one day and a

week

 They offer investors a level of transparency greater than that of typical hedge 

funds

 They are relatively low correlation with core traditional assets such as large 

cap stocks and investment grade bonds. 

Liquid alternative investments in the U.S. are also known as “40-Act Alternative Funds” 

or just “40-Act Funds” because they are registered under the 1940 Investment Act.

Similarly, they are sometimes called “Retail Alternative Funds” because they were

initially developed as a means by which hedge fund type strategies can be delivered to

3 UCITS are Undertakings for Collective Investment in Transferable Securities Directives. They are similar
to open-end mutual fund structures in the United States and must comply with European Union wide
minimum regulations and additional regulations imposed by European Union member states. 



“retail investors,” i.e. those that did not meet the net worth minimum and other 

requirements for investing in hedge funds. 

2. What Defines an Alternative Investment?

Considerable confusion surrounds the concept of alternative investments and thus, by 

extension, of liquid alternative investments.  Alternative investments has been used to

describe everything from rare coins and collectibles to commodities to infrastructure and 

energy investments.  In its broadest definition, alternatives have been defined as any 

investment other than cash, large cap stocks and U.S. investment grade bonds.  In its 

narrowest definition, it has been used to include only hedge funds and private equity

funds.  Before we explore the liquid alternative landscape, we need to describe exactly 

what we mean by alternative investments.

One way to think about this issue is by analogy with archeology where over time 

investments were overlaid one on top of the other and every new strata was labelled as an

alternative to the preceding ones, as shown below.  Thus, as each new strata was laid 

down, it became known as an “alternative” to the previous strata.  However, the lower 

strata retained the “alternative” designation, leaving us with multiple classes of 

alternative investments.



E. Narrow Definition of LAI as Liquid Hedge Funds 

One reason for the confusion between traditional and liquid alternative investments is 

because the dividing line is a result of only one characteristic:  the degree of liquidity of 

the different funds.   However, this distinction obscures the many similarities between 

traditional and liquid alternatives, making comparisons between them more difficult to

the detriment of investors who should be able to compare the gamut of alternative 

investments open to them.

1. What defines a Hedge Fund?

There is no one accepted definition of hedge funds; rather hedge funds are typically 

described by a combination of characteristics that include the following:

 Hedge funds pool assets from multiple investors in a limited partnership structure 

with a general partner and investment manager.



 They are offered to a restricted group of investors that meet regulatory criteria of 

qualified investors.

 Hedge funds are limited in the extent to which they can market themselves and

can offer shares only on a basis of a private bank placement memorandum.

 They are largely exempt from the Security and Exchange Commission (SEC) 

regulation governing investment companies, although that has changed to some

extent for larger hedge funds with the implementation of the new Dodd-Frank

legislation.

 Investors face restrictions on the redemption of their units or shares that may be as 

short as three months or as long as several years.

 Hedge funds have high investment minimums, sometimes as high as $5,000,000.

 Hedge funds frequently stop taking in additional money from new investors.”4

A more meaningful approach, shown below, is to highlight the most common elements 

among these funds, which we argue is their common use of the strategies, tools and 

markets that have become identified with hedge funds and private equity funds over the 

past two decades.   The chart below presents this idea in graphic form by combining 

traditional and liquid alternatives into one grouping based on what they actually do: i.e., 

the types of strategies, tools and market positions they adopt.

4 All About Hedge Funds, Ezra Zask, McGraw Hill: New York, 2013, pp. 4-5



As a working definition, we can describe alternative investments as funds that have one 

or more of the following characteristics:

 They invest in assets and markets that were not part of the traditional investment 

universe

 They are thus relatively uncorrelated with the major stock and bond markets

 They use tools and strategies that were typically associated with hedge funds and 

private equity funds, notably leverage, short selling and derivatives

Within this broad definition, there are a number of characteristics that distinguish

traditional and liquid alternatives, including liquidity, transparency, regulation, structure, 

management, distribution and investors, as shown in the chart below.



F. Broad Definition of Alternative Investments: a Core/Satellite Approach

1. Liquid Alternative Investment Company Alternative Satellites

LAIC takes a broad view of alternative investments in keeping with the overwhelming 

evidence that investors and investment advisors view any instrument that provides



portfolio diversification and downside protection as an alternative to their core traditional 

investments.  We have identified 4 Satellites (in addition to the Core Traditional Satellite) 

which comprise the building blocks of a diversified portfolio.  

LAIC’s Services (found on www.liquidaltinvest.com) provides a database of 1400 funds

that are classified as alternatives under this broader definition.  It also provides a Fund

Screener and Portfolio Builder that allows for identifying and comparing funds that meet 

users’ criteria and for building and testing portfolios with various combinations of 

Satellites.

2. Alternative Investments and Modern Portfolio Theory

Modern portfolio theory (MPT) is a theory of finance that attempts to maximize portfolio

expected return for a given amount of portfolio risk, or minimize risk for a given level of 

expected return, by choosing the proportions of various assets.  First formulated by Harry

Markowitz in his seminal article, “Portfolio Selection" in the 1952 Journal of Finance, 

MPT is a mathematical formulation of the concept of diversification in investing, with the 



aim of selecting a collection of investment assets that has collectively lower risk than any

individual asset. This is possible, intuitively speaking, because different types of assets 

often change in value in opposite ways.  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.  

3. The Core Traditional Portfolio

The initial diversified portfolios established following Markowitz’ work were added to 

over the years, in part due to the work of Fama and French, until the development of the 

“core” portfolio that is widely accepted by investors.  Their development of the “three-

factor model” – which found that an investment portfolio’s risk and return profile can be 

improved by incorporating stocks with different “styles” notably a stock’s sector, size 

(small v. large cap) and whether it could be characterized as value or growth.   This led to 



the development of sector funds, various company size funds (ranging from micro-cap to 

large cap) and value and growth funds.  Developed country stocks and bonds also entered

into traditional portfolios as part this trend, resulting in the diversified core investment

portfolio.  

4. Hedge Fund Strategies

While the greater part of the asset management industry was developing and using core

and non-traditional products, hedge funds and private equity funds were developing, 

using and refining tools and strategies that would define the alternative investment 

universe, notably the use of shorting, leverage and derivatives, as well as a wide 

flexibility in their choice of strategies, markets and tools. The chart below bears witness 

to the phenomenal growth of hedge funds over the past two decades.  Despite a large 

redemption in 2008, hedge fund assets are back above previous record levels, with 

current assets of around $2.5 trillion.

While hedge funds and private equity have been around for over 30 years, it was only

when institutional investors (and their consultants) became comfortable and overcame 

their earlier reluctance to invest in alternatives that the industry experience its most rapid 

growth.  The largest growth spurt for hedge fund investments came in the 2000s as 

institutional investors overtook individuals as the largest hedge fund investors.



Following the wide acceptance of hedge funds and private equity by large segments of 

the investment community it took only the development of forms and structures that

could accommodate hedge fund strategies in regulated form for the LAI industry to grow.

5. Real Assets: Commodities, Real Estate and Infrastructure

 The search for both additional portfolio diversification and as a potential hedge against 

inflation led to the introduction of “real assets” into a portfolio mix, notably investments 

in real estate and commodities.  Many investment advisors and managers include these in

the alternative investment bucket.  However, we treat them separately from alternative

investments because they do not incorporate the characteristics of hedge funds as 

described below.  LAIC’s database includes funds that pursue these strategies, but as a 

separate category from alternatives.

6. Enhanced Yield: High Yield, Emerging Markets, Asset Backed

The search for diversification and higher returns led to investments in high yield fixed 

income instruments and currency strategies.  The former included not only corporate



“junk bonds” but also emerging market debt and, at a later time, structured fixed income 

products such as asset backed securities.  These investments were partly intended to 

provide portfolio diversification as well as to offset the decline in interest rates during the 

2000s. Currency as a standalone investment (as distinct from a hedge of international 

currency exposure) was another strategy which also included carry trades and

investments in emerging market, local currency denominated bonds.

7. Alternative Beta Strategies

Over the past several years, a group of investment strategies have been developed, almost 

exclusively in the 40-Act, liquid space, that are sometimes labelled as part of liquid 

alternative investments.  These strategies are often grouped under the “Smart Beta”

umbrella and include risk parity, low volatility, momentum and inverse and leveraged.  

As seen below, funds that use these strategies have gained significant assets in the past 

several years.  However, as we discuss more fully below, these strategies are more 

properly seen as adaptations of core and traditional investments and not as alternative 

investments.

G. Hedge Funds and LAIs on the Liquidity Spectrum

Liquidity is especially important in comparing investments in general, and hedge funds 

and liquid alternative investments in particular.  This is true for at least two reasons.  

From an investor’s perspective, knowledge of an investment’s liquidity is a key

requirement for making portfolio decisions about the investors’ own liquidity needs.  In 

addition, liquidity is important because of the widely-held belief, perhaps 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 are able to earn a 

“liquidity premium” in the form of returns above those of more liquid investments.5

As shown below, investments in general vary widely in the extent to which investors are 

allowed to redeem their holdings and are informed of the funds’ holdings, with private

equity at the illiquid/opaque end of the spectrum and long only passive ETF & index 

mutual funds on the other.  

Because hedge funds and liquid alternative investments lie in the middle range of 

liquidity and transparency, we have designated that section of the liquidity continuum as 

“liquid and near liquid investments.”

5 See for example: http://www.ifa.com/articles/liquidity_risk_factor



II. Alternative Mutual Funds

A. Open Ended Companies6

A mutual fund is a company that pools investors’ money and invests the money in 

various securities or assets.  Each mutual fund share represents an investor’s 

proportionate ownership of the fund’s holdings and the income those holdings generate.

Legally known as an “open-end company,” a mutual fund is one of three basic types of 

investment companies. The two others are:

 Closed-end funds—sell a fixed number of shares at an initial public offering that

later trade on a secondary market; and

 Unit Investment Trusts (UITs) — makes a one-time public offering of a specific, 

fixed number of redeemable securities called “units” and which will terminate and 

dissolve on a date specified at the creation of the UIT.

[“Exchange-traded funds” (ETFs) can be either open-end companies or UITs. But ETFs 

are not considered to be, and are not permitted to call themselves, mutual funds.]

The investment portfolios of mutual funds typically are managed by separate entities 

known as “investment advisers or managers” that are registered with the SEC.  As shown 

in the chart below, the operations of a mutual fund entail considerably more entities than 

a typical hedge fund.  Especially important is the Board of Directors or Trustees which 

has fiduciary responsibility for the running of the fund and its compliance with SEC 40-

Act regulations, in sharp contrast to hedge fund boards which are often only nominally

6 Based on the SEC’s Mutual Fund Guide for Investors



responsible for overseeing the company, although there is a movement to give hedge fund 

boards increased responsibility and accountability.

B. Purchase and Sale of Mutual Fund Shares

The mechanics of the sale and purchase of mutual fund shares are as follows:

 Mutual fund shares can be purchased directly from the fund and/or through

brokers, banks, financial planners or insurance agents.  In this they differ from

ETFs that are traded on secondary markets, such as the New York Stock 

Exchange or Nasdaq Stock Market and can only be purchased from brokers with

access to these exchanges.



 The price that investors pay for mutual fund shares is the fund’s per share net

asset value (NAV) plus any shareholder fees that the fund imposes at the time of 

purchase (such as sales loads). A fund is required to calculate its portfolio’s Net

Asset Value (NAV) at least once a day, although the portfolio holding are only 

required to be disclosed on a quarterly basis.  NAV is the value of the fund’s

portfolio after deduction of expenses and liabilities.

 Mutual fund shares are “redeemable,” meaning investors can sell their shares back

to the fund (or to a broker acting for the fund). Mutual funds are required to

redeem shares on any business day at the NAV per share minus any fee the fund 

assesses at the time of redemption, such as a deferred (or back-end) sales load or 

redemption fee.

 Mutual funds create and sell their shares on a continuous basis to accommodate

new investors, although some stop selling for various reasons.

 Mutual funds pay investors any income it earns in the form of dividends and

interest on securities in its portfolios.  They also pay any capital gains (less capital 

losses) on securities purchased or sold during the year.  However, investors are

typically allowed to reinvest these payouts, often without paying an additional 

sales load. There are important differences in the Tax treatment of mutual funds

and ETFs that are discussed below.

C. Fees and Expenses

Mutual fund fees are extremely complex and this complexity presents obstacles to

making a direct comparison between the returns of mutual funds compared to hedge 

funds or ETFs, or indeed from other mutual funds. In general, there are two types of 



mutual fund fees and expenses.  Shareholder fees are levied directly on individual

investors when they buy or sell shares.  Operating expenses are typically paid out of 

collective fund assets.  The typical composition of each is as follows:

1. Shareholder Fees

• Sales Charge (of Front-end Load) on Purchases
• Purchase Fee
• Deferred Sales Charge (Load)
• Redemption Fee

• Exchange Fee

• Account Fee
2. Annual Fund Operating Expenses

• Management Fees

• Distribution [and/or Service] Fees (“12b-1” Fees)

• Other Expenses
3. Total Annual Fund Operating Expenses (“Expense Ratio”)

This expense is widely reported in connection with mutual funds and is often taken as the 

expense that is used to compare mutual funds to ETFs or hedge funds.  However, the 

expense ratio (the aggregate of a fund’s annual operating expenses expressed as a

percentage of the fund’s average net assets) does not include shareholders fees, which can 

often dwarf the operating expenses.

