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2018 - and the year ahead

2018 was the year of two distinct halves. The first was filled
with investor optimism fueled by record earnings and tax
reform. The second half presented a vicious and unexpected
market sell-off prompted by fears of a slowdown in corporate
earnings and an escalating global trade war:

¢ Was the market sell-off a signal to redeem or an
opportunity to increase exposure?

e |s now the right time to invest through longer lock vehicles
to protect against forced selling and/or monetize future
price dislocations?

The market swings of 2018 have investors reassessing their
investment strategies. Over the past few years, deciphering the
interplay among the following industry headwinds has become
increasingly challenging:

e Broader underperformance: Is the S&P the
right benchmark?

e Search for new sources of alpha: risk premia,
longer lockups, big data

¢ Market dynamics: unwinding QE, short-lived but
intense spikes in volatility, geopolitics, liquidity

e Business complexity: talent, regulatory changes,
fee pressure

As complex as these industry dynamics are, investor demand
for hedge funds is rising as 32% of investors expect to increase
their overall hedge fund allocation in 2019, up from 15% in
2018. As our survey suggests, the search for uncorrelated yield
is intensifying, with strategies including volatility arbitrage,
macro/RV and credit appearing to be well positioned to attract
net inflows in 2019. Risk premia and longer lock vehicles may
also be attractive, while UCITS maintain their appeal as they
offer benefits of enhanced liquidity and lower fees.

However, investors remain concerned about crowding,

style drift and transparency. 80% (up from 62% in prior year)
of the respondents cited crowding as a top three concern
(with 50% citing it as a primary concern). Style drift and lack
of communication/transparency followed as the second and
third most cited concerns for 2019. The survey results also
suggest capital re-allocation may be increasingly selective,
favoring strategies that can monetize structural inefficiencies,
niche markets or developing markets such as Asia. This dynamic
may bode well for start-up and early stage managers as 69%
of investors stated a willingness to invest in new launches.

Larger investors are more likely to concentrate their allocations
further to improve their purchasing power with managers

and reduce their risk of dilution from over-diversification.
Conversely, 33% of respondents cited lowering manager

fees may compromise the ability to acquire top talent and
expand infrastructure.

The level of additional scrutiny from investors has proved
healthy for the industry and will further improve alignment
between managers and investors. One key binding constraint
for managers will be the extent to which they can source and
retain talent, especially as they look to broaden their product
offering to meet the needs of investors.

On behalf of the entire J.P. Morgan Capital Advisory team,

we thank each investor who responded to this survey. We hope
the insight provided in this report will be of great use to you and
your firm. Thank you for your continued partnership, and we
look forward to working more closely with you in 2019.

Please reach out to me or any member of the Capital Advisory
Group with any questions you may have.

With best wishes,

Michael Monforth
Managing Director, Global Head of Capital Advisory
michael.h.monforth@jpmorgan.com

Regional Capital Advisory Group heads:

Kenny King
Managing Director, NA Head of Capital Advisory
kenny.king@jpmorgan.com

Kumar Panja
Managing Director, EMEA Head of Capital Advisory
kumar.panja@jpmorgan.com

Stephen Kelly
Executive Director, APAC Head of Capital Advisory
stephen.w.kelly@jpmorgan.com
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l. Summary: Key Findings

Our 16th annual institutional investor survey collected responses from 227 investors globally. This survey has helped both hedge
fund managers and investors understand holistic trends within the hedge fund industry as well as provide a glimpse into the future
progression of the hedge fund investor universe. We thank the investors who participated in our survey this year and in years past;

with your collaboration, the survey has become a unique source for material insights. The Capital Advisory Group would like to
share the key findings from this year’s survey.

What is the investor sentiment on
hedge funds?

Positive, but increasingly selective.
Sections I1.B, I1l.C - Figures 5, 39

What are investors’ concerns about
their hedge fund investments?
Mostly crowding.

Section I1.C - Figures 8, 9

What are investors’ views on hedge
fund fee structures?

Targeting structures that align fees
and incentives.

Section Ill.A - Figures 16, 23, 25

Did hedge fund performance meet
investors’ expectations in 2018?

Broadly, no.
Section IlI.C - Figure 37

Overall, did investors allocate or
redeem from hedge funds?

Investors redeemed significantly
more than expected in 2018.

Section IlI.D - Figure 42, 43

Where are investors expecting to
allocate capital in 2019?

Volatility arbitrage, macro/RV and
credit strategies.

Sections IILE, IIl.F - Figures 46, 47

Did investors allocate capital to
emerging managers?

Strong interest but in line with
previous years.

Section III.G - Figures 48, 49

Have more investors been using
managed accounts when investing
in hedge funds?

Largely in line with last year.
Section IV.D - Figures 63, 64

Investors have become more selective towards hedge funds after a turbulent 2018. Overall, however,
52% of respondents indicated that they use hedge funds primarily as a source of alpha generation
(Figure 5). Investor demand for hedge funds is rising with 32% of respondents expecting to increase
their hedge fund allocation in 2019 (Figure 39), up from 15% in 2018.

Crowding continues to be the primary concern for investors when allocating to hedge funds with

80% of respondents selecting crowding as a top 3 concern when investing in hedge funds (Figure 8).
Relating to hedge fund underperformance, over 82% of respondents believe there are too many hedge
funds chasing limited opportunities to generate alpha (Figure 9). Style drift, lack of communication/
transparency and macroeconomic factors are the other most referenced concerns.

For the first time in this survey’s history, more than half, 54%, of all investors are negotiating or looking
to negotiate fees paid to hedge fund managers (Figure 23). Allocators look to incentivize managers
through alignment of interests such as with the “1 or 30” fee structure, which has nearly tripled

in use year-over-year (Figure 25). Nearly half of all respondents paid less than 1.5% on average in
management fees to their hedge fund managers in 2018 (Figure 16).

