BigSur’s Views on Hedge Funds
We do not believe in buying hedge funds as an asset class. However, we believe
that there are a few high quality funds which can help lower volatility and add
some excess return for a portfolio. This requires quantitative and more important
qualitative analysis. We believe there are several necessary conditions that funds
need to meet in order to be considered for investment, as highlighted in this
research note. For those clients that would like access to hedge funds, we believe
a 10% allocation is appropriate

Industry Background
In 2012, the Hedge Fund Research Index is 2.4% year-to-date, significantly
underperforming a 60/40 equity/bond portfolio (YTD up 10.1%).1 Hedge Funds
have had lower volatility, however they have consistently displayed much lower
returns than balanced portfolios during the past 10 years (see chart below).
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Debunking Run-Away Inflation
In considering the threat of inflation, greater deregulation and tax-cuts have
sparked fears among investors. Some argue that the benefits of greater
investment, fiscal stimulus, and growing demand and wages, could lead to an
abrupt overheating of the economy rather than lasting growth and greater
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Even the above performance figures overstate the hedge fund track record! One has to take into
consideration that hedge fund indices have selective reporting of new hedge funds, as well as the
survivorship bias. When hedge funds lose big money they often stop reporting and as their
performance treads below their “high water-mark”, they decide to close shop. Some re-open with
a different legal entity. There is a broad range on the estimated degree of survivorship bias- mostly
because the data and information is sketchy and inconsistent. Academics Ibbotson and Chen
estimate returns are 2.7% - 5.7% lower per year than indices suggest 1; others such as Kat and Guarov
say there is a 2% over estimation. 2
The death of hedge funds was proclaimed in 2008, when investors were shocked to find managers
had been investing in securities that were tough or impossible to sell in a crisis period. Many hedge
funds had illiquid positions that should have never been included in what were funds with quarterly
liquidity- they were more appropriate for a structure of a private equity fund. These hedge funds
ended up needing to “gate” (i.e., modify their agreed liquidity terms) and employ other creative
tactics that prevented investors from redeeming their positions in the funds. The only decade where
hedge funds performed well consistently (as an “asset class”) was in the bull market of the mid1990s to mid-2000s. Just as in 2008, when the bull market ended they crashed, and many managers
quit. After each clear-out, the industry recovered, finding new ways to profit.
There are many different problems facing the hedge fund industry today. One problem is the
amount of liquidity in the industry. Hedge funds used to significantly profit from inefficiencies in
the markets, but now, with so much capital looking to exploit the same opportunities, the
inefficiencies quickly disappear. Another issue is size- many hedge funds have become so large that
it is extremely difficult for them to outperform as they are limited in their ability to participate in
smaller investment opportunities. At the same time, the industry faces much more competition.
What were once exclusively strategies used by hedge funds – short selling, quantitative analysis,
high-frequency trading, global macro – are now commonplace even for retail investors. It has
become much more difficult for hedge funds to gain an information edge, as technology has made
data and complex analysis instantly available to all. Lastly, hedge funds have become more
regulated and less exotic; they look more like the products being created by the traditional fund
management industry, only with higher fees.
While the industry faces many problems, there has been some positive transformation since the
2008 crisis. The industry has consolidated since then, as many hedge funds were forced to close in
the wake of the crisis. The amount of leverage used by hedge fund has decreased; funds are more
conscious of aligning their liquidity profile with their underlying securities; and with new regulations
facing hedge funds, the likeliness of fraud and a Madoff like situation has decreased. Institutional
investors have actually increased their allocation to hedge funds: in December 2007, hedge funds
were 9.2% of institutional investor’s portfolios (totaling $1.2 trillion). In December 2011, hedge funds
had a 10.5% allocation (totaling $1.5 trillion). While assets in hedge fund strategies have not reached
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their peak ($2.8 trillion in 2007), they have been steady increasing ($2.5 trillion at the end of 2011),
mostly driven by institutional investors (see chart below)1.

Two Opposing Investment Approaches by Prominent Institutional Investors
While most institutions are allocating to hedge funds mainly to “meet their return objectives”2, not
all of them see the “value” of investing in hedge funds. For example, the Norway Government
Pension Fund, the largest sovereign wealth fund in the world (with AUM of $656 billion, 10 year
annualized return of 4.9%)3 has an investment approach that shuns away from hedge fund land,
focuses on traditional asset classes, values transparency and liquidity and utilizes passive strategies
through efficient investment vehicles. On the other extreme (in terms of investment approach),
other successful institutional investors, like the Yale University Endowment Fund (with AUM of $19
billion, 10 year annualized return of 10.6%)4 have had such a great success with having hedge fund
exposure. Under David Swensen’s leadership, the endowment fund has built a portfolio with few
traditional asset classes; the great majority of the portfolio invests in hedge funds, private equity
and other alternative asset classes. Many families that tried to replicate Yale’s approach have failed,
only few have been successful.

