AVERAGE ANNUAL FEES ON INVESTABLE HEDGE FUND INDICES AND FUND OF FUND INDICES CAN AND
DO REACH 50% OF GROSS RETURNS

As discussed in our last essay “Sharpe Ratios Reported by Hedge Fund Indices Underestimate Annual
Standard Deviation,” Sharpe Ratios reported by hedge fund indices (and by definition hedge funds
themselves) are significantly overstated due to the fact that serial correlation is not included in the
calculation of estimated annual volatility. The Credit Suisse Broad Hedge Fund Index ("CSBHFI"), for
example, reports an annualized Sharpe Ratio of 0.80% from inception through May 2014 when its actual
annual Sharpe Ratio (i.e. the Sharpe Ratio that directly calculates the standard deviation of 20 years of
annual returns) is 0.54. This essay intends to demonstrate that in addition to being subject to notable
serial correlation, hedge fund returns are hampered by excessive “path dependent” fee structures and
also uncertain return expectations.

Fees Paid by Investors: "Buy and Hold" Scenario

BarclayHedge estimates the hedge fund industry had $2.2 trillion in assets under management (“AUM”)
as of Q1 2014.% To put this number in perspective, US Household Financial Assets were $67.2 trillion as
of Q1 2014," and Global Financial Assets (the value of equity-market capitalization, corporate and
government bonds, and loans) were $225 trillion as of Q2 2012.° Based on these published figures,
hedge funds represent 1.0% of global financial assets.

When measured in terms of fees, however, the size of the hedge fund industry expands noticeably.
According to the Goldman Sachs Thirteenth Annual Global Hedge Fund Investor 2013 Survey,® annual
management fees averaged 1.65% of assets and annual incentive fees averaged 18.3% of profits net of
management fees. Given the Goldman Sachs fee averages, total fees paid to hedge fund managers can
be estimated both as a percentage of hedge fund assets as well as a percentage of gross returns.

For example, the Credit Suisse Broad Hedge Fund Index had a five year average annual return, net of
fees, of 8.37% from 2009-2013.” Using the Goldman Sachs published fee averages (1.65% and 18.3%),
and assuming a buy and hold investment strategy, the calculated annual gross return for the CSBHFI was
approximately 11.90% over this time frame. Based on this estimate of gross return, fees paid to hedge
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fund managers accounted for approximately 3.52% of assets and 30% of gross returns for the CSBHFI, a
non-investable index (when analyzing investable indices, fees represent a considerably larger percent of
assets, as discussed below in Investable Credit Suisse AllHedge Index).

By comparison, ICl Research estimates that annual fund expenses for equity mutual funds and bond
mutual funds averaged 74 basis points and 61 basis points, respectively, in 2013.2 Using CSBHFI as the
"market benchmark for hedge funds", hedge fund fees were five times greater than average annual
mutual fund fees. At the extreme end, average annual hedge fund fees were 18 times greater than
Vanguard 's reported average annual expense ratio of 19 basis points® (coincidently, Vanguard's AUM is
roughly the same size as the hedge fund industry overall).

As high as these figures may seem, these hedge fund fee estimates likely understate the true dollar
weighted fees paid by investors for two reasons. First, investors often do not adhere strictly to buy and
hold investment strategies and second, the existence of incentive fees (which are "path dependent"
depending on timing of returns relative to the dollars invested) exacerbates the negative impact of poor
investment timing on dollar weighted fees paid by investors.

Fees Paid By Investors: Non "Buy and Hold" Scenario

Stated incentive fees are the minimum incentive fees paid by investors as they represent an absolute
lower bound. The only way an investor pays only the actual aggregate stated incentive fee on a hedge
fund portfolio across a particular holding period is if he manages a hedge fund portfolio during which
time all managers have a positive total rate of return net of management fees. If even a single manager
has a negative return net of management fees in a total hedge fund portfolio which generates positive
returns, the investor will still incur overall portfolio incentive fees greater than the stated aggregate
minimum as the investor is required to pay the full rate to the money makers.

