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Over the last three years, Edhec has been devel-

oping an extensive research programme in risk

and asset management with the permanent

objective of responding to the interests of the

various industry actors and sponsors that have

been supporting the initiative.

The Edhec European Alternative Multi-

management Practices Survey constitutes an

important visible part of this effort. The survey

is the first study conducted in Europe on the

application of the results of academic

research within alternative multimanagement.

The first section is a ÒbackgroundÓ section,

which structures the analysis of the survey in

the light of the most important academic and

industrial challenges. The second section pro-

vides the results of the study.

The analysis of the responses to this survey is

based on a combination of the results and the

consensus of the academic world and the

practices of alternative multimanagement

companies.

Edhec has leveraged the results of its perma-

nent research to analyse and attempt to

explain the responses provided by industry 

professionals, and has also enriched the study

with the latest information on institutional

and regulatory activity.

This survey would never have been completed

without the full mobilisation of the represen-

tatives of the Edhec Risk and Asset

Management Research Centre, the efforts of

Jean-RenŽ Giraud and Mathieu VaissiŽ, who

have contributed to and co-ordinated the

drafting of the final document and, of course,

the efforts of the various contributors, Anne

Delaunay, Felix Goltz and Lionel Martellini. 

I would also like to take this opportunity to

thank the technical team led by Didier AzŽma,

with the support of Peter OÕKelly, for their

unstinting efforts which have allowed the

survey to be carried out and the final report to

be produced.

Finally, the Edhec European Asset Management

Practices Survey could not have existed without

the considerable support of its sponsor, Fimat,

with whom Edhec is actively cooperating.

No‘l Amenc, 
PhD, Professor of Finance, Director of the Edhec Risk 
and Asset Management Research Centre, 
Head of Research, 
Misys Asset Management Systems
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A pan-European initiative
The questionnaires for the Edhec European

Alternative Multimanagement Practices

Survey were addressed to the top 500

European asset managers, alternative multi-

managers and institutional investors in the

summer of 2002.

The survey was based on two main question-

naires that were structured around a series of

consistent themes such as ÒFund SelectionÓ or

ÒPortfolio Construction.Ó An initial question-

naire aimed at large asset managers, including

firms that are part of a larger investment

group (e.g. insurance companies), was com-

pleted by a second specific questionnaire

focusing on multimanagement practices,

which was sent to the most important firms

that are actively involved in multimanage-

ment across Europe.

The study generated responses from 61

European alternative multimanagement com-

panies, representing a total volume of Û136 bn

of alternative assets under management at

31/07/02. It is important to note that our sam-

ple covers a wide variety of actors that are not

usually included within surveys on multiman-

agement practices:

- Funds of Hedge Funds (FoHF) managers who

are actually marketing FoHF products;

- Advisors to direct investors into hedge funds;

- Direct investors into hedge funds who have

similar preoccupations to FoHF managers

The breakdown shown in Graph 1 confirms

the importance of FoHF as an appropriate

vehicle for investors.

A representative view of the European
Alternative Multimanagement industry
The breakdown by country in the sample cor-

responds fairly well to the breakdown of the

firms that compose the alternative multiman-

agement landscape, notably as far as the dom-

inance of the UK and Switzerland is concerned

(see Graph 2).

We do, however, note that answers from

French asset managers are overrepresented in

comparison to their weight among the leading

firms. This can be explained by higher return

rates to our questionnaires, as it was issued by

a French institution.

Graph 3 represents the breakdown of our

respondents with regard to their average

assets under management. We can note that

26 respondents (42% of the sample) manage

more than Û1bn, which is not inconsistent

with the fact that the 50 largest FoHF manage

90% of global assets1. Our sample does not

therefore suffer from any size bias.  
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1 - ÒAsset Management FocusÓ, Freeman & Co., Q1 2003



The Background to the Survey:
A survey is always subject to biases as a con-

sequence of the questions that are posed. The

content of a survey cannot claim to adhere to

objectivity as the goals of the study, and the

knowledge of the team who conduct the

research, influence the orientation of the sur-

vey contents. Our Background section tries to

document this bias and situates the results of

our survey in comparison to other studies on

related subjects.

Non-responses were considered to provide

interesting information and were therefore

documented when they clearly applied to a

question. However, when a respondent did not

cover a theme, the non-responses were not

accounted for.

Due to the number of responses, we are able

to interpret the results on a pan-European

level. On a country level, however, or when

looking for differences between countries, we

cannot derive any conclusions that would be

representative. If we report the results for

individual countries, this is done for illustra-

tive purposes. The main conclusions we draw

from the survey results are related to the

entire sample rather than particular countries.

Edhec European Alternative Multimanagement Practices Survey 7
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The executive summary of the Edhec European

Alternative Multimanagement Practices survey

not only provides a detailed summary of the

results of the survey of the 61 multimanagers

carried out by Edhec, but also of the research

performed both by Edhec and by numerous

professional and academic institutions in the

area of alternative multimanagement. 

We have therefore grouped the conclusions

drawn from the background and the results of

the questionnaires that made up the Edhec

European Alternative Multimanagement

Practices survey into five themes:

Ð Facts and figures on the European alterna-

tive multimanagement market

Ð Asset allocation and portfolio construction

Ð Fund selection and due diligence

Ð Risk and performance reporting

Ð Regulatory framework

Facts and figures on the European 
alternative multimanagement market

Traditionally, the sales arguments for alterna-

tive multimanagement were based on

absolute performance and the superiority of

alternative alphas. 

This strategy led multimanagers to propose

diversified funds using the best managers. 

While these offerings are still present in the

European market, they have nevertheless been

giving way progressively, over the past three

years, to a more relative approach to alternative

performance which corresponds more to the

concerns of institutional investors, who are

devoting an increasing share of their assets to

hedge funds for diversification reasons and for

the quality of their betas.

This Òbeta benefitÓ logic has led the alternative

multimanagement industry to offer Funds of

Hedge Funds (FoHF) by strategy, which allow

investors to choose the risks to which they

wish to be exposed and those they wish to

guard against within a multi-style/multi-class

diversification logic. As such, 64% of the pro-

fessionals surveyed by Edhec offer FoHF by

strategy today. 

Moreover, the relativising of alternative perfor-

mance has given rise to the creation of a large

number of hedge fund indices. These indices,

which are created from funds, the most widely

used being HFR (27%), CSFB (27%) and ZŸrich

(13%), unavoidably present serious problems

due to their lack of representativity and the

biases of the data used.

Finally, in a desire to respond to a demand for

benchmarked investment management, a sig-

nificant number of multimanagement firms

propose ÒinvestableÓ indices. The criteria for

constituting these indices are not based on rep-

resentativity, but on performance, liquidity or

fund availability. 

This confusion between FoHF and indices is not

conducive to objective measurement of perfor-

mance and risks in the alternative universe and,

as such, has led Edhec to propose hedge fund

indices of indices whose principles and con-

struction technique guarantee better represen-

tativity and purity.

More globally, the poor quality of the data avail-

able leads operators to implement ÒprivateÓ

solutions (managed accounts, external risk con-

trol system, thorough due diligence, etc.), with

the cost of these solutions favouring consolida-

tion of the market around the major players. The

latter are capable of coping with the require-

ments of institutional investors in the area of

Edhec European Alternative Multimanagement Practices Survey
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transparency and in controlling the risks of

investing in hedge funds. Today, the 25 leading

FoHF represent almost 70% of alternative mul-

timanagement.

A summary of the major trends in the alterna-

tive multimanagement market would not be

complete if we did not mention the develop-

ment of structured products, which constitutes

a major innovation for the distribution of FoHF.

Structured products allow private or institu-

tional investors to be offered a capital guaran-

tee when faced with the extreme risks to which

hedge funds are exposed. 

Unlike structurings on traditional investments,

the structured product offering aims less to

protect the investor from market risk than from

the risk of the investment management itself. It

thus favours the marketing of FoHF to investors

who are concerned about the quality and secu-

rity of their counterparty.

In addition, structured products very often pro-

vide a solution to getting round the regulatory

difficulties that hinder the marketing of invest-

ment vehicles that are located offshore or can-

not satisfy the criteria laid out by the European

regulators for managing or holding funds.

Asset allocation and portfolio 
construction

While diversification is the leading motive for

investing in hedge funds, its seems that

European FoHF do not wholly take into con-

sideration the diversification potential of the

different hedge fund strategies in their port-

folio construction strategy.

Only 42% of the respondents offer funds with

specific diversification objectives defined in

relation to other asset classes. While, for

example, 80% of British alternative multiman-

agers offer FoHF by strategy, only 40% pro-

pose funds that satisfy precise diversification

criteria. 

MultimanagersÕ lack of attention to the diver-

sification properties of hedge funds is probably

linked to the confusion that exists between the

fund selection tasks, which constitute the orig-

inal value-added of the FoHF, and those relat-

ing to allocation or diversification by style.

While a significant majority of European FoHF

(75%) have a team dedicated to portfolio con-

struction and/or return forecasts for hedge

fund styles, one cannot help but observe that

numerous European multimanagers continue

to confuse portfolio allocation with the choice

of the best managers (22%). Only 13% com-

bine a quantitative approach with a qualitative

portfolio construction approach, even though

it is the only method that allows scenarios on

extreme market conditions to be taken into

account while at the same time disciplining

and formalising the managerÕs intuitions.

65% of European multimanagers do not use a

quantitative approach in the area of strategic

portfolio allocation, despite the results of such

approaches that have been highlighted by

academic research. Only 47% of the profes-

sionals questioned take the correlation

between funds into account to organise the

diversification of their portfolio. 

Finally, both observation of the market and the

comments of the multimanagers approached

conclude that inter-style tactical allocation

offerings based on the predictability of hedge

fund styles have experienced little growth.

It is probable that the growing success of

alternative index trackers will, in time, encour-

age the setting up of offerings of that kind. 

11
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Fund selection and due diligence

While most alternative strategies exhibit

abnormally distributed returns, the vast

majority of hedge fund selectors continue to

use tools from traditional investment man-

agement to evaluate their performance. 

82% consider the Sharpe ratio and only 4%

calculate an Omega ratio, despite the fact that

the latter is more appropriate for the alterna-

tive universe.

The performance databases play a central role

for 67% of the participants, even though

these databases contain numerous biases and

it is easily shown that the choice of a data-

base, and thus the choice of particular biases,

conditions the performance of the funds

selected.

In spite of these data problems, 44% of the

respondents give quantitative analysis a sig-

nificant role in fund selection, even if, in the

end, the weighting accorded to the analysis

does not exceed 37% on average. 

European multimanagers highlight detailed,

qualitative analysis of fund operations in their

selection and monitoring process.

However, while this willingness is clear and

unanimous, it does not always correspond to

the reality of the means and procedures

implemented, notably in the areas of due dili-

gence and risk monitoring. 

If we examine the hierarchy of criteria, it is

curious to note that the quality of reporting

and risk control of the underlying funds is

essential in the eyes of the managers who

themselves do not always have tools or skills

of that type. For example, one-third of

European FoHF do not have a dedicated team

for risk analysis. 

It should be noted, in the same spirit, that, for

want of a capacity to genuinely reassure

themselves on the transparency of the funds

in which they invest, European multimanagers

rely more on the reputation of their counter-

partyÕs service providers (prime brokers, custo-

dians, auditors, etc.) than on the operational

analysis itself, notably for off-balance sheet

operations, which is not considered important

or indeed not taken into account at all by 27%

of the respondents. 

76% of FoHF do not set up Òmanaged

accounts,Ó regardless of the amount of assets

entrusted to the managers selected.

More generally, we could set out the problem

of the economics of the profession of alterna-

tive multimanager. Projecting the costs of a

due diligence process cannot be sustained by

FoHF with assets under management that

amount to less than 200 million US dollars.

Risk and performance reporting

Being consistent with their fund selection

process, multimanagers favour mean/variance

reporting rather than reporting that takes all

the moments of return distribution into

account.

The Sharpe ratio (69%) is well ahead of the

VaR (20%) or the Sortino ratio (22%) among

the indicators that are favoured in the perfor-

mance reporting of European FoHF. 

It should be stressed that volatility is consid-

ered by 84% of multimanagers to be the

major concern of their clients. However, this

concern does not result in information on the

diversification qualities of FoHF. 

FoHF are considered to be volatility reducers

not because they are exposed to interesting

Edhec European Alternative Multimanagement Practices Survey
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risk factors within the framework of multi-

style/multi-class diversification, but simply

because they exhibit low volatility by them-

selves, even if this entails a magnification of

extreme risks that are neither measured nor

documented.

Only 20% of respondents give information on

the leverage effect of the fund. This insuffi-

ciency could lead to erroneous performance

analyses, notably when a comparison with

hedge fund indices is carried out, which is the

case for 62% of FoHF. 

Finally, while studies on the failures of hedge

funds have shown that certification of their

performance significantly reduced the failure

rate, it should be noted that only 13% of the

respondents have implemented certification

by an independent third party.

Regulatory framework

While the new UCITS III directive allows the

development of a pan-European approach to

multimanagement in the traditional universe,

it in no way develops FoHF. 

As such, the only European regulatory initia-

tives are taken at the national level. 

Multimanagement is often the first step in the

recognition of alternative investment in coun-

tries that have been perceived up until now as

relatively unfavourable for that type of invest-

ment (France and Germany notably).

These regulatory developments are probably

structurally defining for the business, because

the countries that are perceived to have the

best regulations (Ireland, Switzerland, United

Kingdom) are also the European leaders in

alternative investment management and mul-

timanagement.

13
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The Facts and Figures
on the European Alternative Multimanagement Market

The main actors

Until very recently, the range of Funds of

Hedge Funds (FoHF) was very limited, and the

most widely available products were multi-

style FoHF, which simply offer a selection of

different hedge funds in various strategies

(commonly, one or two hedge funds by strat-

egy or sector). Those FoHF are widely diversi-

fied but do not meet the needs for exposure to

specific risk factors. The increasing demand

from institutional investors is therefore

impacting upon the range of FoHF available.

We can notably point out the development of

single-strategy or style products, aimed at

achieving a specific investment objective in

terms of diversification. 

There are three different types of FoHF: listed

funds, closed-ended funds and open-ended

funds. 

- The most widely available structure is the

open-ended FoHF, where the investor buys

and sells shares directly from and to the fund,

which defines the redemption guidelines

within the offering memorandum.

Subscriptions and redemptions are settled at

the Net Asset Value (NAV) of the fund on the

transaction date. The notice period in the

redemption features does affect the liquidity

of the fund, which could be required to liqui-

date a significant part of the portfolio in

extreme circumstances.

- Funds listed on a public exchange do not

offer better liquidity, because there is no daily

market-making for those funds, but the

exchange authority will require a higher level

of guidelines, especially for the due diligence

process and annual report, which would have

to be audited by an independent third party. 

- Shares of closed-ended funds are traded

directly between the investor and the fund or

between two investors, as through an

exchange. The main difference is that the fund

has no obligation to purchase shares of the

fund from an investor, resulting in a signifi-

cant advantage for a manager who is not

exposed to early redemptions. 

The typology of European investors on the

alternative multimanagement market does

not differ significantly from that of the US or

Asian market, and some typical characteristics

can be noted. As in the US market, High Net

Worth Investors still represent the main cate-

gory of participants, with 70% market share.

One fast-growing category is the institutional

investor, which includes pension funds,

endowments, foundations, treasuries, insur-

ance companies, smaller banks and asset

managers. The recent bear markets have made

them aware of the risk diversification benefits

of alternative investment and have supported

the case for taking advantage of the new asset

class. The third group of participants is retail

investors, who still represent a small part of

the market. Graph 4 details the investor com-

position of FoHF.
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For those three main types of participants,

FoHF respond to the same features that char-

acterise alternative investments:

- low or conditional correlation with the equi-

ty and/or bond market

- attractive risk-adjusted returns

- diversification in the overall portfolio

- appropriate redemption features

Moreover, FoHF represent easier access to the

hedge fund industry, which is known to be

closed and elitist. Beyond those common

requirements, each category of investors has a

specific interest in alternative investment.

High net worth investors are attracted by gen-

uine enhancement of their hedge fund man-

ager base, while FoHF increase risk diversifica-

tion and give their portfolio an absolute

return investment profile. Retail investors are

interested in FoHF as an opportunity to enter

the hedge fund market with a lower entry

ticket. The minimum investment is sharply

reduced for a FoHF (e.g. 1,000 USD vs. 1mn

USD for a single hedge fund). Institutional

investors are much more attracted by the reg-

ulatory framework of FoHF, which can, under

certain circumstances, be listed on a public

exchange or regulated by a national authority.

Edhec European Alternative Multimanagement Practices Survey 17

Why do investors invest through FoHF?

The reasons behind the commercial success of FoHF, despite their double fee structure, were examined by AIMA
(the Alternative Investment Management Association) in a survey conducted in October 20022.

Table 5: Why do investors invest in FoHF (rank)?

It is interesting to note the mismatch in the perception of FoHF benefits between investors and managers.
While ÒDiversificationÓ is seen as the major benefit to both investors and their managers, ÒManager
SelectionÓ is not considered an important benefit by investors, while managers feel that this is a major
advantage. Risk Management is considered by investors to be a major benefit of FoHF, while FoHF managers
only rank it fourth.
Similarly, while Òexposure to other investorsÕ cash flowsÓ is considered a major obstacle for investors, FoHF mana-
gers believe fees and lack of control represent the main disadvantages to investing in FoHF.
This mismatch in perception is extremely important as it reveals that the industry has not yet reached matu-
rity, with a value proposition that is not clearly shared by investors and managers, leaving significant room
for change and growth.

Source: AIMA

Advantages  Investors FoHF Managers

Diversification  1 1

Risk Management  2 4

Capacity/Access to Funds  4 5

Due Diligence  3 3

Manager Selection  5 2

Consolidated Reporting  6 6

Disadvantages Investors FoHF Managers 

Lack of Control
/Customisation  2  1

Fees  3  1

Exposure to Other 
Investors© Cash Flows  1  3

Decreased Transparency  4  2

2 - ÒA Guide to FoHF Management and InvestmentsÓ, AIMA, October 2002
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A typology of hedge fund styles

Hedge funds do not come as a perfectly homogeneous asset class. Due to the different sources of perfor-
mance that managers tap into, hedge funds can be categorised into three main groups.

Graph 7: Alternative Investment Strategy Classification
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The financial and commercial
performance of FoHF

During the last two years, it was commonly

held that the FoHF industry was in crisis, and

that many funds would be forced to close

because of bad returns. The reality seems con-

siderably different. According to a Eurohedge

study, the failure rate of FoHF in Europe was

about 8% in 2001 and 10% in 2002, which

means that 44 funds shut down in Europe in

2002. An accurate look at those closures

reveals that most of those funds closed

because of their small size, which did not allow

them to be viable. In terms of performance,

Eurohedge emphasises the interesting returns

of those funds, which did not perform as badly

as the European equity market. Another

important fact is that the closed funds forced

to cease operations were very small and would

not therefore have been large enough to affect

the whole FoHF industry. The funds that closed

in 2002 managed 900 million USD, with the

largest managing 300 million USD.

The European FoHF market is certainly not in

crisis, and this conclusion is strengthened by

the observation of fund creations. In 2002, 181

new FoHF were launched in Europe and man-

aged 6.6 billion USD. The new funds were pri-

marily dedicated to the new macro and fixed-

income strategies, even though long/short

equity still represents the most important

strategy in term of assets under management.

According to the CSFB / Tremont hedge fund

index, the current breakdown of assets by

strategy is as shown in graph 6.
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Graph 6

FoHF breakdown by strategy

Source: CSFB/Tremont
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Relative Value Strategies

The term ÒRelative ValueÓ describes a variety of arbitrage strategies with the common premise that pricing
discrepancies between two or more similar securities (i.e. equities, fixed income, ETFs, futures, options, and
other derivatives evaluated against related securities, underlying securities, portfolios, or even the entire
market) will disappear over time. 

Such strategies are usually Òmarket neutralÓ or Ònon-directionalÓ in that performance is not dependent upon
the direction of the underlying market. That is why the relative value class has historically exhibited the
lowest correlation with the traditional stock and bond markets among the alternative asset classes.   

The main strategies known to be Órelative valueÓ are as follows:

- Convertible Arbitrage:in its simplest form, this strategy involves the simultaneous purchase of conver-
tible securities (convertible bonds, preferred stock and various equity-linked structured products) with the
short sale of the underlying common stock. By hedging the positions on a Ôdelta neutralÕ basis, the hedge
fund manager can capture income while neutralising most market risks. 

- Fixed Income Arbitrage:the hedge fund manager tries to capture differences in performance between two
or more portfolios of fixed income securities. The implicit assumption is that the actual behaviour of such secu-
rities will be related over some interval of time. However, beyond that simple (or simplistic) definition, there are
many fixed income arbitrage strategies that combine long and short positions. These include yield curve stra-
tegies, spreads, swap spreads, basis trades, credit spreads, option relationships and cross-market trades. 

- Equity Market Neutral:by definition, a market neutral fund holds long and short positions in equal dollar
balance at all times, neutralising net exposure to equities. The manager will simultaneously buy undervalued
stocks and sell short overvalued stocks within the same industry group or economic sector or the same
investment style (growth, value, small caps, large caps), keeping a beta-neutral exposure by sector or invest-
ment style. In theory, an equity market neutral strategyÕs return is not affected by the direction of the mar-
ket, on condition that the manager has been careful to verify that the risk characteristics of his longs and
shorts match. 

Event Driven Strategies

With this type of strategy, the hedge fund manager expects to take advantage of events relating to the life of
companies, such as leveraged buyouts, mergers and acquisitions, increases in capital, restructuring and so on. 

- Distressed Securities:distressed securities fund managers seek substantial capital appreciation through
investments in the securities of companies in, or about to enter or exit, bankruptcy or financial distress.
Distressed securities can cover a wide range of possibilities, from senior secured debts (lower risk) to ordi-
nary shares (higher risk). 

- Deal Arbitrage or Merger Arbitrage:merger arbitrage, also referred to as risk arbitrage or deal arbitrage,
is designed to ensure profits regardless of the direction of equity markets. This strategy takes advantage of
expected price movements, i.e. arbitrage opportunities, which occur after a merger or acquisition offer. A
classic scenario consists of scooping up the stocks of the target company while selling the acquirer's stocks
short. Nevertheless, if the deal fails, this strategy can result in heavy losses. 

Edhec European Alternative Multimanagement Practices Survey
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- Special Situations: though these strategies are very close to distressed securities or deal arbitrage, special
situations managers tend to focus on new investigative fields such as debt in emerging markets, or bad news
that depresses the price of stocks sharply but temporarily. Leverage is not often used but the real nature of
the investment makes this strategy more volatile than the previous two. 

Opportunistic Strategies

This alternative class encompasses all the other types of hedge funds following directional or multidirectio-
nal strategies. Compared to relative value funds, their returns are consequently much more correlated with
the standard market risks.

- Global Macro:global macro funds were surely the most popular hedge funds 15 years ago. However, they
are now in decline due to the disappearance of some traditional sources of profit, such as arbitrage oppor-
tunities on Forex, which made SorosÕ fortune. These funds attempt to take advantage of macroeconomic
trends and, by definition, can intervene in any market. Through a top/down management process, they
implement multidirectional strategies (i.e. simultaneous exposure to several markets). 

- Long/Short Equity:long/short equity strategies cover a broad range of risk and return possibilities. As a
result of this heterogeneity, the long/short equity category is the largest segment in the alternative invest-
ment markets. Equity investing on a long and short basis does not mean having a continuous market neu-
tral approach as described above, even though such a possibility may temporarily occur, especially in the
case of a bear market or when the manager no longer has a feel for the market. 

- Dedicated Short Bias:short-bias strategies involve managers taking short positions in overvalued assets,
by either selling borrowed securities or using derivatives to create synthetic shorts. However these strategies
can also take long positions over a limited period of time while keeping their short bias.

- Short Selling:the hedge fund manager takes short only positions in anticipation of a decline in the stock
value. At a later date, he will attempt to repurchase the same shares at a lower price level to lock in his profit.

- Emerging Markets:this strategy consists of taking long only positions, since short sales are not possible
in emerging markets. 

- Managed Futures:this strategy consists of investing in futures and derivatives to capture and amplify
market movements.
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3 - Financial Research Corporation (2002), Entering the World Of Hedge Funds: Opportunities and Obstacles for Targeting the Affluent, 
FRC Industry Briefing, 19 June 2002
4 - Hennessee Group, FoHF Ð Market Trend Analysis, with Casey Quirk & Acito, May 2002

Another proof of the development of the FoHF

market is the increasing amount of assets allo-

cated to this type of fund. The Goldman Sachs

Prime Brokerage Annual Hedge Fund Survey

estimates that FoHF manage 20% - 25% of

global hedge fund industry assets, which

amounted to more than 200 billion USD at the

end of 2002. According to the Financial Research

Corporation, this amount will keep growing at a

high rate, due to the continuous growth of

assets in the alternative investment market,

which is expected to rise to 1 trillion USD by

20043. A Hennessee Group4 study evaluated the

global asset growth rate in the FoHF market to

be 39.9% between 1999 and 2002. (See graph 8)

Institutional investors have an even greater

interest in FoHF and 89% are expected to invest

in the hedge fund industry through a FoHF by
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the end of 2003 (compared to 62% in 20015).

They aim to increase the percentage of assets

under management invested in FoHF: the per-

centage would increase from 1.7% in 2001 to

3.4% by the end of 20035Õ. 

The European FoHF market is not in crisis, but it is

fair to point out that those funds under-performed

the 10-15% a year absolute return some investors

and analysts expected. Notwithstanding this, dur-

ing the three years of bear market conditions, FoHF

out-performed the equity market, even if they

under-performed expectations. (See graph 9)

The growth of the FoHF market has some conse-

quences for the characteristics of the market.

First of all, the increase in the number of FoHF

tends to strengthen the overall heterogeneity of

the market. Ineichen (2002)6 has illustrated the

wide dispersion of FoHF returns, primarily on the

downside. There could be several reasons for this

situation. As the number of FoHF increases, the

gap between talented and less talented FoHF

managers widens. In addition, the increasing

number of FoHF managers trying to invest in

hedge funds with a long bias, for example in

Internet-related or technology-related hedge

funds, might explain the changes. 

Finally, the increase in the number of institu-

tional investors in the FoHF market sharply

modifies the investment process of FoHF. While

this category of investor has developed its own

set of criteria for selecting the FoHF in which

they invest, their stakeholders usually require an

institutionalised investment process. This pres-

sure from investors leads the FoHF to modify

their investment process by developing solid

infrastructures, sophisticated analytical capabil-

ities and due diligence techniques. The opacity

of the hedge fund industry tends to be reduced

due to the fact that FoHF have to report on a

regular basis, and to present clearly both their

investment process and the means used for

supporting the process. One of the most inter-

esting consequences of this institutionalisation

is the emergence and sustained growth of the

largest players (the 25 largest funds manage

nearly 70% of the total assets managed within

FoHF (Asset Management Focus, Freeman & Co.,

1st Quarter 2003)).
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5 - Goldman SachsÕ and Frank RussellÕs Fifth Joint Global Survey on Alternative Investing by Pension Funds, Endowments and Foundations
5Õ - Financial Research Corporation (2002), Entering the World Of Hedge Funds: Opportunities and Obstacles for Targeting the Affluent, 
6 - Ineichen, A., 2002, The Alpha in FoHF: Do FoHF Managers Add Value?, Journal of Wealth Management, Summer 2002, Vol. 5, N¡1 pp. 8-25.
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FoHF Performance (from January 1997
through July 2003)

Source: Edhec Risk and Asset Management 
Research Centre
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Relativising alternative 
performance

From an Òabsolute performanceÓ logic to
a Òrelative returnÓ approach

While nearly all hedge funds highlight a so-

called "absolute return" policy, the risk-free

rate is a good benchmark if and only if the fol-

lowing two conditions are respected: 

¥ The fund has a market beta equal to zero

¥ The CAPM is an appropriate model for the

alternative universe. 

While the first assumption is respected for cer-

tain types of alternative funds, such as equity

market neutral or fixed-income arbitrage, it is

certainly not valid for the other categories. 

The second assumption is even more debatable.

Modern portfolio theory provides us with use-

ful guidance on the subject, as it suggests that

excess return on a risky portfolio compared to

the risk-free rate, as measured on a given sam-

ple, can, in general, come from three distinct

sources, as described in the following equation:

The first term, the "normal" return, corre-

sponds to the market's fair reward for the

risks to which the portfolio is exposed. It is

therefore a premium (or premium vector) for

the risk(s), which can be evaluated with the

help of a single factor model like the CAPM or

with the help of a more general, multifactor

model, justified on the theoretical side

through equilibrium (Merton (1973)7) or arbi-

trage (Ross (1976)8) arguments, and imple-

mented in the business world by a certain

number of firms such as, for example, BIRR,

Quantal, Aptimum and BARRA. 

In the alternative universe recent research has

highlighted the inadequacy of the CAPM, and

underlined the exposure of alternative returns

to factors such as volatility risk, default risk

and liquidity risk (see Amenc et al. (2003a)9). 

It is therefore wrong to state that a non-

directional alternative strategy, i.e. a strategy

that is not exposed to market risk (for exam-

ple, fixed-income arbitrage, convertible arbi-

trage or other zero-beta strategies), should be

rewarded at the risk-free rate. That is an over-

ly restrictive application of a single factor

model (the CAPM), which does not allow for a

good description of the behaviour of hedge

funds. Financial risks, particularly in the alter-

native world, are actually multiform, and con-

sequently risk premiums are numerous. 

The second term, the ÒabnormalÓ return, rep-

resents the fruit of the portfolio managers'

expertise. Portfolio managers, through superi-

or information or better ability to process

commonly available information, sometimes

manage to obtain additional profits that are

not strictly justified in terms of exposure to

rewarded risks. 

Since the risk-free rate is certainly not an

appropriate benchmark for all types of hedge

funds, what remains to be seen is how to con-
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7 - Merton, R. C., 1973, An Intertemporal Capital Asset Pricing Model, Econometrica, Vol. 41, p. 867-888
8 - Ross, S., 1976, The Arbitrage Theory of Capital Asset Pricing, Journal of Economic Theory, p. 343-362
9 - Amenc, N., Martellini, L. and VaissiŽ M., 2003a, Benefits and Risks of Alternative Investment Strategies, Journal of Asset Management,
Vol. 4, N¡2, p. 96-118

Excess return on the portfolio = 
normal return + abnormal return + statistical noise
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struct a benchmark. It seems that the alterna-

tive investment industry is currently switching

from "absolute return" logic to "relative

return" logic. 

Constructing a good benchmark, especially for

the performance of hedge funds, is a difficult

task. The reason for that is fourfold:

¥ Hedge funds are very secretive and follow

highly sophisticated investment strategies. It

is thus difficult if not technically impossible to

identify all the sources of risk they are

exposed to. 

¥ Measuring some risk factors such as liquid-

ity or credit risks and modelling their interde-

pendence is extremely challenging.

¥ Hedge fund performance exposure to risk

factors may be non-linear due to their market

timing strategies, the intensive use of deriva-

tives or even their asymmetric remuneration

base.

¥ Hedge fund performance exposure to risk

factors is dynamic as their investment 

strategies are.

To make up for the inadequacy of traditional

multifactor models, alternative approaches have

been implemented. Implicit factor models have

been used to address the problem of model

specification (cf. Fung and Hsieh (1997)10).

Others have integrated non-linear variables, like

options, to capture the non-linearity of hedge

fund performance (cf. Agarwal and Naik

(2003)11). Conditional approaches have recently

gained acceptance for handling the problem of

dynamic risk exposures (cf. Kat and Miffre

(2002)12, Schneeweis and Kazemi (2003)13, Gupta

et al. (2003)14, Gregoriou (2003)15). But these

models still fail to be fully representative of

hedge fund risk characteristics. 

A pragmatic alternative to constructing multi-

factor models is to compare the return of a

given fund to that of a portfolio of funds fol-

lowing the same strategy (peer benchmark-

ing), or that of a representative index (index

benchmarking). 

The problems posed by alternative indices

The heterogeneity of investment universes

and construction methodologies

The difficulties relating to the development of

good indices, already present in the tradition-

al universe, are exacerbated in the alternative

investment world, in the areas of both repre-

sentativity (i.e. coverage of the market) and

purity (i.e. homogeneity of the data). Firstly, it

should be noted that the logic of representa-

tivity through capitalisation can only be

applied to the alternative universe with great

difficulty, since information on the assets

managed by hedge funds is generally not

available in real time. That is why all hedge

fund indices, with the exception of the

CSFB/Tremont and MondoHedge indices (as

well as some MSCI and Feri indices), operate in

equal weighting mode today. (See table 10) 

Secondly, the fact that there is no obligation

to publish performance in the alternative

world renders access to exhaustive databases

very difficult. One of the most widely used

alternative indices, the EACM 100 index, is cal-

culated from the performances of 100 hedge

funds extracted from a universe that current-

ly contains over 7,000 funds! 
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10 - Fung, W. and Hsieh, D. A., 1997, Empirical Characteristics of Dynamic Trading Strategies: The Case of Hedge Funds, Review of Financial
Studies, Summer 1997, Vol. 10, N¡2, p. 275-302
11 - Agarwal, V. and Naik, N., 2003, Risks and Portfolio Decisions Involving Hedge Funds, Review of Financial Studies, Forthcoming
12 - Kat, H. and Miffre, J., 2002, Performance Evaluation and Conditioning Information: The Case of Hedge Funds, Working Paper, Alternative
Investment Research Centre
13 - Kazemi, H. and Schneeweis, T., 2003, Conditional Performance of Hedge Funds, Working Paper, CISDM
14 - Gupta, B., Cerrahoglu, B. and Daglioglu, A., 2003, Hedge Fund Strategy Performance: Using Conditional Approaches, Journal of Alternative
Investments, Forthcoming
15 - Gregoriou, G., 2003, Performance Evaluation of FoHF Using Conditional Alphas and Betas, Derivatives Use Trading & Regulation, Vol. 8, N¡4,
2003, p. 324-344



The challenge of purity is also very difficult to

handle in the alternative universe. In a world

where the competitive advantage of man-

agers is largely based on the sophistication

and confidentiality of their "proprietary" man-

agement techniques, most index providers are

generally content to use managersÕ self-pro-

claimed style (see table 10). There is however

good reason to believe that some managers,

faced with fewer and fewer opportunities,

occasionally deviate significantly from their

ostensible management style (a phenomenon

called "style drift", cf. Lhabitant (2001)16).