After increased market volatility throughout 2018 leading to poor hedge fund performance, 68% of
respondents indicated that their hedge fund portfolio underperformed relative to its respective target
by at least 1% (Figure 37). Just 13% of respondents indicated that their portfolios outperformed their
target by at least 1%.

Outside of banks & platforms and consultants, investors on the whole consolidated their hedge fund
portfolios in 2018. Despite only 21% of investors expecting to reduce the number of hedge fund
allocations going into 2018, 40% ended up doing so (Figure 43). Looking ahead, 42% of respondents
expect to increase their overall number of hedge fund allocations in 2019.

Most investors plan to maintain or increase their hedge fund exposure in 2019. Capital invested in
hedge funds will likely be reallocated across different strategies and managers, particularly away from
long biased equity strategies and into volatility arbitrage, macro/RV and credit strategies (Figure 46).
From a geographical allocation perspective, and continuing a theme from 2018, 47% of investors plan
to increase exposure to the Asia Pacific region (Figure 47).

Separate from the +$1 billion new launches seen in 2018, investors continue to be opportunistic
towards investing in new launches. 69% of respondents indicated interest in investing in new launches,
(Figure 48) while 43% actually allocated to a new launch in 2018 (Figure 49). For those that did so,
approximately half made just one allocation.

The interest in investing via managed accounts remained in line with last year’s survey results, after
growth over previous years. Of the 36% of investors utilizing managed accounts, fund of funds and
consultants are the most common users (Figure 63). 34% of current users also expect to increase their
utilization of managed accounts in 2019 (Figure 64). Cash managed accounts are used far more than
synthetic managed accounts, which are most popular with banks & platforms.
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. Investment criteria and preference for hedge funds

A. Overview of survey respondents

e J.P. Morgan’s Capital Advisory Group conducted its 16th ¢ The respondents’ aggregate assets invested in hedge
annual Institutional Investor Survey at the turn of the funds was approximately $706 billion at the end of 2018.
New Year in review of hedge fund allocator trends and a Intermediaries, including consultants and fund of funds,
look ahead to 2019. Responses from 227 institutional represent 57% of those assets.

investors were collected.! Fund of funds and family offices
represent the largest number of respondents, accounting
for 24% and 23% of the total, respectively.

¢ Geographically, 76% of the respondents are from the
Americas, representing 77% of the total assets invested
in hedge funds.

FIGURE 1 & 2: Investor breakdown (based on the number of respondents)

Investor type Geographic location
11% 12% 10%

[0 Banks & platforms
12% [l Consultants

B Endowments & foundations B Americas
24% [ Family offices [ Europe, Middle East
& Africa
¥ Fund of funds -
B Asia Pacific
15% [ Insurance companies
I Pensions
23%
Note: Figures based on selections from 227 respondents.
FIGURE 3 & 4: Investor breakdown (based on assets invested in hedge funds at the end of 2018)
Investor type Geographic location
4%
12% 19%
[ Banks & platforms
B Consultants
B Endowments & foundations B Americas
[ Family offices 1 Europe, Middle East
& Africa
28% B Fund of funds o
I Asia Pacific

595 I Insurance companies

[ Pensions

Note: Figures based on selections from 227 respondents.

1 Each chart in this report is based on the actual number of respondents to that specific question. Totals in the charts may not add up to 100% due to rounding.
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B. The role of hedge funds in investor portfolios

Alpha generation and portfolio diversification continue as the top two reasons institutional investors allocate to hedge
funds. The percentage of investors citing alpha generation as their primary reason remains in line with last year’s survey.
However, respondents reporting portfolio diversification as a primary reason has risen 8%.

¢ While 73% of all respondents consider portfolio diversification e 58% of respondents indicated access to select or niche
among the top three reasons they invest in hedge funds, the opportunities as a top three reason. Those that view this
breakdown is evenly split among being a primary, secondary as the primary reason for hedge fund investing represent
or tertiary reason. 14% of the survey’s respondents.

e Access to leverage continues to be a minor purpose,
with only 1% of respondents stating this reason.

FIGURE 5: Breakdown of top three reasons for investing in a hedge fund

60%

52%

50% -|

40% -

I Primary reason

30% - [ Secondary reason

27%

25% [ Tertiary reason

22% 22%
18%

20% - 19% 18%
14% 14% 14%
10%
6%
4%
1%
s | | = | | =B | | = | | Eauyas | | B 0% 0% mmen

Alpha Correlatlon Down5|de/ta|| Leverage Portfolio
risk protection diversification

Access to select/
niche opportunities generation benefits

Note: Figures based on selections from 227 respondents. Respondents were permitted to make multiple selections.

e An examination of these investor priorities geographically ® 16% of investors in the Americas consider access to select/

shows alpha generation to be the primary reason for
investors in EMEA (58%) and Asia Pacific (57%), while
fewer consider it such in the Americas (51%).

niche opportunities to be the primary reason for investing
in hedge funds. This is higher than those in EMEA, at 13%,
and significantly higher than those in Asia Pacific, 4%.
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FIGURE 6: Primary reason for investing in a hedge fund across regions

100% -
90% -
80% -
70%
60% -
50% -
40% -
30%
20%
10% -

0% -

3%

Access to select /
niche opportunities

Alpha generation
Correlation benefits

Downside /
tail risk protection

Leverage

Portfolio diversification

%

Americas Europe, Middle East & Africa

Note: Figures based on selections from 227 respondents.

Asia Pacific

An analysis of investors by type provides insight into the goal of hedge funds within investment portfolios.

e Asignificant share of pensions (48%) considers portfolio .
diversification to be their top reason for investing in hedge
funds. At the same time, they represent the lowest portion
(32%) of any investor group that considers alpha generation
the reason.