BigSur’s Advice on Hedge Funds
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Our philosophy at BigSur Partners is focused on constructing portfolios with the below
characteristics:
 long-term objectives
 broadly diversified
 use of low cost vehicles and some passive strategies (like ETFs) to gain exposure to some
mature asset classes
 use of active managers for those less mature and more inefficient asset classes
 high levels of transparency
 relatively high level of liquidity
 value-focused
 contrarian investment style
While our philosophy is more in line with Norway Government Pension Fund, we see the value that
the exposure to select hedge funds can create, as demonstrated by the Yale Endowment’s superior
return.
We do not believe in hedge fund as an “asset class,” on the account of poor performance, high fees,
and risks associated with illiquid vehicles. We would never, for example, buy an investable index of
hedge funds (like we do with equities to gain exposure to an asset class). That being said, we do
believe that hedge funds can add value. There are a few select high quality institutional hedge funds
which have strong track records of performance and can help reduce an overall portfolio’s volatility
and enhance return. These are funds which have a historic low correlation to the S&P 500, high
alpha coefficients,1 and have both excess return and lower volatility over the S&P 500. A selection
of hedge funds with these criteria can help lower the volatility and slightly enhance returns of a
diversified investment portfolio.
An investor with no capacity to perform a good quantitative and (especially) qualitative due
diligence should not have hedge funds. Only investors that have an objective and independent
advisor should consider investing up to a 10% of their overall portfolios in hedge funds. We think
it’s a necessary condition for the advisor to be objective and independent; but not sufficient.
Because of the nature of the hedge fund industry, simply running a performance analysis to identify
which managers meet the desired quantitative criteria (i.e.: low correlation, high alpha, strong track
record) is not enough.
Other relevant conditions for successfully investing in hedge funds include:
 capacity of an on-going due diligence process
 open access to “books,” management teams etc
 strong operational depth
 ownership of talent: owners of the firm are talent of the firm (keeps talent tied to the
fund)
 transparent and effective performance measurement
 access to top tier institutional funds (with long track records through periods of up &
down markets, period high redemptions etc)
1
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Meeting these conditions is vital for us to consider investing in a hedge fund. This is what we describe
as “the problem,” we will not invest in hedge funds until we know these conditions are satisfied.
What is the solution? Conducting an on-going due diligence of all of these conditions requires
significant resources and expertise. We believe the “solution” is to outsource this process to an
independent firm with hedge fund expertise and the capacity to conduct in depth and on-going due
diligence.
An important quality for a hedge fund advisory firm is that it conducts it’s own due diligence (onsite visits of managers, quarterly calls, etc.) but in addition have access to the extensive quantitative
and (more importantly) qualitative databases by industry leading providers. One example is
Albourne, which provides quantitative data and in-depth operational analysis.
Albourne’s
operational analysis covers a wide variety of factors including: comments on the hedge fund’s
trading processes; understanding valuation and pricing methodologies; and mapping out legal
structures of the fund. They also focus on understanding dynamics of investment team and showing
how much of the talent of the firm is also the ownership of the firm (one of our key conditions- as
it ties the talent to stay at the firm).
Other crucial factors include the firm’s “skin in the game,” meaning the owners of the firm are
investing in funds that they recommend. This is a key element for us, as it shows the firm’s
conviction in their recommendations. Finally, we believe it is important to have access and
relationships with top tier fund managers. Some of these funds are closed to new investors, but
firms with existing relationships with these managers are often granted access to the fund.
Additionally, a relationship with the fund team gives us informational access, another important
condition.

Implementation
We have completed the process of vetting hedge fund advisory shops which we believe would be
good fits for BigSur’s clients. If you are interested in learning the specifics of the BigSur Wealth
Management Hedge Fund portfolio please contact your investment advisor.
