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Investment

As well, investors using these manag-
ers can more readily invest in markets 
less liquid than the U.S. Long-only port-
folios can be actively traded and have 
high turnover, though characteristically 
not as much as hedge funds.

How did long-only managers do in the 
five-year bull market, as of September 
30, 2007? According to a Brockhouse 
Cooper survey, the median global equity 
manager achieved a 21 per cent annual-
ized return and 75 per cent of all man-
agers achieved at least a 19.1 per cent 
return. All numbers are before fees.

How did hedge fund managers 
perform in the same recent period? 
According to The Bank of New York 
Mellon Corp’s Universe Index, the 
median hedge fund universe achieved a 
14.1 per cent annualized return, before 
fees. The third quartile break, or 75 per 
cent inclusion, return was 9.1 per cent. 
We think that the more extreme per-
formance outcome between hedge fund 
managers and their long-only cousins 
relates to the diversification effect of the 
long-only portfolios and helps creates a 
higher relationship and familiarity with 
what long-only managers will do.

However, the above comparison calls 
into question the skill of a less than 
median hedge fund manager. Compare 
him to the equivalent ranked long-only 
manager with a return twice as high, 10 
per cent per annum! The conventional 
wisdom is, because of manager risk, 
investments must be made with future 
first quartile managers.

DATABASE BIASES

There are three major biases that have 
a huge impact in the true fund perfor-
mance universe:
•  Backfill
•  Survivorship
•  End-of-life biases

Backfill, also called incubation, is the 
bias of funds beginning to report their 
results to databases only when, and if, 
they become favourable. A large hedge 
fund provider could internally incubate 
four funds and then keep and report only 
the clear winner, closing down all of the 
other funds. In their paper Hedge Funds: 

lock-in periods.
•  The value of the investment can be 

hard to determine. One reason is that 
active trading means portfolio hold-
ings are far from static.

•  There are the two per cent fixed fees 
plus 20 per cent of upside fees. 

LONG-ONLY MANAGERS

These contrast with long-only man-
agers which:
• are highly regulated
• charge reasonable fees
• virtually never use leverage
•  have holdings that can be evaluated 

on a regular basis 

Hedge Funds:

Aspects To Watch Out For
Moving into hedge funds is not for everyone, says Sam Wiseman, of Wise 
Capital Management. Those considering using hedge funds need to take 
into account factors such as the increased use of leverage and higher fees 
which they may not face when using traditional long-only strategies.

By: Sam Wiseman

R
ecent concerns have prompt-
ed pension plan sponsors 
and ultra-wealthy investors 
to re-examine and start to 
ask questions about these 

hedge funds. 
The definition today of a hedge fund 

is nebulous and could certainly include 
many long-only funds, whether inten-
tionally or not intentionally, marketed as 
hedge funds. 

Some universal characteristics of 
hedge funds are:
•  Leverage is often used among the 

higher-risk strategies.
•  There is limited participation with 



Survivorship bias is the impact of 
unsuccessful funds exiting the market, 
leaving the index databases with only 
with the more successful fund results. 
The large attrition of hedge funds – 17 
per cent per year over a long period, 
according to Malkiel and Saha’s results 
– makes attrition an important issue. The 
largest annual exit rate to date for hedge 
funds was 27 per cent of all funds in 
existence in 1995. Generally, if a fund is 
not doing well, then the manager is less 
likely to get big performance fees and 
often will jump ship.

 This attrition also impacts end-of-life 
bias in that funds do not report unfavour-
able returns in the months immediately 
prior to exit. Malkiel and Saha state that 
survivorship bias consistently gives a 
five per cent upward bias per annum 
to hedge fund returns, with the biggest 
difference observed in 2000 at seven per 
cent. Meanwhile, mutual fund exits aver-
aged a seven per cent per annum perfor-
mance boost over the time period.

A 2003 study by Richard M. Ennis 
and Michael D. Sebastian, of Ennis 
Knupp + Associates, found the net aver-
age annualized return of hedge funds to 
be only two per cent over a long period, 
albeit on the period just prior to the 
recent bull market.

EVALUATING HEDGE FUNDS

Who are you going to call to find first 
quartile hedge fund managers? What 
tools do you use?

Because of the floor costs of hiring 
a consultant for a search project, inves-
tors would be sincerely compromised in 
finding the best managers. Anecdotally, 
it appears that an important retail factor 
in choosing  hedge fund managers is 
reputation, in other words the product 
offerings of the larger more established 
firms. However, are these the best man-
agers and strategies? Can these larger 
organizations attract and pay for the 
entrepreneurial mindset a hedge fund 
manager may require, and not interfere 
with his lack of detailed investment poli-
cies? Or are the decisions of these firms 
based primarily on marketing demand?

Figure 1 shows how hard it is to pick 
a winner in the hedge fund category. It is 
a 50/50 game of chance to find a repeat 
winner. Unless you or your consultant 
has the skill to do so, you gain diversifi-
cation, but not superior return. 

How do consultants evaluate the 
fidelity to style of a hedge fund, or even 
ascertain from holdings what the man-
ager is doing? Holdings are dramatically 
changing over time and there is little 
transparency provided by the hedge fund 

Figure 1

Persistence In Hedge Fund Returns

Note: “Winners” are hedge funds that realize a return equal to or larger than the 
median hedge fund return for that year. “Losers” are hedge funds that realize a 
return below the median return for that year.

Source: Saha, CFA Website.

Dropped Funds Are Considered Losers
Year Winner-Winner Winner-Loser Total % Repeat Winner
1996 11 7 18 61%
1997 82 66 148 55%
1998 134 125 259 52%
1999 145 200 345 42%
2000 172 227 399 43%
2001 276 199 475 58%
2002 304 191 495 61%
2003 312 476 788 40%
    52%

Figure 2

Hedge Funds: Saving On The Downside,
Costs On The Upside

Source: CSFB/Tremont, and Frank Russell Company.
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Risk and Return, Burton G. Malkiel and 
Atanu Saha showed for the 10 years end-
ing in 2003 that the backfilled return was 
15 per cent compared to a seven per cent 

universe mean return without backfill. 
The worst year was 1999 with a 28 per 
cent difference in returns between the 
backfilled and non-backfilled numbers.
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