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Hedge Funds A Promise 
Delivered?
Robert Howie
Mercer Investment Consulting

Agenda

What have hedge funds promised?

Have they delivered?

How have they generated returns?

How have they been used by investors?

The future role of hedge funds

Can they deliver in the future?

The hedge fund promise

Efficient Frontier - Introducing Hedge Funds
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Historical analysis
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But can we trust the numbers?

Not entirely:

Even investible indices now available

Hedge fund data getting better

Only cover part of universe
Data submitted on voluntary basis
Upward bias in returns data (for fund of 
funds) may be as high 1.5% p.a.

Every investor must ultimately decide what investments to 
hold, and what weightings to give to each of them

This decision can be broken down into the answers to two 
questions as follows:

What is the correct comparison 
(benchmark) for hedge fund returns?

Q1: What would you invest 
in if you didn t have any 

views on the relative 
attractiveness of different 

investments?

Q2: How would you depart 
from this position if you do 
have views?

Your answer to Q1 tells you what your true benchmark really is

But aren t hedge funds supposed to 
be benchmark-free?

if it is expressed as an 
absolute return, it cannot 
be higher than anything 

available in money markets

This line of logic leads to a conclusion that every investor has an 
investible benchmark, whether they like to acknowledge it or not

Your answer to Q1 must be something you 
can realistically invest in:

Even if you don t respond to Q1 explicitly, it is 
inescapable that your answer to Q1 is implicit 
in your investment decisions

if it is expressed as inflation
plus a margin, the margin cannot 

be higher than anything available in 
inflation-linked bond markets
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Where have the returns come 
from?

Return

Return from 
Market Exposure

Active Return

(Alpha)
Risk-Free Rate

Asset Class 
Beta

Degree of 
Market 

Exposure

Information 
Ratio

Active Risk
Define the Risk-

Free Asset for an 
absolute strategy

Relative Value Event Driven Opportunistic

How do hedge funds make money?

Trading

Arbitrage Merger Arbitrage Global Macro

Market Neutral Distressed Debt L/S Equity

Futures 

Lower Market Exposure Higher

(Correlation)

How do hedge funds make money?

Heavily skill-based
Flexible mandates
Short-selling and leverage

Returns from active management is key:

But market risk not always obvious (or possible 
to identify separately)

equity risk
credit risk
liquidity risk
insurance risk
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Hedge fund investors

Average Allocation to Hedge Funds
Large Pension Funds and Endowments
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Hedge fund investors

High net worth investors still biggest investor base

But institutions increasingly important

Mercer clients invested $749 million in hedge funds in 2005

UK Pension Schemes

JP Morgan Fleming study in 2003 showed 8% of schemes 
invested in hedge funds

NAPF study in 2005 found it was 20%, with typical 
allocations of 5-20%

Although Mercer study which included smaller clients showed 
only 7% invested

Most investment is via funds of hedge funds

The hedge fund industry

Source: HFR
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Is there a role of hedge funds in 
liability driven investing (LDI)?

MATCHED

RETURN DRIVEN
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2.

Three primary groups of 
(pension fund) investors:

Return Driven focus on generating 
returns rather than managing risk;

Risk constrained trade-off risk and 
return to arrive at a combination that 
corresponds to return objectives within 
risk tolerance; and

Matched seek to match benchmark 
(which is usually related to the liabilities) 
as closely as possible

Hedge funds in LDI

(Market Neutral)
Hedge Funds

Futures on
(liability 

matching)
bonds and 

swaps

Liabilities plus
fund+ =

Using hedge funds as a source of 
alpha in LDI

Flexibility and additional tools (shorting and 
leverage)
Niche strategies allow managers to focus on 
specialist areas
Financial rewards for success attract talent into 
the industry

In theory, hedge funds should be able to deliver 
acceptable alpha because

The main concerns are

High fees reduce alpha
Liquidity provisions have practical implications
Lack of transparency
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The future for hedge funds

Private Equity

Hedge Funds

Traditional
Fund

Management

Trading 
less liquid 
assets

Using 
shorting, 
derivatives 
and leverage

Will hedge funds ultimately lose their distinct identity?

But can hedge funds deliver the 
goods?

 

Increasing returns Reducing returns 

Talent pool New talent from 
investment banks, 
"traditional" industry 

Average hedge fund 
manager becomes your 
average Joe 

Opportunities in 
markets 

Constant evolution Too much money 
chasing disappearing 
margins 

Fees Will they ever come down? 

 

Conclusions

Some investors in hedge funds have been 
rewarded by good returns and diversification

But the universe is large and diverse, and not all 
investment has been successful

Hedge funds have a potential role as the alpha 
source in new products

Of course, not all hedge funds managers are 
skilful

But ultimately their separate identity may disappear

Very many, perhaps even the majority, will disappoint
It is vital to be able to identify the minority that have 
true skill and are likely to deliver real alpha


