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What’s new?

The ‘sub-advisor fund of 
hedge fund’ (or ‘fund of 
sub-advisor’) model is the 
latest innovation to disrupt 
the traditional multi-manager 
fund of hedge fund structure.
Last year saw major industry names 
launching the first commercially available 
products of this type; 2017 has brought 
the first allocations by bfinance clients.

The main benefit is significantly lower cost 
than a traditional fund of hedge funds 
(FoHF). Rather than investing directly into 
underlying hedge funds, the investment 
advisor collaborates with a range of 
hedge fund managers who act as sub-
advisors for investments in a dedicated 
capital sleeve of the portfolio directly. This 
way the provider can offer a competitive 
single layer fee structure, sharing out the 
economics behind the scenes.

For European markets, these are generally 
offered as UCITS-compliant funds (the 
focus of this note). While they have 
similarities to their direct UCITS liquid 
alternative equivalents and to US ’40 Act 
funds, there are significant differences. 

For instance, the ’40 Act / liquid alt 
funds are only permitted to charge a 
flat management fee, which may have 
important ramifications in terms of limiting 
underlying manager participation, as some 
hedge funds will not be willing to offer a 
flat fee product.

We expect to see increased asset owner 
attention and more manager offerings for 
this model. Yet there is a comparatively 
high barrier to manager entry in terms of 
infrastructure and leveraging hedge fund 
relationships, which favours larger asset 
managers. 

Although there is no expectation that 
the sub-advisor model could replace the 
traditional FoHF structure, it does bring 
new breadth to the market, which we view 
as a positive development. We also expect 
that the lower costs will drive further fee 
compression in the FoHF sector, where 
fees have already fallen by 20% in recent 
years according to new bfinance data 
(Investment Management Fees: New 
Savings, New Challenges, May 2017). 

Figure 1: Fee structures
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Context: FoHF evolution

The fund of hedge fund landscape has 
evolved substantially in recent years. Since 
2008, there have been dramatic shifts in 
terms of both fees and implementation. 
Both trends are integral to understanding 
the new fund of sub-advisor approach 
discussed here.

Structures
Just as larger asset owners have 
increasingly opted for managed accounts 
rather than funds in their single manager 
hedge fund investments, the biggest 
change in the FoHF landscape post-2008 
has been the development of ‘fund of 
managed account’ implementations. These 
can be offered as dedicated solutions for 
larger mandates, or on a commingled basis 
as part of a managed account platform 
solution. A recent report into the managed 
account landscape by Hedge Fund 
Intelligence (Managed Accounts: Taking 
back control? May 2017) showed the top 
ten managed account platform (MAP) 
providers managing over $90bn in total as 
of December 2016. Much of the growth 
in this area has been attributed to the 
perceived benefits over managed account 
investments over direct fund investments. 
These include improved capital efficiency, 
reduced counterparty risk, daily position 
level transparency and additional direct  
risk oversight. In addition, the managed 

account structure can also improve the 
liquidity terms offered to investors.

Fund of sub-advisors use managed 
accounts to invest, with the commingled 
fund of sub-advisor portfolio in effect 
being its own managed account platform 
overseen by the investment advisor. 

Fees
Original FoHF structures saw commingled 
fund of funds invest into commingled 
hedge funds, with both the FoHF 
investment advisor and the underlying 
hedge funds charging management and 
performance fees (“Original” in Figure 1). 
After 2008, in an increasingly competitive 
and fee conscious environment, many 
FoHF managers moved from this 
management and performance fee 
structure and began charging a flat 
management fee only (“Revised” in Figure 
1). Today the majority of FoHFs are offered 
on that flat fee basis. 

The fund of sub-advisor approach takes 
fee compression one step further by only 
charging a single layer of fees, broadly 
equivalent to that of an underlying hedge 
fund itself, with the economics being 
shared directly between the investment 
advisor and the underlying hedge funds. 

Commingled fund: Vehicle structure and terms dictated 
by the investment manager. Fund of one: Terms agreed 
between the investment manager and investor directly, 
with investment manager responsible for fund structure. 
Dedicated managed account: Terms agreed between 
the investment manager and investor directly, with investor 
responsible for vehicle structure. Commingled managed 
account: Terms agreed between the investment manager 
and MAP platform, with MAP platform also responsible for 
vehicle structure.

Figure 2: Commingled funds vs. managed accounts
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Benefits and drawbacks

Performance fee netting
One side effect of avoiding ‘double layer’ 
fee structures is that the investor also 
avoids bearing the performance fee netting 
risk. In a traditional FoHF, underlying 
hedge fund fees are charged to the 
investor directly. If an underlying manager 
generates performance above its high-
water mark, it will earn a performance fee, 
irrespective of how the FoHF performed 
overall. Under a fund of sub-advisor 
approach, a single layer fee means that 
the performance fee is calculated on the 
aggregate net return.

