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The Inherent Instability of Hedge Funds
Byron R. Wien (Byron.Wien@morganstanley.com)

During the 1990s enthusiasm for the hedge fund concept
reached a fever pitch.  The excitement came in time for its
fiftieth birthday, and the question was “Why did it take so
long?”  After all, the basic idea was that a hedge fund, since
it could sell securities short as well as buy them, should be
able to make money in any market environment.  The 1940s
theory evolved in complexity in the years after modern port-
folio theory became popular.  Sophisticated hedge funds
promised performance of one percent a month with low
volatility.  That isn’t why their popularity took off, how-
ever.  What excited investors was that some hedge funds
were putting up dazzling performance numbers of 50–100%
in a good year, and who wouldn’t pay a one percent man-
agement fee and 20% of the profits for that?  Hedge funds
became the place to go for alpha, or positive performance
unrelated to the market itself.

Hedge funds gathered momentum as endowments and
foundations, guided by their trustees, invested a portion of
their funds in the latest leading-edge investment strategy.
They wanted to show they were ahead of the curve or at
least on it.  By the beginning of this year, 36% of all en-
dowments and foundations had some money in hedge funds.
Their average allocation was 18%.

Unlike some others, I do not think we are in a hedge fund
bubble that is going to end in disaster.  I expect a number of
new and old funds to close down, but the concept will en-
dure.  What is becoming apparent to me, however, is that
the basic structure of an individual hedge fund may be un-
stable — and that is something important for investors to
think about.  The case for instability starts with the fact that
the two largest and best-known funds have changed struc-
ture dramatically.  Tiger Management effectively closed
down and returned investors’ money, while Soros Manage-
ment changed its focus from aggressive macro management
to an endowment orientation, and most of the outside in-
vestors took back their money.  Both of these funds had
outstanding records over a long time but ran into a difficult
two-year period.  Size was blamed for some of the trouble;
both had reached around $20 billion.  The fund that subse-
quently took the title for the largest, Pequot, split in two last
year, with each part at about $8 billion.  Two other large
successful funds have returned capital to the limited part-
ners to maintain a manageable size.

To understand why hedge funds are hard to institutionalize,
consider the talented portfolio manager at a large mutual
fund who decides he wants to be in business for himself and
manage a hedge fund.  He is frustrated with the problem of
managing a large amount of money amid the constraints of
benchmarks.  He leaves and takes one or two analysts with
him.  After all, the hedge fund business is one of the easiest-
entry businesses on the planet, with law firms, accountants,
and prime brokers ready to set you up virtually overnight.

The portfolio manager’s reputation is strong, and his team
raises $250 million.  If the fund is up 10% in the first year
after the 1% management fee, the firm will have gross in-
come of $2.5 million (or $2.63 million if the management
fee is charged quarterly, as it usually is), plus 20% of the
$25 million appreciation, or $5 million.  The $7.5-plus mil-
lion should be enough to compensate the team and cover
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expenses, but the group will probably not be ecstatic, since
good portfolio managers and analysts at large institutions
are paid very well these days.  It is also worth pointing out
that not too many hedge funds start out with $250 million.
During 2001 the average fund started with only $45 million,
and in 2000 with $70 million.

What if the fund has a flat year?  Then the revenue flow is
only the $2.5 million management fee.  While that may be
enough to keep food on the table, it will not be enough to
convince them that they did the right thing by leaving where
they were.  In a difficult market, what happens if the fund
declines by 10%?  Then the fund probably has a “high water
mark” to make up, which means that there is no profit par-
ticipation until it recovers the loss of the previous year.  The
founder of the fund has his pride at stake, so he will keep
going, but the talented analysts may find their loyalty wan-
ing.  If they are good, they can probably get a job at one of
the many start-up hedge funds without the high-water-mark
albatross.  Their departure will leave the original hedge fund
short of staff, and the high water mark makes it more diffi-
cult to attract replacement talent.

Now let’s look at the super-successful hedge fund.  Even in
difficult markets like those of 2000 and 2001, this fund is up
25% each year.  The profits pool (after management fees) is
$12.5 million the first year (25% x $250 = $62.5 x 20% =
$12.5 million) and $15.6 million the second.  Now we’re
beginning to talk about some serious money.  Since per-
formance is good, the fund is not likely to remain a sanctu-
ary for the original investors.  Outsiders will clamor to get
in and the fund will grow rapidly.  The team may find itself
forced into buying and shorting larger-capitalization com-
panies.  It may be more difficult to borrow securities for the
short positions, and the traders may have more trouble ac-
cumulating the long positions.  Suddenly, the hedge fund
discovers that success is changing its style of investing.

