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Warsaw School of Economics

PERFORMANCE RELATED COMPENSATION
FACTORS IN THE ACTIVITY OF GLOBAL
HEDGE FUNDS

Summary: Performance related compensation (skewed toward the attainment of predefined
target rates) is a critical incentive attracting and retaining talent by the hedge fund industry.
The hedge fund community is still recovering from the recent global and regional crises that
have put hedge fund managers’ skills to a veritable test of ingenuity and endurance. Hedge
funds’ basic emoluments did not substantially deviate from those of other forms of institu-
tional investment where compensation mechanisms are more conservative. Prolonged failure
to reap performance related benefits is likely to alter the business philosophies and alloca-
tion policies of most hedge funds, especially in light of mounting operating and competitive
pressures. In particular, scale related factors might stifle innovation embodied by hedge fund
startups.

Keywords: hedge funds, performance, incentives, compensation, systemic stability

1. Introduction

Hedge funds have emerged and consolidated as an innovative subset of institutional
asset management and have been increasingly reliant on attracting, retaining and
motivating high-caliber managerial talent. Most research studies focused on hedge
fund performance and regulatory initiatives following the last global financial crisis
have centered on hedge funds’ interaction within the global financial system.

This paper examines endogenous factors affecting hedge funds’ performance
and sustainability. The findings appear to demonstrate that hedge funds’ overem-
phasis on performance related compensation (combined with lackluster absolute or
benchmarked returns) is likely to result in more aggressive styles and policies to be
adopted by numerous funds and in erecting barriers to entry for new fund launches.
Such (potentially destabilizing) future outcomes should alert financial industry poli-
cymakers and regulators.
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2. Hedge fund definition, evolution and performance

Hedge funds are collective investment schemes that “aim to meet high targeted
returns (absolute returns) using aggressive trading strategies, often across several
asset classes” [FT Lexicon 2012], cf.: [Webster 2012; UBS 2012].

Hedge funds are usually branded as alternative asset managers, cf. [Wisniew-
ski 2011]. As such, they are expected to offer returns uncorrelated with those fetched
by traditional assets (e.g. equities and fixed income instruments) — a claim revisited
subsequently in this paper. Such a characteristic should, in theory, enhance the di-
versification and (risk adjusted) efficiency of general investment portfolios, cf. [Bac-
mann, Gawron 2004]. In view of a myriad of investment strategies (styles), privi-
leged access to managerial brainpower and state-of-the-art technical infrastructure,
as well as (generally) lower regulatory or fiscal impediments, hedge funds should
remain fairly immune to cyclicality (represented by other asset classes). In reality,
hedge fund activity (measured by the number of funds in operation as well as assets
under management, AuM) has contracted substantially since the onslaught of the
global financial crisis of 2007-2009 and is still recovering to pre-crisis levels, mim-
icking the supply/demand flows relative to traditional investments (Figure 1).
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Figure 1. Evolution of global hedge fund activity: number of funds and assets under management
(in US$bn) in 2002-2012

Source: [Maslakovic 2013].

As evidenced by Figure 2, in 2002-2012 global hedge funds’ returns displayed
remarkable correlation (e.g. the Pearson product-moment correlation coefficient at
0.91) with the broad index of U.S. stockmarket listed equity (the Standard & Poor’s
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500, S&P 500). Such a striking level of commonality between active (hedge funds)
and passive (indexed) returns attests to a rather unimaginative practical employment
of diverse investment strategies by most global hedge funds, despite pretensions
of unorthodox thinking contained in most investor relevant disclosure. A slightly
redeeming feature is the visibly lower drawdown of hedge fund performance at the
bottom of the last global financial crisis (in 2008).
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Figure 2. Annual percentage performance (year over year) of global hedge funds
(plotted against S&P 500 index returns) in 2002-2012. The dotted line shows both returns
at the bottom of the last global financial crisis.

Source: [Maslakovic 2013].

The use of financial leverage (a.k.a. gearing), broadly viewed as a systemic risk
for the hedge fund universe [FSA 2011], quantified here as gross market exposure as
a percentage of AuM (at year-end), mirrored return patterns throughout 2001-2012.
It consistently hovered above the 100% threshhold, remaining fairly modest by hi-
storic standards, cf. [U.S. Treasury 1999], and spiking (to 167%) in the runup to the
global financial depression (Figure 3).