As a result of the difficulty in accessing data,

the set of funds taken into account for a given

management style varies enormously from

one provider to another. 

Impact of biases in the database

The decision to post the performance of hedge

funds in one of the competing databases

(TASS, MAR, HFR, etc.) is purely voluntary and

only a certain number of funds decide to par-

ticipate. This leads to a "self reporting bias".

Since the funds that have refused to report to

any of the databases are by definition unob-

servable, it is not possible to evaluate the

impact of this bias. Some funds choose not to

publish their performance because the perfor-

mance does not appear satisfactory, others

because they have already reached their criti-

cal size. It is therefore difficult to know

whether this bias has a positive or negative

impact on the performances announced. 
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16 - Lhabitant, F.S., 2001, Assessing Market Risk For Hedge Funds and Hedge Funds Portfolios, The Journal of Risk Finance, Spring 2001, p. 1-17
17 - VaissiŽ, M., 2003, Are Hedge Fund Indices Created Equal?, Working Paper, Edhec Risk and Asset Management Research Centre

Providers

Investorforce / Altvest (Altvest)

CISDM / MAR  (CISDM)

CSFB / Tremont Index LLC (CSFB)

Evaluation Associates Capital Markets, 
Inc. (EACM)

Hedgefund.net / Tuna Indices (HF Net)

Hedge Fund Research, Inc. (HFR)

MSCI Hedge Fund Indices (MSCI)

Standard & Poor's (S&P)

Hennessee Group (Hennessee)

Van Hedge Fund Advisors International, 
Inc. (Van Hedge)

Zurich Hedge Fund (Zurich)

* Equally Weighted  ** Value Weighted

Nb of funds 
covered 

by indices

2600

1600

431

100

2300

1400

1500

40

690

1300

60

Classification

Manager©s self-proclaimed style

Manager©s self-proclaimed style

Classified by the manager and then 
checked by the Index Committee

Classified by  EACM

Manager©s self-proclaimed style

Manager©s self-proclaimed style

Classified by the manager and then 
checked by the Index Committee

Classified by  S&P

Classified by the manager and then 
checked by the Index Committee

Classified by Van Hedge

Classified by  Zurich

Weighting

EW*

Median Value

VW**

EW*

EW*

EW*

EW* & VW** 
for global indices

EW*

EW*

EW*

EW*

Rebalancing Frequency

Monthly

Monthly

Quarterly

Annually

Continuously

Monthly

Quarterly for inclusion  
and Monthly for  

reclassification of funds

Annually at the strategy 
level and periodically at 

funds level

Annually

Monthly

Quarterly

Backfilling

No

No

No

No

Yes (Full history)

No

Yes (Full history)

No

No

No

No

Web Site

investorforce.com

marhedge.com

hedgeindex.com

eacmalternative.com

hedgefund.net

hedgefundresearch.com

msci.com

spglobal.com

hennesseegroup.com

vanhedge.com

www1.zindex.com

Table 10

The heterogeneity of major hedge fund indicesÕ
construction methodologies 

Source: VaissiŽ (2003)17



Since hedge funds that have performed poor-

ly leave the industry, the funds that are still

present in a database tend to be funds that

have performed better than the average of the

population. In this case we speak of a "sur-

vivorship bias." Fung and Hsieh (2002)18 valued

the average impact of this bias at 3.0%, com-

pared to 2.6% for Park, Brown and Goetzmann

(1999)19. The various databases are affected in

different ways by this bias. For example, the

TASS database has a higher survivorship bias

than the HFR database. 

Databases also have selection criteria that can

be very different (see VaissiŽ (2003)20), and the

data provided will not be representative of the

same management universe. This is referred to

as a "selection bias." For instance, HFR excludes

managed futures from its databases while

TASS and MAR take them into account. Most

funds are present in one but not the other: of

the 1,162 HFR funds and the 1,627 TASS funds,

only 465 are common to both databases. 59%

of the funds that are still in activity and 68%

of the funds that no longer report to HFR are

not part of the TASS database (cf. Liang

(2001)21 or Agarwal et al. (2003)22). 

Out of the 465 funds in common between the

HFR and TASS databases, only 154 (or 33.1%)

have been included in both databases at the

same time. However, when a fund is added to

a database, all or part of its historical data is

recorded ex-post in the database. Since it is in

the funds' interest to display the most positive

performance possible, it is probable that the

mean performance displayed by the funds

during their incubation period will be better

than that of funds that have belonged to the

corresponding database for a long time. In

this case we talk about an "instant history

bias." Fung and Hsieh (2002)23 valued the

impact of this bias at 1.4 % per year. If the

funds are not recorded at the same date in

two different databases, it is probable that the

two databases will not be exposed to "instant

history bias" in the same way. This risk is

heightened by the fact that only 47% of the

performances recorded are strictly identical. 

The heterogeneity of the performance of

hedge fund indices 

The great flexibility enjoyed by hedge fund

managers leads to a high degree of diversity in

terms of management styles. Just as in the tra-

ditional world, this diversity can also be found

at the level of the index providers, including

construction from different databases and

construction according to diverse methods, in

addition to the indices evolving at differing

paces (cf. Table 10). As a result, competing

indices are impacted differently by measure-

ment biases (self reporting, style drift, managed

prices, survivorship, selection, instant history,

rebalancing scheme, etc.).

Hence, significant performance differences are

commonly observed for the same style between

the competing indices. This phenomenon is

particularly noticeable in periods of crisis (cf.

Table 11). The heterogeneity of the information

supplied by index providers is spectacular. More

than 20% separates the performances of the

Zurich and EACM Long/Short Equity indices in

February 2000. An analysis of the mean and

median correlations between the performances

of the competing indices confirms the lack of
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18 - Fung, W. and Hsieh D. A., 2002, Benchmark of Hedge Fund Performance, Information Content and Measurement Biases, Financial Analysts
Journal, Jan / Feb 2002, Vol. 58, N¡1, p. 22-34
19 - Park J., Brown, S. and Goetzmann, W., 1999, Performance Benchmarks and Survivorship Bias for Hedge Funds and Commodity Trading
Advisors, Hedge Fund News, August 1999.
20 - See VaissiŽ (2003) - Opus Cit. 17
21 - Liang, B., 2001, Hedge Fund Performance: 1990-1999, Financial Analysts Journal, January/February, 11-18.
22 - Agarwal, V., Daniel, N.D. and Naik, N.Y., 2003, Flows and Performance in the Hedge Fund Industry, Working Paper, Centre for Hedge Fund
Research and Education
23 - See Fung and Hsieh (2002) - Opus Cit. 18
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homogeneity. The mean correlations between

competing indices for the same type of strate-

gy can be lower than 0.5 (Equity Market

Neutral: 0.43, Long/Short Equity: 0.46). 

This analysis clearly shows that competing

hedge fund indices do not today provide rep-

resentative conditions that would allow

investors a homogenous and relevant

overview of alternative funds. Like in the tra-

ditional world, hedge fund indices are neither

collectively exhaustive nor mutually exclusive.

This time, however, the lack of regulation and

its corollary, the lack of transparency, dramat-

ically highlight the problem. It is thus neces-

sary to construct alternative style indices,

which would fulfil investorsÕ needs in terms of

transparency and reliability (see box on EDHEC

hedge fund indices).
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Investment Styles Max differences  Date Indices and corresponding returns

Convertible Arbitrage 7.55% Dec 01 EACM (-6.93%)  vs.  Hennessee (0.62%)

CTA Global  5.09% Feb 99 CSFB (-0.54%)  vs.  HF Net (4.55%)

Distressed Securities  6.99% Feb 00 EACM (1.23%)  vs. Z• rich (8.22%)

Emerging Markets  19.45% Aug 98 MAR (-26.65%)  vs.  Altvest (-7.20%)

Equity Market Neutral  5.00% Dec 99 Hennessee (0.20%)  vs.  Van Hedge (5.20%)

Event Driven  5.06% Aug 98 CSFB (-11.77%)  vs.  Altvest (-6.71%)

Fixed Income Arbitrage  10.48% Oct 98 HF Net (-10.28%)  vs.  Van Hedge (0.20%)

FoHF  8.01% Dec 99 MAR (2.41%)  vs.  Altvest (10.42%)

Global Macro  14.17% Oct 98 CSFB (-11.55%)  vs.  Altvest (2.62%)

Long/Short Equity  22.04% Feb 00 EACM (-1.56%)  vs.  Z• rich (20.48%)

Merger Arbitrage  2.71% Sept 01 EACM (-4.32%)  vs.  HF Net (-1.61%)

Relative Value 10.47% Sept 98 EACM (-6.08%)  vs.  Van Hedge (4.40%)

Short Selling 21.13% Feb 00 Van Hedge (-24.30%)  vs.  EACM (-3.17%)

24 - Amenc, N. and Martellini, L., 2002, The Brave New World of Hedge Fund Indices, Working Paper, 
Edhec Risk and Asset Management Research Centre. 
25 - See Amenc and Martellini (2002) Ð Opus Cit. 24

Table 11

Maximum monthly return differences 
by investment style (from January 1998
through July 2003)

Source: Edhec Risk and Asset Management Research Centre

EDHEC Alternative Indices 

Given that it is impossible to come up with an objective judgement on what is the best existing index, a
natural idea consists of using some combination of competing indices to reach a better understanding of
what the common information about a given investment style would be. One straightforward method would
involve computing an equally-weighted portfolio of all competing indices. Because competing hedge fund
indices are based on different sets of hedge funds, the resulting portfolio of indices would be more exhaus-
tive than any of the competing indices it is extracted from. We push the logic one step further and suggest
using factor analysis techniques to generate a set of alternative indices that can be thought of as the best
possible one-dimensional summaries of information conveyed by competing indices for a given style, in the
sense of the largest fraction of the variance explained. Technically speaking, this amounts to using the first
component of a Principal Component Analysis of competing indices (see Amenc and Martellini (2002)24). 

To test the representative qualities of the EDHEC Alternative Indices, we constituted an equally-weighted
portfolio for each of the strategies from a proprietary database made up of 7,422 funds. Each of the port-
folios for the different strategies therefore contains more than 600 funds on average, and as a result is
considered to be relatively representative of its management universe. To test the purity qualities of the
EDHEC Indices we constructed pure style indices using the Kalman smoother technique as suggested in
Amenc and Martellini (2002)25. We then calculated the correlation coefficient of representative and pure
portfolios for the different strategies with the major indices publicly disclosing their data over the period
from January 1998 through December 2000. The higher the coefficient, the more representative the index.
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The same holds for purity. We classified the indices into three tiers. Indices with the highest coefficients are
ranked in the 1st tier indices and given 3 points. Indices ranked in the 2nd tier (3rd tier) get 1 point (0 points).
We finally computed the average number of points obtained by each index provider. With 2.33 points on ave-
rage, the EDHEC Alternative Indices turn out to be more representative than any other index. (See graph 12)

Graph 12: The Representativity Dimension Graph 13: The Purity Dimension   

Source: VaissiŽ (2003)26

Since competing indices are affected differently by measurement biases, searching for the linear combina-
tion of competing indices that implies a maximisation of the variance explained leads implicitly to a mini-
misation of the bias. As a result, EDHEC Alternative Indices systematically end up first with respect to the
purity dimension and obtain an average of 3.00 points. (See graph 13)
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The different uses of hedge fund indices

The hedge fund industry has developed in two

stages over the past fifty years. Firstly, there

was an incubation stage, during which only

some high net worth individuals in search of

absolute returns invested in hedge funds. With

the bursting of the Internet bubble and the

beginning of the bear market, institutional

investors were looking for investments that

were capable of improving the diversification

of their portfolio. They therefore turned to

hedge funds. This shift of interest from alphas

(i.e. a rationale of absolute returns) to betas

(i.e. a rationale of risk diversification) marks

the beginning of the period of "industrialisa-

tion" of alternative investment management.

The massive arrival of institutional investors

together with the expansion of the profiles of

final investors, have in fact led to a profound

examination of investment practices in the

alternative universe, with a particular focus on



risk control. In particular, while a certain num-

ber of hedge fund strategies are non-direc-

tional, they are subject to exposure to a num-

ber of other risk factors (e.g. credit, liquidity

and volatility risk). Consequently, using the

return on the risk-free asset as a benchmark to

evaluate hedge fund performance is certainly

inappropriate (cf. Amenc et al. (2003a)27).

Numerous style-specific hedge fund indices

have thus emerged (see VaissiŽ (2003)28). 

Style indices that are representative of

different hedge fund strategies

The first difficulty investors - and above all

institutional investors - are faced with is the

lack of transparency of hedge funds, as well as

the complexity of the strategies followed. The

analysis of their risk and its corollary, the eval-

uation of their performance, can thus be

regarded as more of an art than a science.

Numerous articles on this subject have shown

the limits of traditional performance measures

when evaluating the performance of hedge

funds (see for example Lo (2001)29, Spurgin

(2001)30 or Brooks and Kat (2002)31). The only

pragmatic response currently available to

investors is the use of style indices that are rep-

resentative of different hedge fund strategies.

Investors can thus evaluate the performance of

their investment by comparing it to that of rep-

resentative indices. Likewise, they can evaluate

the risk profile of their investment, or conduct

performance attribution, with the aid of style

analysis (cf. Sharpe (1992)32) by using hedge

fund indices as "pseudo" risk factors (cf.

Lhabitant (2001)33). 

"Investable" indices that allow access to

the different hedge fund strategies

Alternative investments offer remarkable

opportunities in terms of portfolio diversifica-

tion. For this reason, a growing number of

institutional investors now include hedge funds

in their target allocation. In spite of this, while

recent research shows that an optimal alloca-

tion to hedge funds is in the order of 20-30%

(see Singer et al. (2002)34 or Amin and Kat

(2003a)35), they represented merely 1.7% (6.7%)

of a typical European (American & Japanese)

institutional portfolio in 2002 and should rep-

resent around 3.4% in 2003, according to the

ÒFifth Joint Global Survey on Alternative

Investment by Pension Funds, Endowments and

FoundationsÓ issued by Goldman Sachs and

Frank Russell. Consequently, the hedge fund

industry has significant growth opportunities.

In order to develop the latter however, it is

indispensable to facilitate access to hedge

funds by a maximum number of investors.

However, most investors do not have the

know-how, the resources or the network of

personal contacts that are necessary to invest

directly in the best funds. Some of them there-

fore prefer to stay away from alternative

investments. As a solution to this problem,

hedge fund "indices" that aim to be used as a

basis for various "investable" products, have

recently been launched. 

The objective of these "indices" differs from

that of maximising the representativity dimen-

sion by covering the largest possible number of

funds (this is confirmed in Graph 12 by the

average points obtained by S&P, namely 0).
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27 - See Amenc et al. (2003a) Ð Opus Cit. 9
28 - See VaissiŽ (2003) Ð Opus Cit. 17 
29 - Lo, A., 2001, Risk Management for Hedge Funds: Introduction and Overview, Financial Analysts Journal, Vol. 57, p.16-33
30 - Spurgin, R., How to Game your Sharpe Ratio, 2001, Journal of Alternative Investments, Winter 2001, Vol. 4, N¡3, p. 38-46
31 - Brooks, C. and Kat H., 2002, The Statistical Properties of Hedge Fund Returns and their Implications for Investors, Journal of Alternative
Investments, Fall 2002, Vol.5, N¡2, p. 26-44
32 - Sharpe, W., 1992, Asset Allocation: Management Style and Performance Measurement, Journal of Portfolio Management, Vol. 18, p. 7-19.
33 - See Lhabitant (2001) Ð Opus Cit. 16 
34 - Singer, B., Staub, R. and Terhaar, K., 2002, The Appropriate Policy Allocation for Alternative Investments, UBS Global Asset Management
35 - Amin, G. and Kat, H., 2003a, Hedge Fund Performance 1990 Ð 2000: Do the Money Machines Really Add Value?, Journal of Financial and
Quantitative Analysis, June 2003, Vol. 38, N¡2, p. 251-274



Instead, the priority is to choose a limited

number of funds that are open to new

investors and that guarantee a minimum

investment capacity. We can therefore speak of

FoHF rather than of indices that are represen-

tative of a given investment universe. The

index provider is responsible for fund selection

and the development of structured products or

derivative instruments that deliver the perfor-

mance of the FoHF with a small tracking error.

Indices provided by S&P, HFR, CSFB or MSCI are

among the best known examples (see table 14).

S&P and their partner Plusfunds, for instance,

have signed distribution agreements for

investment vehicles that replicate the S&P

hedge fund index, or one of its 9 sub-indices,

with numerous providers of FoHF such as

Bawag, Deutsche Bank, XL Capital and UOB.

Certificates linked to the S&P index have been

issued by UBS Warburg and the launch of cap-

ital-guaranteed products as well as derivatives

(options and swaps) on FoHF that track the

S&P index have been announced by BNP

Paribas. It can therefore be seen that the prin-

cipal objective of these "indices" is to allow a

broad range of investors access to alternative

investment strategies at low cost. They do not

intend to be used as a reference for "the mar-

ket" but to provide liquidity where it is crucial-

ly lacking. These "indices", or more precisely

these FoHF, thus offer an ideal characteristic

for use in the asset allocation process.

The "industrialisation" of alternative invest-

ments implies both improved control of the

risks inherent in hedge fund strategies and

uncomplicated access to FoHF. In this respect,

the different types of hedge fund strategies

play an important role. It is interesting to note,

however, that while most indices were initially

constructed by database providers to be repre-

sentative of a particular investment style, the

vast majority of recently launched indices are

offered by alternative investment ÒboutiquesÓ

(CSFB/Tremont, HFR, Feri Alternative Assets,

Benchmark, Kathrein & Co, etc.) or renowned

financial institutions (S&P, MSCI, etc.) to be

investable. On the other hand, while some

index providers such as HF Net, EACM,

Hennessee and Altvest are sticking to their his-

torical business model, others, such as MSCI,

CSFB/Tremont and HFR have adopted a diversi-

fied strategy and now offer both representative

and investable indices. This trend is perfectly

illustrated by MSCIÕs recent shift in strategy.

While they chose in the first place to differen-

tiate from their rival S&P by focusing on the

representativity of their indices, as opposed to

their investability, they are now launching an

investable index in partnership with Lyxor.

MSCI, HFR and CSFB/TremontÕs new strategic

positioning raises one obvious question: is a

business model that relies solely on representa-

tive hedge fund indices viable? Conversely, is a

business model that relies solely on investable

indices viable? The optimal strategy certainly

lies between these two extreme scenarios.
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   Constituents (No. Pricing &   Rebalancing
Indices Available Since of hedge funds)  Liquidity   Frequency  Index Weighting

S&P HFI  May 2002  40  Daily  Annually  Equally Weighted

HFRX  March 2003  50  Monthly  Quarterly  Asset-Weighted

MSCI HII  July 2003  64  Weekly  Quarterly  Asset-Weighted

CSFB/Tremont IHFI  August 2003  60  Monthly  Semi-Annually  Asset-Weighted

Table 14

Investable hedge fund indices

Source: StandardandPoors.com, HFR.com,
MSCI.com and HedgeIndex.com

Edhec European Alternative Multimanagement Practices Survey



ÒComplementaryÓ FoHF

One of the by-products of the bull market of

the 90's has been the consolidation of the

position of hedge funds as an important seg-

ment of the financial markets. There seem to

be two main reasons behind the success of

hedge funds. On the one hand, hedge funds

seem to provide diversification with respect to

other investment possibilities (beta benefit).

On the other hand, it is argued that hedge

funds provide abnormal risk-adjusted return

(alpha benefit).

In a nutshell, the diversification argument

states that most hedge funds have a low beta

with respect to traditional stock and bond

indices. This is reported for example in

Daglioglu and Gupta (2003)36, Brooks and Kat

(2002)37 and Amenc et al. (2003a)38, at least for

some hedge fund strategies. The reason is that

hedge funds can take advantage of short sell-

ing and include derivatives and other non-tra-

ditional asset classes in a way that is not

allowed for mutual funds. The second argu-

ment states that the alpha of hedge funds is

positive. There is a growing literature on the

measurement of risk-adjusted hedge fund

performance. Although these studies differ in

the data and models they use and their results

are not completely homogeneous, most of

them conclude that there is some evidence of

abnormal performance, at least in some seg-

ments of the hedge fund industry.

Thanks to their fund picking ability and their

experience in risk allocation, FoHF may prove

to offer investors both alpha and beta bene-

fits. As a result, the demand for diversified

FoHF is skyrocketing. Nevertheless, diversified

FoHF are not proving to be suitable for taking

optimal advantage of the great diversity with-

in the risk profile of hedge funds. To fill this

gap, pure-strategy FoHF have recently been

gathering pace. It is thus not surprising to

observe significant performance differences

between FoHF that are specialised in different

strategies, but also between diversified FoHF

and pure-strategy FoHF. The aim of this sec-

tion is to provide a better understanding of

this phenomenon. 

Calling ÒbalancedÓ funds into question

Diversification Properties of Hedge Funds 

A detailed analysis of the correlation of hedge

fund returns with those of traditional markets

tends to prove that it is simplistic to consider

those funds as being part of a homogenous

asset class. There are actually a large number

of alternative strategies, with each having dif-

ferent diversification properties. These bene-

fits are all the more attractive in a context of

relative decline of investment opportunities in

traditional asset classes due to the low degree

of diversification offered by an allocation

between sectors or countries. It is actually well

known that the limitations of international

diversification tend to take effect at the exact

moment that the investor has a need for it,

namely in periods when the markets drop sig-

nificantly (see for example Longin and Solnik

(1995)39). In short, the correlation between the

stock markets in different countries converges

towards 1 when there is a sharp drop in US

stock markets.
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36 - Daglioglu, A., Gupta, B., 2003, The Benefits of Hedge Funds, Working Paper, CISDM
37 - See Brooks and Kat (2002) Ð Opus Cit. 31
38 - See Amenc et al. (2003a) Ð Opus Cit. 9
39 - Longin F., Solnik B., 1995, Is the correlation in international equity returns constant?, Journal of International Money and Finance, Vol. 14, p. 3-26



In contrast, it seems that the diversification

offered by hedge funds, or to be more precise,

some hedge funds, is relatively stable: the

conditional correlations (calculated from a

sample that only contains periods corre-

sponding to the most significant decreases or

increases in a traditional reference index)

between the returns on hedge funds and

those of stock and bond market indices are

relatively similar to the unconditional correla-

tions. (See table 15) 

On the other hand, for some strategies

(Convertible Arbitrage, Emerging Markets,

Distressed Securities, Relative Value and Event

Driven), we observe an increase in the correla-

tion coefficient when market conditions dete-

riorate. This development is obviously not

favourable for investors, since their diversifi-

cation strategy will lose its effectiveness pre-

cisely when they need it the most. Other

strategies, conversely, will see their correlation

coefficient increase as the market perfor-

mance improves. The investor will therefore be

exposed to a rise in the market and hedged

against a fall in the market. These particularly

favourable strategies for the investor are the

following: Market Timing and Short Selling40. 

The integration of the risk of an increase in the

correlation coefficients in extreme market con-

ditions has been the subject of recent research

(see for instance Spurgin et al. (2000)42),notably

after the crisis in the summer of 1998. On this

topic, Anson (2000)43 notes that the returns on

composite indices of hedge fund styles,

whether equally weighted (HFR) or proportion-

al to the assets managed (CFSB/Tremont), were

significantly affected by the debt market crisis

(August 1998) and not by the near-bankruptcy

of LTCM (September and October 1998).

Therefore, the sudden and dramatic increase in

the correlation coefficients, and not the sys-

temic crisis in the alternative universe, was the

main source of risk during that period.

Differences in correlation with stock and bond

markets can be explained through a difference

in exposure to a number of risk factors that

explain the returns of the alternative and tra-

ditional asset classes. Recent research on the

analysis of hedge fund performance (Fung and

Hsieh (1997)44, Schneeweis and Spurgin (1999)45,

Amenc et al. (2003b)46) has highlighted the fact

that hedge funds are not only exposed to mar-

ket risk (unforeseeable variations in the prices

of basic assets, stocks, bonds, etc.), measured

by the traditional "beta," but also, as a result of

the very nature of the strategies implemented,

to volatility risks (unforeseeable variations in

the variability of the prices), default risks

(unforeseeable variations in the propensity of

certain counterparties to no longer be able to

respect their commitments) and liquidity risks

(unforeseeable variations in the capacity to

move quantities of assets in a "reasonable"

time scale at market prices). 
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Correlation Market falling  Market Market rising  Type of 
coefficients  significantly (1)   stable (2)   significantly (3)  (1) - (3)  correlation

Convertible Arbitrage  0.49  0.3  0.07 0.42

Distressed Securities  0.64 0.32 -0.18 0.82

Emerging Markets 0.75 0.32 0.32 0.43

Equity Hedge 0.6 0.46 0.15 0.45

Relative Value 0.58 0.24 -0.28 0.86 Unfavourable*

Equity Non-Hedge 0.74 0.59 0.36 0.38

Event Driven 0.79 0.54 -0.12 0.91

Fixed Income Arbitrage 0.68 0.47 -0.13 0.82

Market Neutral 0.03 0.05 -0.06 0.09

Macro 0.29 0.18 0.21 0.08
 Stable**

Short Selling -0.48 -0.59 -0.34 -0.14

Market Timing 0.15 0.53 0.29 -0.14 
Favourable***

* (1) - (3) > 0.10 

** - 0.10 < (1) - (3)  < 0 .10 

*** (1) - (3)  < - 0.10

Table 15

Conditional correlations of hedge fund styles
(HFR) with the stock market (S&P 500)
(from February 1990 through October 2001)

Source: Amenc et al. (2003)41

40 - The difference between conditional and unconditional correlations is actually one of the consequences of the non-linear exposure of hedge
fund returns with respect to standard asset classes. 
41 - See Amenc et al. (2003a) Ð Opus Cit. 9
42 - Spurgin, R., Martin, G. and Schneeweis, T., 2000, A Method of Estimating Changes in Correlation between Assets and its Application to Hedge
Fund Investment, Working Paper, CISDM
43 - Anson, M., 2000, Hedge Fund Risk Management for Institutions, in Managing Hedge Fund Risk, Risk Books
44 - See Fung and Hsieh (1997) Ð Opus Cit. 10
45 - Schneeweis, T. and Spurgin, R., 1999, Quantitative Analysis of Hedge Fund and Managed Future Risk and Return Characteristics, R. Lake ed.,
Evaluating and Implementing Hedge Fund Strategies
46 - Amenc, N., Curtis, S. and Martellini, L., 2003b, The Alpha and Omega of Hedge Fund Performance Measurement, Working Paper, Edhec Risk
and Asset Management Research Centre



In Table 16 below we present the exposure of

hedge fund strategies with respect to the

main sources of risk (apart from market risk)

that affect the returns of financial instru-

ments. This study was carried out using the

performances of the EDHEC Hedge Fund

Indices over the period January 1997/July

2003. It should be pointed out that monthly

calculation of the correlations tends to

smooth the results and therefore smoothes

the impact of changes in the factor values

within the months.

Improvement of the Risk-Return Profile of

a Bond/Stock Portfolio

The fact that hedge funds exhibit contrasted

exposure with respect to the returns on tradi-

tional assets allows us to envisage very

diverse forms of alternative diversification, as

is shown in Graphs 17 and 18 below. Some

hedge funds have a high level of correlation

with the market, and offer returns that are

particularly high. Adding this type of fund to

a portfolio made up of stocks and bonds

would result in an increase in the expected

return while retaining a high degree of volatil-

ity. This is a return enhancement property.

Conversely, integrating certain alternative

strategies with low exposure to market risk, or

indeed negative exposure, will result in a low-

ering of the portfolio's volatility. This is a risk

reduction property.

Some hedge funds exhibit a high level of cor-

relation with the market, and offer returns

that are particularly high. Adding this type of

fund to a portfolio made up of stocks and

bonds would result in an increase in the

expected return while retaining a high degree

of volatility. Distressed Securities, Emerging

Markets, Event Driven and Global Macro pre-

sent these characteristics; these strategies can

therefore be seen as Return Enhancers.

Conversely, integrating certain alternative

strategies with low exposure to market risk, or

indeed negative exposure, will result in a

decrease in the portfolio's volatility.

Convertible Arbitrage, Fixed Income Arbitrage,

Market Neutral and Short Selling (negative

correlation) strategies correspond to this pro-

file. These strategies can therefore be seen as

Risk Reducers, or even as Pure Diversifiers

(Short Selling). 
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47 - Definitions of the various risk factors: (1) Volatility Risk: relative variations of the VXO contract, the underlying of which is the implicit volati-
lity of the S&P 100; (2) Currency Risk: evolution of the exchange rate of the US dollar compared to a basket of foreign currencies; (3) Commodity
Risk: relative price variations of the Goldman Sachs Commodity Index (GSCI); (4) Liquidity Risk: evolution of the volume of securities exchanged on
the NYSE; (5) Credit Risk: relative variations of the differential between the returns on bonds rated Baa and Aaa by MoodyÕs; (6) Interest Rate Risk:
variations of the rate of return of the 3-month Treasury bill; (4) Slope of the Yield Curve: difference between the rate of return of a bond with a
30-year maturity and that of a 3-month Treasury bill.

 Volatility Currency Commodity Liquidity Credit Interest Rate Slope of the
Correlation coefficients Risk Risk Risk Risk Risk Risk  Yield Curve 

Convertible Arbitrage -0.16 0.14 0.02 -0.04 -0.17 0.04 -0.09

Distressed Securities -0.50 -0.03 0.00 -0.12 -0.23 0.06 0.17

Emerging Markets  - 0.53 -0.01 0.08 -0.14 -0.20 0.11 0.20

Equity Hedge  -0.52 -0.14 0.17 -0.11 -0.14 0.14 -0.13

Market Neutral  -0.21 0.01 0.14 -0.07 0.02 0.21 -0.36

Equity Non-Hedge  -0.50 0.00 0.14 -0.33 -0.06 0.33 -0.31

Event Driven  -0.57 -0.04 0.07 -0.21 -0.18 0.13 -0.02

Fixed Income Arbitrage  0.11 0.22 0.08 -0.13 -0.24 0.07 0.12

Macro  -0.19 0.06 0.13  -0.03 -0.14 0.09 -0.06

Relative Value  -0.51 0.08 0.07 -0.25 -0.17 0.16 -0.11

Short Selling  0.66 0.20 -0.15 0.08 0.16 -0.03 -0.12

Market Timing  0.28 -0.09 0.22 0.11 0.08 -0.03 -0.08

S&P 500  -0.41 -0.05 0.18 -0.06 -0.22 0.18 -0.04

Lehman US Aggregate  -0.73 -0.11 -0.03 -0.09 -0.03 0.05 -0.06

Table 16

Correlations between the EDHEC
Alternative Indices and risk factors 
(from January 1997 through July 2003) 47

Source: Edhec Risk and Asset Management Research Centre



From a Single to a Multi-Fund Approach

Since choosing a bad manager may easily wipe

out all the benefits of a hedge fund allocation,

investing in only one hedge fund is likely to be

sub-optimal. The reasons are threefold.

¥ Firstly, dramatic performance differentials

between competing funds raise the issue of

whether a single investment instrument can

deliver consistent returns close to those of the

broad hedge fund indices that are used at the

strategic asset allocation level. 

33

B a c k g r o u n d

The Facts and Figures 
ÒComplementaryÓ FoHF

Edhec European Alternative Multimanagement Practices Survey

48 - See Amenc et al. (2003a) Ð Opus Cit. 9

Graphs 17 & 18: 

Diversification profiles - Inclusion of
hedge fund styles (HFR) with stock (S&P
500) and bond (LBGBI) portfolios (from
February 1990 through October 2001)

Graph 17

Risk Reducers

Graph 18

Retum Enhancers

Source: Amenc et al. (2003a)48
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¥ Secondly, a number of individual hedge funds

have collapsed under the weight of spectacular

frauds or investment debacles (Manhattan

Capital Management, Maricopa Investment

Corporation, Lipper Convertible Arbitrage, etc.).

This has raised concerns among investors, who

often lack sufficient information to evaluate

comparative hedge fund performance and to

perform the necessary exhaustive on-site due

diligence checks.

¥ Finally, investing only with managers who have

a good reputation and an established track

record does not provide a complete hedge, as

illustrated by the debacle of the brain trust that

was LTCM.

