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1. Introduction and Outline of this Report

A. Introduction

The rapid growth of Liquid Alternative Investments (LAI) has had a profound effect on
all aspects of the investment management industry, effecting investors, investment
managers, and asset management companies around the world. It has blurred the
distincion between formerly segregated parts of the industrgtably hedge funds and
mutual fundg and led to competition between the various groups. It has provided
investorsi both retail and institutiondl with a new tool for their portfolios, although

many are not certain of its benefits. Investment advisors, meanwhile, have been hard at
work learning about this new area and how to incorporate it into their asset management
and advisory activities. Most recently, the growth of the industry has piquetehest

of the Securities and Exchange Commission which has issues warnings and started to
look at mutual fund companies regarding the safety of LAl and the manner in which they

are marketed.

The growth of LAl comes at a crucial time in the investmemagament industryThe

Credit Crisis of 2008 radically changed the nature of the industry, which is still reacting
to its aftereffects. Investors have become much more sensitive to the possibility of large
losses and are seeking methods to reduce dogvnsklin their portfolios. Asset
management companies that were formerly

changing their products, target clients and distribution systems. Investment advisors are
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looking for the tools to supplement and repldeetraditional 60/40 portfolio that has

served them well for 30 years prior to the Credit Crisis.

B. SeaChanges in the Investment Management Industry

The growth of LAls is one of a number of sea changes occurring in the investment
management industry, maoy them brought on by the Credit Crisis of 2008 and the
subsequent changes in financial markets and government regulation. These changes are
interlinked and promise to effect investors, investment managers, advisors, mutual fund
companies, ETFs, hedgenfils, asset management companies, and other industry
participants. We summarize some of the factors here and expand them in the subsequent

chapters.

1. Investor Challenges in the New Environment

Investorsdrive the $30 trillion investment management industhych must respond to
the needs and fears of its clients. These have changed dramatically with the aftereffects
of the Credit Crisis and the current economic environment. Some the areas of note for

the future of liquid alternative investments include tbllowing:

T The 2008 crisis has fundamentally changed
emphasis on investment returns and alpha generation to an emphasis on
diversification and downside protection (or principal preservation), especially in
the case of ateep market downdraft

1 As we discuss in detail in the second part of this report, investors have had the

investment wind in their backs for decades with strong equity markets backed by
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strong economic growth and appreciating bond markets. They are rexwigb
extremely low interest rates and slow and uncertain economic growth.

1 The result has been a rethinking of the traditional 60/40 stock/bond pottfalio
hasbeen the mainstay of investments

1 Complicating the issue is the changes in the investmanagement industry in
terms of organization and scale of the companies, the host of new products, and
the changes in the investment paradigm that has governed the industry for the past
four decadeslindividuals and institutions have been struggling teediep
portfolio strategies to meet their changing needs. The role of alternative

investments in investor portfolios has been an important part of this development.

2. Competition among Asset Management Firms

As an indication of the growing importance oftmar ket segment, t he wor
asset management firmsnutual funds, banks, hedge funds and private equity firms

are jostling to gain a strong competitive position in the LAl area with a proliferation of

products, sales, platforms and educati®he stakes are large and in some cases make or

break. At least some of the dynamics at play include:

1 Mutual funds have seen the assets they manage decline for the first time in
decades because of competition from hedge funds and ETFs

1 Actively managed mut funds have come under increasing criticism as unable
to justify their fees; these were the funds that have higher feeseantbee
valuable to mutual fund companies

1 LAls typically have fees as high as, or higher, than other actively managed mutual

funds; mutual fund companies view them as replacements for the decline in
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traditional actively managed fund assets and revenues. However, mutual funds
need to develop the tools, knowledge and culture to survive in this space.

1 Hedge funds have long eyed théd$8llion investment market that has been
monopolized by mutual funds and other regulated asset management companies.
Although the fees in this market are smaller, the potential volume makes it
potentially highly lucrative. However, hedge funds needeteelop a distribution
mechanism that can tap these customers as well as the organization and culture to
sur vive i n tAbtenvirommgniwheh neeans rdakifg a large

commitment in terms of time and money.

3. Investment Managers in the Middle

As with investors, investment managers are regrouping in the face of the events of the
Credit Crisis and the significant changes in the economic environment over the past
decade. The reigning industry paradigm of a 60/40 stock/bond portfolio has come under
attack and investment managers have had to adapt to new products and investment

strategies.

Industry surveys have shown a strong desire on the part of investment managers to use
and recommend liquid alternative investments for their clients. However, thailyeq
show that there is a strong need for training and education in how these products work

and how they fit #nto investorso6 portfolios.

" The Rise of Liquid Alternatives & the Changing Dyna
Distribution. o Citi Prime Finance. AMBya2@® 18ewSWer lad s
PWC. 2014.
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This need for investment managers to learn to adapt and grow in tHeypimbst
alternative industry has been reinforced
investigate the extent to which LAls really live up to the claims made on their behalf by
producers and advisordlo matter what the outcome of the investigation, the gauntlet

has been thrown down that investment managers need to carefully develop policies,

procedures and compliance mechanisms to handle LAISs.

C. Outline of this Report

This report$ divided into three major sections which together address the major aspects
of the liquid alternative investment phenomena from the viewpoint of investors,

investment managers and asset management companies.

Part I: Liquid Alternatives: What are they ad how do they operate?

This section documents the growth of ttd . It will look at the history, growth and
strategies pursued by LA&ad discussdsow they fit in with other parts of the

investment management indusémyd with alternative investmeritsgeneral It

examineghe mechanics of how mutual funds and ETFs functiomw they differ from

each other and from other alternative investments, and the benefits and risks associated

with eachstructure.

