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Abstract
This paper provides a critique of alternative organizational structures in the hedge fund industry. Our critique is
facilitated by several stylized models describing alternative industry structures. The models include: (1) An insideonly hedge fund model; (2) A straddling hedge fund model; (3) A straddling “feeder” fund of funds (FOF) hedge
fund model; (4) A stand-alone outside hedge fund; and (5) An outside “feeder” FOF hedge fund model. Our
discussion of these models, which centers on benefits vs. fundamental problems related to illiquidity, information
asymmetry, and conflicts of interest, leads to several hypotheses about the differential characteristics and return
performance of both individual hedge funds and FOFs. We test as many of these hypotheses as data availability
allows, and evidence is consistent with these hypotheses. Regarding characteristics, we predict that some hedge
funds and FOFs will have greater leverage and/or more restrictive withdrawal policies than others, and evidence is
consistent with these predictions. Regarding return performance, we predict that certain hedge funds, and FOFs in
general, will have relatively poor return performance, and evidence is consistent.
Keywords: Hedge funds, Funds of funds, Illiquidity, Information asymmetry, Conflicts of interest, Adjacency risk,
Contagion, Return performance.

1. DATA AND PRELIMINARY EVIDENCE
In this section, we first detail our data sources and then provide evidence on the importance of the funds
of hedge funds in the hedge fund industry.
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1.1. Data sources
For funds performance and characteristics, we obtain data from Lipper TASS (henceforth TASS). Our
data spans the period from January 1994 to December 2008, but since funds may report late (Titman
and Tiu (2010)), we use records as of April 2009. The TASS database has been used extensively by
hedge funds researchers with some (e.g. Liang (1999)) suggesting that it should be the preferred
database for academic research. There are a total of 12,678 funds reporting in the TASS database, of
which 6,749 are still in existence. Of all the funds reporting, roughly a third (3,689) are funds of hedge

exploded from a little over $50 billion in 1994 to over $1.7 trillion in 2006, to decrease to around $1
trillion until December 2008 as the industry traversed the world financial crisis. These are funds other
than funds of hedge funds. We assume that including the funds of hedge funds in the total AUM means
double counting. While TASS provides data on a variety of fund characteristics, such as leverage or
style, it does not track whether stand-alone funds have a fund of hedge funds among their investors.
Funds of hedge funds, in turn, do not disclose their portfolios.
TABLE 1 – SUMMARY STATISTICS FOR HEDGE FUNDS AND FUNDS OF HEDGE FUNDS

In order to obtain information on whether a fund has a FOF among its investors, we collect data from
Morningstar. In addition to tracking hedge funds, the Morningstar database reports a specific variable
that is equal to one if a stand-alone hedge fund had at least one FOF among its investors. The
Morningstar database has been previously used by de Roon, Guo, and ter Horst (2010) to argue that
the stand-alone funds having funds of hedge funds investors are not selected randomly from all the
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Table 1 presents summary statistics of the funds in the TASS database. The AUM tracked by TASS
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funds available. The Morningstar database tracks 6,976 funds as of December 2008; unfortunately,
statistics such as leverage, or data such as the day a fund joins a database are not reported in
Morningstar and thus we needed to merge the two databases. We performed the merger using fund
names. Such matching procedures are used in the hedge funds literature, for example recently by
Agarwal, Jiang, and Fos (2010). In the merger, we identify a total of 7,283 common funds. Of these,
2,085 have at least one FOF investor, while the remainder of 5,198 have never been associated with a
FOF.

We continue by analyzing how important funds of hedge funds are in the industry.
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Business Excellence and Management

1.2. How important are funds of hedge funds?

First, from Table 1, we observe that the average FOF is more than 50% larger in terms of AUM than the
average hedge fund. Anecdotal evidence suggests that institutional investors prefer hedge funds that
are larger, over 200 million in AUM, so it appears that funds of funds are more likely to fall onto the
radar screen of institutions.

