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 GENERATION TWO LIQUID ALTERNATIVES: 

STARTING POINT:  HOW 

INSTITUTIONAL INVESTORS ADD 

HEDGE FUNDS TO THEIR 

PORTFOLIOS 
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STEP 1: BUILD CAPITAL MARKET ASSUMPTIONS 

STEP 2: CREATE EFFICIENT FRONTIER 

 

 

 

STEP 3: DETERMINE ALLOCATION TO: 
BUCKET 

 

 

                                                           
1  For simplicity, we use “hedge funds” in the most general sense; however, the same process applies to specific alternative categories, like equity 

long/short, managed futures, relative value, etc.   
2 There are myriad well documented issues with the construction of hedge fund indices, including selection and other biases.  That said, the 

indices are still the best way to estimate long-term hedge fund performance, and allocators can make their own adjustments to correct for 

these issues. 
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HOW INSTITUTIONS FILL THE “HEDGE FUND BUCKET” 

tracking

dispersion

The point is that picking a single hedge fund is 

fraught with risk.

HOW THIS PROCESS BROKE DOWN WITH GENERATION ONE LIQUID ALTERNATIVES 
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Figure 1 - Annual Spread Between Top and Bottom Decile  
Hedge Funds in the HFR Database (2000-2016) 

OBJECTIVE IS TO MATCH 
OR OUTPERFORM THE 
HEDGE FUND INDEX 
WITH CLOSE TRACKING 
OVER TIME. HEDGE 

FUNDS 
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1. STRUCTURAL OR SYSTEMIC UNDERPERFORMANCE OF SOME LIQUID ALTS RELATIVE TO HEDGE FUNDS 

                                                           
3  The performance of the multi-manager mutual funds is an equal-weighted composite and assumes monthly rebalancing. 
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Figure 2 - Generation One Multi-Manager Funds 
Delivered Half the Performance of Funds of Hedge Funds 
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Figure 3 - CTA Mutual Funds Have  
Underperformed CTA Hedge Funds by 2.7% per Annum 
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2.  FEES THAT ARE “LOW RELATIVE TO HEDGE FUNDS” 

CAN STILL BE PROHIBITIVELY EXPENSIVE 

3.  DISPERSION OF SINGLE MANAGER FUNDS 

                                                           
4 Financial Times: The Hedge Fund Fee Structure Consumes 80% of Alpha 

UNABLE TO INVEST IN A DIVERSIFIED

PORTFOLIO OF HEDGE FUNDS,

RETAIL PORTFOLIOS TYPICALLY

PICKED A SINGLE MUTUAL FUND TO

FILL THE “BUCKET”MUTUAL 
FUNDS

HEDGE 
FUNDS

http://dynamicbeta.com/financial-times-the-hedge-fund-fee-structure-consumes-80-of-alpha/?utm_source=rss&utm_medium=rss
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GENERATION TWO: PERFORMANCE, COST AND CONSISTENCY 

 

HOW HEDGE FUND “REPLICATION” OFFERS A PROVEN “GENERATION TWO” SOLUTION 

1.  PERFORMANCE 2.  COST 3.  CONSISTENCY 

Match or outperform
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Figure 4 - Liquid Alt Mutual Fund Dispersion is 10x that of Many 
Traditional Strategies 
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CONSISTENT OUTPERFORMANCE RELATIVE TO THE EQUITY 
HEDGE “BUCKET” LEADS TO MASSIVE INFLOWS…

...FOLLOWED BY 30% UNDER-
PERFORMANCE AND 

OUTFLOWS OF $20+ BN

Figure 5 - Rise and Fall of the Marketfield fund 

✓ Match or outperform “bucket” 
✓ Low cost 
✓ High consistency 

HEDGE 
FUNDS 

PERFORMANCE OF A DIVERSIFIED POOL OF HEDGE FUNDS IS 
REPLICATED WITH LOW COST, LIQUID FUTURES AND/OR ETFS 
IN A MUTUAL FUND OR ETF WRAPPER FOR A “ONE STOP,” 
LOW COST SOLUTION 
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Figure 6 - Hedge Fund Replication Beat Hedge Funds Over the Past 10 years 

A BRIEF DISCUSSION OF THE 

CONTROVERSY ABOUT HEDGE 

FUND REPLICATION 
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Figure 7 - A Simple Replication Portfolio Can Outperform  
with High Correlation to the Bucket 
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CONCLUSION 