Part Il: Liquid Alternatives in Investment Portfolios

The second section examines the roleAif and alternative investments in general in

i nvest or sGticipnoaf thefperformance of LAlIs and hedge funds, and the
associated fees extracted by both, is examined and evaluated with retereoite

industry and academic analyses. We also examine the crucial role played by manager

selection and portfolio construction in the context of LAls and alternatives in general.
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Part 1ll: LAl and he Future of the Asset Management Industry

The thirdsection draws out the present and future changes wrought by LAI on the
investment management industoy asset management companies (mutual funds, hedge
funds, fund of hedgtinds, private equity firms, ETproviders) andntermediaries
(registered invament advisorsinvestment consultantsjutual funddistributorsand

hedge fund mketers). We look at how these actors are positioning their product and
distribution systems to take advantare¢he changes in the industry and point to the

changes that iV drive the industry going forward.

Parbkbi qui d Alternatives: Wh a t
oper?at e

lIl.  Defining the LAI Universe

A. Narrow Definition of LAl as Liquid Hedge Funds

One reason for the confusion between traditional and liquid alternatigstments is
because the dividing line is a result of only one characteristic: the degree of liquidity of
the different funds. However, this distinction obscures the many similarities between
traditional and liquid alternatives, making comparisons betwthem more difficult to

the detriment of investors who should be able to compare the gamut of alternative

investments open to them.

1. What defines a Hedge Fund?

There is no one accepted definition of hedge funds; rather hedge funds are typically

describedy a combination of characteristics that include the following:
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1 Hedge funds pool assets from multiple investors in a limited partnership structure
with a general partner and investment manager.

1 They are offered to a restricted group of investors that regatatory criteria of
gualified investors.

1 Hedge funds are limited in the extent to which they can market themselves and
can offer shares only on a basis of a private bank placement memorandum.

1 They are largely exempt from the Security and Exchange Cssioni(SEC)
regulation governing investment companies, although that has changed to some
extent for larger hedge funds with the implementation of the new Baaiuk
legislation.

1 Investors face restrictions on the redemption of their units or shares thaemna
short as three months or as long as several years.

1 Hedge funds have high investment minimums, sometasbigh as $5,000,000.

1 Hedge funds frequently stop taking in additional money from new investors.

A more meaningful approach is to highlighe most common elements among these

funds, which we argue is their common use of the strategies, tools and markets that have
become identified with hedge funds and private equity funds over the past two decades.
The chart below presents this idea inpdria form by combining traditional and liquid
alternatives into one grouping based on what they actually do: i.e., the types of strategies,

tools and market positions they adopt.

2 All About Hedge Funds, Ezra Zask, McGraw Hill: New York, 2013, pp. 4
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Exhibit .. Hedge Fund Strategies and Tools

(Traditiona)
Limited
Partnership Hedg
Funds and Privatg

Alternative Equtiy Funds
Mutual
Funds

Alternative
UCITS

Hedge Fund

and Private Other

: “Liquid"
Strategies Alternatives
and Tools

Alternative :
ETFs Equity

As a workingdefinition, we can describe alternative investments as fundbdkiabne

or more of the following characteristics:

1 They invest in assets and markets that were not part of the traditional investment
universe

1 They are thus relatively uncorrelated with thejor stock and bond markets

1 They use tools and strategies that were typically associated with hedge funds and

private equity funds, notably leverage, short selling and derivatives

Within this broad definition, there are a number of characteristics Statgliish
traditional and liquid alternatives, including liquidity, transparency, regulation, structure,

management, distribution and investors, as shown in the chart below.
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Exhibit .: Characteristics of Liquid Alternative Funds and Hedd~unds

Alternative Mutual Hedge Funds ETFs UCITS
Funds
Profile Seek to deliver hedge Actively managed Actively managed
fund-like returns portfolios that seek to portfolios of hedgdunds
without an actual maximize absolute return designed to meet the
investment in hedge portfolio objective
funds
Liquidity Daily Redemption notice and  Continuous pricing and At least bi
minimum lockup redemption monthly; in
practice, daily or
weekly
Position Level Yes with time delay  No Yes Yes, withtime
Transparency delay
Available to a Yes No No

Broad Investor
Base
Structure

Investor
Quialification

Fees

Minimum
Investment
Pricing

Tax Reporting
Transparency

Regulation

1940 Act mutual fund

Retail & Institutional

12b1, sales charge,
management fee, othe
administrative
expenses

$2,500 (taxable
accounts) / $250
(IRAs)

Daily

1099s

Higher

1940 Act limits on

structure, shorting
leverage

Limited Partnership

Quialified Purchaser /
Accreditedinvestor

Management and

performance fee (typically

"2/20"), other
administrative expenses

$250,000 to $5 million;
$1 million typical
Monthly

K-1s

Lower

Exempt from 1940
Investment Act
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1940 Act Fund

Retail and Institutional

Management and
performance fee
(typically "1/10" plus
underlyingfund fees),
other administrative
expenses

One Share

Continuous

K-1s

Lower

1940 Act limits on

structure, shorting
leverage

1940 Act limits on
structure, shorting
leverage
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B. Broad Definition of Alternative Investments: a Core/Satellite Approach

1. Liquid Alternative Investment Company Alternative Satellites

LAIC takes a broad view of alternative investments in keeping with the overwhelming
evidence that investors and investment advisors view any instrument that provides
portfolio diversification and downside protection as aaratitive to their core traditional
investments. We have identified 4 Satellites (in addition to the Core Traditional Satellite)

which comprise the building blocks of a diversified portfolio.

LAI C6s Ser vivovelguddlifnes cod pravides a database of 1400 funds

that are classified as alternatives under this broader definition. It also provides a Fund
Screener and Portfolio Builder that allows for identifying and comparing funds that meet
user criteria and for building and testi

Satellites.

Exhibit .: Portfolio Building Blocks

Alternative
Beta

Core
Traditional

Real Asse

Investment
Portfolio
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http://www.liquidaltinvest.com/

2. Alternative Investments andModern Portfolio Theory
Modern portfolio theory (MPT) is a theory of financatlattempts to maximize portfolio
expected return for a given amount of portfolio risk, or minimize risk for a given level of
expected return, by choosing the proportions of various assets. First formulated by Harry
Mar kowi t z i n hi sfolie®elmdionan thed953ourmal oeFinanieP o r t
MPT is a mathematical formulation of the concept of diversification in investing, with the
aim of selecting a collection of investment assets that has collectively lower risk than any
individual asset. Thigs possible, intuitively speaking, because different types of assets
often change in value in opposite ways. Modern portfolio theory states that any asset that
is uncorrelated (or more accurately not very highly correlated) to other assets in a
portfolio places the resulting portfolio in a more favorable position on the efficient
frontier, resulting in a portfolio that has a more favorable risk/return profile than the

original portfolio.

