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A series of multibillion dollar casualties struck the hedge fund world in the summer of 2007.  Two Bear Stearns funds “died” and a third looked very ill.  Goldman Sachs’ Global Alpha Fund, after a long string of up months, suffered major losses.  At the end of August 2007, the drawdown from its 2006 high was reported to be 44%.  Ironically, the day after this news broke, the Goldman Sachs salesman who had (unsuccessfully) touted Global Alpha to me for the last couple of years emailed me with yet another great opportunity.  Goldman Sachs was launching a new fund which would load up on the illiquid (and believed to be) under priced mortgage bonds that funds like Global Alpha and the Bear Stearns funds wished they didn’t own.  My thought: why doesn’t Global Alpha itself exploit this great opportunity and simply “buy these from itself” and use the profits to get well? 

Note:  When a hedge fund closes the year with a big drawdown, the general partner can generally gain at the expense of the limited  partners by liquidating the current fund and launching a new one.  You’ll see this happen frequently.  Here’s why.  The general partner usually collects a management fee that is a percentage of assets, now typically 2% annualized.  In addition, the general partner collects a performance fee billed periodically that is a certain percent of the limited partners’ “new high water” profits.  This is generally charged annually, though some (frequently CTAs) charge quarterly.  If a fund has had a large drawdown since the last time the performance fee was charged, the fund must recover the losses before the general partner gets new performance fees.  Thus the general partner whose hedge fund has had a large drawdown is hurt two ways.  He finds the fund’s capital base much reduced by losses and the withdrawals they trigger, which drastically reduces the “management fee annuity.”  He also collects no performance fees until the fund reaches “new high water.”  This could take a very long time or might never happen.  Closing the old partnership and starting a new one eliminates this obligation of the general partner.

The performance fee is a call option.  For instance, suppose for simplicity a 2% management fee is charged at the end of each calendar year and no capital additions or withdrawals are allowed during the year.  Then the strike price of the call is the cumulative wealth relative of the limited partners at the start of year one, namely 1.00, and the number of “shares” that the option controls is, with a 20% performance fee, 20% of the limited partners’ starting capital.  If a year ends profitably for the limited partners (net of any management fee) the general partner exercises the call (i.e. collects his performance fee) and gets a new call with the same terms for the next year.  The strike price is again 1.00 and the number of shares is 20% of the new limited partners’ starting capital.  The interesting part is what happens when the fund closes the year with a loss.  Then, because of the “new high water” rule, if we take the strike price of the performance fee option as 1.00 for the start of the next year, the price of the underlying “stock” is the current year end cumulative wealth relative divided by the last year end cumulative wealth relative for which a performance fee was paid.  For example if at the end of year one the closing cumulative wealth relative after all general partner fees was 1.25 and at the end of year two after the general partner’s management fee the limited partners’ cumulative wealth relative is 0.80, then the limited partner capital which starts year three is multiplied by 0.98 when the 2% management fee is deducted so the general partner’s call for year three is struck at 1.00 with a starting “share price” or cumulative wealth relative of 0.98*0.80/1.25=0.6272.  The fund must then earn 1/0.6272-1=59.4% in year three just to reach the level where any new performance fees can be collected and those are only paid on the excess over 59.4%.  By closing such a fund after large losses and starting a new fund the general partner can reset the strike price of his far out of the money option so that it is once again at the money, thereby transferring to himself what may be substantial additional positive expectation.  This optionality means the expected performance fee is greater than the stated performance fee and the riskier the fund the greater the difference.

Collecting the performance fee more often is another way for the general partner to gain at the expense of the limited partner.  For instance four successive three month options on a stochastic process are generally worth more than a single one year option.  This option model of performance fees easily generalizes to a variety of performance fee schedules and to limited partners adding or withdrawing capital during the year.