FIGURE 7: Top reasons for investing in a hedge fund by investor type

At 59%, consultants have the highest percentage of
any investor type that considers access to select/niche
opportunities to be the primary reason for investing in
hedge funds.

100%
90% |
o 30%
80% |
70% 4% . B Access to select /
7% niche opportunities

60% - [ Alpha generation
[0 Correlation benefits

50% -|
[l Downside /

. 31% tail risk protection

40%- S
I Leverage

30% [0 Portfolio diversification

20% -

26%
10% -
14% 13%
9%
0%+ — -
Banks & Consultants Endowments & Family offices Fund of funds Insurance Pensions
platforms foundations companies

Note: Figures based on selections from 227 respondents.
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C. Concerns and performance

When asked to select their top three concerns when allocating to hedge funds, more investors continue to indicate crowding
as their primary concern, an increase of 20% year-over-year. When asked to select the reasons for hedge fund industry
underperformance in recent years, over 82% of respondents indicated there are too many hedge funds chasing limited
opportunities to generate alpha as one of those reasons. Style drift, lack of communication/transparency and macroeconomic
factors are the other leading concerns for investors.

FIGURE 8: Breakdown of top 3 concerns when investing in hedge funds

%

19%

Lack of communication/
transparency

Excessive risk taking _ 10%

Headline/reputational risk _ 8%

[ Secondary concern

_ 8% [ Tertiary concern

2

Regulatory changes . 2%

other [I] 2%
1

T T T T 1
0% 10% 20% 30% 40% 50%

Note: Figures based on selections from 227 respondents.
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FIGURE 9: Main reason for hedge funds underperforming broader market

Too many hedge funds chasing limited
opportunities to generate alpha

alpha on the short side 48%
sty dift [ 4%
Rising manager expenses (financing, -13%
prime brokerage, trading costs, etc.)
Other -8%
New regulations .4%

T T T T T T T T T 1
0% 10% 20% 30% 40% 50% 60% 70% 80% 90%

Note: Figures based on selections from 223 respondents. Respondents were permitted to make multiple selections.

D. Hedge fund allocation

e 44% of respondents have at least $1 billion allocated in

of the greater investment portfolio. Endowments &
hedge funds: 24% have $250 million or less.

foundations have the highest percentage of respondents who

® 44% of respondents have more than 25% of their portfolios
allocated to hedge funds; 32% have less than 10%.

e 72% of pensions and 50% of insurance companies have less
than 10% of their portfolios in hedge funds. These segments
represent the smallest hedge fund allocation as a percentage

FIGURE 10: Capital invested in hedge funds (2018)

8% 6%

I Less than $50 million
[ $50-100 million

10% [ $100-250 million
Il $250-500 million
I $500 million-$1 billion
[ $1-2.5 billion

17% M $25-10 billion

I Greater than $10 billion

15%

Note: Figure based on selections from 213 respondents.

have 11%-50% of their portfolios allocated to hedge funds.
Unsurprisingly, fund of funds have the largest percentage
(48%) of respondents allocating 100% of the investment
portfolios to hedge funds.

FIGURE 11: Percentage of portfolio allocated to hedge funds (2018)

M 1-10%
W 11-25%
M 26-50%
[ 51-75%
M 76-99%
M 100%

3%

8%

Note: Figure based on selections from 208 respondents.
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FIGURE 12: Percentage of portfolio allocated to hedge funds by investor type (2018)

80% Percentage %
70% |
60% |
50% -
40% -
30% |
20% -
10% -

0%

Endowments &
foundations

Banks &
platforms

Consultants Family offices

Note: Figure based on selections from 208 respondents.

72
B 1-10%

[ 11-25%
W 26-50%
[ 51-75%
W 76-99%
| 100%

Insurance Pensions

companies

Fund of funds

Consistent with expectations, family offices tend to make the smallest average allocations to hedge fund managers, while pensions
and banks & platforms make the largest average allocations. In general, the average allocation from Asia Pacific investors is

smaller than from investors in the Americas and EMEA.

e Approximately 26% of respondents make average allocations
of less than $10 million per hedge fund manager, while
slightly over 16% of respondents allocate more than $100
million on average per manager.

e Family offices tend to make the smallest average allocations
to hedge fund managers, with 60% allocating $10 million or
less to a manager on average. Only 12% of family offices make
an average allocation of $50 million or more, well below all
other investor types.

e Pensions, on average, make the largest allocations, with 68%
of allocating at least $50 million per hedge fund manager.

FIGURE 13: Average allocation to a hedge fund manager

4% 11%

B $1-5million

[l 5-10 million

B $10-25million

[ $25-50 million

B $50-100 million

[ $100-250 million

[l Greater than $250 million

15%

16%

20%

Note: Figure based on selections from 227 respondents.

¢ For endowments & foundations, close to 50% of make
average allocations of $25 million to $100 million to a hedge
fund manager.

e Geographically, Asia Pacific investors tend to make smaller
hedge fund allocations, with 39% making average allocations
of $1 million to $10 million, compared with 23% in the
Americas and 36% in EMEA. 34% of respondents based in
the Americas allocate more than $50 million on average per
hedge fund manager, compared with 26% for Asia Pacific
respondents and 19% for EMEA respondents.
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FIGURE 14: Average allocation to a hedge fund manager by investor type

70%
Percentage % 67
60% |
50% - B $1-5million
I $5-10 million
10% d B $10-25 million
[0 $25-50 million
34
2 33 2 o
Il $50-100 million
30% - 28 2828
% 26 26 [0 $100-250 million
22 [ Greater than
250 million
20% 1818 18 7 $
m 50 15 15 1515
1 iy il 1 11 12
10% 8 9
77 7 6
3 22
0% 0 0 0 00F({0OMNO00 000
Banks & Consultants Endowments & Family offices Fund of funds Insurance Pensions
platforms foundations companies
Note: Figure based on selections from 227 respondents.
FIGURE 15: Average allocation to a hedge fund manager by investor region
30%1 Percentage %
26
25% |
B $1-5million
0/ —
20% B $5-10 million
B $10-25million
15% -| [0 $25-50 million
Il $50-100 million
[ $100-250 million
10% B Greater than
$250 million
5% -
0
0%

Americas

Europe, Middle East & Africa

Note: Figure based on selections from 227 respondents.

