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Summary

Portfolio Strategy

The exclusive nature of hedge funds, available only to institutional and wealthy
(accredited) investors, makes many small individual investors wish they had
access to this exotic asset.

Over the last 10, 15, and 20 years, an exposure to global stocks (bonds) of 31.0%
(69%), 24.5 (75.5.%), and 23.7% (76.3%), would have matched the volatility of
hedge funds while producing higher returns.

Gold has provided more downside protection than have hedge funds.

Hedge fund performance has deteriorated over the past 20 years as markets
became more efficient and their trades become more crowded.

Individual investors do not seem to have much of a reason to cry for lacking
access to hedge funds.
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Be Thankful You Don’t Have Access to Hedge Funds

Hedge funds are investment pools that are relatively unconstrained in what they
do. They are relatively unregulated (for now), charge very high fees, will not
necessarily give you your money back when you want it, and will generally not tell
you what they do. They are supposed to make money all the time, and when they
fail at this, their investors redeem and go to someone else who has recently been
making money. Every three or four years they deliver a one-in-a-hundred year
flood. They are generally run for rich people in Geneva, Switzerland, by rich
people in Greenwich, Connecticut.

— Cliff Asness

The exclusive nature of hedge funds, available only to institutional and wealthy
(accredited) investors, probably makes many small individual investors wish they
had access to this exotic asset. As you review the evidence you will see that they
don’t know how lucky they are that they don’t have access.



William Bernstein, author of the minibook “ Skating Where the Puck Was: The
Correlation Game in a Flat World,” examined the returns of hedge funds, applying a
three-factor analysis to the Hedge Fund Research Global Returns series for the
period 1998 through 2012. Bernstein found that while hedge funds did produce large
alpha in the first third of the period, as investor assets chased those returns, alpha
shrank and then turned negative. From 1998 through 2002, hedge funds produced
an incredible alpha of 9.0%. However, from 2003 through 2007, their alpha went to
-0.7%. And from 2008 through 2012, the alpha became -4.5%. The performance of
hedge funds deteriorated as competition increased and their trades became
crowded. Keep this in mind as your review the results over the last 10, 15, and 20
years.

Javier Estrada, in his paper “ No Hedge Funds, No Cry,” examined the performance
of hedge funds over the 10-, 15- and 20-year periods ending in 2020. His sample
consisted of the HFRI Composite Index of hedge funds, (a different index than the
aforementioned HFRX Index), the S&P 500 Index of U.S. stocks, the Bloomberg
Barclays U.S. Aggregate Index of U.S. investment-grade bonds, the MSCI ACWI
Index of global stocks, the Bloomberg Barclays Global Aggregate Index of global
investment-grade bonds, and gold prices. Following is a summary of his findings
using U.S. equities for the comparison with stocks and U.S. bonds in a 60-40
portfolio:
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Over the last 10-year period, the annualized return of hedge funds (4.2%) was far
lower than that of stocks (13.9%) and a 60-40 strategy (10.0%), albeit with lower
annualized volatility (6.1% for hedge funds versus 13.5% for stocks and 8.0% for
the 60-40 strategy). They also produced lower risk-adjusted return than both
stocks and the 60-40 strategy (0.20 compared to 0.30 and 0.36, respectively).

Over the last 15 years, hedge funds underperformed stocks and the 60-40
strategy in terms of return (4.7% versus 9.9% and 8.1%), though they exposed
investors to lower volatility (6.6% versus 15.1% and 9.0%). In terms of risk-
adjusted return, hedge funds underperformed the 60-40 strategy and slightly
outperformed stocks (0.21 compared to 0.27 and 0.20).

Over the last 20 years, hedge funds again underperformed both stocks and the
60-40 strategy in terms of return (5.5% versus 7.5% and 6.9%) but again exposed
investors to lower volatility (6.3% versus 15.1% and 8.8%). Over this period, on a
risk-adjusted basis, hedge funds outperformed both stocks and the 60-40 portfolio
(0.26 versus 0.16 and 0.23). Keep in mind that the performance deteriorated as
their assets under management increased. Over the last 10, 15, and 20 years,
portfolios with an allocation of 44.8%, 42.9%, and 42.3% to stocks matched the
volatility of hedge funds and produced a higher return.