FIGURE 1 – RELATIVE IMPORTANCE OF FUNDS OF HEDGE FUNDS

In order to analyze the relative importance of the FOFs in the industry, in Figure 1 we plot the number of
funds of hedge funds as well as their AUM relative to the entire industry excluding the funds of funds
themselves. Figure 1 tells an interesting story: The size of AUM for FOFs increased slightly over time
relative to the size of the industry. FOFs manage roughly a third of the assets in the hedge fund
industry. At the same time the relative number of FOFs also increased relative to the number of funds in
the industry. These results suggest that funds of hedge funds are an important part of the hedge fund
industry and that their importance did not diminish in time. Funds of funds survived not only crises but
also academic research questioning their fees-on-fees (e.g. Brown, Goetzmann, and Liang (2004)) or
their underperformance relative to similarly diversified organizations such as multi-strategy funds
(Agarwal and Kale (2007)). Moreover, FOFs see their role in the industry increasing even when the
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entire industry (including funds of funds themselves) experienced outflows in 2008. Finally, one
interesting point is the sharp increase in both number of funds and AUM in the early 2000's - a behavior
that almost warrants talking about a FOF bubble. In particular, between 2000 and 2006 the AUM
increased 5.5 times, from about $300 billion in 2000 to $1.7trillion in 2006. If funds of funds indeed are
important for the hedge fund industry, the goal of our study is to elucidate the role they fulfill. We
continue by exploring the value added by funds of hedge funds for their investors.

The most obvious explanation is that investors prefer to invest in FOFs rather than investing directly
because of the value added by FOFs both in manager selection and in offering better liquidity than their
underlying funds. In order to see if this is the case, in this section we study funds of hedge funds'
performance and liquidity from the perspective of their investors. Specifically, we explore whether,
relative to the funds they invest in, funds of hedge funds deliver additional performance and liquidity to
their investors.
2.1. The relative performance of funds of hedge funds and lemon funds
In this subsection we examine the performance of funds of hedge funds. In order to do so, we perform a
set of tests whose results are presented in Table 2. In order to estimate the performance of FOFs
relative to the funds they may invest in, we start with the investment opportunity set for FOF managers.
In order to include in our analysis a reasonably large cross-section of the FOF industry but at the same
time to compare relatively contemporaneous funds, we initially examine all hedge funds with at least
one FOF investor and that have at least 5 years of history (from January 2004 to December 2008). In
Panel A of Table 2, we consider all possible hedge funds with a FOF investor, while in Panel B we
restrict attention to only the funds which are currently open for investment.
As a first test, we extract principal components from the returns of all hedge funds, as this is
representative of the investment opportunity set of FOFs. We retain the first 10 principal components,
which explain 78.20% of the variance of returns, and regress excess returns of funds of funds on
excess returns of the 10 principal components. We then record the distribution of FOF alphas. From
Table 2 we observe that the FOF alphas are negative and significantly different from zero. A negative
alpha suggests that the manager selection performances of FOF investment strategies are insufficient
to cover the extra layer of fees the FOFs charge.
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TABLE 2 – THE PERFORMANCE OF FUNDS OF HEDGE FUNDS

