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Introduction

Why I Wrote This Book

It was early 2008, and I was sitting in a presentation by Blue Mountain, a large and successful hedge fund focused on credit derivatives. Its founder, Andrew Feldstein, had previously worked at JPMorgan, and was widely respected in the industry. JPMorgan had been a pioneer in the development of the market for credit derivatives, instruments which allowed credit risk to be managed independently of the loans or bonds from which they were derived. This was prior to the 2008 credit crisis later that year in which derivatives played a key role, and Blue Mountain had generated reasonable returns based on their deep understanding of this new market. The meeting took place around a large boardroom table with a dozen or more interested investors, and the head of investor relations went through his well-honed explanation of their unique strategy and its superior record.

It was boring, and as my attention drifted away from the speaker, I began flipping through the presentation. Interestingly, Blue Mountain included not just their returns but their annual assets under management (AUM) as well. You could see how their business had grown steadily off the back of solid but unspectacular results. Clearly, everyone involved was enjoying quiet, steady success. I was curious how much profit the investors had actually made, since their returns had been moderating somewhat while AUM continued to grow. I started to scribble down a few numbers and do some quick math. Since Blue Mountain also disclosed their fees, which included both a management fee (a percentage of AUM) and an incentive fee (a share of the investors’ profits) there was enough information to estimate how much money the founding partners of Blue Mountain, including its owner Andrew Feldstein, had earned. With what turned out to be good timing in late 2007 they had recently sold a minority stake in their management company to Affiliated Managers Group (AMG), an acquirer of asset management companies. I made a few more calculations. Feldstein was not only very smart, but highly commercial. My back-of-the-envelope calculations showed that the fees earned by Blue Mountain’s principals, including the proceeds from its sale to AMG, were roughly equal to all of the profits their investors had made (that is, profits in excess of treasury bills, the riskless alternative). Blue Mountain had made successful bets with other people’s money and split the profits 50/50. Was this really why some of the largest institutional investors had been plowing enormous sums of money into the hedge fund industry? Was this a fair split of the profits? Was it even typical of the industry, or were Blue Mountain’s principals unusually gifted not only at trading credit derivatives but at retaining an inordinately large share of the gains for themselves? The hedge fund industry had enjoyed many years of phenomenal success, and the collective decisions of thousands of investors, consultants, analysts, and advisors strongly suggested that there must be more value creation going on than my quick calculations implied. So I started to look more closely, and I found that while the hedge fund industry has created some fabulous wealth, most investors have shared in this to a surprisingly modest extent. I tried to think of anyone who had become rich by being a hedge fund investor (other than the managers of hedge fund themselves) and I couldn’t.

Many of the professionals advising investors on their hedge fund investments will be familiar with the conceptual disadvantages their clients face as presented in this book. They will likely be surprised at the numbers and may disagree with some of them (though there can be little doubt about the overall result). But the people best situated to tell this story, the people with the necessary knowledge and insight, are busy still making a living from the hedge fund industry and have neither the time nor inclination to stop doing that. I am a product of the hedge fund industry myself, and it has provided me financial security if not membership on the Forbes 500 List. To counter the obvious charge of hypocrisy that readers may level at this industry insider now disdainfully commenting on his profession, please note: My journey through hedge funds was guided by the same principles I espouse but that too few investors follow. Invest off the beaten track, with small undiscovered managers; negotiate preferential terms, including a share of the business or at least preferential fees and reasonable liquidity; demand (and do not accept less) complete transparency about where your money is. If more investors had done so, their investment results would have turned out to be far more acceptable.

But hedge funds will not disappear, at least certainly not by virtue of this book! There are a great many highly talented managers and that will undoubtedly continue for the foreseeable future. The question for hedge fund investors is how they can more reliably identify the good ones and also keep more of the winnings that are generated using their capital. This book attempts to answer those questions.
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Chapter 1
 The Truth about Hedge Fund Returns


If all the money that’s ever been invested in hedge funds had been put in treasury bills instead, the results would have been twice as good. When you stop for a moment to consider this fact, it’s a truly amazing statistic. The hedge fund industry has grown from less than $100 billion in assets under management (AUM) back in the 1990s to more than $1.6 trillion today. Some of the biggest fortunes in history have been made by hedge fund managers. In 2009 David Tepper (formerly of Goldman Sachs) topped the Absolute Return list of top earners with $4 billion, followed by George Soros with $3.3 billion (according to the New York Times). The top 25 hedge fund managers collectively earned $25.3 billion in 2009, and just to make it into this elite group required an estimated payout of $350 million. Every year, it seems the top earners in finance are hedge fund managers, racking up sums that dwarf even the CEOs of the Wall Street banks that service them. In fact, astronomical earnings for the top managers have almost become routine. It’s Capitalism in action, pay for performance, outsized rewards for extraordinary results. Their investment prowess has driven capital and clients to them; Adam Smith’s invisible hand has been at work.

How to Look at Returns

In any case, haven’t hedge funds generated average annual returns of 7 percent or even 8 percent (depending on which index of returns you use) while stocks during the first decade of the twenty-first century were a miserable place to be? Surely all this wealth among hedge fund managers has been created because they’ve added enormous value to their clients. Capitalism, with its efficient allocation of resources and rewards, has channeled investors’ capital to these managers and the rest of the hedge fund industry because it’s been a good place to invest. If so much wealth has been created, it must be because so much more wealth has been earned by their clients, hedge fund investors. Can an industry with $1.6 trillion in AUM be wrong? There must be many other examples of increased wealth beyond just the hedge fund managers themselves.

Well, like a lot of things it depends on how you add up the numbers. The hedge fund industry in its present form and size is a relatively new phenomenon. Alfred Winslow Jones is widely credited with founding the first hedge fund in 1949. His insight at the time was to combine short positions in stocks he thought were expensive with long positions in those he liked, to create what is today a long/short equity fund. A.W. Jones was hedging, and he enjoyed considerable success through the 1950s and 1960s (Mallaby, 2010). Hedge funds remained an obscure backwater of finance however, and although the number of hedge funds had increased to between 200 and 500 by 1970, the 1973 to 1974 crash wiped most of them out. Even by 1984, Tremont Partners, a research firm, could only identify 68 hedge funds (Mallaby, 2010). Michael Steinhardt led a new generation of hedge fund managers during the 1970s and 1980s, along with George Soros, Paul Jones, and a few others.