Intuitively, the existence of hedge fund diversifi-

cation benefits will depend upon the number of

hedge funds in a portfolio. Beyond the agree-

ment that holding only a few funds may imply

under-diversification, exposure concentration,

and, therefore, too much risk, while holding too

many funds may result in over-diversification,

the dilution of each fund's contribution and the

neutralisation of most diversification benefits,

there seems to be no consensus on the optimal

number of funds. On the academic side, the liter-

ature suggests that approximately 5 to 10 man-

agers should be sufficient to significantly reduce

the overall risk of the portfolio. From the practi-

tioner's perspective, the consensus seems to be

that at least twenty to thirty managers are nec-

essary to diversify effectively, as shown by the

information released by FoHF. The short note

written by Ruddick (2002)49 provides evidence

that the maximum benefits of diversification are

reached with around 20 funds, and that it is pos-

sible to retain the benefits at around 40 funds if

the quality of new additions can be maintained. 

Most of the attention is dedicated to the

diversification benefits accrued by adding

hedge funds to traditional asset portfolios. In

a recent paper, Learned and Lhabitant (2002)50

studied the benefits of diversification in the

context of a FoHF. They built equally-weight-

ed portfolios of randomly selected hedge

funds. By repeating the process several times

and studying the characteristics of the result-

ing portfolios (50,000 in total), they were able

to study the impact of naively increasing the

number of hedge funds in a portfolio. Their

main empirical findings can be summarised in

the following two points.

First, diversification appears to work well in a

mean-variance space. That is, increasing the

number of hedge funds in a hedge fund port-

folio decreases the portfolio's volatility, while

maintaining its average return level. Downside

risk statistics (such as maximum monthly loss,

maximum drawdown or value at risk) are also

reduced in larger-size hedge fund portfolios.

This seems to validate the usefulness of FoHF

as investment vehicles. However, when one

goes beyond the mean-variance framework

and considers additional factors such as

skewness and kurtosis, diversification is far

from being a free lunch. For several strategies,

diversification reduces positive skewness, may

even generate negative skewness, and

increases kurtosis. In addition, the correlation

with the S&P 500 of large-sized hedge fund

portfolios increases, which clearly illustrates

the dangers of diversification overkill, that is,

the attempt of advisors to incorporate an

unwieldy number of hedge funds into their

portfolio construction process. Since most of

the diversification benefits are reached for
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small-sized portfolios (typically 5 to 10 hedge

funds), it therefore seems that hedge fund

portfolios should exercise caution on their

allocations past this number of funds.

Second, the benefit of increasing managers

within a strategy is a function of the homo-

geneity or heterogeneity of the sample from

which the managers are drawn. Style diversi-

fication (diversification by investment style)

obviously provides better opportunities for

diversification than diversification by judge-

ment (diversification by manager within a

given investment style). 

Core and satellite approaches in alterna-
tive multi-management

Given that most active managers still have

dominant passive exposure to their bench-

mark, instead of paying high fees on the pas-

sively managed part of their portfolio, the

core-satellite approach suggests passively

investing in a low-fee index fund (or an

enhanced index product) as a core portfolio

and in a variety of satellite active managers

with higher tracking error. Core and satellite

portfolio construction is recognised as an

effective strategy for institutions that want to

diversify their portfolios without giving up the

potential for higher returns generated by

selected active management strategies. It also

provides the framework for targeting and

controlling those areas where investors are

willing to take more risk in a cost-efficient

manner.

Let us first consider a core-satellite approach

with a single satellite portfolio. The mathe-

matics of a core-satellite approach is then

straightforward. The overall portfolio P = w*S

+ (1-w)*C, where w is the fraction invested in

the satellite (S), and (1-w) is the fraction

invested in the core (C). We now calculate the

tracking error with respect to a benchmark B.

We have P Ð B = w*S + (1-w)*C Ð B = w*(S-B)

+ (1-w)*(C-B). If we now assume that the core

portfolio is perfectly replicating the bench-

mark, we have C=B, then we have:

P Ð B = w*(S-B). As a result, 

Let us consider the following example. We

assume an investor has a target level of risk

relative to a given benchmark, such as a 2.5%

tracking error budget. Two options are possi-

ble. Either the investor hires one manager

with a tracking error equal to 2.5% for the

entire portfolio, or the investor forms a pas-

sive core portfolio and leaves 20% in an

aggressively managed satellite with a 12.5% =

(TE(P) / w) = (2.5% / 20%)  tracking error. The

latter solution is more cost-efficient, as 80%

of the portfolio will be passively managed in

the framework of a low-cost indexing strategy. 

The next step consists of deriving the optimal

proportion w* to invest in a satellite versus

core portfolio. We solve the problem in the

context of a simple mean-variance analysis.

The optimisation program reads:

( ) ( ) ( ) ( )SwTEBSwBPPTE =-=-= varvar
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Where IR(P) is the information ratio of the

portfolio P with respect to the benchmark, i.e., 

One can actually show the following proposi-

tion. If the core portfolio perfectly replicates

the benchmark, then the information ratio of

the overall portfolio IR(P) is actually indepen-

dent of the proportion in core versus satellite

and equal to the information ratio of the

satellite portfolio IR(S) (as long as that pro-

portion 1-w>0). To see this, just note that 

We may rewrite the optimisation program as

and the

first-order condition reads

For example, let us assume that the tracking

error of the active fund is 5%, that the

Information Ratio (IR) is 0.5, and that the coeffi-

cient of risk-aversion with respect to relative risk

is l =20. Then, the optimal proportion invested

in the active portfolio is w* = IR / (2l TE(S)) = 0.5

/ 2 x 20 x 5%l = 25%l . The resulting tracking

error is .

The next step is to extend the analysis to the

case of a satellite invested in a 

number n of active portfolio managers

according to the proportions . The

excess return on the satellite portfolio is then

, and the tracking 

error of the satellite portfolio reads

where is the covariance between portfo-

lio managers and , and is the

volatility of the benchmark.

One can then find the optimal fraction invest-

ed in each active manager within the satellite

portfolio so as to achieve the highest possible

Information Ratio. One can show (see for

example Scherer (2002)51) that the optimal

condition is that the ratio of return to risk

contribution is the same for all managers,

which reads

As a conclusion, a core/satellite approach

seems to be perfectly suited to investors who

attempt to use hedge funds to add portable

alpha benefits to their long-only portfolio

without modifying their passive exposure to a

reference index, as it allows for a separate

control on the tracking error of the satellite

and core portfolios, so as to ensure that the

overall portfolio is consistent with a target

level of deviation with respect to the chosen

benchmark. One natural version of the satel-

lite portfolio approach specifies that investors

should focus on market-neutral managers

who provide only portable alpha benefits

without passive exposure to the index.
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Tactical Style Allocation: A New Form of Market Neutral
Strategy Ð Amenc et al. (2003c)52

Practitioners recognised the potential of market timing, and started to engage in tactical asset allocation
strategies as early as the 1970s. Tactical Asset Allocation strategies were traditionally concerned with allo-
cating wealth between two asset classes, typically shifting between stocks and bonds. This severely limits
the potential benefits of active allocation in a context of bear equity markets. Recently, more complex style
timing strategies have been successfully tested and implemented. 

Today, the notion of equity style management is widely accepted in the investment community, and the
concept of equity styles permeates the way most professional investors think about the stock markets. In
the academic community, it has also been recognized (Fama and French (1992), see formula below) that
SharpeÕs CAPM (1964) needs to be extended to account for the presence of other pervasive risk factors, i.e.,
size and book-to-market factors. 

As can be seen from the formula, there are thus three different forms of active strategies:
¥ Tactical Asset Allocation: exploits evidence of predictability in the market factor
¥ Tactical Style Allocation (TSA): exploits evidence of predictability in style factors
¥ Stock Picking: exploits evidence of predictability in specific risk

A new classification of active portfolio strategies can be developed to account for the presence of style 
factors in equity returns. 

Table 19: Classification of Active Portfolio Strategies 

This detailed analysis of active portfolio strategies naturally leads to the introduction of a new form of equi-
ty market neutral strategies, based on style timing, as opposed to stock picking. In this respect, Amenc et al.
(2003c)53 present an equity market neutral strategy based upon a sophisticated and robust dynamic econo-
metric approach to forecast S&P style returns and turn bets into portfolio decisions while controlling for the
level of tracking error. This strategy is implemented with long and short positions on American ETFs combi-
ned so as to keep a null global exposure to the S&P 500 and a leverage that does not exceed 1. The perfor-
mance obtained by this strategy from June 2000 through December 2002 is impressive since the average
annual return is 10.90% for a 4.71% volatility which gives a Sharpe ratio of 1.84 and a Sortino ratio of 3.85.
At the same time, the S&P obtained an average return of -18.03% and 18.72% volatility.
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Hedge Fund ± Stock Picking Long/Short

Hedge Fund ± Stock Picking Equity Market Neutral
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X (0) indicates that the fund manager uses (does not use) the specified form of strategy



Implementation of portable alpha 
strategies

In the Core/Satellite approach, a clear distinc-

tion is made between the beta (i.e. exposure to

risk factors) and the alpha (i.e. abnormal

return) of the portfolio. The contribution of

each constituent is as follows: the core port-

folio provides passive exposure to a set of risk

factors and the satellite generates alpha (i.e.

abnormal return). To transport the alpha of

the satellite to the core portfolio the investor

needs to hold a portfolio with a particular

passive exposure to risk factors and invest

with an actively managed portfolio hedged

against those risk sources. By so doing, the

exposure of the global portfolio remains the

same as that of the core portfolio with an

enhanced return. 

In the CAPM framework, the core portfolio

gives passive exposure to market risk (e.g.

portfolio fully invested in ETFs on Eurostoxx

50) while the satellite is hedged against mar-

ket risk. Note that futures contracts are con-

sistent with the legislation on market risk

hedging and may thus be used to hedge the

satelliteÕs market risk. 

Candidates for portable alpha strategies must

have succeeded in generating alpha consis-

tently. With its low volatility (annual standard

deviation of 4.71%) and an impressive alpha

(annual alpha of 9.90%) the equity market

neutral strategy presented in Table 21 is con-

sequently perfectly suited for transporting

alpha. Note that while market neutral and

equity long short strategies are typical

portable alpha strategies, most relative value

strategies (e.g. fixed income arbitrage, con-

vertible arbitrage or statistical arbitrage) may

also be appropriate.

To illustrate the implementation of portable

alpha strategies we will present their benefits

in the context of a Core/Satellite approach. We

take a fund following the aforementioned

equity market neutral strategy as satellite

(hereafter referred to as the TSA Portfolio). 

The performance of the TSA portfolio over June

2000 through December 2002 is 10.90% aver-

age return with 4.71% volatility and a semi-

variance of 2.26% (under the assumption of a

3% Minimum Accepted Return), a comfortable

risk-return trade-off that translates into a 3.50

Sortino ratio. As a comparison, the perfor-

mance of the S&P500 over the period was an

average return of Ð18.03% for an annualised

volatility of 18.72%, resulting in a Ð1.83

Sortino ratio. On the other hand, the core port-

folio is invested in ETFs on the Eurostoxx 50.

Note that the satellite only has an exposure of

0.06 with the Eurostoxx 50, so it is not neces-

sary to hedge market risk with futures. 

As illustrated by Graph 20 the risk of the glob-

al portfolio is significantly reduced when the

allocation of the Satellite increases. When the

portfolio is 80% invested with the core port-

folio (i.e. ETFs on Eurostoxx 50) and 20% with

the satellite (i.e. TSA Portfolio) the volatility is

reduced by 6.85%. It is worth noting that this

risk reduction is obtained without heavily sac-

rificing expected returns during bull markets.

The Core/Satellite portfolio systematically

outperforms the Eurostoxx 50 during down

markets and obtains positive returns in

90.91% of the cases during up markets.
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Graph 20 

Performance of the Core/Satellite portfolio
from June 2000 through December 2002 
as a function of the percentage invested in
the core portfolio versus the TSA strategy

38

50 10 15 20 25

-30

-25

-20

-15

-10

-5

0

5

10

15

%

%

50% Core + 50% Satellite

100% Satellite

100% Core
Volatility

R
et

ur
n

Source: Amenc et al. (2003d)54

54 - Amenc, N., Bonnet, S., Henry, G., Martellini, L. and Weytens, A., 2003, Gestion Alternative, Economica, Forthcoming



As can be seen from table 21, the performance

is increased by 11.76% and the tracking error

remains below 3% (up to a 30% allocation to

the Satellite). As a result, the Core/Satellite

portfolio obtains a 1.61 information ratio.

The alpha of the Core/Satellite portfolio com-

puted as the intercept of a regression of the

portfolio returns onto the Eurostoxx 50 returns

reaches an annual abnormal performance of

3.14% (3.72% when 30% of the Net Asset

Value is invested with the Satellite and 4.49%

when the Satellite accounts for up to 40% of

the global portfolio). However, one must bear

in mind that the beta of a portfolio is equal to

the weighted average of the betas of the con-

stituents. In the aforementioned example, the

Core/Satellite portfolio is 80% invested with

the Eurostoxx 50 and 20% with an equity mar-

ket neutral strategy. The market beta of the

portfolio is thus approximately equal to 0.8

(note that the correlation between the ETF

Eurostoxx 50 LDRS and the Eurostoxx 50 is

99.63% and the beta of the Satellite is 0.06).

On the other hand, the benchmark we used,

namely the Eurostoxx 50, has a market beta of 1.

Both portfolios thus have different passive

exposures to market risk. As a result, to assess

the extent to which the Satellite allows for

portable alphas, one must take a benchmark

that is 80% invested with the Eurostoxx 50

and 20% with a risk-free asset (e.g. Euribor 1

month). The portfolios will thus have a similar

exposure to market risk.

The results presented in Table 22 confirm the

superiority of the Core/Satellite approach.

With comparable volatility and downside risk

the latter outperforms the benchmark by

3.63%. The information ratio obtained is even

higher than the one found previously (i.e.

1.681 vs. 1.613) with a tracking error as low as

2.1%. Graph 23 presents the evolution of the

information ratio and tracking error as a func-

tion of the percentage invested in the core

portfolio versus the satellite (N.B.: the propor-

tion of the risk-free asset in the benchmark is

systematically adjusted to be equal to the

weight attributed to the satellite).

The alpha of the Core/Satellite portfolio com-

puted as the intercept of a regression of the

portfolio returns onto the benchmark made up

of 80% Eurostoxx 50 and 20% Euribor 1 month

reaches an abnormal annual performance of

4.38% (5.01% when 30% of the Net Asset

Value is invested with the satellite and 5.61%

when the satellite accounts for up to 40% of

the global portfolio). This definitely confirms

that the TSA portfolio is well suited for a

portable alpha strategy since it can dramati-

cally enhance the performance of an equity

portfolio without impacting the global portfo-

lioÕs risk exposure. (See graph 23)
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Table 21

Performance comparison of a Core/Satellite
portfolio against the Eurostoxx 50 from
January 1999 through June 2002

Source: Amenc et al. (2003d)55

55 - See Amenc et al. (2003d) Ð Opus Cit. 54 
56 - See Amenc et al. (2003d) Ð Opus Cit. 54 
57 - See Amenc et al. (2003d) Ð Opus Cit. 54

 Core + Satellite Eurostoxx 50

Cumulative growth -35.92% -54.74%

Average annual return -15.65% -27.41%

Volatility 17.18% 24.03%

Downside risk 11.57% 17.11%

Information ratio 1.61 

Table 22

Performance comparison of a Core/Satellite
portfolio against a benchmark made up of 80%
Eurostoxx 50 and 20% Euribor (1 month) from
January 1999 through June 2002

Source: Amenc et al. (2003d)56

   80% Eurostoxx 50
 Core + 20% Euribor  
 + Satellite (1 month)

Cumulative growth -35.92% -41.58%

Average annual return -15.65% -19.29%

Volatility 17.18% 16.49%

Downside risk 11.57% 11.54%

Information ratio 1.68

Graph 23

Information Ratio and Tracking Error of the
Core/Satellite portfolio from June 2000 through
December 2002 as a function of the percentage
invested in the core portfolio versus the TSA
strategy
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The distribution of FoHF:
Recent innovations

Among the different forms of distribution for

FoHF and single hedge fund products, the most

developed are structured products. These prod-

ucts are not only aimed at new investors, but

also at investors with a strong knowledge of

alternative investment. By means of options,

fixed thresholds and variable thresholds, struc-

tured products give investors the opportunity to

invest easily in the hedge fund industry. One

important advantage of these products is risk

mitigation. The underlying are mainly FoHF,

which are quite illiquid, and structures can be

options (call or put, easy to understand) or more

complex dynamic strategies with a path-depen-

dent return profile.

Investors are not only interested in structured

products because of their capitalÐprotected

profile, but also because they can be adapted

to specific needs in terms of the risk/return

profile. Moreover, in some European countries,

such as Germany, structured products were

the only way to market hedge fund products,

because of regulatory constraints. 

The following examples present recent struc-

tured products launched by asset manage-

ment companies:

In July 2002, HSBC launched the HSBC Republic

Alternative Wealth Protector five-year term note

series, in which notes are linked to the returns of

a ÒDynamic Basket,Ó made up of shares in the

HSBC Republic Wealth Protection Fund, a FoHF,

and a notional zero-coupon instrument. This

product is capital-guaranteed and returns are

linked to the performance of the Dynamic Basket.

ABN Amro launched the ABN Amro Multi-

Strategy fund, domiciled in Ireland, in August

2002. Its underlying is a FoHF based in Singapore,

which invests in 25 to 30 different funds.

One form of structured product, commonly

used in traditional asset management, is

becoming more popular in alternative invest-

ment: the CDO (Collateralized Debt Obligation).

This product is composed of debt and equity

tranches. The first tranche offers significant

diversification and the second offers a high rate

of return, which represent an efficiently lever-

aged participation in the underlying. There are

two forms of CDO: cash flow, with an underly-

ing collateral, which aims to cover the coupon

payments to debt holders, and market-value

CDO, with an underlying investment that is

actively managed and marked to market. These

products are growing rapidly and offer good

development opportunities for the FoHF market.

They particularly attract insurance investors.

Producers of investment vehicles are faced with

a trade-off between an ability to freely distribute

their products and the ability to manage the

underlying investments without restraint.

Providers of FoHF, however, have been creative

when trying to bypass this trade-off by building

structures that expose investors to the invest-

ment freedom of hedge funds while retaining

the capacity to be widely distributed. The con-

straints on distribution for different types of

investors differ extensively but the oft-men-

tioned trend towards ÒretailisationÓ and Òinstitu-

tionalisationÓ has brought a potential clientele

for FoHF managers that differs from the high net

worth individuals and family offices that were at

the origin of the demand for hedge funds. As
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hedge funds, and more specifically diversified

multimanager vehicles, are moving into the

mainstream, it is becoming evident that the

distribution of such products is inextricably

tied up with regulatory aspects. Besides Òreg-

ulatory arbitrageÓ however, innovative

providers in the FoHF markets also seek to add

value for clients. Indeed, as this product cate-

gory approaches a more mature state and sees

the entrance of additional players such as tra-

ditional investment houses, the FoHF product

providersÕ search to tap additional market

potential through product innovation seems

natural. We will look at these innovations by

taking two major categories into account, the

packaging of these products for distribution

purposes and platforms that allow transac-

tions in and information on FoHF products.
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The technicalities of structured products on FoHF

Institutional investors face numerous restrictions when attempting to take advantage of the diversification
benefits of alternative investments. Due to both the real and perceived levels of risk that direct hedge fund
investors are exposed to, and faced with severe asset-liability constraints, these investors are more likely to
be interested in these as investment vehicles that will provide them with exposure to a certain level of alter-
native investments, while buying a guarantee on a part or all of the capital involved. Recent regulation, such
as in Germany, goes even further by imposing capital protection on alternative investments when they form
part of an institutional portfolio.

As a consequence, the structuring of capital guarantees has been the most significant growth area for the
industry over the last few years. By embedding hedge fund products in structured notes issued by highly
rated institutions, structured alternative investments manage to meet the regulatorÕs requirements and
might even be considered an interest-rate security for tax, accounting and administration purposes.
Structured Products can be provided in a wide range of forms:

In a Fixed Threshold structure, the issuer agrees a stop-loss arrangement whereby a capital-protected
investment linked to a diversified FoHF reverts to a fixed-income security if the NAV of the underlying falls
below a predefined threshold at any point in time. While carrying very low costs, this structure does not take
the time-value into consideration.

The Dynamic Hedge or CPPI (Constant Proportion Portfolio Insurance) is the most interesting structure as
the issuer can easily construct the hedge by monitoring a dynamic reference constituted by the nominal of
a zero-coupon bond that would pay back the required capital at maturity, and includes a buffer based on
the market risk of the underlying fund in order to allow for its orderly liquidation in case the value of the
underlying happens to drop below the reference. As long as the underlying fund NAV remains above the
dynamic threshold, 100% of the capital is invested in the hedge fund, but when this NAV decreases below
the reference, the structure will divest from the fund and allocate capital to a bond. The main advantage of
this strategy remains its low cost and the possibility for the issuer of the structured note to be hedged, but
it is still inefficient as it remains path-dependent (in the very extreme case where the fundÕs NAV hits the
threshold at the very beginning of the period, the investor is left with its capital locked in a zero-coupon
bond until maturity).

In Zero Coupon bonds with an embedded call option structure, the capital guarantee is provided through a
zero-bond deposit. The exposure to the hedge fund portfolio is achieved through the purchase of a call
option. The strategy has the advantage of not being path-dependent as no threshold will result in the
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underlying being divested. The cost of the call option can however remain fairly high as the issuer of this
option will carry all of the downside risk.

With a Total Return Swap, the capital guarantee is provided through a zero-bond deposit. The indexation to
the hedge fund portfolio is achieved via a financing facility provided through a bank, which, for a spread,
offers the client leverage against the portfolio of hedge funds. This approach is fuelled by the recent grow-
th in the financing of FoHF for leverage or hedging purposes.

With Collateralised Fund Obligations (CFOs), a SPV (Special Purpose Vehicle) issues securities backed by a
pool of investments in hedge funds. Rather than a pool of debt as usually found in CDOs (Collateralised Debt
Obligations), ownership of the collateral of the transaction, in this case the basket of hedge funds, is trans-
ferred to the SPV in order to allow for the issuance of a series of securities, ranging from the most subor-
dinated tranche in the form of equities to a series of debt instruments with different ratings. The cash flows
generated by the collateral are used to pay interest and dividends on the bonds issued by the SPV while the
capital will be used to pay the principal at the end of the life of the SPV. The usefulness of this structure lies
in the various levels of protection offered to the investor on the capital. Debt tranches are usually subscri-
bed by institutional investors while equity tranches are more likely sold to less risk-aware investors such as
HNWI or family offices that will support the higher level of risk (the equity tranche will support the initial
losses) for a premium on performance.

But, whatever the structuring strategy, one should not underestimate the level of risk remaining for the
structurer. In the case of a fixed or dynamic threshold, the NAV of the fund might slip very rapidly after
having hit the threshold, the delay required to liquidate the fund might result in a  loss that is higher than
expected when evaluating the Ômarket riskÕ buffer. In the case of a call option or a Total Return Swap, the
issuer of the option or the swap is taking the full risk involved in investing in the underlying instrument.
Issuers of hedge fund derivatives might require the underlying hedge funds to be fully transparent (when
they do not require the bank to act as sole Prime Broker also). The nature of the product structure develo-
ped requires not only the market risk of the underlying funds to be under control but also the extreme risks
associated with systemic or non-financial events to be monitored and insured against.

Packaging products based 
on the performance of FoHF

Since the distribution and regulation of FoHF

products can be regarded as two sides of the

same coin, the evolution of repackaged expo-

sure to FoHF by means of certificates and

structured products can be explained through

the motive of Òregulatory arbitrageÓ.

Furthermore, while a broad and recent body of

empirical research in finance analyses the pre-

tax performance of hedge funds, investors

who are not tax exempt also have to consider

the tax impact of hedge fund investments. The

repackaging of FoHF for such investors is

often motivated by potential tax deferrals. 

An example of wrapping FoHFis a private

placement life insurance (PPLI) contract. These

products, which are aimed at individual

investors and originated in the US, are life

insurance policies with an investment compo-

nent. They are, however, restricted to sophisti-

cated investors. In the case of PPLI, the policy-

holder does not hold a share in the underlying

FoHFinvestment directly but the payoff of his

contract depends on the performance of the

former. In Europe, there is no single framework



for insurance wrappers of FoHF, but similar

possibilities exist in the form of multi-support

contracts in France. 

Beyond simple insurance contracts, a variety of

products, whose performance is linked to that

of an index or a FoHF, have emerged on the

European market. A prominent example is cer-

tificates in the German-speaking market, where

insurance companies are faced with rigid regu-

lations on investments (cf. Steck (2001)58). A

number of certificates that have either debt or

equity characteristics have been developed in

order to allow insurance companies to include

their FoHF investments in regulatory capital

reserves. Certificates based on an index of

hedge funds are also a popular means for

German retail investors to gain access to the

alternative asset class, as this product structure

avoids the tax disadvantages of a direct invest-

ment in FoHF. In other European countries, indi-

vidual investors could possibly invest directly in

FoHF but advertising of these products is usual-

ly prohibited. Banks therefore have to restrict

themselves to Òunsolicited offersÓ, which under-

mines all efforts to extend the investor base for

this ÒnewÓ type of investment product.

Repackaging products for individual investors

usually serves to overcome this type of regula-

tory barrier. 

Products for both retail and institutional

investors are frequently equipped with a capital

guarantee. It may perhaps seem surprising that

- in spite of the significant differences between

retail investors, affluent investors and institu-

tional investors - the approach of packaging

FoHF into capital-guaranteed products appears

to be equally popular for all of these types of

investors. In fact, one can argue that the per-

ception of hedge funds as a Òblack boxÓ (i.e. a

relatively low understanding of the underlying

investment strategies) leads to this preference

for a guarantee. In the case of institutional

investors, career concerns (cf. Chevalier and

Ellison (1999)59) of decision makers could also

play a role in allocation decisions to ÒnewÓ types

of investment products and lead to a hedging of

career risk through a capital guarantee. In par-

ticular, a capital guarantee responds to the deci-

sion makersÕ concern over exposure to the

Òheadline riskÓ of hedge fund failures through

the investment in a FoHF. Besides, guaranteed

products may also be popular with individual

investors because they are in harmony with dif-

ferent mental accounts for ÒinvestmentsÓ and

ÒspeculationÓ.

What is more, the empirical evidence of the

distributional properties of FoHF returns (neg-

ative skewness and positive excess kurtosis, cf.

Kat and Brooks (2002)60, Lhabitant and Learned

(2002)61) underlines the value of products that

cut off the part of the return distribution that

is unfavourable to investors. In addition to a

capital guarantee, a number of guaranteed

products also include return Òlock-inÓ features,

lifting the guarantee threshold when achieving

a specified wealth level.

However, a number of drawbacks to these struc-

tures can be evoked. First, guaranteed structures

trade security off against liquidity since the guar-

antee is only valid if the product is held to matu-

rity (cf. Lhabitant (2002)62). Second, investors seem

to have difficulties in appreciating the perfor-

mance and the costs of these products. Costs,

and thus revenue for service providers, are in fact
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58 - Steck, A., 2001, Marketing of Hedge Funds to German Investors, Journal of Asset Management, Vol. 1, N¡4, p. 366-373
59 - Chevalier, J. and Ellison G., 1999, Career Concerns of Mutual Fund Managers, Quarterly Journal of Economics, Vol. 114, Issue 2, p. 389 
60 - See Kat and Brooks (2002) Ð Opus Cit. 31 
61 - Lhabitant and Learned (2002) Ð Opus Cit. 50
62 - Lhabitant, F.-S., 2002, Hedge Funds: Myths and Limits, Chapter 17, pp. 213-224, ed. Wiley Finance



generated on three levels, by the single hedge

fund manager, the FoHFmanager, and the guar-

antor. Fees paid for the guarantee usually take

the form of basis points of initial or guaranteed

capital or may be incorporated in limited upside

participation. The magnitude of fees varies wide-

ly but a typical range for retail funds would be

130 to 180 basis points of the level of the guar-

antee. In addition to the multiplication of fee lev-

els, the cost of the guarantee is hard for the

investor to appreciate since it corresponds essen-

tially to the price of a put option on the FoHF,

whose pricing is probably not well understood by

the majority of investors63. The fact that, besides

rare counterexamples, guaranteed hedge fund

products are almost exclusively based on FoHF

could be explained through the fact that the cost

of an option on a portfolio of hedge funds is

small in comparison to the cost of a portfolio of

options on single hedge funds that would offer

the same protection (cf. Ahn et al. (1999)64). At

the same time, investors may wonder whether

the cost of the guarantee is always appropriate

for the downside protection when the underlying

asset is already a diversified portfolio of funds

that are characterised by their ability to create

steady positive returns (cf. UBS Warburg

(2002)65). Third, some guaranteed structures are

exposed to interest rate risk due to the invest-

ment in zero bonds or they present the risk of

being Òstopped-outÓ when the net asset value

reaches a critical level. 

As European regulators begin to place fewer

restrictions on investments in FoHF (as opposed

to undiversified exposure to single hedge

funds)66, the role of product packaging in cir-

cumventing regulatory restrictions could be

reduced. Instead, products that offer added

value from the point of view of customised risk

exposure could see increasing demand, replacing

the value proposition of Òregulatory arbitrageÓ

with improved adaptation to investor needs. Just

as in the equity universe, once investors get

more comfortable with investing in FoHF, more

sophisticated structures could evolve, such as

structures that have concave payoff patterns

(similar to a covered call position) or that include

combinations of options or offer the best indi-

vidual performance of a number of assets. 

Distributing FoHF over dedicated 
marketplaces

A further class of innovation in FoHF distribu-

tion is constituted by marketplaces that ease

investor access to shares in FoHF.

The first to benefit from platforms that allow

trading of shares in investment vehicles are

actually FoHF providers themselves. Access to

multiple funds from different providers signif-

icantly alleviates the administrative burden of

FoHF providers in streamlining the fund selec-

tion processes. On the other hand, FoHF can

themselves seek to be distributed over such

platforms which allows for greater visibility
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Table 24 

Some providers of structured FoHF products
that have a presence in the European market

  Products offered

  Zero Coupon Strategies Option Hedges  Total Return Swaps

 Credit Agricole Yes Yes Yes

 JP Morgan Chase  Yes Yes Yes

 NatWest  Yes Yes No

 BNP Paribas No Yes No

 SG Cowen Yes Yes No

 Deutsche Bank  Yes No Yes

 Refco Yes No Yes

 Zurich Capital Markets  Yes Yes Yes

P
ro

vi
de

r 

Source: Cole Partners LLC, Edhec Risk 
and Asset Management Research Centre

63 - Mattoo, M., 2003, Structured Alternative Investment Products, in: Jaffer (ed.), FoHF, Euromoney Books and Kat (2002b Ð 
Opus Cit. 109) point out that the implied volatility of such options usually greatly exceeds the historical volatility of the FoHF, which means that the
option is expensive if historical levels of return volatility persist. 
64 - Ahn, D., Boudoukh, J., Richardson, M. and Whitelaw, R., 1999, Optimal Risk Management Using Options, Journal of Finance, Vol. 54, Issue 1, p. 359-375
65 - UBS Warburg, 2002, Symmetric Returns, UBS Warburg Global Equity Research, 30 September
66 - See the current reform project for German investment law (cf. The Financial Market Promotion Plan 2006, German Federal Ministry of Finance,
March 2003) and the recent approval of UCITS of hedge funds by the French regulator COB (cf. the monthly COB bulletin, April 2003)



and availability to investors. Investors in FoHF

can also profit from such marketplaces as the

latter improve transparency on the demand

side and make the purchasing or subscription

process less bothersome.  

The listing of FoHF on organised exchanges is

perhaps the most promising way to enable

FoHF to access a wide base of retail and insti-

tutional investors. The status of being listed

on an organised market actually portrays an

image of security that would reassure

investors. In addition, regulatory provisions

commonly differentiate between listed and

non-listed securities with access to the former

being less restricted for institutional investors. 

When envisaging a listing on an exchange, FoHF

managers are faced with restrictions on invest-

ment decisions (diversification requirements),

qualification requirements for the manager and

disclosure requirements. This assures a mini-

mum level of transparency, which is sought

especially by institutional investors, who put an

emphasis on understanding the mechanics and

thus the risk underlying each investment.

On some exchanges, in order to be listed, the

FoHF has to be set up in the form of a closed-

end investment company, the shares of which

can then be traded on a stock exchange just like

regular shares. For example, a common

approach by providers aiming at the UK market

is to set up FoHF in an offshore jurisdiction and

to obtain a listing on the London Stock

Exchange. The fact of being listed on the

exchange then allows distribution to retail

investors, including in the form of products that

carry tax advantages such as ISAs67. In addition

to closed-end funds, open-ended FoHF can be

listed on stock exchanges in certain jurisdic-

tions. In Europe, the stock exchange in Dublin

allows FoHF with offshore domiciles to be listed

if they require a certain minimum investment.