Exhibit .: Strategy Classification

Fund
Designations

. Hedge Fund
Core Traditional oBe un Real Assets Alternative Beta| | Enhanced Yield
Strategy
| -
[ I I I I 1
Large Cap . Alternatives Corporate Event| Directional . " . -
stocks Equity Hedged Absolute Return Multi-trategy Driven Trading Fixed Income Commodities || | Smart Beta [ | High Yield
Small Cap . : \\ Fixed Income Emerging
Stocks || LongShort Multi-Strategy Event Driven || | Global Macro Multi-Strategy Real Estate | | Momentum || markets Debt
Merger Managed
— Barclays Bond Market Neutral Multi-Manager N Futures Volatility Asset Backed
Arbitrage .
1 1  Diversified
Managed
L4 Money Market Private Equity Futures Risk Parity
Commodities
Currencies Socially
Covered Call Actively h
Managed Responsible
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3. The CoreTraditional Portfolio

The initial diversified portfolios establish
over the years, in part due to the work of Fama and French, until the development of the
Acoreo portfolio that iheiwi delvel apmemtted fby !
fact oriwhoidcen of ound t hat an investment portfo
i mproved by incorporating stocks with differ
(small v. large cap) and whether it could bareltterized as value or growth. This led to

the development of sector funds, various company size funds (ranging fromcagicto

large cap) and value and growth funds. Developed country stocks and bonds also entered

into traditional portfolios as patiis trend, resulting in the diversified core investment

portfolio.

4, Hedge Fund Strategies
While the greater part of the asset management industry was developing and using core
and nontraditional products, hedge funds and private equity funds wereapavg|
using and refining tools and strategies that would define the alternative investment
universe, notably the use of shorting, leverage and derivatives, as well as a wide
flexibility in their choice of strategies, markets and tools. The chart belos bamess
to the phenomenal growth of hedge funds over the past two decades. Despite a large
redemption in 2008, hedge fund assets are back above previous record levels, with

current assets of around $2.5 trillion.

While hedge funds and private equitywbaeen around for over 30 years, it was only
when institutional investors (and their consultants) became comfortable and overcame

their earlier reluctance to invest in alternatives that the industry experience its most rapid
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growth. The largest growth g for hedge fund investments came in the 2000s as

institutional investors overtook individuals as the largest hedge fund investors.

Exhibit .: Growth of Hedge Fund Assets Under Management

2,500

2,000

1,500
1,000
T I I

19971998199920002001 200220032004 20052006 2007200820092010201120122013

Billions of Dollars

o

Following the wide acceptance of hedge funad private equity by large segments of
the investment community it took only the development of forms and structures that

could accommodate hedge fund strategies in regulated form for the LAI industry to grow.

5. Real Assets: Commodities, Real Estate and ladtructure

The search for both additional portfolio diversification and as a potential hedge against
inflation |l ed to the introduction of dAreal a
in real estate and commodities. Many investment advisorsmandgers include these in

the alternative investment bucket. However, we treat them separately from alternative
investments because they do not incorporate the characteristics of hedge funds as

described below. LAT6 s dat abase i nc ltheskstsatedies, hulasat hat pu

separate category from alternatives.

Li quid Alternative Investments Company, LLC Page25



6. Enhanced Yield: High Yield, Emerging Markets, Asset Backed

The search for diversification and higher returns led to investments in high yield fixed

income instruments and currency strategiBlse former included not only corporate

Ajunk bondsod but also emerging mar ket debt a
products such as asset backed securities. These investments were partly intended to

provide portfolio diversification as wedis to offset the decline in interest rates during the

2000s. Currency as a standalone investment (as distinct from a hedge of international

currency exposure) was another strategy which also included carry trades and

investments in emerging market, locafrency denominated bonds.

7. Alternative Beta Strategies

Over the past several years, a group of investment strategies have been developed, almost
exclusively in the 4Act, liquid space, that are sometimes labelled as part of liquid

alternativei nvest ment s. These strategies are ofte
umbrella and include risk parity, low volatility, momentum and inverse and leveraged.

As seen below, funds that use these strategies have gained significant assets in the past
severalyears. However, as we discuss more fully below, these strategies are more

properly seen as adaptations of core and traditional investments and not as alternative

investments.

C. Hedge Funds and LAIs on the Liquidity Spectrum

Liquidity is especially importann comparing investments in general, and hedge funds
and liquid alternative investments in particular. This is true for at least two reasons.
From an investoros perspective, knowl edge of

requirement for making portiolo deci si ons about the investor
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addition, liquidity is important because of the widélkgld belief, perhaps most famously
associated with David Swensen, Chief Investment Officer of the Yale University
Endowment, that investorsatare able to invest in less liquid asserts are able to earn a

Aliquidity premiumd in the form of returns

As shown below, investments in general vary widely in the extent to which investors are
allowedtoredeeh hei r hol dings and are informed of

equity at the illiquid/opaque end of the spectrum and long only passive ETF & index

mutual funds on the other.

Hedge funds and liquid alternative investments lie in the middle ranggiiofity and
transparency, clearly distinct from private equity and long only funds. Because of their
proximity, we have designated that section

liquid investments. o0

Exhibit .: Liquid andNear Liquid Investments

o]
Alternative Mutus Long Only Mutual
Funds and ETF Funds and ETFs

O Alternative UCITS
O Hedge Funds
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e}
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>
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o
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<
o
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@
o
[

O Private Equity

Liquidity (Low to High)

3 See for exampléttp://www.ifa.com/articles/liquidity _risk_factor
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V. Comparing Performance ofedge Fundsind Liquid Alternative

Investments

The common opinion, at least in the hedge fund industry, is that liquid alternatives will
fall short of the performance of private hedge funds. The basiki§ belief has to do

with the fundamental rationale for hedge fund investments: that the limitations placed on
mutual funds, ETFs and UCITS in terms of leverage, use of derivatives, liquidity and
lockups, use of derivatives and strategy flexibilityl wrevent them from achieving the

same results as hedge funds.

