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Given the ongoing stock-market downdraft
since March 2000, US mutual fund inflows
have dramatically slowed while hedge fund
investing has exploded, as pointed out in
Till (2002a). As a matter of fact according
to Galbraith and Viviano (2002) of Morgan
Stanley, net hedge fund inflows grew to the
same size as net mutual fund inflows in 2001.  

Some have argued that there is an accel-
erating convergence between the hedge-
fund industry and traditional institutional
fund management. This article will argue
the opposite: that in a very fundamental way,
these two investment industries are still quite
distinct. The article will assert that the dif-
ferences between traditional investment pro-
grammes, which are designed around
outperforming benchmarks, and alternative
investment programmes, which are designed
to deliver absolute returns, mainly result
from competing views on sources of invest-
ment returns.

These competing views then result in dif-
fering:
� investment processes;
� risk management practices; and
� roles for financial service providers.

This article will also maintain that the dif-
fering types of absolute-return programmes
result from varying investor preferences in
return-to-risk trade-offs.

One can summarize the competing views
on sources of investment returns as follows:
� asset allocation is the dominant perfor-

mance driver;
� absolute returns should be expected

from each investment; and
� a hybrid view.

1. Asset allocation and bench-
marked-based management
The view that the dominant source of invest-
ment returns is from asset allocation has
resulted in benchmark-based management.

Performance attribution studies
Performance attribution studies have his-
torically shown that the decision by an insti-
tutional investor on how to allocate among
stocks, bonds and cash has been the key per-
formance driver.

This view was originally derived from
studies by Brinson et al (1986, 1991). In the
1986 study, the researchers looked at the

returns of 91 large pension plans and found
that 93.6% of the total variation in actual
plan results could be attributed to the asset-
allocation decision. In contrast, less than
5% of the returns were due to security selec-
tion. In the updated 1991 study, the authors
found that asset allocation policy explained
91.5% of the variation in returns.

As a result, the idea that asset allocation
is more important than security selection
has been very well ingrained in the minds
and practices of traditional investment prac-
titioners.

For example, as discussed in a Harvard
Business School (1992) case study, the main
issue for a university endowment to resolve
is what the very long-run ‘policy portfolio’
should be. The case study notes that the long-
run expected returns from reasonable asset
allocations are expected to equal the long-
run average spending rate, which would then
result in maintaining the real value of the
endowment over very long periods of time.

Capital asset pricing model
Under the capital asset pricing model
(CAPM), in equilibrium all assets and port-
folios have the same return after adjusting
for risk. This model was justified for a quar-
ter of a century by empirical studies.

Given that markets have been thought to
be highly efficient, investors have been wary
about the ability of investment managers to
add value beyond a benchmark. Under
CAPM, one would expect that, in the main,
the only way to earn more returns is to take
on more market risk.

Long-term structural returns
The long-term average rate of return of the
US equity market has been very attractive.
From 1927 to 2001, the average return of
return for the S&P 500 has been 12.7% per
year. With rates of return of this magnitude,
there has been very little incentive to allow
investment managers too much discretion
beyond equity benchmarks.

Industry organization
The investment industry is currently orga-
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nized around the idea that asset allocation
is the most important investment decision
and that individual managers should be
allowed limited discretion around invest-
ment benchmarks.

Pension fund consultants and financial
planners advise institutional and retail clients
respectively on the most appropriate long-
term asset allocation mix. These intermedi-
aries assign benchmarks for each asset class
within the overall recommended portfolio.

These consultants also recommend par-
ticular funds or managers to carry out a par-
ticular mandate with a specific benchmark.
The chosen funds are then responsible for
providing investment results that are rela-
tive to their benchmark.

The asset allocation choice and its bench-
mark are the investor’s responsibility. Impor-
tantly, the investor owns the risk of the
benchmark’s results.

Investment process
The investment process is centred around
ensuring that any deviation from the bench-
mark is an active decision. Furthermore, the
scaling of all active bets should correspond
to the degree of confidence in the bet. Fig-
ure 1 illustrates the investment process for
benchmark-based traditional investments.

Risk measurement and monitoring
The risks that are monitored in traditional
asset management are style drift, tracking
error and maverick risk.

