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The History of Hedge Funds

The first hedge fund: Alfred Winslow Jones (1949)
Limited Partnership (exempt from ’40 Act)
Long-short strategy
20% of profit, no fixed fee
Used short positions and leverage

“Hedge Fund” (Fortune magazine 1966)
Tiger Fund (Institutional Investor 1986)
George Soros $3.2Billion raid on the ERM (1992)
CalPERS (2000)



Financial Risk
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Effect of Diversification: Hedge Funds
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Operational Risk
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Institutions love FoF

Spectacular growth of Funds of Funds

2000: 15% of all Hedge funds were FoF
2003: 18% of all Hedge funds were FoF
2005: 27% of all Hedge funds were FoF

Institutional attraction of Funds of Funds
Risk management
Due diligence



Funds of funds are different
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Willingness to pay argument

New Yorkers wait 
half an hour to 
cross the Brooklyn 
Bridge to avoid a 
$4.50 toll
We infer that New 
Yorkers value time 
at less than $9.00 
an hour



Funds of Funds and the Market
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FoFs dominate the market in 
period of study
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Median Monthly Returns by Year
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Median Sharpe Ratios by Year

0.2130.1100.2232005
0.3170.0550.3972004
0.6110.4130.8622003
0.0710.0990.0422002
0.1160.1620.1392001
0.1320.0760.1142000

All Hedge 
Funds

Excluding 
Funds of 

Funds
Funds of 

Funds

Source: TASS Tremont



Median Sharpe Ratios by Year

0.2130.1100.2232005
0.3170.0550.3972004
0.6110.4130.8622003
0.0710.0990.0422002
0.1160.1620.1392001
0.1320.0760.1142000

All Hedge 
Funds

Excluding 
Funds of 

Funds
Funds of 

Funds

Source: TASS Tremont



Median Sharpe Ratios by Scale
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Median Sharpe Ratio by Style
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Conclusion

Investors are clearly willing to pay  for 
due diligence
Does that mean that current level of 
fees is appropriate?

Results seem time period specific
Results seem to depend on identity of median 
fund

Who is the median fund?
Tell me, so I can invest in it!


