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Hedge fund myths: hig

SOLUTIONS

ner fees - lower returns

Taco A. Sieburgh Sjoerdsma CFA, Director of Research, Liability Solutions

Back In 1997, when |startad working for

my first hedge fund, almost all hedge funds
would charge a 1% managemant fae and 20%
performance fee. This was the clear standard,
but evan then we managed a Russla Value fund,
for which wa charged a 2% managemant faa.
The subject as to why we charged a higher
managamant faa for this fund was naver ralssd
In any Investor meeting, partlally bacause of the
axcellant net returns, untll the fund blew up In
1593. Tan yaars an, now working for one of the
largast third party marketing organlsatlons for
hedga funds, the more common management
fae charged has rsen to 1.5% (and rising) and It
still does not seem to ba a sublact for discussion
In Investor maatings.

The fact that managemant fees ara not really
an area of concam to most Invastars Is In 1tself
lngleal glven the Investors' focus on MET returns.
However the popular press will still now and
then maka an lssug out of feas. Whila hadga
fund fees hawve risen, the net returns for hedge
funds have decreasad from 18% parannum In
the 19908, to &% parannum durling this decada.

Rathar than relying on simpla anecdotal
avidance, we declded to calculate how much
avarage feaes for hedge funds have actually risen.

Chart 1
200

W focused on aquity long/short hadge funds In
order for style speciflc 1ssues not to Impact the
data. Chart 1 shows the actual average and
meadlan managemeant fee for aquity long short
hedge funds broken down as to which year the
fund commencad. All numbers wera darlvad
from the Tass database. The actual average
managemant fee Increased batwean 1389 and
2005 from 1.19% to 1.56%, with the medlan
moving up from 1% to 1.5%.

Hedge funds charging a 1% management faa
accountad for 63% of the total for aquity LSS
funds commencing between 1994 and 1996,
whila nine yaars latar, betwaan 2003 and 2005,
this percentage had decreased to 24%. Over
the same perlod hedge funds charging 2%
managemeant fees rose from 2% of the total,

to 20%. This trend Is clearly continuing.

Other than looking at the management fess
wa also studled parformanca feas, as shown

In chart 2. although the median performance
fee has remalned the same at 20%, the average
parformance fee has risen from 17.5% In 1989,
to 20.1% In 2005.

Even from a simple perspactive tha dacline
In absolute hedge fund returns as mentloned
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garllarcannot ba axplained by 37bps highar
management fees and the Increase In
parformanca feas by 260bps.

Looking at the retums of the Individual hedge
funds, with all things baing equal, t would ba
loglcal to assumea that hedge funds with highar
feas would generate lower raturns.

However, this simply 1s not the case. Infact the
opposita |s true. Thosa aquity longshom funds
which charged 2% Instead of 1% generatad
onavarage higher raturns. Table 1 shows tha
annualised returns avaer the last three yaars
forequity LSS funds which commencad trading
batween 1996 and zooz.

Table 1
Mo of Funds | Management Fee| Ann. Ret 2003-2005
FI= 1.0% 1E.0%
183 1.5% 13.4%
45 2.0% 17.7%
514 15.2%

In ordaer to ascertaln If this outcome was tha
rasult of new funds (often with higher fees) doing
battar than old funds (possibly with greatar ALK
we furthar broke down our sampla. Intable 2
wae deplct the annualisad ratums over the last
three years for the equity long / short funds
which commenced between 19394 and 1396,
batween 1957 and 15999, and betwaan 2000

and zooz.

Looking at the data In table 2 you do not have
to be a statisticlan to see thare Is no comelatlon
batween hedge fund faas and hedge fund
returns, and hence we will not bore you with
such tachnical data.

Anexplanation for the higher returns

of 2% management fee funds, rathar than

1% management fee funds, could be that

the farmer have the abllity to usa tha highar
management fees to Invest In the managemant
process. Most small to medium slzed hedge
funds will Increase overhead to fully cover the
management fee, with the parformance fee
treated as ayear-end bonus for the partnars
and employees. s annual salarles are often
capped (If only for tax reasons) this means a
greater numbar of analytical staff will ba
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hirad as well as back-offica staff, In order far
the actual fund managers to stay focusad on
generating hopefully higher returns.