Then there will be the inevitable personnel problems that
come with success.  Analysts who came up with the most
rewarding stock selections will want a larger share of the
partnership pie.  They may also want their own fund to
manage, and some will want to start a new firm with their
own name on the door.  The high-spirited cohesive team
suddenly appears to be a loose collection of free agents.
There are also the collateral effects of people getting rich.
If you have been doing well managing a nine-figure hedge
fund for several years, you have begun to build a fortune of
significant size.  One day you realize that it is more impor-
tant to manage your own money well than to manage some-

one else’s for a fee.  Some funds have stopped taking new
clients or increased their fees to discourage investors.
Some, like Jeff Vinik, have returned the outside investors’
money and continued to operate as an investment firm for
the partners.

An outside investor in hedge funds may accept this life cy-
cle analysis the way a portfolio manager looks at a stock.
Most investors do not expect to hold a stock forever, and
most hedge fund investors have a portfolio of funds and
recognize that they will be weeding out the less promising
and adding new ones annually.  Our in-house fund-of-funds
group recommends 25 funds for adequate diversification by
institutions, and our quantitative analysis team thinks you
need 15.

Our hedge fund group at Morgan Stanley Asset Manage-
ment also did an analysis of Sharpe ratios (return per unit of
risk) by fund size and age.  They determined that the best
performance is likely to be found in funds between $25
million and $200 million in size.  Very small funds (less
than $25 million) do better than large in some specialized
areas like bond arbitrage and stock index arbitrage, while
large funds lag the medium-sized ones pretty much across
the board.  Young funds tend to do better than mature ones.
That’s probably because they are started by a manager
whose style is working well at her former firm, and her
strong performance continues for a while in the new entity.
Then, as the market style shifts, the management of the fund
becomes more of a struggle.

Return/Risk by Size (annualized Sharpe ratios)

Fund Size ($MM)
<25 25–200 >200 All Funds

All Hedge Funds 0.9 1.2 0.8 1.1
Bond Arb 1.3 0.7 0.0 1.0
Convertible Arb 1.3 2.0 n/a 2.3
Distressed Securities 0.4 0.8 1.5 0.7
Long Bias 0.9 1.0 0.8 0.9
Macro Trading 0.4 0.3 0.4 0.4
Market Neutral 1.1 2.1 0.2 1.7
Merger Arb 0.6 1.3 0.7 1.2
Short Bias 0.2 0.2 n/a 0.3
Stock Index Arb 2.4 1.9 n/a 3.3

(1996–September 2001)

Return/Risk by Age (annualized Sharpe ratios)

<1yr 1–2yr 2–3yr 3–5yr >5yr
All Hedge Funds 2.3 1.4 1.5 1.0 0.9
Bond Arb 2.5 0.8 0.8 0.1 n/a
Convertible Arb n/a 4.4 2.4 2.1 1.1
Distressed Securities 1.5 n/a n/a 0.9 1.1
Long Bias 1.9 1.3 1.3 0.7 0.7
Macro Trading 1.1 0.3 0.4 0.8 0.3
Market Neutral 2.3 1.8 1.0 2.4 1.5
Merger Arb 2.0 1.1 1.8 1.1 0.9
Stock Index Arb 2.6 1.4 1.4 1.4 2.1

(1996–September 2001)

Notes:  Size- and age-stratified portfolios are equally-weighted and rebalanced
monthly.  “n/a” denotes a size bucket with insufficient funds.  Assumes 5%
hurdle rate.  Source:  Morgan Stanley Quantitative Strategies
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In a way it is sad that, unlike mutual funds, hedge funds
have not been able to sustain themselves through a succes-
sion of management generations.  Only Cumberland seems
to have been able to do that, as far as I know.  Any business
so potentially lucrative should be able to develop into
something of lasting value, where the income stream, if not

the performance fee, could be capitalized.  Is the instability
related to the nature of the talent attracted to these funds?  Is
it the pressure of performance investing that discourages
team satisfaction?  It is a conundrum worth solving, for it
has philosophical as well as financial significance.
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ANALYST STOCK RATINGS
Overweight (O). The stock’s total return is expected to exceed the average total return of the analyst’s industry (or industry team’s) coverage
universe, on a risk-adjusted basis, over the next 12–18 months.
Equal-weight (E). The stock’s total return is expected to be in line with the average total return of the analyst’s industry (or industry team’s)
coverage universe, on a risk-adjusted basis, over the next 12–18 months.
Underweight (U). The stock’s total return is expected to be below the average total return of the analyst’s industry (or industry team’s) cover-
age universe, on a risk-adjusted basis, over the next 12–18 months.
More volatile (V). We estimate that this stock has more than a 25% chance of a price move (up or down) of more than 25% in a month, based
on a quantitative assessment of historical data, or in the analyst’s view, it is likely to become materially more volatile over the next 1–12
months compared with the past three years.  Stocks with less than one year of trading history are automatically rated as more volatile (unless
otherwise noted).  We note that securities that we do not currently consider "more volatile" can still perform in that manner.