But hedge funds remained a cottage industry, restricted by U.S. securities laws to taking only “qualified” (i.e., wealthy and therefore financially sophisticated) clients. Hedge funds began to enjoy a larger profile during the 1990s, and expanded beyond long/short equity to merger arbitrage, event-driven investing, currencies, and fixed-income relative value. Relative value was the expertise of Long Term Capital Management, the team of PhDs and Nobel Laureates that almost brought down the global financial system when their bets went awry in 1998 (Lowenstein). Rather than signaling the demise of hedge funds however, this turned out to be the threshold of a new era of strong growth. Investors began to pay attention to the uncorrelated and consistently positive returns hedge funds were able to generate. By 1997 the industry’s AUM had reached $118 billion1 and LTCM’s disaster barely slowed the industry’s growth. Investors concluded that the collapse of John Meriwether’s fund was an isolated case, more a result of hubris and enormous bad bets rather than anything systematic. Following the dot.com crash of 2000 to 2002, hedge funds proved their worth and generated solid returns. Institutional investors burned by technology stocks were open to alternative assets as a way to diversify risk, and the subsequent growth in the hedge fund industry kicked into high gear. It is worth noting that the vast majority of the capital invested in hedge funds has been there less than 10 years.

Digging into the Numbers

To understand hedge fund returns you have to understand how the averages are calculated. To use equity markets as an example, in a broad stock market index such as the Standard & Poor’s 500, the prices of all 500 stocks are weighted by the market capitalization of each company, and added up. The S&P 500 is a capitalization weighted index, so an investor who wants to mimic the return of the S&P 500 would hold all the stocks in the same weights that they have in the index. Some other stock market averages are based on a float-adjusted market capitalization (i.e., adjusted for those shares actually available to trade) and the venerable Dow Jones Industrial Average is price-weighted (although few investors allocate capital to a stock based simply on its price, its curious construction hasn’t hurt its popularity). In some cases an equally weighted index may better reflect an investor’s desire to diversify and not invest more in a company just because it’s big. On the other hand, a market cap-weighted index like the S&P 500 reflects the experience of all the investors in the market, since bigger companies command a bigger percentage of the aggregate investor’s exposure. The stocks in the index are selected, either by a committee or based on a set of rules, and once chosen those companies stay in the index until they are acquired, go bankrupt, or are otherwise removed (perhaps because they have performed badly and shrunk to where they no longer meet the criteria for inclusion).

Calculating hedge fund returns involves more judgment, and is in some ways as much art as science. First, hedge fund managers can choose whether or not to report their returns. Since hedge funds are not registered with the SEC, and hedge fund managers are largely unregulated, the decision on whether to report monthly returns to any of the well-known reporting services belongs to the hedge fund manager. He can begin providing results when he wants, and can stop when he wants without giving a reason. Hedge fund managers are motivated to report returns when they are good, since the main advantage to a hedge fund in publishing returns is to attract attention from investors and grow their business through increased AUM. Conversely, poor returns won’t attract clients, so there’s not much point in reporting those, unless you’ve already started reporting and you expect those returns to improve.

This self-selection bias tends to make the returns of the hedge fund index appear to be higher than they should be (Dichev, 2009). Lots of academic literature exists seeking to calculate how much the returns are inflated by this effect (also known as survivor bias, since just as history is written by the victors, only surviving hedge fund managers can report returns). And there’s lots of evidence to suggest that when a hedge fund is suffering through very poor and ultimately fatal performance, those last few terrible months don’t get reported (Pool, 2008). There’s no other reliable way to obtain the returns of a hedge fund except from the manager of the hedge fund itself, so the index provider has little choice but to exclude the fund from his calculations (although the hapless investors obviously experience the dying hedge fund’s last miserable months).

Another attractive feature of hedge funds is that when they are small and new, their performance tends to be higher than it is in later years when they’re bigger, less nimble, and more focused on generating steady yet still attractive returns (Boyson, 2008). This is accepted almost as an article of faith among hedge fund investors, and there are very good reasons why it’s often true. As with any new business that’s going to be successful, the entrepreneur throws himself into the endeavor 24/7 and everything else in his life takes a backseat to generating performance, the “product” on which the entire enterprise will thrive or fail. Small funds are more nimble, making it easier to exploit inefficiencies in stocks, bonds, derivatives, or any chosen market. Entering and exiting positions is usually easier when you’re managing a smaller amount of capital since you’re less likely to move the market much when you trade and others are less likely to notice or care what you’re doing. Success brings with it size in the form of a larger base of AUM and the advantages of being small slowly dissipate. Academic research has been done on the benefits of being small as well (Boyson, 2008).

An interesting corner of the hedge fund world involves seeding hedge funds, in which the investor provides capital and other support (such as marketing, office space, and other kinds of business assistance) to a start-up hedge fund in exchange for some type of equity stake in the managers’ business. If the hedge fund is successful, the seed provider’s equity stake can generate substantial additional returns. A key element behind this strategy is the recognition that small, new hedge funds outperform their bigger, slower cousins. Almost every hedge fund I ever looked at had done very well in its early years. That is how they came to be big and successful. So there’s little doubt that surviving hedge funds have better early performance. Sometimes I would meet a small hedge fund manager with, say $10 to $50 million in AUM. In describing the benefits of investing with him, he’d often assert that his small size made him nimble and able to get in and out of positions that others didn’t care about without moving the market. I’d typically ask what he felt his advantage would be if he was successful in growing his business. How nimble would he be at, say, $500 million in AUM when the success he’d enjoyed as a small hedge fund (because he was small) had enabled him to move into the next league of managers. Invariably the manager would maintain that his many other advantages (deep research capability, broad industry knowledge, extensive contacts list) would suffice, but it illustrates one of the many conflicting goals faced by hedge funds and their clients.

Investors want hedge funds to stay small so they can continue to exploit the inefficiencies that have brought the investor to this meeting with the hedge fund manager. And the manager naturally wants to grow his business and get rich, so he strives to convince the investor that he won’t miss the advantages of being small if and when he becomes bigger. In fact, while small managers will tell you small is beautiful, large managers will brag about greater access to meet with companies, negotiate better financing terms with prime brokers, hire smart analysts, and invest in infrastructure. There can be truth to both arguments, although it’s sometimes amusing to watch a manager shift his message as he morphs from small to bigger. The result of all these challenges with calculating exactly how hedge funds have done is that generally the reported returns have been biased higher than they should be (Jorion, 2010).

The Investor’s View of Returns

The problems I’ve described are faced by all the indices of reported hedge fund returns. However, in assessing how the industry has done, what seems absolutely clear is that you have to use an index that reflects the experience of the average investor. While individual hedge fund investors may have portfolios of hedge funds that are equally weighted so as to provide better diversification, clearly the investors in aggregate are more heavily invested in the larger funds. Calculating industry returns therefore requires using an asset-weighted index (just as the S&P 500 Index is market-cap weighted). Hedge Fund Research in Chicago publishes dozens of indices representing hedge fund returns. They break down the list by sector, geography, and style. A broadly representative index that is asset-weighted and is designed to reflect the industry as a whole is the HFR Global Hedge Fund Index, which they refer to as HFRX. Using returns from 1998 to 2010, the index has an annual return of 7.3 percent. Compared with this, the S&P 500 (with dividends reinvested) returned 5.9 percent and Treasury bills returned 3.0 percent. Blue chip corporate bonds (as represented by the Dow Jones Corporate Bond Index) generated 7.2 percent. So hedge funds handily beat equities, easily outperformed cash, and did a little better than high-grade corporate bonds.

