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Funds of funds feel the squeeze

MONDAY MAY 7 2007

Funds of hedge funds are set to 
come under increasing pressure 
as institutional investors become 
more comfortable investing 
in hedge funds directly and 
low-cost synthetic replication 
strategies become more widely 
available, it is being claimed.

The growth of multi-strategy 
hedge funds and a push by 
consultants into hedge fund 
intermediation are also seen as 
potentially lessening the need 
for costly funds of funds.

While the imminent demise 
of the $700bn (£350bn, €516bn) 
fund of hedge funds industry 
is extremely unlikely, there are 
indications that pressure on 
fees is starting to build.

“We are seeing fee pressure, 
fund of funds fees are definitely 
coming down,” said Peter 
Harrison, chief executive of 
MPC Investors, a London-based 
hedge fund group. “We are 
seeing 70 basis points and no 
performance fee.”

Chris Woods, senior 
managing director of absolute 
return strategies at State Street 
Global Advisors, added: “The 
rate of flow into funds of hedge 
funds has decreased. It would be 
foolish to say they are a thing of 
the past, but we will see more 
pressure on fees.”

Funds of funds have 
been big winners from the 
growing institutionalisation 
of the hedge fund industry. 
Few pension funds have the 
governance and research 
capabilities to select their own 
hedge funds directly, while 
consultants have struggled to 

build the knowledge base to fill 
this void.

However, there have 
been increasing grumbles of 
discontent over the cost of 
investing via a fund of funds.

Data from Chicago-based 
Hedge Fund Research suggests 
fund of funds’ charges have 
fallen marginally to a 1.3 per 
cent flat fee and an 8 per cent 
performance levy in recent 
years, but this is on top of the 
2 and 20 often levied by the 
underlying hedge funds. Listed 
UK funds of funds still typically 
charge 1.5 and 10.

Mr Harrison believes 
consultants, from traditional 
actuarial houses to specialist 
alternative investment advisers 
such as Albourne Partners 
and Liability Solutions, are 
now up to the job of ushering 
institutional investors into 
appropriate hedge funds - in 
spite of the regular poaching of 
consultants by funds of funds.

“Consultants’ knowledge 
and awareness are improving 
massively. If you compare 
them with where they were 12 
months ago, they are streets 
ahead,” he said.

“The consultant is the 
gatekeeper maintaining the 
quality standards and can 
potentially win hands down 
because of their fees, typically 
just 5-10 basis points. Ninety per 
cent of pension money is going to 
funds of funds, but when pension 
funds get to critical mass that 
figure will be much less.”

David Butler, founding 
member of Kinetic Partners, a 
hedge fund consultancy, said: “I 
think the US model is starting 
to make a presence here. Large 
pension schemes in the US 
have their own due diligence 
team and their own seeding 
for new managers. That hasn’t 
come across the Atlantic yet, 
but that is probably the next 
stage of the evolution.

“Many fund of funds 
managers are starting to 
specialise to try and differentiate 
themselves,” said Mr Butler, who 
also saw funds of funds reacting 
by seeking to develop links with 
retail investors.

Mr Woods sees European 
institutions switching from 
funds of hedge funds to direct 
investment as they develop 
greater confidence in the asset 
class, a pattern seen in the US. 
He also believes funds of funds 
will come under pressure from 
multi-strategy funds, which 
combine a variety of single-
strategy hedge funds operated 
by the same management group 
and, according to some academic 
research, tend to outperform.

Mr Woods also saw fund of 
funds being squeezed by the 
launch of synthetic hedge fund 
replication strategies, which 
several investment banks 
have launched and SSGA is 
developing.
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Funds of funds feel the squeeze

Funds of hedge funds are set
to come under increasing
pressure as institutional
investors become more com-
fortable investing in hedge
funds directly and low-cost
synthetic replication strate-
gies become more widely
available, it is being claimed.

The growth of multi-strat-
egy hedge funds and a push
by consultants into hedge
fund intermediation are also
seen as potentially lessening
the need for costly funds of
funds.

While the imminent
demise of the $700bn
(£350bn, €516bn) fund of
hedge funds industry is
extremely unlikely, there are
indications that pressure on
fees is starting to build.

“We are seeing fee pres-
sure, fund of funds fees are
definitely coming down,”
said Peter Harrison, chief
executive of MPC Investors,
a London-based hedge fund
group. “We are seeing 70
basis points and no perform-
ance fee.”

Chris Woods, senior man-
aging director of absolute
return strategies at State
Street Global Advisors,
added: “The rate of flow into
funds of hedge funds has
decreased. It would be fool-
ish to say they are a thing of
the past, but we will see
more pressure on fees.”

Funds of funds have been
big winners from the grow-
ing institutionalisation of
the hedge fund industry.
Few pension funds have the

governance and research
capabilities to select their
own hedge funds directly,
while consultants have
struggled to build the knowl-
edge base to fill this void.

However, there have been
increasing grumbles of dis-
content over the cost of
investing via a fund of
funds.

Data from Chicago-based
Hedge Fund Research sug-
gests fund of funds’ charges
have fallen marginally to a
1.3 per cent flat fee and an 8
per cent performance levy in
recent years, but this is on
top of the 2 and 20 often lev-
ied by the underlying hedge
funds. Listed UK funds of
funds still typically charge
1.5 and 10.

Mr Harrison believes con-
sultants, from traditional
actuarial houses to specialist
alternative investment
advisers such as Albourne
Partners and Liability Solu-
tions, are now up to the job
of ushering institutional
investors into appropriate
hedge funds – in spite of the
regular poaching of consult-
ants by funds of funds.