For robustness considerations we perform several additional tests. First, we impose the restriction that a
hedge fund cannot be shorted. Therefore, a negative alpha from an OLS model may be misleading
when the regressors are hedge fund portfolios and some of the betas are negative. From this
perspective, in addition to OLS we have also performed Sharpe (1992) style regressions, which restrict
the regression factor betas to be positive. The results of these tests are stronger. For example, while the
average alpha with respect to principal components is -1.02% annually when we regress FOF returns
on the principal components extracted from the returns of funds open to investment, the average alpha
becomes -2.12% per year when Sharpe style regressions are used. In some of the models, more than
75% of the FOFs have negative alphas.
Although principal components represent the most direct way to calculate the performance of FOF
relative to that of individual hedge funds, these portfolios may not necessarily be investible. We
therefore perform an alternative test in which we replace the principal components with strategy indices
from Hedge Funds Research. Our result, that the average FOF alpha is negative, continues to hold.
Finally, FOFs may exhibit relative underperformance when compared to the average hedge fund, but as
long as they exhibit positive risk adjusted performance in the context of a relevant factor model, they
may still be a desirable investment. To check if this is the case, in lieu of principal components we
regressed the performance of funds on hedge funds on the Fung and Hsieh (2004) factors. The result
remains that the average FOF underperforms. These results are consistent with the work of Agarwal
and Kale (2007) who argue that FOFs underperforms in fact one particular class of hedge funds,
namely multi-strategy funds, both on a net as well as gross basis. Finally, if we replicate our tests using
returns from the entire period (January 1994 to December 2008), or if we instead use gross returns for
FOFs, we obtain the same qualitative results.
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Why do FOFs underperform even on a gross basis? The most direct analysis of why this is the case
should be directed to the individual funds in which FOFs invest. Specifically, we are interested in
whether the funds in which FOFs invest are different with respect to performance from the funds without
a FOFs among its investors. Table 3 reports the performance of the hedge funds owned by FOFs. In
Panel A, we first compare the performance of the funds owned by FOFs with that of the funds without a
FOF investor. While the differences in performance are not statistically significant, it appears that FOFowned hedge funds outperform the hedge funds without FOF investors, with differences being between
2 to 23 basis points depending on the sample and the type of portfolio (value weighted or equally

possible explanations of this apparent contradiction.
TABLE 3 – THE PERFORMANCE OF FOF-OWNED HEDGE FUNDS

First, the difference in performance we have just documented may be due to survivorship bias. As
described by Fung and Hsieh (2002), while hedge funds may not report the last months of their returns

10

Volume 2 Issue 1 / March 2012

in which FOF invest appear to outperform the fund in which FOFs do not invest. We investigate three

Business Excellence and Management

weighted). This is a striking result: FOFs underperform individual hedge funds, yet the individual funds

Cao Y., Ogden J. P. and Tiu C. I.
WHO BENEFITS FROM FUNDS OF HEDGE FUNDS? A CRITIQUE OF ALTERNATIVE ORGANIZATIONAL
STRUCTURES IN THE HEDGE FUND INDUSTRY (II)

when they become extinct and drop out of a database, these negative end-of-life returns are still
reflected in the returns of the FOFs which were invested in the funds which became extinct. In order to
see if this explains the underperformance of FOFs, we repeat the analysis of Panel A of Table 3 after
we add a return of -10% at the end of the life of each defunct individual fund. The results of these tests
are presented in Panel B of Table 3. If FOFs underperforms because the funds in which they are
invested become extinct and do not report their last negative returns, we should observe that after
correcting for this bias, FOF-owned hedge funds underperform thos without a FOF investor. However,
as apparent from Panel B of Table 3, this is not the case. In fact, after correcting for this bias, FOFreturns of -10%, -30% or -70% to the hedge funds which became extinct leaves our result qualitatively
unchanged. Therefore, survivorship bias does not appear to explain FOFs' underperformance.
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owned hedge funds outperform even more strongly. Repeating the experiment by adding end-of-life

Second, our result that FOFs underperform may be explained by negative timing skills. Specifically, it
may be that a FOFs invests in a hedge fund with good past performance, but which turns out an
underperformer after FOFs became investors. Unfortunately, we cannot test this hypothesis directly
because we observe that an individual hedge fund was associated with a FOF only at the end of our
sample period and do not have the specific dates at which the individual hedge fund became associated
with a FOF. However, if FOFs have negative time abilities and invest in future underperformers, the
same should be true for individual funds grouped by strategies. We thus indirectly test FOFs' negative
timing abilities by running Treynor and Mazuy (1966) type timing regressions of the portfolio of gross-offees FOF returns on the returns of various hedge funds indices:

where RHFRI are hedge funds strategy indices from Hedge Funds Research. If negative timing abilities
explain FOF underperformance, we should expect that the coefficient of the square term in the above
equation is negative. However, as Table 4 illustrates, the only cases in which that coefficient is
statistically significant are in fact cases in which the FOFs time the strategy indices successfully. We
therefore fail to find that the FOF underperformance is explained by their potential investment timing
skills.
Finally, one explanation remains, that of the presence of "lemon funds" in the portfolios of FOFs.
Specifically, this is the possibility that FOF invest in certain individual hedge funds whose performance
may be negative and which are short-lived enough not to individually report to the hedge funds
databases, or elect not to report because their performance has been poor. If this is the case, we would
observe that the portfolio of FOFs (constructed by taking the gross-of-fees FOF returns) outperforms the
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portfolio of individual, FOF-owned hedge funds. From Panel C of Table 3, we observe that this is indeed
the case. In the period from January 2004 to December 2008, for example, the FOF gross-of-fees
portfolio underperformed the FOF-owned individual hedge funds by about 70-80 basis points on a risk
adjusted basis, and that this performance is statistically significant as well. Finally, as assets under
management of FOFs increased from the earlier part of our sample to the latest, the underperformance
of FOFs becomes stronger on an asset weighted basis (moving from only 14 basis points in the earlier
sample to 67 basis points in the later part of the sample). This is consistent with the hypothesis that
more of the "lemon funds" were created, relative to the size of the industry, as more assets poured into
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In the next subsection we investigate how investing in funds of funds compares to direct investment in
hedge funds from a liquidity perspective.
2.2. A “lemon funds” index
If FOFs underperform because they invest in funds with poor performance, which do not report to
databases, then we may create an index indicative of the performance of these "lemon funds" by
subtracting the returns of all hedge funds from the retinas of FOFs or alternatively, by subtracting from
the returns of FOFs the returns of those funds in which FOF invest but which report to databases.

hedge fund with a higher exposure to this index will be a problematic fund as well. In order to see that
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If indeed this "lemon index" reflects the performance of problem funds, then we should expect that a
this is the case, we form portfolios of individual funds sorted by their exposure to our lemon index and
then study the risk-adjusted performance of these portfolios.
Table 5 presents the difference in the risk-adjusted performance of the funds with high lemon index
loadings and those with low lemon index loadings. From the Table, we observe that the highest lemon
index loadings quintile funds underperforms the portfolio of the funds in the lowest lemon loadings
quintile by 52 to 159 basis points per month, depending how these exposures were calculated. For
asset weighed portfolios, these differences are statistically significant as well.
TABLE 5 – PERFORMANCE OF FUNDS SORTED BY EXPOSURE TO THE “LEMON INDEX”
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2.3. The relative liquidity of funds of funds
Funds of hedge funds are in principle diversified; thus, they should offer their investors better liquidity
terms than investors would obtain by investing directly in stand-alone hedge funds. In this subsection
we investigate this issue.
In order to compare the liquidity offered by funds of funds with that offered by the funds in which they
invest, we analyze three fund characteristics determining the liquidity offered by funds to their investors.
The first is the lockup period. This is the time period a new investor in a hedge fund is precluded from

capital in the funds. Lockup periods accomplish exactly this task. Consistent with this idea, Aragon
(2007) finds that funds with longer lockup periods do indeed exhibit higher alphas. The other two
liquidity measures we analyze represent the "immediate" liquidity offered by hedge funds. They are,
respectively, redemption frequency, which expresses how often investors are allowed to withdraw
money from the fund, and the redemption notice period, which is waiting time for an investor to receive
the proceeds of their withdrawn investment.
Although funds of funds are a diversified portfolio of funds and thus in theory can offer better liquidity
terms than the average hedge fund in their portfolio, we should not expect all the liquidity measures
enumerated above to be better for funds of hedge funds. For example, despite diversification, unless it
holds cash a fund of funds still needs to have a longer redemption notice period than each of the standalone funds in its portfolio. Panel A of Figure 2 presents asset weighted redemption notice periods for
funds of funds as well as for the funds owned at least partially by a fund of funds. Consistent with our
expectation, funds of funds require advanced withdrawal notifications of around 10 days. Furthermore,
this spread has doubled in the last 5 years of our sample.
While we cannot expect funds of hedge funds to exhibit better (i.e., shorter) redemption notice periods
than the funds they hold, we would expect, due to diversification, that fund of funds offer better (i.e.
shorter) lockup periods as well as more generous (i.e., more frequent) redemption frequencies than the
funds in which they invest. Panels B and C or Figure 2 present the asset weighted redemption
frequencies and respectively lockup periods for funds of funds and for the funds in which they are
invested. In the early half of our sample funds of funds did offer better liquidity terms. However, we
observe a reversal of those terms in the second half of the sample. As apparent from the Figure, the
liquidity terms offered by funds of hedge funds to their investors are, in the most recent period of our
sample, worse than what the investors could have obtained by investing directly in hedge funds.
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FIGURE 2 – LIQUIDITY OF FUNDS OF HEDGE FUNDS AND THE FUNDS THEY INVEST IN