What’s wrong with this picture? The returns are all based on the simple average return each year. The hedge fund industry routinely calculates returns based on the value of $1 invested at inception. And it’s true that, based on the HFRX if you had invested $1 million in 1998 you would have earned 7.3 percent per annum. Hedge funds did best in the early years, when the industry was much smaller. Just as small hedge funds can do better than large ones, a small hedge fund industry has done better than a large one. When you adjust for the size of the hedge fund industry (using AUM figures from BarclayHedge) the story is completely different. Rather than generating a return of 7.3 percent, hedge funds have returned only 2.1 percent. There were fewer hedge fund investors in 1998 with far less money invested, but based on the strong results the few earned at that time, many more followed. It’s the difference between looking at how the average hedge fund did versus how the average investor did. Knowing that the average hedge fund did well isn’t much use if the average investor did poorly.

Here’s an example that shows the difference between the two. You can think of it as the difference between taking annual returns and averaging them (known as time-weighted returns) and returns weighted for the amount of money invested at each time (known as asset-weighted returns). If more money is invested, then that year’s results affect more people and are more important. This is why hedge funds haven’t been that good for the average investor, because the average investor only started investing in hedge funds in the last several years.

Imagine for a moment that you found a promising hedge fund manager and invested $1 million in his fund (see Table 1.1). After the first year he’s up 50 percent and your $1 million has grown to $1.5 million. Satisfied with the shrewd decision you made to invest with him, you invest a further $1 million in his fund bringing your investment to $2.5 million. The manager then stumbles badly and loses 40 percent. Your $2.5 million has dropped to $1.5 million. You’ve lost 25 percent of your capital. Meanwhile, the hedge fund manager has returned +50 percent followed by −40 percent, for an average annual return of around +5 percent2.

Table 1.1 The Problem With Adding To Winners

    
    
    
    	Year 1
	You invest $1 million
	HF return is 50%
	Your investment is worth $1.5 million
	Your profit is $500 thousand
	Year 2
	You invest another $1 million (total investment now $2.5 million)
	HF return is −40%
	Your investment is worth $1.5 million
	Your loss is $1 million


    
    
    

    
    
    
    
Now let’s take a look at how these results will be portrayed. The hedge fund manager will report an average annual return over two years of +5 percent (up 50 percent followed by down 40 percent). Meanwhile, his investor has really lost money, and has an internal rate of return (IRR) of −18 percent. IRR3 is pretty close to the return weighted by the amount of capital invested. It assigns more weight to the second year’s negative performance in this example than the first, because the investor had more money at stake. The hedge fund is showing a positive return, while his investor has lost money. In fact, his marketing materials will likely show a geometric annual return of +5.13 percent, while if his investors had all added to their initial investment in this same way in aggregate they would have all lost money.

So is this performance good? Which measure of performance is a more accurate reflection of the hedge fund manager’s skill? Should a year of strong performance with a small number of clients be combined with a year of poor performance with more clients without any adjustment for size? In private equity and real estate, if your clients have lost money your returns would reflect that, since they’d be expressed as an IRR. However, the hedge fund industry reports returns like mutual funds and apparently nobody has seen fit to challenge that. As a result it’s perfectly legal, and is industry practice. But since hedge fund managers claim to provide absolute returns, and can turn away money, isn’t it more fair to show the whole story? While nobody can claim to make money every year, part of what hedge funds are supposed to be providing is hedged exposure. Unlike mutual funds and other long-only managers, hedge funds can not only hedge but can also choose to be under-invested or even not invested. In fact, arguably that is part of the skill for which investors are paying, a hedge fund manager’s ability to protect capital, to generate uncorrelated returns, to generate absolute returns (i.e., not negative). Hedge funds are even referred to as absolute return strategies and most managers will claim some insight about whether they should be taking lots of risk or being more defensive.

While our investor in this case clearly had unfortunate timing in adding to his position, the hedge fund manager apparently knew no better. One very shrewd hedge fund investor I used to work with would sometimes ask a manager for the aggregate profit and loss (P&L) on his fund. He might see a series of annual returns such as +50 percent, +10 percent and −6 percent with strong asset growth every year and question whether the lifetime P&L is positive or negative. In other words, how have all the investors done? In the example described in the table above, the P&L would be negative $500,000 (i.e., what our investor lost). It may or may not be relevant information. Few investors ask for it—in my opinion many more should.

While the numbers in this example are exaggerated to illustrate the point, this is exactly what investors in hedge funds have done as a group. Although they’ve come to believe that strong early performance with small size is a reliable part of most hedge funds’ history, they’ve forgotten to apply that same rule to the industry as a whole. Like many individual hedge funds, the industry did best when it was small.

How the Hedge Fund Industry Grew

Table 1.2 shows hedge fund performance conventionally, with annual returns from stocks, bonds, and cash alongside for comparison. In the late 1990s when the dot.com bubble was building and then during the subsequent bear market in 2000–02 after it burst, hedge funds truly added value. They protected capital and indeed made money. It was this performance that created the surge of client interest in hedge funds that followed. But the strong relative performance that the industry generated when it was small was not repeated as it grew. Following some fairly mediocre years during the middle part of the decade, the Credit Crisis of 2008 led to a 23 percent loss for the year, with only a partial rebound in 2009 and modest returns in 2010. Hedge funds are represented by the HFRX Index. This is an asset-weighted index, which means that the underlying hedge funds it represents are weighted based on their size. Larger hedge funds impact the results of the index more than small ones. Since we’re interested in how investors in aggregate have done, it makes sense to use an asset-weighted index, since large hedge funds figure more prominently both in the index and in investors’ results. Figures 1.1 and 1.2 compare hedge fund returns and size of the industry in two ways.

Table 1.2 Hedge Fund Industry Growth and Asset Class Returns
AUM data from BarclayHedge; HF Returns from Hedge Fund Research; S&P 500 data from Bloomberg; Corp Bonds from Dow Jones; Treasury Bills from Federal Reserve
[image: c01t010247w]Figure 1.1 We were better …
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Figure 1.2 … when we were smaller
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Figure 1.1 presents returns conventionally, so each bar represents the annual return for that year.

Figure 1.2 converts annual returns to profits and losses based on the AUM in the industry at each time. It shows the annual returns in money terms to hedge fund investors each year. In 2010 two academics, Ilia Dichev from Goizueta Business School at Emory University in Atlanta, Georgia, and Gwen Yu from Harvard Business School in Cambridge, Massachusetts, produced a research paper (“Higher Risk, Lower Returns: What Hedge Fund Investors Really Earn”) that performed a similar though more detailed analysis of hedge fund returns. Their study went back to 1980 and arrived at the same conclusion, that overall industry returns had been a disappointment for hedge fund investors. This chart illustrates just how catastrophic 2008 was for investors since the losses from that year dwarf previous returns.