A. Liquidity, Leverage and Expenses

1. Daily Liquidity is a Double Edged Sword

Dalily liquidity is undoubtedly one of the benefits of LAls. However, it may also be a
source of weakness in at ledstete ways: 1) We have no experience with how LAIs deal
with sudden market illiquidity or large redemption requests; 2) LAIs limit the extent to
which investors are able to take benefit

hold cash limits thability of LAIs to take advantage of relatively illiquid opportunities.

It is estimated that 70% of liquid alternative investment funds started after 2008, which
means that we have little experience with how they would have fared during the Credit
Crisis,especially in providing downside protection for their investors. Similarly, we have
little experience in how these funds deal with severe liquidity crises as we witnessed in
2008. In addition, LAIs are denied the ability to limit or restrict redemptiars rovide

a buffer against asset fire sale.
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The risk of large redemptions is one that needs to be taken seriously. Investors are
relatively unfamiliar with some of the strategies and derivatives used by LAlIs and many
dondét fully undgtharremmsmay follew differentspattarss thatbhe
major markets. It is conceivable that this lack of understanding could lead to sudden
large redemptions from a mutual fund or massive sales in ETFs. All but the most liquid
markets in S&P 500 or gom@ment bonds could be negatively affected if such a run were

to develop.

B. Limits on Liquid Alternativesd |l everage

Another potential drawbacks of liquid alternatives is their restriction on leverage
compared to hedge funds. Leverage is especially impddastrategie$ notably fixed

income arbitrage and market neutral strategiéisat have positions with thin profit

margins and need leverage to make the returns attractive. Although leverage is a double
edged sword that can multiply losses as wegjass, it certainly provides higher returns

when the strategy works.

Differences in the amount of leverage between funds (and this is true for hedge funds as
well as liquid alternative investments) make it difficult to separate the alpha (manager
skill) produced bythe fundfrom the betaeturn (market return) because leverage may
produce large gains that may be measured as alpha but are actually leveraged returns on
market movements. In other wordgytly leveraged strategies may seem to be

producing alpha merely because they took on additional risk through leveraging.
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In order to isolatalphafor these fundshe returns that are due to leverage need to
Abacked out 0 o multiplyingthd tatal ratlrn retwrsyuire mvetsey

leverage ratio. For example, a fund that reported 12% annual returns while utilizing 30%
leverage has an unlevered return of only 8.4% for the purposes of determining alpha
(12% x ((:30%)/1)). Of course fundshiat use higher leverage would need to discount

their returns even more.

One of the ways that hedge funds gain leverage is through the use of derivatives such as
swaps, futures and options, which often only require a margin for a fraction of their
nominalvalue. The increasing use of derivatives by mutual funds and ETFs will serve to

increase their leverage and reduce the differences between the alternative funds.

C. Return, Fees and Expenses

While the differences between hedge funds and liquid alternatiieesabove argue in
favor of lower returns for the latter, fees and expenses are assumed favor mutual funds

because of hedge fundsd incentive compensat.i

However, this conclusion has been challenged. In a broad study performed by
Morningstar, it wagound that when frorénd loads (a sales commission or fee paid to
intermediaries such as financial planners, brokers and investment advisors at the time of
sale; frontend loads are separate from fund expenses) are included, fund expenses may

be considably higher than the average hedge fund:

4fiThe Risk in Hedge Fund Strategies: Alternative Alphas and Alternative. B&¢dkam K. H. Fung and
David A. Hsieh. Centre for Hedge Fund Research and Education, London Business School, U.K. and
Fuqua

School of Business, Duke University, U.S.A.
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However, a study performed by Morningstar lookingata from 269 actively

managed liquid alternative fundasts some doubt on this claim. Morningstar

foundthat, the average fund expense r&tiothis groupis 1.91%. Potentially

more telling is the dispersion, as the top quarter has a range of 2.25% to 5.13%

with an average of 2.8%. To put this into perspective, hedge funds' much

mal igned A2 & 200 fee struncfdewsigHR quated t

Research's broadest index over a the past 15 years. If we were to include just the

front-end loads, the top quartile's average fund expenses paid increases to 3.28%

(assuming a fivgrear average holding period). In order to equate this to the hedge

fundreturn series discussed above, investors in these liquid alternative funds

would need to provide an o¥dtsized manager
One difficulty in comparing liquid alternative funds to hedge funds is that liquid
alternatives are requiredtodivige t heir expenses (in a measur
ratiioe., the ratio of expenses to the fund?®a:

in the total returns and not reported separately.

A full discussion of expenses for hedge funds and liglietnatives would take a paper
of i ts own. WAre Acvél\eManagedVaitdaéFursls Really \Korth ItA
Study on Performance of ETFs, Active and Passive Mutual Funds in Denmark, Europe
andUSA publ i shed OttaN. Eriadridhserof A@rius Univeysity,

Business & Social SciencebBhe paper addresses the impact of fees active mutual fund
performance, including liquid alternative furfdé/hile the focus is on active

management broadly, the insights into the impact of higher feevestan performance

are readily applicable to liquid alternative investmefisr more information on hedge

fund f €e Ecormmies ofiHedge Fundsdpha, Fees, Leverage, and Valuation

5 fiAlternative Mutual Fund$ A good alternative? We a |l t h Aug 17y2018 0o m.

Readmore http://erfolgsebook.de/2013/12/07/alternativgtuatfundsa-goodalternative?/

8 http://pure.au.dk/portedsh

student/files/52840410/Are_Actively_Managed_Mutual _Funds_Really Worth It A Study On_Performa
nce_of ETFs_Active_and_Passive_Mutual FundDémmark Europe_and_USA.pdf
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published in 2011 which provides andepth look at the impact éees on hedge fund

performance in the industr.