In the event of style drift, the overall asset
allocation model could be invalidated. This
would be very troublesome since it is this
plan, which is regarded as the dominant
return driver, as previously noted.

The structural returns due to the bench-
mark are sufficient, so it is not advantageous
to allow a manager too much discretion.
Therefore, managers are limited in the
amount of tracking error with respect to the
benchmark that they are allowed. 

Notably, the total risk of a manager’s port-
folio is not measured: the manager’s risk is
always viewed in relative terms.

Consequences
One consequence of the way that traditional
asset management has evolved is that it can
be acceptable for a US mutual fund to lose
over 50% of its market value. This has been
defensible as long as these losses are con-
sistent with the performance of its bench-

mark or product category. In 2001, this was
the case for the aggressive equity-growth
style.

The manager can note that the perfor-
mance of the fund is a result of its particu-
lar design and also note that it will continue
offering the product. Press articles on the
manager are broadly sympathetic to the fund
manager, noting the discipline it takes for a
manager to be faithful to the concept of
‘style purity’ through market cycles.

2. Absolute returns
The post-2000 view is starting to depart
from the assumptions noted above, which

has consequences for the investment indus-
try’s organization, investment processes,
risk management and monitoring, and pub-
lic expectations for managers.

Long-term view on structural returns has
been shaken
It may be the case that the long-term average
returns in the US equity market have been
above 10% annually since 1927. But there
have been long periods of time where one
had to be very patient, as shown in table 1.

Performance attribution studies questioned
It may be the case that institutional investors

Figure 1. General institutional investment process flow (reproduced from Kuenzi
(2003), exhibit 1).
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have indeed chosen asset allocation as the
key area to exercise investment discretion.
But, as argued by Kritzman and Page (2002),
it may be that the ‘natural opportunity set
presented by the capital markets’ could be
far greater than what is offered through dis-
cretion in asset allocation.

The authors simulate thousands of port-
folios to determine the natural dispersion of
performance arising from five different
investment activities, including security
selection, country sector allocation, coun-
try allocation, global sector allocation and
asset allocation. Their proposition is that if
investors have skill, the most important
investment areas are the ones that have the
greatest dispersion of results from which to
exploit opportunities.

As shown in table 2, Kritzman and Page
found that skill in security selection domi-
nated all other investment activities with
skill in asset allocation providing the least
benefit, given the possible investment oppor-
tunities in each investment area.

Downside risk protection
Once one no longer has faith in equity bench-
marks providing target returns, downside
risk management becomes crucial.

Ineichen (2003) noted that:
‘Investors are not indifferent whether
an active manager simply captures
the premium of the asset class or
whether he or she tilts the return dis-
tribution of the portfolio to the right’.
The author notes that long-short equity-

sector hedge funds have opportunity sets
that are correlated to their respective sec-
tors, resulting in the active sector funds hav-
ing returns that are correlated to their sector

indices. But even so, the hedge funds con-
trol their downside risk so that ultimately
their returns compound at a higher rate than
their respective sector indices.

Ineichen contends that long-term superi-
ority in investing is due to balancing invest-
ment opportunities with total risk.

Two illustrations of this point are shown
in tables 3 and 4. Each example shows that
the recovery to peak investment levels is
considerably briefer with an active sector
hedge fund than with its corresponding sec-
tor index.

Consequences
Once one expects absolute returns from each
investment, one correspondingly expects
their investment managers to keep losses
under control. Specifically, it is unaccept-
able for a manager to lose more than 50%
of market value.

Therefore when a hedge fund loses more
than 50% of market value, it closes down

and liquidates all of its positions, as was the
case in the fall of 2002 with the fixed income
arbitrage funds operated by Beacon Hill
Asset Management.

Event risk: individual managers
Since it is unacceptable for a manager to
have large losses, individual hedge fund
managers pay particular attention to event
risks. An example of an ‘event risk’ analy-
sis for a total-return portfolio is as follows.

This example portfolio consists of a long
Russell 2000 versus short S&P 500 futures
trade and a long Municipal Bond versus short
Long-Bond futures trade. These trades are
normally unrelated. During a scenario test
of the portfolio’s sensitivity to event risk,
one finds that the combination of these two
strategies results in an exposure to a liquid-
ity shock, as shown in table 5.