Asia Pacific
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I1l. Hedge funds: perspective and trends

A. Fees

Investors negotiating fees has become increasingly prevalent when investing in hedge funds. For the first time in this survey’s
history, more than half of all survey respondents are negotiating or looking to negotiate fees paid to hedge fund managers.
The standard “2 and 20” model has been deemed outdated as allocators look to incentivize managers through alignments of
interests such as with the “1 or 30” fee structure.

¢ Only 4% of all respondents indicated an average management e Of the respondents, consultants pay the lowest performance

fee paid of 2% or greater and 3% indicated an average fees on average, with 67% paying less than 17.5%. In contrast,
performance fee paid of 20% or greater. banks & platforms and insurance companies pay the highest
e Close to 37% of respondents pay an average management average performance fees, with 26% and 24% paying at least
fee of 1.5%-1.75% to their hedge fund managers, while 46% 20%, respectively.
pay less than 1.5%, an increase of 11% last year. e Regionally, the only significant distinction in management
« Nearly half of respondents are paying an average fees paid is the large portion (25%) of EMEA respondents
performance fee of 17.5%-19.99%, but 40% are paying paying at least 1.75% on average for their management fee.
less than 17.5%. With regard to performance fees, Americas investors pay

the highest fees, 64% paying more than 17.5% on average,

e On an asset-weighted basis, average fees paid shift even compared with 529% in EMEA and 43% in Asia Pacific.

lower, indicating larger hedge fund investors are paying
lower fees to their hedge fund managers.

¢ In general, bank & platforms and pensions pay the lowest
management fees among all investor segments, with 33%
and 28% paying less than 1.25%, respectively. However, some
banks & platforms also pay the highest management fees,
indicating dispersion across the segment.

FIGURE 16: Average fees paid to managers (2018)

Management fee
Less than 1% 1-1.24% 1.25-149% 15-1.74% 175-199% Greater than 2%
Less than 15% 5 2 3 v [ O o 10w

30%

t5-145% w0 ow o ow [e  oe
15-1999% L T TR
20% 0% 2% 1% 4% 1% % P %

Grater than 20% % ow [0 e T e ] o % %

Total 7% 14% 25% 37% 12% 4% 1% 100%

Performance fee

Note: Figure based on selections from 221 respondents. Color coded by concentration.
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FIGURE 17: Average fees paid to managers on an asset-weighted basis (2018)

Management fee

Less than 1% 1-1.24% 1.25-1.49% 1.5-1.74% 1.75-1.99% Greater than 2%

1% 12%

Less than 15% _

5 1% 4% 9%
g 2% 7%
15% 4% 100%
Note: Figure based on selections from 221 respondents. Color coded by concentration.
FIGURE 18: Average management fees paid by investor type (2018)
100% 4% 4% 2%
90% - 4% 2%
80% [0 Less than 1%
70%- B 1.24%
60% - B 1.25-1.49%
50% - 0 15-174%
40% - B 175-199%
30% - B 2%
20% - B Greater than 2%
10% -
0%
Banks & Consultants Endowments & Family offices Fund of funds Insurance Pensions
platforms foundations companies
Note: Figure based on selections from 224 respondents.
FIGURE 19: Average performance fees paid by investor type (2018)
100% -
90% -
80% -
70% - [l Lessthan 15%
60% -| [ 15-1749%
50% - B 175-1999%
40% - B 0%
30% - [0 Greater than 20%
20% -
10% -
0%
Banks & Consultants Endowments & Family offices Fund of funds Insurance Pensions
platforms foundations companies

Note: Figure based on selections from 221 respondents.
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FIGURE 20: Average management fees paid by investor region (2018)

100% 1%
90% -
80% |
0% [ Less than 1%
60% B 1-1.24%
-
B 1.25-1.49%
50% - W 15-174%
B 175-199%
40%-
’ B 2%
30% - B Greater than 2%
20% |
10%
0%

Americas Europe, Middle East & Africa Asia Pacific

Note: Figure based on selections from 224 respondents.

FIGURE 21: Average performance fees paid by investor region (2018)

100%
90% |
80% -
70% |
Less than 15%
60% u 0
0 15-1749%
50% - B 175-1999%
B 20%
40% -
° [ Greater than 20%
30%
20%
10% -|
0% -

Americas Europe, Middle East & Africa Asia Pacific

Note: Figure based on selections from 221 respondents.
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Respondents were also asked if there is cause for concern with managers who charge lower fees being able to acquire top talent
and generate infrastructure. In total, 33% of respondents believe there is cause for such concern, with pensions leading at 48%,
but only 20% of family offices.

FIGURE 22: Concern around low fees?

100% -

90%
80% |
70% -
60% 1 0 Yes
50% - -
40% °
30% -
20% -
10% | 20%
0%1 T T T T
Banks & Consultants Endowments & Family offices Fund of funds Insurance Pensions Total
platforms foundations companies

Note: Figures based on selections from 210 respondents.

An increasing number of investors negotiated or plan to negotiate fees with their hedge fund managers.

e The percentage of respondents who have negotiated or will * In 2018, 67% of respondents who indicated a negotiated
negotiate fees with managers has continued to increase over fee arrangement were able to receive fee reductions that
the years, from 38% in 2014 to 54% in 2018. were based on the size of their investments (size discount),

* More than 50% of family offices, endowments & foundations Y"h'le 48% received feg discounts given the length of their
and fund of funds indicated they will negotiate fees with their investments (loyalty discount).
hedge fund managers. Approximately one-third of pensions o After increasing discussions about the “1 or 30” fee model
and consultants negotiated fees in 2018. over the past few years, 17% of survey respondents reportedly

implemented this fee structure in 2018, up 6% from 2017.