FoHF domiciled in jurisdictions with a high

degree of investor protection can be listed with-

out this requirement. The Irish Stock Exchange

has seen buoyant demand from providers with

shares of more than 40 funds (both FoHF and

single hedge funds) being traded. Offshore

exchanges that allow a listing of FoHF include

the Bermuda, Cayman Island and Channel

Island Stock Exchanges. These are, however, less

appealing for distributors concentrated on

Europe when compared to a listing on a

European exchange. (See table 25)

The ultimate form of an exchange listing would

be exchange traded FoHF that track a represen-

tative hedge fund index. However, the index

providersÕ approach of launching less represen-

tative but investable indices, and the impossibil-

ity of a subscription and redemption feature

similar to exchange-traded funds when the

index components are hedge funds, leaves some

doubts over the realism of this type of product.
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Table 25

Some major European-listed FoHF

FoHF/Manager Exchange Structure

Absolute Europe/CSAM Zurich  Closed-ended

Alternative Investment Strategies/International AM  London  Closed-ended

ALtin  Zurich  Closed-ended

Auda Absolute Return Fund  Dublin  Open-ended

Castle Alternative Invest/LGT Non Traditional Advisors  Zurich, Luxembourg Closed-ended

creInvest/Bank Julius Baer  Zurich  Closed-ended

Green Way/Indocam AM  Dublin  Open-ended

Haussmann Holdings/Permal AM  Dublin  Open-ended

Jacobson Global Hedge Fund  Dublin  Open-ended

Leveraged Capital Holdings/LCF Rothschild  Amsterdam  Open-ended

Long-Invest Euro Fund/FIM Ltd.  Dublin  Open-ended

Panda International  Dublin  Open-ended

Xavex HedgeFirst/Deutsche Bank London  Closed-ended

Xavex HedgeSelect/Deutsche Bank Frankfurt Closed-ended

Sources: Edhec Risk and Asset Management Research,
Deutsche Bank (2000)68 , Fothergill and Coke (2001)69

67 - In the UK, Individual Savings Accounts (ISAs) offer tax advantages on both the income and capital gains tax levels.
68 - Deutsche Bank, 2000, FoHF, Deutsche Bank AG European Equity Research
69 - Fothergill, M. and Coke, C., 2001, FoHF: An Introduction to Multi-Manager Funds, Journal of Alternative Investments, Fall 2001,
Vol. 4, No2, p. 7-16



An alternative to a listing on a regulated mar-

ket is an online OTC marketplace for shares in

funds. Rather than providing a secondary

market, some platforms serve as a connecting

point between investors and managers offer-

ing subscriptions (primary market). The

providers of hedge fund platforms include

companies such as Hedge World; Hedgebay;

InvestorforceÕs Hedge Funds Marketplace

product; and Ehedge. 

On the one hand, using secondary markets for

FoHF offers enhanced liquidity to the investor.

Lock-up periods or early redemption fees can

be avoided by simply selling the stake owned

in a FoHF to another investor. On the other

hand, the low volumes on these markets can

mean that FoHF trade at significant differ-

ences from their net asset value. In addition,

clearing and settlement may be a limiting fac-

tor70. Also, high commissions71 and the low

transparency of transactions could hinder fur-

ther developments of this phenomenon.

Therefore, if secondary markets in FoHF do not

attract the necessary trading volume,

investors will merely exchange transaction

costs in the form of market impact, fees and

commissions for early redemption fees, with-

out an effective gain in liquidity. 

FoHF that use no secondary markets and can

only be subscribed and redeemed directly with

the manager, are also innovating in order to

improve liquidity. Products with daily and weekly

liquidity make up a significant share of the FoHF

aimed at the European market. (See table 26)

Critics, however, highlight the fact that ÒliquidÓ

FoHF would forego significant return poten-

tial since Ð in order to maintain the ability to

pay out to investors on short notice Ð they

either have to hold high levels of liquid instru-

ments in the portfolio or invest in the most

liquid hedge fund strategies only. This problem

can be avoided when a liquid secondary mar-

ket is available.

A further advantage for electronic trading

platforms could come into effect with the full

implementation of the European e-commerce

directive (directive 00/31/EC). This directive,

dating from 2000, allows for free cross-border

service provision through a Òcountry of originÓ

approach. A FoHFprovider in the European

Union therefore only has to ensure that he

respects the regulations in his country of ori-

gin, even when marketing his services over

online media to clients in other EU member

countries. Thus, the marketing of unregulated

funds becomes less complex when using

online channels, as compared to offline distri-

bution, where the country of origin principle

does not apply. In addition, providers could

choose the most favourable regulatory frame-

work inside the European Union and use online

channels for pan-European marketing without

worrying about national regulations.

While FoHFmanagers can reap the benefits of

using electronic trading platforms for both

investment in other funds and distribution of

their own fund, the inclusion of tools for man-

ager selection and asset allocation in the

hedge fund platform offerings means that

these also build a competitive relationship

with FoHF. In fact, institutional investors could
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Table 26

Redemption policy of hedge funds 
and FoHF

Redemption  All Hedge Funds  FoHF

Daily  5.70%  12.00%

Weekly  6.30%  14.80%

Quarterly  69.70%  63.40%

Bi-annually  5.10%  1.40%

Annually  13.30%  8.50%

Source: Barclays, Edhec Risk and Asset
Management Research Centre

70 - Settlement for transactions concluded by using Hedgebay, for example, has to be arranged by the custodians of the two parties and frequently,
the fundÕs manager and administrator have to give approval.
71 - Commissions paid for transactions arranged via Hedgebay are in the order of 100 basis points of the fundÕs net asset value.



consider using access to a variety of single

hedge funds and structuring their hedge fund

portfolio with the aid of the tools offered by

such a platform, rather than investing in a FoHF.

Outlook for innovations in FoHF distribution

The FoHF industry is making significant efforts

to expand its output through innovative prod-

ucts. In order to explain such innovations, the

economic literature usually distinguishes fac-

tors on the demand side from the develop-

ment of knowledge or technology on the sup-

ply side. A balanced view is to consider that

both demand (pull factors) and supply (push

factors) enable innovation (see for example

Dosi, (1988)72). In the case of the innovations

in the FoHF industry the following classifica-

tion could be proposed:

The recent emergence of new products in the

FoHF industry can also be explained through

the industryÕs state of development. As

numerous studies (Casey, Quirk and Acito

(2002)73, Putnam Lovell (2002)74) point out, the

FoHF industry is on the way to reaching a

more mature phase. The increased focus on

distribution supports this view in showing

that the pure offer of a managed portfolio is

not sufficient to maintain the growth rates of

the past. Instead, an additional effort in

repackaging and assuring availability of the

product is necessary. 

Structured products based on FoHFcan be seen

as a means of product variation. The same

underlying FoHFcan actually be repackaged

into different products corresponding to the

needs of different investors. The case of differ-

ent CFO tranches that allow investors to choose

how much default risk they are willing to bear

is an example. Transaction platforms for FoHF

increase convenience for investors while the

product itself remains essentially unchanged.

While the existing innovations in the distribu-

tion of FoHF are mainly motivated by a desire

to circumvent the regulatory penalties for

hedge funds, the future could see a focus on

product developments with a different value

proposition. Besides the possibility of new

categories of innovation, the structured prod-

ucts of the future may exploit the full range of

possibilities to offer customised risk and

return profiles to investors, while trading plat-

forms Ð led by the examples in the mutual

fund market Ð may improve clearing and set-

tlement and thus offer streamlining opportu-

nities for institutional investors.

Future innovations will depend on the needs

that are articulated by investors. Further edu-

cation and experience with the alternative

asset class on the part of investors would cer-

tainly ÒpullÓ additional developments. Thus, the

innovations that are currently helping FoHF to

reach a wider audience could well lead to a

more sophisticated demand side that in the

end will call for further product innovation.

Edhec European Alternative Multimanagement Practices Survey 47

B a c k g r o u n d

The Facts and Figures 
The distribution of FoHF: Recent innovations

 Pull Factors  Push Factors

Guaranteed FoHF Products ·  Lack of familiarity with hedge funds  ·  Additional level of fees 

 ·  Regulatory requirements   ·  New structuring technology (CFOs)

 for institutional investors ·  Development of fund derivatives
 (pension funds, insurance companies)  

Electronic FoHF Platforms   ·  Lack of a personal network  ·  Technology of online market places

  in the hedge fund industry  ·  Development of online financial planning tools
 ·  Liquidity requirements

 ·  Pressure to streamline operations 
 (institutional investors)

72 - Dosi, G., 1988, The Nature of the Innovative Process, in: Dosi et al. (eds.), Technical Change and Economic Theory, p. 221-235
73 - Casey, Quirk and Acito, 2002, FoHF: Market Trend Analysis
74 - Putnam Lovell, 2002, Institutional or Institutionalized: Are Hedge Funds Crazy?

Table 27

Enabling factors for innovations in 
the distribution of FoHF



There are two main challenges involved in the

application of standard asset allocation meth-

ods (e.g., efficient frontier analysis) to the

design of optimal portfolios that include hedge

funds. One challenge is that it is extremely dif-

ficult to obtain a forward-looking estimate of

a hedge fundÕs expected return. Therefore, we

will review advanced techniques consistent

with the presence of significant parameter

uncertainty in the asset allocation process.

Another challenge comes from the fact that

hedge fund returns are not in general normal-

ly distributed, which makes the use of any

asset allocation model based on sole estimates

of expected return and volatility somewhat

problematic. In what follows, we provide a

review of optimal asset allocation models that

account for more than the first two moments

of hedge fund return distributions.

Asset allocation techniques to
construct optimal FoHF

Minimum VAR approach

A classic way to analyse and formalise the

benefits of investing in hedge funds is to note

the improvement in the risk-return trade-off.

The first difficulty comes from the sensitivity

of optimisation techniques to differences in

expected returns, since portfolio optimisers

tend to allocate the largest fraction of capital

to the asset class for which estimation error in

the expected returns is the largest (e.g.,

Britten-Jones (1999)75 or Michaud (1998)76).

The second one consists of characterising the

risk dimension. 

Because of the presence of large estimation

risk in estimated expected returns, we suggest

the use of an improved estimator for the

covariance structure of hedge fund returns,

focusing on its use for selecting the one port-

folio on the efficient frontier for which no

information on expected returns is required,

the minimum variance portfolio77. Thus, we

explain how an efficient allocation can be

implemented by an investor who does not feel

confident in her ability to generate a reliable

forward-looking estimate of hedge fund

expected returns. 

A problem with the sample covariance matrix

of historical returns is that it may have too

many parameters compared to the available

data. If the number of assets in the portfolio is

N, there are indeed N(N-1)/2 different covari-

ance terms to be estimated. The problem is

particularly acute in the context of alternative

investment strategies, even when a limited set

of funds or indices are considered, because

data is scarce given that hedge fund returns

are only available on a monthly basis. One

possible cure to the curse of dimensionality in

covariance matrix estimation is to impose

some structure on the covariance matrix to

reduce the number of parameters to be esti-

mated. Following Amenc and Martellini

(2002)78, we use an implicit factor model in an

attempt to mitigate model risk and impose

endogenous structure. The advantage of that

option is that it involves low specification

error (because of the Òlet the data talkÓ type of

approach) and low sampling error (because

some structure is imposed). Implicit multi-

factor forecasts of the asset return covariance

matrix can be further improved by noise
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75 - Britten-Jones, M., 1999, The Sampling Error in Estimates of Mean-Variance Efficient Portfolio Weights, Journal of Finance, April 1999, 
Vol. 54, Issue 2, p. 655-671
76 - Michaud, R., 1998, Efficient Asset Management: a Practical Guide to Stock Portfolio Optimization and Asset Allocation, 
Harvard Business School Press, 1998
77 - Alternatively, one motivation in focusing on the minimum variance portfolio is to note that it is the efficient portfolio obtained under 
the null hypothesis of no informative content in the cross-section of expected returns.
78 - Amenc, N. and Martellini, L., 2002, Portfolio Optimization and Hedge Fund Style Allocation Decisions, Journal of Alternative Investments, Vol. 5, 
Issue 2, p. 7-20



dressing techniques and optimal selection of

the relevant number of factors. The authors

suggest selecting the number of factors by

applying some explicit results from the theory

of random matrices (see Marchenko and

Pastur (1967)79)80.

To represent the alternative investment uni-

verse, Amenc and Martellini (2002)81 choose to

use index returns from Credit Swiss First

Boston - Tremont (CSFB-Tremont)82. Their

methodology for testing minimum variance

portfolios83 is similar to the one used in Chan

et al. (1999)84 and Jagannathan and Ma

(2000)85. They find that the ex-post volatility

of the minimum variance portfolio generated

using implicit factor based estimation tech-

niques is almost 3 times lower than that of a

naively diversified equally-weighted portfolio,

and almost 7 times lower than that of the

value-weighted Global Tremont Index, such

differences being both economically and sta-

tistically significant. (See Table 28)

This indicates that optimal variance minimisa-

tion can achieve lower portfolio volatility.

Differences in mean returns, on the other hand,

are not statistically significant (t-stat = .11 and

.16, respectively), suggesting that the improve-

ment in terms of risk control does not necessar-

ily come at the cost of lower expected returns.

Similar results are obtained when traditional

and alternative assets are mixed. The ex-post

volatility of the minimum variance portfolio

generated using implicit factor based estima-

tion techniques is almost 5 times lower than

that of a naively diversified equally-weighted

portfolio, and almost 9 times lower than that

of the S&P 500. (See Table 29)

While it addresses the issue of the sensitivity

of optimisation techniques to differences in

expected returns, the minimum variance

approach does not address the problem of the

non-normality of hedge fund return distribu-

tion as the mean variance framework explicit-

ly excludes third and fourth moments of the

distribution from the analysis. The following

approaches will fill in this gap.

Adjusted Value-at-Risk approach

Most hedge fund managers follow dynamic

investment strategies, which distinguishes

them from the buy-and-hold type strategies

often practised in traditional investment man-

agement. Moreover, the use of static or dynam-

ic positions in derivatives and optional instru-
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Table 28

Multi-Style Multi-Class Strategic Allocation:
Alternative Investment Universe (from January
1999 through December 2000)

79 - Marchenko, V., and Pastur, L.., 1967, Eigenvalue distribution in some ensembles of random matrices, Math. USSR Sbornik 72, p. 536-567
80 - Another decision rule would be: keep sufficient factors to explain x% of the covariation in the portfolio.
81 - See Amenc and Martellini (2002) Ð Opus Cit. 78
82 - Note that very similar results were obtained with the HFR and EACM indices
83 - We use the previous 48 months of observations (beginning of 1994 to end of 1998) to estimate the covariance matrix of the returns of the 9
hedge fund sub-indices. We form a portfolio which is set to be held during 6 months and then repeat the same process. So, the minimum variance
portfolio has ex-post monthly returns from early 1999 to the end of 2000.
84 - Chan, L., Karceski, J. and Lakonishok, J., 1999, On Portfolio Optimization: Forecasting Covariances and Choosing the Risk Model, Review of
Financial Studies, 12, p. 937-74
85 - Jagannathan R. and Ma T., 2000, Covariance Matrix Estimation: Myth and Reality, Working Paper, Northwestern University
86 - See Amenc and Martellini (2002) Ð Opus Cit. 78 
87 - See Amenc and Martellini (2002) Ð Opus Cit. 78

 Mean Return Std Deviation Skewness Kurtosis

Minimum Variance Portfolio 12.16% 1.57% -0.03 1.91

Equally Weighted Portfolio 9.13% 4.79% 0.43 8.97

Global Tremont Index 12.50% 9.95% 0.59 3.03

Source: Amenc and Martellini (2002)86

 Mean Return
 (TE = 5%, 10%, 15%, ¥ ) Std Deviation Skewness Kurtosis

Minimum variance portfolio 10.03% / 8.74% / 10.39% / 11.55% 11.65% / 6.16% / 3.01% / 2.37% -0.46 / -0.28 / -0.25 / 0.1 -0.37 / 0.18 / 0.29 / 0.21

Equally weighted portfolio 12.66% 9.62% -0.75 0.74

S&P 500 13.16% 17.67% -0.56 -0.06

Source: Amenc and Martellini (2002)87

Table 29

Multi-Style Multi-Class Strategic Allocation:
Traditional and Alternative Universe (from
January 1999 through December 2000)
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ments reinforces the non-linear and dynamic

character of alternative strategies. However, it

is well-known that risk measures such as the

beta or the Sharpe ratio do not allow the

dynamic and non-linear dimensions of hedge

fund risks to be accounted for (see for example

Leland (1999)88 or Lo (2001)89). On top of that,

investors generally display a non-trivial prefer-

ence for the third and fourth order moments of

return distribution (skewness and kurtosis), as

is evidenced by the development of measures

of extreme risk such as the Value-at-Risk (VaR).

With that in mind, we suggest using a prag-

matic application of the VaR calculation in a

fat tail distribution environment, along with

its integration into a Mean-VaR optimisation

process. The Mean-VaR optimisation method,

such as introduced by Favre and Galeano

(2002)90, first consists of calculating a VaR

using a normal distribution formula and then

a Cornish-Fisher expansion to take the skew-

ness and kurtosis into account. 

Within the Gaussian framework, the VaR can

be calculated explicitly by using the following

formula: 

P (dW ø -VaR) = 1 - a VaR = n s W dt0.5

where n = number of standard deviations at (1-a)

s = annual standard deviation 

W = current value of the portfolio

dt = fraction of the year

The analytical side of this normal VaR formu-

la was then adjusted using the Cornish-Fisher

extension as follows:

Where: 

Zc = the critical value of the probability (1-a)

S   = the skewness

K  = the excess kurtosis (i.e. kurtosis minus 3)

The adjusted VaR is therefore equal to:

VaR = W (m- z s)

It should be noted that if the distribution is

normal, S and K (represents the excess kurto-

sis in the formula) are equal to zero and con-

sequently, z=Zc, and we come back to the

Gaussian VaR.

Interestingly, we find that efficient frontiers

obtained using a Gaussian parametric VaR

without a Cornish-Fisher correction for a 99%

threshold are very close to those obtained

with a VaR adjusted according to the Cornish-

Fisher extension, but at a 97.5% threshold (see

graph 30). We can therefore consider that

investors who only take first and second order

moments into account greatly underestimate

(a factor of 2.5) the extreme risk to which they

are exposed. (See Amenc et al. (2003a)91)

88 - Leland, H., 1999, Beyond mean-variance: risk and performance measures for portfolios with nonsymmetric distributions, Working
Paper, Haas School of Business, U.C. Berkeley.
89 - See Lo (2001) Ð Opus Cit. 29
90 - Favre, L., and Galeano J. A., 2002, Mean Modified Value-at-Risk Optimization with Hedge Funds, Journal of Alternative Investments,
Fall 2002, Vol. 5, N¡2, p. 21-25
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Note that a Minimum adjusted Value-at-Risk

approach can easily be derived from the afore-

mentioned optimisation technique. We only

have to mix the implicit multi factor approach

of the Minimum VaR approach with the

Cornish Fisher expansion of the adjusted Value-

at-Risk approach. Such an approach would

thus mitigate the problem of the non-normali-

ty of hedge fund return distributions and the

sensitivity of optimisation techniques to differ-

ences in expected returns, at the same time.

A similar approach consists of replacing the

Cornish Fisher VaR with the Conditional VaR

that is the expected shortfall (see Agarwal and

Naik (2003)92, or Morton et al. (2003)93). Since

both approaches take into account the impact

of extreme losses, they tend to give compara-

ble results. 

Gain - Loss approaches 

Since the definition of risk is subject to con-

troversy many different approaches corre-

sponding to the risk profile of different

investors have been implemented. As a matter

of fact, besides volatility or VaR, a wide range

of basic downside risk indicators have tradi-

tionally been applied for asset allocation pur-

poses. To take into account the asymmetry of

the return distribution of hedge funds, indica-

tors such as minimum return or maximum

drawdown measures have been applied to the

construction of hedge fund portfolios. In the

same vein, risk adjusted measures such as the

Sortino ratio have been used in portfolio opti-

misation programs to emphasise the impor-

tance of downside events. Nevertheless, such

indicators tend to underestimate the aversion

of investors to extreme losses. New measures

such as the Omega ratio (see Keating and

Shadwick (2002)94) have therefore been imple-

mented in the context of portfolio construc-

tion to make up for this weakness. Such gain-

loss oriented tools are more appropriate to

FoHF construction since they may take into

account the skewness and kurtosis effects just

as the VaR Cornish Fisher expansion does, but

with a more intuitive formulation. They thus

enable both risk minimisation and risk return

efficiency.

Where F is the cumulative distribution func-

tion, MAR or Minimum Acceptable Return is

the loss threshold, and [a,b] the interval on

which asset returns are defined.

[ ]

[ ]ò

ò -

=W
MAR

a

b

MAR

dxxF

dxxF

MAR

)(

)(1

)(
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91 - See Amenc et al. (2003a) Ð Opus Cit. 9
92 - Agarwal and Naik (2003) Ð Opus Cit. 11
93 - Morton, D.P., Popova, E. and Popova, I., 2003, Efficient FoHF Construction Under Downside Risk Measures, Working Paper
94 - Keating, C. and Shadwick, W., 2002, A Universal Performance Measure, Journal of Performance Measurement, Spring 2002, Vol. 6, N¡3, p. 59-84.

Graph 30

Comparison of mean/VaR optimisations 
in the case of "distressed securities" 
type strategies (HFR) (from February 1990 

through March 2002)

0 105 15 20 25 30 4035

M
ea

n 
R

et
ur

n

%

%
0

2

4

6

8

10

12

14

16

0

2

4

6

8

10

12

14

16

Cornish Fisher 95% Cornish Fisher 97.5% VaR 99% Cornish Fisher 99%

VaR

Source: Amenc et al. (2003a)91



Edhec European Alternative Multimanagement Practices Survey52

Optimal Allocation to Hedge Funds: an Empirical Analysis Ð
Cvitanic et al. (2003a)96

In practice, managers of FoHF generate estimates for expected hedge fund returns, or abnormal returns, from
a mix of quantitative (improved estimators of expected returns) and qualitative analysis (due diligence). In
what follows, we describe a methodology that can be used by a sophisticated investor who has access to
reliable, albeit imperfect, estimates of hedge fund alphas. We offer an explicit solution for the optimal allo-
cation problem of a non-myopic investor with incomplete information who allocates wealth between a risk-
free security, a passive portfolio and a set of hedge funds (see Cvitanic et al. (2003a)97). This is based on the
theory of stochastic control in a continuous-time setting with Bayesian update (Kalman filter approach).

Uncertainty about risky asset prices in the economy is represented by a standard filtered probability space
on which a 2-dimensional Brownian motion W=(W1,W2) is defined. We assume that the investor can choo-
se among three assets, a risk-free asset and two risky assets. The first of these has a price that we denote
by Pt and we interpret it as a traditional long-only portfolio, e.g., the S&P 500. The second security, whose
price we denote by At, is a hedge fund. 

In this setting, we consider a risk averse investor who has access to the three securities described above and
who maximizes utility of final wealth, where preferences are assumed to be represented by a power utility with
risk-aversion coefficient denoted by 1-a, where a<0 (a=0 corresponds to a logarithmic -myopic- utility).

We assume that the investor observes neither the constant mean returns vector nor the source of noise but
observes the price processes. Define the Òrisk premiumÓ vector process as follows: 
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95 - Favre-Bull, A. and Pache, S., 2003, The Omega Measure: Hedge Fund Portfolio Optimization, MBF MasterÕs Thesis, University of Lausanne
96 - Cvitanic, J., Lazrak, A., Martellini, L. and Zapatero, F., 2003a, Optimal Allocation to Hedge Funds: an Empirical Analysis, Quantitative Finance, 
Vol. 3 (2003), p. 1-12
97 - See Cvitanic et al. (2003a) Ð Opus Cit. 96

Note that in practice the Omega based

approach, though very simple, tends to give

results that converge to those obtained

through the Mean/Adjusted VaR or

Mean/Expected Shortfall approaches.

Nevertheless, when the number of observa-

tions is limited, the Omega ratio proves to be

particularly inaccurate. This problem, however,

is mitigated when one disposes of more than

200 data points (see Favre-Bull and Pache

(2003)95). Due to the scarcity of data one

should be cautious when applying the Omega

ratio to hedge funds. In this respect, there is

no doubt that this compelling allocation tech-

nique will gather pace when the alternative

industry matures.
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Because investors do not have good estimates for expected returns, we assume that the vector of risk-pre-
mium has a normal prior distribution, independent of the Brownian motion W:

where mP is the mean estimate of the uncertain expected return on the traditional portfolio and mA the
mean estimate of the uncertain expected return on the hedge fund.

As can be seen from the fact that the off-diagonal terms in the covariance matrix of priors on risk-premium
vector are zero, we assume that the priors are independent (see Cvitanic et al. (2003b)98 for the general case
of correlated priors). In this setup, Cvitanic et al. (2003a)99 show that the optimal holdings in the traditional
portfolio and the hedge fund can be expressed in the following form:

where T is the investorÕs time-horizon, and where a = mA Ð r - b(mP -r), is the expected value of the abnor-
mal return alpha of the hedge fund for the investor with incomplete information, i.e., the best estimate that
an investor has about the hedge fundÕs abnormal return.

As expected, an increase in the expected alpha leads the investor to hold more of the active portfolio, eve-
rything else being equal. On the other hand, an increase in the uncertainty around alpha leads the investor
to hold less (or short less) of the active portfolio, everything else being equal. An increase in the time-hori-
zon also leads the investor to hold less (or short less) of the active portfolio. On the other hand, when there
is no uncertainty around alpha, the solution is time-horizon independent. Finally, an increase in the speci-
fic risk of the active portfolio leads the investor to hold less (or short less) of it, everything else being equal.

An important question that investors in hedge funds often ask is where they should take the money they are
planning to allocate to the hedge fund from. In the context of the above-presented model, we can give a quan-
titative answer to that question. The changes in holdings due to the introduction of the active portfolio are:

and are respectively the optimal holdings in the traditional portfolio and risk-free asset in the
absence of the hedge fund.

As a result, when the optimal holding in the hedge fund pA is positive (i.e., when the perceived hedge fund
abnormal return a is positive), we have: D p B ø D p P Ö b ø 1/2. We find that the introduction of the acti-
ve fund leads investors to optimally withdraw an amount from the money market account larger than that
taken out of the passive fund when the active fund has a beta lower than 1/2. This result suggests that low
beta hedge funds may actually serve as natural substitutes for a significant portion of an investorÕs risk-free
asset holdings, while high beta hedge funds can be regarded as substitutes for a portion of equity holdings.

Note that neither the prior on the expected return of the passive fund asset nor the volatility of that fund have
any impact on that decision. It should be noted that the condition bø 1/2 holds for most non-directional hedge
fund strategies. This, on the other hand, would be relatively unusual for traditional long-only active strategies.
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98 - Cvitanic, J., Lazrak, A., Martellini, L. and Zapatero, F., 2003b, Revisiting Treynor and Black (1973): an Intertemporal Model of Active Management,
Working Paper, USC
99 - See Cvitanic et al. (2003a) Ð Opus Cit. 96 



Tactical Asset Allocation with
Hedge Funds 

Evidence of predictability in hedge fund
returns

While there has been a significant amount of

research on the predictability of traditional

asset classes, and the implications in terms of

tactical asset allocation strategies, very little is

known about the predictability of returns

emanating from alternative vehicles such as

hedge funds. Also, and not surprisingly given

the absence of academic evidence on the pre-

dictability of hedge fund returns, very little is

known about the performance of tactical

asset allocation strategies involving hedge

funds. In particular, while the out-of-sample

performance of optimal strategic asset alloca-

tion decisions based on alternative investment

vehicles has recently been documented by

Amenc and Martellini (2002)100, there is no

such available evidence of the ability to gen-

erate superior risk-adjusted returns based on

timing among various hedge fund styles.

In a recent paper by Amenc et al. (2003e)101,

evidence of predictability in hedge fund index

returns has been documented through the use

of (lagged) multi-factor models. Rather than

trying to screen hundreds of variables through

stepwise regression techniques, which usually

leads to high in-sample R-squared but low

out-of-sample R-squared (robustness prob-

lem), the authors instead choose to select a

shortlist of 10 meaningful variables, namely

market risk (proxies for stock prices, interest

rates, commodity prices), volatility risk (prox-

ies for implicit volatilities from option prices),

default risk (proxies for default spreads) and

liquidity risk (proxies for trading volume). They

show that a parsimonious set of factors cap-

tures a very significant amount of predictabil-

ity for 6 out of the nine CSFB/Tremont indices

(they could not find robust models for the short

bias, long-short equity or managed futures

indices). 

Graph 31 provides information on the perfor-

mance of the predictive models for the

Tremont hedge fund indices. The first column

contains the in-sample R-squared of the

regression. The second column contains the

hit ratios of the model, that is, the percentage

of time the predicted direction is valid, i.e., the

index goes up (down) when the model pre-

dicts it will go up (down). Note that the cali-

bration period is January 1994 to December

1998, while the back-testing period is January

1999 to December 2000. As we can see from

graph 31, hit ratios are very high, with all of

them above 50% and one at 95.8%.
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100 - See Amenc and Martellini (2002) Ð Opus Cit. 78
101 - Amenc N., El Bied S. and Martellini L., 2003e, Evidence of Predictability in Hedge Fund Returns, Financial Analysts Journal, Sep/Oct 2003, Vol. 59,
Issue 5, p. 32-46
102 - Amenc et al. (2003e) Ð Opus Cit. 101

Graph 31 

In-Sample and Out-of-Sample
Performance of the Predictive
Models from January 1999 through
December 2000

Source: Amenc et al. (2003e)102 



Implications for Tactical Style Allocation
Decisions

There is clear statistical evidence of pre-

dictability in hedge fund returns. But can

investors take advantage of this finding? To

answer this question we must now test

whether there is also economic significance in

the predictability of hedge fund returns by

investigating the implications in terms of a

tactical asset allocation model. To do so we

need to construct a portfolio following a tac-

tical style allocation strategy (hereafter

referred to as the TSA Portfolio) based on the

conditional expected returns obtained from

the predictive models. Note that in the case of

the 3 indices for which no forecasting model

could be calibrated, we simply use the uncon-

ditional expected return as a forecast of the

expected return. 

Following Amenc et al. (2003e)103 we imple-

ment two different optimisation procedures.

The first procedure ÒP1Ó consists of a simple

maximisation of the information ratio IR,

defined as the ratio of the conditional expect-

ed excess return of the portfolio over the

benchmark104 divided by the tracking error (i.e.

the volatility of the difference between the

portfolio and the benchmark). It is well known

that maximising the information ratio is often

likely to generate strategies with very low

tracking error (simply because the tracking

error appears in the denominator of the infor-

mation ratio, so that minimizing that quantity

allows the information ratio to be increased

significantly). We have therefore also consid-

ered another optimisation procedure ÒP2Ó,

which consists of the maximisation of the

conditional excess return subject to a tracking

error constraint. This allows us to test different

tracking error targets. Note also that we impose

the usual portfolio and positivity constraints:

and ( , for i=1,...,9)

Table 32 provides a summary of the perfor-

mance of both tactical style allocation models

(ÒP1Ó and ÒP2Ó). A hit ratio that is different

from the one we computed before appears in

line 5. This one is the percentage of time that

the return on the tactical style allocation port-

folio is greater than the return on the bench-

mark (we denote it as HR(2) to distinguish it

from HR(1) which is the percentage of time

that the predicted direction is valid). Mean

and standard deviation are expressed in per-

centage per year, and obtained from monthly

data through a multiplicative factor of 12 and

square root of twelve, respectively. Note that

the calibration period is again January 1994 to

December 1998, while the back-testing period

is January 1999 to December 2000. As can be

seen from graph 31, in both cases the ex-post

information ratio obtained is very high. The

impressive performance of tactical style allo-

cation models is in turn well illustrated in

graph 33 below.

One might have wondered in the past whether

documenting the predictability of hedge fund

returns could be regarded as anything but a

purely academic exercise. Obviously, some spe-

cific features of hedge fund investing do not

facilitate the implementation of tactical alloca-

tion strategies. In particular, the absence of liq-

uidity and the presence of lockup periods typi-

cal to investments in hedge funds are likely to
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103 - Amenc et al. (2003e) Ð Opus Cit. 101 
104 - The benchmark portfolio is defined as an equally-weighted portfolio invested in the 9 aforementioned Tremont indices
105 - Amenc et al. (2003e) Ð Opus Cit. 101 

 P1 P2(TE=2%)

Annualised Return on Benchmark 11.78% 11.78%

Annualised Volatility on Benchmark 4.32% 4.32%

Annualised Return on TSA Portfolio 13.20% 14.48%

Annualised Volatility on TSA Portfolio 4.24% 4.12%

Hit Ratio HR(2) 83.30% 66.70%

Annualised Excess Return 1.40% 2.70%

Annualised Tracking Error 0.58% 1.80%

Information Ratio 2.44 1.50

Table 32

Performance of the TSA Model for the Tremont
Hedge Fund Indices from January 1999 through
December 2000

Source: Amenc et al. (2003e)105
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prevent investors from implementing any kind

of dynamic allocation among funds. In an

attempt to estimate the actual percentage of

funds applying strict investment constraints,

we decided to analyse the current conditions of

access to funds by investors. The results of this

analysis are striking: we have listed a relatively

high total of 714 out of 2,000 hedge funds cov-

ered by one of the most comprehensive data-

bases, namely Altvest, that claim to offer

monthly liquidity and no lockup period as of

July 2002106. It should be noted, however, that

drastic conditions of minimum assets under

management apply to individual funds or FoHF,

which still impose binding constraints to

investors willing to re-allocate a large fraction

of their wealth among various alternative

investment vehicles. In that context, the results

presented above can perhaps be regarded as

most relevant for multi-strategy managers,

who can freely dynamically allocate funds

among various accounts of funds. We actually

have reasons to believe that the future of

hedge fund style timing is even brighter than

its past or present. The hedge fund industry is

still relatively new, and market conditions are

evolving at a frightening pace. While in its

infancy the world of alternative investment

strategies consisted of a disparate set of man-

agers following very specific strategies, signifi-

cant attempts at structuring the markets have

occurred over the last decade. 

Managing the risk/return profile of FoHF with derivatives 
A basic example

Alternative investment strategies provide investors with great opportunities to improve their portfolioÕs
diversification. Hedge funds, however, are still restricted investment vehicles that are only open to accredi-
ted investors, with a high minimum investment and often significant lock-up periods. Many investors have
thus taken advantage of the diversification properties of alternative assets through FoHF. But the diversifi-
cation benefits of FoHF are not a free lunch. They come at the cost of a greater correlation with traditional
assets as well as an increase in the probability of extreme losses (characterised by an increase in the excess
kurtosis and a decrease in the skewness of the return distribution function). 