ANALYST INDUSTRY VIEWS
Attractive (A). The analyst expects the performance of his or her industry coverage universe to be attractive vs. the relevant broad market
benchmark over the next 12–18 months.
In-Line (I). The analyst expects the performance of his or her industry coverage universe to be in line with the relevant broad market bench-
mark over the next 12–18 months.
Cautious (C). The analyst views the performance of his or her industry coverage universe with caution vs. the relevant broad market bench-
mark over the next 12–18 months.

The following analyst, strategist, or research associate (or a household member) owns securities in a company that he or she covers or rec-
ommends in this report:  Steven Boscoe - Celgene; Caroline Copithorne - Celgene and Gilead Sciences; John Cross - Intel; Mark Mahaney -
Expedia; Mary Meeker - Amazon.com, eBay, Intuit, Microsoft, and Yahoo!; and M. Ian Somaiya - Celgene and Gilead Sciences.
The information and opinions in this report were prepared by Morgan Stanley & Co. Incorporated (“Morgan Stanley”).  Morgan Stanley has
no obligation to tell you when opinions or information in this report change.  Morgan Stanley and its affiliate companies are involved in many
businesses that may relate to companies mentioned in this report.  These businesses include market making and specialized trading, risk arbi-
trage and other proprietary trading, fund management, investment services and investment banking.
This report is based on public information.  Morgan Stanley makes every effort to use reliable, comprehensive information, but we make no
representation that it is accurate or complete.  We are not offering to buy or sell the securities mentioned or soliciting an offer to buy or sell
them.
Within the last three years, Morgan Stanley, Morgan Stanley DW Inc. and/or their affiliate companies managed or co-managed a public of-
fering of the securities of ABB Financial Services, Affiliated Managers Group, Amazon.com, Anheuser-Busch, Apache, Baker Hughes, BP
Amoco, British Telecom, Burlington Northern Santa Fe, Canandian National, Canadian Pacific, Circuit City, CSX, Deutsche Telekom, De-
von Energy, Diageo, DuPont , eBay, Expedia, Fiat, Flextronics, France Telecom, General Mills, General Motors, Gilead Sciences, Hallibur-
ton, IDEC Pharmaceuticals, ITT Industries, Kraft Foods, L-3 Communications, Lowe’s Companies, Martha Stewart Living Omnimedia,
Martin Marietta Materials, Neuberger Berman, Norfolk Southern, Portugal Telecom, priceline.com, PS Enterprise Group, Raytheon, Ryder
System, Shell Transport & Trading, Siemens, Suncor, Telecom Italia, Telfonica, Telia AB, TXU, Tyco International, Union Pacific, United
Airlines, VeriSign, Vulcan Materials, Waddell & Reed, and Weatherford International.
Morgan Stanley, Morgan Stanley DW Inc. and/or their affiliate companies make a market in the securities of ABB Financial Services, Ama-
zon.com, Anglogold, Anheuser-Busch, Arkansas Best, AstraZeneca, British Telecom, C.H. Robinson Worldwide, Capital Re, Celgene,
Dupont, eBay, Flextronics, Florida Light & Power, General Motors, Gilead Sciences, IDEC Pharmaceuticals, Intel, Intuit, Invitrogen, iShares,
ITT Industries, Kmart, Microsoft, Nestle, Ocean Energy, Placer Dome, priceline.com, Shell Transport & Trading, Siemens, Suncor, Swift
Transportation, T. Rowe Price, Talisman Energy, Telecom Italia, Telefonica, Travelocity, TXU, Ultimate Electronics, Unilab, Union Pacific,
US Xpress, VeriSign, Werner Enterprises, XM Satellite Radio, and Yahoo!
An employee or director of Morgan Stanley, Morgan Stanley DW Inc. and/or their affiliate companies is a director of Anheuser-Busch, BP
Amoco, Lockheed Martin, and Union Pacific.
Morgan Stanley, Morgan Stanley DW Inc., affiliate companies, and/or their employees may have an investment in securities and derivatives
of securities of companies mentioned in this report.  These derivatives may be issued by Morgan Stanley or others associated with it.
The securities discussed in this report may not be suitable for all investors.  Investors must make their own investment decisions based on
their own investment objectives and financial position.  Morgan Stanley recommends that investors independently evaluate each issuer, secu-
rity or instrument discussed, and use any independent advisers they believe necessary.  The value of and income from your investment may
vary because of changes in interest rates or foreign exchange rates, changes in the price of securities or other indexes in the securities markets,
changes in operational or financial conditions of companies and other factors. There may be time limitations on the exercise of options or
other rights in your securities transactions.  Past performance is not necessarily a guide to future performance.
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This publication is disseminated in Japan by Morgan Stanley Japan Limited and/or Morgan Stanley Nippon Securities Limited; in Singapore
by Morgan Stanley Dean Witter Asia (Singapore) Pte., regulated by the Monetary Authority of Singapore; in Australia by Morgan Stanley
Dean Witter Australia Limited A.B.N. 67 003 734 576, a licensed dealer, which accepts responsibility for its contents; in certain provinces of
Canada by Morgan Stanley Canada Limited, which has approved of, and has agreed to take responsibility for, the contents of this publication