D. Mutual Fund Information

Information on mutual funds is provided in four documents that need to be filed with the 

SEC and an optional document (Profile) that is also published my most funds.  These are 

in addition to informational reports and marketing material generated by the mutual fund 

company.  These documents are:



• Prospectus – A prospectus must be provided to any investor along with the 

purchase of shares, and includes a “Risk/Return Bar Chart and Table” that

provides a fund’s return for the past 1-, 5- and 10-year periods.  However, the 

bar chart and table for a multiple-class fund (that offers more than one class of 

fund shares) will typically show performance data and returns for only one class.  

The Prospectus, also includes a Fee Table and Financial Highlights which 

contains audited data concerning the fund’s financial performance for each of

the past 5 years

• Profile – Some mutual funds also furnish investors with a “profile,” which 

summarizes key information contained in the fund’s prospectus, such as the 

fund’s investment objectives, principal investment strategies, principal risks, 

performance, fees and expenses, after-tax returns, identity of the fund’s 

investment adviser, investment requirements, and other information.

• Statement of Additional Information (“SAI”) – Also known as “Part B” of the 

registration statement, the SAI explains a fund’s operations in greater detail than 

the prospectus—including the fund’s financial statements and details about the 

history of the fund, fund policies on borrowing and concentration, the identity of 

officers, directors, and persons who control the fund, investment advisory and 

other services, brokerage commissions, tax matters, and performance such as 

yield and average annual total return information.

• Shareholders Reports – A mutual fund also must provide shareholders with 

annual and semi- annual reports within 60 days after the end of the fund’s fiscal

year and 60 days after the fund’s fiscal mid-year. These reports contain a variety 



of updated financial information, a list of the fund’s portfolio securities, and 

other information.  

E. Growth of Alternative Mutual Funds

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 2014.7

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.8 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 2012.9

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.

7 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.
8 Citi Prime Finance: “The Rise of Liquid Alternatives & the Changing Dynamics of Alternative Product 
Manufacturing and Distribution,” May 2013, page 50.
9 Credit Suisse: “Alternative UCITS strategies – paradigm shift or expensive compromise?,” February 
2013, pages 3-5.



F. Concentration of Assets in the Alternative Mutual Fund Sector

There is an even greater concentration of assets in the alternative mutual fund sector than 

is true for hedge funds, with the largest 10 mutual funds capturing nearly 38% of the total 

assets compared to only 13% by the 10 largest hedge funds.  This reflects the importance 

of marketing and distribution in mutual funds, which are dominated by the fund 

companies as well as the extremely high barriers to entry into the mutual fund industry,

where the costs of registration, compliance, retail operations, distribution and brand name 

development present formidable obstacles.



G. Early Efforts:  130/30 Funds as the Transition into Alternatives

The active participation of mutual funds in the alternative space only started in earnest 

with the proliferation of 130/30 funds and variants on these funds (i.e., 140/40, etc.) 

following the 2008 Credit crisis, when hedge funds registered smaller losses than the 

S&P 500’s 49% free-fall.  Client demand for some form of protection from similar 

declines in the future led to the creation of around a score of 130/30 funds under the 

theory that by having short positions in stocks, these funds would suffer smaller losses 



than long only funds.  However, these funds were launched not only to attempt to limit

losses, but also under the theory that they would be able to generate alpha from both the 

long and short side; hence the label assigned to them of “double alpha.”  However, the 

results of these funds have been disappointing and they have largely been displaced by 

alternative long/short funds.  It turned out that the funds’ short position only provided 

partial protection during market meltdowns while lowering returns during market rallies.

It was also held that the managers assigned to manage these funds lacked the experience 

in short-selling to properly exploit this technique.

The math of a 130/30 fund is straightforward and sets a model for stock shorting in 

general.  Mutual funds have the ability to take short stock positions.  However,

Regulation T restricted the size of the short position to 50% of the fund’s assets under 

management.   As in a long only fund, the fund manager purchases a portfolio of stocks 

using 100% of the funds’ invested assets.  The next step is to sell short stocks with a 

value of 30% of the long position and to use the proceeds of the short sale to purchase 

additional stocks.  The final position would thus be 130% of invested assets long and 

30% short.



While 130/30 funds did not prove to be very successful, they were launched with great 

fanfare throughout the investment community, especially the retail sector, and were thus 

instrumental in providing some comfort to fund companies, investment professionals and 

investors that mutual fund companies can manage hedge fund strategies; that the 

inclusion of alternatives in retail portfolios may benefit investors; and that there is a

market among investors and investment professionals for liquid alternative investment 

products.   The result has been the growth of mutual funds into many of the strategies that

were previously the domain of hedge funds.

H. Mutual Fund Assets by Alternative Strategy

The distribution of alternative mutual fund assets among the various strategies is shown 

in the exhibit below.  One surprising element is the allocation to fixed income strategy.

However, this is skewed by the enormous success of two fixed income funds, PIMCO 



Unconstrained Bond Fund and the JPMorgan Strategic Income Opportunities Fund,

which between them manage over $50 billion in assets.

I. Crossover of Hedge Funds and Mutual Funds

The economics of the crossover by hedge funds into mutual funds is evident when we 

note that the 500 largest mutual funds in the world manage nearly $27 trillion in assets, 

while hedge funds and private equity firms manage “only” $2.5 trillion each, or less than 

10% of the total.  Driven by the economics of the situation, hedge funds firms have 

launched over 200 liquid alternative investments funds.  Some of the largest funds are 

listed in the chart below. 



At the same time, the fact that hedge funds were growing more rapidly than mutual funds 

(indeed, mutual fund assets have been flat or declining for several years) often by 

investors shifting from one to the other, provided an incentive for mutual funds to more 

aggressively pursue this area. 

III. Exchange Traded Funds

A. What is an ETF?

An ETF is a basket of securities that can be bought and sold through a brokerage firm on 

a stock exchange; in the U.S., they are primarily traded on the New York Stock

Exchange.  ETFs are offered on virtually every conceivable asset class from traditional 

investments to so-called alternative assets like commodities or currencies. In addition, 

innovative ETF structures allow investors to short markets and to gain leverage.  There 

are now estimated to be over $1 trillion invested in ETFs and nearly 1000 ETF products

traded on U.S. stock exchanges. 



After a couple of false starts, ETFs began earnest in 1993 with the product commonly 

known by its ticker symbol, SPDRs, or “Spiders,” which was based on the S&P500 index 

and became the largest asset ETF in history.

1. Active v. Passive ETFs

Historically, ETFs were developed as a lower cost alternative to mutual funds for 

tracking an index.  For example, SPDRs (also called “Spiders”) the largest ETF by asset 

size, which was started in 1993, tracks the S&P 500 index.  ETFs were attractive because 

they traded continuously and offered greater transparency than mutual funds, and were 

often less expensive and had some potential tax benefits.  

The past several years has seen the rapid development of ETFs whose objective is not to 

mimic an index return but to be actively managed with the objective of meeting a wide 

range of objectives, including absolute return and hedge fund strategies.  While passive

index benchmark ETFs still form the majority of assets managed by these funds,

alternative investment strategies, although still small compared to mutual funds and 

UCITS, have been growing rapidly with a total of $2.3 billion managed as of December 

31, 2013. 

2. Growth of ETFs

The growth of the ETF market has overwhelmed that of mutual funds in percentage 

terms, although mutual funds still dominate the industry.  The greatest ETF growth has 

been in passive index funds, where ETFs lower operating expenses and liquidity has 

translated into significant benefits for investors.  However, as shown above, mutual funds 

dominate the liquid alternative investment space.





3. Distribution of ETFs by Asset Class

As indicated in the chars below, ETFs have been more heavily concentrated in the equity

area than is true of hedge funds.  However, as actively managed ETFs come on stream, 

this will change.  Already, there is an explosion of various types and strategies pursued 

by ETFs in the past few years. Innovative new strategies include: risk parity (which seek

to allocate investor assets such that different asset classes contribute equally to the fund’s 

volatility), smart beta and momentum funds.



B. Nuts and Bolts of ETFs 

1. Trading ETFs

ETFs offer public investors an undivided interest in a pool of securities and other assets

and thus are similar in many ways to traditional mutual funds, except that shares in an

ETF can be bought and sold throughout the day on a securities exchange through a

broker-dealer at listed bid-offer prices, exactly like stocks. This is unlike open-end

mutual funds, which are compelled to buy issue or redeem their individual shares 

directly from investors at net asset value, or NAV, at the end of each day.  Just like a

stock, an ETF has a ticker symbol and intraday price data can be easily obtained during 

the course of the trading day. However, unlike a company stock, the number of shares 

outstanding of an ETF can change daily because of the continuous creation on new shares

and the redemption of existing shares.

2. Creation of ETF Shares

The process by which ETFs are created is also very different than mutual funds (or 

indeed stocks).  The ETF fund or trust (the ‘issuer”) only purchases or redeems shares in 

large blocks of 25,000 to 200,000 shares (which are called “creation units”) with

“Authorized Participants,” (AP) which are large financial institutions. Purchases and

redemptions of the creation units generally are in kind (i.e., securities rather than cash),

with the Authorized Participant contributing or receiving a basket of securities of the

same type and proportion held by the ETF.  [However, some ETFs may require or

permit a purchasing or redeeming shareholder to substitute cash for some or all of the

securities in the basket of assets.] 



Thus, if an Authorized Participant needs ETF shares to sell to a broker acting on behalf of 

a customer, the AP needs to buy individual shares of securities that are included in the

ETF.  The AP then delivers this basket of securities to the ETF issuer in exchange for 

shares of the ETF.   

Th

e ability to purchase and redeem creation units provides an arbitrage mechanism

intended to keep the market price of an ETF in line with the net asset value of these 

shares.  Existing ETFs have transparent portfolios of securities (the exchange

disseminates the updated net asset value of the shares throughout the trading day,



typically at 15-second intervals) so institutional investors will know exactly what

portfolio assets they must assemble if they wish to purchase a creation unit.  If there

is strong investor demand for an ETF, its share price will (temporarily) rise above its

net asset value per share, giving arbitrageurs an incentive to purchase additional

creation units from the ETF and sell the component ETF securities in the open market.

The additional supply of ETF shares reduces the market price per share, generally 

eliminating the premium over net asset value. A similar process applies when there is

weak demand for an ETF and its shares trade at a discount from net asset value. 

3. Types of ETFs 

ETFs have a number of structures, and different strategies tend to favor certain of these 

structures. A comparison of the key attributes of each of these ETF structures is given in

exhibit below.  



4. Commodity ETF

Commodity ETFs (ETCs or CETFs) invest in commodities, such as precious metals and

futures and are therefore are not regulated as investment companies under the Investment

Company Act of 1940 in the United States (assuming they receive an SEC no-action 

letter under the Securities Exchange Act of 1934.)  They may, however, be subject to 



regulation by the Commodity Futures Trading Commission.  Most ETCs use futures to 

implement their strategy (rather than holding the underlying physical assets), and 

therefore simply roll front-month futures contracts from month to month, which may 

incur a cost under certain market conditions.  As a result, the ETCs value may diverge 

from that of the underlying commodity.

C. Exchange-traded notes 

Although often classified with EFTs, Exchange-traded notes (ETNs) are debt securities

issued by financial institutions.  Unlike ETFs, whose value is determined by its portfolio

holding its price is established by trading on an exchange, an ETN’s value is guaranteed 

by the issuing financial institution.  Like any debt instrument, the buyer of the ETN bears 

the “counterparty” risk that that the financial institution goes bankrupt or is otherwise

unable to redeem the note.

There are about 140 ETNs currently trading in the U.S. mostly in the areas of 

commodities, currencies, emerging markets, and other narrowly targeted strategies.  

Because ETFs are subject to yearly capital gain and income distributions which are 

taxable events to the holder – and ETNs are not – ETNs may be attractive the long-term 

investor.  Otherwise, investors choose between the two on the basis of liquidity, price and

counterparty risk.

D.   ETF Credit and Liquidity Risks

One of the most highly touted benefits of ETFs (in addition to low fees and tax 

advantages) over mutual funds is the greater liquidity available with ETFs since they are

continuously traded and do not rely on redemption by the fund itself.  However, the 



existence of a bid-offer spread and continuous markets disguise the fact that there are 

liquidity risks with ETFs, as was revealed during the 2008 “Flash Crash” during which

ETFs accounted for between 60 and 70% of the trading volume.

One reason for these risks is the difference in the roles of Authorized Participants and 

Market Makers, as described in the Exhibit above.  While the Authorized Participant 

alone is able to purchase or redeem ETF shares from the Issuer, it is the Market Maker

that provides the liquidity for the underlying securities that comprise the ETF.  In many 

cases, the Authorized Participant and Market Maker are the same company.  However, 

where they are different it is the Market Maker’s role that takes precedence in 

establishing the level of liquidity for an ETF.

Another potential risk involving ETFs is the use of “synthetic ETFs,” which are more 

commonly used in Europe than in the U.S., where there are strict regulations regarding

the extent to which ETFs need to hold the underlying securities behind the ETF.  In the 

case of a synthetic ETF, the performance of the ETF is driven not by the possession of 

the underlying securities, but by a derivative transaction (normally a swap) with an

investment bank, which provides the guarantee of the ETFs performance.  Clearly, the 

risk here is a counterparty risk of the swap provider.

E. Comparing Alternative ETFs and Mutual Funds

To summarize, there are two key differences between mutual funds and ETFs. First, 

individual investors in ETFs cannot redeem their shares directly with the issuing fund 

(instead, only certain authorized participants can do so, in large blocks of ETF shares). 

Second, individual investors buy and sell ETF shares at prevailing market prices



throughout the business day, whereas investors buy and redeem mutual fund shares at net 

asset value, determined at the close of the market each business day.