“Consultants’ knowledge
and awareness are improv-
ing massively. If you com-
pare them with where they
were 12 months ago, they
are streets ahead,” he said.

“The consultant is the
gatekeeper maintaining the
quality standards and can
potentially win hands down
because of their fees, typi-
cally just 5-10 basis points.
Ninety per cent of pension
money is going to funds of
funds, but when pension
funds get to critical mass
that figure will be much
less.”

David Butler, founding
member of Kinetic Partners,
a hedge fund consultancy,
said: “I think the US model

is starting to make a pres-
ence here. Large pension
schemes in the US have
their own due diligence team
and their own seeding for
new managers. That hasn’t
come across the Atlantic yet,
but that is probably the next
stage of the evolution.

“Many fund of funds man-
agers are starting to special-
ise to try and differentiate
themselves,” said Mr Butler,
who also saw funds of funds
reacting by seeking to
develop links with retail
investors.

Mr Woods sees European
institutions switching from
funds of hedge funds to
direct investment as they
develop greater confidence

in the asset class, a pattern
seen in the US. He also
believes funds of funds will
come under pressure from
multi-strategy funds, which
combine a variety of single-
strategy hedge funds oper-
ated by the same manage-
ment group and, according
to some academic research,
tend to outperform.

Mr Woods also saw fund of
funds being squeezed by the
launch of synthetic hedge
fund replication strategies,
which several investment
banks have launched and
SSGA is developing.

Multi-strategy hedge funds,
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Eerie echoes from the old conglomerate era

In an asset class war equity
analysts may be the first
victims. Last week the
Alliance Boots chairman Sir
Nigel Rudd hit out at the
sell side analysts who had
scorned the company’s
shares after last year’s
merger between Boots and
Alliance Unichem. Now the
value has been recognised
instead by the private
equity group Kohlberg
Kravis Roberts.

Has the listed market
been found wanting? Well,
immediately there was
counter-evidence from the
troubles of another British
retail chain, Focus DIY,
which was heaped with
debt but turned out to be
unable to cope with a bad
patch in the home
improvement market. The
coming restructuring will
be costly for creditors.

The underlying issue here
is that private equity is
willing to place a much
higher value on companies
than are conventional
long-only fund managers. Is
this a temporary anomaly
that shareholders should
happily accept as an
opportunity to sell out at a
big profit?

Or does it represent a
permanent competitive
threat to the mainstream
asset management sector?

Equity markets are rising,
but paradoxically the equity
asset class is shrinking.
This de-equitisation is
happening through both
takeovers and buybacks.

At present the flow of
IPOs is not strong enough
to compensate (and anyway,
many of the newcomers are
low in quality and have
short trading histories).

Certainly there are
benefits from these changes,
especially for equity fund
managers who have focused
on the mid-cap stocks that
have been at the centre of
the buyout wave over the
past few years. Mid-cap
stocks are now much more
highly rated than
mega-caps.

True, the focus of
takeover activity is now
moving up the league table
towards the bigger
companies (though not as
far as the mega-caps that

have proved to be a serious
drag on the performance of
the big equity fund
managers over the past few
years).

Perhaps this is a great
opportunity for underlying
investors to sell (though the
blessings are more mixed
for the fund managers
acting as intermediaries).
Private equity operators are
now in the position of being
forced buyers.

Having raised more than
$500bn globally last year
they are under great
pressure to invest the
capital, multiplied four or
five times over through
leverage. They more
frequently find themselves
battling against each other
in expensive competitive
auctions.

In due course the
corporate raw material is
intended to be recycled,
either back to investors
directly or to corporate
buyers.

But fund managers have
understandably become
wary of having hollowed-out
corporate shells dumped on
them at high prices, as
happened last year with yet
another struggling UK
retailer, Debenhams.

Indeed the private equity
sector has expanded to such
an extent that this sort of
recycling may become
impracticable. Rather, there
is the grim prospect of a
credit crisis – one already
being talked about by
nervous financial market
regulators as they assess
the amount of leveraged
debt being distributed in
opaque structured finance
entities.

The consequence of a
credit crunch would be an
extended period of
distressed selling.

There are some tempting
parallels to be made with
the old conglomerate era,
running from the 1960s to
the 1980s. The
conglomerates claimed
superior managerial and
financial talents,
supplementing these with
murky accounting
techniques that created
largely fictitious growth
records.

But to keep earnings per
share rising fast they
needed ever-bigger deals
that eventually caused them
to overreach.

Today there are some
clever private equity
practitioners but a lot more
who have jumped on the
bandwagon and will never
genuinely add value. Equity
market returns leveraged

up will look impressive if
opaque reporting can
obscure the downside risk
and investors fail to notice
the lack of liquidity. The
sector has acquired a
momentum that is driving
it forward too fast.

In the end the
conglomerates were finished
when the myth of super
performance was exposed.

They either collapsed or
their component parts were
spun off.

Equity fund managers
reclaimed their lost ground,
insisting on focus and
sector orientation:
diversification was their
responsibility, not that of
corporate bosses.

Takeover kings, if they
were still in business, had

to retreat into the nascent
buyout sector that was able
– deceptively, some argue –
to define itself as an asset
class separate from equities.

Right now institutional
investors are queuing up to
put their money into
private equity, a surge of
demand that can be seen as
reflecting a marketing
failure by the mainstream

asset management industry.
So will private equity

also, like the old-time
conglomerates, come to be
viewed from a historical
perspective as another
temporary fad? It all
depends on how risky the
use of large volumes of debt
and high leverage will
eventually turn out to be.

It certainly does not look
like a strategy that is
recession-proof, but then
the global economy
continues to boom merrily.
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