The short legs of each spread are the more
liquid of the pair. As a result, both of these
trades are at risk to a flight-to-quality event
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AMEX Biotechnology— HFRI Healthcare/
Pharmaceuticals Biotechnology

Initial investment 100 100
December 1997 113 101
December 1998 122 108
December 1999 274 159
December 2000 442 240
December 2001 420 246
July 2002 252 194

Return 1997–1999 174% 59%
Return 2000–2002 –8% 22%

Under water –43% –21%
Loss recovery returna 75% 27%
Recovery at 8% pa November 2009 September 2005
a Return required to recover losses.

Table 3. Comparison of wealth creation in biotechnology (source Ineichen (2003),
exhibit 9).

NYSE financials HFRI financials

Initial investment 100 100
December 1997 141 149
December 1998 148 131
December 1999 147 129
December 2000 184 176
December 2001 169 207
July 2002 151 209

Return 1997–1999 47% 29%
Return 2000–2002 3% 63%

Under water –18% 0%
Loss recovery returna 22% 0%
Recovery at 8% pa February 2005 Index at peak level
a Return required to recover losses.

Table 4. Comparison of wealth creation in financials (source Ineichen (2003), exhibit 14).

Table 2. Hierarchy of global choices
(reproduced from Kritzman and Page
(2002), table 6).

31 December 1964 874.12
31 December 1981 875.00  

Table 1. Dow Jones industrial average
(excerpt from Mr Buffett on the Stock
Market 1999)).

Relative value of exchange optionsa

Security selection 3.82
Country sector allocation 2.85
Country allocation 2.54
Global sector allocation 1.58
Asset allocation 1.00
a The value of the asset allocation option is normal-
ized to equal 1.00.



Q UA N T I TAT I V E  F I NA N C E FEATURE

C45

as happened in the autumn of 1998. The sce-
nario tests also show that the autumn of 1998
scenario is the worst case.

One response to a concentrated risk to a
liquidity shock has been to purchase out-of-
the-money fixed-income calls. These hedges
would cushion the portfolio in the event of
another liquidity crisis.

Event risk: funds of hedge funds
Similarly, fund of hedge fund managers
attempt to model their portfolio’s return dis-
tribution when all the strategies are influ-
enced by a dominant event.

As explained in Till (2002a), an investor
frequently uses the normal distribution to
represent returns of a diversified portfolio
since one assumes that it is acceptable to use
the central limit theorem. Under this theo-
rem, as the number of randomly distributed
independent variables becomes large, the
distribution of the collection’s mean
approaches normality.

This would be fine for a portfolio’s return
if its individual strategies were never influ-
enced by a dominant event. But in practice
this does not happen, as seen during the
October 1987 stock-market crash, the
autumn of 1998 bond debacle, and during
the aftermath of the September 11 terrorist
attacks.

Johnson et al (2002) recommend address-
ing this problem by representing an invest-
ment’s distribution as a combination of two
distributions: one for peaceful times and one
for eventful times. The distribution during
eventful times would not just include higher
volatility, but also the greater correlation
among strategies that occurs during crises.
A risk manager would explicitly determine
the proportion of crisis returns in the com-
bined distribution.

Extreme risk
As summarized in Till (2002b), Agarwal and
Naik (2003) recommend applying the con-
ditional value-at-risk (CVaR) framework to
hedge funds. They advocate replacing value-
at-risk (VaR), which has been popular among
traditional asset managers. The authors
explain that;

‘[Whereas] VaR measures the maximum
loss for a given confidence interval, … 
CVaR corresponds to the expected loss
conditional on the loss being greater than 
or equal to the VaR’.
If an investor’s goal is to create portfolios

for which the magnitude of extreme losses
is kept under control, then that investor should
consider using CVaR as their risk constraint.

3. Hybrid view
A third view on the sources of investment
returns blends both the asset allocation and
absolute-return approaches. 

