
© 2019 Northstar Risk Corp.  All rights reserved. info@northstarrisk.com 

 

 
 
 

The Problem with Hedge Fund Returns 
These days, everybody from Warren Buffet, to public pension funds, to commentators on CNBC seems to be 

complaining about the lackluster performance of hedge funds. These commentators tend to focus on absolute 

returns over the past 10 years. Over this period, hedge funds returned 67% compared to 300% for the S&P 500. 

But is this comparison fair? Hedge fund returns may have been disappointing, but not necessarily for the reasons 

these critics are suggesting. The real problem is risk. With better systems, incentives and communication, hedge 

funds could easily deliver much higher returns. 

The Problem 
While the total return of hedge funds over the past 10 years was substantially less than that of the S&P 500, the 

comparison is not entirely fair. The S&P has been on a tear the past 10 years, with an average return of 14.9%, 

well above its historical average. Two years ago, a 10-year window would have included the financial crisis of 

2007-2008, when hedge funds did substantially better than the S&P 500. By choosing 10 years, rather than 15 or 

20, critics are cherry picking a window that makes hedge funds look particularly bad relative to the S&P 500. More 

importantly, the comparison does not take into account the relative risk of the investments. Over this same 10-

year period, the annualized standard deviation of the S&P 500 was 13.4%, whereas the annualized standard 

deviation of hedge fund returns was only 5.2%. Their Sharpe ratios —1.07 and 0.93, for the S&P 500 and hedge 

funds, respectively— are statistically indistinguishable (the Sharpe ratio for the S&P 500 has also been unusually 

high; its long-run Sharpe ratio is closer to 0.50). Even though critics like to compare hedge funds to equities, many 

professional investors consider hedge funds to be a closer substitute to fixed income. Things look much more 

reasonable for hedge funds, when viewed this way. Over the last 10 years, the Barclay Aggregate Bond Index was 

up only 38.5%, with an annualized standard deviation of 3.0% and a Sharpe of 0.97. At this point, then, to the 

extent that anybody is complaining about hedge funds —to the extent that they want hedge fund returns to be 

closer to equities than to fixed income— they should not simply be complaining about performance, they should 

be complaining that hedge funds are not taking enough risk.  

A more nuanced criticism of hedge funds is that they do not seem to have added any alpha over the past 10 years. 

This may be a sign of a maturing hedge fund industry, but we believe it may be another symptom of too little risk. 

In this case, it is not that hedge funds are taking too little risk overall, rather, they are avoiding truly idiosyncratic 

risks, preferring to stick with strategies and securities that are not too far from those of their peers. 

The Solution 
The way to increase absolute returns and to increase alpha is by encouraging managers to take more risk. This, in 

turn, will require both investors and fund managers to work together to create better incentives and to improve 

communication. 

We believe that hedge funds are taking less risk in order to avoid significant negative returns or to avoid 

significantly underperforming their peers. It is commonly believed that funds try very hard to avoid down months 

and down years, but hedge funds could double their risk without significantly increasing the probability of a down 
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month or year. However, doubling risk would significantly increase the risk of losing more than 5% in any given 

month or year. We believe it is these significant negative returns that hedge funds are trying to avoid.  

Hedge fund managers may be managing their portfolios this way because they believe investors will shun funds 

that experience significant negative returns. Investors may, in turn, be more likely to avoid these funds because 

they do not have enough information to tell the difference between funds that lack controls and are taking far too 

much risk, and funds that have good risk management and are simply taking a little bit more risk to achieve higher 

returns. In other words, −5% may foreshadow −50% or −5% might be as bad as it gets, but the investors can’t tell 

the difference. The answer, of course, is more information. Hedge funds need to clearly articulate their risk policies 

and procedures, and they need to effectively communicate how much risk they are taking. They also need risk-

based profit attribution, so, when they do have a bad month, they can clearly explain why they had a bad month. 

For this data to be credible, it should be generated by an independent third party. 

Hedge funds may also be reluctant to take more risk if their risk systems are difficult to use and the output is 

unreliable or difficult to understand. At Northstar, we believe that an integrated solution that combines risk, 

performance and backtesting makes it easier for portfolio managers to understand and manage risk. Having the 

right systems in place can help managers better manage hedges, improve risk-adjusted returns, and be more 

comfortable with slightly higher average risk levels. All of this should lead to higher absolute returns.    

Better monetary incentives may also help. In recent years, there have been many interesting proposals regarding 

fee structures. If done correctly these new fee structures could encourage more risk taking and higher returns. 

For example, one recent proposal suggested replacing 2/20 management/incentive fees with 0/30 fees. A 

manager would need a gross return of 20% to earn the same under 0/30 as under 2/20. With just a slightly higher 

Sharpe ratio, a manager could return 20% by doubling their current volatility, from 7% to a more equity-index-like 

14%. With better risk systems and communication, we believe this level of risk and returns would not be difficult 

to achieve.  

Summary 

Hedge fund performance over the past 10 years has not been nearly as bad as some critics would lead us to 

believe. The real problem is that hedge funds have been taking too little risk. With better incentives, systems 

and communication, hedge funds could easily deliver much higher returns. 
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Notes on Data and Sources  
The 10-year period covered in this paper is from February 2009 to January 2019. The returns for the S&P 500 and 

Barclays Capital U.S. Aggregate Bond Index, were based on the performance of the SPY and AGG ETFs. The hedge 

fund returns are based on HFRI fund-weighted-composite-index. The average returns quoted are geometric 

means. Standard deviation was calculated from monthly returns. The risk-free rate used to calculate the Sharpe 

ratios was the 3-month U.S. Treasury rate. 

The alpha of hedge funds over the period was 0.04% per year with a t-statistic of 0.05. If alpha were actually zero, 

there would be a 48% probability of observing a 0.04% alpha, or greater, simply by chance. 

To get the probabilities assigned to down and significant negative returns, we first estimated the standard 

deviation of returns for individual hedge funds. The annualized standard deviation of the HFRI was 5.2%, but there 

is diversification within the index, so the individual funds must be more volatile on average. If we assume the 

1,500 funds in the index have equal standard deviation and are all 50-60% correlated with each other, we get a 

standard deviation of approximately 7.0% for each fund, and a Sharpe ratio of 0.40. We then use these figures, to 

calculate the probability of various returns using a normal distribution (fund returns are not normal, but we are 

primarily interested in relative numbers and our 0% and −5% thresholds are somewhat arbitrary; for the purposes 

of this analysis this approximation should be OK). At 7% and 14% volatility, the probabilities are: 

 Fund St. Dev. P[R < 0%] P[R < −5%] 

Month 7% 37.9% 0.3% 

14% 40.0% 6.8% 

Year 7% 13.4% 3.4% 

14% 17.7% 9.9% 

 

For the fee structure analysis, we assumed the fund’s Sharpe ratio improved to 0.50. A gross return of 20% would 

result in 6% total fees for both 2/20 and 0/30 and a net return of 14%. 

Disclaimer 
This analysis is presented for pedagogical purposes. This analysis may include certain assumptions, upon which 

reasonable people may disagree. This information is provided with the understanding that you will make your 

own independent decision with respect to any course of action. This analysis is not, and should not be regarded 

as investment advice or a recommendation regarding any particular course of action. Past performance does not 

necessarily predict future results. 