FIGURE 23: Respondents who have negotiated or will negotiate fees
60%
50% -
40% - 38%
30% -
20% -

10% -

0%

2014 ' 2015 2016 2017 2018

Note: Figure based on selections from respondents in each respective year
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FIGURE 24: Respondents who have negotiated or will negotiate fees (2018)

100% -
90% -
80% -|
70% -
4%
Y
60% W e
o | I No, hut planto
20% dosoin 2019
40% - m o
30% -
20% |
10% |
Banks & Consultants Endowments & ‘ Family offices ‘ Fund of funds ‘ Insurance ‘ Pensions Total
platforms foundations companies
Note: Figure based on selections from 221 respondents.
FIGURE 25: Fee structures used (2018)
70% 67%
60% -
50% -
40% -
30% -
20% - 17%
10% -
0% T
1-or30 Reduction in fees based on Reduction in fees based on Performance fee over hurdle Pass-through fees
(Higher of management fee or  size of investment (size discount) length of investment
performance fee over a hurdle) (loyalty discount)
Note: Figure based on selections from 174 respondents. Respondents were permitted to make multiple selections.
FIGURE 26: Fee structures used by investor type (2018)
120% Percentage % B 1-0r-30 (Higher of
management fee or
100% 100 pehrfo(;rlnance fee over
ahurdle
81 86 . ) 4
80% | % - 7 B Redqcﬂon_mfees based
68 on size of investment
5 64 (size discount)
60% - 56 Lo
’ 50 50 R % 50 50 I Reduction in fees based
40 on length of investment
40% - 3535 (loyalty discount)
2 2 25 3 [ Pperformance fee
20% - 15 14 over hurdle
0 10 14 1 1 14 3 14
5 4 4 3 0 00 5 [0 Pass-through fees
0%
Banks & Consultants Endowments & Family offices Fund of funds Insurance Pensions I other
platforms foundations companies

Note: Figure based on selections from 174 respondents. Respondents were permitted to make multiple selections.
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B. Liquidity & lockup preference

Liquidity is important to investors in traditional hedge fund vehicles. The vast majority of hedge fund investors still prefer
quarterly or shorter redemption periods.

e Of the respondents with a liquidity preference, 97% prefer ¢ Geographically, the Americas have the highest proportion of
redemption frequency of quarterly or shorter liquidity. respondents preferring quarterly liquidity at 64%, while Asia
However, the percentage of respondents who prefer monthly Pacific and EMEA respondents prefer monthly liquidity, 58%
or weekly liquidity has decreased slightly in comparison with and 44%, respectively. EMEA also has the highest percentage
the past few years. of respondents who prefer managers with weekly or more

frequent liquidity terms at 26%. This may be attributable to
the prevalence in Europe of UCITS products, which tend to be
much more liquid than traditional hedge fund structures.

¢ Only endowments & foundations and family offices indicated
preference for liquidity longer than quarterly, making up 3%
of all respondents, while 10% of all respondents indicated a
preference for weekly liquidity.

FIGURE 27: Preferred liquidity terms

100% -

6% 5% 6% 3% 2% 1% 2% 3% 1% 2% 1%
90% 1 F5 % 1% 2% 1% 1% 2% 1% 2%
80% [ ] kl
0 Weekly or
70% - 1% - o 56% more lyrequent
60%- L 62% I Monthly
50% - M Quarterly
40% - [0 Semi-Annually
30%- 35% 39% 38% 3% B Annually
20% o = 3%
0 0/
10% [ -
0% 5% 9% 8% 11% 10%
(B
2008 2009 2010 2011 2012 2013 2014 2015 2016 2017 2018
Note: Figure based on selections from respondents in each respective year.
FIGURE 28: Liquidity preference by investor type (2018)
80%- Percentage %
70% - 70
i 60
60% 56
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FIGURE 29: Liquidity preference by investor region (2018)
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In general, pensions along with endowments & foundations have a higher tolerance for longer lockups, given their relatively
longer investment time horizon.

e Of the respondents who are willing to lock up their capital ¢ Family offices and fund of funds have the lowest percentage
with a hedge fund manager, 35% will accept a maximum of respondents who are willing to accept lockup terms of
lockup of one year. more than two years.

¢ Additionally, of those investors accepting lockups, 65% of ¢ As has been the case historically, respondents in the Americas
banks & platforms and 56% of fund of funds typically require have a higher tolerance for lockup terms of two years or
shorter lockups of 1 year or less. 53% of endowments & more, compared with investors in EMEA and Asia Pacific.

foundations and 40% of pensions will accept a lockup of
3 years or more.

FIGURE 30: Longest acceptable lockup period (2018)
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FIGURE 31: Longest acceptable lockup period by investor type (2018)
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FIGURE 32: Longest acceptable lockup period by investor region (2018)
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C. Hedge fund performance and expected fund flows

After the predominantly positive market environment in 2017, risk assets experienced significant turbulence throughout 2018,
which translated into negative year-end performance for many hedge fund investors’ portfolios. Over two-thirds of investors saw
their hedge fund portfolios underperform the target in 2018. However, for 2019, most hedge fund investors expect to maintain,

if not increase, their hedge fund allocations.