We thus conclude that funds of hedge funds do not generate outperformance nor offer better liquidity
terms than what investors could obtain, were they able to directly invest in the same hedge funds that
are held by funds of hedge funds. In the next section we investigate the role played by funds of funds for
the hedge funds industry.
These findings suggest that lemon fund engage in strategies Shot underperform and the funds exposed
to the strategies underperform those who are hot exposed.

3. FUNDS OF FUNDS AND THE HEDGE FUNDS INDUSTRY
In the previous section we have documented that funds of hedge funds do not seem to create more
favorable liquidity or performance terms for their investors, than if the investors can themselves obtain,
would they directly invest in stand-alone hedge funds. In this section we examine the role played by
funds of funds for stand-alone hedge funds.

15

Cao Y., Ogden J. P. and Tiu C. I.
WHO BENEFITS FROM FUNDS OF HEDGE FUNDS? A CRITIQUE OF ALTERNATIVE ORGANIZATIONAL
STRUCTURES IN THE HEDGE FUND INDUSTRY (II)

3.1. Funds of funds and hedge funds’ prime brokers
In this subsection we study the number of prime brokers employed by a stand-alone hedge fund which
is owned by a fund of funds. Our premise is that having a FOF among investors will facilitate a hedge
fund's access to capital, thus, increase the number of trading programs as well as access to more
brokers.

more prime brokers. The particular strategies where this is not the case are the statistical arbitrage and
the emerging markets categories; for these cases the differences are not statistically significant.
We thus conclude that having a FOF among its investors does not appear to reduce front-running risk,
nor provide significantly better access to more trading programs.
3.2. Funds of funds and hedge funds flows
In this subsection we investigate whether hedge funds with fund of funds investors receive more flows
than other hedge funds.
To do so, in Table 7 we report time series averages of quarterly flows for hedge funds with at least a
fund of funds investor as well as for funds without one. Since past performance may affect flows, we
reports break the funds into nine past performance bins. Finally, we have broken the reporting into two
subperiods: Panel A includes the time period from 1996 to 2000 while Panel B reports from 2004 to
2008.
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TABLE 7 – FUNDS OF FUNDS AND FUND FLOWS

We observe that in the early period, having a fund of funds among investors aided good performers to
receive flows. For example, the funds in the best performing bin received 3.33% more inflows per
quarter, on average, than the funds without a fund of fund investor. In contrast, the funds in the worst
performing decile experience a 0.01% more outflow per quarter when they have a fund of funds among
their investors.
For the most recent time period this ceases to be the case, as apparent from Panel B of Table 7. Having
a fund of funds among its investors only increases the flows into a hedge fund, regardless of
performance. However, the increase in flows associated with having a fund of funds among your
investors appears to have decreased in magnitude in the recent period.
3.3. Funds of funds and hedge funds performance
In this subsection we investigate whether funds of funds aid the funds in which they invest to
outperform. The mechanism through which funds of funds may aid the funds in which they are invested
to outperform may consist of monitoring or in information sharing.
To investigate if this is the case, we form portfolios of funds with and without a fund of funds investor.
We form either equally weighted of value weighted portfolios, and analyze their alpha with respect to the
Fung and Hsieh factors. Since Fung, Hsieh, Naik, and Ramadorai (2008) argue that there may have
been a structural shift in the performance of funds of funds, we perform our analysis on subperiods.
Although, consistent with de Roon, Guo, and ter Horst (2010), portfolios of funds with fund of funds
investors have higher alphas, in unreported results the difference was not statistically significant in our
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sample. We cannot therefore conclude that funds of funds facilitate the outperformance of the funds in
which they invest.
3.4. Funds of funds flows and industry performance
In this section we analyze the effect that funds of funds flows have on the hedge fund industry. There
are two channels through which we expect the FOF flows to influence the hedge funds alphas. First, as
in Berk and Green (2004), flows into hedge funds in general depress alpha, and this effect has been
documented in several studies, among which most recent is that of Teo (2010). The question is whether