D. Comparative Performance: The Evidence to Date

The evidence on the relative performance of hedge funds and liquid alternatives is slim,
partly owing to the brief track record of liquid alternative investits and the different
manner in which expenses are accounted for. However, some recent studies bring into
guestion the assumption that liquid alternatives will necessarnlgrperform hedge

funds, at leadior some strategies.

1. Performance Drag

A recentstudy compared the performance of Alternative MMIiEnager Mutual Funds
(AMMF) to the HFR Investible Fund of Funds Index for the years 202 and 2013 and
found that, on average, the AMMF funds (listed in table below) underperformed the HFR
index by 200 basipoints a year. However, the authors point out the 1) there are
relatively few AMMFs and 2) a two year comparison may not tell the full story.

However, they also point out the investors may be willing to pay these 200 basis points
for the liquidity andransparency offered by fund of funds as compared to alternative

mutual funds

" http:/iwww0.gsb.columbia.edu/faculty/nwang/papers/hfpaper45.pdf

SAPer formance Dr agMaonfa glelrt eMuntautail v eF uMudist,io by Andrew D.
Weinberg, Beachhead Capital Management,
www.beachheadcapital.contécles/Performance%20Drag%200f%20Alternative%20Multi
Manager%20Mutual%20Funds.pdf
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Exhibit .: Performance Drag

Inception Date 2012 Performance 2013 Performance

Absolute Opportunities Fund Oct-08 -1.04% -2.36%
Absolute Strategies Fund Jul-05 0.27% -0.99%
Arden Alternative Strategies Fund Nov-12 - 6.59%
Hatteras Alpha Hedged Strategies Fund Sep-02 2.00% 10.22%
Neuberger Berman Multi-Manager Fund May-12 - 9.85%
Palmer Square Absolute Return Fund May-11 1.19% 6.08%
Principal Global Multi-Strategy Fund Oct-11 5.96% 5.46%
Russell Muln’—Stmteg}‘ Alternative Fund Aug-12 - 3.17%
Average: 1.68% 4.75%

HFRIFOF: 4.79% 8.95%

Performance Drag: -3.11% -4.20%

Full Year Performance Comparison 2012-13

The summary statistics comparing this group of AMMF and Fund of funds is presented in

the following table:

Exhibit .: FeeEquivalent Performance Drag

2012 2013

Average AMMF Return 1.68% 4.75%
Estimated All-In Fees 2.13% 2.13%
Estimated Pre-Fee Returns for Subadvisors 3.81% 6.88%
HFRI Fund of Funds Index Return 4.79% 8.95%
Estimated All-In Fees 3.70% +.74%
Estimated Pre-Fee Returns for Hedge Funds 8.49% 13.69%
Fee Equivalent Performance Drag -4.68% -6.81%

Estimated Fee Equivalent Performance Drag 2012-13
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The Case for Alternative Investment8erformancendPortfolio Benefits

E. From Alpha to Smart Beta: Changing Definitions dfiternative Investment

Performance

Numerous studies and research has been generated over the years devoted to the issues
surrounding the performance of alternative investments and their benefits to investors.
Unfortunately for investors, the conclusions of this research is often contrgdiche

issues are incredibly complex and the conclusions differ partly because the research is
often based on differing time periods and using different data. Hedge fund data has

numerous problems, some of which are discussed in Chapter X.

One of theproblems in evaluating the benefits of hedge funds is thahéasure of

performance andupposed nature of these benefits has changed over time. Since the

early 1990s hedge funds have gone through fi
when hedg funds were expected to earn outsized returns (1998) 2) Absolute

returns when hedge funds were expected to show positive returns regardless of market
movements, 3) Downside risk protection, especially during market crises aadefat

events, 4) Sarces of diversification by offering alternative betas, which differed from

traditional stock and bond market betas, and 5) and sources of alpha that differed from

other investments.

The resulting efforts of hedge funds to highlight their benefits tostiove led the

Economist to spoof hedge funds in the following article:
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FROM ALPHA TO SMARBETA

4(% ). $5 34 2A6E IS CHANGING

February 18, 2012
Dear Investor,
In line with the rest of our industry we are making some changes to

language we use in our marketing and communications. We are wr
this letter so we can explain these changes properly. Most importan

Zilch Capitalusedto ef er t o itself as a
embarrassingly clear we didn't know how to hedge. At all. So like m|
ot hers, we have embraced the t

clunky but ambiguous enough to shield us from criticism tige
aroundWe know we used to promise
would make money regardless of market conditions) but this pledge
proved i mpossible to honour- I
adjustedo retur ns raurns. Infyeans like 201,
when we delivered much less than the S&P 500, you may find that
don't talk about returns at all.

It is also time to move on fro
you've paid us such fat fees for. Upon reflattiove have decided that
we're actually much better at

already being touted at industry conferences and we hope shortly tq
able to explain what it means. Like our peers we have also started
alotabouthowwar e #fmmulattiegy o-sandcfiaap
and boasting about the benefit
approach. This is better than saying we don't really understand whdg
going on.

Some parts of the lexicon will not see style dklte are still trying to
keep alive Atwo and twentyo, t
management fees and 20% performance fees. It is, we're sure you'
important to keep up some traditions. Thank you for your continued
partnership.

Zilch Capital LL&

The Economist
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F. The Case for the Benefits of Alternative Investments

With so much at stake, the hedge fund and asset management industry has invested large
amounts of time and money documenting the benefits of hedge funds to invésters.
list below are a sampling of some of the more widely distributed research publications

from sources that are wekhown to investors and industry professionals.