e For 2018, 68% of respondents stated their hedge fund ¢ With regards to return targets, only 4% of respondents did
portfolios did not meet their return targets by at least not specify the use of a return target or benchmark for their
1%. Only 13% of respondents indicated their portfolios hedge fund portfolios.
outperformed relative to the target return. e Insurance companies and pensions tend to have a

e Americas respondents reported the lowest levels of lower return target for their hedge fund investments,
underperformance, with 63% stating the target was missed as many prioritize low correlation and downside/tail risk
by 1% or more, followed by 79% in Asia Pacific and 83% in protection when investing in hedge funds. Family offices
EMEA. Respondents in the Americas also indicated the highest and endowments & foundations are seeking higher hedge
levels of outperformance, with 16% stating their hedge fund fund returns.

portfolios outperformed the target, followed by 5% in Asia
Pacific and zero in EMEA.
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FIGURE 33: Target return by investor type (2018)
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FIGURE 34: Target return by region (2018)
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FIGURE 35: Target volatility by investor type (2018)
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FIGURE 36: Target volatility by investor region (2018)
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FIGURE 37: Performance relative to target return by investor type (2018)

35% Percentage %
30% 29
2506 - 25252525
20% 19
IR VAVARY) 1717

15% -

10% - 10810

5% -

22 2
0% 00 00 O 000 0
Banks & Consultants Endowments & Family offices Fund of funds Insurance
platforms foundations companies
Note: Figure based on selections from 200 respondents.
FIGURE 38: Performance relative to target return by region (2018)
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While the majority of investors expect to maintain their hedge fund exposure in 2019, many will look to redeem capital and
reallocate across different strategies and managers, more so than in previous years.

® 55% of respondents indicated their hedge fund allocations e From a regional perspective, EMEA respondents expect to
will remain the same in 2019, but 32% expect to increase their have the largest levels of activity, leading both categories in
portfolios’ overall hedge fund allocation. increasing hedge fund exposure and decreasing hedge fund

exposure. No Asia Pacific investors reported an expected
decrease in hedge fund exposure.

e Banks & platforms and insurance companies have a higher
percentage of respondents looking to add to their hedge
fund allocations, while pensions and consultants have the
lowest percentages.

FIGURE 39: Expected change to overall hedge fund allocation in 2019 by investor type
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FIGURE 40: Expected change to overall hedge fund allocation in 2019 by region
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FIGURE 41: Expected portfolio changes to meet return target the following year
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Note: Figure based on selections from respondents in each respective year. Respondents were permitted to make multiple selections.

D. Number of hedge fund investments

On the back of positive performance in 2017, investors increased the number of line items in their hedge fund portfolios for 2018.
In reality, more investors ended up reducing the number of hedge fund investments than those that increased. Looking to 2019,
investors predominantly expect to maintain or make additional hedge allocations to their portfolios.

¢ The average number of hedge fund allocations by investor
type ranges from 35-40 for banks & platforms, consultants,
fund of funds and insurance companies. All other investor
segments tend to have approximately 20 hedge fund
allocations in their portfolios on average.

e In 2018, 40% of respondents reduced the number of hedge
funds in which they were invested, compared with 36% that
increased their number of hedge fund allocations.

e For 2019, 42% of respondents are expecting to increase the
number of hedge fund investments in their portfolios, a slight
increase from the expectation of 37% in 2018. Also similar
to last year, only 22% of respondents plan to decrease the
number of hedge funds they allocate to.

® 61% of banks & platforms and 50% of consultants plan to
increase the number of hedge funds in their portfolios in
2019, the highest across all investor types.

¢ Geographically, Asia Pacific has the highest percentage of
respondents (55%) who are looking to increase their number
of hedge funds and the lowest percentage (10%) of those who
plan to decrease investments.
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FIGURE 42: Average number of hedge fund allocations
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FIGURE 43: Expected and actual change in number of hedge fund allocations
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FIGURE 44: Expected change in the number of hedge fund investments in 2019 by investor type
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FIGURE 45: Expected change in the number of hedge fund investments in 2019 by investor region
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E. Expected strategy exposure change in 2019
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In 2019, investors are expecting to allocate the most capital to strategies including global macro, emerging markets, credit:
distressed, and long/short equity: market neutral. Alternatively, long/short equity: fundamental, event driven, and CTAs/managed
futures are expected to have the most outflows.

On a net basis, 22% of respondents plan to allocate more
capital to global macro, followed by emerging markets (21%)
and credit: distressed (21%).

Quantitative strategies as a whole have continued to see
increased interest over recent years: 19% of respondents
indicated an expectation to increase exposure to long/short
equity: quantitative strategies, with only 3% planning to
decrease exposure.

After negative equity performance in 2018, long/short
equity: fundamental funds are expected to receive significant
redemptions and reallocations as 20% of investors expect to
decrease exposure while 19% plan to increase exposure.

Appetite for credit strategies has increased significantly in
comparison with the past few years, with the net exposure
change to all credit sub-strategies to be at least 10%.

¢ Fund of funds continue to expect year-over-year net
outflows as 8% of investors expect to decrease exposure
to this segment.

¢ 0On an asset-weighted basis, changes across strategies are
predominantly similar, with the exception that there is a
greater magnitude of the expected changes within most
strategies. Option/volatility arbitrage is also expected to
receive the largest positive exposure change in 2019 on
an asset-weighted basis.
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FIGURE 46: Expected strategy exposure change in 2019 (*asset-weighted)
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F. Expected geographic exposure change in 2019

Respondents to this year’s survey are more positive on Asia Pacific and Europe, as many of them plan to increase their exposure
to those two regions.

* 69% of respondents indicated current exposure to Asia Pacific e Latin America and the Middle East and North Africa are
and 47% expect to increase their exposure in 2019, by far the expected to see the lowest levels of exposure change out
largest expected exposure increase among all regions. of the five regions.

