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R E P R I N T E D  F R O M

As more firms and capital contin-
ue to move into the alternative
asset management space in search
of premium returns, all of the low
hanging fruit seem to have van-
ished. A majority of hedge fund
managers now face an obstacle
they have never before encoun-
tered: an environment of
mediocre returns.

More than ever, funds’ manage-
ment of their human capital will
be as important as the manage-
ment of their investment capital.

With over $1 trillion of capital
invested, aggregate hedge fund
returns are 5.7% for the year,
according to news reports, and
484 hedge funds have been liqui-
dated this year alone. Compared
with the heyday of the late 1990s,
when managers could deliver
returns of 30% or higher, current
numbers appear weak, reducing
available revenue for compensa-
tion. Combine these statistics
with the proliferation of funds, the
flood of investable capital and
overcrowded markets in most
strategies, and the result is a real
squeeze on compensation.

This new environment
requires hedge fund managers to
make more than pure investment
decisions; they must make busi-
ness decisions that focus on
human capital.

Many managers, from multibil-
lion dollar hedge funds to funds
with only a few million under
management, are now facing cru-
cial, “make-or-break” business

decisions concerning their
employees.The choices are:
• Reduce staff and cut spending

because of reduced fees and
returns;

• Add more talent to either bol-
ster current strategies or
diversify into new strategies; or 

• Restructure existing payout
schemes and implement cre-
ative compensation models to
address issues in the new envi-
ronment.

Adding value
Here, generally, is some advice
that I give hedge fund managers
considering these options:

For funds seeking to navigate
in this current environment, I
advise that a careful, detailed
analysis be carried out concerning
which employees add the most
value. Funds today cannot afford
to retain mediocre employees;
they need superstars who can
generate alpha.

In determining an employee’s
value, you need to look beyond
raw statistics to separate the
superstars from those who were
in the right place at the right time.
In most firms, portfolio managers
make the final decisions about
which investments get made, but
good managers acknowledge
when the underlying genesis and
work behind an idea stems from
someone on their team.

Those that add this kind of
value need to be identified,
retained and rewarded. Analysts

who only “process” ideas should
be compensated accordingly or
let go.

Cutting employees has its ben-
efits as well.Terminations open up
cash resources and show stars
you can differentiate between
them and the pack. Managers can
use such savings to reward rev-
enue-producing superstars, invest
in other business ventures or hire
productive replacement staff.

As it takes time and money to
train new employees, and firings
can engender ill will within the
fund, you must be selective and
fire only those who do not or
cannot contribute to the produc-
tivity of the firm.

Carrots
Once you know who your super-
stars are, you need to do whatev-
er it takes to retain them. To do
this, it is paramount that man-
agers communicate the fund’s cri-
teria for determining compensa-
tion. How compensation is struc-
tured must be transparent.

This is especially important for
hedge funds when communicating
their philosophy regarding com-
pensation in different return envi-
ronments (ie, the volatility of their
compensation models). Funds that
have less volatility in compensa-
tion between good years and bad
ones will significantly benefit in
this environment, as compared
with “outlier” funds, those that
pay at top range in boom times
and at the low end in busts.

Both styles are legitimate and
reasonable strategies and are
determined by the culture of the
firm. If they are communicated
effectively, the right candidates
will be attracted and retained.

Funds need to retain top tal-
ent when there isn’t as much
money to go around. If they pro-
duce, superstars expect to get
paid; if they aren’t, they will leave
for funds willing to do so. This
makes funds, especially in this
environment, willing to explore
many untraditional compensation
models.

These include approaches
such as offering a percentage of
profits, more aggressive measures
such as offering equity within the
funds, or commitments to seed
autonomous funds down the
road. More and more funds are
even offering slices of manage-
ment fees. Many of the more non-
traditional models involve cre-
ative positive incentives to stay.

Whatever the carrot, we’ve
found that creative compensation
structures go a long way toward
retaining key employees.
However, as funds continue to toy
with different forms of restricted
covenants and compensation
issues such as noncompetes and
vesting, they need to keep in mind
the negative ramifications such
measures have on employee
morale and future hiring.

Firms that choose to use
incentives such as retained bonus-
es and matching plans tend to get
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more out of their employees.
Many funds are also using the

current mediocre market as an
opportunity to expand the fund
with new talent, investing in the
future. Hiring new blood has its
benefits, but it does require an
investment of both time and
resources.

Junior level hires tend to have
the least risk, thanks to the lower
cost, lower expectation and rela-
tively quick leverage they provide
the existing team members. They
do, however, require more atten-

tion and training without provid-
ing new ideas or capabilities to
the firm, and there is a risk of los-
ing them to competitors willing to
pay them a premium for the
investment you made.

For senior level employees, the
most important characteristic
they offer is the ability to add new
capabilities to the firm.They pose
a higher risk as they cost more
and may be more difficult to man-
age than a junior analyst, but if you
can find and attract the right peo-
ple, you can add tremendous

value to your business on many
levels.

When it comes to human cap-
ital issues, hedge fund managers in
the current environment have a
difficult task ahead of them.Those

that understand the business side
of running a hedge fund and the
importance of hiring and retaining
key talent will certainly have an
big advantage over those that
impulsively pursue short-term
cost savings rather than long-term
business strategies.

Adam Herz is the president of
Hunter Advisors, www.hunterac.com,
an executive search firm that spe-
cializes in recruitment of investment
professionals for clients within the
hedge fund and alternative asset
management industries.
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Whatever the carrot,
we’ve found that creative
compensation structures 
go a long way toward 
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