For a general partner with an insignificant investment of his own in his hedge fund, this optionality of the performance fee creates a divergence of economic interests between the general partner and the limited partners.  The general partner may be encouraged to take more risk than the limited partners wish – increased risk means increased expected value for the general partner's option.  In selecting my own investments I consider this in two ways.  First I ask whether the general partner has and will maintain a substantial part of his own net worth in the fund.  As Warren Buffet asks, does he eat his own cooking?  This changes the “heads we all win, tails the limited partners lose” option into a situation where the general partner also can lose on the downside, hopefully muting his appetite for risk.  Second, I look at his historical (ex post) and his expected (ex ante) risk characteristics.  The former include measures from the lognormal or near lognormal “Gaussian” world that Nassim Nicholas Taleb aptly calls “Mediocristan.”  Among these are the standard deviation of returns, the mean, the Sharpe ratio, and the pattern of drawdowns.  If there is an appropriate benchmark so a historical alpha can be estimated, I look to see how the fund’s historical alpha has been divided between the general partner and the limited partners.  Economic theory suggests that if the fund’s alpha were known in advance for, say, the coming year, the general partner could collect almost all of it because there will always be buyers for positive alpha, no matter how small (after deducting the price of the buyers’ transaction costs, both explicit and implicit).  Common sense tells us that all our information, including historical alpha, is only a crude forecast of future alpha so we are advised to choose to invest only those funds where our expected alpha is likely to equal or exceed a desired target.  In my experience, managers who historically take a comparatively large fraction of the fund’s alpha have poorer future prospects.  Bad signs are high fees and low Sharpe ratios.  Both these tendencies have worsened for investors over the last decade, driven by the sharp increase in the demand for hedge fund products.  The way this will end, I suspect, is that hedge funds collectively will more and more become just another major asset class like equities, bonds and real estate.  Their cap weighted mean alpha will, if it hasn’t already, become zero or negative.

Note:  If alpha for a portfolio of securities drawn from those in a benchmark is measured relative to a benchmark, before costs, then mean capital weighted alpha is necessarily zero.  However investors as a group incur substantial costs.  I’ve estimated these as between two and three percent in the United States equities markets.  If so then overall U.S. equity alpha net to investors is -2% to -3% which suggests that there is a market for alphas which are negative but less so (proof: the rise of index funds) so the equilibrium alpha for hedge funds collectively could become somewhat negative if it hasn’t already.

Another test I use for possible hedge fund investments is how the fund might be affected by extreme events, which Taleb aptly calls the world of Extremistan.  Here the distributions have fat tails and are non Gaussian (see, e.g. the work of Mandelbrot), and we have events with extreme impact, unthinkable in the Gaussian world.   Some of these are expected and some are Taleb’s unexpected Black Swans.  (More precisely, this subdivision depends on the individual.  To an Aztec in the 16th century, the devastation of small pox was a Black Swan.  To a European scientist of the day it might be expected.)  As a user of the Kelly Criterion I’m especially wary of the bad events from Extremistan – the ones that could wipe me out.  As for huge positive windfalls, I am happy to collect them.  This concern about possible extreme losses has kept me from significantly leveraging my 
portfolio.
1.  The long view.
I’ve been an active participant in the hedge fund world since starting Convertible Hedge Associates in 1969 (we changed the name to Princeton Newport Partners in 1974).  At that time there were only a couple of hundred hedge funds and CHA/PNP was (1) the first market neutral fund, (2) the first quantitative fund, and (3) the first derivatives hedging fund.  Time passed, we prospered, and in the early ‘80s I began investing with other managers, primarily in hedge funds and Berkshire Hathaway.  During this time I’ve seen the impact on the hedge fund world of major world events such as the Arab oil embargo of 1974, the long period of stagflation that spanned the ‘70s, 14% T-bill interest, gold spiking to $850 an ounce and silver to $50 an ounce, wars, the end of the cold war, the Asian currency crises and the collapse of Long Term Capital Management, the S&L collapse, the dot com bubble, and now most recently the housing bubble and its aftermath.  What’s different this time and is it especially serious?

Two things are different.  First the U.S. has been on a fiscally foolish borrow and spend policy since 2001, running up massive trade deficits and a monetarily foolish policy by financing asset speculation, such as the housing bubble, with cheap money.  Second, hedge funds are a much larger asset class than before, so their role in current events is proportionately greater.  With a net worth in the one to two trillion dollar range they are a comparatively small part of the total U.S. and world net worth.  (An uninformed guess: U.S. net worth $60 trillion and world net worth $200 trillion.)  Their impact is somewhat greater because they use leverage and the implied leverage of derivatives.  Buffet and Munger think the unregulated uncontrolled size of the derivatives books could lead to an extreme bad event for the world financial systems.


Derivatives have already given the world financial structure two giant jolts.  In October 1987 world financial markets fell suddenly and precipitously when portfolio insurers attempted on a massive scale to dynamically hedge their long equity downside risk.  In August of 1998 financial markets were again threatened with destabilization when the hedge fund Long Term Capital Management collapsed.  Once again the academic theory of derivatives, with its Gaussian mismodelling of financial real world probability distributions, and its failure to consider the possible impact of major exogenous real world events, marched its robotic minions over a cliff.  The Gaussian alibi said it all.  Each of these extreme events was being quoted as having a miniscule chance per year of occurring.  Probabilities like 10-10 or 10-100 were offered and the unapologetic unabashed theorists of these disasters, sure they couldn’t happen again, popped right back into the financial advice and management business.