FIGURE 47: Expected change in geographic exposure in 2019
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G. New launches

Allocating to new launches has been an increasing trend among hedge fund investors for multiple reasons including diversification
and access to lower fees. However, the bar remains high for emerging managers to receive allocations, particularly from larger
investors. 69% of all investors surveyed indicated willingness to consider allocating to new launches, down slightly from 71% last
year. For investors that made at least one allocation to a new launch in 2018, roughly half made a single allocation.

o Compared with 69% of respondents willing to invest in new ® 29% of pensions looking at new launches allocated more
launches, 43% actually made such an investment in 2018, than $250 million to the space, the highest percentage in the
the highest mark since 2014. investor segments. On the opposite end, 54% of family offices

« Fund of funds and banks & platforms are the most active new allocated $10 million or less in 2018 to new launch managers.

launch investors. Of those open to investing in new launches,
72% of fund of funds made an allocation, the highest among
investor types. 31% of banks & platforms looking at new
launches made at least three allocations in 2018, also the
most of each investor type.
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FIGURE 48: Consider investing in new launches?

90% -
80% - 78%

70%
62% 63%
60%
50% 50% 50%
40% -
31%
30% -

20% |

10%

% -
Banks & Consultants Endowments & Family offices Fund of funds Insurance Pensions Total
platforms foundations companies
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FIGURE 49: Percentage of investors allocated to at least one new launch

100% -
90% -
80% -
70%
60% -
50% -
40% -
30%
20%
10% -

2014 2015 2016 2017 2018

Note: Figure based on selections from respondents in each respective year.

FIGURE 50: Number of investments made to new launch managers (2018)
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FIGURE 51: Percentage of respondents who made allocation to new launches by investor type
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FIGURE 52: Capital allocated to new launches by investor type (2018)
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FIGURE 53: Willingness to allocate to new launch managers without a pre-existing relationship (2018)
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H. Industry trends

Similar to last year, respondents indicated they expect to see lower fees and consolidation as key themes in the hedge
fund industry.

e Lower fees and more hurdle rates continue as the dominant ¢ Respondents are also expecting more capital to flow into less
trend of the past several years as investors and hedge fund liquid, hybrid vehicles. These types of hybrid opportunities
managers work together to build fee structures that seek an are typically seen as uncorrelated return streams that
alignment of interests. complement investors’ hedge fund portfolios.

FIGURE 54: Expected industry trends in 2019
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IV. Special topics

A. Dry powder

As 2018 drew to a close, investors indicated having higher levels of dry powder in their portfolios than previous years,

most notably in the family office segment.

e 25% of respondents’ portfolios are at least 10% dry powder,
which is the highest level of dry powder since 2008.

FIGURE 55: Percent of dry powder in portfolio
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FIGURE 56: Percent of portfolio in dry powder by investor type (2018)
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B. Alternative risk premia

Overall, interest in risk premia strategies has tempered, likely due to stagnant performance in 2018. However, investors outside
EMEA (where risk premia is most highly utilized) plan to increase their exposure significantly in 2019, particularly in the private
bank & pension segments. Common reasons for investing in risk premia strategies have consistently included isolating risk premia
exposures, low costs and liquidity.

e 24% of respondents are invested in risk premia strategies e Of the respondents who have invested or will invest in
as of 2018, down from 29% in 2017. However, 12% of alternative risk premia strategies, close to 90% view these
respondents are considering allocating to risk premia in 2019. products as a complement to their hedge fund investments.
o As of 2018, consultants (46%) and pensions (42%) use Less than 5% of respondents use alternative risk premia
risk premia strategies more than any other investor types. strategies to replace their hedge fund allocations.
On the opposite end, only 8% of family offices and 13% ¢ Regionally, 21% of Asia Pacific respondents are expecting
of endowments & foundations currently allocate to risk to add initial risk premia allocations in 2019, the highest
premia strategies. percentage among the three regions. Americas respondents

make up the lowest percentage of risk premia utilization at
19%, but 13% expect to add initial allocations in 2019.

FIGURE 57: Allocation to alternative risk premia
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FIGURE 58: Allocation to alternative risk premia by investor type (2018)
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FIGURE 59: Allocation to alternative risk premia by investor region (2018)
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C. Longer-lock/hybrid vehicles

There continues to be increased appetite for illiquid/hybrid funds offered by hedge fund managers. These vehicles typically
include a drawdown feature and have a typical lifespan of three to five years. As discussed in section 3.H, Industry trends,
these opportunities are typically seen as uncorrelated and offer higher returns.

® 46% of respondents in 2018 had investments in longer-lock ¢ As expected, due to their flexibility and long investment
hybrid funds, the highest level since 2013. Outside this group, horizon, endowments & foundations are the highest users
8% of respondents also plan to make an investment to a of hybrid funds. In contrast, insurance companies are the
hybrid fund in 2019. lowest users of hybrid funds.

FIGURE 60: Invest in long-lock/hybrid funds
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FIGURE 61: Invest in long-lock/hybrid funds by investor type (2018)
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D. Managed accounts

The interest in investing via managed accounts remained in line with last year’s survey results, after growth over previous
years. Use of managed accounts is driven by various benefits the accounts bring to investors’ portfolios, such as transparency,
control over assets, lower fees and customization.

® 36% of respondents invested in hedge funds via managed ¢ Of the respondents who invest in hedge funds via managed
accounts in 2018, compared with 37% in 2017 and 29% accounts, 34% plan to increase their use of managed
in 2016. accounts. As expected, pensions (60%) and fund of funds

e While transparency is the most common reason respondents (57%), plan to increase their usage the most.

indicated for why they invest via managed accounts, ¢ Of those respondents already investing via managed
increased control over assets and lower fees are also accounts, the majority indicated they utilize cash managed
common factors. accounts (72%) over synthetic managed accounts (21%).

The remaining 7% use hoth. 60% of pensions use synthetic

* Of those who can or do invest via managed accounts, _
managed accounts, more than double any other investor type.

72% of the respondents had less than 25% of their hedge
fund portfolios invested via managed accounts in 2018.