Perhaps the most insidious aspect of incentive fees is how costly it becomes for ill-timed investors to
trade in and out of hedge funds. In the previous section, our return analysis assumed that investors buy
and hold. The fact is, however, that investors (not just hedge fund investors but mutual fund investors
as well) tend to exhibit "return chasing" behaviors. John Bogle of Vanguard has demonstrated this
phenomenon for decades in his advocacy for buy and hold mutual fund investing. Due to return chasing
behavior, actual investors' true "dollar weighted" returns are lower than what one would expect
assuming a buy and hold investment strategy.

Similar to Bogle and the mutual fund industry, Dichev and Yu discuss the costs associated with return-
chasing in the hedge fund industry in their paper, "Higher Risk, Lower Returns: What Hedge Funds
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Investors Really Earn”.”° The authors estimate that return-chasing behavior costs hedge fund investors

approximately 3-7% annually versus a buy and hold investment style.

Certainly one cannot blame a hedge fund manager for an investor’s poor timing practices. That being
said, the existence and structure of incentive fees accentuates the problem. Dichev and Yu estimate that
mutual fund investors cost themselves approximately 1.5% per year due to poor timing versus buy and
hold. As bad as that number is, it is still significantly lower than their estimates for hedge fund investors.
Incentive fees are a major reason for this difference and significantly increase the probability that actual
fees paid will be higher than stated fees. To repeat, stated fees are the absolute lower bound for any
hedge fund investor because of the existence of incentive fees.

Uncertain Return Expectations: Non-Investable Indices versus Investable Indices

In addition to being hampered by a rather onerous fee structure, hedge funds are also subject to
uncertain return expectations as evidenced by the wide ranging non-investable and investable hedge
fund indices that purport to represent the hedge fund industry as a whole.

As it pertains to non-investable hedge fund indices, one must ask the question: If a hedge fund index is
not investable and can’t be replicated in an investment strategy (due to liquidity restrictions, the
inclusion of closed funds, etc.), what does it really tell us about expected returns? Ultimately, unlike the
S&P 500, few hedge indices exist in which one can invest. Take the CSBHFI, for example, which reports a
lifetime Sharpe Ratio of 0.80. The CSBHFI contains approximately 500 funds which are selected from
Credit Suisse’s database of 9,000 funds such that the index represents 85% of the assets in the database
(at both the overall index level and the sub-sector level). Even with relatively high correlation among its
strategies, the more funds included in the CSBHFI, the greater the measured Sharpe Ratio is likely to be
given the benefits of diversification. Unfortunately, these diversification benefits are not attainable by
investors because investors cannot invest in the index. Thus, Credit Suisse’s hedge fund industry
“Market Sharpe”, besides being overstated due to the fact that serial correlation is not taken into
consideration, is simply not achievable by any individual investor.

Pictet Alternative Investments describes many of the issues involved in analyzing different existing
hedge fund indices in its essay "Hedge Fund Indices: how representative are they?".'" Mesirow

"2 3lso covers this

Financial, in its essay "Understanding Hedge Fund Indices, Biases and Methodologies
topic. These essays reinforce our view that it is challenging to use manager based indices to make
accurate decisions on how to invest in or "benchmark" hedge fund investments. Pictet shows the lack of

overlap of performance from a variety of non-investable indices. It is striking how these index returns
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have such a wide range of performance given that they are created to be representative of the hedge
fund market as a whole.

Ultimately, Pictet concludes that Fund of Funds Composite Indices (for example, the HFRI Fund of Funds
Composite Index™ ) most accurately represent expected hedge fund returns (despite being non-
investable) because each index component contains as many as 100+ underlying funds that are all
investable. Mesirow Financial makes a similar point. Of course, the weakness in using these indices as
benchmarks is that these indices do not show underlying hedge fund styles. Despite this noted
weakness, we agree with Pictet regarding Fund of Funds Composite Indices as being the most
representative of true investable (maybe "quasi-investable") manager based indices.