The strong returns of the late 1990s were nice for the investors that participated, but there weren’t that many of them and their allocations were small. By the time the Credit Crisis hit with full force in 2008 a great many new investors had “discovered” hedge funds without having benefitted from the strong returns of the past. In fact, in 2008 the hedge fund industry lost more money than all the profits it had generated during the prior 10 years. Although it’s not possible to calculate precisely, it’s likely that hedge funds in 2008 lost all the profits ever made. By the end of 2008, the cumulative results of all the hedge fund investing that had gone before were negative. The average investor was down. For hedge fund investors it had been an expensive experiment. Although performance rebounded from 2009 to 2010, it didn’t dramatically alter the story.

Hedge funds have indeed done better than stocks. The IRR from the S&P 500 over the last ten years from 2001–2010 is only 1.1 percent (this assumes that hedge fund investors had put all their money in stocks rather than hedge funds during this time). Equities had a bad decade. But corporate bonds did much better, generating an IRR of 6.3 percent—or more than five times what the average hedge fund investor received. Since most investors hold portfolios with both equities and bonds in them, virtually any combination of stocks and bonds would have turned out to be a better choice than hedge funds. And perhaps most damning of all, if all the investors had not bothered with hedge funds at all, but had simply put their hedge fund money into Treasury bills, they would have done better, earning 2.3 percent. And this doesn’t include the cost of investing in hedge funds. Deciding which Treasury bill to buy is not a particularly taxing job, but selecting hedge funds requires either a significant investment in a team of hedge fund analysts, risk management, due diligence, and financial experts, or the use of a hedge fund of funds that employs the same expertise. Either way, it costs an additional 0.5 to 1.0 percent annually for an investor to be in hedge funds, whether through fees paid to the hedge fund of funds manager or increased overhead of an investment team.

The Only Thing That Counts Is Total Profits

Now, we’ve just calculated that hedge fund investors as a whole have not been particularly well served by their decision to invest in hedge funds, based on weighted-average-capital invested, or IRR. Is this a fair way to calculate results? The hedge fund industry and the consultants that serve it have stayed with the since-inception, value-of-the-first-dollar approach. While there’s little doubt that hedge fund investors haven’t done well, is that the right way to look at it? 2008 was a terrible year for just about any investment strategy apart from government bonds. Hedge funds weren’t the only group to have lost money, and some investors expressed relief as results rolled in during 2008 and into 2009 that their hedge funds hadn’t done worse! Investors facing portfolios of equities that had lost more than a third of their value, high-yield bond positions for which no reliable market even existed, and private equity investments that had stopped generating cash from liquidity events might be forgiven for regarding being down 23 percent as an acceptable result.

2008 was in so many ways a thousand-year flood, although amazingly for many investors, already so committed to the inclusion of hedge funds in their portfolios in spite of the evidence to the contrary, it represented acceptable performance. Most of the hedge fund industry, including the managers themselves, the investors, the consultants that advise them, the prime brokers, and private banks are all heavily invested in the continued success of the industry. I’ll simply note that hedge funds became popular as absolute return vehicles, meaning that they were expected to make money (i.e., an absolute return, not one with a negative sign in front of it) and were uncorrelated with other markets. In 2008 they failed on both counts, but it turns out hedge fund investors are a fairly forgiving lot and while there were some modest pro-investor changes that followed, the investors generally stuck with it.

But what about the use of IRR, or dollar-weighted returns, to assess how the hedge fund industry has done. Is this a fair way to analyze it or not? In general, if an investment manager doesn’t have much control over asset flows in and out of the strategy, it’s reasonable to calculate returns based on the value-of-the-first-dollar method. This is commonly the case with mutual funds. Since money flows into and out of mutual funds based on investors’ appetite, it seems fair enough to judge a mutual fund manager based on the first dollar. He generally can’t control whether his sector is in favor or not, and the vast majority of mutual funds are long-only, meaning they’re not hedged. Market movements will typically determine most of a mutual fund’s returns, and that’s beyond the control of a mutual fund manager. On the other hand, private equity and real estate funds are routinely evaluated based on IRR. This also seems fair, since the typical structure requires a commitment of capital to the fund with the investment manager deciding when to call that capital over time. Since the commitments are usually quite long term, three to 10 years, and the manager of the fund decides when he wants the money (presumably when an attractive investment opportunity is available) it seems fair to judge him on total dollars invested, since he controls the timing.

Hedge Funds Are Not Mutual Funds

So should hedge funds be judged like mutual funds, based on the first dollar invested? Or like private equity, based on total dollars? Hedge fund managers always have the option to turn away investors. The industry has largely marketed itself as focused on absolute returns, but within each strategy there are good and bad times to be invested. Indeed, many of the largest hedge fund managers have in the past closed to new capital, either because they felt the opportunities they were seeing weren’t that great or because they felt that adding to their AUM would reduce their investing flexibility and dilute returns.

Often in such cases the hedge fund manager is himself the biggest single investor in the fund, so his desire to avoid diluting returns is not only good for his current investors but of course good for his own investment too. In other cases a hedge fund will announce some limited capacity available to current investors before closing. Rather like jumping on the train before it leaves the station, this can often draw in additional assets from investors who fear being unable to add to their investment later on. The point is that hedge fund managers are much more like private equity managers in that they can control whether to accept additional money into their fund or not. The bigger, more established funds generally have more clout in this regard than smaller funds, and of course the bigger managers are by definition more prominently figured in an asset-weighted index like the HFRX.

The hedge fund industry has grown on the basis of generating uncorrelated, absolute returns and having insight into when to deploy capital into and out of different strategies, sectors, and opportunities. If every hedge fund investor asked each hedge fund manager prior to investing whether this is a good time to be investing, the responses would vary but would rarely be no. But hedge fund managers have routinely turned away investors and even returned capital if they felt it was in their investors’ interests or their interests, or both. Sometimes that was to the investors’ subsequent benefit. In 1997 Long Term Capital Management decided to return some capital to their investors (Lowenstein). They had earned so much in fees that were reinvested back in their own fund that the clients’ capital was making them too big and diluting returns. This illustrates another negative optionality hedge fund investors face; if you select a hedge fund manager that is wildly successful, you’ll wind up paying him so much in fees that he’ll no longer want or need to manage your money. Successful hedge fund investing can be its own worst enemy! However, fortunately for the investors in LTCM, the return of capital, while unpopular at the time, saved many of them from greater losses when the fund eventually destroyed itself with leveraged bets gone bad in 1998.

In general, individual hedge fund managers have exercised much greater control over their size than many mutual funds; the hedge fund industry is much closer to private equity in this regard, and therefore assessing results in the same way as private equity seems to make sense. And on that basis, while the hedge fund industry has generated fabulous wealth and created many fortunes, it has largely done so for itself. To use that oft-repeated Wall Street saying, where are the customers’ yachts? Most of us can probably name a few billionaire hedge fund managers, but who can name even one hedge fund investor whose fortune is based on the hedge funds he successfully picked? David Swensen, who manages Yale University’s endowment and led its shift into hedge funds in the 1990s, grew Yale’s endowment substantially through this early move. By 2005 his investment picks were credited with having generated $7.8 billion of Yale’s $15 billion endowment (Mallaby, 2010).