Figure 4 offers a glimpse into the interplay between global hedge funds’ launch-
es and liquidations. Evidently, the global hedge fund industry is now operating at a
positive net balance (backed by a generally improved investment outlook). Due to
constraints illustrated throughout this paper, the industry is yet to meet the peak of
its activity from before the last global economic turmoil.
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Note: financial leverage calculated as gross market exposure (as a percentage of AuM).
Figure 3. Global hedge funds’ use of financial leverage (gearing) in 2001-2012
Source: [Maslakovic 2013].
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Source: [Maslakovic 2013].
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Such a harsh business environment led to massive fund closures. As Figure 5 de-
monstrates, one witnessed a consistent, decade-long trend toward increased attrition
among global hedge funds. For reasons highlighted later on in this paper, launching
and operating hedge funds has since become an unprecedently daunting task.
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Note: financial leverage calculated as gross market exposure (as a percentage of AuM).
Figure 5. Global hedge funds’ percentage attrition rates (relative to all active funds) in 2002-2011
Source: [Maslakovic 2013].

3. Hedge fund compensation: uniqueness, structure
and implications

While the calculation of fixed fees by hedge funds does not substantially differ from
other types of collective investment vehicles, hedge funds’ particular focus on per-
formance oriented incentives, combined with co-investment by their managers (vir-
tually nonexistent in most other types of institutional investment), are distinctive
features of the hedge fund and private equity businesses (Table 1).
Historically, hedge funds charged investors the following average levies (as per
the commonly known as the “two-and-twenty” rule):
— a 2% flat management fee (off the total assets under management)
and
— a20% success fee (applicable to any returns in excess of a predetermined rate
(commonly referred to as the target/hurdle/minimum rate).
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Table 1. Compensation mechanisms in collective investment schemes

Name Fixed (elements) Performance related (elements)
Pension Funds (PFs) |yes (front-end loads, back-end loads and | usually no
management fees)
Mutual Funds (MFs) |yes (front-end loads, back-end loads and | usually no
management fees)

Sovereign Wealth yes limited (varied from fund to fund)
Funds (SWFs)

Private Equity Funds |yes (payable annually by limited part- | usually yes (carried interest, hur-
(PE) ners to the fund manager) dle rates applicable)

Exchange Traded yes (front-end loads, back-end loads and | no

Funds (ETFs) management fees)

Hedge Funds (HFs) | yes (management fees) yes (performance fees, hurdle

rates applicable)
Insurance Funds (IFs) |yes (front-end loads, back-end loads and | limited (fund specific)
management fees)

Source: own elaboration based on data from: [Pensions Institute 2012; Morningstar 2012; SWF Institu-
te 2012; EVCA 2012; Morgan McKinley 2012; The ETF Institute 2012; Insurance Information
Institute 2012].

Occasionally, fee structures tended to respond to fund specific supply/demand
factors and reflected their managers’ performance records, professional visibility,
fund styles and other (broader) competitiveness drivers.

The target (hurdle/minimum) rate used for calculating performance related com-
pensation is usually negotiable between a fund and a client. In practice, the following
methods have been applied [Eurekahedge 2012]:

— benchmark: commonly a predefined rate accounting for fund and client specific
expectations as to the opportunity cost of capital (often in the double digit ran-
ge);

— high watermark: before performance related compensation is paid to the hedge
fund manager, they will have to demonstrate that they have consistently outper-
formed all historical returns.

As highlighted in Appendix 1, such a mechanism of compensation is coming un-
der increased pressure due to technical, competitive and scale related factors. In con-
temporary practice, the highest empirical management fee level amounts to 1.76%
(for franchise, i.e. large institutions).

Poor performance records in the hedge fund business undermined their appeal
relative to other segments of institutional management. According to survey based
empirical data compiled in Appendices 2-5 [Morgan McKinley 2012], the average
basic remuneration of hedge fund professionals (in various positions) in 2011 did
not ostensibly outstrip their opposite numbers in other segments of institutional ma-
nagement.
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Such a combination of motivation factors is likely to result in several tendencies

throughout the hedge fund industry:

more fund closures: given lofty salary expectations and high costs incurred by
hedge fund managers and their primary focus on performance related incentives,
if the target rates are not met, many funds will end up going out of business;
creative and aggressive reporting: mediocre past performance and dim salary
prospects might induce certain hedge fund managers to resort to creative and
aggressive reporting in order to boost returns to the extent which helps them
attain their targets;

manager migration: hedge funds managers’ skills and experience (commonly
regarded as relatively sophisticated) can be employed in other segments of the
institutional management sector: prolonged periods of sluggish earnings and sa-
lary growth will cause the most talented and experienced managers to seek jobs
outside the hedge fund universe;