9% of respondents, including banks & platforms and fund
of funds, utilize managed accounts for 100% of their hedge
fund allocations.

FIGURE 62: Use of managed accounts
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FIGURE 63: Use of managed accounts by investor type (2018)
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FIGURE 64: Existing managed account investors expected change in use for 2019
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FIGURE 65: Use of cash and synthetic managed accounts (2018)
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E. Funds of one

While less popular than managed accounts, roughly one-quarter of investors currently utilize funds of one.

e 48% of pensions utilize funds of one, by far the highest ¢ Typical allocation sizes for funds of one vary; 40% of
percentage across investor types. No insurance company respondents allocated $50 million or less on average to hedge
respondents indicated use of funds of one. fund managers via funds of one, while another 40% allocate

* 5% of respondents who currently utilize funds of one are at least $100 million on average.

making 100% of their hedge fund allocations via funds of one,
while 56% allocate 1-10% of their portfolios via funds of one.

FIGURE 66: Use of funds of one by investor type (2018)
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F. UCITS funds

Roughly one-quarter of the hedge investor base allocated to UCITS products in 2018, relatively stable in comparison with
previous years.

e 23% of respondents in 2018 invested in UCITS products, e Of the 23% of investors with current allocations, nearly
compared with 27% in 2017. However, 4% of respondents 50% of respondents have less than $100 million invested
plan to allocate to UCITS funds in 2019, up 1% year-over-year. in UCITS funds.

e Regionally, Asia Pacific and EMEA are more active in this ¢ Although, the majority of respondents will keep their UCITS
area, with roughly 60% of respondents in each region having exposures consistent, 43% of these respondents expect to
current allocations to UCITS funds. In the Americas, just 10% increase their UCITS allocations in 2019.

of respondents have allocations to UCITS funds.

e Liquidity remains the dominant factor for investing in UCITS
funds by hedge fund investors, followed by lower fees.

FIGURE 69: Investors with allocations to UCITS funds by region (2018)
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FIGURE 70: Breakdown of reasons for investing in UCITS funds
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FIGURE 71: Capital allocated to UCITS funds
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FIGURE 72: Existing UCITS investors expected change in
exposure for 2019
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Although only 16% of respondents currently have exposure to environmental, social and governance (ESG) or socially responsible
investing (SRI) investments, an additional 18% expect to add exposure in 2019. More than 20% of hanks & platforms, consultants
and pensions expect to add exposure to ESG or SRI strategies in 2019. Of the respondents who have or plan to add ESG or SRI
exposure, 32% have a stated mandate to do so. A further 15% plan to add an ESG/SRI mandate in 2019. 41% of investors are
accessing their ESG/SRI exposure through their hedge fund investments, up from 37% last year. However, other fund structures
such as mutual funds/venture capital are still the more popular choice for investors’ ESG/SRI exposure.

FIGURE 73: ESG/SRI hedge fund allocations by investor type (2018)

100%
90% -
80% -
70% -
60% -
50% -
40% -
30% |
20%
10% -

0%

3%

1 ves

Il No, but planto
dos0in 2019

B No

17%

Banks & Consultants Endowments &
platforms foundations

Note: Figure based on selections from 208 respondents.

Family offices

Fund of funds Insurance Pensions Total
companies



IV. Special topics 2019 Institutional Investor Survey | 39

FIGURE 74: ESG/SRI investment mandate
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FIGURE 75: Implementation of ESG/SRI mandate
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H. Active extension

Active extension or “beta one” strategies are roughly split between respondents who already invest or are willing to invest against
those who won't consider these types of strategies. Endowments & foundations not only utilize these strategies the most, but are
also the most open to consider them going into 2019.

FIGURE 76: Active extension use by investor type (2018)
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l. Due diligence

Over 70% of respondents have fewer than five investment professionals dedicated to hedge fund due diligence.

e Family offices (56%) and pensions (48%) tend to have e No respondents to the survey indicated outsourced
the smallest investment teams; 30% of consultants have investment due diligence, down from 1% of respondents
investment teams of 11 or more people. last year.

FIGURE 77: Size of the investment due diligence team by HF assets managed (2018)
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FIGURE 78: Size of the investment due diligence team by investor type (2018)
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Operational due diligence remains a critical piece of allocation decisions, although the percentage of respondents who have
decided against making a hedge fund allocation for operational reasons has declined since 2013.

e 24% of respondents either outsource their operational For respondents who do have an internal operational due
due diligence functions to third parties or do not have a diligence team, 48% have one or two professionals.
dedicated operational due diligence team. Across investor
segments, 56% of pensions outsource their operational due
diligence, significantly more than any other investor type.
Banks & platforms tend to have the largest operational due
diligence teams, with 18% having at least six professionals.

¢ 33% of respondents in 2018 indicated they did not allocate to
a hedge fund because the manager did not pass operational
due diligence, a decline from 35% in 2017 and 37% in 2016.

FIGURE 79: Size of the operational due diligence team by HF assets managed (2018)
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FIGURE 80: Size of the operational due diligence team by investor type (2018)
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FIGURE 81: Investors that did not allocate to at least one manager due to an operational issue
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Consistently, the majority of respondents are capable of completing their formal due diligence on a hedge fund investment
within six months of engagement.

e Approximately 75% of respondents in this year’s survey ¢ Family offices have the shortest average due diligence period,
indicated they could finish both their investment and with 42% of respondents taking less than three months to
operational due diligence on a hedge fund manager within complete all due diligence, followed by fund of funds at 25%.

six months, with 22% able to complete the process in less
than three months.

e Pensions are commonly thought to require more time for
their due diligence process. However, all pensions that
participated in this year’s survey indicated they spend less
than 12 months on hedge fund due diligence, with 64%
completing the process within six months.

FIGURE 82: Average time to complete formal due diligence by investor type (2018)
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