No doubt David Swensen is a very talented investor, and Yale had the foresight to invest in hedge funds earlier than most other institutions. But $7.8 billion is around 3 percent of all the profits investors earned from hedge funds since 1998 (and given the industry’s small size prior to this, probably in their entire history). Yale’s hedge fund portfolio at its peak was probably around $10 billion, less than 1 percent of the industry. If Yale has earned a bigger share of the hedge fund industry’s profits than the size of their portfolio deserves, then others must have done worse. Clearly, few other hedge fund investors have done as well as Yale.

Summary

Hedge fund investors in aggregate have not done nearly as well as popularly believed. The media focus on the profits of the top managers has obscured the absence of wealthy clients. Although the industry performed well in the 1990s, it was small and there weren’t many investors. In recent years as its rapid growth has continued, results have suffered and many more investors have lived through mediocre returns compared with those enterprising few that found hedge funds when the industry itself was undiscovered. The control that managers have over when to take clients as well as the reliable drop in returns that occurs with increased size mean that assessing aggregate returns across all investors is a fair way to assess the results. Now let’s take a look back at what it was like investing in hedge funds 15 or more years ago, when Peter Lynch was still the best known money manager having retired from running the Magellan mutual fund at Fidelity in 1990, and only an elite cognoscenti even knew where to find a hedge fund manager.

Notes
1  BarclayHedge

2  The geometric return is 5.13 percent

3  IRR is the discount rate at which all the cash flows from an investment have a net present value of 0. Describing it as the weighted average return is not precisely correct, but is a reasonable approximation.




Chapter 2
 The Golden Age of Hedge Funds


My own direct involvement with hedge funds began in 1994. Following yet another bank merger (this one between Manufacturers Hanover Trust and Chemical Bank in 1992) we had been combining trading units with the typical merger directive of exploiting revenue synergies (i.e., ensure 2 + 2 = 5) while cutting costs. In 1996 we merged with Chase Manhattan Bank, so now three large New York money center banks (Manufacturers Hanover Trust, Chemical Bank, and Chase) had been combined into one. In 2000 Chase and JPMorgan merged creating a colossus that was so big it retained both names (Chase for retail banking and JPMorgan for institutional business). To keep it simple I’ll use the name in existence at each point, since the timing of each merger isn’t relevant to the story.

Hedge Funds as Clients

David Puth was a highly respected manager of the foreign exchange (FX) business and he retained that role through successive combinations. David was a very driven executive who combined a deep interest in financial markets with a strong focus on key client relationships. He possessed an entrepreneurial business sense and every day was filled with relentless frantic activity. Discussions were often brief and left unfinished as David rushed from one client call or markets meeting to the next. He was extremely effective and was able to consistently grow his division’s revenues and profits every year in spite of the fact that FX was already a highly developed and competitive business. Every day David burst into the office at 7 a.m. or earlier completely energized for the day ahead, having already worked out at home upon waking. He was hard-driving and demanded 110 percent dedication and effort from his management team, but he led by example and certainly gave no less himself. Under David’s leadership the FX business had built a strong following amongst many of the biggest hedge funds at a time when global macro was the dominant investing style.

As a result of a reorganization of the trading division, my interest rate business was moved into David’s expanding orbit. One of David’s qualities was that he was always thinking of new revenue opportunities—he behaved more as a business owner than an employee. Chase was already transacting large volumes of FX with many of the biggest hedge funds, who valued the ready liquidity Chase could provide. David realized that this offered a unique perspective on the trading styles of many hedge fund managers, and perhaps could provide insight into which managers were most profitable in their FX trading activities. Something as simple as observing how a market might move following a large hedge fund trade could reveal managers with skill and foresight compared to those who tended to have poor timing. The traders at Chase who took the other side of the hedge fund trades would know that some transactions needed to be hedged out immediately to avoid a loss, while others might allow more time for the risk to be offset. David set up a business referred to as the Outside Advisors Program, whose objective was to invest in those hedge fund clients that demonstrated the most insight at trading FX. Since Chase was frequently on the opposite side of the trades these managers did, we could see which ones were good at calling the next move in currencies and which weren’t. Knowing which ones were generally profitable would be helpful in deciding where to invest.

Shakil Riaz managed the Outside Advisors Program for David. Shakil is something of a legend in the hedge fund industry. Originally from Pakistan, he had run Chemical Bank’s Bahrain office before moving to New York. In the years since he began investing in hedge funds he has become widely known throughout the industry through his regular attendance at the many conferences held around the world at which hedge fund professionals congregate. If someone in the industry knew only one person at JPMorgan, it was likely to be Shakil. Over the years he built an enviable track record in an old-fashioned and somewhat unconventional way. His investment team was simply Shakil and his research analyst Anthony Marzigliano, and Shakil’s judgment and network of contacts were the primary tools he used to identify and select hedge fund managers. Shakil turned out to be a shrewd judge of character, and developed an uncanny ability to ferret out talented managers early in their careers while their returns were strong, AUM relatively small, and before others had found them. Even more importantly, he was adept at avoiding the ones that turned out to disappoint or to be frauds. He showed almost a sixth sense for danger—an inconsistent answer to a benign question or a questionable reference could be enough to give him pause and avoid an investment that he might otherwise later regret. Shakil’s hard-nosed assessment of managers is neatly covered by an engaging personality. He’s unfailingly good company and it’s impossible not to have a good time with him. He has many entertaining stories about people he’s met over the years, and invariably those who have dealt with him found it a positive experience. On more than one occasion I’ve met hedge fund managers that I knew Shakil had rejected, who talk about him as if old friends. Shakil is one of the nicest people I know and a man of true integrity.

At the time I was getting to know David Puth, Shakil had been managing the nascent hedge fund business for a couple of years. It turns out that in the FX business there are often just a handful of good trading opportunities in a year (after all, there are far fewer individual currencies to trade than stocks or bonds). Sometimes the best FX traders weren’t even primarily focused on FX. They might believe that the U.S. dollar would depreciate over the next several months, put the trade on and forget about it, adjusting their position only rarely. Meanwhile, traders who were FX specialists often felt compelled to trade more frequently, and as a result could incur losses on other less-compelling ideas that would subtract from their overall returns. The early results of the program were therefore mixed, but to David’s and Shakil’s credit they weren’t discouraged. They concluded that what was needed was a more diversified portfolio to include hedge funds pursuing convertible bond arbitrage, equity pairs trading, and fixed-income relative value. The Capital Markets Investment Program (CMIP) was born. I often marveled at David’s willingness and ability to grow a hedge fund investing portfolio out of an FX trading business. We knew of no other bank that had tried anything similar, although in subsequent years others did follow, as the success of the CMIP program grew. While it would have been a logical move to have CMIP consider investments in some of the bigger clients, Shakil always adamantly refused to allow his process to be distorted by anything other than an appraisal of the investment merits of each manager. Whenever an FX salesman would petition Shakil to invest with a new hedge fund in order to generate additional FX business, Shakil would ask if the salesman would contribute his sales credits to cover any potential investment losses. Nobody ever took him up on it.

