March 31, 2012
“Whenever you find yourself on the side of the majority, it is time to pause and reflect.”
— Mark Twain
The definition of a hedge fund has changed drastically over the years. The hedge fund industry
dates back to the 1950s when Alfred Jones created a new investment vehicle with a group of
limited partners, attached an incentive fee as his compensation, and began trading a portfolio of
long and short stocks—what he referred to as a “hedged fund.” He was later designated as the
“father of the hedge fund.” Jones successfully picked stocks coupled with hedging activities for
many years, until he eventually deployed risky strategies using leverage and suffered heavy
losses.
Since the 1950s, there have been many similar periods when the hedge fund industry ramped
up with excitement only to be followed by a few spectacular failures that left investors
befuddled. Despite the seemingly cyclical nature of hedge fund success and failure, investors
continue to demand more sophisticated ways to preserve and create wealth. With thousands
of hedge funds to choose from today, investment managers have created vehicles for investing
in everything from stocks and bonds to colored diamonds or farmland.
As a greater number of hedge funds chase similar alphas, the outperformance of these
investments has dwindled when compared to a standard benchmark like the S&P 500. One can
argue that returns generated from the hedge fund industry today are more indicative of broadbased market returns. The increasing correlation between hedge fund returns and traditional
equity benchmarks, as we discussed in our January letter, certainly helps to support this view. 1
In Figure 1 below, we chart the 5-year rolling alpha of the Dow Jones Credit Suisse Hedge Fund
Index to the S&P 500.
Today, as always, the onus is on the investor, or their respective teams of advisors and
consultants, to determine which hedge funds have a sustainable edge in generating real returns
and why? We stress the why because it is the real question investors must ask themselves as
well as their current and potential managers. Instead of “what are the returns?” we believe the
first question must be “why are the returns?” Alpha provides a partial answer to this question
and, while alpha is one of the driving forces behind investor demand, it appears that alpha is
recently harder to come by in the hedge fund space. Consequently, it is more important than
ever for investors and allocators to take the time to understand why the business should work.
The ability to consistently outperform and generate alpha is challenging and, given the increasing
number of funds to vet, finding these strategies is an arduous task.
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Figure 1: Annualized alpha of Dow Jones Credit Suisse Hedge Fund Index to the S&P 500
using a rolling 5-year window.

Historically, a significant portion of hedge funds’ persistent alpha is related to liquidity providing.
This has included anything from market-making, facilitating large block trades, convertible or
junk bond issuance, and reinsurance transactions for market participants seeking to transfer
risk. Investors must continue to search for disciplined and seasoned hedge fund managers who
can identify and capture real, sustainable and uncorrelated alpha. Start by asking “why?”

Nothing set forth herein shall constitute an offer to sell any securities or constitute a solicitation of an offer to purchase any
securities. Any such offer to sell or solicitation of an offer to purchase shall be made only by formal offering documents,
which shall include, among others, a confidential offering memorandum, subscription agreement and related subscription
documents. Such formal offering documents shall contain additional information not set forth herein, which such additional
information will be material to any decision to invest in the fund contemplated hereby. Each potential investor should read
the confidential offering memorandum in its entirety and should carefully consider the risks, warnings and disclosures. The
information contained in this document is strictly confidential and supplied with the understanding that it will be held in
confidence and not copied or disclosed to third parties without prior consent of Lake Hill Capital Management, LLC.
Performance data whether actual or theoretical is unaudited and subject to revision, is not indicative of future returns and is
no guarantee of future results. Strategy returns, whether actual or theoretical, may differ from the returns of Lake Hill
Master Fund, L.P. The information presented should not be considered a recommendation to purchase or sell any particular
security.
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