Representative Studies of th®&ortfolio Benefits of Hedge Funds

1 The Value of the Hedge IRd Industry to Investors, Markets and the Broader

Economy Center for Hedge Fund Research, Imperial College, 2012; with KPMG

and AIMA

1 Hedge Funds as Diversifiers in Institutional Portfgli@®@mmonfund, August

2013

1 Apples to Apples: How to better undersidmedge fund performancalMA,

2014

M Hedge Fund Investing: How to Optimize Your Portfoliyedit Suisse2012

 Hedge Funds in Strategic Asset AllocatitlYy XOR Research, March 2014

1 Quant Corner: the ABCs of Hedge Funds: Alphas, Betas and; Rugjsr

Ibbotson, Peng Chen and Kevin Zhu, Morningstar Investment Observer

1 The Case for Hedge Fundsoldman Sachs Asset Management, 2013

1 Essentials of Alternative§uggenheim Investments, 2012
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9 The New Diversification: Open Your Eyes to Investmeat€onversation wit

ProfessoChristopher Geczy, BlackRock, 2013

From these publications, and other industry sources, the benefits that are most often

attributed to hedge funds attribute to hedge funds are the following:

1. Hedge funds provide higher returns and alpha thaer ativestments

2. Hedge funds provide absolute returns, showing positive returns under all market
conditions

3. Hedge fundprovide risk protectiomsurance because they suffer smaller
declines than other investments during market downturns

4. Hedge funds improvthe risk adjusted returns of a portfolio because of their low

correlation with other investments

The desired benefits of hedge funds are nicely summarizedcatg summarized in a

PIMCO article as follows:

Investors are beginning to more fully understand that hedge funds and alternatives
are more than just high risk/higher return investments. Instead, institutions are
taking a closer look for the purposescapital preservation, mitigating downside

risk andgenerally taking a more active approach to managing their
portfolios.Rather than viewing them as a separate asset class, institutional
investors are increasingly deconstructing alternatives into risk and attribution
themes.

In the discussion that follows, we use research material from a Goldman Sachs

publication,The Case for Hedge Fundss representative of the research that is widely

disseminated in the industry.
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1. The Performance YearsHedge Funds Provide Higher Returns
and GreaterAlpha
The analysis provided by Gol dmaumortStachs i n AT

show thathedge funds have provided greater returns over time than global equities, fixed
income and high yield securities and commoditiéswever, interm® f 1 nvest or so

expectations, the emphasis on the ability of hedge funds to significantly outperform other

o
(V)]

i nvest ments was more prevalent in the 1990
likes of George Soros and hedge fund assets were largely prawyidegh net worth

individuals.

Exhibit .: Hedge Funds Have Outperformed Most Asset Classes

Hedge Funds Have Outperformed Most Asset Classes

450% — wmmm Hedge Funds
=== (5|obal Equities

375% —— === |nyestment Grade Fixed Income E:tt:)ga':::l(llngso:ta:&er
High Yield asset classes —,
< 300% |— Commodities
=
®
o 225%
@
2
= 150%
£
3
75%
0%
-75%
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Hedge fund returns have been proxied by the Dow Jones Credit Suisse Hedge Fund Index; global equities returns have
been proxied by the MSCI World Index (hedged USD); investment grade fixed income returns have been proxied by the
Barclays Aggregate Bond Index (total return); high yield returns have been proxied by the Merrill Lynch US High Yield
Master Il Index; and commodities returns have been proxied by the S&P GSCI Total Return Index. Past performance does
not guarantee future results, which may vary.

Source: GSAM, Bloomberg, PerTrac Indices Database, www.hedgeindex.com
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Similarly, the chart below is meant to show that hedge funds provide a significant amount

of al pha, def tbhaseddactlveret®Si na se xficseksisl lof ér et ur ns
through passi v GMASRelspedtiveg, pgp Zhis tepor doés not

allow a full discussion of how alpha is isolated from beta and I{idbwever a

discussion can be found All About Hedge Fund$art 1V]

The alpha generation property of hedge funds was loudly touted for a number of years,
but the tone has declined significantly in the past few years as other benefits became

more widely discussed.

Exhibit .: Alpha Generation has Remained Strig Over Time

Alpha Generation Has Remained Strong Over Time*
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* Analysis based on the Dow Jones Credit Suisse Hedge Fund Index. Past performance does not guarantee future
results, which may vary.
Source: GSAM, Bloomberg, PerTrac Indices Database, www.hedgeindex.com
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V.  Flies in the Ointment of Hedge Fund Performance

The numerous research that indicates the benefits of alternative investments use
aggregate data provided by hedge fund, mutual fund and ETF data providers such as
Hedge Fund Research and Morningstar. At the aggregate level, it is relatively simple to
showthe benefits of hedge funds, especially if one is able to pick a strategy or time
period that buttresses an argument. However, there is much less discussion of how

investors can actually take advantage of these benéfitsther words, how can invessor

operationalize or monetize the benefits of alternative investm8ised on the reported

results, investors should be reaping large rewards for investing in hedge funds.

In point of fact, monetizing the benefits of hedge funds turns out to be an ektrem
difficult task which depends on overcoming potentially crippling obstacles. Among
these, we highlight three: dispersion of results; sustainability of performance, and

performance data issues.

A Dispersion of Hedge Fund Returns and the Importance oiNager Selection

David Swensen and many others have pointed out the wide dispersion of manager returns
and the importance of selecting top performing managers to attain the benefits imputed to
hedge funds. In fact, Swensen clearly points out that thessiog his program depends

on Yal ebs ability ttie perfatngng fund$. yrhissisnbdrneioum v e s t
the analysis presented in the following charts which show the wide disparity of returns
between hedge funds ostensibly pursuing the sarategy. However, selecting future

winners among hedge funds (or mutual funds) is exceedingly difficult, compounded by the
fact that many of the best performing funds are either closed to new investors, require

high minimum investments and/or lewf peiods, or charge high fees.
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The Goldman Sachs research report, The Case for Hedge Funds, also recognizes the
dispersion of results among managers, as indicated in the chart below. According to
Gol dman Sachsdé anal ysis, t dsntlevpquartjee annual

was a full 19.6% higher than the bottom quatrtile.

Exhibit .: Performance Dispersion Among Managers Has Been Significant

Performance Dispersion Among Managers Has Been Significant

160% [ === Spread (25th to 75th percentile)
=== Spread (5th to 95th percentile)

140% —

120% |-

100%
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Annual Manager Dispersion

g

40%

Py S A $ 4090909 Avg. 19.6%

0%
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012

Source: GSAM, HFR Database © HFR, Inc. 2013, hedgefundresearch.com. Past performance does not guarantee future
results, which may vary.