1. Tradability

Mutual funds only trade once a day, after the closing bell while ETFs can be bought and

sold at current market prices at any time during the trading day. As publicly traded

securities, their shares can be purchased on margin and sold short, and traded using stop 

orders and limit orders, which allow investors to specify the price points at which they 

are willing to trade. Also, investors can sell put or call options on many ETFs or establish

spreads which can increase returns on the ETFs. 

2. Expense Ratio

The question of the costs of mutual funds v. ETFs and hedge funds is complex because of 

the various levels of expenses and variable charges.  ETFs are often touted as a low cost 

alternative to mutual funds.  It is true that passively managed ETF index funds are lower 

expense ratios than mutual funds (around 1% compared to 3% for mutual funds), because 

ETFs typically have lower marketing, distribution and accounting expenses, and most 



ETFs do not have 12b-1 fees.  However, active ETFs’ expense ratio averages 0.61% 

compared to an average of 0.77% for equity mutual funds, while hybrid funds charge an

average of 0.79% and bond funds 0.61%. [2012 data from the Investment Company 

Institute.]  

Other charges that need to be factored in are brokerage commissions for the purchase and 

sale of ETFs, which can range from $0 with discount brokers to $20.  Another expense is 

an exit or redemption fee, back-end load or contingent deferred sales charge; the latter 

expense is placed on an investor when he or she is redeeming shares in a mutual fund 

after a short holding period. 

Most recently, some new exchange-traded products are charging over 1.0 percent in fees.

Part of the higher fees can be attributed to an increase in marketing expenses at ETF

companies as the competition for alternative liquid investments increases with the

proliferation of new funds.   Another cost creep factor is the cost to license indexes,

which can sometimes be considerable. 

3. Trading Costs

Because ETFs are continuously traded, there are issues that arise that are not present with

mutual funds.  For example, thinly traded ETFs can have a wide bid/offer spread.  In 

addition, settlement date for ETFs is three days following the transaction, compared to

one day for mutual funds, so that ETF sellers forego the use of funds for three days.  

Finally, ETFs carry the “hidden” expense of trading ETFs associated with ETFs 

rebalancing of their portfolios which, especially in the case of large ETFs or ETFs in 

illiquid market, can move the price and result in higher purchase price and/or lower sale 

price.



4. Transparency

As part of the process of creating ETFs, the underlying portfolio needs to be transparent, 

at least to the institutions that purchase the creation units.   Conversely, mutual funds

only have to report their holdings quarterly.  There is, however, pressure by ETFS to 

allow for greater secrecy in their holdings in order to make them more competitive with

hedge funds and mutual funds.

5. Tax Efficiency

Many ETFs allow investors to avoid paying capital gains on distributions at year-end. 

ETFs only create or redeem shares via authorized participants “in-kind.”  This in-kind 

transaction – the ETF exchanges ETF shares for a basket of shares of the ETF’s 

underlying holdings or vice versa – is not a taxable event.  However, some mutual funds

are viewed as tax-efficient if they have low portfolio turnover, sell shares with the highest 

cost basis and realize losses when possible. 

6. Investment Minimums and Investment Suspension

Mutual funds tend to have a required minimum dollar or share quantity for a purchased 

investment. Sometimes, this amount can be quite hefty and shut out small investors. For 

example, AQR’s flagship Managed Futures Strategy Fund carries a minimum investment 

of $5 million.  Additionally, mutual funds are permitted to suspend the purchase of 

additional units, as the more successful alternative funds do. On the other hand, ETFs are

traded continuously and the minimum requirement is one share, and the supply of ETFs 

is typically in line with demand since it can be increased when needed.



IV. Comparing Performance of Hedge Funds and Liquid Alternative 

Investments

The common opinion, at least in the hedge fund industry, is that liquid alternatives will 

fall short of the performance of private hedge funds.  The basis for this belief has to do 

with the fundamental rationale for hedge fund investments:  that the limitations placed on 

mutual funds, ETFs and UCITS in terms of leverage, use of derivatives, liquidity and 

lockups, use of derivatives and strategy flexibility will prevent them from achieving the 

same results as hedge funds.

A. Liquidity, Leverage and Expenses

1. Daily Liquidity is a Double Edged Sword

Daily liquidity is undoubtedly one of the benefits of LAIs.  However, it may also be a 

source of weakness in at least three ways:  1) We have no experience with how LAIs deal 

with sudden market illiquidity or large redemption requests; 2) LAIs limit the extent to

which investors are able to take benefit from the “liquidity premium,” and 3) the need to 

hold cash limits the ability of LAIs to take advantage of relatively illiquid opportunities.

It is estimated that 70% of liquid alternative investment funds started after 2008, which

means that we have little experience with how they would have fared during the Credit 

Crisis, especially in providing downside protection for their investors. Similarly, we have 

little experience in how these funds deal with severe liquidity crises as we witnessed in

2008.  In addition, LAIs are denied the ability to limit or restrict redemptions and provide 

a buffer against asset fire sale.



The risk of large redemptions is one that needs to be taken seriously.  Investors are 

relatively unfamiliar with some of the strategies and derivatives used by LAIs and many 

don’t fully understand the reasons why their returns may follow different patterns that the 

major markets.  It is conceivable that this lack of understanding could lead to sudden 

large redemptions from a mutual fund or massive sales in ETFs.  All but the most liquid

markets in S&P 500 or government bonds could be negatively affected if such a run were 

to develop. 

2. The role of the liquidity premium

An oft-cited reason for the outperformance of hedge funds compared to other investments 

is the role of the liquidity premium.  In explaining the outperformance of the Yale 

Endowment, David Swensen gives prominent place to a “liquidity premium” which 

accrues to investors that are able to lock up their investments for longer periods of time.

For example, the time period for investing in Southern U.S. forest is 30 years – the 

amount of time between the planting of a tree and its harvesting and production of 

lumber.  For those investors that can place funds for 30 years, the investment may be very 

appealing.

On a less grand scale, 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.  In return, 



investors are said to earn the “liquidity premium” – i.e. the premium that comes from 

leaving money in an account.  This premium is familiar when evaluating bonds or even 

bank deposits, which provide investors with higher interest rates the longer they are 

willing to invest.

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.  Other liquidity constraints prevent

liquid alternatives from making some relatively illiquid investments.  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, timber and other hard assets, and infrastructure. 

It should be noted that some liquid alternative funds have imposed some liquidity 

restrictions closer to hedge funds, and that many others, especially among ETFs, are

seeking to do the same. Finally, it is also important to note that many hedge funds,

especially those pursuing strategies in relatively liquid markets such as long/short equity

and CTAs, do not use much (if any) leverage and provide investors with short redemption 

time periods.  Others, such as CTAs, use leverage, but also provide shorter redemption 

periods.

B. Limits on Liquid Alternatives’ leverage

Another potential drawbacks of liquid alternatives is their restriction on leverage

compared to hedge funds. Leverage is especially important for strategies – notably fixed 

income arbitrage 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.

Differences in the amount of leverage between funds (and this is true for hedge funds as 

well as liquid alternative investments) make it difficult to separate the alpha (manager 

skill) produced by the fund from the beta return (market return) because leverage may 

produce large gains that may be measured as alpha but are actually leveraged returns on 

market movements.  In other words, highly leveraged strategies may seem to be 

producing alpha merely because they took on additional risk through leveraging.  

In order to isolate alpha for these funds the returns that are due to leverage need to 

“backed out” of the total return by multiplying the total return returns by the inverse 

leverage ratio.  For example, a fund that reported 12% annual returns while utilizing 30%

leverage has an unlevered return of only 8.4% for the purposes of determining alpha 

(12% x ((1-30%)/1)).  Of course funds that use higher leverage would need to discount 

their returns even more.10

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.  The increasing use of derivatives by mutual funds and ETFs will serve to

increase their leverage and reduce the differences between the alternative funds.

10 “The Risk in Hedge Fund Strategies: Alternative Alphas and Alternative Betas.” William K. H. Fung and 
David A. Hsieh. Centre for Hedge Fund Research and Education, London Business School, U.K. and 
Fuqua
School of Business, Duke University, U.S.A.



C. Return, Fees and Expenses

While the differences between hedge funds and liquid alternatives cited above argue in

favor of lower returns for the latter, fees and expenses are assumed favor mutual funds 

because of hedge funds’ incentive compensation.

However, this conclusion has been challenged.  In a broad study performed by 

Morningstar, it was 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:

However, a study performed by Morningstar 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 a the past 15 years. If we were to include just the 
front-end loads, the top quartile's average 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.” 11

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. 

11 “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/



A full discussion of expenses for hedge funds and liquid alternatives would take a paper 

of its own. We refer readers to “Are Actively Managed Mutual Funds Really Worth It? A 

Study on Performance of ETFs, Active and Passive Mutual Funds in Denmark, Europe 

and USA” published in early 2013 by Otto N. Friedrichsen of Aarhus University, 

Business & Social Sciences. The paper addresses the impact of fees active mutual fund 

performance, including liquid alternative funds.12 While the focus is on active 

management broadly, the insights into the impact of higher fees on investor performance

are readily applicable to liquid alternative investments. (For more information on hedge 

fund fees see “The Economics of Hedge Funds: Alpha, Fees, Leverage, and Valuation” 

published in 2011 which provides an in-depth look at the impact of fees on hedge fund 

performance in the industry.13)

D. Comparative Performance:  The Evidence to Date

The evidence on the relative performance of hedge funds and liquid alternatives is slim, 

partly owing to the brief track record of liquid alternative investments and the different 

manner in which expenses are accounted for.  However, some recent studies bring into 

question the assumption that liquid alternatives will necessarily underperform hedge

funds, at least for some strategies.

1. Cliffwater Study

Cliffwater, a consulting firm, conducted a study of approximately 200 funds that were 

managed by a management company and offered as both a limited partnership and a 

12 http://pure.au.dk/portal-asb-
student/files/52840410/Are_Actively_Managed_Mutual_Funds_Really_Worth_It_A_Study_On_Performa
nce_of_ETFs_Active_and_Passive_Mutual_Funds_in_Denmark_Europe_and_USA.pdf
13 http://www0.gsb.columbia.edu/faculty/nwang/papers/hfpaper45.pdf



liquid alternative investment.  They found that in aggregate the returns of liquid versions 

of hedge fund strategies lagged those of private partnership versions of the same 

approach by an average of one percentage point annualized over the 10-year period ended 

March 31, 2013. 

Cliffwater points out that liquidity and regulatory constraints (for example on leverage)

have different effects on different strategies.  Equity market neutral and event driven 

liquid alternatives have the highest level of underperformance relative to their less 

regulated private peers. This partly reflects the difference in the two strategies’ reliance 

on leverage to magnify returns. Conversely, strategies such as global macro and managed 

futures that generally trade in more liquid market underperform their private peers by a

lesser amount. 14

This relative underperformance is partially mitigated by the lower level of risk that comes 

from operating with lower leverage and from trading in more liquid securities. This

underperformance can also be a viewed as a premium for the greater liquidity that these

14 Cliffwater LLC: “Performance of Private versus Liquid Alternatives: How Big a Difference,” June 2013. 
A recent study found similar underperformance by liquid alternative funds; EDHEC-Risk Institute: “An 
Analysis of the Convergence between Mainstream and Alternative Asset Management,” February 2013.



retail structures offer. The value of this liquidity premium is inversely related to market

conditions and thus offer investors protection during market downturns.

2. McCarthy Study

In a comparison of liquid long/short equity mutual funds and hedge funds with 

comparable strategy, David McCarthy finds that “long/short equity funds and hedge

funds offer investors substantially similar equity exposures….Further, comparative 

performance data show similar rates of return across equity long/short mutual funds and 

equity long/short hedge funds.”15

3. Nohel, Want and Zheng Study

In a study entitled “Side-by-Side Management of Hedge Funds and Mutual Funds,” the 

authors conclude:

“We examine situations where the same fund manager simultaneously manages 

mutual funds and hedge funds. We refer to this as side-by-side management. We

15 Hedge Funds versus Mutual Funds: An Examination of Equity Long/Short Funds,” the Journal of 
Alternative Investments: Winter 2014, p. 23.



document 344 such cases involving 693 mutual funds and 538 hedge funds. 

Proponents of this practice argue that it is essential to hire and retain star 

performers. Detractors argue that the temptation for abuse is high and the practice 

should be banned.

Our analysis based on various performance metrics shows that side-by-side 

mutual fund managers significantly outperform peer funds, consistent with this

privilege being granted primarily to star performers. Interestingly, side-by-side 

hedge fund managers are at best on par with their style category peers, casting 

further doubt on the idea that conflicts of interest undermine mutual fund 

investors. Thus, we find no evidence of welfare loss for mutual fund investors due 

to exploitation of conflicts of interest.”16

4. Performance Drag

A recent study compared the performance of Alternative Multi-Manager Mutual Funds

(AMMF) to the HFR Investible Fund of Funds Index for the years 202 and 2013 and 

found that, on average, the AMMF funds (listed in table below) underperformed the HFR 

index by 200 basis points a year.  However, the authors point out the 1) there are 

relatively few AMMFs and 2) a two year comparison may not tell the full story.  

