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Equity long/short (ELS) is a prominent strategy within the diverse hedge fund land-

scape, accounting for a significant portion—approximately $1.3 trillion, or 29%—of
total hedge fund assets as of fourth quarter 2024, according to Hedge Fund Research,
Inc. (HFRI). Put simply, ELS managers take long positions in securities they perceive
as undervalued, and short positions in those they consider overvalued. Their aim is

to deliver equity-like returns with lower volatility, while also being nimble enough

to provide ample downside protection during periods of market turmoil. However,
since the 2008 Global Financial Crisis (GFC), ELS strategies have faced headwinds.
Managers have struggled to consistently generate value in the post-crisis environment
characterized primarily by low interest rates and other structural challenges.

We believe the future looks brighter for ELS strategies due to several factors that should
enhance returns. First, cash yields are near their highest levels in nearly two decades,
creating a more favorable environment for short sellers. While most key central banks
have cut their policy rates in recent quarters, we—and the market—expect rates will
remain well above the zero-interest rate policy (ZIRP) levels of the 2010s. Second,
increased equity dispersion presents opportunities for managers to distinguish them-
selves. Lastly, ELS strategies have complemented traditional stock/bond portfolios,
indicating that hedge funds continue to provide diversification benefits to broader
portfolios, even in recent times. With diligent manager selection, we believe investors
can see even more meaningful benefits from these allocations.

INSTITUTIONAL HEDGE FUND TRENDS: A DECADE OF CHANGE

A little over a decade ago, endowments & foundations (E&F) allocated one-quarter of
their total portfolios to hedge funds. Since then, these allocations have decreased, with
the average hedge fund allocation dropping to approximately 17% by 2024 (Figure 1).
This decline was mainly due to the reduction in ELS manager allocations, which have
been nearly halved since 2008, alongside the rise of private investment allocations. In
contrast, allocations to absolute return strategies—which we define, for simplicity, as

a broad category that includes any hedge fund strategy that is not ELS or distressed—
have held more stable.



FIGURE 1 INSTITUTIONS HAVE REDUCED HEDGE FUND EXPOSURE

2003-24 « Average Hedge Fund Allocation (% of Total Portfolio)

25

20
16.8

15

10 /—’\/\/\

8.0
6.9

5
1.9

0

2003 2006 2009 2012 2015 2018 2021 2024

e—Total Hedge Funds e==Absolute Return Long/Short Distressed

Source: Cambridge Associates LLC.
Notes: Data represent September 30 of each year. Universe consists of all CA endowments and foundations that included
asset allocation data each September 30 from 2003 to 2024.

There are several reasons for this reduction. The first involves performance, which
has been inconsistent for many managers. The ZIRP environment reduced carry trade
opportunities and returns on cash holdings, while muted equity market volatility
meant fewer market dislocations for ELS managers to capitalize on. Additionally,
exceptional public equity returns increased benchmark pressure and investor expecta-
tions, all of which have challenged ELS managers. However, during periods of market
turmoil, managers have tended to capitalize on market dislocations, highlighting the
role of market conditions in a manager’s ability to add value (Figure 2).

FIGURE 2 MANAGER VALUE ADD HAS DECLINED SINCE THE GFC
January 31, 2000 — June 30, 2024 « Rolling 3-Yr Excess Returns (%) « US Dollar ($)
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Source: Cambridge Associates LLC.
Notes: Data are monthly. Data reflect trailing three-year excess returns (net of fees) versus the HFRI Equity Hedge Index.
Percentiles based on all equity long/short managers in our database.



As the level of value add decreased, information ratios (IRs) also declined, indicating
less efficiency in generating excess returns relative to their benchmarks. Despite the
drop in IRs since 2009, it’s important to remember that many managers have still
added significant value. In the past three years to December 31, one-third of managers
achieved IRs of 0.30 or higher versus the HFRI Equity Hedge Index, a level targeted by
many investors based on industry standards and performance benchmarks (Figure 3).

FIGURE 3 WHILE INFORMATION RATIOS HAVE COMPRESSED, TOP MANAGERS ARE STILL

ACHIEVING STRONG RISK-ADJUSTED RETURNS
January 31, 2000 — June 30, 2024 « Rolling 3-Yr Information Ratio « US Dollar ($)
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Source: Cambridge Associates LLC.

Notes: Data are monthly, and each month reflects the relevant trailing three-year information ratio percentile versus the
HFRI Equity Hedge Index across all equity long/short managers in our database.

The second key reason for the decline in institutional hedge fund allocations is the
maturation of the private investment landscape. Over the past decade, private equity
and venture capital have experienced significant growth and delivered strong returns.
This has led many investors to allocate more to the space, which in turn has meant
smaller allocations to other asset classes, including hedge funds. Indeed, the mean E&F
allocation to private equity and venture capital strategies has exceeded that of hedge
funds in each of the last four years.