It saems tha market 15 aware of this and has
not questioned new managers starting with
these highar management faas. Melthar has
the market questionad thosa managars which
have Increasad thelr managemant faes, as long
asthe markat bellaves thosa managers will
continue to perform well. In any casa, exlsting
Invastors usually are allowed to continue to
pay the old lower fees on current and future
Invastments and the highar fees tand to only
apply to new Investors.

As Investors are focussd on net retums, and
look at the rasources of a fund managar and Its
capabllity to pay for these, and may know thera
15 no corralation betwaan fees and retums,

thera 15 no competitive markating edge from
lowvar or alcernative fae structures to hedge
fund managers.

Of coursa this doas not mean that evary manager
can charge whatevar they lika. Only a very selact
group of hadga fund managers can charge more
than 2% and 20%, mostly as a result of thelr
prowen track records ovar long periods of time.
These funds are often closed to new Invastars,
and a lot of pent-up demand ensues. When
such a successful manager decldes to reopen
the fund, the pricing powaer 1s on the side of the
manager. We would arque that to date we have
still sean thase managers taking a conservative
stance. For Instance, Insuch circumstances
whera a new fund 15 establishad with long lock-
ups, the managar could theoretically auctlon
off his new capacity, setting the faes In such a
manner that demand equals the Imited supply.

Table 2
19494-1996 “birth date” 1997-1999 “birth date” 2000-2002 “birth date”
#funds Raturn # funds return # funds raturn
1% Mnat Fee B4 15.3% 100 16. 6% 122 15.8%
1.5% Mnagt kee [ 24 16.5% 12 14.6% 117 12.4%
2% Mngt Fee | 4 14.6% 3 21.3% 33 17.2%
Total Mwerage | 02 15. 6% 150 16.3% 272 14.5%

SOLUTIONS

1t still 1s highly sensibla far any hedge fund
manager to undarstand the type of NET raturns
Investors are looking for from a particular
Investrmant style, and givan diffarent fae levals
what GROSS retums must be achleved, and If
this s achlavable. spacifically, many long blased
equity funds, such as country or sector funds,
may find It difficult to achlava MET raturn In
excess ofwhat an Investor may achlava through
buying an ETF or a mutual fund, If they sst their
fee lavals too high.

another example relates to a fundameantally
drivan market neutral sactor fund which we
recently attended a presantation of, whila the
manager had run a long-only fund, he had
outperformed his banchmark by about 4% par
annum. Mow his naw hedge fund will be about
100% long and 100% short. If ha replicatas his
past outperformance levals on both sides, hewlll
ganarate gross raturns of about 8% and at 2% and
20% fees, net returns of 4.2%, quite a bit less
than his return target of 10% to 12% perannum.
In ordar to ganerate his targat, while baing 100%
long and 100% short, the managerwill nead

to be able to produce a gross alpha of 7.25%,
which Is substantially more than In the past.

Whareas In the precading paragraphs we
Indlcated that Inwestors and the managers
thamselwes should ook at the fees, It also
should be taken Into conslderation that gobps
highar or lower managament feas would not
make a materlal difference as to the sultability
of the fee structura for the Investment style.

Finally, glvan the large number of hedge

funds trying to ralse capital as well as the Larga
niumber of FoHFs looking for opportunities to
Invest, from a macro-economic parspective tha
clrcumstances for a price setting mechanlsm to
ba efficlent clearly do exist. Hence, If hadga fund
managars In the aggregata will set fees too high,
the rasult will ba capital outflows. Cvar tha last
dacadas this clearly has not baan the casa.

The Irony of the abowe concluslon that the
pricing of hedge fund sarvices may ba efflclent,
Is that the essance of the Industry Is based on
managers axplolting markat Inefflclencles.
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