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The hedge fund sector has grown from a cottage industry
in the early 1990s into a behemoth today,

in which close to 10,000 individual funds manage

a total of $3.17 trillion of global investor capital

across a wide range of investment strategies.

Early on, hedge fund investors were almost exclusively
wealthy individuals; now they include a variety of
endowment, charitable and other institutions.
Arguably one of the primary attractions of having money
managed by a hedge fund is the manager’s willingness
and ability to seek out high return, niche investment
opportunities that traditional, long only managers are
unable to access, or who lack the necessary skills to

do so. However, the industry’s exponential growth has
led experts and academics to question whether hedge
fund performance might deteriorate as assets under

management (AUM) grow.

Gatemore Capital Management, a global investment
advisor, recently commissioned an academic paper
published by Cass Business School’s Centre for Asset
Management Research to answer this exact question.
The Cass study is the most comprehensive study to
date on this subject, using data spanning the period

from 1994 to 2014.

The study clearly found that there is, indeed, a negative
relationship between hedge performance and AUM, as
shown in Figure 1. As hedge fund size increases, fund
performance decreases, other things being equal.

The Cass results show that on average one could expect
a $200 million hedge fund to outperform a $1 billion
hedge fund by 61 bps per year and to outperform

a $5 billion hedge fund by over 120 bps per year.

These findings have significant implications for the
institutional investment community, which in general
tends to favour the largest, most well-established hedge
funds. It is no secret that large institutions such as
CalPERS, which recently redeemed from all its hedge
funds, have been underwhelmed by their hedge fund
performance. Perhaps this can be attributed to the

Cass findings.

Investors in hedge funds generally look to the asset class
to be a source of additional return within their portfolio.
However, this study suggests that if they are overlooking
the smaller funds, they are less likely to achieve

that additional return and may fall short of portfolio
objectives. Also, given that most hedge funds charge
fees well in excess of what most traditional long-only
managers charge, investors in larger hedge funds

are not getting enough value for their money.

!Clare, A, D. Nitzsche and N. Motson (2015). Are investors better off with small hedge funds in times of crisis?
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€€ The Cass results show that on average one could expect a $200 million

hedge fund to outperform a $1 billion hedge fund by 61 bps per year

and to outperform a $5 billion hedge fund by over 120 bps per year. )

The results summarised in Figure 1 were generated

using a dataset that includes all types of hedge funds.
However, the Cass study was able to dig even deeper
into the data to analyse the most popular hedge fund

strategies - the results were striking.

Cass examined funds in the Event Driven, Long/Short
Equity and Managed Futures strategies. The findings
showed that there is a negative relationship between
size and performance for both Long/Short Equity and
Event Driven funds, and that this relationship is far
more pronounced for the former, as shown in Figure 2.
This suggests that Long/Short Equity managers face
more significant capacity constraints, or diseconomies

of scale, than managers of other strategies.

Perhaps even more striking in Figure 2 is that the
relationship between size and performance for
Managed Futures hedge fund strategies is actually
positive. These results suggest that, rather than facing
diseconomies of scale, Managed Futures funds may

actually benefit from being bigger.

2HFR Global Hedge Fund Industry Report: First Quarter 2015
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These strategy-specific indings are extremely important
for institutional investors. According to the Hedge

Fund Research Global Report from Q1 2015, the

most significant fund flows this year so far were into
Long/Short Equity and Event Driven funds, precisely
where smaller funds outperform. Given that the
institutional investor community tends to invest in
larger fund managers, the Cass report implies that

this is a wasteful strategy.

Finally, the Cass study examined its greater span

of data to explore whether the relationship between
performance and size had changed over time.

Their results were astounding, especially for investors
who view large hedge funds as safer. They discovered
that the negative relationship between size and
performance was particularly pronounced during
periods of financial market stress. The results suggest
that rather than protecting clients during these crises,
investors in bigger funds suffered disproportionately

relative to investors in smaller funds.