Estrada also examined the downside protection provided by hedge funds. Following
is a summary of his findings:

Over the worst 12 months during the 20-year period, the average loss was -9.9%
for stocks, -5.6% for the 60-40 portfolio, and -3.2% for hedge funds. Gold
averaged a gain of 1.5%, providing superior downside protection to that of hedge
funds.

Over the worst six quarters during the 20-year period, the average loss was
-16.8% for stocks, -8.2% for the 60-40 portfolio, and -6.9% for hedge funds. Gold
averaged a gain of 5.4%, providing superior downside protection.

Over the worst four calendar years during the 20-year period, the average loss
was -18.9% for stocks, -8.9% for the 60-40 portfolio, and -5.2% for hedge funds.
Gold averaged a gain of 7.9%, providing superior downside protection.



International Evidence

Estrada noted that the superior downside protection of gold relative to hedge funds
should not have been surprising because, although hedge fund managers typically
stress their goal of delivering uncorrelated returns, the correlation between hedge
funds and stocks was a very high 0.89, 0.85, and 0.83 over the last 10, 15 and 20
years. On the other hand, the correlation of gold to stocks was 0.08, 0.06, and 0.04.

Estrada also examined the performance using global equities for stocks and for the
60-40 portfolio. Given the very poor performance of international equities over the
last 20 years (over the period 2001-2020, while the S&P 500 Index returned 7.5%
per annum, the MSCI EAFE Index returned just 5.0%), it is not surprising to see that
hedge funds performance looks somewhat better when a global equity portfolio is the
benchmark:

For the 10-year period, hedge funds underperformed, producing a risk-adjusted
return of 0.20 versus 0.21 for global equities and 0.23 for the global 60-40
portfolio.

For the 15-year period, hedge funds outperformed, providing a risk-adjusted return
of 0.21 versus 0.16 for global equities and 0.19 for the global 60-40 portfolio.

For the 20-year period, hedge funds outperformed, producing a risk-adjusted
return of 0.26 versus 0.14 for global equities and 0.19 for the global 60-40
portfolio.

Over the last 10, 15, and 20 years, an exposure to global stocks of 31.0%, 24.5%,
and 23.7%, with the rest in global bonds, would have matched the volatility of
hedge funds and produced higher returns.

His findings led Estrada to conclude: “Individual investors do not seem to have much
of a reason to cry for lacking access to hedge funds.” He added that his conclusions
were unchanged using the asset-weighted returns of hedge funds. It’s important to
add that the underperformance of hedge funds is even before accounting for their
lack of liquidity (for which investors should require a risk premium) or considering
their lack of transparency.



This article was written by

Larry Swedroe
2.96K Followers

Larry Swedroe is director of research for Buckingham Asset Management (www.investmentadvisornow.com),
a Reg... 

Disclosure: I/we have no positions in any stocks mentioned, and no plans to initiate any positions within the
next 72 hours. I wrote this article myself, and it expresses my own opinions. I am not receiving compensation
for it (other than from Seeking Alpha). I have no business relationship with any company whose stock is
mentioned in this article.

11 Likes 15 Comments

Like This Article Share Print Comment

Important Disclosure: The information contained in this article is for educational
purposes only and should not be construed as specific investment, accounting, legal
or tax advice. The analysis contained in this article is based upon third party
information available at the time which may become outdated or otherwise
superseded at any time without notice. Certain third-party information is based upon
is deemed to be reliable, but its accuracy and completeness cannot be guaranteed.
By clicking on any of the links above, you acknowledge that they are solely for your
convenience, and do not necessarily imply any affiliations, sponsorships,
endorsements or representations whatsoever by us regarding third-party websites.
We are not responsible for the content, availability or privacy policies of these sites,
and shall not be responsible or liable for any information, opinions, advice, products
or services available on or through them. The opinions expressed by featured
authors are their own and may not accurately reflect those of the Buckingham
Strategic Wealth®, Buckingham Strategic Partners® (collectively Buckingham
Wealth Partners). LSR-21-57

Follow

more

https://seekingalpha.com/author/larry-swedroe?source=content_type%3Areact%7Cfirst_level_url%3Aarticle%7Csection%3Amain_content%7Csection_asset%3Aauthor_follow_bottom%7Cbutton%3Aavatar
https://seekingalpha.com/author/larry-swedroe?source=content_type%3Areact%7Cfirst_level_url%3Aarticle%7Csection%3Amain_content%7Csection_asset%3Aauthor_follow_bottom%7Cbutton%3Aname