Under this view, which is based on Cochrane
(1999):
� markets are largely efficient;
� the average investor must hold the mar-

ket portfolio;
� some investors can achieve extra returns

by in effect selling insurance to other
investors.
Those institutional investors who are not

constrained by market segmentation issues
and liquidity concerns can take advantage
of niche opportunities. But their main source
of returns still derives from their asset allo-
cation decision.

Risk premia
The latest stream of thought by financial econ-
omists is that there are actually multiple
sources of risk besides the market risk fac-
tor, which can produce high average returns.
If an investor passively bears any of these
risks, that investor will earn a return which is
not conditional upon superior information. 

Frequently, there may be large losses from
bearing one of these risk factors, resulting
in a short-option-like return distribution, but
the returns over time are sufficient to make
the activity profitable. These returns are
called ‘risk premia’.

This section will cover the unique invest-
ment processes, performance metrics, risk
management, and industry organization con-
siderations for niche, risk premia investment
programmes.

Investment process for risk premia strategies
In risk premia investment programs, an
investment manager must decide how much
to leverage the strategy, and whether to give
up any of its returns to hedge out the strat-
egy’s extreme risks.

When one earns a risk premium, an
investor is implicitly short options and is
therefore exposed to asymmetric payoffs.
During portfolio construction, one should
use a risk metric that takes into considera-
tion the potential asymmetry of an invest-
ment’s distribution.

In addition to CVaR, Signer and Favre
(2002) propose another risk measure that
takes into consideration the skewness and
kurtosis of a distribution, as noted in Till
(2002b). Skewness describes how asym-
metric a distribution is. Kurtosis describes
how fat the tails of the distribution are. The
authors’ new measure is ‘modified VAR’.
The authors examine how the efficient fron-
tier is affected when using modified VaR
rather than VaR as the risk constraint. They
find that the benefits of hedge funds are rep-
resented too positively when not taking into
consideration the extra moments of the
investment’s return distributions. 

Performance metrics
Due care must be used in relying on the
Sharpe ratio as a performance metric for risk
premia strategies.

Four Yale University professors have
derived an optimal strategy for maximizing
the Sharpe ratio. The optimal strategy has a
truncated right tail and fat left tail, as shown
in figure 2. Furthermore, this strategy can
be very nearly achieved by selling certain
ratios of calls and puts against a core equity
market holding, as illustrated in figure 3.

Risk management
Risk measures tend to solely focus on end-
period losses. But with the ability to lever-
age, one must also ensure that investors can
tolerate the potential within-period losses.
As a result, Kritzman and Rich (2002) advo-
cate the use of the risk measure, ‘within-
period probability of loss’, which is
illustrated in figure 4.

Industry organization
Under the view that a number of hedge fund
strategies are in fact risk premia strategies,
one can make the following predictions
about the hedge fund industry:

Event Maximum loss
October 1987
stock market crash –4.11%
Gulf War in 1990 –4.12%
Autumn 1998
bond market debacle –6.42%
Aftermath of September
11 attacks –3.95%

Worst-case event Maximum loss
Autumn 1998
bond market debacle –6.42%
Value-at-risk based on recent 
volatility and correlations 3.67%  
Source: Premia Capital Management LLC.

Table 5. Evaluation of portfolio event risk.



� hedge-fund managers with genuine
structural niches will survive;

� they will facilitate the ability of some
investors to earn extra returns by in
effect selling insurance to others;

� those managers with trading strategies
that have no structural edge will disap-
pear.

4. Varying investor preferences
Siegmann and Lucas (2002) note that
varying investor preferences result in dif-

ferent types of absolute-return products.
They argue that the optimal behaviour of
a loss-averse investor depends on whether
an investor is in a situation of surplus. For
those in surplus, the optimal strategies
have long option profiles (with particular
strike prices). For those who do not have a
surplus, the optimal strategies are income-
producing, short option-like payoffs
(again with particular strike prices).

Siegmann further notes that the optimal
strategy also depends on the available

options (or achievable dynamic strategies).
This will determine whether the long call
or the straddle pay-off is optimal in the case
of a positive surplus. And similarly for neg-
ative surplus and the short put and short
straddle pay-off.  The author also notes that
it is a matter of ongoing research to inter-
pret the properties of dynamic strategies in
terms of specific option strategies.

