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EDHEC is one of the top five business schools in France. Its reputation is built on the high quality of
its faculty and the privileged relationship with professionals that the school has cultivated since its
establishment in 1906. EDHEC Business School has decided to draw on its extensive knowledge of the
professional environment and has therefore focused its research on themes that satisfy the needs of
professionals.

2

EDHEC pursues an active research policy in the field of finance. EDHEC-Risk Institute carries out
numerous research programmes in the areas of asset allocation and risk management in both the
traditional and alternative investment universes.
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Anjilvel et al. (2001) emphasize the “alpha advantage” of hedge fund managers. They write, “Our
research has shown that a significant proportion of the total return to hedge funds in the past
has been alpha, in contrast with a small negative total alpha for mutual funds …”
They hypothesize, “One possible explanation for an ‘alpha advantage’ … is that … [the active
managers] can forecast expected returns better than others. This means a significant ability
to exploit market inefficiencies to outperform their benchmarks, presumably by virtue of skill,
knowledge, and insight.”
This view of hedge fund management has a direct impact on the potential capacity of the hedge
fund industry. To figure out the capacity of the hedge fund industry, we start by quoting from
Cochrane (1999): “… the average investor must hold the market so portfolio decisions must be
driven by differences between an investor and the average investor.”
If hedge funds are exploiting market inefficiencies, this means that other investors are supplying
those inefficiencies. This means that, unfortunately, we can’t all profit from exploiting inefficiencies.
Therefore, there is a natural cap on the potential size of the hedge fund industry, assuming that
hedge funds are indeed exploiting inefficiencies rather than taking in risk premiums.
Under this framework we can estimate how large the hedge fund industry could become based
on the following three factors:
1. The maximum tolerance of the average investor for supplying inefficiencies;
2. The required return targets of hedge fund investors; and
3. The size of the global capital markets.
According to Anjilvel et al. (2001), the size of the global equity and bond markets is $55 trillion.
Using this size of the global capital markets, Figure 1 shows the potential size of the hedge
fund industry based on a give-and-take analysis between the suppliers and exploiters of market
inefficiencies.
Figure 1: Capacity of Hedge Fund Industry (With an “Alpha Advantage”) in Billions of Dollars
Allowable inefficiency in Private, Mutual Find and Institutional Fund Management
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According to Putnam Lovell NBF and NewRiver (2002), the current size of the hedge fund industry
is $500 billion while the size of the global high net worth (HNW) and institutional marketplace
is $44 trillion. As of January 2004, the size of the global hedge fund industry had grown to
$700 billion, according to Butcher (2004). One might think that one could calculate how large
institutional investment in hedge funds could become using Figure 1’s figures. As an example, say
the average investor can tolerate up to –0.50% of inefficiencies in their traditional investments
before competitive (or regulatory) forces would step in to keep this number from getting larger.
Simultaneously, let’s say hedge fund investors demand at least 10% in excess returns before
committing their money to hedge funds. One might expect that hedge fund investors would
require premium returns because these investment vehicles tend to be quite opaque and illiquid.
Using these two assumptions, one could plausibly arrive at the size of the hedge fund industry
becoming $2.75 trillion (= $55 trillion * 0.50% / 10%.) This would mean that institutional and
HNW investments in hedge funds could become 6% (= $2.75 trillion / $44 trillion) of this sector’s
assets.
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On the other end of the spectrum, if the average investor can tolerate –1.0% in inefficiencies in
how their money is invested, and if hedge fund investors only require 5% in excess returns before
giving their money to hedge funds, one could envision the hedge fund industry being able to
grow to $11 trillion. The trouble with this conclusion is that one would expect competitive forces
to step in at some point: there should be an interaction effect between the size and success
of the hedge fund industry and the willingness of the average investor to tolerate mediocre
investment management.
Therefore in viewing the predictions of Figure 1, one must caution that at some point the size
and success of alpha-generating strategies can only attract so much capital before this would
jeopardize their continuing success.
Analyzing the potential size of the hedge fund industry from a “demand point-of-view,” Putnam
Lovell NBF and NewRiver (2002) predict that by 2010, global HNW and institutional investment
in hedge funds could become 3% of this sector’s assets. See Figure 2.
Figure 2: Global Institutional and HNW Assets and Hedge Fund Adoption Curve

Authors’ Data Source: Bernstein, OECD, Freeman & Company, Goldman/Russell, Nelsons, Greenwich Associates, NewRiver estimates.
Source: “Institutional or Institutionalized – Are Hedge Funds Crazy,” Putnam Lovell NBF and NewRiver, White Paper, December 2002, Exhibit
2.