Liquidity
Fund of sub-advisors are typically offered 
with daily liquidity – an important theme for 
many investors in recent years. In contrast, 
many single-manager commingled hedge 
funds that would be appropriate for 
such a FoHF, are offered with monthly or 
weekly liquidity, purely for the operational 
convenience of the hedge fund manager 
as opposed to any real investment need 
for such liquidity. That being said, the daily 
liquidity requirement does limit the range of 
strategies that can be included, although 
this is more a limitation of the UCITS 
implementation than the sub-advisor 
approach itself. 

UCITS compatibility; 
non-UCITS opportunity
Fund of sub-advisors are typically 
constructed to be UCITS-compatible. 
Yet the single sub-advised managed 
account structure gives the investment 
advisor the ability to incorporate managers 

whose strategies are not UCITS-eligible 
on a standalone basis. Firms offering 
sub-advisor approaches cite their ability 
to customise non-UCITS strategies for 
inclusion, for example by only using the 
most liquid sub-strategies or excluding 
commodities positions. In effect, this 
extends the scope of eligible managers 
and strategies for the fund of sub-advisor 
over that of a direct UCITS hedge fund 
investor.

Shared economics
The fee structure boils down to the parties 
agreeing acceptable economic terms. Yet 
some investors may have concerns over 
a lack of transparency. Traditional dual-
layer fees do at least provide clarity; the 
look-through for sub-advisor approaches 
is less clear, ranging from no transparency 
to a general range (e.g. 40-50 bps for the 
FoHF and the remainder to the underlying 
managers).

Infrastructure and influence
Providers cite an ability to leverage their 
existing manager network rather than 
forging relationships exclusively for sub-
advisor products. Managers with the 
infrastructure and ability to offer fund of 
sub-advisor approaches are necessarily 
those with larger asset bases and more 
influence in persuading managers 
to agree to run a portfolio sleeve for 
them. The ‘carrot’ to this ‘stick’ is that 
these managers, through a sub-advisor 
approach, can attract new assets and 
investors that they would not have gained 
without that relationship. 

Pros Cons

Lower costs than FoHFs (similar to single HF 
pricing). 

Not all HFs willing to tie themselves into reduced 
revenues through shared economics. 

Single layer of fees: better optics, avoid 
performance fee ‘netting risk’.

Lack of transparency and clarity from the investor’s 
viewpoint on how parties are being paid.

Daily liquidity and UCITS implementation. Limited range of strategies suitable for daily liquidity; 
excludes strategies such as distressed debt.

Improved transparency through managed account 
structure (p.4).

Some hedge fund managers potentially unwilling to 
offer managed accounts.

FoHF-type oversight (selection, portfolio 
construction, monitoring).

Requires considerable infrastructure and influence; 
restricted to larger players.

UCITS-compatible but not limited to UCITS funds.

May suit investors that have rejected traditional 
FoHFs.
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Investors Product Profile

Fund of sub-advisor funds are suitable 
for asset owners seeking liquid diversified 
multi-strategy hedge fund exposure in a 
commingled fund format. 

UCITS compliance naturally creates a 
bias towards a European investor base, 
and the commingled format is likely to 
attract smaller allocation sizes (e.g. family 
offices, small-to-mid sized institutional 
investors, HNW platforms) where such 
diversification could not be achieved 
through direct investment. 

Investors with an explicit focus on costs 
are likely to have interest in fund of sub-
advisor funds, potentially as an alternative 
to an existing FoHF program (typically 
driven by cost considerations) or in cases 
where FoHFs have previously been ruled 
out on the basis of pricing. 

In addition, these strategies may be 
viewed as an alternative to direct hedge 
fund investments. Asset owners with a 
lack of internal resource may find the 
portfolio oversight, which is embedded 
at no additional cost due to the single 
fee layer, appealing in comparison to the 
burdens of a directly implemented program. 

It is worth noting that, while this product 
is new from a commercial standpoint, 
some very large investors have developed 
versions of the fund of sub-advisor 
approach in-house over the past decade. 
In some ways, the launch of these 
products might be interpreted as an 
opportunity for smaller peers to follow 
a similar path.

The sub-advisor model is still in its infancy. 
Currently there are only a handful of such 
products on the market, typically offered by 
larger firms with established multi-manager 
capabilities. Such managers are able to 
leverage both existing managed account 
infrastructure and existing relationships 
with underlying managers. 

Typical product features
UCITS-compatible (typically 
Luxembourg or Irish domicile 
commingled fund.

Daily dealing.

Target returns: Cash + 4-8% p.a. 
with annualised volatility c. 4-8% p.a.

Expected equity beta range 
0.3 – 0.6 typically.

10 – 20 underlying sub-advisor  
relationships across multiple strategies.

Single layer fee (typically in the range  
1.5% p.a. + 10-15% performance  
fee, with some also offering a flat 
fee equivalent).
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