B. Hitting a Moving Target: Lack of Persistence in Performance

Having noted the importance sélecting funds that are in the top segment of hedge

funds investors are then faced with the large amount of research that shows that ranking
of performance of both hedge funds and mutual funds are not sustainable from period to
period. Paradoxically, iurns out that the familiar disclaimer that accompanies all
performance resulfsthat past performance is not indicative of future performance

turns out to be absolutely true.

Again, the same Goldman Sachs research we cited above, perhaps ironiely bell

Case for Hedge Funds, reports that a fundds
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to its peers provides very little information content for its ranking in subsequent periods.
In other words, choosing funds on the basis of their past perfoenmetfectively a

random process.

Exhibit .: Relative Hedge Fund Performance Has Not Been Persistent

Relative Hedge Fund Performance Has Not Been Persistent

Top 25th- Median- Bottom Not
Quartile  Median 75th Quartile Reporting T
Top Quartile 14% 16% 5
25th-Median o
2
a

Bottom Quartile

To Period

Source: GSAM, HFR Database © HFR, Inc. 2013, hedgefundresearch.com. Analysis covers the period
January 1990-December 2012. Past performance does not guarantee future results, which may vary.

The report summarizes these findings as follows:

Assuming that the strong performers of the past will remain at the head of their
packin the future has historically been a mistake, precluding this approach as the
primary means to vet managers. For example, looking at data over the period
199012012, only 21% of firsguartile peformers in one year remained first

guartile performers irhie next, as shown in below. Conversely, 23% of bottom
quartile peformers made the top quartile the next year. (p. 7)

SFurther research is cited in the section fALeap of
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VI. A Leap of Faith: It all Comes Down to Manager Selection and

Portfolio Construction

The combination of manager dispersion and lackesnaility (when combined with the

data problems discussed below) make it appear that reaping the benefits of alternative

investments is extremely difficult, if not impossible. It is instructive to look at how
Goldman Sachs reconciles the rosy picturbesfge fund benefits with the problems of

identifying top performing managers and finding the correct asset allocation:

Key Elements of a Hedge Fund Solution

Manager Selection

Manager selection begins with sourci

onthe breadth and depth of the relationships an investor has established with
managers, with clients, and in the
identified, a robust evaluation process must ensue. Thiegsshould be
repeatable and scalable,amd/ ol ve over timeéln many
search for a consistent story across all areas of a manager.

The exclusion of managers from coresition can be as important a result of the

é

mar ket

process as the selection o étiongpodegsasr f or mer s

defined as much by steering clear of these poor investments as by making sure to

identify the most compkhg of opportunities.

Portfolio Construction

It is imperative to have a robust process to generate an appropriate strategic asset

al ocati on consi st evastmewaobfedived andecongt@intg f ol | 00 s

and to dynamically adjust the portfolio to respond to the shteter

opportunities and chizinges the market will invariably produce. The importance
of the robustness, diptine and dynamism of the process cannot be un
derstateté (pgs. 8

This is not exactly a precise formula for the central tasks of manager selection and

portfolio construction; tasks which Goldman Sachs agrees are essential for monetizing
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the hedgefund benef i t s. o Their proposal, which 1is
in general, is to kick the ball down the field in the hopes that a vaguespaaific

Amanager selectiond and Aportfolio construct
manageperformance, lack of persistence of results, and other problems with the hedge

fund Abenefits. O However, there is strong e

impossible for most investment managers.

Difficulties in Portfolio Construction: Forecasting and Mean Variance Optimization

With the difficulties of manager selection, investment managers are forced to rely heavily

on portfolio construction, and spend enormous time and effort attempting to convince

investors of their skills in this aae The failure of portfolio optimization to provide a

solution to portfolio allocation has made portfolio construction dependent on portfolio
manager so highly subjective assessment of ec

widely different portfolios beteen various managers.

Asset allocation is a crucial component of building portfolios of hedge funds and of
overall investment portfolios. However, it is also extremely complex with no easy

solutions. While most experts admit the importance of adsegtibn, this complexity

10 Harry Markowitz, the Nobel Prize winner, points to an endemic problem with portfolio construction
when heargues that hedge funds do not provide the diversification benefits that are routinely claimed for
them as a result of their supposedly low correlation with traditional assets. According to Professor

Mar kowi t z, AThe fact ioee vdatilairstruménts,avhichandkesiherm poorend t o be
di versi fiers. An investment may have | ow correlati ol
not going to diversify the portfolio. ondgerdetater e are poi
attractive returns, o Markowitz states, fAbut when the

the excess return di s apNaekewitzattagks ldedge fund digessificatiomt o t r ou b | ¢
claims Rris DevasabaiRisk.netFebruary 26, 2014.
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means it receives more lip service that actual implementation in both the hedge fund and

investment management in general.

Broadly, there are two approaches to asset allocation: the quantitative and qualitative.
The former is bsed on the Capital Asset Pricing Model discussed above, while the latter
depends on subjective judgments by the portfolio manager. Both have severe limitations
that bring into question the abilities of most investment managers to overcome these
limitations. [In reality, however, the quantitative approach also depends crucially on

judgment calls at several crucial points.]

The Role of Forecasting in Portfolio Construction

Alt is difficult to make pr e(tiriloutedtoNess, especi al

Bohr)

AThe only function of economic forecast
r e s p e ¢c JohanKemmethdGalbraith

The point of this section is not to review the voluminous literature on the
difficulty or accuracy of economic forecagirbut to point out that crucial
elements of portfolio construction depend on forecasting, whether presented as

guantitative analysis or qualitative judgment.
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Exhibit .: Economi sts Candt Forecast for

Exhibit 4: Economists Can’t Forecast for Toffee (GDP % YoY, 4q ma)
10 -

Real GDP YoY %

Consensus
Forecast GDP

Percent
N
1

Q1-72 Q1-75 Q1-78 Q1-81 Q1-84 Q1-87 Q1-90 Q1-93 Q1-96 Q1-99 Q1-02 Q1-05 Q1-08 Q1-11

Source: Federal ReserBank of Philadelphia

The previous sections have made it clear that whether one is using a portfolio optimizer
or a more qualitative and judgmental approach to asset allocation, forecasting is a key
component of the process. The default for many portfalitder is to project historical
analysis into the future, with the assumption that the past is an indication of future

outcomesdi?