Income-producing short option-like payoffs
Kao (2001) states that:

‘Institutional investors often use hedge
funds as part of absolute return strate-
gies in pursuing capital preservation
while seeking high single to low dou-
ble digit returns’.
This kind of return stream has been

achieved by arbitrage strategies.

Equity arbitrage strategies
Agarwal and Naik (2003) found that the pay-
offs of a number of arbitrage strategies
resemble that from writing a put option on
the market index, as discussed in Till
(2002b). In their study, they apply stepwise
regressions on a number of equity hedge
fund strategies.  They regress the strategies
against a number of style factors and include
options on market indices, too.

For example, the authors find that the fol-
lowing risk factors are significant in explain-
ing the returns of the Hedge Fund Research
Event Arbitrage index: a short out-of-the-
money put on the S&P 500 along with an
equity market capitalization factor and an
equity value versus growth factor.

Long option strategies
Anecdotally, the very wealthy clients of
European fund-of-funds do prefer strategies
that have a lot of optionality, including Com-
modity Trading Advisors (CTAs) and Global
Macro. These funds have at times gravitated
to managers who are in the midst of large
drawdowns, believing that with such a large
dispersion of results, there is an increased
chance of a large upside.

If Siegmann and Lucas’model is correct,
though, for everyone else, the appropriate
hedge-fund strategies are income-produc-
ing, arbitrage strategies, which are implic-
itly short options as discussed by Agarwal
and Naik.

The researchers, Fung and Hsieh, have
linked the returns of both the CTA and
Global Macro hedge fund style to long
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Figure 2. The distribution of the Sharpe ratio maximizing portfolio (reproduced from
Goetzmann et al (2002), figure 2).

Figure 3. Payoff on the maximal-Sharpe-ratio portfolio with options (reproduced from
Goetzmann et al (2002), figure 4).

1

0

2

3

4

5

20% 40% 60%0%–20%–40%–60%

Basis
Maximal Sharpe

–200%

–100%

0%

100%
Return of index

Return on best put-call portfolio

Return on maximal-Sharpe-ratio portfolio

M
an

ag
ed

 p
or

tf
ol

io
 r

et
ur

ns

–100% –50% 0% 50% 100% 150% 200%

Return on basis index



Q UA N T I TAT I V E  F I NA N C E FEATURE

C47

option-like profiles, as discussed below.

Commodity trading advisors (CTAs)
Fung and Hsieh (2001) propose searching
for rule-based strategies that can be imple-
mented systematically and passively, which
mirror a dynamic trading strategy’s returns. 

They use this approach in modeling the
returns of trend-following CTAs. In this
case, they find high explanatory power in
modeling the return profile of CTAs as
equivalent to look-back straddles on cur-
rencies, commodities, and fixed income. In
this way, they are able to capture the non-
linear, option-like return of profile of CTAs
better than buy-and-hold benchmarks. 

Global Macro
Fung and Hsieh (1997) suggest focusing on
extreme events to detect nonlinear correla-

tions between hedge fund strategies and risk
factors. Figure 5 illustrates how the Global
Macro style behaves like a straddle on the
US dollar. (A straddle is the combination of
being long a call option and long a put
option.) 

Conclusion
Whether the traditional investment indus-
try and hedge-fund industry converge is a
matter of debate. At present these two indus-
tries respond to very different expectations
on how sources of investment returns should
be generated, which result in differing invest-
ment processes and risk management. It is
very plausible, though, that the traditional
investment industry will have to incorpo-
rate the total-return industry’s emphasis on
downside risk protection in the post-bubble
market environment. And within the total-

return industry itself, varying investor pref-
erences will continue to drive the creation
of different types of absolute-return invest-
ment products, which have widely diver-
gent return-to-risk profiles.
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FX options and volatility
It has been possible to buy and sell options
on FX rates for decades. They are widely
used products, both by hedgers, who have
business cash flows to cover, and specula-
tors, who think they know what the market
is going to do and want to make money from
it. This high level of market liquidity is due
in part to the fact that there is a fast and reli-
able method of valuing these options—the
Black–Scholes model. The model in its orig-
inal form suffered from some unrealistic
assumptions, among them the idea that
future market volatility would be the same
as historical volatility. Market use modified
this by using the option price to derive an
‘implied volatility’, which is now itself a
market variable, dependent upon the level
of market activity which traders anticipate
in the future. This implied volatility, or ‘vol’,
is now such an integral part of the market
that options are no longer needed to trade
it. Volatility contracts have emerged as struc-
tures in their own right.