Building a Hedge Fund Portfolio

I joined the CMIP investment committee, which also included David’s highly likeable and hard-working business manager Bob Flicker. As the portfolio was growing, David wanted someone with a trading background involved in the investment process. Typically Shakil would schedule a meeting with a manager that he liked. We’d all meet with him in a conference room and take turns asking questions as we attempted to understand how he made money, what drove his returns, how much he might lose, and generally form an opinion as to whether this manager’s fund belonged in our portfolio. Although we obviously examined returns and periods of underperformance, the process itself was essentially qualitative. We were interviewing the manager rather as we might interview a trader to join the FX business. Shakil eschewed statistical tools such as mean variance optimization and other techniques that treat hedge funds like stocks and use elements of the Capital Asset Pricing Model (CAPM) to construct an “efficient” portfolio. Instead, his network of contacts in the industry, combined with his own judgment, resulted in a diverse stable of strong managers and one of the most consistent track records of anyone in the industry.

In the 1990s, the hedge fund industry was just beginning to emerge from its past as primarily a high-net-worth, private-bank-client preserve. Hedge funds generally maintained a low profile, and often some of the best managers were identified through referrals rather than through any formal search. Sometimes Shakil would bring in an unknown manager that a friend had mentioned to him, and, in the ensuing few years, strong performance would attract far greater attention. The hedge fund managers themselves were also quite accessible. Frequently we’d visit a manager at his office and would meet in conference rooms more like a client meeting room of a large private bank, with fine leather upholstered chairs, cherry wood tables, and books lining the walls. It felt a little like visiting somebody’s Park Avenue home and sitting in their personal library, and added to the overall feeling of exclusivity.

We met with Marc Lasry, who runs Avenue Capital Management, once in just such a setting. Avenue invests in distressed debt, and was founded by Marc and his sister, Sonja. Marc is utterly charming, and we had a most enjoyable and wide-ranging discussion about broad investing themes, the state of the world, and business philosophy. It was all so pleasant, and combined with Marc’s silky smooth manner it didn’t feel at all like work. We were spending an hour or two in very comfortable surroundings discussing big issues. Asking difficult questions would have seemed totally incongruous, rather like raising an embarrassing family issue at a dinner party. When we asked if we could see the portfolio on a regular basis, Marc said we were welcome to stop by any time and he’d talk about any position we liked. This was portfolio transparency at that time—there would be no computer file e-mailed every month with a list of positions, or access granted to the fund’s custodian, but instead we could visit anytime we were in the neighborhood and chat. Avenue of course continued to be very successful, and behind Marc Lasry’s warm, engaging personality is a very sound investment process.

The Interview Is the Investment Research

Israel “Izzy” Englander is one of the most colorful characters in the hedge fund industry. Izzy runs his hedge fund as a collection of traders in often unrelated strategies. He sits at the top, allocating capital, monitoring risk, and hiring and firing, but doesn’t typically manage large chunks of the firm’s capital. Izzy is a tough, street-smart New Yorker who’s cynical and has the paranoia of many successful managers that somebody knows more than he does about a trading position he might have and that it’s going to cost him money. With his thinning white hair and slight physique he doesn’t stand out in a crowd, but Izzy is a survivor and a hugely successful one at that. At times he’s probably sailed too close to the edge of what’s permissible—the mutual fund timing issue that embroiled his fund Millennium resulted in a $180 million settlement with the Securities and Exchange Commission (SEC) in 2005.

Meanwhile, meetings with Izzy were some of the most entertaining we had with any manager. Using a combination of colloquialisms and his tough Jewish New Yorker persona, Izzy would regale us with tales of trades and traders gone bad, all of which served to highlight his obsessively close oversight of the trading as well as entertain his audience. One of his traders became entangled in a bad position and “… got his tits twisted”. Another, following an extended period of success was trading larger and larger positions until “The God of Size” paid him a visit, with commensurate financial losses that swiftly ended his career with Millenium. Recounting conversations Izzy had with various traders in his employ, it was clear he translated every loss into his own personal share based on his large investment in the fund. “That guy cost me $2 million before I shut him down,” would be a typical assessment of a trader gone bad. Izzy would sit in the meeting room and simply ask what we wanted to know. The conversation would move briskly through episodes of trades that had worked and those that hadn’t, interspersed with Izzy’s own views about opportunities, all spliced together with humor but also illustrating his tight control over the business. In many ways Izzy is a uniquely colorful personality and represents what makes hedge fund due diligence so interesting.

Occasionally the “CMIP Brain Trust” (as Shakil jokingly referred to his colleagues on the investment committee) would travel together to visit a number of managers. One such trip took place in 1999 to San Francisco during the latter stages of the tech bubble. Many hedge funds located in the Bay area unsurprisingly invested in technology stocks, and Shakil scheduled an entire day of meetings with similarly focused managers. As we moved from one meeting to another within the compact area that is San Francisco’s financial district, we heard several managers discuss positions in the same stock. The Internet was white hot, fortunes were being made almost overnight, and hedge funds were constantly searching for the next new thing. Sanchez Computer was a name that came up in every meeting we had, as a stock with enormous potential in using the Internet to streamline some of the services provided by banks. As the day drew to a close we went to our last meeting, which was with a hedge fund specializing in short selling.

Very few hedge fund managers choose to run short-biased or fully short portfolios. As they’ll freely admit, it is incredibly difficult to do well. You are fighting against the natural trend of the market to rise over time, and you’re also fighting against management and, of course, all the stakeholders who go to work every day intending to drive the stock price higher and force you out of your position at a loss. And then there’s the highly unattractive risk profile, the complete inverse of a long position, in that the short has limited potential profit (the stock can’t go any lower than 0) and theoretically unlimited upside. As a result, short sellers tend to be an extremely thick-skinned breed with strong opinions invariably supported by very high-quality research.

In fact, some of the most thorough research of stocks is done by short sellers—they have to be thorough because the consequences of a mistake can be so expensive. In many cases, the short seller doesn’t just believe the stock is overpriced, but thinks it may be a fraud. Their research has led them to expect the senior management to leave the company one day in handcuffs. Whereas a traditional equity-oriented hedge fund manager can like the company but not always like the stock (depending on its valuation), a short seller always believes the stock is too high, and a worthwhile sale at almost any price. So shorting stocks has never been easy—and shorting tech stocks in the late 1990s might well have been not merely reckless but impossible to do safely. Nonetheless, Shakil had managed to identify one such fund, by way of providing a contrasting view of the world, and we duly showed up to meet them late in the afternoon.