A recent paper takes financial analysts to task for misusing historical data to project
futur e per Pseudaatmematics and Fimancial Charlatanism: The Effects of
Backtest OverfittingonOwf-Sa mpl e Per f or mance, 0 the author

Jonathan M. Borwein, Marcos Lépez de Prado, and Qiji Jim Zhu, argue at length that the

11 An anecdotal, but informative, book on forecastingisr t une Tel | ers: The Story of
Economic Forecasters, by Walter Friedman, Princeton University Press, RRP£19.95, 288 pages
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typical financial model suffers fromverfitting data and rarely using out of sample data,
resulting in spurious relationships and faulty forecasting. (Notices of the AMS, Volume

61, Number 5)

Unfortunately, the standard practice for evaluating future performance and benefits of
alternativeinvestments, and indeed investing in general, is precisely to conduct extensive
analysis of historical data (often using the most sophisticated econometric models) and
project into the future based on this data. An example from the report produced by
KPMG for AIMA (The Value of the Hedge Fund Industry to Investors, Markets and the
Broader Economy) is representative of thousands of comparable analyses by academics

and industry practitioners.

The Report shows the figure below, clearly indicating that theehfdgl index

outperformed stocks, bonds and commodities between 1994 and 2011.
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Exhibit .: Hedge Fund Returns Compared to Stocks, Bonds and Commaodities

Figure 1: Hadge fund returns compared to stocks, bonds and commaodities
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Source: Cendre for Hedge Fund Rosaardy

Setting aside the complicating factors of hedge fund data discussed abaeppthe

states that this proves, with no qualificati
funds outperform the main conventional asset classes such as global stocks, bonds and
commodities. Specifically, during our sample, hedge funds deliverighest average

return and Sharpe ratio with relatively | ow

On the basis of this analysis, the report declares that hedge funds are a superior

investment choice in the future.
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ASSET MANAGEMENT INDUSTRY IN FLUX

Changes in the AsseManagement Industry

Congressod decision to exempt hedge funds fro
Company Act of 1940 effectively bifurcated the asset management industry with mutual

funds, ETFs and other regulated entities on the one side and hedgeafghprivate

equity on the other. The result was the growth of separate organization, industry

structures, expertise, personnel, and regulation. Hedge funds were distributed largely by
third-party marketers, prime brokers, hedge fund databases amefdrrdarketing by the

hedge funds themselvésin contrast, mutual funds were distributed largely by third

parties, distinct from the mutual fund Aprod
investment advisors, wealth managers and direct employees of il fiound

companies.

The development of liquid alternatives had to wait for the adaptation of mutual funds and
ETFs to incorporate the attributes of hedge funds. As we explore below, the transition is
far from complete, especially in the areas of experéind personnel, distribution and

product development.

Concentration of the Asset Management Industry

One of the most important trends in the asset management industry is the increasing
concentration of assets in a smaller and smaller number of fifhmes concentration of

the mutual fund industry, while continuing apace, was largely done in the 1980s and

2prime brokers of foamrded Crapaginttalo)i rsterowdwetsi to hedge f
them to use that prime brokersé6é services. Cap Intro
in a number of venues, including marathon conferences in exclusive retreats.
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1990s. The concentration process is well underway for hedge funds with the largest 10

hedge funds accounting for 13% of assets.

In fact, a handful ohedge funds, including Bridgewat&ssociates, Brevan Howard,
BlackRock,Och-Zzi f f and Bl ueCrest Capital Management
share of assets on behalf of pension funds, the fastest growing asset allocator to

hedge funds.

One of the key drivesrfor hedge fund concentration is the increasing importance of
institutional investors and the increased regulatory requirements imposed on hedge funds.
As the competition heats up for the expected flood of additional pension fund assets and
for liquid alternative investment funds, greater scale and concentration are likely to
continue, favoring the largest firms in the industry. In order to compete for institutional
funds, asset management companies (hedge funds and mutual funds) will continue to
build scale. In the race for liquid alternative investment funds, hedge funds will need to
continue to build out their retail distribution arms while mutual funds will need to

develop their personnel to execute hedge fund strategies and risk management.
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Exhibit .: Hedge Fund Assets Under Management by Investor

CHART 3: SOURCES OF HEDGE FUND INDUSTRY AUM
BY INVESTOR TYPE
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Fund of funds have seen declining assets under management as institutiamsiignd
offices increasingly invest directly in hedge funds and bypass fund of fund vehicles. This

trend has accelerated dramatically since the 2008 financial crisis; between 2008 and 2013
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fund of fund assets under management declined by a startling®3@8atinued outflows

are in large part a response to the extreme underperformance of fund of funds in-the post
2008 crisis period. Average fund of funds annualized returns from 2008 to 2013 were
1.55% compared to 6.88% for hedge funds, while fund of fundiMylavas only

slightly lower at 4.82% compared to 5.50%. This underperformance has made the fund of
funds fee structure difficult to justify and increasing prohibitive for investors. Fund of
funds vehicles have traditionally exacted a 1% managementbde& H0% performance
incentive fee on top of the 2% management fee and 20% performance fee charged by the
underlying hedge fund that they invest in. While fund of funds still retain a number of
benefits for investoré such as access to hedge funds thaickrsed to new investors,

better capacity to meet investor redemptions, and expertise diligence and manager
selectioni the decline in fund of funds looks set to continue. Consultants, on the hand,
have continued to see growth, largely at the expenaendfdf funds. Mercer, for

example, recently reached nearly $1 billion in assets.

The fund of funds model has spilled over into liquid alternative investments, a substantial

number of whnoam aagreer ofi Mfuulntdis, many of whom

1 Dataon fund of fund assets and performance relative to hedge funds compiled by Eurekahedge.
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