Since investors, and especially institutional investors, do not feel comfortable with extreme losses, they may
want to neutralise such undesirable side effects. To do so they could buy a put on the FoHF itself.
Nevertheless, since the derivative market for baskets of hedge funds is still in its infancy such an option
would turn out to be very illiquid and expensive. But, as mentioned earlier, FoHF tend to be somewhat cor-
related with the stock markets, especially during market downturns. As a result, Kat (2002a108 and 2002b109)
suggests investing in options on the S&P500 to reduce the skewness effect. This monthly rollover strategy
consists of buying a slightly out-of-the-money 1-month maturity put option on the S&P 500 and selling it

90

105

120

135

P2 P1 Benchmark

D
ec

. 0
0

O
ct

. 0
0

A
ug

. 0
0

Ju
n.

 0
0

A
pr

. 0
0

F
eb

. 0
0

D
ec

. 9
9

O
ct

. 9
9

A
ug

. 9
9

Ju
n.

 9
9

A
pr

. 9
9

F
eb

. 9
9

D
ec

. 9
8

Graph 33

The Performance of Tactical Style
Allocation Models from January
1999 through December 2000

Source: Amenc et al. (2003e)107

106 - There is evidence that the trend is towards more, and not fewer, hedge funds imposing lockup periods, as more and more investors seek to
invest in a small number of funds. In this context, it is generally new funds that offer accommodating conditions to investors, while the most suc-
cessful ones can afford to impose strict redemption rules and lockup periods.
107 - Amenc et al. (2003e) Ð Opus Cit. 101 
108 - Kat, H., 2002a, Taking the Sting out of Hedge Funds, Working Paper, Alternative Investment Research Centre
109 - Kat, H., 2002b, In Search of the Optimal FoHF, Working Paper, Alternative Investment Research Centre
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on the first day of the next month. FoHF are proxied by the median of 500 portfolios made up of 20 hedge
funds, drawn without replacement from a sample of 455 funds (see Kat (2002a)110 for greater details).

As evidenced in Kat (2002a)111, it only takes a slight reduction in annual expected return to get rid of nega-
tive skew while maintaining standard deviation and reducing the excess kurtosis:

Table 34: Constructing a Hedged FoHF (from June 1994 through May 2001)

Source: Kat (2002a)112 

*   99.46% Median FoHF + 0.54% Put strategy
** 99.46% Median FoHF + 0.54% Put strategy leveraged by 1.13

This skewness reduction strategy is simple and cheap. It is not, however, perfect. First, buying puts and then
leveraging the portfolio to maintain the level of volatility may imply borrowing large amounts of money
which might turn out to be very expensive if the FoHFÕs funding rating is not particularly good. Second, due
to the interactions between hedge funds and traditional assets (i.e. negative co-skewness and positive co-
kurtosis), the optimal allocation will depend on the investorÕs initial allocation to stocks and bonds. It is
consequently not possible to build optimal off-the-shelf hedged FoHF. Third, it only remains efficient as long
as the allocation to hedge funds does not exceed 30% of the investorÕs portfolio.

Mean

Standard Deviation

Skewness

Exc. Kurtosis

Median
FoHF

0.99%

2.44%

 -0 .47

 2.67

-20.58%

 94.56%

    2.17

      5.6

 

 0.87%

2.17%

       0

    1.71

Hedged 
FoHF*

Hedged and 
Leveraged 

FoHF**

0.94%

2.44%

       0

    1.71

Option Strategy

Asset Allocation in Alternative Multimanagement
Tactical Asset Allocation with Hedge Funds
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Alternative InvestmentsÕ 
exposure to operational risks

By their very nature, hedge funds allow the

investor to be exposed to different risk factors

such as volatility, counterparty, or liquidity risk,

since this exposure is considered to be a source

of superior returns for invested funds. As an

example, it is well understood and widely

accepted that market makers receive a premium

(the spread) when acting as liquidity providers

in a market. When hedge funds implement trad-

ing strategies that provide liquidity to a specific

market (such as fixed income arbitrage, dis-

tressed securities or securities involved in an

M&A process), part of the return that can be

expected is a premium for the liquidity risk they

carry when holding illiquid instruments that are

potentially subject to large price swings. 

We have seen earlier that the exposure to these

risk factors is not only a source of superior

return but also the very essence of hedge fundsÕ

extensive diversification possibilities compared

with traditional investments. More importantly,

it is interesting to note that the exposure to

these risk factors is also a diversifiable risk as it

has been demonstrated that hedge funds exhib-

it low correlations amongst themselves113.

These advantages do not come without a

downside. Gaining exposure to alternative risk

factors usually requires trading activities that

can be considered less conventional than in the

long only universe. These include investments

in illiquid instruments, extremely high portfolio

turnovers and non-vanilla OTC contracts. While

these technicalities do not themselves repre-

sent an issue (the trading techniques of hedge

funds usually originate at the desks of propri-

etary trading dealing rooms), they do however

carry a level of operational risk for which the

investor receives no premium.

It is interesting to note that reporting on

hedge fund risk exposure focuses on financial

risks only, when it is not limited to market risk

only. Recent studies such as the one conduct-

ed by Capco in 2003114 show interesting results

on the importance of non-financial risks with-

in hedge funds. A key finding of the study is

that operational risk greatly exceeds the risk

related to the investment strategy, with at

least 50% of the hedge fund collapses (i.e.

funds that have ceased operations with or

without returning the capital to their share-

holders) directly related to a failure of one or

several operational processes. (See graph 35)

With an average of 15 fund collapses per year115

out of a universe of a few thousand funds open

to investment, it becomes clear that the risks

related to the operational weaknesses of hedge

funds significantly outweigh the levels of

financial risk, which are usually the focus of the

managersÕ attention and investorsÕ concerns. If

we assume that the universe of investable

funds is 2,500, the failure rate can be estimat-

ed at 0.6%. This represents a very high proba-

bility of default in the context of FoHF that

invest in 10 to 25 vehicles.

It is important to note that the analysis of his-

torical data on hedge fund failures is rendered

extremely difficult by the lack of transparency

on the chain of events that leads to bankrupt-

cy or closure. Not only is information not

always publicly available as investors may
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Analysis of Hedge Fund Failures

Multiple Risks 

Operational Risk only

Business Risk only

Investment Risk only

6%

38%

6%

50%

Source: Capco Research and Working Paper,
ÒUnderstanding and Mitigating Operational Risk
in Hedge Fund InvestmentsÓ, 2002

113 - See Peskin, M.W., Urias, M.S., Anjilvel, S.I., Boudreau, B.E., 2000, Why Hedge Funds Make Sense, Morgan Stanley Dean Witter
114 - Capco Research and Working Paper, Understanding and Mitigating Operational Risk in Hedge Fund Investments, 2002
115 - Source: Edhec Risk and Asset Management Research Centre, based on publicly available information only



choose private settlement to exit a difficult sit-

uation with a fund manager, when informa-

tion is available, it is usually in the form of very

controversial and even passionate debate.

As an example, we can analyse the root causes

of the ten most widely publicised failures of

hedge funds. The table above shows these

cases with very high level interpretation of

what might have caused the failure.

Information in this table is based exclusively on

publicly disclosed information. (See table 36)

A key point is that in eight out of ten cases

(the exceptions being Tiger Management and

Everest), operational weaknesses are the root

cause of the failure or have prevented a fund

from managing a crisis situation appropriate-

ly in an unexpected financial context.

While few funds fail purely because of an

operational problem (such as a terrorist

attack, a system breakdown or the loss of a

key member of staff), it is easily understood

that a weak operational environment will

increase the impact of an external event such

as tough trading conditions or brutal changes

in financing conditions.

As an example, while fraud is rarely the initial

intention of a hedge fund manager, the com-

plexity of the support infrastructure inherent

in the trading activity, as well as the lack of

maturity of the industry, provide many oppor-

tunities for operational risks that can only be

mitigated by an appropriate and professional

due diligence process on the investment pools.

CapcoÕs study on hedge fund failures provides

more insight into the underlying causes of

hedge fund failures. (See graph 37)

While misappropriation, misrepresentation

and deliberate fraud constitute the main

sources of operational issues that can explain

hedge fund failures, these issues are only

made possible by the limited regulatory con-

straints hedge funds face and the lack of

maturity of the industry with regard to oper-

ational practices, especially in relation to:

Ð Position pricing & NAV calculation procedures

Ð Client reporting procedures

Ð Reconciliation capabilities

Ð Compliance controls

Ð Risk management infrastructure
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Other

Trading outside Mandate

Inadequate Technology/Processes

Misappropriation of Funds/Fraud

Misrepresentation

9%

41%

6%

14%

30%

Source: Capco Research and Working Paper,
ÒUnderstanding and Mitigating Operational Risk
in Hedge Fund InvestmentsÓ, 2002

Table 36

Details of the ten most publicised
hedge fund failures

Name  Year  Loss   Overview
  (estimates)

Long Term Capital   1998  $4,000 mn  Strategy failed to absorb post Russian debt default shock. 
Management (LTCM)   Uncontrolled leverage, absence of transparency to prime brokers, 
   conflicts of interest, model bias in the risk management process.

Tiger Management  2000  $2,000 mn  10% loss on a single day on trading activity, followed by a 23%
   loss in the value of the fund resulted in large redemptions bringing 
   the total size of the fund from $20,000 mn down to $8,000 mn.

Everest  1998  $1,300 mn  Unfavourable market conditions and post Russian debt default shock.

Fenchurch Capital   1995  $1,264 mn  Change in investment strategy, absence of adequate risk management 
Management   system for the new strategies.

Princeton  1999  $1,000 mn  Ponzi scheme, conflicts of interest and collusion with Prime Broker.

Beacon Hill  2002  $1,000 mn  Losses on directional bets, Mortgage Backed Securities pricing issues 
   and lack of liquidity resulting in the need to stop redemptions 
   and liquidate the fund.

Vairocana  1994  $700 mn  Directional bets instead of market neutral strategies, highly complex 
   portfolios leading to difficulties in calculating the NAV.

Morgan Grenfell  1997  $600 mn  Unauthorised holdings of unlisted securities and pricing irregularities.

Manhattan Investments  1999  $500 mn  Trading losses and misrepresentation of fund performance.

Askin Capital Management  1994  $420 mn  Crash in the CMO market and weaknesses in the risk management 
   system, very high leverage.

Source: Edhec Risk and Asset Management Research Centre,
2003; based exclusively on publicly available information.

Graph 37

Details on Operational Failures

116 - Capco Research and Working Paper, Understanding and Mitigating Operational Risk in Hedge Fund Investments, 2002



The relative operational weaknesses of hedge

funds have been analysed and show the impor-

tance of compliance control; pricing and Net

Asset Valuation and client reporting, as the

three main sources of operational failures. 

(See graph 38)

This analysis confirms the importance of ade-

quate operational due diligence prior to invest-

ing in a hedge fund and the need for formal pro-

cedures and methods in order to ascertain the

level of operational risk, so as to allow for the

construction of an optimal hedge fund portfolio.

Industrialising operational 
due diligence

Objectives and limitations

We have just seen that by their very nature

hedge funds are vehicles that remain open to

sources of operational risks. Full transparency

and tighter regulatory control do not resolve

these issues. In order to continue providing

exposure to new risk factors, hedge funds

remain exposed to illiquid securities and highly

complex financial instruments and very often

remain rather small operating structures.

Seeking an absolute level of confidence within

such organisation will prove not only to be

utopian but would also be extremely costly in

terms of procedures and controls. The objective

of operational due diligence is to provide a

transparent picture of the infrastructure sup-

porting the trading strategy in terms of

- People & Organisation

- Processes & Systems

- Third Party Involvement

Identifying the potential weaknesses of every

vehicle the investor is considering as a potential

investment will allow for the implementation of

a well-informed allocation process that takes

into consideration not only the financial char-

acteristics of the fund (historical returns, risk

factors, volatility), but also the operational risk

profile of the fund. It complements the usual

background checks and financial due diligence

that are already included in industry practices.

Adequate operational due diligence will provide:

- a transparent view of the strengths and weak-

nesses of the fundÕs operations. This will support

a permanent dialogue between the investor and

the fundsÕ management with regard to the

improvement of the operational infrastructure;

- a means of taking operational risk profiles

into consideration, to allow the investor to take

well-informed decisions, and potentially to take

arbitrage decisions where similar funds provide

different risk profiles;

- a measure of the appropriate risk premium

that should be expected to justify the investor

accepting a higher level of operational risk;

But the investor should note that whatever the

extent and the quality of a due diligence

process, it nonetheless does not predict which

funds are about to fail and does not replace:
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0 10 20 30 40 50 60 70

Reconciliation

Pricing & NAV Calculation

Client Reporting

Risk Management

Compliance 63%

%

53%

39%

27%

23%
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- an assessment of the quality and success like-

lihood of the investment strategy, even if  the

operational due diligence process is highly spe-

cialised in line with the investment style (as dif-

ferent investment strategies result in different

operational requirements);

- a review of the fundÕs books and records.

Operational due diligence does not overlap

with the responsibility of the auditors, even if it

does provide an insight into the strengths and

weaknesses of the administration of the fund.

Additionally, the operational due diligence

process will not replace the traditional back-

ground checks on the companies and individu-

als involved in the hedge fund activity. 

Operational due diligence framework

Conducting operational due diligence is a chal-

lenging task as it involves investigating a team

and a firm based on a partial view of the situa-

tion, in a very limited period of time. Operational

due diligence is also made difficult by the extent

of disciplines it has to cover, from risk manage-

ment to financing, clearing and settlement, with

a wide range of different angles, from technol-

ogy to organisation and processes.

The approach for conducting the due diligence

process therefore requires a strong method-

ological framework supported by templates and

directive instructions summarising experience

and research into the fields of operational risks

and controls. 

The following approach is comprehensive and

can be considered a baseline for industrialising

the operational due diligence. (See illustration 39)

This standard approach is based on three princi-

pal phases. The objective of the first phase is to

ensure sufficient preparation of the diligence

process itself. Specifically, a preliminary analysis

of the fundÕs strategy and specific characteristics

will allow for a targeted approach to questioning

the fund representatives. The assessment phase

will result from the combination of interviews

and questionnaires, where the key to success will

lie in cross-controls and soft questions. (One

should not expect to identify key issues from

answers that are usually prepared and polished

to convince the investor that the fund is worth

investing in and that the reliability and opera-

tional control are optimal). Finally, a validation

phase will allow for feedback of the main find-

ings to the fund representatives and develop-

ment of the potential issues that could prevent

the investor from entering into an agreement

with the fund management company.

Due diligence is of course a permanent effort

that starts with the evaluation of the fund as a

potential investment and continues with the

follow-up of the vehicle as funds have been

allocated to that firm. While the most labour-
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·  Conduct cross-interviews
·  Validate findings with  
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·  Highlight controversial points  
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·  Produce final report and 
   present to management

·  Collect questionnaires
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·  Document findings and  
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   documentation

·  Questionnaire templates
·  List of hot issues by strategy

·  Interview guidelines
·  Report templates
·  Industry benchmarks
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Illustration 39

Baseline for industrialising operational 
due diligence

Source: Edhec-Risk Advisory, 2003



intensive part of the due diligence process is at

the beginning of the relationship, when funds

are about to be invested in the vehicle, one

should not underestimate the monitoring

effort that is required to remain updated on

how the firm is supporting the investment

process over time. (See graph 40)

A systematic and repeatable process

Hedge fund trading, organisation and activi-

ties vary considerably across the various

investment strategies, making the task of exe-

cuting consistent operational due diligence

more difficult. It is however possible and nec-

essary to formalise upfront the various

responsibilities and activities required in order

to adequately support a fund strategy.

The self-explanatory chart on the left describes

the nine main areas of responsibility that require

investigation during the operational due diligence

process. It is important to note that this map rep-

resents all of the activities, from the management

of the investment strategy through the usual sup-

port functions down to the management of the

fund as a business entity. (See table 41)

Each area of responsibility is then further bro-

ken down into responsibilities and detailed

activities that can be described by a series of

process flows and interactions. (See table 42)

The benefits of supporting the investigation

process through a normalised operating frame-

work are multiple:

- Systematisation of the process in a consistent

procedure rather than informal discussions;

- Ease of tailoring questionnaires and interview

documents to the fundÕs specific activities;

- Possibility of implementing objective metrics

(from the measurement of time and effort

required to prepare the due diligence to the

possibility of scoring individual areas of opera-

tions and consolidating the information at a

global level);

- Possibility of constituting a knowledge repos-

itory that not only categorises questions and

answers obtained from the manager but also

supports a systematic analysis of the informa-

tion collected during the due diligence and

from external data sources.

About the difficulty of handling 
questionnaires and interviews

Due diligence processes are usually managed

through questionnaires and interviews. Both

approaches have pros and cons. While question-

naires allow for detailed and systematic ques-

tioning, they suffer from the fact that the

respondent can think through the questions and

establish the answers that will most likely satisfy

the investor. On the other hand, interviews allow

for direct contact and hence for building a sense

of how the fundÕs operations are managed. The

downside is that they very often suffer from a

lack of structure and the lack of experience of the

interviewer may result in sterile findings.
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The investment process

Table 41

Hedge fund operating model 

Strategic Allocation

Fund Universe Screening

Fund Selection

Initial Investment

Investment Process

Rebalancing

Investment
Lifetime

Monitoring and dialogue for improvements

Limited due diligence

Update of the operational risk profile

ªNo-goº decision or new requirements

Extensive due diligence Potential ªno-goº decision

Passive collection of information

Fund 
Administrator

Prime
Broker(s)

Investor management

Trading

Portfolio financing    Risk management

Order management

Reporting & 
performance measurement 

Trade processing, settlement 
and asset servicing

Accounting and portfolio valuation

Business management

Source: Edhec-Risk Advisory, 2003

Source: Edhec-Risk Advisory, 2003



The operational due diligence framework takes

these issues into account and provides the audi-

tor with the tools required to get straight to the

point. Detailed questions relating to each activ-

ity within the various responsibilities will allow:

- for a focus on hot spots only and a reduction

in the time wasted on information that is not

relevant to the level of operational risk;

- for the elaboration of cross-checks;

- for the interviewer to stick to structured

questioning when the interviewee attempts

to divert.

Within large organisations, it can prove useful to

organise debriefing sessions in groups compris-

ing representatives from different departments,

as such sessions can provide regular opportuni-

ties to learn from others and to confront various

opinions or statements. While group sessions

may suffer from a Ôpolitical syndromeÕ whereby

not all information is disclosed, it nevertheless

usually results in better forward-looking analysis

and better estimates of extreme risks.

Finally, benchmarking the information received

during the due diligence with external infor-

mation will undoubtedly allow for early identi-

fication of signs indicating potential opera-

tional issues (for example, number of staff

required to manage the back office, number of

OTC trades, STP rates, number of fails or penal-

ties paid per quarter).

Finally, the most difficult task will be to score

the responses on an absolute basis as well as in

light of industry best practices and importance

relative to the investment style. Facts collected

through the questionnaires and the interviews

need to be attached to the scores to justify the

decisions. The focus is necessarilyextreme
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Responsibility Activity
 

Risk Governance Establish risk policies

  Document levels of delegation

  Establish intra-day and overall trading limits

 

Risk Management Compute market risk

  Compute credit risk

  Compute counterparty risk

  Compute liquidity risk

  Produce levels of leverage
 and asset-liabilities requirements

  Manage netting agreements

 

Risk Monitoring Produce risk report

  Highlight exceptions

  Review limits & initiate appropriate actions

 

Compliance Check concentration ratios

  Check authorized/unauthorized trades

  Review trade authorization cycles

  Review cost of execution

  Produce compliance report

Risk Management

Fund 
Administrator

Prime
Broker(s)

Investor management

Trading

Portfolio financing    Risk management

Order management

Reporting & 
performance measurement 

Trade processing, settlement 
and asset servicing

Accounting and portfolio valuation

Business management

Source: Edhec-Risk Advisory, 2003

Table 42

Breakdown of detailed activities
(illustrative)



scores, i.e. scores reflecting either problematic

issues identified or extremely positive points.

For each of these, the investigation has to go

through a second phase in order to confirm

initial estimates.

Scores will be established according to a set of

criteria that covers the multiple dimensions of

operational risks.

As an example, the investigation dimensions

can be:

- People & Organisation

- Processes & Systems

- Third Parties

The following criteria allow for a comprehensive

analysis of the early signals of most risk factors:

- Control

- Transparency

- Capacity

Consolidation of the scores based on the activ-

ity matrix will provide an unquestionable high

level view that reflects the important areas of

risk and allows for drilling-down and establish-

ing a dialogue with the fund representatives in

order to prevent potential future issues.

Straightforward reporting

The due diligence often results in the production

of a report that consolidates the unstructured

information collected (process diagrams, IT

infrastructure flow charts, organisation charts)

with the very structured assessment of the

organisation presented in a top-down frame.

High level indicators inform the management

of key areas of concern, with a clear view of

which dimensions of the study are affected

for each criterion. (See graph 43)
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Risk Management

Risk Governance

Risk Reporting

Compliance Risk Monitoring

Risk Management

Control Transparency Capacity

People & Organisation Processes & Systems Third Parties

           Business management

Investor management

Trading

Portfolio financing

Risk management

Order management

Reporting & performance measurement

Trade processing, settlement and asset servicing

Accounting and portfolio valuation

Graph 43

Operational due diligence reporting 
(illustrative)

Source: Edhec-Risk Advisory, 2003
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117 - The reader might refer to existing publications on operational risk such as Marshall, C., 2001, Measuring and Managing Operational Risks in
Financial Institutions, ed. Wiley Finance.

Finally, detailed information would be pre-

sented, with all the necessary justifications, to

allow the fundÕs principals to be confronted

with indisputable information. (See table 44)

Modelling operational risk 

Describing the full set of quantitative tools

available for modelling operational risk is

beyond the scope of this survey. In this sec-

tion, we aim to provide an overview of some

techniques available and discuss their benefits

and limitations117. 

Before attempting to provide any quantitative

figure as a measure of risk, it is important to

agree on a definition of risk. Several definitions

exist that could be applicable to operational risk:

- Risk as a mean outcome: actuarial view of

event risk as the expected outcome, with

regard to operations, this translates into oper-

ational losses. This view does not provide

information on the range of outcomes and

eludes extreme risks;

- Risk as variance in outcome: statistical 

variance (or standard deviation) of outcomes

(P&L or losses);

- Risk as catastrophic downside: focus on worst

case scenario that might result in the activity

being ceased. For financial institutions, this typ-

ically relates to the concern of the regulator to

avoid systemic risk (focus on the extreme per-

centile of the losses) and is the basis for VaR and

Extreme Value Theory.

Losses lie at the source of risk. Loss events can

be described and categorised by their size (i.e.

the effective loss) and their frequency. 

This constitutes a distribution of losses, which is

the foundation of any risk analysis. Three cate-

gories of losses are unanimously used: 

- Expected risk: related to losses affecting the

day-to-day operations of the firm. Usually the

focus of management due to its impact on P&L

(therefore a measure very close to efficiency);

- Unexpected risk: losses with lower frequency

 2 Best of breed
 1 Very satisfactory
 0 No issue found
 -1 Minor issues required to be fixed
 -2 Substantial improvements required
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Risk Monitoring          
 Produce risk report -1 2 -2 -2 1 -2 0 1 0
 Highlight exceptions 0 1 -2 0 1 -2 0 1 0
 Review limits & initiate appropriate actions 1 2 -2 1 1 -2 0 1 0

Compliance          
 Check concentration ratios 2 2 -2 1 1 -2 0 0 0
 Check authorized/unauthorized trades  0 2 -2 1 1 -2 0 0 0
 Review trade authorization cycles 1 2 -2 2 1 -2 0 0 0
 Review cost of execution -2 -2 -2 -2 -2 -2 -2 -2 -2
 Produce compliance report 1 1 -2 1 1 -2 0 0 0

This organisation scores very low with regard to capacity in the area 
of risk monitoring and compliance.
These responsibilities are correctly addressed with one independent 
risk manager supported by a series of Excel spreadsheets, perfectly 
fulfilling the requirements of the fund. However, this does not leave 
any room for an increase in the number of trades or funds under  
management. Capacity is therefore limited by the number of staff 
required to run and maintain the spreadsheets.

The interview has also highlighted a series of issues related to the 
maintenance of the spreadsheets (hence an average score on control) 
as well as a very high and permanent workload.   

This organisation scores very low with regard to all aspects of 
controlling best execution and trade costs.
This fund is an equity market neutral systematic trading fund, 
with very high portfolio turnover due to very frequent rebalancing. 
The cost of trades might represent a risk to be taken into consideration 
as the P&L on individual trades remains very low compared to 
the nominal amount engaged in the trading. 

As a consequence of the high importance of this risk factor in the risk 
profile of the fund, this potentially minor issue has been raised to 
maximum importance.

Table 44

Sample reporting



of occurrence and higher size, but still in the

domain of control of the firm;

- Catastrophic risk: extreme losses threatening

the activity of the firm, usually related to exter-

nal factors not controlled by the firm or deliber-

ate actions in the case of fraud

These loss categories can be represented

schematically on a loss distribution graph:

But the measure of loss distribution faces a

series of complex challenges related to the

extreme nature of the events:

- Absence of historical observations to model

the extreme tail of the loss distribution;

- Difficulty identifying quantifiable risk factors;

- Non-applicability of mean-variance models

to extreme risks (interest in the highest per-

centile only). 

In order to evaluate the distribution of operational

losses, it is necessary to collect two series of data:

- Expected event occurrences

- Expected event sizes

Event occurrences can be described through

stochastic counting models that provide the

distribution of the cumulative number of

events (N) occurring in a period (t). The most

common distributions are:

- Homogeneous Poisson Process (HPP): the

times between two occurrences are indepen-

dent and exponentially distributed with a con-

stant failure rate l . In this case, the number of

events occurring within any time interval is

Poisson distributed with mean l times the

length of the interval. 

- Non-Homogeneous Poisson Process: NHPP

distribution is applicable when the failure rate

varies over time.

These distributions are based on the assumption

that no major structural change occurs that

would alter the likelihood of events or their

impact. This assumption is extremely strong and

needs to be carefully considered when attempt-

ing to quantify operational risk exposure.

Rather than model the distribution of losses,

EVT (Extreme Value Theory) provides the max-

imum losses in a given time period. It is there-

fore more appropriate for catastrophic, high

impact, low frequency events as it focuses on

the tail of the distribution. EVT states that the

distribution of extreme values x converges

asymptotically independently of the underly-

ing distribution to a value dependent on the

mean and standard deviation of the distribu-

tion, but also j , the tail index (measure of the

heaviness of the tail).

It is based on a combination of three com-

monly used distributions:

- Frechet if j > 0

- Gumbel if j < 0

- Weibull if j tends to zero
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Estimating loss event size and frequencies

The task of estimating loss sizes and frequen-

cies, especially with a focus on low-frequency,

high-size events (a detailed analysis of the

underlying causes of operational failures

proves consistent with the Pareto law as 80%

of the failures can be linked to the largest 20%

of loss events) has proven to be extremely

challenging in the context of the operational

risk of hedge funds for multiple reasons:

- The sensitivity of accepting the reality of

potential losses is extremely high for clear

political and commercial/marketing issues. If a

firm is open to disclosing information on the

quality of their supporting infrastructure, it is

understandable that neither the firm nor any

manager within the firm will be ready to

openly assess the probability of unexpected

events occurring.

- The traditional absence of transparency

when events occur (fund collapses, fraud),

added to the very low frequency of these

events, results in a lack of reliable internal and

external quantitative information;

- Human failures in the assessment process

are common and human behaviour is reflex-

ive, leading to time-varying risks (a hedge

fund will for example reinforce controls after

being advised that due diligence has high-

lighted potential weaknesses).

Three approaches are nevertheless available to

assist in the evaluation of the probability of

operational risk events occurring. These

approaches are historical analysis, subjective

risk assessment and an approach implied from

a causal or statistical model.

The Historical Analysis approach is based on

the assumption that the causal structure dri-

ving the loss events does not change over

time. As a consequence, this approach should

be used with care for growing or changing

funds. The measurement is based on internal

or external reports of incidents, capturing the

loss category, size, date and source, and

adjustment to reflect major structural changes

is possible when the change is related to scope

(e.g. geographic, investment strategy) or scale

(size). External data can be used for reconcilia-

tion and/or adjustment purposes, or to support

the assessment process. (See table 46)

The Subjective Risk Assessment approach is a

combination of interviews, scorecard & self-

assessments, cross-department workshops

and expert input. Crosschecks can be carried

out internally (cross departments, paired

interviews, etc.) or with external data (overall

universe or similar competitor). Group esti-

mates can be assessed (variance analysis) and

self-corrected with specific methods such as

Delphi (distribution of all estimates to all

experts for assessment).

The basic assumption is that the management is

best placed to highlight (directly or indirectly)

the idiosyncratic risks of the organisation. 
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Table 46

Historical Analysis Approach

Approach  Sources of information

·  Construct distributions based on historical loss  ·  Internal loss collection databases, ledger systems
  database (external or internal), or event reports 

·  Include forward looking data (changes planned)  ·  External research services (Lexis/Nexus, EDGAR reg. filings, 

·  Reconcile with ledger / P&L     press, Internet, etc.)

Applicability to Hedge Funds (Possible mitigations) 

·  Low applicability as the approach focuses on expected losses (internal data) or does not take into consideration 
idiosyncratic risks (external data) 

·  No internal structure within hedge funds to monitor operational risks 

·  Difficulties in evaluating impact of the liquidity risk of non- financial events, reputation effect on subscriptions/redemptions, etc. 

·  Low quality of external data due to sensitivity, limited public information on causes and impacts

Source: Marshall (2001)118 and Edhec Risk and Asset Management Research Centre

118 - See Marshall (2001) Ð Opus Cit. 117



In order to minimise the effort, one can focus

on extreme events that explain 80% of the

losses. Interviews can follow the nominal

group method (allow for limited discussion

between experts to clarify issues) or consen-

sus method (workshops). (See table 47)

The last approach is based on causal or statis-

tical models of the fundÕs organisation. As it

requires a detailed causal model of the organ-

isation, this approach is only suggested when

due diligence is required on a very high num-

ber of funds as it provides a very systematic

approach to measuring operational risks. 

(See table 48)

The table on the next page summarises the

advantages and disadvantages of the three

approaches. (See table 49)

We recommend the use of a combination of

these approaches to conduct an in-depth

analysis of the loss impact and frequencies for

a given hedge fund using the following steps:

1. Construction of generic causal models by

strategy

2. Identification of key risk factors

3. An initial subjective assessment with hedge

fund management and staff + appropriate

subject matter experts

4. Gap analysis with the generic causal model

and review of the subjective assessment with

hedge fund management and staff

5. Calibration of the data with external loss data

Managing the liquidity

Liquidity risk is very often cited as a main

source of concern by hedge fund investors,

but this reality encompasses three different

issues for alternative managers. While the

issues arising from the lack of liquidity in

instruments traded by hedge funds in order to

generate returns are the most widely dis-

cussed, the importance of financing liquidity

and the asset-liability mismatch should be

considered even more important for FoHF

managers.

In order to achieve returns that are uncorrelated

with traditional markets, hedge fund managers
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Approach  Known biases on information collected - possible mitigation

·  Based on external expertise, mostly quantitative  
approach (ranking, likelihood buckets, etc.)

·  Based on interviews + workshops 
(staff, management, third parties, clients, etc.)

·  Requires a feel for ªsoft questionsº, should be based 
on an established methodology (e.g. questionnaires  
by strategy, business area)

·  Should not only consist of closed-ended questions, 
requires cross-checking of information at boundaries 
of responsibilities

·  Threshold heuristic (out of radar screen of manager when too low) 
± match with external data

·  Availability bias (attention focused on most recent activity) 
± match with internal data

·  Anchoring (future judgments based on past judgements) 
± ask for extremes to obtain the mean

·  Framing bias (based on group context) ± Interfunctional groups

·  Subjective frequency bias (low frequency overestimated) 
± calibration

·  Confirmation bias (gathering of more information supporting 
the initial judgement) ± match with other opinions

·  Ego, loss averse but not risk averse (long bets), representativeness bias, 
illusion of control, etc.

Applicability to Hedge Funds 

Very good but requires strong methodology and external expertise, feel for ªsoftº questions 

Approach Available Causal modelling techniques

·  Identify the high-risk events that need to be explained

·  Identify the events and factors that affect the high-risk 
event

·  Quantify the relationship between the independent 
factors and dependent events

·  Fishbone analysis ± event hierarchy

·  Fault tree analysis ± event hierarchy with AND/OR connectors, 
provide information on possible combination of events, allow for 
identification of minimal cut and path sets (can not be reduced) 
then allow for assignation of probabilities (OR is additive, 
AND is multiplicative) 
± absence of time conditions

·  Bayesian Belief Networks ± nodes representing events linked 
by probabilities conditional to the occurrence of a second event, 
can be run top-down or bottom-up (network)

Applicability to Hedge Funds 

Very good as a framework to support a subjective risk assessment analysis 

Risk factors can be limited to 6-10 per loss event type, with a good level of repeatability 

Table 47

Subjective Risk Assessment Approach

Source: Marshall (2001)119

Table 48

Causal Model Approach

Source: Marshall (2001)120 and Edhec Risk and Asset Management Research Centre



very often access less efficient markets that

exhibit low levels of liquidity. The range of

products that might cause liquidity concerns

goes from emerging markets and Over the

Counter (OTC) contracts to distressed securi-

ties. Timing is essential in these markets as the

low level, or absence, of liquidity can result in

extremely violent price shifts at the time the

manager is trying to liquidate a position.