We walked into an office that certainly lacked the appearance of a thriving business. There was no receptionist (she had been laid off) and partially filled cardboard boxes were sitting about. It was eerily quiet. We met the manager, and filed into a conference room. The tone of the conversation was one you’d use in discussing a recently deceased relative. Shakil took on a very sympathetic demeanor, as we all nodded gravely at the irrationality of the market, and Internet stocks in particular. We listened as the manager reviewed the astronomical earnings multiples of many favored names, and agreed that it would surely all end very badly.

Finally we moved on to some more specific positions that this manager had taken, by way of illustrating his style and the quality of his analysis. Since the mood of the office as well as the investment results before us revealed that losing trades had clearly outnumbered winning ones, we asked about some of the more significant losers and what the manager had learnt from those experiences. Sure enough, he brought up Sanchez Computer as an example of a position that had gone against him. We’d heard just about every previous manager during the day discussing a long position in Sanchez, so we were familiar with the bullish case and interested to hear the opposite view. Sanchez was, in this poor guy’s view, highly overpriced and generating barely any profit.

The manager recounted how he’d established a short position, and then listened in growing horror one morning as the news on the radio announced that Sanchez Computer had reached an agreement to build Wells Fargo’s web site. Knowing this would be (presumably yet another) very bad day, he arrived at work and determined that he’d need to buy back half the short position. He explained that he’d shorted the stock at $20, bought back half the position at $40, and that it was now trading at $50. Although that meant it had more than doubled from where he first sold it, many popular stocks had increased by multiples, and in the spirit of providing moral support and sympathy we noted that things could have been much worse. “No,” he replied, “the stock split two for one.”

So in fact the stock had increased fivefold from his initial entry point, no doubt consuming substantially too much of his fast-disappearing capital and contributing to the solemn and funereal atmosphere in which we found ourselves. With admirable self control, we concluded the meeting, while stifling our helpless laughter until we were safely out of the building. We wished the poor man better luck in the future. Shortly afterward his hedge fund closed. Sanchez Computer never traded much higher, and in 2004 was acquired by Fidelity National for only $6.17, a 40 percent premium to its price at the time.

Long Term Capital Management

The 1998 collapse of Long Term Capital Management (LTCM), the Nobel-laureate-run hedge fund founded by John Meriwether, represented a watershed for the industry. Never before had a hedge fund’s demise threatened the very stability of the financial system, such that the Federal Reserve felt compelled to organize a bailout of the fund by the Wall Street banks that traded with it. Roger Lowenstein wrote the definitive story in “When Genius Failed,” a highly readable record of events. While our hedge fund portfolio did suffer a loss on its investment, prior returned capital ensured an acceptable return. Meanwhile, LTCM was a highly profitable client of Chase’s derivatives trading business, both in London and New York.

As a key client, there were regular contacts amongst senior members of the fund and Chase. When LTCM was close to the peak of its influence, it approached Chase with a proposition. Capacity to invest in the best hedge funds has always been highly sought after. LTCM had been so successful that the partners’ fees earned on their clients’ invested capital had grown to such a degree that they had less need of client capital to run their fund. In fact, since even LTCM was reaching liquidity limits in its chosen markets, having clients was starting to become a bit of an inconvenience, in that it was diluting the returns the partners were able to earn on their own money. As a result, they had been steadily returning capital to investors, upsetting many clients in the process. They were also “closed” to new investors unless there was some “strategic” benefit such as a foreign central bank that might provide market insight helpful to their strategies. Several foreign governmental agencies invested, including the Government of Singapore Investment Corporation, the Bank of Taiwan, and the Kuwaiti state-run pension fund. Italy’s central bank invested $100 million through its foreign exchange office (Lowenstein). The best hedge fund managers are not only highly talented market practitioners, but also keenly aware of commercial opportunities when they see them. The partners of LTCM were no exception, and they came up with a structure that would allow investors some scarce capacity in their fund as well as partially relieve the tax burden that success was creating.

Since the founders of LTCM included Myron Scholes, as in the Black-Scholes option pricing algorithm widely used on Wall Street, they had more than a passing familiarity with option theory. They approached a number of banks, including Chase, and offered us the “opportunity” to buy a put option on the future performance of LTCM. If the fund did poorly, the option would increase in value to the buyer, and if the fund did well it would, of course, lose value. Although this option was highly customized and not like the conventional interest rate and FX options we were trading, it was clear that the option buyer would need to hedge the put option by going “long” LTCM, or investing in the fund.

Because betting on poor performance by LTCM was hardly going to be a desirable position, it was highly likely that any buyer would want to “delta hedge” the option with such an investment. Given that LTCM was not accepting new investors, except in certain circumstances, this was a way for an investor to acquire additional investment capacity if they could agree on a premium to pay for the put option. And almost certainly the partners of LTCM, while recognizing that the put option they were selling had some theoretical value, probably believed that over time it would expire worthless, as their low-risk relative-value trading continued to generate profits.

At the time, I was running interest rate derivatives trading, which included options book in all kinds of interest rate options, as well as sitting on the investment committee that oversaw our investment in LTCM’s hedge fund. The fund had approached its most senior contacts at Chase to offer us the “opportunity” to participate in this trade. I was asked to evaluate it. An important element of success in trading is a healthy amount of paranoia; while sometimes misplaced, it will often keep you out of trouble. You need to know what you don’t know. Options trading involves the use of mathematical models that are only as good as the inputs.

The most generic equity options model requires knowing the strike price on the option, time to expiration, volatility of the underlying stock, and a few other things as well in order to produce an estimated value for the option. In addition, there are assumptions about how stocks move (whether their returns are lognormally distributed, which means roughly they look like a classic bell curve) and also that you can buy and sell the underlying stock (which in this case was going to be an investment in LTCM’s fund) at any time. None of these assumptions was valid in the case of this unusual put option. Estimating the volatility of their returns was subject to all kinds of uncertainty, and in fact nothing about the option lent itself to any kind of traditional evaluation.

LTCM was a very large client, not only for Chase but for every bank on Wall Street. The large volumes they trade, the consistently profitable results, and the star power of John Meriwether and his partners meant it was courted by the most-senior executives of every major bank. Chase was no exception, and a member of the bank’s executive committee was assigned to manage this “key relationship.” Although there was clearly a strong appetite to at least show a price on the trade, I felt it was too far from our expertise to price comfortably. I passed this opinion back up the chain of command. Within a couple of days, the message came back helpfully that, “If you’re having trouble pricing this trade, Myron would be happy to stop by and discuss it.” Myron as in Scholes, as in Black-Scholes. Much as it would have been fascinating to meet him, since I spent part of every day dealing with the consequences of his insight, I declined. Trading options with Myron Scholes didn’t sound like a poker game I should join.