over-aggressiveness: the emphasis of hedge fund compensation on performance
related factors might cause some managers to favor over-aggressive allocation
strategies (including but not limited to the excessive use of financial leverage);
litigation: as the attainment of target rates becomes increasingly precarious and
the financial stability of numerous hedge funds rather questionable, fund mana-
gers and their clients will be more inclined to resort to litigation (especially in
borderline cases);

judicial arbitrage: contrary to many expectations, more rigorous regulation of
hedge fund activity (e.g. via the Alternative Investment Fund Managers Directi-
ve, AIFMD and the Dodd-Frank Wall Street Reform Act) is likely to force many
funds out of their home jurisdictions (i.e. Europe and the U.S., respectively) of-
fshore, thereby reducing the roles played by Europe and the U.S. in global insti-
tutional management, cf. [Kamal 2012];

barriers to entry and to fund innovation: as nascent hedge funds are finding it
more and more difficult to cover operating expenses and attain the critical mass
needed to break even (currently estimated at US$300m of AuM), launching star-
tups has become highly problematic, especially against a backdrop of lackluster
investment performance by most historical funds and their managers.

4. Hedge fund compensation structures: the broader setting

The aforementioned characteristics of the recent activity of global hedge funds coin-
cide with broader systemic transformations in institutional management. The most
significant changes can be summed up as:

rising correlations among asset classes and individual investments: the corner-
stone of successful (risk adjusted) investment by hedge funds is exploiting mar-
ket inefficiencies via complex (often synthetic) trading strategies: as interdepen-
dence among asset classes and individual instruments is growing (partly due to
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intense automated/algorithmic trading as well as the unprecedented spread of
exchange traded and index funds), the daily job of an average hedge fund mana-
ger has become by far more challenging, cf. [Sullivan, Xiong 2011];

— politics: inferior performance shown by most global hedge funds can (in part) be
blamed for the European sovereign debt crisis and other politically induced
events — while many hedge fund managers overtly claim to be able to identify
and tap investment potential existing in such occurrences, capitalizing them into
solid returns can be highly difficult;

— behaviorisms: contemporary institutional management is riddled with behavioral
and emotional reflexes and anomalies, which make any rationally based invest-
ment decisions (including those assisted by state-of-the-art quantitative and qu-
alitative modeling) increasingly dependent on volatility (whose patterns are har-
der than ever to project);

— compliance rigors: regulatory reforms enacted in the wake of the last global fi-
nancial crisis and aimed at more transparency among alternative asset managers
have led to higher commitments to personnel, time and reporting — translating
into additional operating costs.

5. Conclusions

The sustained underperformance of numerous global hedge funds is sending a ripple
effect across the entire industry. Over-reliance of most hedge funds and their mana-
gers on performance related incentives will force many of them out of business,
prompt them to adopt more aggressive strategies and/or reporting standards or mi-
grate out of the industry. Regulatory measures applied to hedge funds in the wake of
the global financial and European sovereign debt crises have so far concentrated on
transparency and capital adequacy routines. By far more scrutiny will have to be
directed at the impact of remuneration lopsided toward performance related incenti-
ves on the sustainability of the hedge fund industry and its socioeconomic environ-
ment. This, coupled with management charges trailing operating costs, will further
polarize the industry: consolidating the position of leading institutions and limiting
the entry of new funds.
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CZYNNIKI WYNAGRODZEN UZALEZNIONYCH
OD WYNIKOW ZARZADZANIA W DZIALALNOSCI
GLOBALNYCH FUNDUSZY HEDGINGOWYCH

Streszczenie: Wynagrodzenie uzaleznione od wynikow inwestycyjnych (tj. osiagnigcia
ustalonych stop zwrotu) stanowi zasadniczy czynnik atrakcyjnosci i stabilno$ci
zatrudnienia wérdd funduszy hedgingowych. Segment ten wcigz stara si¢ uporaé ze
scheda po ostatnich kryzysach, ktore poddaty umiejetnosci zarzadzajacych prawdziwemu
testowi nieszablonowosci i determinacji. Zasadnicze uposazenia pracownikoéw funduszy
hedgingowych nie odbiegaly znacznie od innych instytucji bankowosci inwestycyjnej,
w ktorych mechanizmy motywacyjne sa bardziej statyczne. Trwata niezdolno$¢ funduszy
hedgingowych do uzyskiwania wynagrodzen opartych na wynikach inwestycyjnych
(przy wzro$cie kosztow operacyjnych oraz konkurencji) przyczyni si¢ do zmiany filozofii
i polityki alokacyjnej tych podmiotow. W szczegodlnosci czynniki skali moga hamowaé
rozwoj miodych, innowacyjnych funduszy.