However, they also point out the investors may be willing to pay these 200 basis points 

for the liquidity and transparency offered by fund of funds as compared to alternative 

mutual funds.17

16 Nohel, T., Z.J. Wang, and L. Zheng.  Review of Financial Studies. 
17 “Performance Drag of Alternative Multi-Manager Mutual Funds,” by Andrew D. Beer and Michael O 
Weinberg, Beachhead Capital Management,  
www.beachheadcapital.com/Articles/Performance%20Drag%20of%20Alternative%20Multi-
Manager%20Mutual%20Funds.pdf



The summary statistics comparing this group of AMMF and Fund of funds is presented in 

the following table:

E. Are there “Suitable” Investment Strategies for LAI

Because of the differences between hedge funds and LAI, there are some strategies that 

translate better than others and are thus more suited for liquid investment structure.  The 

very factors that make liquid alternatives appealing also present problems to managers

pursuing certain strategies, especially strategies in relatively thin markets that are easily

moved by large transactions.  In general, long/short equity, certain types of event driven 

strategies, managed futures, fixed income and global macro are best suited to LAIs 

because of the depth and size of the market and the short-term nature of many of the

strategies. In fact, there are the types of funds that have emerged with the growth of the 

LAI field.

On the other hand, strategies such as private equity, emerging markets, distressed assets, 

structured products and high yield bonds present a challenge, especially at times of 

market distress.  



V. Undertaking for the Collective Investment of Transferable 

Securities (UCITS)

UCITS are open-ended, public limited companies that distribute unit trust within the 

countries of the European Union.  UCITS are subject to both European-wide regulations

and regulations of the member state in which it is domiciled.  As a result, most UCITS 

are based in tax-neutral jurisdictions such as Ireland and Luxembourg which together 

account for around 80% of all UCITS.

When initially established under 1985 UCITS Directive of the European Commission,

UCITS were only allowed to invest in transferable securities covering equities and

bonds.  In addition, UCITS funds were permitted to use derivative instruments only for

efficient portfolio management purposes. This meant that they could be used only with

the aim of the reduction of risk, reduction of cost or the “generation of additional capital

or income for the UCITS with an appropriate level of risk”.

A. Growth of UCITS

In 2001, The European Parliament issued the UCITS III Directive (Directive

2001/108/EC of the European Parliament and of the Council of 21 January 2002) which

established the regulatory framework for a new category of UCITS (sometimes called

“Newcits”) that could incorporate hedge fund type tools and strategies. Since then, the

alternative UCITS industry has grown rapidly, as shown in the Exhibit above.

This growth has been especially marked since 2008 as institutional investors clamored for

increased regulation and transparency as well as increased liquidity from hedge funds. The

growth also coincided with the Alternative Investment Fund Managers Directive



(AIFMD) which essentially meant that hedge fund that wished to market to European

investors needed to do so via a UCITS vehicle, which essentially gave them a passport to

all European investors.

The domicile and listed exchange for trading UCITs is highly concentrated with 80% of

UCITS domiciled and listed in the Luxembourg and Irish markets. Other major

exchanges for listed UCITS include London, NASDAQ GM, SIX Swiss Exchange, and 

Frankfurt.

B. The UCITS Regulatory Framework

Part of the growth of UCITS has to do with the rigorous requirements set out in the

regulations and requirements. UCITS has developed a brand name so that more than 40%

of UCITS sales are outside Europe. The requirements on UCITS include the following:

 Limits on global exposure including cover for investment in derivatives and 

counterparty risk.

 Limit on absolute and relative VaR



 Redemption possibility and NAV publication at least twice monthly

 No direct investment in precious metals or other commodities or other non-

financial assets

 Diversification requirement (5/10/20/40 rule applies)

 Uncovered short sale is prohibited

 Disclosure requirements including annual and semi-annual reports and a

prospectus, to be replaced by KIID (key investor information document) under 

UCITS IV.

In addition, the UCITS requirements include the responsibilities of the management

companies in regarding the organization and procedures of the risk management and 

measurement function, including senior level participation and the establishment of a

permanent risk management function, as well as departments that are responsible for 

implementing and monitoring risk management policies, including compliance with the

UCITS limits concerning global exposure and counterparty risk.

C. UCITS Platforms and Hedge Funds

The various UCITS requirements mean that it is unlikely that the performance of a 

UCITS fund will be exactly the same as a hedge fund managed by the same manager.  

Compared to hedge funds, UCITS are constrained by a limit on leverage, fewer allowable 

asset classes for investment, liquidity constraints, investment and concentration limits and

the need to diversify counterparty risk.



In addition, UCITS’ risk management and organizational requirements, including retail

investor protection, capital requirements, governance requirements and the appointment

of a depositary, may further widen this difference.

One of the reasons for the rapid growth of the UCITS population is the role of platform

services provided to hedge funds by investment banks or UCITS management companies.

These services include technical support, operational support and distribution network

access. These platforms often include an umbrella UCITS fund that in turn delegates the

portfolio management function to a hedge fund. This mean that fund managers are in

charge of the investment strategy of UCITS without having to set up their own UCITS

management company. This also means that the platform management company is 

responsible for ensuring compliance with EU regulations.  The existence of platforms 

also helps explain the rapidly growing number of UCITS as well as the proliferation of 

strategies and mandates.



Part II: Liquid Alternative Investments and Investor Portfolios

I. Why are Alternative Investments so Popular?  

Following a brief slowdown after 2008, hedge fund assets are currently at record highs.   

All indications point to an increase in investments in hedge funds and liquid alternative 

investments, despite their disappointing performance in the past several years.  Many 

critics and skeptics have voiced puzzlement as to why investors continue to jump on the 

hedge fund and LAI bandwagon while they show disappointing results.   Following a 

disappointing 2013, for example, a Deutsche Bank survey showed that fully 75% of 

institutional investors surveyed were satisfied with the performance of the hedge funds in

their portfolios.  In the following sections we look at some critiques of hedge fund 

performance.  At least three major factors account for this growth:

 The current economic and financial environment presents unprecedented 

obstacles for investors while presenting changing priorities and alternative 

investments have become a lynchpin of possible solutions

 The traditional paradigm for investment management based on modern portfolio 

theory has come under increasing attack and alternative investments are key to the 

revised paradigm

 The investment management industry comprised of thousands of companies and

millions of people backed by trillions of dollars have a vested interest in 

promoting alternative investments to investors



 Decisions made by investors are plagued by many behavioral deviations from 

strictly “rational behavior” and some of the behavioral finance traits lead to

decisions that favor alternative investments regardless of their performance.

A. The economic and financial environment confronting investors 

Investors today are faced with some rather bleak investment choices.  Until the past 

several years, investors had a strong wind at their backs; with relatively high interest rates 

and a 30 year bull market in stocks and bonds, a traditional portfolio comprised of 40% 

stocks and 60% bonds generated reasonable returns without having to go much outside 

these markets.  Today, however, near-zero interest rates provide little income and rule out

any further appreciation of fixed income assets while many fear that strength of the stock

market may be an “asset bubble” driven by central banks’ easy money policy, and that 

this bubble may implode in the near future.  

Adding to investor distress is the failure of traditional diversification to provide adequate 

protection from losses during the market turmoil of 2007 and its aftermath, when it 

turned out that increased correlation between “traditional” assets caused large losses for 

investors. 

At present, with investors concerned with principal protection and risk management for 

their existing assets; portfolio diversification that will provide protection during times of 

market stress; and at least the possibility of generating attractive risk-adjusted returns, 

alternative investments have become increasingly attractive.



B. The Asset Management Industry Steps Up

At the same time, investors were increasingly dissatisfied with their investment advisors, 

most of whom were at a loss as to how to protect their clients’ assets while providing 

some upside in returns.  The asset management industry stepped up to the combined 

desires of investors and investment managers by developing and growing liquid 

alternative investments.  While it may seem that the rapid growth of liquid alternative 

investments occurred overnight, the real question is what took so long for hedge fund and 

private equity strategies that were widely used by high net worth individuals and

institutional investors to make their way down to retail investors. Until the growth of 

LAI, most investors were excluded from investing in hedge funds due to their large

minimum investments, long lock-up periods, and lack of transparency, high management 

fees, and the large number of funds that were closed to new investors.

1. Interest from mutual funds, hedge funds and private equity 

firms

Both hedge funds and mutual funds had a strong incentive to move into the liquid 

alternative space.  Hedge funds and private equity firms naturally compared their 

combined $4 trillion in assets under management with the $27 trillion managed by 

mutual funds and sought opportunities to gain a larger share of these assets.  At the same 

time, mutual funds were faced with an apparent lack of growth prospects as they watched 

assets flee from mutual funds to alternative investments.  They too sought to pick up 

assets earmarked for alternative investments.  Finally, the growth of mega-asset 

management companies such as BlackRock, who view themselves as asset management 

supermarkets drawn to any style of asset management, brought a new and powerful 



competitor to both hedge funds and mutual funds, with the growth of LAI’s being one

outcome.

2. Investment Professionals Adopt the Hedge Fund “Success 

Story”  

Another driver of the growth of liquid alternatives has been the enthusiasm for 

alternatives of investment professionals and fund distributers such as RIAs, brokers, 

consultants, wealth advisors and platforms.  Fueling this enthusiasm was also aggressive 

marketing and product development by the largest asset management companies and 

support by academics and consultants, who have also propagated a number of theories 

and concepts to justify the new products and their increased distribution.  

Thus, along with adopting the strategies and tools of the hedge fund industry, liquid 

alternatives also adopted the prevalent hedge fund industry’s justifications for its own 

phenomenal growth, namely the usefulness of these strategies in improving investors’ 

portfolios by 1) adding a source of diversification to traditional stock/bond/cash 

portfolios, thereby improving their risk return profile; 2) providing downside protection 

during times of market collapse; and 3) potentially increasing a portfolios overall return 

and alpha.  

C. Behavioral Finance and Investors’ Choice of  Investments

An extensive treatment of the behavioral causes of investors’ shift to and adherence to 

alternative investments are beyond the scope of this study.  However, there are some

behavioral finance findings that are relevant for the topic at hand.  This is not to say that

all decisions to invest in alternatives are irrational, but only that there may well be 

irrational components of these decisions.



The Influence of Herding:  As social animals who take their cues from others, there is no 

doubt a bandwagon effect that drives some investors to follow in their fellow investors’ 

footsteps, especially if they are following investors whose opinion they respect or whose

status they admire or envy.  This effect builds on itself: the more investors pile in to an

area, the more likely that others will follow.

The Influence of Anchoring:  Investors have been bombarded for the past two decades 

with tales of the wonder and success of alternative investments from academia, media,

investment advisors, advertising and asset management companies.  The result has been 

to provide an “anchor” that views these investments as potential sources of return and 

downside protection.  By definition, opinions that are thus “Anchored” are impervious to 

evidence and extremely difficult to counter.

The Importance of Branding:  Investors seek security and comfort in their investment life, 

and Branding is one source of both.  The fact that LAIs have been overwhelmingly 

introduced by the largest and best known investment management companies has 

provided comfort to investors and investment professionals who may not fully understand 

the investment at hand.

II. Changes in the Investment Environment and the Plight of 

Investors

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.  In essence, a traditional 60/40 

stock/bond portfolio was sufficient to generate attractive risk adjusted returns for a 25 



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.

A. 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 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.18

18 “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).



1. 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 even 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 

and the appreciation of the Barclays bond index during this time period.  



2. …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 rose, buoyed by the robust economic growth, 

loose monetary policies and increased inflows into stock markets throughout the 1990s 

and 2000s.



B. The Current Financial Environment and the Interest in Alternative 

Investments

1. 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.  



2. …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.

a) 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 as those 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 more risky.  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.



b) 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. 

c) 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.19  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. 

C. Traditional Diversification under Fire

One outcome of the events of the past few years has been the near-fatal blow to the

present environment is a 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.  We have previously discussed the lack of opportunities for gain in the 

present environment, but how about the ability of diversification to provide principal 

protection?

1. 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 2008-9) the traditional diversified portfolio did not provide the risk 

19 For an excellent analysis of this “transmission belt” via the liability side of the balance sheet of key 
financial institutions see????



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 both the 2000-2002 Internet Bubble crash and during 

the 2008-09 Credit Crisis.

2. Concentrated Factor Exposure

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.

D. Alternative Investments to the Rescue

The extent to which hedge fund do or do not provide a benefit to investors, especially

benefits commensurate with the outsized compensation for those who work in the 

industry and the rapid growth of the industry, is a matter of controversy. This issue is 

especially important for the anticipated growth of liquid alternatives fueled to a great 

extent by relatively unsophisticated investors.

1. The Yale Endowment Model: Alternative Investments to the 

Rescue

It seemed clear, especially after the 2007-8 credit crisis that investors, investment 

professionals and asset management companies needed to reevaluate the dominant 



paradigm of investment management.  The result has been a number of changes among 

which the embrace of alternative investments is a prominent.  

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.  

While it is easy to overemphasize one particular cause in a complex phenomenon, it is 

fair to say that Swensen played a pivotal role in bringing alternative investments to the 

center of asset management over the past decade. During his 19 years as CIO, the Yale

Endowment portfolio dramatically outperformed virtually every other large endowment 

as well as the traditional 60/40 portfolio.

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 largely a function of his having invested over two-thirds of its

assets in alternative investments.



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.  At any rate, certainly by the mid to late 2000s

alternatives, primarily in the form of hedge funds and private equity, were considered to

be a prudent part of the portfolio of most investors (with the glaring exception of retail 

investors.)  The traditional 60/40 investment paradigm now included alternative 

investments. However, it took the combination of the changing attitudes of retail 

investment professionals and the development of structural forms to set off the retail 

liquid alternatives phenomena.