However, liquidity issues also arise for the

largest funds, since they may constitute mas-

sive positions over time that can represent up

to 20% or 30% of a market. This liquidity risk

has two major consequences for the investor:

- Potential extreme price shift, hence losses for

the portfolio in the case of the manager being

required to disinvest rapidly;

- Potential asset-liability gap whereby the impact

on the market would be so important (certain

market circumstances result in a flight to quality

where the impact on an illiquid market is ampli-

fied) that disinvestment can not be considered an

option at a moment in time, preventing investors

redeeming as contractually agreed.

Less publicised is the issue of financing liquid-

ity. Hedge funds rely on prime brokers and

banks to obtain financing for leverage or

bridging cash positions. These lines of credit

are highly dependent upon market conditions

and contractual agreements are usually such

that the prime broker or the bank is in a posi-

tion to substantially increase the haircut (i.e.

the cost of financing) or the amount available,

potentially resulting in situations where the

manager is forced to liquidate positions at a

loss, before maturity or in unfavourable market

conditions. It is therefore highly recommended

that individual managers and FoHF managers

using external financing monitor the sensitivi-

ty to haircut changes by their provider.

This problem does not disappear with FoHF struc-

tures. While the theoretical level of liquidity of

the underlying investments is known in advance

(redemption periods are part of the offering

memorandum), the FoHF manager has to resolve

an equation that involves several variables. 
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Approach  Strengths  Limitations

Historical, based on internal
loss data

Historical, based on internal
loss data

Subjective risk assessment

Implied from causal 
or statistical models

·  Captures idiosyncratic features of firm's own controllable risks

·  Appropriate for mature processes that are unique to the firm

·  Potentially more accurate

         

·  Biased toward major uncontrollable or influenceable losses

·  Provides a larger sample to capture catastrophic risk (tail risk)

·  Inexpensive

·  Appropriate for mature processes that are generic

·  Gets business managers involved; leverages a broad range of expertise and experience

·  May be useful for estimating tail risk; may be forward looking

·  Good at focusing on the interfaces between processes where many losses originate

·  Identifies risk factors or loss events controlled or realized within the respondent's area

·  Appropriate for frequencies of statistically or causally dependent but relatively 
rare events for which other approaches are inappropriate

·  Backward looking

·  Limited tail risks. Availability of data

·  Data-gathering is time consuming

·  Requires internal data management and analytical expertise

·  Backward looking

·  May not be a representative sample (different context)

·  Data-gathering is more expensive

·  Availability of data

·  Subject to individual and group cognitive biases, group-think

·  Difficulties in selecting appropriate individuals/groups

·  Estimates may be inconsistent

·  Only as good as the model developed

·  Needs statistical or causal structure of implied event;
used for frequencies rather than impact estimation

Table 49

Summary of Advantages and Disadvantages 
of the Various Models

Source: Marshall (2001)121



In order to successfully manage the liquidity

of his vehicle, the manager will take into con-

sideration:

- the redemption periods and payment condi-

tions for each underlying fund, taking into con-

sideration the potential default situation that one

of the underlying might exhibit at a given stage;

- the subscription/redemption periods applica-

ble to his own fund as well as its cash position;

- the implications of any redemption on the

allocation to the various funds (for example if

an investor decides to redeem the equivalent of

10% of the FoHF capital, how will this decrease

impact each investment in the underlying

funds, which might not allow redemption at

that precise moment, potentially resulting in

variation from the initial allocation).

FoHF have two major solutions available in order

to manage such situations. The first solution is

to maintain a buffer of available capital that will

not be invested in locked funds but will allow the

transition period required to divest properly to

be managed. While this strategy is affordable, it

nevertheless results in a lower exposure to the

hedge funds and thus might reduce the returns

of the FoHF. A second solution is the use of

bridging loans agreed with a bank or a prime

broker in order to cope with the transition peri-

od. While these loans usually come at a high

cost, they do give sufficient flexibility, provided

they are negotiated in relatively firm terms

before any liquidity event occurs.

The FoHF manager will also have to implement a

series of indicators that are necessary for man-

aging the liquidity risk of his portfolio, such as:

- Future cash flow estimates;

- Distribution of assets by redemption period;

- Total capital weighted by time required to liq-

uidate (based on the underlying fundsÕ redemp-

tion criteria as well as the actual weighted cap-

ital of each underlying fund);

- Time required to liquidate 30/60/90% of the

assets invested in the individual underlying

funds;

- Maximum liquidity gap (amount of cash

required to satisfy the most unfavourable

redemption). 

As is the case for most extreme risks, proper

management of extreme situations can only be

achieved by sufficient preparation during nor-

mal conditions and by stress-testing the resis-

tance of the portfolio to unexpected events.
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As suggested by the recent publications 

of the Alternative Investment Management

Association (AIMA) or the Investor Risk

Committee (IRC),the lack of transparency of

hedge funds is widely regarded as the last

major obstacle to the industrialisation of alter-

native investments. In that respect, nagging

questions remain: what should the granularity

of hedge fund reporting be? In the same vein,

what publication frequency would be appro-

priate? The debate on hedge fund transparen-

cy, though relevant, often fails to emphasise

the right issue. One has to bear in mind that

transparency is not an objective per se, it is

simply a means. Indeed, it is no use seeking

absolute transparency. What investors really

need is enough information to assess the risk

and return profile of an investment opportuni-

ty with a reasonable degree of certainty, noth-

ing more. As a result, the debate on trans-

parency should remain pragmatic and defi-

nitely not highly theoretical as is often the

case. In that respect, investors should be con-

cerned with one simple question: ÒWhat is the

minimum level of information that would

enable me to feel comfortable with hedge fund

investing?Ó If we can answer this question, we

will know whether a compromise between the

constraints of hedge funds and the demands

of investors is reachable.

Frequency and Granularity 
of FoHF reports

Frequency

Frequency describes how often the disclosure

is made. It depends on the portfolio turnover

as well as problems inherent in asset pricing.

As regards FoHF, a monthly periodicity seems

technically and commercially acceptable.

While high turnover trading strategies such as

CTAsÕ discretionary active strategies can value

their positions on a daily basis, the same is not

true of medium-long term strategies like dis-

tressed debt which hold less liquid assets.

Therefore a monthly periodicity for reporting

may be a good trade-off. 

Granularity

Data generally disclosed by hedge funds does

not allow investors to manage the risks they

are exposed to properly. Investors and espe-

cially institutional investors therefore plead

for greater transparency. But can hedge funds

provide investors with the level of information

they request without divulging their propri-

etary strategy or being exposed to predatory

trading against their short positions? Which

leads to a second question: what information

do investors really need to monitor and man-

age risk in a satisfying way? Investors must be

able to assess the level of risk and perfor-

mance of the fund at time t, but also follow its

evolution through time and under varying

market conditions. For that purpose, do

investors need full disclosure of the hedge

fundÕs positions (Portfolio Based Approach) or

can they do make with data aggregated by

strategy, asset classes or sectors (Return

Based Approach)?

One of the IRC findings is that "full position

disclosure by hedge fund managers does not

always allow investors, FoHF included, to

achieve their monitoring objectives, and may

compromise a hedge fundÕs ability to execute
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its investment strategy". In that respect, the

IRC emphasizes that a Òhedge fund might

agree to full or summary position disclosure,

but only after its positions are no longer heldÓ.

All the IRC Members who participated in the

meetings were in agreement that "full posi-

tion disclosure by hedge fund managers is not

the solution". They agreed that Òthe reporting

of summary risk, return and position informa-

tion can be sufficient as an alternative to full

position disclosure". 

On the other hand, there is no argument for

justifying the non-disclosure of the detailed

allocation of FoHF (i.e. weights by strategy and

hedge fund with a full weighting history

month after month). The working group on

transparency requirements for FoHF stresses

the importance of providing the investors

with risk and return measures at the portfolio

level, by strategy class (relative value, event

driven, etc.) or strategy (market neutral, fixed

income arbitrage, convertible arbitrage, deal

arbitrage, distressed, long/short equity

hedged/non-hedged, etc.), by region, by asset

class, by duration, by significant holdings, etc.

and/or by any combination of relevant analysis

criteria with regard to the investment strategy

and sources of return but only Òto the degree

that it is not damaging to the managerÕsposi-

tions and hence the investorÕs returnsÓ. Indeed,

full disclosure appears to be the ultimate inef-

ficient solution since most investors would

not have enough time to treat such a signifi-

cant amount of information (i.e. no added

value) while on the flip side the costs implied

by such publications would significantly

reduce the fundsÕ performance.
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About IAFE & IRC

The International Association of Financial Engineers (IAFE) is a non-profit, professional society dedicated to
fostering the profession of quantitative finance by providing platforms to discuss cutting-edge and pivotal
issues in the field. Founded in 1992, the IAFE is composed of individual academics and practitioners from
banks, broker dealers, hedge funds, pension funds, asset managers, technology firms, regulators, accounting,
consulting and law firms, and universities across the globe. In response to strong demand from existing
membership and the investment industry, the Investor Risk Committee (IRC) was launched by the IAFE in
January, 2000 to provide a forum for participants, teachers and students of the field of investing to study
risk and its surrounding issues. 

The IRC consists of individuals from hedge fund investment managers, and from a variety of institutional
investors including pension funds, endowments, foundations, insurance companies, FoHF and others. The
IRC also includes regulators, software and technology vendors, consultants, prime brokers, custodians and
others who are active in the investor arena. To date, the IRC has released two consensus documents (on July
27, 2001 and on October 21, 2000) focusing on the topic: ÒÕWhat is the right level of disclosure by hedge
funds?Ó. The IRC is also strongly concerned by issues such as the measure of operational risks.

One of the IRC findings is that "full position disclosure by hedge fund managers does not always allow inves-
tors, FoHF included, to achieve their monitoring objectives, and may compromise a hedge fundÕs ability to exe-
cute its investment strategy". Consequently all the IRC Members who have participated in the meetings to date
(e.g. New York on the 6th of July 2002 and the 26th of September 2002, Chicago on the 29th of July 2002,
Stockholm on the 28th of October, Amsterdam on the 28th of April) were in agreement that "full position
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New concepts and techniques
for FoHF reporting

As mentioned earlier, hedge fund performance

presents specific features which challenge the

adequacy of traditional performance measure-

ment tools. As a result, new indicators must be

included in their reporting to provide investors

with the relevant information. In this section we

present some of the most compelling proposi-

tions from the literature.

The Omega Ratio

It is now widely recognised that hedge fund

returns are not normally distributed. The tra-

ditional mean variance framework must

therefore be extended to account for the

skewness and kurtosis effects. In that respect,

Keating and Shadwick (2002)122 suggest using

the so called Omega ratio, which reads:

Where F is the cumulative distribution function, MAR or Minimum
Acceptable Return is the loss threshold, and [a,b] the interval on
which asset returns are defined. 
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122 - Keating and Shadwick (2002) Ð Opus Cit. 94

disclosure by hedge fund managers is not the solution". They agreed that Òthe reporting of summary risk,
return and position information can be sufficient as an alternative to full position disclosure".  

All the aforementioned IRC documents may be downloaded from:
http://www.iafe.org/?id=investorriskcommittee

About AIMA

Founded in 1990, the Alternative Investment Management Association (AIMA) represents the global alter-
native investment community and provides a centre of knowledge for professional investment practitioners.
AIMA provides education, information and research and addresses the key issues affecting the alternative
investment industry around the world. 

As a result, the AIMA has largely been engaged in the on-going industrialisation process through research
on risk management or risk transparency, realised in cooperation with Capital Market Risk Advisors (CRMA).
Both studies recognise the importance of hedge fund transparency when selecting hedge funds or FoHF
though only 24% of FoHF consider that position level disclosure would have a significant impact.  34% of
the FoHF, however, consider that the impact of position level disclosure depends on strategy. Interestingly,
the AIMA study points out an important gap between what hedge funds claim to provide and what inves-
tors receive. The AIMA also investigated varied topics such as ÒSound practices for European hedge fund
managersÓ, with the active participation of Goldman Sachs, ÒDue DiligencesÓ and more recently on the acute
issue of hedge fund classification standardisation. 

The AIMA also pays particular attention to regulatorsÕ moves into the hedge fund arena (e.g. comments on SEC or
FSA propositions) and acts as a driving force toward the acceptance of hedge funds as a mainstream investment. 

Most of the aforementioned AIMA documents may be downloaded from:
http://www.aima.org/



This metric turns out to be perfectly suited to

hedge fund performance evaluation since all

the moments of the distribution function are

taken into account. It is worth noting that the

ranking of two assets according to their

Omega will strongly depend on the choice of

the loss threshold. Unfortunately there is no

consensus about how to set this threshold,

except that it must be coherent with investorsÕ

risk profiles. Since one of the main objectives

of investors with FoHF is capital preservation

some argue that the MAR should be set either

at 0% or even at the risk free rate. 

Since lock-up periods prevent investors from

redeeming their money whenever they want,

they are forced to analyse their investment

opportunities in a multi-period framework.

Consequently, they must be sure that the cur-

rent success of a fund is not obtained at the

expense of its future performance. The suc-

cess of a fund greatly depends on its capacity

to attract talented managers. Given the fact

that managersÕ remuneration primarily

depends on incentive fees, all the returns

below the hurdle rate (i.e. point above which

funds are entitled to incentive fees) tend to

increase the probability that the best man-

agers will quit. It is thus important that the

hurdle rate as well as the watermark provi-

sions be accounted for in the establishment of

the MAR. As a result, we suggest computing

the MAR as follows123: 

Where t corresponds to the month when MAR is computed, 
d is a dummy variable equal to 0 when the fund is not subject 
to watermark provisions and 1 otherwise. CMGR is the Compounded
Monthly Growth Rate enabling to reach Max NAV from NAVt 

from (12-t) time through (12) time (i.e. year end). ÒHurdle RateÓ
is the monthly rate above which the hedge fund is virtually entitled
to incentive fees and Max NAVi is the historical high watermark 
(i.e. the highest level of NAV since inception where incentive fees
were paid).

A tool derived from the Omega ratio has

recently been proposed in Kazemi et al.

(2003)124 to capitalise on the originality of the

Omega ratio and the intuitive approach of the

Sharpe ratio. This metric, called the Sharpe Ð

Omega ratio, reads:

Where the Minimum Acceptable Return (MAR) is the loss threshold,
and [a,b] the interval on which asset returns are defined. E(RP) is
the expected return of the asset and P(MAR) the option premium of
a European put on the asset with a 1-month maturity and a strike
set at the MAR. 

This indicator strongly resembles the well known

Sharpe ratio but presents the advantage of

accounting for both the skewness and kurtosis

effects. Note that it is also an improvement on the

Sortino ratio which could only account for the

skewness effect and as a result could not differ-

entiate between two assets with similar first three

moments but a varying degree of excess kurtosis.

Alternative Style Risk Adjusted
Performance

All the tools based solely on the first two

moments of the return distribution function

are challenged by hedge funds. The Style Risk

Adjusted Performance (SRAP) first proposed by

Lobosco (1999)125 is one of them. Nevertheless,

this indicator, originally derived from the Risk

Adjusted Performance (RAP) or M2 (cf.

Modigliani and Modigliani (1997)126), can also

be improved to fit the special features of
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124 - Kazemi, H., Schneeweis, T. and Gupta, R., 2003, Omega as a Performance Measure, Working Paper, CISDM
125 - Lobosco, A., 1999, Style Risk Adjusted Performance, Journal of Portfolio Management, Spring 1999, Vol. 25, N¡3, p. 65-68.
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hedge funds with the following adjustment:

Where IFoHF is an index of FoHF. As suggested by Fung and Hsieh
(Opus cit. 18), the hedge fund universe can best be proxied by a
FoHF index. RHFand Rf are respectively the average return of a given
hedge fund and the risk free rate. VaRCornish-Fisher(HF) and VaRCornish-Fisher

(IFoHF) are respectively the Value at Risk computed according to the
Cornish Fisher expansion of the hedge fund and the FoHF index.

Since the impact of third and fourth moments

is not negligible, the risk adjustment cannot

definitively be made with standard deviations.

The leverage factor must integrate a risk mea-

sure which controls for outliers. We thus sug-

gest a slight modification which consists of

replacing the standard deviation by the VaR

Cornish Fisher in the RAP formula to get the

Alternative Risk Adjusted Performance (ARAP).

We then obtain the Alternative Style Risk

Adjusted Performance (ASRAP) as follows:

SRAP = RAP (fund) Ð RAP (Style Index) 

ð ASRAP = ARAP (fund) Ð ARAP (Style Index). 

The Style Value-at-Risk

While extreme losses tend to be concentrated

around the Value-at-Risk (VaR) when returns are

normally distributed, it is not necessarily the case

in the presence of outliers. In such circumstances

the VaR metric is thus much less informative

since the Expected Shortfall or Conditional Value

may be significantly greater than the VaR.

Sophisticated methods based on Extreme Value

Theory (EVT) as well as pragmatic approaches

have been developed to address this problem. We

have already presented one pragmatic, yet

robust, solution, namely the Cornish Fisher

expansion. We will now present an alternative

approach based on the style analysis approach

suggested by Sharpe in 1988: the Style VaR.

This model, first introduced in Lhabitant

(2001)127, is a valuable tool for assessing the

investment style and risk of hedge funds regard-

less of the managerÕs claimed exposure or cate-

gorisation. Lhabitant analysed the fund exposure

to a range of alternative indices. He initially used

9 CSFB/Tremont sub-indices, but pure composite

indices, i.e. combination of existing sub-indices,

might be a very good solution. These sub-indices

are regarded as ÒpseudoÓ systematic risk factors

influencing hedge fund returns, as defined in the

following multifactor model: 

RP = a + Si b i X i + «

Where Xi (i = 1 to N) are the returns of the N sub-indices 
(one sub-index for each investment strategy: fixed income arbitrage,
convertible arbitrage, market neutral, event driven, long/short, etc.). 

Lhabitant assumes that the return on any hedge

fund can be split into two components: one

explained by the underlying risk factors and the

other remaining unexplained (an a plus an error

term «). For a given hedge fund, the beta coef-

ficients can be analysed as exposures to the

CSFB/Tremont sub-indices. The alpha coefficient

is the excess return reflecting the managerÕs

investment style. From this model, knowing the

style exposure of a hedge fund, it is possible to

apply a two-step procedure to calculate its VaR.

The first step consists of estimating the sys-

tematic risk that is the Value at Market Risk:

once the hedge fund mapped on the nine

indices (i.e. the risk factors), Lhabitant moves

the price of each risk factor down to estimate
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FoHF reporting Ð Consensus and Recommendations

In this section we will have a quick overall look at the IRC recommendations, and more particularly those
suggested by the Working Group in charge of the specific issue of FoHF. We will also make some sugges-
tions about the detailed content of periodic reports forwarded to investors by FoHF.

The reporting of a FoHF must cover information about the risk, return and positions on an actual as well as
on a stress-tested basis. Risk and return indicators supplement the data usually issued by FoHF: net asset
value per share*, net assets* (allows redemption/subscription flows that are rarely disclosed to be monito-
red), strategic allocation (by strategy, fund, sector, style, etc. and any combination of relevant criteria).

Risk and Return Analysis** 

Traditional performance measurement tools
¥ History of FoHF monthly returns (net of fees***)M,
¥ History of monthly returns (net of fees***) for each strategy and each fund in which the FoHF investsM,
¥ FoHF annualised return (net of fees***)M,
¥ Annualised return (net of fees***) for each strategy and each fund in which the FoHF investsM,
¥ FoHF year-to-date return (net of fees***)M,
¥ Year-to-date return for each strategy and each fund in which the FoHF investsM,
¥ FoHF return since inception (net of fees***) compared with a composite index of hedge funds, traditional
equity and bond indices, risk free rate,
¥ Contribution of each strategy and each fund to the FoHF performanceM,
¥ Performance attribution (analysis of excess return with a composite index: asset allocation, fund picking).

the overall impact on the portfolio. 

This gives the VaR due to market moves:

VaMRP =

Q*i being the one percentile extreme move of index i returns over
one month (assuming a 99% confidence level), r i,j the correlation
between monthly returns of hedge fund indices i & j.

With the systematic risk being estimated, the

specific risk can be deduced from the differ-

ence with total risk (i.e. fund variance: ):

The error terms are all observable on a monthly

basis, so that it is easy to obtain their empirical

distribution and calculate the percentiles.

Thus, the one percentile will be equal to the

99% Value at Specific Risk. Assuming normal-

ly distributed errors (which does not mean

normally distributed fund returns), VaSRP can

be assessed as follows: 2.33 x s « .

Hence the total VaR over a one-month interval

obtained by adding up market and specific risk

figures, accounting for their zero correlation:

This model is quite simple to implement since

it only relies on historical hedge fund returns.

It is therefore well adapted to FoHF.
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Basic Extreme Risk measures
¥ Minimum/Maximum returns, Maximum drawdown and Uninterrupted Loss with both Time to recovery and
drawdown time

Analysis of returnsÕ (non)linearity
¥ Percentage of positive/negative months, 
¥ Up months in up market,
¥ Down months in down market,
¥ Outperformance in up market,
¥ Outperformance in down market,

Analysis of returnsÕ distribution function
¥ Analysis of the distribution of returns since inception: Bera Jarque test (1987)128

¥ Annualised standard deviation and downside risk Ð square root of semi-variance Ð to take into account
asymmetrical distributionsM, 

- skewness to measure the coefficient of asymmetry of the distributionM,
- kurtosis to verify the degree of fat tails of the distributionM,

Analysis of the interaction between leverage and both credit and liquidity risks
¥ Gross and net leverage analysed at the FoHF level, but also by hedge fund, by strategy, by style, by sector,
by duration, etc., simply because an apparently low risk at the portfolio level may mask an unreasonable long
or short bet on one or many positionsM,
¥ Duration and spread duration (credit risk) for interest rate productsM,
¥ Liquidity risk evidenced by the Ljung-Box129 test of auto correlation (cf. Lo (2002)130) and measured by the
Hehrfindahl Index (cf. Getmansky, Lo and Makarov (2003)131),
¥ Liquidity ratio (Cash / Equity or Cash + Borrowing Capacity, VaR / Equity or Cash + Borrowing Capacity, Worst
Historical Drawdown/ Equity or Cash + Borrowing Capacity, Scenario Derived Market Risk Measure / Equity or
Cash + Borrowing Capacity)M.

Extreme Risks Analysis
¥ Stress testM to assess the impact on the NAV of a sudden and sharp, but plausible, change in market prices
(requirement to be satisfied: stress scenarios applied by the FoHF must be equivalent to those implemented
by the hedge funds in which the FoHF invests),
¥ Style-VaRM

¥ VaR Cornish Fisher as well as Incremental and Component VaR Cornish Fisher to assess the contribution
of each strategy, asset class or hedge fund to the portfolioÕs extreme risk.
¥ Beyond VaR (also referred to as Conditional VaR or Expected Shortfall)

Risk Adjusted Return Analysis 

At the FoHF level, by fund and strategy:
¥ Sortino ratio: more relevant than the Sharpe ratio, though it is defined from the same principle except the risk
free rate is replaced by the minimum acceptable return (MAR) targeted by the FoHF and the denominator is the
downside risk. Thus, unlike the Sharpe ratio, it does not ignore the risk of negative outliersM,
¥ Alternative Style-Risk Adjusted Performance (performance measurement taking into account investment styles),
¥ Omega ratio and Sharpe Omega ratio.

B a c k g r o u n d
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128 - Bera, A.K. and Jarque, C.M., 1987, A Test for Normality of Observations and Regression Residuals, International Statistical Review, Vol. 55, p. 163-172.
129 - Ljung, G.M. and Box, G.E.P., 1978, On a Measure of Lack of Fit in Time Series Models, Biometrika, Vol. 65, Issue 2, p. 297-303
130 - Lo, A., The Statistics of Sharpe Ratio, Financial Analysts Journal, N¡58, p. 36-50.
131 - Getmansky, M., Lo, A. and Makarov I., An Econometric Model of Serial Correlation and Illiquidity in Hedge Funds Returns, 2003, Working Paper, MIT.
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As evidenced in many studies (cf. Lo (2001)132, Asness, Krail and Liew (2000)133, Brooks and Kat (2002)134, Okunev
and White (2002)135, etc.) hedge funds are often exposed to liquidity risk due to their illiquid positions. The
negative side effect of the implied auto-correlation coefficients is simultaneously an underestimation of the
volatility and the excess kurtosis and an underestimation of the skewness. This leads to upwardly biased risk-
adjusted performance estimators. To mitigate this risk, we suggest using the methodology first introduced in
Geltner (1993)136 and implemented in Amin and Kat (2003a)137 to unsmooth return data series.

Where Rt* is the observed return in t and Rt real return obtained in t, Rt-1* 
the observed return in (t-1) and a the first order auto-correlation coefficient.

Beta & Correlation Analysis

Hedge fund exposure to risk factors is generally dynamic and often non-linear. As a result, we suggest car-
rying out the following analysis at the FoHF level, by hedge fund and strategy:
¥ Static and dynamic style analysis using pure style indices (cf. box on Edhec Alternative Indices p. 26) so as
to identify eventual style drifts,
¥ Analysis of correlations and conditional /unconditional betas with traditional equity and bond indicesM,
¥ Analysis of correlations and conditional / unconditional betas with factors corresponding to the fundÔs
investment style,
¥ Dynamic factor analysis to follow the evolution of the exposure to the underlying risk factors

It is worth noting that unsmoothing returns is particularly important when it comes to measuring hedge
fund exposure to risk factors. Again, we suggest working with unsmoothed returns (see above).

All the above-mentioned indicators provide exhaustive quantitative information and enable the FoHF to
build quality reports to final investors without disclosing single positions. For even more demanding inves-
tors, one can attempt to enhance reports by attempting to assess the alpha generated by the FoHF thanks
to multifactor/multi-index models (peer groups [cluster], implementation of implicit and explicit multifac-
tor methods, Amenc-Curtis-MartelliniÕs implicit / explicit multi-index model).

*NB. - As regards the multiplicity of risks relative to valuation (modelling, process, pricing source, size of position and seasonality), FoHF have to
make sure that the pricing rules defined by each single hedge fund in which they invest are compliant with the SECÕs recommendations (see gui-
dance on fair value pricing for funds). In this respect, procedures aimed at checking that pricing rules are actually applied should be mentioned
in a special section of the client report. 

**NB. - Exponent M mentioned with some indicators means minimum transparency requirement on a monthly basis.

***NB. - Disclosure of gross and net returns of the FoHF is also an opportunity to specify the equalisation rules. The principle behind equalisa-
tion is to ensure inequities between the investment advisor and shareholders as well as between individual shareholders in the hedge fund do
not occur when a performance-based incentive fee is paid out. Given that applicable rules are generally sophisticated and hard to understand
for shareholders and investment managers alike, some literature describing the applied mechanism in detail is often welcome. 
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132 - See Lo (2001) Ð Opus Cit. 29
133 - Asness, C., Krail, R. and Liew J., 2000, Do Hedge Funds Hedge?, Journal of Portfolio Management, Fall 2001, Vol. 28, N¡1, p. 6-19.
134 - See Brooks and Kat (2002) Ð Opus Cit. 31
135 - Okunev, J. and White D., 2002, Smooth Returns and Hedge Fund Risk Factors, Working Paper.
136 - Geltner, D., 1993, Estimating Market Values from Appraised Values without Assuming an Efficient Market, Journal of Real Estate Research, 
Vol. 8, p. 325-345.
137 - See Amin and Kat (2003a) Ð Opus Cit. 35
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Table 50

Which quantitative Indicators do you use
when monitoring manager performance?

80

Fund Selection
and Due Diligence

R e s u l t s

Identifying the most promising funds in an

investment universe that is estimated at

around 7,000 funds is an extremely ambitious

task. This is, however, what all FoHF have to do

in the end. To shed some light on investorsÕ

practices we will put them in perspective with

important issues such as the challenges raised

by hedge fundsÕ specific risk profile, the prob-

lems posed by the quality of data in the qual-

itative analysis and the difficulty quantifying

operational risks. 

Traditional performance 
measures and hedge fund 
performance monitoring: 
A match made in heaven?

Hedge funds gained dramatically in popularity

during the last bull market, drawing many man-

agers from the traditional world in their wake.

Alternative investment strategies, however, 

present some specific features and as a con-

sequence cannot be assessed in the same way

as traditional investment vehicles. The prob-

lem is that those specific characteristics clear-

ly appear to be largely ignored by the respon-

dents. While it is widely recognised that hedge

fund returns are not normally distributed (as

can be seen from Table 51, 9 out of the 13

Edhec Indices have return distributions that

depart strongly from normality), only 2% of

the respondents pay attention to the third and

fourth moments (i.e. skewness and kurtosis) of

the return distribution. Indeed, most respon-

dents continue to prefer the traditional

mean/variance framework to monitor manag-

er performance, which is confirmed by the

high percentage of investors, namely 82%,

who consider the Sharpe ratio to be an impor-

tant indicator. On the other hand, comparing

the performance of hedge funds with the risk-

free rate is obviously not consistent with the

fact that alternative investment strategies are

exposed to a great variety of risk factors. In

the same vein, only 6% of the respondents

pay attention to betas and none of them

check the investment style consistency

through style analysis. This is all the more

annoying in that performance evaluation and

exposure to risk factors (i.e. beta calculation)

are two sides of the same coin. 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
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Total Europe Very Important Important Not Very Important Not Considered

Sharpe ratio 35% 47% 11% 5%

Sortino ratio 18% 40% 11% 25%

M2 or SRAP ratios 2% 13% 27% 51%

Drawdown ratio 47% 33% 9% 5%

Return/VaR 24% 35% 15% 22%

Information ratio 27% 22% 18% 29%

Return 5% 0% 0% 0%

Semi-deviation 4% 0% 0% 0%

Historical Sharpe ratio data 4% 0% 0% 0%

Tracking error ex-ante 4% 2% 0% 0%

Correlation 4% 4% 0% 0%

Standard deviation 5% 0% 0% 0%

Beta 4% 2% 0% 0%

Alpha 4% 2% 0% 0%

Omega 2% 2% 0% 0%

B VaR 2% 0% 0% 0%

Skewness & kurtosis 2% 0% 0% 0%

BULL/BEAR 2% 0% 0% 0%

Rolling 3 year annualised returns 0% 2% 0% 0%

Recovery time 4% 0% 0% 0%



Edhec European Alternative Multimanagement Practices Survey 81

Fund Selection and Due Diligence
Traditional performance measures and hedge fund performance monitoring: 
A match made in heaven?
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Source:  Edhec Risk and Asset 
Management Research Centre

Table 51

Analysis of the return distribution of Edhec
Alternative Indices from January 1997
through July 2003

Note that 58% of the respondents declare that

they use the Sortino ratio, which shows that

most investors are concerned by the asymme-

try of the return distribution function.

Nevertheless, investors turn out to be inher-

ently affected by the practices of the tradition-

al world. While 80% of the respondents con-

sider the drawdown ratio to be important to

very important, only 2% compute a Beyond

VaR that would be much more suited to

accounting for return outliers. In the same

vein, only 4% of the respondents compute the

Omega ratio, whereas it has been evidenced in

the literature that this indicator is more appro-

priate than the famous Sharpe ratio. This

reluctance to implement a new breed of indi-

cators is all the more problematicin that

Amenc et al. (2003a)137Õrecently showed that

investors who only take first and second order

moments into account greatly underestimate

the extreme risk to which they are exposed. 

More surprising is the importance given by

49% of the respondents to the information

ratio. While most investors continue to market

hedge funds as absolute return strategies,

almost half of them pay attention to an indi-

cator that uses the tracking error (i.e. relative

risk) to adjust the performance for risk.  

 Standard Deviation Skewness Exc. Kurtosis Bera-Jarque Test*

Convertible Arbitrage 1.13%  -1.09 2.41 34.85

CTA Global 2.68% 0.13 -0.17 0.32

Distressed Securities 1.75% -1.77 8.88 300.83

Emerging Markets 4.28% -1.16 5.30 110.33

Equity Market Neutral 0.66% 0.41 0.36 2.63

Event Driven 1.83% -2.03 9.46 348.74

Fixed Income Arbitrage 1.27% -4.45 27.06 2669.98

FoHF 1.90% 0.23 2.81 26.62

Global Macro 1.96% 0.99 1.52 20.51

Merger Arbitrage 1.20% -2.21 8.99 330.33

Long Short Equity 2.36% 0.02 0.52 0.90

Relative Value 1.06% -1.33 3.39 61.05

Short Selling 6.89% 0.42 1.00 5.60

* A value greater than 5.99 (respectively 9.2) means that the hypothesis of normality may be rejected with a 95% 
(respectively 99%) confidence level.

GLOSSARY OF TERMS

The Sharpe Ratio vs. the Sortino Ratio 
These two risk-adjusted performance measures involve computing the excess return of an asset (over the
risk-free rate for the former and over a predefined Minimum Acceptable Return for the latter) per unit of risk.
The major difference is in the way the risk dimension is defined. In the Sharpe Ratio the risk is defined as the
total risk (i.e. volatility) of the asset while the downside risk (i.e. semi deviation) is used in the Sortino Ratio. 

The Information Ratio
This indicator is again a risk-adjusted performance measure which involves computing the excess return of
an asset over a benchmark per unit of risk. This time, however, only the relative risk (i.e. tracking error against
the benchmark) is taken into account. 