fund managers themselves.
In order to analyze if this is the case, we calculate 24-month rolling flows into FOFs and stand-alone
hedge funds separately. We also calculate concomitant 24-month rolling alphas with respect to the
Fung-Hsieh factors for stand-alone hedge funds, and then analyze how the distribution of hedge fund
alphas changes as capital flow into or out of fund of funds. In order to quantify the importance of flows
on alphas, we have regressed the first four moments of the distribution of alpha (mean, standard
deviation, skewness and kurtosis) on concomitant hedge fund and FOF flows. The results are presented
in Table 8. From the Table, we observe that both stand-alone as well as FOF flows are associated with
a smaller mean of the hedge fund alphas. However, FOF flows contribute to a greater degree to this
decrease. In fact, as apparent from the Table, flows into FOF depress the average alpha more than
twice as much as the flows into hedge funds directly.
TABLE 8 – FUNDS OF FUNDS FLOWS AND THE DISTRIBUTION OF HEDGE FUND ALPHAS

We next analyze the effect of flows on the cross-sectional dispersion of alphas. While flows into standalone hedge funds increase the dispersion of alphas (suggesting that managers with viable ideas were
the ones experiencing inflows) flows into FOFs decrease the alpha dispersion. This suggests that when
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FOF receive inflows, they dispense of the capital in a manner which makes the identification of
outperforming managers more difficult.
The relationship between flows and skewness is similar in spirit to the relationship between flows and
the cross-sectional dispersion of alpha. While the relationship between hedge fund flows and alpha
skewness is insignificant, flows into FOFs are associated with more negative skewness in alphas.
For kurtosis, both hedge funds and FOF flows are associated with a decrease in kurtosis. Given that
FOF flows are associated more negative skewness, we conclude that the effect of FOF flows on the
and beyond the effect on the left tails.
Therefore, we conclude that FOF flows negatively impact the hedge fund industry above and beyond
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tails of the distribution of hedge funds alphas is that the right tails of this distribution are curtailed above

the impact expected from stand-alone hedge funds flows. Having argues that, we go one step forward
and analyze whether flows into FOFs trigger the appearance of "lemon funds". To do so, for each month
t we construct the flows into hedge funds and FOF universe during month t. We also construct value
weighted and equally weighted portfolios of funds that are, respectively, less than one year old, between
one and two, between two and three, and finally more than three years old. We also separate these
portfolios by whether the funds have a FOF investor or not. For each of these portfolios, we calculate
alphas on the subsequent year, from month t + 1 to month t + 12. We then regress the alphas on the
flows, also controlling for the magnitudes of both the hedge funds' and the FOFs' AUM.
TABLE 9 – FUNDS OF FUNDS FLOWS AND THE DISTRIBUTION OF HEDGE FUND ALPHAS

The results are presented in Table 9. From the Table, flows into FOFs are associated with lower
subsequent alphas for all the funds, while the effect is generally stronger for the younger hedge funds,
albeit statistically insignificant. Although Aggarwal and Jorion (2010) document that emerging managers
outperform, we document that their performance is reduced when FOFs receive flows.
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4. CONCLUSIONS
In this paper we investigate the role of funds of funds for investors as well as for the hedge fund
industry. We find that fund of funds do not generate excess performance on top of that investors can
achieve, and do not offer better liquidity terms than the average hedge fund. On the other hand, we find
that hedge funds facilitate flows into funds and access to capital in general without however improving
the funds’ performance. This suggests that fund of funds would be more appropriate in their role as
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advisors to investors, than in their role of information facilitators or portfolio managers.