2. The Investment Management Industry Mobilizes behind

Alternatives

As we discuss in further detail below, the mobilization of the investment management 

industry behind alternatives was key to the growth of alternative investments, including 



liquid alternatives.  Although hedge funds face restrictions on marketing their programs, 

they have built up a large constituency among private banks, investment advisors, high 

net worth individuals and institutional investors using a variety of channels including 

direct marketing to eligible investors and, importantly, the consultants that provide

investment advice to institutional investors; capital introduction events hosted by prime 

brokers that bring together hedge funds and investors; the use of third party marketers

and industry conferences and events.  With the aid of the media and professional 

marketers, hedge funds and their managers have gained a cache that has drawn investors,

regardless of performance.  

A similar phenomena is operating to increase the size of the liquid alternative market.

Large asset management companies have used their massive distribution and marketing 

organizations (since there are much fewer restrictions on marketing by these groups),

portfolio managers and product development groups to develop and raise assets for 

alternatives.  Investment advisors and investors, partially because of the lack of attractive 

investment channels, have also fueled the growth of the sector.

III. The Case for Alternative Investments:  Performance and Portfolio 

Benefits

A. From Alpha to Smart Beta: Changing Definitions of Alternative Investment 

Performance

Numerous studies and research has been generated over the years devoted to the issues

surrounding the performance of alternative investments and their benefits to investors.

Unfortunately for investors, the conclusions of this research is often contradictory.  The 



issues are incredibly complex and the conclusions differ partly because the research is 

often based on differing time periods and using different data.  Hedge fund data has 

numerous problems, some of which are discussed in Chapter X.  

One of the problems in evaluating the benefits of hedge funds is that the measure of 

performance and supposed nature of these benefits has changed over time.  Since the 

early 1990s hedge funds have gone through five distinct phases: 1) The “home run years” 

when hedge funds were expected to earn outsized returns (1990-1998) 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) Sources of diversification by offering alternative betas, which differed from

traditional stock and bond market betas, and 5) and sources of alpha that differed from

other investments. 

The resulting efforts of hedge funds to highlight their benefits to investors led the

Economist to spoof hedge funds in the following article:





B. The Case for the Benefits of Alternative Investments

With so much at stake, the hedge fund and asset management industry has invested large

amounts of time and money documenting the benefits of hedge funds to investors.  The

list below are a sampling of some of the more widely distributed research publications

from sources that are well-known to investors and industry professionals.

Representative Studies of the Portfolio Benefits of Hedge Funds

 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



From these publications, and other industry sources, the benefits that are most often 

attributed to hedge funds attribute to hedge funds are the following:

1. Hedge funds provide higher returns and 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 with other investments

The desired benefits of hedge funds are nicely summarized are nicely summarized in a 

PIMCO article as follows:  

Investors are beginning to more fully understand that hedge funds and alternatives 
are more than just high risk/higher return investments. Instead, institutions are 
taking a closer look for the purposes of capital preservation, mitigating downside 
risk and generally taking a more active approach to managing their 
portfolios. Rather than viewing them as a separate asset class, institutional
investors are increasingly deconstructing alternatives into risk and attribution
themes.

In the discussion that follows, we use research material from a Goldman Sachs 

publication, The Case for Hedge Funds, as representative of the research that is widely 

disseminated in the industry.

1. The Performance Years:  Hedge Funds Provide Higher Returns 

and Greater Alpha

The analysis provided by Goldman Sachs in “The Case for Hedge Funds” purports to

show that hedge funds have provided greater returns over time than global equities, fixed 



income and high yield securities and commodities. However, in terms of investors’ 

expectations, the emphasis on the ability of hedge funds to significantly outperform other 

investments was more prevalent in the 1990’s when outsized returns were earned by the 

likes of George Soros and hedge fund assets were largely provided by high net worth 

individuals.

Similarly, 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 luck.  [However a 

discussion can be found in All About Hedge Funds, Part IV.]



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 other benefits became 

more widely discussed.

2. The Absolute Returns Years

Absolute returns refers 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.20  Relative return funds are expected to show negative returns if

20 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.



their benchmark or market declines 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 show positive results, at least on an aggregate level, 

regardless of the direction of the major markets.  As shown below, the aggregate hedge 

fund index and the fund of fund index both had positive results in virtually every single 

year between 1990 and 2007. 

3. The Downside Risk Protection Years

While hedge funds managed to eke out positive gains, and in the case of CTAs large 

gains, in the face of the market turmoil during the Russian debt crisis of 1998 and the 

Internet Bubble collapse of 2001, they suffered large losses during the 2008 crisis, 

effectively rending their claim to absolute return status null and void.  The revised benefit

talking point is that hedge funds will not decline as much as other assets during market 

declines.  The argument now is that hedge funds act as insurance for portfolios, 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.

4. Improved Portfolio Risk Adjusted Returns with Hedge Funds

The same report addresses the impact of hedge funds when added to a traditional 

portfolio of stocks and bonds.  As indicated in the chart below, the inclusion of hedge 

funds results in dramatic improvements in the form of higher returns, lower volatility and 

large increases in the Sharpe ratio, which is an accepted measure of risk adjusted returns.  

Furthermore, there appears to be a linear relationship between the amount of hedge funds

in this portfolio and the improvements in performance.



IV. Flies in the Ointment of Hedge Fund Performance

The numerous research that indicates the benefits of alternative investments use 

aggregate data provided by hedge fund, mutual fund and ETF data providers such as 

Hedge Fund Research and Morningstar.  At the aggregate level, it is relatively simple to 

show the benefits of hedge funds, especially if one is able to pick a strategy or time 

period that buttresses an argument.  However, there is much less discussion of how

investors can actually take advantage of these benefits.  In other words, how can investors 

operationalize or monetize the benefits of alternative investments.  Based on the reported

results, investors should be reaping large rewards for investing in hedge funds.



In point of fact, monetizing the benefits of hedge funds turns out to be an extremely 

difficult task which depends on overcoming potentially crippling obstacles.  Among 

these, we highlight three: dispersion of results; sustainability of performance, and 

performance data issues.   

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.  This is borne out in 

the analysis presented in the following charts which show the wide disparity of returns 

between hedge funds ostensibly pursuing the same strategy.  However, selecting future 

winners among hedge funds (or mutual funds) is exceedingly difficult, compounded by the 

fact that many of the best performing funds are either closed to new investors, require 

high minimum investments and/or lock-up periods, or charge high fees.

LAIC’s analysis below also shows that this dispersion varies by strategy, with equity 

long/short having the lowest level of dispersion; thus manager selection is less important 

to investment performance in the case of equity long short funds, which form the largest

group (by asset size) for both hedge funds and liquid alternative investments.





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.

B. Performance Varies over Time:  Post-2008 Differs from Previous periods

Related to the issue of dispersion of results is the difference in performance for various 

time periods.  For example, gadget funds have had a rough time since the 2007-8 credit

crisis.  Not only did they hedge funds suffer significant losses at the time, but in the 

aftermath their performance has lagged behind the sharply rising stock and bond markets.  

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.



C. Hitting a Moving Target:  Lack of Persistence in Performance

Having noted the importance of selecting funds that are in the top segment of hedge 

funds investors are then faced with the large amount of research that shows that ranking 

of performance of both hedge funds and mutual funds are not sustainable from period to

period. 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, perhaps ironically called The 

Case for Hedge Funds, 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.



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 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)21

D. Hedge Fund Index Data Bias

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

touched on below. 

a) 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.  

b) 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 would be to overstate the gains to hedge fund investors.  This bias is 

sometimes overcome by including the performance of funds that have closed.  However, 

this brings up the newly discovered “delisting bias” discussed below.  

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



c) 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. 

d) 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 to a database after a period of good 

performance; as such, the historical performance of those indices that backfill will be 

higher than those who report contemporaneously.   Similar to survivorship bias, backfill 

bias leads to overstated returns and understated risk.

e) Delisting Bias

Delisting refers to an active hedge fund that stops reporting its performance to database 

providers.  Philippe Jorion and Christopher Schwarz, authors of the study "The Delisting

Bias in Hedge Fund Databases," which appears in the winter 2014 edition of the Journal 

of Alternative Investments, used information from three hedge fund databases with about 

10,000 pairs of hedge funds to provide direct estimates of the amount of delisting bias. 

The authors note that while the delisting bias is impossible to assess from the information 

in one database only—they found funds delisted in one database often continue to report 

returns to another—they were able to build an estimate of the delisting bias. Following is 

a summary of their conclusions:



o 12.3 percent of funds delist per year, on average.

o The delisting bias is greater for smaller funds solely due to their higher 

death rate, which goes from 20.2 percent for small funds to 5.5 percent for 

large funds.

o The average omitted delisting loss is approximately 3.5 percent per fund,

and 5 percent of omitted delisting losses are greater than 35 percent.

o By tracking the typical performance of a fund that disappears in one

database in others, they estimated a lower bound for the delisting bias of 

0.35 percent per year across all funds, live and dead.

o 0.35 percent is only a lower bound because it ignores situations where the 

fund manager decides to stop reporting to all databases.

o They inferred an upper bound for this delisting bias of approximately 1 

percent a year.

According to the authors, the performance of hedge fund indices should be adjusted

downward by about 0.5 percent a year to account for the delisting bias, who also note that 

this bias can help explain the systematic differences between the performance of the 

average hedge fund and that implied by funds of funds—once the extra fees of funds of 

funds are accounted for. Because fund of funds cannot backfill the performance of their 

underlying funds, nor can they hide the performance of funds that perform poorly or fail,

their performance is a more reliable indicator of hedge fund performance.

E. Hedge Funds’ Liquidity Risk is understated

The argument that hedge funds are effective because they suffer lower drawdowns than 

stocks during financial crises is also 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, especially the most liquid, large cap U.S. 

stocks and U.S. government bonds.

F. Capacity Constraints

Another problem that is often cited 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 enter and chase the same 

opportunity set.  A related issue is the fact that many successful hedge funds limit or 

restrict new investments, making their outperformance a moot point for most investors. 

Although much more recently formed than private funds, a number of liquid alternative

funds are closing their doors to new investors as a result of capacity constraints.

G. 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.22  However, there has not been an action plan on how investors can benefit from 

this “fact” nor enough discussion of the potential risks of following this strategy.

The analyses of this topic claim that there is a modestly higher return generated by small

hedge funds.  However, this finding holds for small funds in aggregate, combining the 

results of dozens or hundreds of these 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.  However, 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 

22 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. 



infrastructure and may be difficult to find since they may not even be reporting to the 

hedge fund performance services such as HFR.

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.

V. 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 below) make it appear that reaping the benefits of alternative 

investments is extremely difficult, if not impossible.  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:

Key Elements of a Hedge Fund Solution



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 un-
derstated… (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 virtually 

impossible for most investment managers.



A. Difficulties of Manager Selection:  Dispersion, Sustainability, Bias

Having pushed the utility of alternative investments to balance on manager selection, we

are confronted with considerable evidence that selecting successful managers is 

extremely difficult and is rather an exception than the norm.  In fact, many of the same 

factors that make securities selection difficult are also operative when selecting 

managers, including heuristic biases, herding, and market efficiency.  What follows is a

very short list of studies that shed light on this issue.

1. The Pensions Institute Studies23

A series of studies released 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 justify their fees.  The 

studies, which were conducted at the Pensions Institute, based at 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. 

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.24

23 Although these studies were based on U.K. mutual funds, there is substantial evidence that similar 
conclusions apply to U.S. funds.
24 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.



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.

Improved Inference in the Evaluation of Mutual Fund Performance using Panel 
Bootstrap Methods
David Blake, Tristan Caulfield, Christos Ioannidis and Ian Tonks (June 2014)
Discussion Paper PI-1405;  The Pensions Institute, Cass Business School, City University 
London

Two new methodologies are introduced to improve inference in the evaluation of 
mutual fund performance against benchmarks. First, the benchmark models are 
estimated using panel methods with both fund and time effects. Second, the non-
normality of individual mutual fund returns is accounted for by using panel 
bootstrap methods. We also augment the standard benchmark factors with fund-
specific characteristics, such as fund size. Using a dataset of UK equity mutual 
fund returns, we find that fund size has a negative effect on the average fund 
manager’s benchmark-adjusted performance. Further, when we allow for time 
effects and the non-normality of fund returns, we find that there is no evidence 
that even the best performing fund managers can significantly out-perform the 
augmented benchmarks after fund management charges are taken into account.

New Evidence on Mutual Fund Performance: A Comparison of Alternative 
Bootstrap Methods
David Blake, Tristan Caulfield, Christos Ioannidis, and Ian Tonks (June 2014)
Discussion Paper PI-1404; the Pensions Institute, Cass Business School, City University 
London

This paper compares the two bootstrap methods of Kosowski et al. (2006) and 
Fama and French (2010) using a new dataset on equity mutual funds in the UK. 
We find that: the average equity mutual fund manager is unable to deliver 
outperformance from stock selection or market timing, once allowance is made
for fund manager fees and for a set of common risk factors that are known to
influence returns; 95% of fund managers on the basis of the first bootstrap and
almost all fund managers on the basis of the second bootstrap fail to outperform
the zero-skill distribution net of fees; and both bootstraps show that there are a 
small group of “star” fund managers who are able to generate superior 
performance (in excess of operating and trading costs), but they extract the whole 
of this superior performance for themselves via their fees, leaving nothing for 
investors. 