A MORE APPEALING INTEREST RATE ENVIRONMENT

Low interest rates were a headwind for long/short hedge funds for many years. This
was because funds earned paltry interest on the collateral held for short sales, i.e., the
“short rebate.” In fact, during the ZIRP years, even the interest charged by brokers for
lending securities was higher than the minimal short-term interest rates that stock
borrowers earned on their collateral. Hedge funds are also obligated to pay securities
lenders dividends received on borrowed stock. Taken together, hedge funds were
starting at a disadvantage, given the cost of carrying positions in the short book.

Recent market developments have removed this hurdle. The short rebate now looks
much more attractive to ELS managers, particularly those that run low net or market
neutral portfolios (Figure 4). Increased cash yields from short sales provide addi-
tional income, which can enhance the overall returns of these portfolios. Low net



portfolios—which typically have a balanced mix of long and short positions—can
particularly benefit from the higher short rebate, as it offsets some of the costs associ-
ated with short selling. Cash yields have increased substantially in the past few years
and are likely to remain relatively sticky, even as the Federal Reserve has embarked
on a cautious path of policy rate reductions. In late 2024, the short rebate exceeded
dividend yields by nearly the widest margin since 2001.

FIGURE 4 SHORT REBATE EXCEEDS DIVIDEND YIELD BY A WIDE MARGIN

January 31,1990 - December 31, 2024 « Percent (%)
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Sources: Federal Reserve, National Bureau of Economic Research, Robert J. Shiller, and Thomson Reuters Datastream.
Note: The short rebate is represented by the effective federal funds rate minus a 50-bp spread.

Historically, environments where the short rebate has exceeded the dividend yield
have been beneficial for ELS funds. Since 1990, the median monthly ELS return has
been nearly 50 basis points higher when the short rebate exceeded the dividend yield
compared to periods when it did not. Indeed, higher cash yields mean the starting
point for hedge fund managers is better, given that they achieve a positive return
simply by opening short positions due to the short rebate. But a rising tide lifts all
boats, and higher cash yields suggest that other asset classes could also perform better.
As has historically been the case, long/short funds must differentiate themselves
primarily through manager skill.

The shift to an environment with higher borrowing costs could lead to greater equity
market dispersion and lower equity market correlations, offering more opportuni-
ties for ELS managers to achieve differentiated returns. S&P 500 equity dispersion

is elevated compared to the dispersion observed in the post-GFC ZIRP period. In
fact, a key measure indicates that recent dispersion levels were in the top quintile of
observations since 2010. On the flipside, correlations among S&P 500 stocks rank in
the bottom quintile of observations during the same time horizon. The combination
of higher dispersion and lower correlation can create a more fertile ground for top
long/short managers. However, equity dispersion is still well below the peaks seen
during recessionary periods in February 2000, April 2009, and March 2020, when

it reached up to twice the current levels. These three periods proved to be attractive
starting points for ELS fund managers. Manager dispersion—which tends to follow
equity dispersion—has also risen during volatile market periods, so the need for adept
manager selection is even more pronounced in these environments.



THE STRATEGIC APPEAL OF ELS

ELS funds are not designed to match the performance of equity markets, and their
returns may not always be positive. Historically, these funds capture a smaller portion
of market downside and lag on the upside (Figure 5). This lag can be difficult for some
investors, particularly when public equities enjoy such strong bull market returns as
have been observed recently. Indeed, global equities have climbed 64% since reaching
lows in late 2022. But after such a rapid ascent, it remains crucial for investors to
ensure that their asset allocation can withstand the ups and downs of market cycles.
Equity valuations are elevated today, suggesting that higher expectations are priced
in, which could limit equity returns going forward. For instance, developed markets
equities’ normalized price-to-earnings ratios are currently trading higher than 99% of
the historical observations dating back to 1979.

FIGURE 5 LONG/SHORT HEDGE FUNDS PROTECT ON DOWNSIDE, TRAIL ON UPSIDE

January 31,1990 - December 31, 2024 « Average Returns (%) « US Dollar ($)
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Historical data underscore the resilience and potential of ELS strategies during market
downturns. For instance, during the GFC, the MSCI All Country World Index (ACWT)
declined by 55% from its peak in late 2007 to its trough in early 2009. In contrast, the
HFRI Equity Hedge Index fell by 31%, representing an outperformance of 24 percentage
points. The shallower downturn in ELS allowed investors to recoup their losses within
two years of reaching the nadir, whereas the broader MSCI ACWI took nearly five years
to recover. ELS strategies also held up better than broader equities during the bear
market drawdowns of 2020, and in 2022. These observations highlight the ability of
ELS strategies to provide downside protection and mitigate losses during periods of
market stress. Conversely, they offer the potential for capital appreciation and active
management benefits that safe-haven assets, such as cash or treasury bonds, may

not provide. ELS managers can actively exploit market inefficiencies and position for
recovery, potentially enhancing long-term returns beyond mere capital preservation.