The Drawdown Ratio
The Drawdown Ratio involves calculating the maximum peak-to-valley drawdown. It is thus an interesting
though simplistic way to assess extreme losses. This ratio is often associated with a recovery time, i.e. the
number of days or months needed to recover losses.

137Õ - Amenc et al. 2003 - Opus Cit. 9
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The Beyond VaR (BVaR)
This measure calculates the expected shortfall provided that the VaR has been reached. This indicator is
based on Extreme Value Theory (EVT) and is thus well suited for assessing assets with fat tailed return dis-
tributions.

The M2 or Risk-Adjusted Performance (RAP)
This indicator is a classic risk-adjusted measure which involves calculating the excess return of an asset over the
risk-free rate and then leveraging it by the volatility of the asset. The result is then divided by the volatility of the
market to obtain standardised values. This measure, however, does not account for investment style differences.

Omega Ratio
This indicator is a typical gain/loss ratio. It is calculated as the ratio of the (probability-weighted) return of an
asset provided the predefined Minimum Acceptable Return has been reached by the (probability-weighted)
return of an asset in the case the predefined Minimum Acceptable Return has not been reached.

Alpha and Beta
The return of an asset can roughly be divided into two parts. First, the "normal" return which corresponds
to the market's fair reward for the risks to which the portfolio is exposed. The betas measure the exposure
of the asset to each risk factor. Second, the ÒabnormalÓ return represents the fruit of the portfolio mana-
gers' expertise. Technically speaking betas correspond to the loading factors of a regression of the assetÕs
returns onto risk factors, while alpha is the intercept of this regression.

Bull/Bear
This analysis aims to identify a potential non-linear exposure to market risk. It involves comparing the per-
formance of an asset in down- and up- markets. Note that this analysis may give some indications with
regard to the assetÕs diversification properties.
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Table 52

How important do you consider quantitative
analysis when selecting managers?

Fund Selection and Due Diligence
Traditional performance measures and hedge fund performance monitoring: 
A match made in heaven?

R e s u l t s

On the importance of 
the quality of hedge fund data 

Hedge funds tend to be very secretive with

respect to their proprietary investment strate-

gy. Investors are often provided with net of

fees returns and selected micro-economic

data (NAV, lock ups, fees, minimum invest-

ment, etc.), but hardly anything else. But with-

out any accurate information on the fundÕs

strategy it is difficult if not impossible to have

an in-depth understanding of a fundÕs poten-

tial. This problem is all the more acute in that

most alternative investment strategies turn

out to be highly sophisticated. As a result, it is

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
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Country 

Not important, we only use qualitative analysis

It is used in the screening process to draw up a fund 
list that is then subject to due diligence, but it is not taken 
into account when making the final decision

It is used in the screening process and is integrated 
into the final evaluation, with a weighting of¼ %

We use qualitative judgement from the start of the fund selection process

We use quantitative analysis to substantiate our choice

No answer

Country France Switzerland United Kingdom Total Europe

Average weight 30% 39% 38% 37%

 France Switzerland United Kingdom

 0% 0% 0%

 10% 12% 20%

 50% 41% 20%

 0% 12% 0%

 30% 29% 60%

 10% 6% 0%

Which weight does quantitative analysis represent in the final decision?
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not feasible for investors to base their deci-

sion on a purely qualitative decision process,

which is confirmed by the fact that none of

the respondents use qualitative analysis alone.

In the same vein, we can note that only 7% of

the European institutional investors (none in

France and in the UK) use qualitative judge-

ment from the very beginning of the fund

selection process. 

Investors are therefore inclined to use quanti-

tative analysis. Nevertheless, this must be

done with caveats. The alternative investment

industry is still in its infancy and available

data may not be accurate. On the one hand, as

pointed out by Liang (2003)138, over 40% of

the hedge funds contained in TASS and the

U.S. Offshore Fund Directory are not effective-

ly audited. This leaves obvious room for man-

agersÕ return manipulations and questions the

quality and accuracy of hedge fund data. As

evidenced by Okunev and White (2002)139,

stale or managed prices may lead to a signifi-

cant underestimation of volatility (up to

100%) and of the correlation with traditional

assets. This obviously distorts the perfor-

mance analysis significantly. On the other

hand, Liang (2003)140 illustrated certain dis-

crepancies as regards funds present in differ-

ent databases (HFR, TASS, US Offshore

Directory, etc.). These two points are worth

noting since as much as 67% of the respon-

dents use a database to select managers. Note

that most of them rely on one of the well-

established databases such as HFR (27%) or

TASS (32%). This raises another issue. Due to

their differences in construction methodolo-

gies or in management principles, the differ-

ent databases are known to be diversely

impacted by performance measurement bias-

es. The choice of the database may conse-

quently influence the results of the perfor-

mance analysis. As a result, 35% of the

respondents prefer to use proprietary data-

bases (i.e. generally constructed by adding

several commercially available databases) to

diversify specific risks. 

As can be seen from Table 52, quantitative

analysis plays a central role during the whole

decision process for 44% of the respondents

but only accounts for 37% in the final deci-

sion. While French investors appear to be very

prone to using quantitative analysis (50% use

it through the whole manager selection

process), British investors are much more cau-

tious with hedge fund data (only 20% use

quantitative analysis throughout the process)

and prefer to use numbers exclusively to sub-

stantiate their choice (60% in the UK com-

pared to 30% in France). This is in turn con-

firmed by the fact that only 20% of the

investors in France select managers without

using a database while 50% of the investors in

the UK do so. 

A more conservative way to use quantitative

analysis is to use it solely to screen the invest-

ment universe and set up a list of hedge funds

subject to due diligence. In this case, the use

of quantitative indicators does not impact the

final decision at all. Given the fact that the

quality of hedge fund data is subject to con-

troversy and that there is absolutely no con-

sensus about hedge fund performance persis-

tence (see box on performance persistence), it

seems cautious to limit the importance of the

quantitative analysis with respect to fund

Fund Selection and Due Diligence
On the importance of the quality of HF data 
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Graph 52

How important do you consider quantitative
analysis when selecting managers?

Europe

44%

31%

15%

7% 4%

It is used in the screening process to draw up a fund 
list that is then subject to due diligence, but it is not  
taken into account when making the final decision

Not important, we only use qualitative analysis

It is used in the screening process and is integrated 
into the final evaluation, with a weighting of¼ %

We use qualitative judgement from the start 
of the fund selection process

We use quantitative analysis to substantiate our choice

No answer

138 - Liang, B., 2003, The Accuracy of Hedge Funds Returns Ð Auditing makes a real difference, Journal of Portfolio Management, Spring 2003, 
Vol. 29, Issue 3, p. 111-122
139 - Okunev and White (2002) Ð Opus Cit. 135
140 - See Liang (2003) Ð Opus Cit. 138 



Hedge fund performance persistence Ð GŽhin (2003)141

Since many investors allocate to different hedge funds based on their track record, the measure of the perfor-
mance persistence is of major interest. This assumes, however, that the performance of hedge funds is stable
over time, which is not necessarily the case.

The notion of performance persistence means that the performance of a fund remains in the same rank rela-
tive to other funds, over successive sub-periods. For example funds can be ranked in comparison with the
median performance in a given period, or funds may be ranked into deciles based on their previous sub-per-
iod performance. In this respect a wide range of performance indicators may be used (return, alpha, Sharpe
ratio, Omega ratio, etc.). Note that performance persistence analysis is highly sensitive to the choice of this
control variable; it is thus important to select an indicator which fully captures the specific risk and return cha-
racteristics of hedge funds (e.g. fat tails) to avoid any bias in the analysis.

In order to test the persistence, several methods have been implemented in the literature. In a two period fra-
mework, a distinction can be made between nonparametric methods and parametric methods. Based on a
contingency table, nonparametric methods generally take the form of a Cross Product Ratio (CPR), a Chi-square
test or a Spearman rank correlation test. The parametric test, on the other hand, will relate to the significance
of the sign of the coefficient obtained via a cross-sectional regression. In a multi-period framework, the
Kolmogorov-Smirnov test is conducted. This test has the advantage of proposing a more marked robustness
of the results, by discriminating between the chance and skill factors. Note that biases inherited from data-
bases, such as survivorship bias or backfill bias, may lead to an overestimation of the persistence level. They
should thus be taken into account carefully. For example, in the presence of performance measurement biases,
it is generally recommended to use the Chi-square test, which turns out to be more robust than the CPR.

Considering the empirical tests of persistence applied to hedge funds, the databases, periods, performance
measures, test methods and persistence horizons differ between the studies. Even though some studies pre-
sent conflicting conclusions, the main characteristics of hedge fund performance persistence can be high-
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selection. Surprisingly, only 15% of the

respondents use quantitative analysis only for

the first screening. This is not consistent with

the fact that parsimonious use of quantitative

analysis is all the more appropriate in that the

quantitative indicators currently used to mon-

itor manager performance (see Table 50) are

not suited for assessing the performance of

hedge funds. The relative cheapness of com-

mercially available databases and the simplic-

ity of traditional risk-adjusted performance

measures certainly explain this phenomenon.

While qualitative analysis accounts for 100%

in the final decision for those who make par-

simonious use of quantitative analysis, it

accounts for as much as 63% on average for

the others. Qualitative analysis remains in

both cases predominant. How do investors

formalise qualitative analysis in such a con-

text of information scarcity?

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
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The complexity of ensuring
appropriate due diligence

In light of the numerous quantitative issues

related to the analysis of historical fund per-

formance and proper isolation of the alpha

from the premiums related to residual risk

factors, one might question the real value-

added of FoHF.

Investors usually turn to FoHF in order to bene-

fit from one of the following three advantages:

- Access to investment capacity: FoHF, especial-

ly the ones that have been operating for a long

period, might allow the investor to benefit from

an agreed access to investment capacity with

funds that are no longer open to new investors.

With such agreements, existing clients might

increase their assets allocated to a manager as

part as a capital raising round only open to

existing investors.

- Better fund selection: Investors such as High

Net Worth Individuals (HNWI) or institutional

investors might not have the capability or the

desire to perform the appropriate manager

selection, through lack of interest or because

the amounts involved do not justify internal-

ising the process. FoHF usually market them-

selves as fund pickers capable of selecting the

winning hedge fund manager through a set of

analytical techniques or through a better net-

work and access to historically high perform-

ing managers;

- Better risk management capability: We have

seen that hedge funds are exposed to a series

of risk factors that are not comparable with

the ones that can be seen in the long only uni-

verse. Measuring and managing the exposure

to these risk factors can be considered a diffi-

cult task requiring substantial investment in

people and systems, building the case for

mutualisation through FoHF.

While access to investment capacity and fund

selection are usually the selling points for

FoHF, the complexity of managing risk may

Fund Selection and Due Diligence
On the importance of the quality of HF data 
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Graph 53

How do you select managers?

lighted. Firstly, a short-term persistence, for horizons of up to six months, is generally reported by nonpa-
rametric and parametric tests in the two-period framework. When using the Kolmogorov-Smirnov test,
however, the persistence levels become less significant. Indeed, a multi-period framework allows for better
discrimination between persistence due to chance and persistence due to manager skill. It is also worth
noting that some results indicate that losersÕ persistence tends to be more significant.

Secondly, return persistence weakens as one lengthens the measurement horizons. The sensitivity of the
persistence to the test horizon becomes important when hedge funds impose lockup periods: if the lockup
period is superior to the persistence horizon, then the investor is exposed to a potential reversal tendency
of the returns reported by the hedge funds. On top of that one must bear in mind that due diligences pre-
ceding the investment phase are time consuming. It is thus extremely difficult to take advantage of short
term persistence phenomena. 

Thirdly, evidence of persistence in the higher moments of hedge fund returns, especially in the standard
deviation, seems to be found even when there is no clear evidence of performance persistence. 
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Table 54

Which qualitative criteria do you apply to due
diligence on managers?

Fund Selection and Due Diligence
The complexity of ensuring appropriate due diligence

R e s u l t s

If selecting the funds that will perform best is a

difficult goal, avoiding allocating assets to future

losers can not be considered a Ôno-brainerÕ. For

some FoHF, performing due diligence on a hedge

fund is sometimes still synonymous with per-

forming a background check on the manager

and the company and then spending a few

hours discussing the investment strategy and

the supporting infrastructure with a representa-

tive of the fund. We have seen that this

approach will not provide any sense of the real-

ity of the investmentÕs extreme risks, as the due

diligence takes place in the middle of a sales

relationship where the hedge fund is selling its

capacity rather than openly discussing strengths

and weaknesses. Instead, we emphasized that a

structured process needs to be implemented

assessing a series of risk indicators, if possible in

a systematic, repeatable and numerical approach

in order to allow for the inclusion of the results

within an allocation model.

It should be noted that for want of a capacity to

genuinely reassure themselves on the trans-

parency of the funds in which they invest,

European multimanagers rely more on the repu-

tation of their counterpartyÕs service providers

(prime brokers, custodians, auditors, etc.) than

on the operational analysis itself, notably for off-

balance sheet operations, which is not consid-

ered important or indeed not taken into account

at all by 27% of the respondents. With regards

to risk management functions, FoHF attach very

high importance to the capacity of the underly-

ing funds to implement risk controls (quality of

risk monitoring and reporting, organisation and

reliability of the position evaluation process) as

they are not themselves in control of these

processes.

remain an issue for small to medium-sized

FoHF. The risk management function encom-

passes a series of responsibilities prior to and

after the investment decision. These cover the

whole spectrum of risks, from the financial

risks associated with the various investment

strategies to the no less important operational

risk factors resulting from the highly complex

nature of hedge fund trading activity.

It is therefore not surprising to see that 33%

of FoHF managers have decided to partially or

entirely sub-contract the due diligence

process, which represents the most challeng-

ing task for risk managers. (See graph 53)

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Edhec European Alternative Multimanagement Practices Survey

 Very Important Not Very Important Not Considered

Coherence and quality of explanations regarding the investment strategy 96% 0% 0%

Quality of risk monitoring and reporting 95% 2% 0%

Verification of fund performance 91% 4% 0%

Legal soundness of the fund and the proposed contracts 87% 7% 2%

Competence and credibility of key service providers 

(prime brokers, custodians, auditors) 85% 13% 2%

Analysis of the quality and liquidity of the instruments used by the fund 84% 9% 4%

Organisation and reliability of the position evaluation process 84% 11% 2%

Quality of technical infrastructure 84% 11% 2%

Financial soundness of the manager 82% 11% 4%

Quality of the decision support model or models 80% 13% 2%

Managers© financial investment in the fund 71% 9% 9%

Analysis of off-balance sheet operations 60% 18% 9%

"Market place" opinion on the fund 47% 29% 20%

Quality of other subscribers 42% 35% 18%

Transparency of the manager 4% 0% 0%

Size 4% 0% 0%

Reputational check 4% 0% 0%

Consistency of investment process 4% 0% 0%
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Fund Selection and Due Diligence
The complexity of ensuring appropriate due diligence

R e s u l t s

Table 55

Do you have a specialised risk analysis
department?

The real cost of a due diligence process

The cost implied by a professional and repeatable due diligence process is not easy to analyse. Based on a series
of assumptions, we can however provide an idea of the economic problem relating to the due diligence process.

If we assume a FoHF that monitors a universe of 100 target funds on a permanent basis and invests in 25
of them, this situation will usually result in a minimum of 40 hedge funds to be processed in a thorough
due diligence process.
The second assumption is that 15 man-days are required on average to perform a thorough due diligence
process prior to allocating capital (2 man-days for technology, 2 man-days for the front-office, 2 man-days
for the risk management processes, 2 man-days for operations and 3 man-days for third party suppliers, 2
man-days for legal issues, 2 man-days for documentation and validation). This assumption takes into consi-
deration the initial investigation, documentation of the findings, discussion and validation with the fund
representatives and final documentation of a full due diligence report as well as travel time, usually fairly
high as the management companies are spread widely around the globe.
The first issue that will have to be solved is the problem of the skill set. We have seen that conducting due
diligence on topics related to front-office, risk management and operations or technology will require sepa-
rate profiles. Moreover, the sophistication of trading techniques and infrastructures required to support a
hedge fund will require sourcing these professionals from industries such as Investment Banking. These
resources come at a cost. As an appropriate due diligence process will require senior and experienced people,
we can estimate the average cost per year of such profiles at approximately $200,000 fully charged (this
cost includes premises, travel and any other cost related to this employeeÕs activity).
The maths is straightforward and results in a figure that might surprise more than one investor: conducting 40
due diligences in a year would cost 600 man-days, resulting in 3 full-time equivalents at a total cost of $600,000.

One can argue that the 40 investigations will not take place in one year. This might be true but our calcu-
lations do not include the cost of the continuous due diligence required after the investment is made, costs

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

This finding may be explained by the fact that

only two FoHF out of three have a specific

department in charge of risk management

(with an average of 3.7 staff members

involved), leaving one third of the funds with-

out any control on the levels of risks the

investor is exposed to (see table 55). As a

result, small to medium-sized funds that have

not developed a sufficient internal risk capa-

bility will have to rely on a less formal assess-

ment of risk exposure. 

Not surprisingly, the United Kingdom is the

country where the lowest number of funds

have an internal risk management function.

This seems to confirm that UK managers con-

sider that the best way to manage risk resides

in the quality of the selection of the managers

rather than the implementation of internal

quantitative and qualitative risk monitoring

and management departments.

Country France Switzerland United Kingdom

Yes 100% 59% 50%

No 0% 41% 50%

69%31%

Europe

Yes 

No 



The recurring question 
of transparency

Full transparency and managed accounts are

very often cited as a key element in providing

higher levels of security with hedge fund

investments. This idea does not seem to corre-

spond to the reality of FoHF, as 76% of the

funds that responded to this survey do not

require their target hedge funds to segregate

assets in a managed account (see table 57).

At first glance, managed accounts might be

seen as extremely secure as they seem to solve

a series of important issues raised by investors:

- Segregation of assets. With a managed

account structure, assets are effectively phys-

ically separated from the management com-

pany, which only receives a mandate to trade

on behalf of the account owner. This mecha-

nism effectively reduces the level of risks

related to misappropriation of funds.

Table 57

Above which amount do you require segrega-
tion of your assets in a managed account?

of external background checks, specific investigations required on sensitive topics as well as the cost of per-
forming a first level of due diligence on the 60 other funds that are situated in the investable universe.
When restated for assets under management (see table 56), the cost expressed in basis points highlights a
critical economic issue for small and medium-sized FoHF.

Table 56: Cost of operational due diligence expressed in basis points of assets under management

While these figures may look surprising at first glance, they will be realistic when one looks at the size of
teams employed by the largest FoHF, where it is not uncommon to see teams of 6-8 people involved in the
due diligence process when assets under management are greater than $2bn.

But the picture is even more worrying in the broader context of the overall FoHF universe. In its Q1 2003
Asset Management Focus, Freeman & Co. highlighted the fact that only the 50 largest FoHF globally had
assets under management above a billion, leaving all the other funds with an average of $200mn under
management. If one adds the costs of non-operational due diligence (manager checks, legal audit) to these
costs, it becomes clear that the economics of ensuring an appropriate level of due diligence can be consi-
dered an economic issue for funds of under $200-$300mn, favouring large institutions that have the capa-
city to set up and maintain strong risk management departments.

Fund Size Cost of due diligence in bpts

$50mn 120 bpts

$100mn 60 bpts

$250mn 24 bpts

$600mn 10 bpts

$1bn 6 bpts
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Country France Switzerland United Kingdom

No managed 
accounts 60% 88% 80%

2 mn 10% 0% 0%

5 mn 10% 0% 0%

10 mn 0% 0% 0%

20 mn 10% 6% 10%

30 mn 10% 0% 0%

50 mn 0% 6% 10%

Europe

76%

No managed accounts 10 mn

5 mn

2 mn 

20 mn

30 mn

50 mn

2%

5%
5%

7%

2%
3%
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- Transparent reporting. As the managed

account comprises all assets allocated to the

fund manager, reporting on the actual valua-

tion of these assets can not be biased through

the manager providing false reports on the

value of a fund. Strictly speaking, the admin-

istrator is in a position to value the funds

independently without any possible interfer-

ence by the manager.

- Transparency on the strategy and resulting

P&L (Profit and Losses). With a daily snapshot

of open positions, the FoHF is effectively in a

position to monitor the implementation of the

fund strategy and its direct results, offering

the possibility of early redemptions when the

investor is not keen to follow that investment

strategy in certain market circumstances.

However, one should not overestimate these

benefits. Not only is the cost of monitoring a

series of managed accounts extremely high

and hence only available for large FoHF, recent

cases have also proven that these benefits can

not always be fully realised:

- Structured derivatives and other complex

financial instruments can allow the manager

to divert capital from the fund to offshore

accounts without being seen as anything

other than investing in a losing strategy;

- Transparent daily reporting is nice in theory

but reaches its limitations when the staff in

charge of monitoring the hedge funds have to

validate hundreds, sometimes thousands, of

open positions, very often in totally illiquid

instruments where valuation may even come

down to the responsibility of the manager as

the independent administrator might be

caught in a situation where the only available

source for price is the front office. The ques-

tion of building permanent teams that have

the required skill set and experience to under-

stand the trades implied by a specific invest-

ment strategy on top of the control of the

daily valuations of the fund might prove

impossible to solve. Hiring experts in sophisti-

cated and highly technical disciplines in order

to provide a clerical and monitoring service

might prove challenging over time.

- Interfering with the day-to-day manage-

ment of the assets might prove dangerous

and not in line with the expectations of the

final investors. Is a FoHF manager hired to

select the best performing funds and allocate

capital in line with the risk profile of the

investor or is he hired to perform the job of

the underlying hedge fund managers?

Understanding the complex trading strategies

implemented by 20 or 30 underlying funds

might prove such a difficult task that the FoHF

may take redemption decisions that are not

consistent with its initial allocation strategy

and result in overall underperformance.

If ensuring that appropriate controls are in

place in order to make certain that the hedge

fund manager will only operate in the best

interest of his client is a required step, full

daily transparency on positions will not pro-

vide the level of guarantee required to justify

the infrastructure, team and costs implied. 

As a concluding thought, one could compare

FoHF to traditional mutual funds where, 

to our knowledge, the best level of trans-

parency a manager can expect from the com-

panies in which he invests is through quarter-

ly reporting.

Fund Selection and Due Diligence
The recurring question of transparency

R e s u l t s
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Table 58

Do you offer FoHF or pure-strategy 
manager funds?

Do specialised FoHF 
make sense? From an alpha 
to a beta logic. 

Adding value through fund picking seems to be

particularly difficult in the alternative universe.

As a result the idea that hedge funds should be

praised for their diversification benefits rather

than their ÒabsoluteÓ returns is gathering pace.

Since FoHF enabled investors to gain direct

access to diversified baskets of hedge funds at

a low cost they quickly became the most pop-

ular alternative investment vehicles.

Diversification by styles tends to offer greater

diversification effects than diversification by

managers within a style. So, how come 64% of

European multimanagers (up to 80% in the UK)

offer pure-strategy FoHF? (See table 58). Can

they really add value for investors? If so, how?

To understand the rationale of pure-strategy

FoHF one has to bear in mind that diversifying

risk implies gaining exposure to different risk

sources. Though very heterogeneous, man-

agers following the same investment style

generally trade similar assets on the same

markets. As a result, they tend to be exposed

to a set of common risk factors that are intrin-

sically associated with the strategy. Investing

in alternative investment strategies may thus

be seen as buying their specific exposure to

new risk factors (see Table 58). In this sense,

buying hedge funds amounts to buying betas;

buying pure-strategy FoHF amounts to buying

pure betas.

Diversified FoHF offer greater diversification

when evaluated on a stand-alone basis.

However, one must not forget that FoHF are

bound to be included in the investorsÕ global

allocation. FoHF should consequently be

assessed in a portfolio context for both the

risk (i.e. diversification benefits) and return

(i.e. return enhancement) dimensions. In that

respect, specialised FoHF may be particularly

attractive since they should be better at pro-

viding investors with enhanced performance

and purer betas. The reason for that is

twofold:

¥ Specialised FoHF tend to be better at Òfund

pickingÓ due to their focus on one specific

investment style,

¥ Specialised FoHF provide investors with

greater flexibility. 

Asset Allocation and 
Portfolio Construction

R e s u l t s

In this section we will review major issues

regarding the construction of hedge fund

portfolios. How can FoHF make the best use of

the diversification potential of alternative

investment strategies? How should multiman-

agers construct their portfolio to provide their

clients with optimal baskets of hedge funds?

How many funds should FoHF contain? 
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Country  France  Switzerland  United Kingdom

Yes  40%  65%  80% 

No  50%  29%  20% 

No, but 
we will soon  10%  0%  0% 

No answer  0%  6%  0% 

64%
29%

4% 4%

Yes
No
No, but we will soon
No answer

Europe
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Firstly, though all hedge funds following a

given strategy are liable to provide a FoHF

with similar betas (i.e. risk exposure), some of

them will tend to post below-average perfor-

mance while others will tend to outperform

their peers. We will refer to the former group

as beta- and to the latter as beta+. Thanks to

their high specialisation, pure-strategy FoHF

have an edge on diversified FoHF in eliminat-

ing funds with poor potential (i.e. funds

belonging to the beta- group). In other words,

given the conclusions of most studies on the

performance persistence of hedge funds, the

best FoHF may prove to be those that succeed

in constructing beta+ portfolios (i.e. elimina-

tion of worst performers) and not those that

claim to generate alpha (i.e. selection of best

performers).

Secondly, while diversified FoHF are generally

off-the-shelf products, specialised FoHF allow

for customisation. Investors can select the

optimal mix of strategies to create a portfolio

that will perfectly meet their expectations in

terms of risk (i.e. appropriate betas) and

return. Instead of investing in most alternative

investment strategies one may only need to

invest in equity-oriented or bond-oriented

strategies to improve oneÕs global portfolio

diversification. The choice of strategies will

obviously depend on the investorÕs strategic

allocation to traditional assets. Some strate-

gies will have negative or low covariance as

well as positive coskewness142 and negative

cokurtosis with stock markets (see CTA Global,

Fixed Income Arbitrage, Equity Market Neutral

in Table 59) and will thus be better at diversi-

fying equity oriented portfolios. Others will

have negative or low covariance as well as

positive coskewness and negative cokurtosis

with bond markets (see Event Driven,

Emerging Markets, Long Short Equity, Relative

Value, etc. in Table 59) and will thus be better

at diversifying bond-oriented portfolios. 

Asset Allocation and Portfolio Construction
Do specialised FoHF make sense? From an alpha to a beta logic. 
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 Edhec Indices vs. S&P500    Edhec Indices vs. Lehman Global Bond Index  

Hedge Fund Style Covariance  Coskewness*  Cokurtosis**  Covariance  Coskewness*  Cokurtosis**

Convertible Arbitrage  1.21E-04 -1.08E-06  1.28E-07  5.39E-06  3.45E-07  -7.54E-09

CTA Global  -3.61E-04 -8.80E-07  -9.00E-07  1.28E-04  9.15E-07  3.01E-07

Distressed Securities  4.24E-04 -1.44E-05  1.64E-06  -1.34E-05  1.70E-06  -1.11E-07

Emerging Markets  1.35E-03 -5.58E-05  1.84E-05  -7.51E-05  5.74E-06  -1.39E-06

Equity Market Neutral  1.47E-04 4.66E-07  2.59E-08  1.25E-05  1.37E-07  1.21E-09

Event Driven  6.11E-04 -1.77E-05  2.07E-06  -2.08E-05  2.01E-06  -1.32E-07

Fixed Income Arbitrage  -4.24E-05 9.12E-06  -6.35E-07  1.26E-05  -7.17E-07  8.03E-08

FoHF  5.58E-04 -5.71E-06  9.31E-07 -2.80E-06  9.67E-07  -4.34E-08

Global Macro  4.18E-04 8.05E-06  6.53E-07  5.25E-05  6.59E-07  7.09E-08

Long Short Equity  9.16E-04 -9.36E-06  1.41E-06  -2.58E-05  1.78E-06  -7.12E-08

Merger Arbitrage  3.49E-04 -8.58E-06  5.76E-07 -1.21E-05  7.77E-07  -3.85E-08

Relative Value  3.52E-04 -3.90E-06  2.31E-07  -1.06E-05  6.08E-07  -1.20E-08

Short Selling  -2.67E-03 -9.74E-05  -4.42E-05  9.04E-05  9.36E-06  2.48E-06

* Co-Skewness (X,Y) = E(X2Y)-2 E(XY)E(X)+2E(X)2E(Y)

** Co-Kurtosis (X,Y) = E(X3Y) ± 3E(X)3E(Y) ± 3E(X)E(X2Y) + 3E(XY)E(X)2 ± E(X3)E(Y) + 3E(X2)E(X)E(Y)

142 - Covariance coefficients indicate the extent to which two assets may produce second order moment (i.e. volatility) diversification effects when mixed. A
negative covariance indicates that the variance of the resulting portfolio could be drastically lowered. In the same spirit, coskewness and cokurtosis coefficients
indicate the extent to which two assets may produce third and fourth order moment (i.e. skewness and kurtosis) diversification effects when mixed. A positive
coskewness indicates a diversification potential on third order moments. A negative cokurtosis indicates a diversification potential on fourth order moments.

Table 59

Alternative investment strategiesÕ interaction
with traditional asset classes

Source:  Edhec Risk and Asset  Management Research Centre
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Table 60

Do you offer FoHF with specific behaviour or
diversification objectives in relation to other
asset classes?

Table 61

Do you have a team dedicated to portfolio
construction and/or economic or style return
forecasting?

Table 61

If yes how many?

Asset Allocation and Portfolio Construction
Do specialised FoHF make sense? From an alpha to a beta logic. 
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There is however one caveat. The vast major-

ity, namely 75%, of European multimanagers

have teams of 5 people on average dedicated

to portfolio construction and/or style return

forecasting (see table 61). In the case of

pure-strategy FoHF, however, investors have

to implement both strategic and tactical

style allocation themselves. This obviously

requires a high level of skill. The flexibility of

pure-strategy FoHF may thus only be tapped

by sophisticated investors or FoHF perform-

ing tactical style allocation on specialised

FoHF (though theoretically the latter solution

may first demand reform of the FoHF remu-

neration contracts in order to avoid a ÒtripleÓ

fee structure). While investing with hedge

funds remains expensive and difficult due to

strict liquidity constraints, implementing

style rotation strategies may turn out to be

favoured by the improved liquidity of FoHF. 

In this respect, numerous investable hedge

fund indices with weekly or even daily liquid-

ity have recently been launched on the mar-

ket. Investing and disinvesting dynamically

from pure-strategy FoHF may thus rapidly

become feasible at a relatively low cost. 

The specialisation logic has its limits. Unfortu-

nately, European multimanagers do not tap

into the diversification potential of alternative

investment strategies on a massive scale.Only

42% of the respondents offer funds with spe-

cific diversification objectives in relation to other

asset classes (see table 60). It is interesting to

note that only 40% of the respondents in the UK

offer FoHF with specific behaviour, which is very

low compared to the 80% who offer pure-strat-

egy FoHF (see table 58). RespondentsÕ answers

clearly signal that while investors are aware of

the advantages of specialisation in terms of fund

picking ability they do not take full advantage of

the opportunities it offers with respect to diver-

sification properties. Investors prefer to stick to

the historical absolute return paradigm rather

than seeing hedge funds as efficient diversifica-

tion tools. This is all the more regrettable in that

pure-strategy FoHF are perfectly suited for asset

allocation purposes. They tend to be more pre-

dictable than diversified FoHF that implement

style rotation strategies (i.e. tactical style alloca-

tion) and offer greater flexibility. 

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 
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42%

7%

44%

7%

Yes
No
No, but we will soon
No answer

Europe

Country  France  Switzerland  United Kingdom

Yes  40%  47%  40% 

No  40%  41%  50% 

No, but 
we will soon  10%  0%  0% 

No answer  10%  12%  10% 

75%

25%

Yes
No

Europe

Country  France  Switzerland  United Kingdom

Yes  80%  71%  80% 

No  20%  29%  20% 

Country  France  Switzerland  United Kingdom  Europe

Members 
of staff  

4  5  8  5
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The proportion of European multimanagers

with teams dedicated to economic or style

return forecasting may however prove to be

far less significant than it would appear (i.e.

75%). Since many FoHF still equate fund pick-

ing with portfolio construction it is probable

that the majority of these teams are involved

in fund selection rather than the implementa-

tion of tactical style allocation.

Asset Allocation and Portfolio Construction
Do specialised FoHF make sense? From an alpha to a beta logic. 

R e s u l t s

Table 63

Which indices do your pure-strategy 
FoHF track?

Table 64

Which market indices do you use?

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

Country France  Switzerland  United Kingdom  Total Europe

Market indices  100% 45%  25%  48%

Proprietary indices  25% 9%  25%  17%

Composite indices based 
on market indices  25% 36%  25%  32%

Others  25% 27%  25%  22%

Country France  Switzerland  United Kingdom  Total Europe

HFR 50%  20%  50%  27%

CSFB 25%  40%  50%  27%

Zurich 25% 20%  0%  13%

MSCI Indexes 
(Standard, Value, Growth) 0%  0%  50%  20%

S&P500 25%  20%  0%  13%

JPM 0%  0%  50%  13%

When it comes to evaluating pure-strategy

FoHF, the choice of the strategy benchmark is

obviously crucial. As mentioned earlier, avail-

able indices do not today provide representa-

tive conditions that would allow investors a

homogeneous overview of alternative invest-

ment strategies. As can be seen from the

diversity of the answers in table 64, the het-

erogeneity of hedge fund indices and the

complexity of alternative investment strate-

gies leave investors at a loss. While 48% of

respondents rely on market indices to track

their pure-strategy FoHF, 32% use composite

indices based on market indices and 17% use

proprietary indices as an attempt to mitigate

the specific risks of indices. More surprisingly,

respondents still seem to hesitate between

alternative indices (the most represented

indices are HFR, CSFB and Zurich) and tradi-

tional indices (with the most represented tra-

ditional indices being MSCI equity indices, the

S&P 500 and JP Morgan bond indices). 