2. Representative Studies of the Difficulty of Successful Fund 

Selection

Picking Winners? Investment Consultants' Recommendations of Fund Managers
Tim Jenkinson, Howard Jones, and Jose Vicente Martinez,
(June 13, 2014) Available at SSRN: http://ssrn.com/abstract=2327042 or
http://dx.doi.org/10.2139/ssrn.2327042

We find that consultants’ recommendations of funds are driven largely by soft 
factors, rather than the funds’ past performance, and that their recommendations 
have a very significant effect on fund flows. However, we find no evidence that 
these recommendations add value, suggesting that the search for winners,
encouraged and guided by investment consultants, is fruitless.

Does Past Performance Matter:  The Persistence Scoreboard 
S&P Dow Jones Indices, December 2013

 Very few funds can consistently stay at the top. … As time horizons widen, the 
performance persistence of top quartile manager’s declines. Of the 692 funds that 
were in the top quartile as of September 2011, only 7.23% managed to stay in the 
top quartile at the end of September 2013. Similarly, 5.28% of the large-cap
funds, 10.31% of the mid-cap funds and 8.15% of the small-cap funds remain in 
the top quartile.

 For the three years ended September 2013, 19.25% of large-cap funds, 20.1% of 
mid-cap funds and 26.8% of small-cap funds maintained a top-half ranking over 
three consecutive 12-month periods. It should be noted that random expectations
would suggest a rate of 25% and small-cap funds was the only category to exceed 
the repeat rate.

 Looking at longer-term performance, only 7.71% of large-cap funds, 0.88% of 
mid-cap funds and 9.9% of small-cap funds maintained a top-half performance 
over five consecutive 12-month periods. Random expectations would suggest a 
repeat rate of 6.25%.

 While top-quartile and top-half repeat rates have been at or below the levels
one expects based on chance, there is consistency in the death rate of bottom-
quartile funds. Across all market-cap categories and all periods studied,
fourth-quartile funds had a much higher rate of being merged and
liquidated.

Luck versus Skill in the Cross-Section of Mutual Fund Returns
Eugene F. Fama and Kenneth R. French, the Journal of Finance, Vol. LXV, No. 5, 
October 2010

The aggregate portfolio of actively managed U.S. equity mutual funds is close to
the market portfolio, but the high costs of active management show up intact as 



lower returns to investors. Bootstrap simulations suggest that few funds produce 
benchmark-adjusted expected returns sufficient to cover their costs. If we add 
back the costs in fund expense ratios, there is evidence of inferior and superior 
performance (nonzero true α) in the extreme tails of the cross-section of mutual 
fund α estimates.

3. Manager Performance Dispersion as a Double Edged Sword

The study quoted from below makes that point that it is more likely that markets that 

have greater dispersion of results will also have higher returns, at least for the top tier 

funds.  These markets would also have lower returns for the bottom tier funds.  However, 

given the importance of identifying top tier managers, these same high dispersion

markets make this job more difficult.25

Equity Hedge Fund Performance, Cross-Sectional Return Dispersion, and Active
Share, David M. Smith, January 18, 2014. Research in Finance, 30, 1-33, Available at 
SSRN: http://ssrn.com/abstract=2378072 orhttp://dx.doi.org/10.2139/ssrn.2378072

This study examines several aspects of active portfolio management by equity hedge funds 
between 1996 and 2013. Consistent with the idea that cross-sectional return dispersion is a 
proxy for the market’s available alpha, our results show that equity hedge funds achieve their 
strongest performance during periods of elevated dispersion. The performance advantage is
robust to numerous risk adjustments. Portfolio managers may use the current month’s 
dispersion to plan the extent to which the following month’s investment approach will be 
active or passive. We also estimate the active share for equity hedge funds and find an 
average of 53%. We further document the average annual expense ratio for managing hedge 
funds’ active share to be about 7%. This figure is remarkably close to active expense ratios 
reported previously for equity mutual funds, which may be interpreted as evidence of 
uniform pricing for active portfolio management services.

4. Investment Managers have Behavioral Biases Too 

Manager selection is notoriously difficult in the case of hedge funds given their lack of 

transparency and open-ended mandate.  Liquid alternatives similarly suffer from short 

25 See also “Dispersion: Measuring Market Opportunity,” S&P Dow Jones Indices, December 2013 and “At
the Intersection of Diversification, Volatility and Correlation,” S&P Dow Jones Indices, April 2014.



track records (most have been founded in the past 3 years) as well as the open ended

mandate of many “actively managed” alternative funds.  Nonetheless, investment 

managers are insistent that their methodology and due diligence is able to identify the 

managers that will result in top tier performance (at least at the portfolio level).

In my thirty years’ experience as a trader and portfolio manager, I have become a firm 

believer in the findings of behavioral finance as they related to trading and managing

investments.  Most of the literature on the subject is aimed at dissecting the behavior of 

retail investors and traders while portfolio managers have escaped largely unscathed.  

However, portfolio managers and investors operating in the alternative investment space 

are subject to the same behavioral heuristics as any other economic actor.

The importance of these findings for manager selection is also reinforced by the study 

cited earlier indicating that managers are selected by “soft” factors other than 

performance statistics, leaving the playing field wide open to subjective selection criteria.  

(See Picking Winners).

While a full discussion of these biases is impossible in this paper, we can point out a few 

of the more significant ones.26

a) Prominent Behavioral Biases

Classic economic theory posits that people make decisions based on their utility 

preferences and in keeping with Bayes Law of conditional probability.  If people make

decisions differently, then the Efficient Market Hypothesis (Fama) dictates that rational 

26 A comprehensive summary of the field of behavioral finance is offered by Daniel Kahneman, Nobel 
Prize Winner in Economics, in Thinking, Fast and Slow, New York: Farrar, Straus and Giroux, 2011.  



traders (arbitrageurs) will fast eliminate non-efficiencies created by irrational traders

(noise traders 

Behavioral Finance, on the other hand, is based on the premise that some financial 

phenomena can be better understood by 1) assuming that some agents are not (fully) 

rational and/or 2) that there are limits to arbitrage; for example, exploiting non-rational

pricing can be risky, as for example LTCM’s ability to hold the Royal Dutch Shell pairs 

trade.  In addition, non-rational markets may persist longer than the rational trader can 

stay liquid and markets can deviate from what we would expect via the EMH framework.

Specifically in the case of choosing managers, the following behavior may influence the 

choice, often to the detriment of the investor:

 Framing – how a concept is presented to individuals matters in their decision
making

 Anchoring – becoming fixated on past information and using that information to
make inappropriate decisions.  Investors may become fixated on what the price of a 
security “should” be and hold on until the price is achieved. When forming an
estimate, people start from an initial (possibly) arbitrary value and then adjust, but 
only slowly.  One form of this is the slowness with which investors react to 
company announcements. 

 Representativeness – placing undue weight on more recent experience and ignoring 
the importance of long-term averages.  This is sometimes known as the “law of 
small numbers.”  One form of this bias is the “hot-hand” fallacy that attributes 
staying power to short term results.  Another is to assume that a stock market rally 
will persist indefinitely. 

 Hindsight Bias – a particularly nasty bias in which events are viewed as more 
predictable after the result is known.  

 Confirmation Bias – people selectively evaluate information in ways that support 
their pre-conceived conclusions, ignoring or discounting information that may lead 
to questioning the conclusion.  This is especially true if tied into a “narrative” or 
story, which people related to on a more visceral level than technical information.  



 Loss Aversion – people feel losses more acutely than gains and will take irrational 
steps to avoid this feeling.  For example, people tend to hang on to loosing paper 
positions to avoid the pain of realizing actual losses.  Loss aversion may also 
sometimes lead to inaction to avoid losses.

 Herding – individuals and institutions find comfort in taking actions that conform to 
those of relevant reference groups.  Even hedge funds seem to buy and sell the same
stocks at the same time, tracking each other’s investment strategies.  Herding has 
been used to account for asset bubbles and for “affinity fraud” as in the case of 
Madoff.

b) Overconfidence:  Only 25% of Managers can be in the top 

25% of managers

As noted above, virtually every investment managers touts their ability to select top tier 

managers.  However, the reality is that only 25% of them will select a top quartile fund 

while fully 50% will select a fund in the bottom half of the potential managers.  The 

claims of investment managers are certainly partly explained by the competitive nature of 

attracting assets in the asset management industry.  However, they also stem from a 

behavioral heuristic known as “overconfidence” that leads investment managers (along 

with most other people) to assume that they can defy the evidence that they are more 

likely to choose a poor performer than a top performer.  

B. Difficulties in Portfolio Construction: The Role of Forecasting and Mean 

Variance Optimization

With the difficulties of manager selection, investment managers are forced to rely heavily 

on portfolio construction, and spend enormous time and effort attempting to convince

investors of their skills in this area.  The failure of portfolio optimization to provide a 

solution to portfolio allocation has made portfolio construction dependent on portfolio 



managers’ highly subjective assessment of economic and market outlook, leading to

widely different portfolios between various managers. 27

Asset allocation is a crucial component of building portfolios of hedge funds and of 

overall investment portfolios.  However, it is also extremely complex with no easy 

solutions.  While most experts admit the importance of asset allocation, this complexity 

means it receives more lip service that actual implementation in both the hedge fund and 

investment management in general.

Broadly, there are two approaches to asset allocation:  the quantitative and qualitative.  

The former is based on the Capital Asset Pricing Model discussed above, while the latter

depends on subjective judgments by the portfolio manager. Both have severe limitations

that bring into question the abilities of most investment managers to overcome these 

limitations. [In reality, however, the quantitative approach also depends crucially on 

judgment calls at several crucial points.]  

1. Mean-variance optimization

Mean variance optimization (MVO) is the cornerstone of modern portfolio theory and the 

Capital Asset Pricing Model.   While intellectually elegant, it has one drawback: it is 

rarely used in practice for portfolio construction.   In practice, portfolios are constructed 

27 Harry Markowitz, the Nobel Prize winner, points to an endemic problem with portfolio construction 
when he argues that hedge funds do not provide the diversification benefits that are routinely claimed for 
them as a result of their supposedly low correlation with traditional assets.  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.



using qualitative overlays or constraints that, for all intents and purpose, negate the 

results of the optimization.  The result is that portfolio construction is left to the 

subjective judgment of the portfolio manager.

MVO calculates the allocation of assets in a portfolio to 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.

One of the reasons for the popularity of MVO is the relatively limited amount of 

information needed to derive this efficient frontier.  These consist of the following inputs

for each asset: expected return; volatility (as measured by standard deviation); the 

correlation between assets and the investor’s tolerance for risk.  The MVO investment 

process is diagrammed below.



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:

 All the inputs for the analysis are 100% accurate; there is no uncertainty

 The data used to calculate the returns for each asset are:

o Normally distributed

o Constant over time

o Set to the appropriate time-frame

 The standard deviation and correlations are constant over time

 That markets are liquid, efficient and frictionless



Each of these assumptions contains major problems.  For example, as we discussed 

above, the returns of hedge funds are not normally distributed, and have a pronounced fat 

tail with a tendency towards returns that are higher than would be true of a normal 

distribution.

A potentially more serious problem is the sensitivity of MVO to changes in the input 

data, which places a premium on the accuracy of this data.  However, since the data is 

imperfect (as discussed above) and needs to include a forecast of future returns,

correlations and standard deviations, there are a wide range of possible solutions to the

MVO.

Another major problem with MVO portfolios is the dominance of one or two assets in the 

overall allocation.  The mathematics of the MVO dictates that assets that have higher 

risk-adjusted returns squeeze out those that are even marginally lower.  As a result, the 

results of MVO are notoriously unstable.  The efficient frontier may absurdly overweigh 

some assets and underweight others that have only slight differences in their risk and 

return.

An example clearly shows this problem.  When we calculate a portfolio comprised of 

stocks, bonds, cash and hedge funds for the years 1990 to 2013, the resulting portfolio is 

dominated by hedge funds.  If we introduce another asset (real estate as measured by 

NAREIT), the composition of the portfolio changes dramatically.  



Constrained Optimization

One commonly used approach to modify the MVO process is to place minimum and/or 

maximum constraints on the amount that may be allocated to any given hedge fund 

and/or hedge fund strategy.   The problem with this approach is that it tends to drive the 

allocation to the maximum and minimum. In the above example, event driven and global 

macro strategies will certainly reach the maximum, no matter where it is placed, while 

most other strategies will reach the minimum.  In effect, constraints negate the MVO 

results. Constraints effectively override the results of the MVO analysis with the 

subjective assumptions of the manager.  They are effectively a recognition of incomplete 

information.



b) Black Litterman Model

A more theoretically satisfying approach is the Black Litterman model that begins with 

the assumption that historical returns are not the correct measure of future returns. The 

approach is also wary of forecasted returns, which vary widely from one forecaster to

another.   The Black Litterman approach essentially posits that the starting place for asset 

allocation is the implied returns of the existing asset allocation in the marketplace.  Thus, 

the ‘equilibrium’ portfolio weights among hedge fund strategies, using the MSCI hedge 

fund indices, are as shown in the first column of the table below.  The second column

calculates the returns (over the risk-free rate) that are implied by the market allocation 

between strategies. Finally, the next several columns show the required returns for each 

strategy suggested by overweighing or underweighting these strategies.   Thus, in order to

overweigh global macro by 50% in the portfolio (compared to the equilibrium weights),

the portfolio manager must feel confident that the global macro strategy will return 

11.6% over the risk free rate of return.



C. The Role of Forecasting in Portfolio Construction

“It is difficult to make predictions, especially about the future.” (Attributed to Neils 

Bohr)

“The only function of economic forecasting is to make astrology look
respectable.”  John Kenneth Galbraith

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.