2.  A case study in hedge fund investing.  

With this perspective we’ll look at the performance of my own hedge fund portfolio to see how it fared, especially in turbulent times.  I’ll focus on the period from January 1997 through July 2007 because this period was more difficult.  Good hedge fund investments were more difficult to get, my stake was larger, fees were higher and performance was not as good as it had been in my earlier 1983-1996 period.

Table 1 shows the annual results of the Hedge Funds portfolio.  I have also listed results for Berkshire Hathaway for comparison as fellow columnist Bill Ziemba included it as one of the front runners in his series on great investors (Wilmott, March, May and July 2006) and I discussed my history with Berkshire Hathaway in the January 2006 issue of Wilmott.  Table 2 gives further statistics for my Hedge Funds portfolio and for BRK-A, derived from 127 monthly returns.  The annualized return for my portfolio of hedge funds of 19.51% (Table 1) and the Sharpe ratio of 2.69 (Table 2) compare favorably to those of Ziemba’s great investors.  For the period from December 1985 to April 2000, using monthly data (Wilmott, May 2006, page 15, Table 3) the mean annual returns of the great investors (except Berkshire Hathaway) ranged from 12.76 to 21.92.  The annualized Sharpe ratio ranged from 0.46 to 0.92.  Stepping ahead to the present, Yale currently appears to be the best performing of all U.S. university endowment funds.  Under the guidance of David Swenson, Yale over the last decade had a spectacular compound annual return of about 18% and a Sharpe ratio that I’d guesstimate at about 1.00.  That this was achieved with a multibillion dollar portfolio and in an institutional environment is all the more impressive.  

Figure 1 displays the log of the cumulative wealth relative for the Hedge Funds and BRK-A using monthly data.  I plotted the log of the cumulative wealth relative because that displays constant compound rates as straight lines.  A straight edge applied to the graph of the Hedge Funds (HF) suggests that the slope may be  gradually declining over the period.  Figure 1 and its companion, Figure 2, show the high volatility of BRK-A compared to HF.  It’s also easy to see how seldom HF has a significant negative month.  In 128 months, including the “bad” month of August 2007, only four months were down more than 1%, with the worst being down 2.21% in August 1998 (L.T.C.M.).
Table 1   Hedge Funds & BRK-A

	
	Hedge Funds
	Berkshire Hathaway-

Class A

	Year
	Return
CWR
	Return
CWR

	1997
	22.27%
1.2227
	34.90%
1.3490

	1998
	18.21%
1.4453
	58.36%
2.1362

	1999
	29.39%
1.8701
	-22.052%
1.6552

	2000
	23.51%
2.3098
	26.56%
2.0948

	2001
	17.21%
2.7074
	6.48%
2.2306

	2002
	21.58%
3.2917
	-3.77%
2.1465

	2003
	16.38%
3.8308
	15.81%
2.4858

	2004
	14.00%
4.3672
	4.33%
2.5935

	2005
	4.12%
4.5473
	0.82%
2.6147

	2006
	25.24%
5.6949
	24.11%
3.2452

	*2007
	15.78%
6.5935
	0.01%
3.2455

	Annualized
	19.51%
	11.77%

	August 2007
	-1.24%
	7.63%

	*January through July
	
	


Table 2   Statistics for Hedge Funds and BRK-A

	Hedge Funds
	BRK-A
	Notes

	127
	127
	Number of monthly returns

	1.51%
	1.13%
	Mean monthly return

	1.41%
	6.45%
	Monthly standard deviation

	2.69
	0.38
	Annualized Sharpe

	12.08
	1.98
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	15
	53
	Number of negative months

	20
	55
	Using normal distribution expected number of negative months

	6.25%
	30.00%
	Best month

	-2.21%
	-14.33%
	Worst month: August 1998



Figures 3 and 4 show the histories of individual hedge funds.  The “main group” in Figure 3 includes large and moderate allocations, with cumulative wealth relative again plotted on a log scale to show constant growth rates as straight lines.  Figure 4 shows additional funds with small to moderate allocations.  We weren’t able to display properly with a log scale so these are simple cumulative percent changes.  For visual reasons, not all funds are displayed in Figures 3 and 4 but those shown cover the range of outcomes I experienced.


I managed this portfolio with a simple methodology that took just a few hours a week.  In a future article I hope to discuss my approach in more detail.  I expect a continuing decline in mean hedge fund alpha and the likelihood that my results in the decade following 2007 will be less good, just as they were better in the decade prior to the 1997-2007 results presented here.
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