Slowa Kkluczowe: fundusze hedgingowe, wyniki inwestycyjne, czynniki motywacyjne,
wynagrodzenia, stabilno$¢ systemowa.
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Appendix 1. Relationship between global hedge fund types and sizes (AuM in US$m): horizontal,

and management fees (in%): vertical in 2013
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Note: the emerging, institutional and franchise hedge fund classes are based on the empirical distri-
bution of hedge fund assets under management (not by formal classification).

Source: [City Prime Finance 2013].

Appendix 2. Average basic salaries (per annum) for City hedge fund professionals in 2011

(in GBP’000)

Department/Role (years of industry experience) A(r(l)zi12y)st (QT;P) (;]_I;) D(l7ric (‘;())r MD (10+)

Fund/Portfolio Manager 35-40 | 40-60 | 60-80 | 80-120 120+
Client Portfolio Manager/Investment Specialist/
Product Specialist 35-42 | 42-65 | 65-75 | 75-100 | 100-130
Equity Research Analyst 30-40 | 40-60 | 60-80 | 80-110 | 110-130
Economist/Investment Strategist 28-37 | 37-55| 55-70 | 70-110 | 110-150
Portfolio Construction 32-41 | 41-55| 55-70 | 70-85 85-100
Trader 25-37 | 37-50 | 50-70 | 70-90 90-110
Product Development 35-40 | 40-55 | 55-75 | 75-100 | 95-120
Sales/Business Development 25-32 | 32-50 | 50-75 | 70-100 100+

Note: Assistant Vice President (AVP), Vice President (VP), Managing Director (MD).

Source: [Morgan McKinley 2012].
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Appendix 3. Average basic salaries (per annum) for City asset management professionals in 2011

(in GBP°000)

Department/Role (years of industry experience) Analyst |~ AVP vr Director MD
(0-2) (2-5) (5-7) (7-10) (10+)
Fund/Portfolio Manager 40-50 50-65 | 65-100 | 100-130 130+
Client Portfolio Manager/Investment Specia- 40-47 47-65 65-95 | 95-110 110+
list/Product Specialist
Research Analyst 35-45 45-65 | 65-95 | 90-120 120+
Investment Analyst (Fund of Funds) 30-42 42-60 60-80 | 75-110 110+
Investment Strategist/Economist 30-40 40-55 55-80 | 80-120 120+
Trader/Dealer 35-40 | 40-55 | 55-80 | 80-110 110+
Product Development 35-40 | 40-55 | 55-80 | 80-110 110+
Sales/Business Development 28-35 35-50 | 50-80 | 80-120 120+

Note: Assistant Vice President (AVP), Vice President (VP), Managing Director (MD).

Source: [Morgan McKinley 2012].

Appendix 4. Average basic salaries (per annum) for City corporate finance professionals in 2011

(in GBP’000)

Department/Role (years of industry experience)

Level Analyst Associate VP Director
1 40-50 70-80 100-120
2 45-55 80-95 110-130 135-200
3 50-63 90-100 120-140

Note: Vice President (VP). Note: typically, in corporate finance there is one level of directorial

positions.

Source: [Morgan McKinley 2012].

Appendix 5. Average basic salaries (per annum) for City private banking professionals in 2011

(in GBP°000)

Department/Role Analyst | AVP VP .
(of iné)ustry experience) (0-2y) (2-5) (5-7) Director (7-10) | MD (10+)

Private Banking 30-45 | 45-75 | 75-110 100-150 120+
Fund/Portfolio Manager 35-40 | 40-65 | 65-85 85-110 110-130
Investment Advisor/Consultant 30-42 | 42-60 | 60-80 80-120 120+
Product Specialist 30-40 | 40-65 | 65-85 85-100 100+
Research Analyst 30-42 | 42-55 | 55-70 70-80 80-100
Investment Analyst (Fund of Funds) 30-42 | 42-55 | 50-65 65-75 75-90
Investment Strategist/Economist 30-35 | 35-45 | 47-54 55-65 75-90
Trader/Dealer 35-40 | 40-48 | 48-65 65-90 90+
Sales/Business Development 35-42 | 42-55 | 60-75 75-100 100+
Product Development 35-42 | 42-55 | 55-80 80-100 100-120

Note: Assistant Vice President (AVP), Vice President (VP), Managing Director MD).

Source: [Morgan McKinley 2012].