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.28

A recent paper takes financial analysts to task for misusing historical data to project 

future performance.  In “Pseudo-Mathematics and Financial Charlatanism: The Effects of 

Backtest Overfitting on Out-of-Sample Performance,” the authors, David H. Bailey, 

Jonathan M. Borwein, Marcos López de Prado, and Qiji Jim Zhu, argue at length that the 

typical financial model suffers from overfitting data and rarely using out of sample data, 

resulting in spurious relationships and faulty forecasting. (Notices of the AMS, Volume

61, Number 5)

Unfortunately, the standard practice for evaluating future performance and benefits of 

alternative investments, and indeed investing in general, is precisely to conduct extensive 

analysis of historical data (often using the most sophisticated econometric models) and

project into the future based on this data. An example from the report produced by 

KPMG for AIMA (The Value of the Hedge Fund Industry to Investors, Markets and the

Broader Economy) is representative of thousands of comparable analyses by academics

and industry practitioners.

The Report shows the figure below, clearly indicating that the hedge fund index 

outperformed stocks, bonds and commodities between 1994 and 2011.  

28 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



Setting aside the complicating factors of hedge fund data discussed above, the report 

states that this proves, with no qualification, that “The empirical results show that hedge 

funds outperform the main conventional asset classes such as global stocks, bonds and 

commodities. Specifically, during our sample, hedge funds deliver the highest average 

return and Sharpe ratio with relatively low tail risk (see Figure 1).”

On the basis of this analysis, the report declares that hedge funds are a superior

investment choice in the future.



III. ASSET MANAGEMENT INDUSTRY IN FLUX

A. Changes in the Asset Management Industry

Congress’ decision to exempt hedge funds from key provisions of the Investment 

Company Act of 1940 effectively bifurcated the asset management industry with mutual 

funds, ETFs and other regulated entities on the one side and hedge funds and private

equity on the other.  The result was the growth of separate organization, industry

structures, expertise, personnel, and regulation. Hedge funds were distributed largely by 

third-party marketers, prime brokers, hedge fund databases and/or direct marketing by the 

hedge funds themselves.29 In contrast, mutual funds were distributed largely by third 

parties, distinct from the mutual fund “producers,” primarily brokers, registered 

investment advisors, wealth managers and direct employees of the mutual fund 

companies.  

The development of liquid alternatives had to wait for the adaptation of mutual funds and

ETFs to incorporate the attributes of hedge funds. As we explore below, the transition is 

far from complete, especially in the areas of expertise and personnel, distribution and 

product development.

B. Concentration of the Asset Management Industry

One of the most important trends in the asset management industry is the increasing 

concentration of assets in a smaller and smaller number of firms.  The concentration of 

the mutual fund industry, while continuing apace, was largely done in the 1980s and 

29 Prime brokers offered “capital introduction” (Cap Intro) services to hedge funds as a way of enticing 
them to use that prime brokers’ services.  Cap Intro involved introducing hedge funds to qualified investors 
in a number of venues, including marathon conferences in exclusive retreats.  



1990s.  The concentration process is well underway for hedge funds with the largest 10 

hedge funds accounting for 13% of assets.

In fact, a handful of hedge funds, including Bridgewater Associates, Brevan Howard, 

BlackRock, Och-Ziff and BlueCrest Capital Management are managing the lion’s 

share of assets on behalf of pension funds, the fastest growing asset allocator to

hedge funds.

One of the key drivers for hedge fund concentration is the increasing importance of 

institutional investors and the increased regulatory requirements imposed on hedge funds.

As the competition heats up for the expected flood of additional pension fund assets and 

for liquid alternative investment funds, greater scale and concentration are likely to

continue, favoring the largest firms in the industry.   In order to compete for institutional 

funds, asset management companies (hedge funds and mutual funds) will continue to

build scale.  In the race for liquid alternative investment funds, hedge funds will need to 

continue to build out their retail distribution arms while mutual funds will need to 

develop their personnel to execute hedge fund strategies and risk management.



C. Greater Disclosures, Internal Controls and Compliance

The financial crisis and institutional demands have also led to greater levels of disclosure, 

compliance and internal controls. Hedge fund management firms have moved closer to

traditional investment management firms in response to the demands of large institutional

investments and regulators.30  The black box model in which investors provided hedge 

funds with capital and were then largely left in the dark has been replaced by greater 

levels of transparency and disclosure by many hedge fund managers.31 Internal controls 

and compliance systems have similarly been built-out. This has also made many hedge 

30 EDHEC-Risk Institute: “An Analysis of the Convergence between Mainstream and Alternative Asset 
Management,” February 2013. 
31 BNY Mellon: “Breaking Down the Walls: Convergence between Traditional Investment Managers and 
Hedge Fund Managers,” April 2010.



fund firms more able to meet the regulatory requirements and client demands associated 

with retail product structures.

However, interestingly, managers of liquid alternative investments have been

complaining about their disadvantage compared to hedge funds by having to immediately 

disclose their positions and strategies.  There is thus a movement to have the SEC provide 

exemptions from these rules in some cases, which would certainly close some of the 

differences between the entities.

D. Fund of Funds, Multi-Manager Alternative Mutual Funds, Managed Accounts, 

Platforms and Consultants

Fund of funds have seen declining assets under management as institutions and family 

offices increasingly invest directly in hedge funds and bypass fund of fund vehicles. This 

trend has accelerated dramatically since the 2008 financial crisis; between 2008 and 2013 

fund of fund assets under management declined by a startling 39%.32 Continued outflows 

are in large part a response to the extreme underperformance of fund of funds in the post-

2008 crisis period. Average fund of funds annualized returns from 2008 to 2013 were 

1.55% compared to 6.88% for hedge funds, while fund of fund volatility was only 

slightly lower at 4.82% compared to 5.50%. This underperformance has made the fund of 

funds fee structure difficult to justify and increasing prohibitive for investors. Fund of 

funds vehicles have traditionally exacted a 1% management fee and a 10% performance 

incentive fee on top of the 2% management fee and 20% performance fee charged by the 

underlying hedge fund that they invest in. While fund of funds still retain a number of 

32 Data on fund of fund assets and performance relative to hedge funds compiled by Eurekahedge.



benefits for investors – such as access to hedge funds that are closed to new investors,

better capacity to meet investor redemptions, and expertise diligence and manager 

selection – the decline in fund of funds looks set to continue. Consultants, on the hand, 

have continued to see growth, largely at the expense of fund of funds. Mercer, for 

example, recently reached nearly $1 billion in assets.

The fund of funds model has spilled over into liquid alternative investments, a substantial 

number of whom are “multi-manager” funds, many of whom invest in hedge funds.

E. Distribution Considerations in the U.S. and Europe

One of the critical factors in determining the winners and losers in the growing 

competition in liquid alternative investments is gaining access to the distribution channels 

by which liquid alternative funds are sold.  These differ widely both within the U.S. and

between the U.S. and Europe. 

1. Independent Registered Investment Advisors

In the U.S., the potential audience for ’40 Act alternative funds is broad, including

independent registered investment advisors (RIAs), broker-dealer firms and fee-based 

mutual fund wrap programs. The primary channel for ’40 Act alternative funds may well 

be independent RIAs, many of whom have used hedge funds in the past but are finding it 

easier to interest clients in ‘40 Act regulated products. Although the independent RIA 

channel is the smallest single mutual fund distribution channel, it is the fastest-growing. 

(See chart) Independent RIAs often tend to be smaller firms, but hedge funds and mutual 

funds can reach them by marketing through large RIA custodial platforms such as those 



offered by Charles Schwab, Fidelity and others as well as turnkey asset management

providers such as Lockwood and Envestnet.

2. National Broker-Dealers

National broker-dealers (“National BD”), the single largest distribution channel for ’40 

Act funds, offer another natural audience in the U.S. Use of ‘40 Act alternatives appears 

to be growing at these firms, according to data from Coates Analytics (for more 

information, see www.coatesanalytics.com). At the end of 2009, National BD programs

tracked by Coates had an estimated 2% of client assets in ’40 Act alternatives funds, up 

from 1.5% at the end of 2008.



Although that seems like a small portion, the number is expected to grow, as alternatives 

represented nearly 4.7% of new fund sales in National BDs tracked by Coates in the 

fourth quarter of 2009. To put alternatives’ share in context, bear in mind that Small Cap

Growth Funds, for example, make up an estimated 2.1% of assets at National BDs.

3. Importance of Education

In Europe and the U.S., educational efforts are critical components of a successful 

distribution strategy, as alternatives are a new area for most retail investors as well as for

many advisors. Some financial advisors will need to be introduced to alternatives, and

how specific products might fit into investors’ portfolios. Advisors will need educational 

materials on alternatives for use with investors. 

Firms such as Gartmore and Putnam have launched micro-sites that offer support 

materials online, including video presentations from portfolio managers, fact sheets,

prospectuses, and in-depth performance metrics. Going beyond advisors, Rydex even 

launched the GetAlts.com Web site educate investors about the basics of alternative 

investments. These online outreach efforts in part of a massive marketing and distribution 

effort which present a formidable obstacle of hedge funds wanting to enter this space.   

F. Getting the Price Right

Although retail alternative funds – excluding ETFs – can cost investors more than 

traditional funds, they also can be more expensive to operate. A number of ’40 Act 

alternative funds spend 150 to 250 basis points on dividend, borrowing and brokerage 

expenses related to shorting or leverage.  While many alternative funds seem expensive 

relative to other ’40 Act funds, they’re often inexpensive compared to the 2-and-20 fee



structures of hedge funds. The median net expense ratio of long/short and market neutral 

funds, for example, ranges from 1.6% to over 2.0%, while median net expense ratios for 

traditional long-only equity funds typically run from 0.70% to 1.20%. 33

Among European alternative and absolute return UCITS, fees vary widely across 

products and share classes, but the median management fee is less than 1.3%, and total 

expense ratios average 1.5%, similar to traditional equity UCITS. A few portfolios have 

total costs approaching or exceeding 3%, but this is not uncommon for many traditional 

funds as well. From the manager’s perspective, one of the advantages UCITS funds have 

compared to U.S. mutual funds relates to greater fee structure flexibility. Alternative 

UCITS usually charge a management fee between 1.5% and 2.0%, plus a 10% to 20% 

incentive fee on benchmark outperformance, not very different from hedge fund norms. 34

In contrast, performance fees in U.S. mutual funds are rare, and in cases where 

implemented, they typically are restricted to “fulcrum” fee structures that rise and fall 

proportionately with performance. A typical example in the U.S. is the Fidelity 130/30 

Large Cap Fund, which charges a base management fee of 86 basis points plus a

performance fee of +/- 20 bps based on performance relative to the S&P 500 benchmark

over three years. 

G. Convergence Strategies and Difficulties  

As we have discussed, there are attractions on the part of both mutual funds and hedge 

funds in developing liquid alternative investment funds.  However, both types of firms 

33 SEI: Exotic to Mainstream: Growth in Alternative Mutual Funds in the U.S. and Europe.
34 SEI: Exotic to Mainstream: Growth in Alternative Mutual Funds in the U.S. and Europe.



face a large set of challenges in this endeavor.  For mutual funds, the issue is gaining

expertise, knowledge and structure to manage LAIs while for hedge funds the issues are 

distribution, regulation and performance records.   For both types of firms, this entails an 

expensive process whether a firm decides to develop or hire its own in-house expertise, 

recruit outside expertise or purchase existing firms.  

One thing is clear given the competition in this space; in order to succeed these firms will 

need to spend substantial resources to put in place the requisite investment and 

operational capabilities, marketing network, risk management and compliance, and 

overall management structures, again favoring the larger firms.  Clearly, there is a

business opportunity in having trained experts that are able to bridge the two segments at 

all levels:  product design; marketing; management; portfolio management; risk 

management; etc.

Two other trends are worth noting.  First, many hedge funds have decided to keep their 

business models and act as sub-advisors to liquid alternative investment firms.  This 

means they do not need to worry about distribution, which will be assumed by the LAI 

firm. 

A second trend, notable in the case of BlackRock, is to “own” the entire alternative

investment cycle – including product development, investment management, operations,

marketing, etc. – for private equity, private hedge funds and liquid alternative investment

funds, as well as long only investment products.  If other BlackRock type firms emerge, 

will the asset management industry more closely resemble banking, with the largest firms 

dominating the industry?



IV. ALTERNATIVE STRATEGIES: DESCRIPTION,  PERFORMANCE

and TOP FUNDS

A. Importance of Accurate Strategy Categories

There is an industry tale that Richard Dennis, one of the most successful futures traders 

of the 1980s, received a stack of charts representing the price movement of various

futures contracts.  However, he insisted that the names of the contracts be removed from 

the charts under the theory that no additional information is provided to him by the name

of the commodity or security that is being traded.  Importantly, Dennis was almost alone 

in his approach.

The analogy with alternative strategies is striking.  A great deal of time and energy is 

devoted to developing strategy typologies for alternative (and traditional) investments; 

too often without asking whether the result is at all helpful to investors.  In the same way 

that the objective of Dennis’ charts was to assist him in making profitable trades, the 

purpose of information on strategies is designed to assist investors in deciding how to 

invest their money.

Modern portfolio theory provides us with a clear cut checklist of the factors that we need 

to take into account in making investment decisions, namely an investment’s return, risk 

and its correlation to other assets in the investor’s portfolio.  Of course this is overly 

simplistic and each of these factors is in turn comprised of other factors.  However, the

fundamental truth is that a fund’s nominal “category” or designation does not, in and of

itself, provide much useful investment information.  It is only useful insofar as it provides 

us with information regarding the factors we need to make our investment decision.



