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period, and redemption frequency (we express redemption frequency in days—
a larger value indicates a more restrictive redemption policy).

To achieve this goal, we conduct a cross-sectional analysis by linking fund-
specific alpha to a dummy variable indicating the type of an inception (i.e.,
whether is it a cold stand-alone inception) as well as fund characteristics. The
Internet Appendix provides more details of the analysis. Our main finding is
that the cold stand-alone dummy is associated with a significant and positive
coefficient in this cross-sectional regression, and that fund characteristics do
not absorb this significance. For instance, although SDI is positively related to
fund alpha, our main result remains unchanged (cold stand-alone inceptions
are associated with higher alphas). Controlling for other characteristics and
policies yields a very similar result.

Taken together, our findings suggest that the outperformance of cold incep-
tions cannot be attributed to exposure to return-smoothing, additional risk fac-
tors, characteristics of fund returns, fund policy choices, or flows. These results
lend further support to our conclusion that cold inceptions deliver performance
because managers of these inceptions possess genuine skill.

C. Alternative Holding Periods and Definitions of Cold and Hot inceptions

Next, we use alternative holding periods and alternative definitions of cold
and hot inceptions to investigate their impact on our main findings. Since there
is a trade-off between the length of a holding period and the number of funds
available, our baseline analysis adopts a holding period of 60 months, which
is often used in the literature to estimate portfolios’ dynamic risk exposure.
We re-do Table VI using a shorter holding period of 48 months (Panels Al and
B1 of Table IA.VII in the Internet Appendix) and a longer period of 72 months
(Panels A2 and B2 of Table IA.VII in the Internet Appendix). We see that the
main features of Table VI remain unchanged. It is perhaps not surprising to
see the robustness of our results over different testing horizons considering our
previous finding that cold inceptions are associated with persistent managerial
skills that are superior to hot inceptions.

We also examine the impact of alternative definitions of cold and hot incep-
tions. In our main analysis, inceptions are classified as hot when they invest
in strategies with high investor demand as proxied by high strategy category
return and flows. Since (past) category inceptions provide another observable
signal of investor demand, we can also define hot inceptions as those invested
in strategies with high recent strategy category inceptions. A strategy is clas-
sified as hot (cold) if its normalized inceptions are among the top (bottom) 30%
of all strategies over the 36 months prior to inception. Inceptions are normal-
ized by dividing by the number of funds in that strategy at the beginning
of the given period. We form inception portfolios based on both family struc-
ture and this alternative strategy identification. The results are reported in
Table 1A.VIII in the Internet Appendix. Our main conclusions from Table VI
remain largely unchanged.
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D. The Impact of Data Biases

The seminal papers of Fung and Hsieh (1997, 2000) and Jorion and Schwarz
(2019) document biases (e.g., survivorship bias, backfill bias, and selection
bias) in hedge fund data and their impact on hedge fund performance. Here,
we address concerns related to these biases. The Internet Appendix provides
additional discussion regarding the bias related to voluntary reporting to
databases.

To mitigate survivorship bias, we include both live and defunct funds from
each of the three databases. To minimize measurement errors caused by funds
reporting after they have been alive for some time, we measure inception pe-
riods from the true inception date (not the date at which the fund starts re-
porting to the database nor the date of the first available return for the fund).
As mentioned in Sections Il and IV, we address the backfill bias (caused by
funds choosing to backfill their returns only if they are proud of their early
performance) using the method developed in Jorion and Schwarz (2019). This
involves estimating the date at which each fund is added to the database using
information from the cross-section of fund IDs for each database, then mark-
ing returns before the add date for each fund as missing. Jorion and Schwarz
(2019) show that this is a more effective method of eliminating the backfill
bias than deleting early performance (12 or 24 months) from all funds, as is
frequently done in the literature.

VI. Conclusion

In this paper, we explore the economics of hedge fund inceptions in the pres-
ence of search frictions. To do so, we incorporate into the Berk and Green (2004)
model one of the most important types of frictions in the hedge fund industry,
namely, new managers’' need to search for accredited investors. The novel in-
tuition from our stylized model is that investor demand and performance in-
fluence the search-and-bargaining process associated with raising capital for
new funds. The substitution effect between the extensive and intensive mar-
gins of capital-raising gives rise to two different types of inceptions: hot in-
ceptions that replicate the strategy of existing funds and cold inceptions that
deliver new skills and superior performance. Moreover, family structure arises
endogenously to reduce the search frictions, but negatively affects the perfor-
mance incentives of affiliated nonclone inceptions. Since search frictions am-
plify diseconomies of scale, they also motivate the inception of clone funds.

Empirically, we develop proxies for strategy popularity among investors and
for family structure. We find that funds arising in strategies with high investor
demand (i.e., hot inceptions) subsequently underperform those facing demand
headwind at inception (i.e., cold inceptions) on a risk-adjusted basis. We fur-
ther find that cold inceptions, but not hot inceptions, outperform existing funds
and that family-affiliated inceptions underperform stand-alone inceptions.
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6.8% per year. We further show that the performance difference is attributable
to genuine managerial skills that managers of cold inceptions bring into the
hedge fund industry, as opposed to loading on alternative sources of risk such
as illiquidity or return-smoothing. Cold inceptions also exhibit significant per-
formance persistence, suggesting that their performance is skill-based. Finally,
tests excluding experienced managers lead to stronger results with larger eco-
nomic performance differences between cold stand-alone and hot clone incep-
tions.

Overall, our findings suggest that market frictions are an important eco-
nomic mechanism that drives cross-sectional variation in the risk-adjusted
performance of hedge fund inceptions and leads to the formation of family
structure in the industry. Importantly, we show that it is possible to distin-
guish ex ante new funds that provide genuine innovations to the industry. Our
model, methodology, and empirical analysis have important normative impli-
cations that may also apply to other fast-growing markets in which managers
need to actively search for capital. Private equity funds and private pension
funds are two examples. Although our analysis focuses on the cross-section of
hedge fund strategies, the search mechanism may also impact time-series pat-
terns of fund returns. Our results call for more attention to market frictions
that new funds face as we seek to better understand the incentives and overall
value of the hedge fund industry.
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