We passed, and as Roger Lowenstein recounts delightfully in his abovementioned book, UBS Capital Markets Group “won” the trade, immediately selling it at a profit internally to their less price-sensitive colleagues in UBS Treasury. Winning the trade allowed UBS to hedge their option by making a substantial direct investment in LTCM’s fund, something heavily sought by many investors. It turned out to be a unique version of the Winner’s Curse, and as a result UBS ultimately lost $700 million when LTCM collapsed (Lowenstein), taking the additional capacity UBS had been awarded with them.

David Pflug was Chase’s head of Credit at the time. David was a patrician banker of the old school, a true gentleman who, though he appeared in manner from another age, was very comfortable overseeing the growth of credit risk through derivatives and other more exotic instruments. He was heavily involved in the bail-out of LTCM and is widely credited with protecting Chase, as well as acting in the best interests of the financial system overall. When Roger Lowenstein had finished his book on LTCM, I bought several copies as gifts and asked him to sign them for the recipients. Roger had interviewed David Pflug for his book, and his inscription to David said, “There are many banks but few bankers. Here’s to someone who epitomizes the term.” I thought it was a most fitting description. “Greeks” is the shorthand expression for the mathematical derivatives used in managing options risk (delta, gamma, theta, and so on) and such terms were undoubtedly part of everyday conversation at LTCM with their enormous derivatives portfolios. David once commented of John Meriwether and his partners, “… for all their knowledge of Greek, they didn’t understand the meaning of the word hubris1”—an accurate diagnosis.

Too Many Bank Mergers

Hedge funds weren’t the only ones in the go-go late 1990s that were growing strongly and over reaching in their search for bigger and newer sources of profits. Banks were too, and, for as long as anyone can remember, mergers and acquisitions have been a familiar part of the landscape, as larger money center banks gobbled up smaller ones to achieve “scale” or add pieces that were “missing from their full service platform.” My career took me from Manufacturers Hanover Trust to Chemical Bank followed by Chase Manhattan and JPMorgan without ever having to resign, as one big combination succeeded another, with smaller acquisitions taking place along the way. Part of the justification for building banking organizations with global reach was to better respond to the needs of their clients. Hedge funds were going global during this time, expanding in Asia and in emerging markets. It would overstate the case to say hedge funds were a primary factor in the serial mergers that culminated with JPMorgan Chase, but servicing them in every major financial market was certainly a fast-growing source of profits for investment banks.

In my experience, bank mergers are grossly over rated, especially from the viewpoint of the acquiring bank. The CEO of the combined entity has job security, since his role was agreed as part of the merger, but everybody else faces uncertainty over their own position, the additional work of merger integration, and the ongoing need to carry out their current responsibilities. On top of that, the acquiring bank’s shareholders suffer dilution while the acquired entity receives a takeover premium, as well as immediate vesting of any restricted stock they own through the triggering of “change of control” rules. We went through so many mergers through the 1980s and 1990s that you could anticipate the Orwellian communication from the CEO: This combination is transformational, it will create a full-service platform, we’ll be the leading financial services company, and so on.

Bill Harrison was occasionally guilty of poor timing. He perhaps had the misfortune to be running Chase during the late 1990s when markets were buoyant and approaching the 2000 climax of the Internet bubble. However, he made some breathtakingly destructive acquisitions in his quest to build a larger organization. In September 1999 Chase acquired San Francisco-based Hambrecht and Quist for $1.35 billion. H&Q, as they were known, had been busy bringing all kinds of Internet start-ups to market through initial public offerings (IPOs), and buying them looked like a simple way to increase Chase’s banking exposure to that fast growing sector. In an indication that Chase’s appetite for acquisitions wasn’t yet sated, Vice Chairman Marc Shapiro described it as, “… an investment in the new economy …” but added that it was not, “… the total solution to the global platform we are looking for …” Stockholders had been warned. By the time the transaction closed Chase enjoyed one full quarter of technology-related investment banking fees in early 2000, before equity markets peaked and the Internet bubble slowly burst. H&Q’s CEO Dan Case had sold out at the high, something his brother Steve would achieve with spectacular success at around the same time, when he sold AOL to Time Warner. The Case brothers knew how to sell high.

With money still left to spend, in 2000 Chase acquired Robert Fleming, a very old British bank with far-flung operations across Asia and other developing countries. On paper it looked like a good strategic fit, since at that time Chase was still lacking scale in its Asian operations. Fleming was run as a disparate collection of locally owned and managed businesses, with myriad special deals and ownership stakes by various senior executives. It might have been a good business, but the price paid bore no relation to the value of the business. Chase paid £4.9 billion ($7.8 billion), an amount that the Economist reported at the time was far higher than expected and 40 percent more than Commerzbank had offered a year earlier. In an illustration of just how badly Bill Harrison negotiated, it turned out that the amortization of the goodwill on the acquisition was more than the revenues. Chase had accounted for the excess over book value that they paid for Fleming by creating an asset called goodwill, which, under the accounting standards at the time, had to be depreciated. The deal was so overpriced that even the daily revenues of the Fleming businesses couldn’t offset the drag on Chase’s income statement from this depreciation. Many executives from Fleming took the money and ran, unable to believe their luck at being bought out on such generous terms. Strategic acquisitions can justify just about any price, and Bill Harrison always commented that he spent a great deal of time considering business strategy and possible combinations. Sometimes his focus on the long term trumped short-term considerations of price.

Chase followed the Fleming deal up in May 2000 with a relatively minor acquisition of the Beacon Group for $450 to $500 million. Beacon Group was a small investment advisory firm run by Geoff Boisi and some colleagues from Goldman Sachs, and had about 120 employees, so the company was valued at a startling $4 million per employee. This transaction wasn’t really about acquiring a good business at all, but was Bill’s answer to succession management in that Geoff Boisi was now in line to run Chase following Bill’s retirement. In that regard it failed dismally, since Boisi mishandled his new role as head of Chase’s investment bank and was unceremoniously forced out two years later. $500 million, plus presumably a generous severance agreement, had been spent on behalf of Chase’s long-suffering shareholders.

To be fair though, Bill Harrison’s last deal (following the huge 2000 merger with JPMorgan) was the combination with Banc One in 2004 that shortly thereafter led to Jamie Dimon running the company. If a CEO’s most important job is identifying his successor, Bill Harrison’s final transaction was an unqualified success.

Summary

In its early days a small number of intrepid investors accepted that hedge funds were unregulated, pursued obscure trading strategies, and were run in private by highly talented yet largely unkown traders. Investors traded tips on new managers they’d discovered and who was doing well. Making such investments out of a bank’s FX trading business represented just the type of unconventional thinking that was a hallmark of the first movers. The due diligence was almost totally qualitative, with personal judgment the critical factor. Although LTCM precipitated a financial crisis, the industry quickly rebounded and scaled new heights. As it grew, different specializations developed and the stunning personal fortunes earned by the top managers caused some investors to look for opportunities to partner early with tomorrow’s stars. Hedge funds were ready for venture capital.

Note
1  The point being that hubris is derived from the Greek word hybris.
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