It is crucial to consider how a specific manager may perform in different environments
by reviewing their performance during times of stress. This includes assessing how
their equity or credit beta moves in such environments if their track record allows such
a review. Understanding a manager’s tendencies during market drawdowns can provide
valuable insights into their ability to protect capital and deliver consistent returns.

POSITIONING FOR SUCCESS

Despite challenges faced by ELS managers, hedge funds have enhanced the performance
of simple stock/bond portfolios in both the short and long term. For example, since 2000,
a portfolio consisting of 70% stocks and 30% bonds has underperformed compared to a
similar portfolio adjusted to include a 20% allocation to ELS. Additionally, the portfolio
with ELS exhibited lower volatility compared to the one without it." This trend has
persisted over the past three years, particularly as bonds faltered and hedge funds demon-
strated resilience during the equity market downturn in 2022. While these results are
encouraging, selecting top-tier managers could further improve outcomes. The hetero-
geneity among ELS managers offers investors opportunities to benefit from careful
manager selection, as the performance dispersion among hedge fund managers tends
to be broader than that among public equity managers, who typically follow more stan-
dardized investment strategies.

A successful hedge fund allocation will depend on good manager selection and
thoughtful risk management. ELS managers tend to have higher tracking error relative
to other asset classes. For instance, the median ELS manager in our database had a
tracking error of 11% in the three years ended December 31, 2024—double that of
global equity managers in the same period. This means investors may need to size ELS
positions more modestly relative to other managers in the broader portfolio. Investors
should also assess the stability of a manager’s tracking error over time, as this can
provide valuable insights for managing risk through position sizing.

Investors should also consider fee structure alignment. A higher risk-free rate envi-
ronment should boost the expected absolute returns of long/short hedge funds, but
managers should not be rewarded simply for collecting that cash yield. If funds are
charging performance fees on total returns, which include the impact of the higher
short rebate, then the structure of those fees could create a drag that offsets any
supposed benefit from yields on the short book. Fee alignment will vary and will be
driven by numerous factors, but investors should be attuned to the benefit of more
investor-friendly fee structures, such as those that incorporate a cash-based hurdle.

CONCLUSION

Fundamental ELS strategies have faced challenges since the GFC, but the tide may be
turning. The recent increase in cash yields and higher equity dispersion create a more
favorable environment for the short book and will offer opportunities for managers to
distinguish themselves. Moreover, with equity markets having experienced a massive
rally over the last decade and trading at elevated valuations, it is prudent for investors

1 Inthis example, we assume the ELS allocation has a 0.3 equity beta for the entire period. Given that assumption, we fund the 20%
ELS allocation from 30% equities and 70% bonds. This results in a portfolio with an allocation of 64% equities, 16% bonds, and
20% hedge funds, which we compare to a 70% equities and 30% bond portfolio. We use the following indexes as proxies: MSCI
World, Bloomberg Global Aggregate, and HFRI Equity Hedge, and calculate based on monthly rebalancing.



to consider adding more defensive strategies like ELS to their portfolios. Success in
hedge fund portfolios will depend largely on manager selection, sizing, and strategy
mix. Thoughtful implementation of these portfolios will enable investors to capitalize
on the new attractive dynamics emerging in the ELS landscape. m

Ilona Vdovina also contributed to this publication.

INDEX DISCLOSURES

Bloomberg Global Aggregate Index

The Bloomberg Global Aggregate Index is a flagship measure of global investment grade debt from twenty-seven local
currency markets. This multi-currency benchmark includes treasury, government-related, corporate and securitized fixed-
rate bonds from both developed and emerging markets issuers. There are four regional aggregate benchmarks that largely
comprise the Global Aggregate Index: the US Aggregate, the Pan-European Aggregate, the Asian-Pacific Aggregate, and
the Canadian Aggregate Indexes. The Global Aggregate Index also includes Eurodollar, Euro-Yen, and 144A Index-eligible
securities, and debt from five local currency markets not tracked by the regional aggregate benchmarks (CLP, COP, MXN,
PEN, and ILS). A component of the Multiverse Index, the Global Aggregate Index was created in December 1998, with
index history backfilled to January 1, 1990.

HFRI Equity Hedge Index

Equity Hedge strategies maintain positions both long and short in primarily equity and equity derivative securities. A
wide variety of investment processes can be employed to arrive at an investment decision, including both quantitative
and fundamental techniques; strategies can be broadly diversified or narrowly focused on specific sectors and can range
broadly in terms of levels of net exposure, leverage employed, holding period, concentrations of market capitalizations
and valuation ranges of typical portfolios. Equity Hedge managers would typically maintain at least 50%, and may in some
cases be substantially entirely invested in equities, both long and short.

MSCI All Country World Index (ACWI)
The MSCI ACWI captures large- and mid-cap representation across 23 developed markets and 24 emerging markets coun-
tries. With 2,647 constituents, the index covers approximately 85% of the global investable equity opportunity set.

S&P 500 Index
The S&P 500 Index includes 500 leading companies and covers approximately 80% of available market capitalization.
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