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Important Disclosures
This material is distributed for informational purposes only. The discussions and opinions in this article are for general information only, and are
not intended to provide investment advice. While taken from sources deemed to be accurate, BigSur Wealth Management, LLC (“BigSur” or the
“Adviser”) makes no representations about the accuracy of the information in the article or its appropriateness for any given situation. Certain
information included in this article was based on third-party sources and, although believed to be reliable, it has not been independently verified
and its accuracy or completeness cannot be guaranteed. Any statements regarding future events constitute only subjective views or beliefs, are
not guarantees or projections of performance, should not be relied on, are subject to change due to a variety of factors, including fluctuating
market conditions, and involve inherent risks and uncertainties, both general and specific, many of which cannot be predicted or quantified and
are beyond our control. Future results could differ materially and no assurance is given that these statements are now or will prove to be accurate
or complete in any way. This article may include forward-looking statements. All statements other than statements of historical fact are forwardlooking statements (including words such as “believe,” “estimate,” “anticipate,” “may,” “will,” “should,” and “expect”). Although we believe that
the expectations reflected in such forward-looking statements are reasonable, we can give no assurance that such expectations will prove to be
correct. Various factors could cause actual results or performance to differ materially from those discussed in such forward-looking statements.
BigSur shall not be responsible for the consequences of reliance upon any opinion or statements contained herein, and expressly disclaim any
liability, including incidental or consequential damages, arising from any errors or omissions.
The companies discussed herein, are for illustrative purposes only and do not represent past or current recommendations by BigSur. This article
is not intended to provide personal investment advice and it does not take into account the specific investment objectives, financial situation and
the particular needs of any specific investor. Views regarding the economy, securities markets or other specialized areas, like all predictors of
future events, cannot be guaranteed to be accurate and may result in economic loss to the investor. Any securities or products referenced BigSur
believes may present opportunities for appreciation over the subsequent time periods. BigSur closely monitors securities discussed and client
portfolios and may make changes when warranted as a result of evolving market conditions. There can be no assurance that the securities and
performance included or referenced in the article will remain the same and investment strategies, philosophies and allocation are subject to
change without prior notice. Specific securities or companies identified and described may or may not be held in portfolios managed by the
Adviser and do not represent all of the securities purchased, sold, or recommended for advisory clients. The reader should not assume that
investments in the securities identified and discussed were or will be profitable. BigSur may change its views on these securities at any time.
There is no guarantee that, should market conditions repeat, these securities will perform in the same way in the future. Any referenced securities
and their respective returns reflect the reinvestment of income and dividends, but do not take into account trading costs, management fees, and
any other applicable fees, expenses, and various factors including account restrictions, guidelines, the timing of investments, and cash flows that
may affect the investor’s actual return and performance. Please refer to Part 2A of BigSur’s Form ADV for a complete description of fees and
expenses. Hypothetical performance results may have inherent limitations.
The returns and references to the S&P 500 index are provided for informational purposes only. The S&P 500 Index is a market-capitalization
weighted index containing the 500 most widely held companies chosen with respect to market size, liquidity, and industry. The index is calculated
on a total return basis with dividends reinvested. In addition, the volatility and securities of the index may be materially different from an
investor’s. The S&P 500 Index was selected and is referenced to allow for comparison of the performance of any referenced securities or overall
market to that of a well-known and widely recognized index. Comparisons to indexes in this material have limitations because indexes have
volatility and other material characteristics that may differ from the referenced strategy or security. Therefore, actual performance may differ
substantially from the performance of any referenced index). Investors should be aware that the referenced benchmark funds may have a
different composition, volatility, risk, investment philosophy, holding times, and/or other investment-related factors that may affect the
benchmark funds’ ultimate performance results. Due to these differences, indexes should not be relied upon as an accurate measure of
comparison and are for informational purposes only. Unless noted otherwise, all index returns are denominated in U.S. dollars.
Target exposures included in this article may differ between clients based upon their investment objectives, financial situations and risk tolerances.
Investments in general involve numerous risks, including, among others, market risk, default risk and liquidity risk. No security or financial
instrument is suitable for all investors. Securities and other financial instruments discussed in this article, are not insured by the Federal Deposit
Insurance Corporation (“FDIC”). The income and market values of the securities stated on this article may fluctuate and, in some cases, investors
may lose their entire principal investment. Past performance is not indicative of future results.
This information is highly confidential and intended for review by the recipient only. The information should not be disseminated or be made
available for public use or to any other source without the express written authorization of BigSur. Such distribution is prohibited in any
jurisdiction dissemination may be unlawful. Please contact your investment adviser for advice appropriate to your specific situation.
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