Using Figure 1’s framework, it is plausible that such a size could be achieved from a “supply
point-of-view.” Using Putnam Lovell NBF and NewRiver’s assumed growth in the size of the
capital markets, their estimate would be consistent with the average investor tolerating –0.25%
in inefficiencies and the hedge fund investor requiring 10% excess returns on their investments.
There are a number of historical examples to point to in showing that superior investment
strategies have historically been fleeting, which is why this article is sounding a cautionary note
on predicting the potential size of the alpha-generating portion of the hedge fund industry. To
provide a broad historical perspective, one can quote Siegel (2003): “High-beta stocks beat lowbeta stocks until William Sharpe discovered beta in 1964; small stocks beat large ones until Banz
and Reinganum discovered the size effect in 1979 …”
Gatev et al. (1999) provide a more recent example. They simulate the performance of the equity
pairs trading strategy. Over the period of 1962 to 1997, they “… find average annualized excess
returns of up to 12 percent for a number of self-financing portfolios of top pairs.”
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But they also find, “Pairs trading has declined in profitability dramatically from the 1970s and
1980’s to a low point at the end of our sample when the returns were sometimes negative.” They
hypothesize that after the strategy’s discovery in the early 1980s, “competition has decreased
opportunity.”
Agarwal, Daniel, and Naik (2003) provide further evidence of the capacity-constrained nature
of the hedge fund industry. Using data from January 1994 through December 2000, they note,
“… large funds with large inflows display poor future performance and a lower probability of
exhibiting persistence. This finding is consistent with decreasing returns to scale in the hedge
fund industry.”
Selecting Alpha Generators Rather Than Beta Merchants
Jensen and Rotenberg (2003) discuss examples of hedge fund style returns that could be replicated
by passive investment techniques. Feldman (2002) summarizes this issue by asking, “Are hedge
fund returns skill-based alpha-generators or efficiently-priced returns to bearing hidden risks?”
One would prefer to not “pay alpha fees for beta performance,” as phrased by Siegel (2004).
Given this preference, have there been any studies so far on how to select hedge fund managers
whose performance cannot be linked to known risk factors? The answer is yes. Chen and Passow
(2003) and Mozes and Herzberg (2003) both provide evidence that such screens may be able to
select superior managers in out-of-sample tests. What these studies cannot answer, though, is at
what point would the popularity of such tests lead to the selected managers quickly reaching or
exceeding their capacity constraints.
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Founded in 1906, EDHEC Business School offers
management education at undergraduate,
graduate, post-graduate and executive
levels. Holding the AACSB, AMBA and EQUIS
accreditations and regularly ranked among
Europe’s leading institutions, EDHEC Business
School delivers degree courses to over 6,000
students from the world over and trains
5,500 professionals yearly through executive
courses and research events. The School’s
‘Research for Business’ policy focuses on
issues that correspond to genuine industry and
community expectations.
Established in 2001, EDHEC-Risk Institute
has become the premier academic centre
for industry-relevant financial research. In
partnership with large financial institutions,
its team of ninety permanent professors,
engineers, and support staff, and forty-eight
research associates and affiliate professors,
implements six research programmes and
sixteen research chairs and strategic research
projects focusing on asset allocation and

risk management. EDHEC-Risk Institute also
has highly significant executive education
activities for professionals. It has an original
PhD in Finance programme which has an
executive track for high level professionals.
Complementing the core faculty, this unique
PhD in Finance programme has highly
prestigious affiliate faculty from universities
such as Princeton, Wharton, Oxford, Chicago
and CalTech.
In 2012, EDHEC-Risk Institute signed two
strategic partnership agreements with the
Operations Research and Financial Engineering
department of Princeton University to set up
a joint research programme in the area of
risk and investment management, and with
Yale School of Management to set up joint
certified executive training courses in North
America and Europe in the area of investment
management.
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