As it becomes possible to trade pure
volatility, naturally the canny trader seeks
to apply familiar trading strategies from
other markets. The first one which springs
to mind is the carry trade.

This type of trade uses the fact that for-
ward rates in all markets are poor predic-
tors. In the interest rate market, rates rarely
rise or fall as far as predicted by the for-
wards, and thus betting against the forwards

is on average profitable. In the spot FX mar-
ket, the forward points contain little infor-
mation about future direction, and trading
against them is once more profitable. The
phenomenon occurs repeatedly wherever
there is sufficient market liquidity, and one
suspects that it may exist within the volatil-
ity market.

The FX volatility market
At the start of its life, the value of an FX put
or call option is very sensitive to the implied
volatility σ (the ‘vol’ on the trading floor).
The price and the vol at the time are practi-
cally interchangeable—a price is often
quoted in ‘vols’. However, as time passes or
the strike moves away from ‘the money’, this
sensitivity changes. By the end of its life, the
vol is almost irrelevant to the value of the
option, which is now dependent upon the
forward rate F, which itself is closely linked
with the current FX rate in the market.

What is happening is that at the start of
the deal, the width of the distribution implied

by the volatility dominates the option value.
The chance of the market moving until it
reaches the strike rate is the most important
factor in the value of the deal; hence the
price sensitivity to implied volatility. At the
end of the deal, however, the market has lit-
tle further movement to make and the pay-
out will depend on exactly where the rate is
at expiry. At this point it starts to resemble
a forward contract if it is in the money,
because it will definitely be exercised.

So, options, while related to FX volatil-
ity, are not quite the same, and indeed a
trader who wishes to monetize a view on
volatility may find himself in trouble unless
he structures and continuously and carefully
manages an option portfolio. Although it is
possible to construct these, in recent years
it has become possible to trade the volatil-
ity itself, via vol swaps, which enable one
to trade the spread between implied and
future realized volatility, or forward volatil-
ity agreements (FVAs). We here focus on
the latter. 

Forward volatility agreements
A forward volatility agreement is simply a
forward on volatility itself. On the trading
date, the purchaser agrees to buy or sell the
at-the-money (ATM) forward vol for a given
notional amount and maturity at some pre-
agreed future date (the settlement date). 

The net P/L on settlement day can there-
fore be described as:

Notional × (forward vol – implied vol) ×
100. (1)

The liquidity of these products is rela-
tively good as FVAs can be hedged effi-
ciently via strips of calendar spreads. A
standard bid/offer spread will hover around
0.5% in most of the cases as far as major

Making money from FX volatility
As FX options become commoditized products, derivatives
on the volatility itself, such as FVAs, have emerged allow-
ing the expression of views on volatility without the burden
of actively managing complex option portfolios. Stephane
Knauf describes how the canny trader may seek to apply
familiar trading strategies from other markets.

[FVAs] give clear advan-
tages to non-professional
volatility traders who are
looking to express a view
on volatility

J. 58 91–9
Kuenzi D 2003 Strategy benchmarks:

from the investment manager’s perspec-
tive J. Portfolio Management 29 46–56

1999 Mr Buffett on the stock market For-
tune 22 November 1999

Siegmann A and Lucas A 2002 Explaining
hedge fund investment styles by loss

aversion: a rational alternative Tinbergen
Institute Discussion Paper May 2002

Signer A and Favre L 2002 The difficul-
ties of measuring the benefits of hedge
funds J. Alternative Investments 31–41

Till H 2002a Measuring risk-adjusted
returns in alternative investments
Quant. Finance 2 237–8

Till H 2002b Risk considerations unique
to hedge funds Quant. Finance 2
409–11

Hilary Till and Joseph Eagleeye are at
Premia Capital Management, LLC,
Chicago, IL  USA. E-mail: till@premia-
cap.com and eagleeye@premiacap.com.




