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A closer look at the “surprisingly small” change in hedge fund numbers last year
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There are nearly a dozen commercial hedge fund databases in existence today. As most practitioners and
academics are painfully aware, the voluntary nature of these databases means that they are susceptible to various
widely-reported biases. For example, since databases only track funds that currently exist, they necessarily ignore
the historical returns of funds that no longer exist. In addition, since the decision to report to a database remains at
the discretion of the manager, only funds they consider worthy of publicizing are included. Funds that started off
poorly are apt to be shut down or folded into another fund before they ever hit the radar screens of hedge fund
databases.

Many funds only report their returns to one database. A small minority reportto 3 or more. In fact, a 2005 study (see related post) found that only 3%
of hedge funds reported to all of the five largest databases. As aresult ofthis, each database is forced to extrapolate its results across the entire
hedge fund universe.

Butthere is one company that, by virtue of its unigue business model, is able to see across all sources. That company is Pertrac, a provider of
performance analytics software that maintains relationships with all hedge fund databases.

Last week, the company announced the results of its recent industry-size study. What they found was curious indeed. The study confirmed what
was being observed by individual databases - that hedge fund assets fell during 2008. Butthe study also found that the number of hedge funds was
relatively stable from YE 2007 to YE 2008 (down only 1.3% - an amount Pertrac calls “surprisingly smai").

We asked Pertrac’'s Meredith Jones about this apparent anomaly. She said that it was likely the result of several factors. First, Pertrac doesn't sign
the death certificate on a hedge fund until it has ceased reporting for several months. Jones points to a 2002 study that found that 20% of supposed
“dead” funds were still very much alive. (By YE 2008, there were 1,700 single-manager funds out of 15,150 that fell into this purgatory.) Still, she
expects March 31 data to catch up with the industry and show that many funds have indeed been taken off life support.

Secondly, a whopping 9,000 single manager funds (out of around 15,000) were parri passu “clones”™ of other funds. So there were really enly about
6,000 unigue single-manager funds in the database. So a manager's decision to open new share classes (e g. for different currencies) could easily
impact the total number of funds reported.

But there is another possibility. It could also be that hedge funds have simply stopped reporting to multiple databases. A database would assume
the fund has gone out of business if it stopped reporting - even though it might have continued reporting elsewhere. As Jones suggests, this
reporting recalcitrance, iftrue, could be due to poor performance or simply because “the marketing manager was laid off

In 2007 Pertrac reported that 12,000 out of 22,500 funds (53%) reported to only one database.
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That proportion remained stable this year, with about 10,500 out of 20,000 funds (52%) reporting to only one database.
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So it looks like a drop in the number of hedge funds' reporting relationships may not be at work here. In fact, to the naked eye, it appears from these
charts that the average number of databases reported to has actually increased over the past year.

But even if the proportion of single-database reporters remains roughly the same, it's still possible that database vendors are incorrectly
extrapolating from their proprietary samples across the hedge fund universe. Perrac's Jones reminds us that even her company cannot track those
funds that report nowhere. Butitwould seem that they do have the advantage of tracking 100% of the reporting universe.

Who knows? We'll be interested to see if and when Pertrac's total number of hedge funds (1.3% drop) aligns with the more commonly-cited
numbers from individual databases (a 10%+ drop).

Addendum: Here's an example of 2 single database that happened to have experienced a significant drop in reporting funds over 2008. Marningstar
saw 38% ofthe constituents of its hedge fund index close down lastyear. So 1.3% really is “surprisingly small”.
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