LAIC’s approach is to use our categories as placeholders for the information that is

important to investors. Thus, each fund is analyzed on the basis of a range of relevant 

information.  The most important analysis we provide is known as “factor analysis,” a 

statistical technique that attempts to understand the underlying financial and economic 

“drivers” that will influence a fund’s risk, return and correlation with other funds.  It is

the extent to which funds are similar or different from each other that determines their

true classification.

B. LAIC categories are designed to provide actionable information to 

investors

There are multiple style 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 

leveraged 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. Multi-strategy managers allocate their capital to multiple hedge 

fund strategies through direct management, third party funds or subadvisory 

relationships.









This chart shows the assets under management of multiple hedge fund strategy 

groupings. Notably, investors have been deploying additional capital to the event driven, 

relative value and macro strategy groupings over the past 6 years. (Citi Prime Finance)35

35 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.



C.  “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 hedge fund tools and 

strategies they are more properly classified as strategies unique to liquid funds.  These 

products emphasize a different set of factors than those of traditional 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.”   In the traditional “cap-weighted” approach, 

in which investors simply buy shares or bonds or other assets in proportion to their

market value.

“Smart beta” is an approach that tries to enhance the return from tracking an asset class 

by deviating 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 long shown that markets offer risk premiums for certain 

characteristics of an investment.  Risk premiums have been attributed to small cap and 

value stocks.  Other examples relate to such factors as volatility, momentum and quality 

(i.e., superior performance measures such as ROI).  In essence, “smart beta” funds will 

select stocks (or other assets) that use a beta measure other than the traditional cap 

weighted index in order to attempt to benefit from these risk premia.

Broadly, there are a number of smart-beta approaches including:

 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 also based on some research

findings that stocks whose prices have increased are more likely to

have increasing prices in the future.



In practice, it is difficult to draw a hard and fast distinction between smart beta and 

traditional indices because the latter have factor biases while the former sometimes use 

traditional index constituents.  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  volatility 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.

In practice, a portfolio manager or investor will set an overall risk level for the portfolio.  

The allocation to specific assets will be based on their contribution to the overall risk, 

based on their volatility.  The risk adjustment if often made by leveraging or deleveraging

assets depending on their risks, theoretically resulting in a more favorable risk return 

profile.  As an example, an asset may comprise 30% of a portfolio in dollar terms, but 

only account for 10% of the fund’s overall volatility.  Using leverage, the investment in 

this asset can be substantially increased to that its volatility if raised to a level more 

commensurate with its nominal value.

Harry Markowitz, an architect of modern portfolio theory, offers a strong critique of risk 

parity:

“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.

D. Equity Hedged Strategies

The largest strategy group is Equity Hedge, which was also the strategy of the first hedge

fund founded by Jones in 1949. While seemingly obvious now, his fund was truly 

innovative in its time.  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 stock shorts of 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 one or more conditions are in place.  

Broadly, the short position need to add value by being more “productive” than the long 

positions that are foregone, otherwise, they would prove to be a drag on performance.  As 

the chart below shows, the major types of equity hedge strategies has different levels of 

success.

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 subdued 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.



This chart compares the returns of the major equity hedge strategies to the S&P 500 and 

the Barclays U.S. aggregate bond index.

a) Equity Long/Short

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.

Long short managers differ in a number of important respects from each other:

 The extent to which they go short and whether they use derivatives or stocks

 Concentration by number of funds and sectors

 Use of bottom up and/or top down

 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.



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) Equity Market Neutral 

Equity market neutral managers use computerized models to build portfolios combining 

dozens of long and short stock positions. Portfolios are constructed so that the fund’s 

exposure to market and economic factors (such as economic growth or interest rates) is 

neutralized. Equity market neutral funds will also generally take equal long and short 

equity exposures. These funds offer low volatility and low correlations to other stock 

indices but also lower returns despite utilizing high degrees of leverage.



Computerized models typically consist of a combination of three models of equity 

pricing:

1. Momentum of the stock price

2. Fundamentals of the stock

3. Mean reversion

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.



Equity market neutral managers use computerized models to build portfolios combining 

dozens of long and short stock positions. Portfolios are constructed so that the fund’s 

exposure to market and economic factors (such as economic growth or interest rates) is 

neutralized. Equity market neutral funds will also generally take equal long and short 

equity exposures. These funds offer low volatility and low correlations to other stock 

indices but also lower returns despite utilizing high degrees of leverage.

c) Short Bias

Short bias managers use fundamental and quantitative models to identify overvalued 

stock to sell short. Because achieving a short position in the market is extremely easy 

(through futures or options contracts or Inverse ETFs) short bias hedge funds must

provide themselves by selecting stocks to short that will decline more than the market 

index.  In this, they have not shown their value. In addition, these managers must be

especially attuned to navigating risks such as margin calls and the potentially unlimited 

losses associated with holding short positions. Due to their net-short exposure these funds 

have historically underperformed both the broader market and other alternative 

investment strategies. 

Short bias hedge funds are best seen as portfolio insurance, providing downside 

protection in periods of market declines.  They need also be measured against alternative 

types of insurance and the fact that put a drag on performance during periods of market

growth.  If one assumes that markets trend upwards over time, short bias funds will 

almost always provide such a drag on returns.



E. Event Driven Strategies

While most companies undergo routinely undergo events, some of which effect their 

stock prices, certain events have a significant enough impact on both the company and it 

equity so that they present a qualitatively different investment approach than 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 similar instruments – 

for example different instruments in the capital structure of a company – of 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. Risk arbitrage strategies provided 

investors with lower returns and lower levels of volatility and drawdowns. The fixed

income arbitrage strategies underperformed traditional equities over the periods and also 

suffered a large drawdown during the 2008 crisis. This chart compares the returns of the 

major event driven strategies to the S&P 500 and the Barclays U.S. aggregate bond 

index.



a) Risk (Merger) Arbitrage

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 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.

b) Distressed Debt

Distressed managers invest in the securities of corporations that are in, nearing or 

emerging from bankruptcy. Managers can take directional long or short exposure to a

distressed company depending on their view of its prospects. Managers will also attempt 

to exploit mispricing between the various seniority levels of a distressed company’s debt

or between equity and fixed income securities.  Distressed is based on a number of 

assumptions.  First that the managers have a view on whether the company will improve 

or further deteriorate.  Secondly, the managers’ view that the securities are mispriced 

between the larger investing public does not have sufficient expertise to properly price 

the securities, and/or that there is a natural inclination on the part of investors to 

exaggerate the risks in these transactions. Distressed debt strategies require legal 

expertise and experience in negotiating with other creditors to favorably allocate the 

recovery value of the bankrupt company. Manager will also utilize derivatives such as

credit default swaps to hedge the risk of certain positions.



F. Directional Trading Strategies

Directional strategies seek to profit from the directional movements of “macro” markets 

such as equities, fixed income, currencies and commodities.  In contrast to long short 

equity or fixed income arbitrage, directional traders will establish significant long or 

short positions.  They also tend to take positions on indices rather than individual stock or 

bonds.  

The main difference between the two groups in this strategy group is one of technique:

Global Macro managers rely heavily on fundamental analysis of macro-economic and 

financial analysis, and take a top down approach to position taking, whereas managed

futures managers use statistical models and take historical price movement as the only 

input for making forecasts about future movements.36 Global macro strategies 

outperformed traditional equities over the period, although they suffered drawdowns in

2008. Managed futures strategies had more subdued returns over the period and have 

underperformed over the past year. However, managed future strategies delivered 

positive returns during the financial crisis. 

36 In reality, global macro funds often use statistical trend-following models as well.



This chart compares the returns of the major macro strategies to the S&P 500 and 

the Barclays U.S. aggregate bond index.

a) Global Macro

Global macro hedge funds take long and short positions in a range of financial 

instruments including currencies, futures, options, debt, commodities and equities. Global 

macro strategies are differentiated by their focus on systematic economic and market

trends rather than on the fundamentals of individual securities. Global macro managers 

frequently engage in carry trades which include borrowing with low interest rate

securities to fund the purchase of higher interest rate securities and borrowing in low 

yielding currencies to invest in high yielding currencies.  Additionally, global macro

managers use a wide range of instruments including swaps, options, forwards and futures 

to implement their views.  The advantage that Global Macro managers bring to the table, 

at least in theory, is their ability to quickly move to any part of the financial world that 



presents an opportunity for profit.  They typically have many analysts that scour the 

world seeking these opportunities.

b) Managed Futures

Managed futures funds use a variety of statistical models that utilize historical price 

movements of a market. Unlike Global Macro managers, these managers typically do not 

take macro-economic trends into account because of their belief that past price 

movements incorporate all the information needed to predict the future, at least on a 

probabilistic basis.  In effect, these managers are the ultimate efficient-market 

practitioners in their belief that all the known information about a market is incorporated 

into their price.

The models used in managed futures include momentum, moving average, mean

reversion and others.  They differ in the time frame of their positions, which can vary 

from intraday to weeks or months, as well as on the entry and exit levels dictated by their 

models.  Most manager utilize more than one model since different models may work 

better in one type of market than another.  As the name implies, these managers tend to

use futures, options and over the currency markets to implement their trades.



G. Relative Value Strategies

This chart compares the returns of the major relative strategies to the S&P 500 and the 

Barclays U.S. aggregate bond index.

a) Fixed Income Arbitrage 

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 it rate went up.37



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.

b) Credit Arbitrage

A type of fixed income arbitrate is known as credit arbitrate, which includes yield curve

arbitrage, high-yield and emerging-market debt and asset-backed/mortgage-backed

securities arbitrage. In yield curve arbitrage, managers will take long and short positions 

along different points (or maturities) of the yield curve, such as borrowing 1 year bills to 

fund the purchase of 5 year notes. These combinations give the fund directional exposure 

to non-parallel changes in the steepness or curvature of the yield curve. High-yield debt 

investments will often be partially hedged by taking a short exposure to another 

correlated fixed income instrument. The complexity of many asset-backed securities 

provides opportunities for hedge funds to exploit mispricing.

c) Convertible Arbitrage 

Convertible arbitrage managers invest in convertible bonds, warrants and convertible 

preferred shares. These funds will generally purchase the convertible security and hedge

their long equity exposure by taking short positions in the issuer’s stock. The ratio of the 

long to short position is determined by the sensitivity of the convertible security to

changes in the issuer’s stock price. This strategy utilizes high degrees of leverage to

magnify returns. 

37 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.



Convertible securities offer complexity and thus grounds mispricing because they can 

take on bond-like or stock-like characteristics depending on the performance of the 

issuer’s stock and the change in interest rates and the issuer’s credit quality. Traditionally 

convertible bonds were issued by high-growth and weak-credit corporations as an

alternative to bonds, with the embedded equity warrants allowing the issuer to lock-in a 

lower fixed interest rate. This strategy has been affected the recent decline in interest 

rates which has reduced the volume of convertible security issuance.  In general, the

theory is that the option feature of these bonds are underpriced by the investing public, 

and can therefore be purchased cheaply, allowing the strategy to profit from any 

movement in the conversion feature of the bond.

d) Volatility Arbitrage

Volatility managers take long or short positions on options to take exploit difference

between implied volatility and the managers’ view of future volatility.  The price or 

premium of an option depends in good part on the volatility level that is entered into the 

pricing model (along with interest rate, time to expiration, strike price and market price).  

Volatility arbitrage entails taking positions against this “implied volatility.”  If the 

implied volatility is too low, the option presents a good selling opportunity in the 

anticipation that future real volatility will be higher and drive the price of the options

lower.  Very often, these arbitrages include a hedge using stocks, indices or futures 

markets in a strategy known as “delta” hedging: i.e., mimicking the price of an option by 

buying and selling hedges using a statistical model.



H. Multi-Strategy Funds

This chart compares the returns multi-strategy funds to the Barclays U.S. aggregate bond 

index.

Multi Strategy and Multi Manager Funds incorporate more than one strategy in their 

portfolio, either from the same broad strategy group (i.e., fixed income) or from across 

strategy groups (mixing equity and fixed income, for example).  The argument in favor of 

these funds is their ability to diversify a portfolio and to move into strategies that the 

managers feel are more likely to do well at any given time. In the case of multi-strategy 

funds, the majority of the portfolio is managed by the fund itself, whereas multi-manager 

funds will allocate money to sub-managers to manage.  Of course, many of these funds

use some combination of the two.  In this regard, these funds resemble their hedge fund 

counterparts.  Many of the best known hedge funds, for example Citadel, are multi-

strategy funds while there are hundreds of multi-manager funds, also known as “fund of 



funds” that funnel investors’ money into underlying hedge funds.  One selling point for 

fund of funds is they are sometimes able to invest with hedge funds that are closed to

other investors.

I. 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.

It is important to note that the performance of leveraged and inverse ETFs may not

perform exactly in line with the market movement because the fund’s balance is brought

into line with the leveraged amount on a daily basis.  Over a long period, the returns may 

be higher in an upward trending and lower in a downward trending market than the 

leveraged amount would dictate.

J. Replication Strategies

Hedge fund replication developed from academic studies that attempted to replicate the 

performance of hedge funds by using relatively liquid futures and options markets.  The

goal was to provide similar results and hedge funds, but at a lower cost and with greater 



liquidity.  The techniques used to find instruments that closely mirror hedge funds factor 

analysis or regression analysis.  A number of mutual funds and ETFs utilize this strategy

with greater or lesser results.

K. Portfolio Effects:  Correlations between and among strategies

The following correlation matrices illustrate the correlations between different liquid

strategies utilizing performance data from the LAIGI Aggregate series of liquid

alternative indices over the 2000-2014 period.