in Canada; in Spain by Morgan Stanley, S.V., S.A., a Morgan Stanley group company, which is supervised by the Spanish Securities Markets
Commission (CNMV) and states that this document has been written and distributed in accordance with the rules of conduct applicable to
financial research as established under Spanish regulations; in the United States by Morgan Stanley & Co. Incorporated and Morgan Stanley
DW Inc., which accept responsibility for its contents; and in the United Kingdom, this publication is approved by Morgan Stanley & Co.
International Limited, solely for the purposes of section 21 of the Financial Services and Markets Act 2000. Private U.K. investors should
obtain the advice of their Morgan Stanley & Co. International Limited representative about the investments concerned.
This report may not be sold or redistributed without the written consent of Morgan Stanley Dean Witter & Co.  Morgan Stanley is a service
mark of Morgan Stanley Dean Witter & Co.
We remind investors that ETF investments are subject to market risk and will fluctuate in value.  Readers can obtain a copy of the prospectus
for these funds from Alps Mutual Fund Services for the Select Sector SPDRs and SEI Investments Distribution Co for iShares.  The pro-
spectus contains more complete and important information about the ETFs and should be read carefully before investing.
Morgan Stanley and others associated with this report may make markets or specialize in, have positions in and effect transactions in securi-
ties of ETFs mentioned and may also perform or seek to perform brokerage and other services for those ETFs and may enter into transactions
with them.  Morgan Stanley participates in the creation and redemption of the securities covered in this report and, as an authorized partici-
pant or otherwise, acquires such securities from the issuers for the purpose of resale.
Morgan Stanley, Morgan Stanley DW Inc. and/or their affiliates or their employees have or may have a long or short position or holding in
the securities, options on securities, or other related investments of ETFs mentioned herein.
The ETFs discussed or recommended in this report may be unsuitable for investors depending upon their specific investment objectives and
financial position.  Where an investment is denominated in a currency other than the investor’s currency, changes in rates of exchange may
have an adverse effect on the value, price of, or income derived from the ETF.  The performance data quoted represents past performance.
Past performance is not necessarily a guide to future performance.  No representation or warranty is made that any returns indicated will be
achieved.  Certain assumptions may have been made in this analysis which have resulted in any returns detailed herein.  Transaction costs
(such as commissions) are not included in the calculation of returns.  Changes to the assumptions may have a material impact on any returns
detailed.
These materials may not be distributed in any jurisdiction where it is unlawful to do so.  The ETFs described may not be available for offer or
sale in certain jurisdictions.
These materials do not constitute an offer to buy or sell or a solicitation to buy or sell any ETF-related instrument or participate in any EFT-
related trading strategy and no representation or warranty is given with respect to any future offer or sale conforming to the terms hereof.
These materials have been prepared solely for informational purposes based upon information generally available to the public from sources
believed to be reliable.  No representation is given with respect to their accuracy or completeness, and they may change without notice.
Morgan Stanley on its own behalf and on behalf of its affiliates disclaims any and all liability relating to these materials, including, without
limitation, any express or implied representations or warranties for statements or errors contained in, or omissions from, these materials.
Potential investors should be aware that certain legal, accounting and tax restrictions, margin requirements, commissions and other transac-
tion costs and changes to the assumptions set forth herein may significantly affect the economic consequences of the EFT transactions dis-
cussed herein.  The information and analyses contained herein are not intended as tax, legal or investment advice and may not be suitable for
your specific circumstances.
ETFs are redeemable only in Creation Unit size through an Authorized Participant.
Any estimates, projections or predictions (including in tabular form) given in this report are intended to be forward-looking statements.  Al-
though Morgan Stanley believes that the expectations in such forward-looking statement are reasonable, it can give no assurance that any
forward-looking statements will prove to be correct . Such estimates are subject to actual known and unknown risks, uncertainties and other
factors that could cause actual results to differ materially from those projected.  These forward-looking statements speak only as of the date of
this report.  Morgan Stanley expressly disclaims any obligation or undertaking to update or revise any forward-looking statement contained
herein to reflect any change in its expectations or any change in circumstances upon which such statement is based.

Additional information on recommended securities is available on request.