The Cass study goes a long way to explain why
institutional investors, who overwhelmingly prefer
large funds over small ones, have been disappointed
by hedge fund returns as a source of return and

a preserver of capital.
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About
Gatemore

Gatemore Capital Management was founded in
2005 with a core belief that successful investing is
predicated on marrying a healthy entrepreneurial
spirit with institutional discipline. Today Gatemore
has offices in New York and London and advises
institutions and private clients on over $1.6 billion
globally. We have distinguished ourselves by
maintaining an unconstrained approach to research
which has often led us to investing in smaller funds
“away from the crowds.” In 2015 Gatemore was
named “Outsourced Chief Investment Officer of the
Year - UK” at the Al Hedge Fund Awards. For more

information, please visit www.gatemore.com.

London

Gatemore Capital Management LLP
33 Cavendish Square

London W1G oPW

Phone +44 (0) 20 7580 0300

New York

Gatemore Capital Management LLC
355 Lexington Avenue, 14th Floor
New York, NY 10017

Tel: +1 212 772 9900

www.gatemore.com
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Important Disclosures (UK)

Gatemore Capital Management LLP is authorised and regulated
by the Financial Conduct Authority. Registered No. OC346366.
Registered Office: 33 Cavendish Square, London W1G 0PW,
United Kingdom.

The information in this document is communicated by Gatemore
Capital Management LLP “Gatemore” and is directed only at persons
who are professional clients and eligible counterparties for the
purposes of the rules and guidance of the Financial Conduct Authority
and the services or investments referred to in this document are only
available to professional clients and eligible counterparties. Retail

clients should not rely on the information herein.

Model portfolios

Any portfolios represented herein are presented for illustrative
purposes only. Allocations for other Gatemore client portfolios may

be materially different than the client portfolio represented herein

due to varying degrees of diversification and/or other factors.
Gatemore does not make any representation that other client portfolios

will or are likely to achieve the same levels of diversification.

Accuracy of information

All information presented in the tables herein has been extracted or
sourced from third parties which Gatemore believe to be reliable and
any opinions expressed based on such information is given on the basis
that no reliance can be placed on it (such information and opinions

to referred herein as “Content”). No representation, warranty or
undertaking, express or implied, is made or given by Gatemore or

any representative of Gatemore as to the accuracy, reliability or
completeness of the Content. In no event will Gatemore or any of its
directors, officers or employees be liable to any person for any direct,
indirect, special or consequential damages arising any use or misuse

of the Content. The Content is valid as at the date of this document
and are subject to change depending on changing market conditions.
Gatemore has no obligation to update, modify or amend this document
or to otherwise notify any recipients if the Content changes or becomes

out of date or inaccurate.

No investment advice

The Content does not constitute generic or tailored investment advice.
The Content is provided on the understanding that any person who

acts upon or in reliance on the information does so at its own risk.

Risk factors

The investments described herein may experience substantial or
sudden loss, including total loss of investment. Past performance is not
necessarily a guide to future performance or returns. Applications to
invest in any product referred to in this document must only

be made on the basis of the documentation relating

to the specific investment.

Important Disclosures (US)
Gatemore Capital Management LLC (“Gatemore LLC”) is an SEC-

registered investment adviser with its principal place of business in
the State of New York. Gatemore LLC and its representatives are in
compliance with the current registration requirements imposed upon
registered investment advisers by those states in which Gatemore
LLC maintains clients. Gatemore LLC may only transact business
in those states in which it is registered, or qualifies for an exemption
or exclusion from registration requirements. This brochure is
limited to the dissemination of general information pertaining to its
investment advisory/management services. Any subsequent, direct
communication by Gatemore LLC with a prospective client shall be
conducted by a representative that is either registered or qualifies
for an exemption or exclusion from registration in the state where
the prospective client resides. For information pertaining to the
registration status of Gatemore LLC, please contact Gatemore LLC
or refer to the Investment Adviser Public Disclosure web site

(www.adviserinfo.sec.gov).

For additional information about Gatemore LLC, including fees and
services, send for our disclosure statement as set forth on Form ADV
from Gatemore using the contact information herein. Please read the

disclosure statement carefully before you invest or send money.