Investable Hedge Fund Index Example: Credit Suisse AllHedge Index

Credit Suisse recognized the point made by Mesirow and Pictet and created two capital weighted
investable indexes in 2004, one of which has recently been discontinued.’ The Credit Suisse AllHedge
Index (the surviving investable index) is the equivalent of a capital and style weighted single fund of
funds that seeks to be an actual investable index representing the hedge fund market in its entirety. We
agree with Credit Suisse’s marketing statement that AllHedge is "the industry's most representative
asset-weighted and fully invested strategy based index". At any point in time the index includes 10-25
funds in each of its ten sub-categories which seek to represent approximately 70% of assets in each sub
sector and 70% of the Credit Suisse database of 9,000 funds as a whole.

Consistent with the "Fund of Funds" concept of Pictet and Mesirow, AllHedge charges itself an
additional annual fund of funds management fee of 84 basis points. Surprisingly, even after adding back
this 84 bps fund of fund management fee to its returns, Credit Suisse's AllHedge Index, since 2004, has
produced a Sharpe Ratio™ of only 0.34 vs. the Credit Suisse Broad Hedge Fund Index's Sharpe Ratio of
0.82 over the same period of time. In other words, Credit Suisse's representative investable hedge fund
index was nearly 60% lower than its representative non-investable index. The primary difference
between the two indices after taking fees into consideration: AllHedge does not include closed funds.
This fact alone would seem to imply that the best performing hedge funds are both large and closed.
For investors who are considering making new investments in the hedge fund industry, we believe that
estimates for expected returns are better derived from investable indices as opposed to "non-
investable" indices.

"The Relentless Rules of Humble Arithmetic” - Vanguard

Based on the philosophy discussed above in terms of which indices best represent the investable hedge
fund market on a look forward basis, we chose three representative indices and calculated their
performance as well as their fees relative to performance. The results, included in Table 1 below,
demonstrate the magnitude of the impact hedge fund fees have on net performance. Indeed, based on
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the analysis included below, one could argue that average annual fees on investable hedge fund indices

and fund of fund indices can and do reach as high as 50% of gross returns.

Table 1: Hedge Fund Index Returns and Fees

Performance and Fees

Net Annual Geometric Mean Return
Standard Deviation of Annual Returns
Average annualized 90 day rolling T-Bill rate
Excess Mean Geometric Return

Sharpe Ratio

Estimated Fee Structure

Implied Gross Return

Total Fees as a Percentage of Assets

Total Fees as a Multiple of Excess Return
Total Fees as a Percentage of Gross Return

HFRI
Fund of Funds
Composite Index
1990 - 2013

7.35%

10.31%

3.16%

4.19%

0.41

1.65% Management
18.3% Incentive
0.84% Fund of Fund
11.67%

4.32%

1.03x

37%

BarclayHedge

Fund of Funds

1997 - 2013
5.84%
10.08%
2.46%
3.39%
0.34
1.65% Management
18.3% Incentive
0.84% Fund of Fund
9.83%
3.99%
1.18x
41%

Credit Suisse
AllHedge Index
2004 - 2013

2.79%

8.42%

1.62%

1.18%

0.14

1.65% Management
18.3% Incentive
0.84% Fund of Fund
6.10%

3.30%

2.81x

54%

Reviewing the results of our performance and fee analysis in Table 1 above, it is striking the percent of

return that is not being distributed to investors, but instead being retained by hedge fund managers

(37%-54% of gross return) in the form of fees. Further, the returns shown in Table 1 above are "buy and

hold" return results and thus represent the maximum return and minimum fees for an investor. No

wonder hedge funds represent only 1% of global financial assets. Ironically, these styles still have the

ability to provide correlation benefits, but few and far between are the managers who can overcome
the fee structure. We believe that at an annualized volatility of 10 percent, a more reasonable fee
structure for many hedge fund strategies would range from 25-75 basis points annually, particularly if

one can achieve that exposure via a liquid alternative index.