Since the different hedge fund indices do not

cover the same investment universes and are not

constructed according to the same rules, they

are differently exposed to risk factors (see table

65), which in turn, leads to considerable hetero-

geneity in their performance (see table 11).

Total percentage exceeds 100% as answers were not exclusive
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Table 65

Sensitivity to Broad-based Risk Factors143

The Case of Fixed Income

Asset Allocation and Portfolio Construction
Do specialised FoHF make sense? From an alpha to a beta logic. 

R e s u l t s

Choosing one particular index as benchmark

may thus have significant consequences for

the FoHF manager in terms of performance

measurement.

Since the allocation and performance measure-

ment processes must use the same benchmark

to ensure a certain consistency through the

whole investment process, the choice of the

index will also profoundly impact the investorÕs

strategic allocation. As can be seen from graph

66, the heterogeneity in risk factor exposures is

largely reflected in efficient frontiers. In other

words, the investorÕs allocation to alternative

investment strategies will differ according to

the index that has been selected as benchmark.

Investors must thus pay particular attention to

the underlying benchmark when selecting a

pure-strategy FoHF. Since alternative invest-

ment strategies must be assessed in the portfo-

lio context and not on a stand-alone basis,

investors must make sure that the risk exposure

of the underlying benchmark is consistent with

their diversification strategy.

Fixed Income Market Volatility  Interest Slope of the Currency Commodity Credit Liquidity
Arbitrage Risk Risk Rate Risk Yield Curve  Risk Risk Risk Risk

CSFB  0.00  0.12  0.15  0.23  0.42  0.05  -0.38  -0.10

HFR  -0.16  0.14  0.25  0.19  0.57  0.07  -0.24  -0.18

Van Hedge  0.53  -0.47  0.09  0.02  -0.13  0.14  -0.16  -0.05

Hennessee  0.37  -0.37  0.06  0.19  0.26  0.12  -0.22  -0.12

HF Net  -0.10  0.20  0.22  0.20  0.42 0.03  -0.37  -0.01

Source: Amenc et al. (2003a)144

Graph 66

Efficient frontiers using stocks (S&P 500), 
bonds ((Lehman Global Bond Index i.e. LGBI) 
and the Fixed Income Arbitrage Style 
(from January 1996 through October 2001))
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143 - Definitions of the various risk factors: (1) Market Risk: evolution of the S&P 500 Price Index; (2) Volatility Risk: relative variations of the VIX
contract, the underlying of which is the implicit volatility of the S&P 100; (3) Interest Rate Risk: variations of the rate of return of the 3-month Treasury
bill; (4) Slope of the Yield Curve: difference between the rate of return of a bond with a 30-year maturity and that of a 3-month Treasury bill; (5)
Currency Risk: evolution of the exchange rate of the US dollar compared to a basket of foreign currencies; (6) Commodity Risk: relative price varia-
tions of a barrel of crude oil; (7) Credit risk: relative variations of the differential between the returns on bonds rated Baa and Aaa by MoodyÕs; and
(8) Liquidity:  evolution of the volume of securities exchanged on the NYSE.
144 - Amenc et al. (2003a) Ð Opus Cit. 9
145 - Amenc et al. (2003a) Ð Opus Cit. 9
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Asset Allocation: a necessary
clarification of means and
practices

Hedge funds have long been stigmatised as

Òabsolute returnÓ investment vehicles. It is

therefore no surprise that many FoHF imple-

ment a so-called bottom-up approach. Fund

picking plays a central role in their investment

process and represents the main source of

added value. Performance attributed to asset

allocation is consequently close to 0. As can be

seen from table 70, 22% of the respondents

(surprisingly none in France) rely on the bot-

tom-up approach to construct their FoHF.

Nevertheless, this approach has largely been

challenged. First, as evidenced by different

studies on hedge fund performance persis-

tence, there is at best a short-term persistence

in alphas (rarely exploitable because of lockup

periods), and most of this phenomenon is dri-

ven by losers repeating (cannot be exploited

since hedge funds cannot be shorted). Second,

Amenc et al. (2003b)146 showed that the alpha

distribution of hedge funds is fat tailed and

skewed downwards (see graph 68). On top of

that, once performance measurement biases147

have been accounted for, more than 50% (71%

when the payoff distribution pricing model

introduced by Dybvig148 is implemented or 73%

with an implicit multifactor model) of the hedge

funds have a negative alpha (see columns in

red). It thus requires more than luck to select

those that create alpha. This is confirmed in

Martin (2000)149 where the author found that

to earn an additional 50bps per month over

the period studied, a fund selector should have

been able to pick managers in the 80-90 per-

centile (depending on the hedge fund style). 

Asset Allocation and Portfolio Construction
Asset Allocation: a necessary clarification of means and practices

R e s u l t s

Graph 67

How do you construct your portfolios for
multi-strategy or multi-style funds?
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Graph 68

The alpha distribution of hedge funds150

146 - Amenc et al. (2003b) Ð Opus Cit. 46
147 - Following Fung and Hsieh (2002 Ð Opus Cit. 18), survivorship and instant history biases are assumed to account for around 4.40%.
148 - See Dybvig, P., 1988a, Inefficient dynamic portfolio strategies, or how to throw away a million dollars in the stock market, Review of
Financial Studies, 1., 67-88 and Dybvig, P., 1988b, Distributional Analysis of Portfolio Choice, Journal of Business, 61, 369-393
149 - Martin, G., 2000, Making Sense of Hedge Fund Returns: What Matters and What DoesnÕt?, Derivatives Strategy, Center for International
Securities and Derivatives Markets, University of Massachusetts
150 - To mitigate model risk, an almost exhaustive set of models has been implemented to calculate alphas. Alpha reported in the graph 
corresponds to average alpha among the models.
151 - Amenc et al. (2003b) Ð Opus Cit. 46

Total percentage exceeds 100% as answers were not exclusive
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Asset Allocation and Portfolio Construction
Asset Allocation: a necessary clarification of means and practices

R e s u l t s

Since the alpha dispersion of hedge funds

tends to increase on the downside with the

massive capital inflows, it will certainly become

even more difficult in the future for FoHF to

create alphas with fund picking. 

With the recent bear market, investors have

discovered the diversification benefits of hedge

funds and started to invest in alternative

investment strategies for their betas and not

only for their alphas. Their approach thus

became based on a mix of top-down (asset

allocation) and bottom-up (fund picking)

approaches. While the first step involves calcu-

lating the capital devoted to each investment

style (strategic and tactical style allocation), the

second involves investing the money with the

best funds (or at least avoiding investing with

worst performers). With this allocation process

FoHF can tap into two distinct sources of value

creation. The FoHF capacity to generate

sounder alphas is thus significantly improved.

Even if there are no definitive answers on the

optimal way to allocate capital with alterna-

tive investment strategies, a consensus has

nevertheless been reached on some important

issues. On the one hand, though interesting,

na•ve diversification is far from optimal, which

justifies the fact that only 22% of respondents

implement it. Indeed, when capital is allocated

evenly to the different strategies, multiman-

agers forego an important part of the value

they can create through optimal allocation.

For instance, as evidenced by Amenc and

Martellini (2002)152, the minimum variance

portfolio generated using implicit factor based

estimation techniques significantly dominates

an equally weighted portfolio.

On the other hand, the 30% of respondents

who use quantitative optimisation techniques

to construct FoHF must bear in mind that

obtaining robust results with quantitative

optimisation techniques implies using appro-

priate inputs (i.e. risk and return indicators).

For instance, if the parameter selected for risk

does not account for outliers one may expect

extreme risk to be underestimated (see graph 30)

since risk will automatically be transferred

from the second order moment (i.e. volatility)

to third and fourth order moments (i.e. skew-

ness and kurtosis). The resulting allocation will

thus be suboptimal. 

Finally, the alternative universe is complex and

evolves quickly and as a consequence the para-

meters of the optimisation program should be

forward looking. If inputs are static and esti-

mated with past information (i.e. historical

returns) the optimal allocation will certainly

not be robust. In the aftermath of the Russian

crisis in 1998 investors experienced a dramatic

convergence of correlations which is reflected

until the end of October 2000 in historical cor-

relations (note that this is due to the calcula-

tion procedure based on two-year rolling win-

dows). An investor constructing a portfolio on

the basis of style correlations in October 2000

would have faced a significant breach in the

correlation structure in November 2000 (see

graph 69). Such shocks would certainly leave

FoHF that use past correlation between styles

improperly diversified. Though less spectacular,

correlations have not been constant through

time since November 2000. This may also

impact investorsÕ diversification strategy.

Individual funds are exposed to a significant

part of specificrisk (operational risk, style drift,

Edhec European Alternative Multimanagement Practices Survey

152 - Amenc and Martellini (2002) Ð Opus Cit. 78
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etc.). Predicting correlations between funds is

thus even more challenging than for invest-

ment styles. One should consequently be care-

ful when using them in the allocation process.

In fact when top-down and bottom-up

approaches are mixed, using correlation

between funds does not make any sense. Due

diligence results are much more relevant at this

stage. Surprisingly, as much as 47% of the

respondents take correlation between funds

into account to construct their portfolios. 

Assessing the magnitude and the probability of

the occurrence of market shocks is still a chal-

lenging task. One thing, however, is sure: they

will be more frequent and stronger in the

future. It is thus crucial to implement quanti-

tative approaches based on scenarios, as 55%

(up to 70% in the UK) of respondents do. The

definition of scenarios is, however, extremely

difficult and all the more important in that the

qualitative analysis is very sensitive to it. As a

result, it is highly recommended to combine

qualitative judgement with quantitative analy-

sis. In that respect 31% of the respondents

conduct both a qualitative analysis based on

scenarios and an analysis of correlation

between styles. On the other hand, only 13%

of the respondents use both quantitative opti-

misation techniques and qualitative analysis.

Asset Allocation and Portfolio Construction
Asset Allocation: a necessary clarification of means and practices

R e s u l t s
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Russian Crisis Aftermath

Breach in Correlation Structure

Source: Edhec Risk and Asset Management Research Centre

Graph 69

Evolution of the 2-year rolling correlation
between Fixed Income Arbitrage and 
the other Alternative Investment Strategies 
(from January 1999 through July 2003)
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Table 70 

How many funds on average 
make up your own funds?

Graph 71

Consequences of an increase in the number 
of funds on third and fourth order moments

Asset Allocation and Portfolio Construction
How much diversification is enough?

R e s u l t s

How much diversification 
is enough?

As mentioned earlier, once the strategic allo-

cation has been decided, the second step is to

pick the best funds (or, more humbly, to elim-

inate the worst ones). There is still one strate-

gic question: how many funds should be

included in the portfolio? Increasing the num-

ber of funds may have adverse effects. First,

since the different alternative investment

strategies are diversely exposed to risk factors

(market, volatility, liquidity, credit risk, etc.),

the inclusion of numerous funds following

different strategies tends to diversify away

specific risks but at the same time it partly

dilutes their specific betas. In other words,

including too many funds or strategies in a

FoHF tend to highlight the exposure to market

risk since most alternative investment strate-

gies share this source of risk. As a result, cor-

relation with traditional asset classes increas-

es. This diversification overkill effect is also

accompanied by an alpha dilution as well as

additional costs. More funds effectively imply

more due diligence (in order to maintain fund

picking ability) and an improved risk monitor-

ing system (in order to maintain optimal risk

allocation). 

On the other hand, Learned and Lhabitant

(2002)154 provide evidence that when the

number of funds increases, the skewness of

the portfolio tends to decrease while its kur-

Edhec European Alternative Multimanagement Practices Survey

Skewness of the FoHF

Global Macro
Multi Strategies
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Market Neutral
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Source: Learned and Lhabitant (2002)155

Kurtosis of the FoHF
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154 - Learned and Lhabitant (2002) Ð Opus Cit. 50
155 - Learned and Lhabitant (2002) Ð Opus Cit. 50

33%

16%

5%

22%

5% 13%

5%

Fewer than 10
10 to 15
15 to 20
20 to 25
25 to 30
More than 30
No answer

Europe Country  France  Switzerland  United Kingdom

Fewer than 10 0%  6%  20%

10 to 15 0% 6% 0%

15 to 20 30% 47% 50%

20 to 25 20% 6% 10%

25 to 30 10% 0% 10%

More than 30 30% 29% 10%

No answer 10% 6% 0%
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tosis increases. The probability of extreme

events is thus increased (the magnitude of

this phenomenon depends on the strategy, see

graph 71). On the other hand, when the num-

ber of funds is too small, investors are overex-

posed to the volatility of single funds. This is

the reason why funds with high operational

risks or other flaws in their organisation or

investment process must imperatively be

eliminated to mitigate this risk. Due diligence

plays a central role at this stage. 

As a result, a trade-off must be found

between too many funds (i.e. diversification

overkill effects) and too few funds (i.e. over-

exposure to the specific risks of a single

fund). Amin and Kat (2002)156 argue that the

optimal number of funds lies between 1 and

15. In the same vein, Learned and Lhabitant

(2002)157 find that most of the diversification

effect is obtained with a basket of 5 to 10

funds (depending on the strategy).  In this

respect it is interesting to note that only 18%

of respondents effectively hold FoHF that

include fewer than 15 funds. On the other

hand, 27% of the respondents still invest

with more than 25 funds.

Asset Allocation and Portfolio Construction
How much diversification is enough?

R e s u l t s

. . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . 

156 - Amin, G. and Kat, H., 2002, Portfolios of Hedge Funds - What Investors Really Invest In, Working Paper, Alternative Investment Research Centre
157 - Learned and Lhabitant (2002) Ð Opus Cit. 50
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Performance 
and Risk Reporting

R e s u l t s

Given the limited liquidity of alternative invest-

ment vehicles, investors must pay particular

attention to the screening of funds. It is all the

more important to avoid the worst performers

in that capital redemption is restricted by lock-

up periods and advance notice constraints.

Losses would thus rapidly be compounded.

Nonetheless, once invested with a promising

fund, investors still have to concentrate on

monitoring the performance of managers and

controlling the risk. One has to bear in mind that

investing in hedge funds cannot be regarded as

a simple buy-and-hold strategy. Hedge funds

are generally poorly regulated, which leaves

much room for potential drift. Since hedge

funds also set redemption constraints it is cru-

cial to identify them as soon as possible. 

Is the fund still doing well? The first objective

of hedge fund performance reporting is pre-

cisely to inform investors about the fund per-

formance. In this respect the Sharpe ratio is

reported by 69% of the respondents (see graph

72). Again, one should be cautious when using

this indicator. As evidenced in Lo (2002)158 stale

prices alone may lead to an overestimation of

the Sharpe ratio by up to 65%. This confirms

that investors are generally provided with

inaccurate performance indicators. 

Interestingly, 84% of the respondents consider

that volatility is of major concern for their

clients. This tends to confirm that investors are

looking for diversified baskets of hedge funds.

This, in turn, indicates that alternative invest-

ment strategies are still considered a separate

class. Rather than the volatility of FoHF,

investors should assess the effect of the FoHF

on the diversification of their global portfolio.

Edhec European Alternative Multimanagement Practices Survey

158 - Lo, A., The Statistics of Sharpe Ratio, Financial Analysts Journal, Jul/Aug 2002, Vol. 58, Issue 4, p. 36-52
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Graph 73

How frequently is reporting carried out?

Graph 72

Which indicators and information do you use
for reporting to your clients?

Total percentage exceeds 100% as answers were not exclusive

Total percentage exceeds 100% as answers were not exclusive
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Unfortunately none of the respondents include

factor analysis in their reporting to emphasize

their FoHF diversification properties. 

Knowing the performance of a fund is one thing.

Understanding it is another. The second objective

of the reporting is to help investors improve their

understanding of the fund. As mentioned earlier,

investing with a fund does not only amount to

buying a managerÕs ability to generate alpha. It

also involves buying betas. Is the manager doing

well because he is very good at implementing the

strategy he claims to follow, or because he drifted

from his original strategy to take advantage of

new opportunities? Conversely, is the manager

performing badly because his strategy is suffering

from bad momentum or because he is trying to

implement strategies that he is not good at? When

FoHF are used as diversification vehicles it is obvi-

ously important to be able to answer these ques-

tions, but this is not always the case. While 62% of

the respondents include a comparison of their per-

formance with a benchmark to indicate how well

they performed against their peers, only 47% dis-

close a style analysis to show that they stuck to

their strategy. Such information must obviously be

released as frequently as possible. Again, a month-

ly periodicity seems technically and commercially

acceptable for FoHF (see graph 73). This opinion is

shared by 87% of the respondents.

Finally, does the fund still present upside poten-

tial (in terms of alpha and betas)? In other

words, is the current performance obtained at

the expense of future returns? To answer this

question, investors must be provided with qual-

ity (i.e. accurate and appropriate) information

about the fundÕs risk. However, this is not

always the case. Accuracy of information can

only be guaranteed through independent third

party certification. This turns out not to be the

case for 84% of the respondents (see graph 74).

This is obviously problematic since, as evidenced

by Liang (2003)159, the proportion of unaudited

funds is significantly higher among ÒdefunctÓ

funds (i.e. dead funds) than operating funds. 

On the other hand, reporting rarely includes

appropriate risk indicators. Only 20% of the

respondents include VaR estimation or mea-

sures of the leverage effect in their reporting. In

the same vein, none of them compute robust

extreme risk measures. This is all the more wor-

rying in that low volatility strategies are often

characterised by high extreme risks. Investors,

however, cannot assess the extent to which the

risk has been transferred from the second order

moment to third and fourth order moments

with traditional risk measures. Short volatility

strategies give a perfect illustration of this issue.

As long as the market volatility remains within

a normal range, these strategies post relatively

high returns with low volatility. Therefore those

strategies obtain very high Sharpe ratios and

may be praised for their constant returns.

However, at the first shock, losses are generally

so extreme that the majority of the funds fol-

lowing these strategies close down. Without

any accurate information about extreme risk

(BVaR, stress tests, scenario analysis, etc.)

investors cannot avoid being exposed to such

debacles. 

Performance and Risk Reporting

R e s u l t s

159 - See Liang (2003) - Opus Cit. 138

Table 74

Is your reporting certified by an independent
third party?

84%

4% 13%

Europe

Yes
No
No answer

Country  France  Switzerland  United Kingdom 

Yes  20%  12%  20%

No  80%  82%  80%

No answer  0%  6%  0%
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Graph 75

Which country do you think offers the best 
compromise between flexibility and security 
with regard to alternative investment regulations?

Regulatory Environment

R e s u l t s

Regulating or ignoring

Alternative investments have historically ori-

ginated outside the regulatory framework

that accompanies traditional investments.

This situation is the direct result of the inves-

torsÕ needs to access higher levels of flexibili-

ty for their investments and, very often, to

escape discouraging tax regimes.

On the one hand, investors in hedge funds

have been open-minded about offshore domi-

ciles to allow for greater flexibility that could

not be achieved within the traditional UCITS

or mutual fund vehicles. In the latter areas,

the regulator has maintained tight scrutiny

over investment rules such as limits on con-

centration ratios and leverage, short selling,

and has required high level checks and com-

pliance with the investment guidelines

described in publicly disclosed offering mem-

orandums. While hedge fund managers were

specifically seeking to access what was

restricted to mainstream investments, and

when there was no need for broad distribution

of products to investors such as the retail

market, the offshore route was usually well

received as the most efficient compromise.

On the other hand, in a desire to limit the

spread of unregulated investment products in

their countries, onshore regulatory and govern-

ing bodies have long favoured tight tax condi-

tions for such investments, driving even more

new capital flows towards offshore tax havens.

Recent developments in the alternative invest-

ment industry are however pushing back those

boundaries, as is the regulatory layout that alter-

native investments are developingtowards.

Promoted by an increased need for institution-

al investors to allocate capital to hedge funds,

the industry is taking a series of new require-

ments into consideration:

- need for a domicile that offers greater levels

of regulation (both for the management com-

pany and the fundsÕ legal entities) in order to

comply with the strict investment policies that

make up the institutional investment commu-

nity (insurance companies, pension funds, etc.);

- access to higher levels of liquidity and more

flexible subscription/redemption policies;

- availability of FoHF structures that allow for

complete outsourcing of the alternative

investment production capacity as well as

higher manager diversification.

In this context, it is not surprising to note that

few European countries are considered propi-

tious for the development of alternative invest-

ments, and that offshore havens are no longer

leading the way for further development.

Graphs 75 and 76 show the countries that are

considered to offer the best and worse com-

promise between flexibility and security with

regard to alternative investment regulations.

Local initiative rather than
European uniformisation

It has taken two decades for the European

Union to develop a regulatory framework that

partially standardises investment products in

the long-only world across Europe. However,

while the European framework has been built

as a consensus, it is easy to understand that the

recent regulations have been developed merely

to support a minimal set of practices that have
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Which country do you think offers the worst
compromise between flexibility and security with
regard to alternative investment regulations?

0

5

10

15

20

25

30

35

40
%

G
er

m
any

F
ra

nc
e

S
pa

in

Ja
pa

n
C

ha
nn

el I
sla

nd
s

C
ay

m
an 

Is
la

nd
s

Ita
ly

Lu
xe

m
bou

rg
S

ou
th

 A
fric

a

U
S

A

39

28

17

11

6 6 6 6 6 6



Edhec European Alternative Multimanagement Practices Survey 103

gained acceptance either due to the high

demand from investors (such as derivativesto

provide asymmetric risk profiling capabilities)

or in order to legitimise practices that repre-

sented the natural way forward for the indus-

try (such as FoHF).

While the new UCITS III directive paves the

way for the development of traditional multi-

management vehicles, the directive is

nowhere near to favouring the development

of alternative multimanagement. As a conse-

quence, the new UCITS directive is filling gaps

in the previous legislation rather than prepar-

ing a framework for the development of

sophisticated fund management techniques.

The absence of change at a European level is

naturally resulting in myriads of local initia-

tives taking place at the level of the local reg-

ulators and while, so far, hedge fund activities

were supposedly not allowed, in practice they

were tolerated in various forms (direct invest-

ment in hedge funds in diversification buckets

within regulated funds, assimilation to a secu-

rity under certain conditions such as flotation

on a public exchange), very positive recent ini-

tiatives are tending to legitimise alternative

investments and provide higher levels of flex-

ibility at a local level in return for an increased

level of regulatory scrutiny over the invest-

ment vehicle and the management company.

As an example, France is creating specific leg-

islation at the management company, product

and distribution conditions level, with a project

aimed at authorising specific vehicles (UCITS

of alternative investments) to be developed

and marketed under tight regulatory control.

Not only will managers be required to demon-

strate their ability to manage alternative

investments with appropriate resources, infra-

structure, experience and skill, through the

submission of a special activity programme,

investable underlyings will also be clearly

defined by law and restricted to funds exhibit-

ing the characteristics of securities and being

either fully regulated under French law or

respecting the requirement to be listed on a

public exchange.

Following a different route, Germany has

developed specific regulations for FoHF,

allowing for the domiciliation and distribution

of institutional and retail products that com-

ply with a series of specific criteria. With its

August 20th 2003 Investment Modernisation

Act, retail investors will be allowed to invest in

FoHF and institutional investors will have

access to capital guaranteed products, open-

ing the German market to both offshore and

onshore funds. FoHF will not be able to invest

more than 20% of the assets in a single hedge

fund to guarantee a minimum level of diversi-

fication to investors. Moreover, the act bans

FoHF from using tools such as leverage and

short-selling, and short-selling by the under-

lying funds will require a very high level of

disclosure. The new German regulations do

not offer ground as favourable as IrelandÕs for

the development of alternative investment,

but it should be seen as an incontestable

breakthrough in the acceptance of the role of

alternative investment as a risk diversifier for

financial markets.

Regulatory Environment
Regulating or ignoring

R e s u l t s
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Graph 77

Do your clients have an influence on 
the choice of legal framework available 
for your multimanagement activity?

Regulatory Environment
Local initiative rather than European uniformisation

R e s u l t s

However, the difficult existing regulatory con-

text and the limitation of the extent of new

regulations are such that it is not surprising to

see that France and Germany remain the least

desirable countries for FoHF domiciliation,

while Ireland receives the attention and pref-

erence of most respondents. The limitations

imposed by French and German regulatory

bodies (until now and even within the pro-

posed new regulatory frameworks) are not

comparable in any way with the very

favourable, flexible but still transparent envi-

ronment offered by Ireland with regard to

alternative investments:

- Being part of the European Union, Ireland

offers a high level of regulatory transparency,

responding to the needs expressed by institu-

tional investors;

- Irish regulations published in 2002 allow for

the formation of Irish retail FoHF;

- Ireland offers very propitious ground for the

development of FoHF through easy imple-

mentation of new funds (for example, the

minimal investment for a FoHF remains as lit-

tle as Û12,500);

- The Irish stock exchange offers significant

possibilities for floating alternative products,

which allows for the development of a sec-

ondary market that favours more transparent

subscription / redemption policies and sup-

ports easier access through transfer of shares

from / to investors.

This situation is reinforced by the fact that

European multimanagers strongly believe that

any decision on domiciliation is theirs. A sub-

stantial infrastructure dedicated to the finan-

cial industry, without the expenses and costs

of setting up operations in the City of London,

has become a strong competitive advantage

for Ireland.

However, the situation of London should be

analysed from a different angle. Even though

hedge fund regulation in London is not as

favourable as in Dublin, London benefits from

a tradition of cultural proximity, on the one

hand with investment banks and the pool of

resources available in the city, on the other

hand with the US and offshore environments

(notably the Channel Islands and past connec-

tions from the British Empire) through com-

mon foundations for their regulatory frame-

works and historically close relationships.

Edhec European Alternative Multimanagement Practices Survey
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As the European Union is about to take a step

forward in the long-only industry, leaving the

task of legitimising some forms of alternative

investments to local regulatory bodies, it

seems that the US is currently going a step

further by investigating the possibility of

alternative investments being fully utilised as

diversification tools within mainstream

investments.

As an example, while the SEC is clearly starting

to investigate the use of hedge fund invest-

ment strategies in registered funds, in a desire

to protect the investor from triple fees, the

27%

40%

27%

5%

No

No answer

Depends on the amount of business

Yes

Europe
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R e s u l t s

S.E.C. Report on the Implications of the Growth of Hedge Funds

Over the last six months, the United States Securities and Exchange Commission has conducted an extensi-
ve review of the implications of the growth in the hedge fund industry. This review, which includes hedge
funds and also their investment advisers and other service providers, has resulted in the publication in
September 2003 of a first report that sets forth the guiding directions for a forthcoming review and poten-
tial regulatory changes.

The study focused on a number of key areas of concern, including the recent increase in the number of
hedge fund enforcement cases, the role that hedge funds play in the financial markets and the implication
of the SECÕs limited ability to obtain information about hedge funds. The study was based on a review of 65
hedge fund advisers managing approximately 650 different hedge funds with over $160bn of assets under
management as well as numerous visits to hedge fund advisers and service providers such as prime brokers.

The study was concluded by a hedge fund roundtable that took place on May 14th and 15th 2003 where a broad
spectrum of representatives from the hedge fund industry had the opportunity to share and discuss their views.

The report of this study, which has been made publicly available, provides significant direction to future inves-
tigations and potential regulation. The SEC recommendations cover a wide series of issues that relate to regis-
tration, operations and distribution of hedge funds160:
- The Commission should consider requiring hedge fund advisers to register as an investment adviser under
the Advisers Act. With this recommendation, the regulator intends to modify the current status whereby only
the number of hedge funds managed is taken into consideration when establishing the number of investors
managed by the adviser (registration is only required above 15 investors). A major consequence of this chan-
ge would be to raise the minimum investment requirement to $750,000 or for investors to have a net worth
of $1.5 million, in order to allow performance fees to be charged.
- The Commission should consider addressing certain valuation, suitability and fee disclosure issues relating
to registered FoHF. Among the key issues affecting the development of alternative investments, the difficult
problem of pricing/valuation and fee structures is considered by the SEC to be a question that needs to be
clearly dealt with prior to extending the reach of hedge funds. It is interesting to note that the key question of
client reporting and account auditing has not resulted in the need for a specific review.
- The Commission should consider permitting general solicitation in fund offerings limited to qualified
purchasers; 
- The Commission and NASD should monitor closely capital introduction services provided by broker-dealers;
- The Commission should encourage the hedge fund industry to embrace and further develop best practices;

Regulatory Environment
Local initiative rather than European uniformisation

160 - ÒImplications of the Growth of Hedge FundsÓ, Staff Report to the United States Securities and Exchange Commission, September 2003

European regulators still have strong negative

views on funds investing in FoHF. By choosing

to forbid a practice rather than ensuring

greater transparency (e.g. authorising cascad-

ing investments of that type with fully trans-

parent visibility on fees), the regulator is pre-

venting the use of FoHF as a tool for accessing

risk diversification. This is inconsistent with the

advantages FoHF are able to provide in terms

of diversification and the need to concentrate

management of alternatives within expert

hands. As a result, the regulator is replacing

the risk related to cascading with the risk of

leaving insufficiently experienced managers to

deal with direct investments in hedge funds.

É/É
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- The Commission should continue its efforts to improve investor education regarding hedge funds;
- The Commission should consider issuing a concept release to examine the wider use of hedge fund invest-
ment strategies in registered funds.
Not only is it envisaging widening the usage of hedge funds for qualified investors and registered funds, the
SEC is seeking to address the fundamental questions that have been put forward so far to justify a careful
position with regard to hedge funds. By thinking of addressing valuation issues, potential conflicts of inter-
est for capital introduction and ensuring adequate investor education, the SEC is paving the way for a regu-
lated development of the hedge fund industry.

Far from showing a misunderstanding of the industry and a lack of education on the real risks related to alter-
native investments, this approach, which intends to address issues with an adapted regulatory framework, seems
much more ambitious than the steps taken by European regulators, who are attempting to build a regulatory fra-
mework around a product that might still not be understood correctly without allowing for its full development.

Regulatory Environment
Local initiative rather than European uniformisation

Edhec European Alternative Multimanagement Practices Survey

R e s u l t s
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P a r t n e r s

Edhec implements an active policy in the field of

finance. Its ÒRisk and Asset Management

Research CentreÓ therefore carries out numer-

ous research programmes in the areas of asset

allocation and risk management in both the tra-

ditional and alternative investment universes.

The choice of asset allocation

ÒEdhec Risk and Asset Management Research

CentreÓ structures all of its research work around

asset allocation. This issue corresponds to a gen-

uine expectation from the market. On the one

hand, the prevailing stock market situation in

recent years has shown the limitations of active

management based solely on stock picking as a

source of performance. On the other, the

appearance of new asset classes (hedge funds,

private equity), with risk profiles that are very

different from those of the traditional invest-

ment universe, constitutes a new opportunity in

both conceptual and operational terms. This

strategic choice is applied to all of the centre's

research programmes, whether they involve

proposing new methods of strategic allocation,

which integrate the alternative class; measuring

the performance of funds while taking the tacti-

cal allocation dimension of the alphas into

account; taking extreme risks into account in the

allocation; or studying the usefulness of deriva-

tives in constructing the portfolio.

An applied research approach

In a desire to ensure that the research it car-

ries out is truly applicable in practice, Edhec

has implemented a dual validation system for

the work of the centre.

All research work must be part of a research

programme, the relevance and goals of which

have been validated from both an academic

and a business viewpoint by the centre's advi-

sory board. This board is composed of both

internationally recognised researchers and the

centre's business partners.

The management of the research programmes

respects a rigorous validation process, which

guarantees both the scientific quality and the

operational usefulness of the programmes.

To date, the centre has implemented six

research programmes:

¥ Multistyle/multiclass risk allocation

This research programme has received the sup-

port of Misys Asset Management Systems and

Fimat. The research carried out focuses on the

benefits, risks and integration methods of the

alternative class in asset allocation. From that

perspective, Edhec is making a significant con-

tribution to the research conducted in the area

of multistyle/multiclass portfolio construction.

¥ Performance and style analysis 

The scientific goal of the research is to adapt

the portfolio performance and style analysis

models and methods to tactical allocation. The

results of the research carried out by Edhec

thereby allow portfolio alphas to be measured

not only for stock picking but also for style

timing. This programme is part of a business

partnership with the firm EuroPerformance

(part of the Fininfo group).

Edhec is also providing scientific support for

the production of manager rankings by the

specialised French daily LÕAgefi.

Edhec European Alternative Multimanagement Practices Survey

Edhec Risk and Asset 
Management Research Centre

Fees

Stock picking

Tactical Asset Allocation

Strategic Asset Allocation

40% 

3.5% 
11% 

45.5% 

Source: French mutual funds 1999-2001, Edhec (2001)

Explanation of the differences
in return between funds

Edhec is one of the top five
business schools in France

owing to the high quality of its
academic staff (90 permanent

lecturers from France and
abroad) and its privileged rela-

tionship with professionals that
the school has been developing
since its establishment in 1906.

Edhec Business School has 
decided to draw on its extensive

knowledge of the professional
environment and has therefore

concentrated its research on
themes that satisfy the needs of

professionals.



Edhec European Alternative Multimanagement Practices Survey 109

¥ Indices and benchmarking 

Edhec proposes an original style index con-

struction methodology for both the tradition-

al and alternative universes. These indices are

intended to be a response to the critiques

related to the lack of representativity of the

style indices that are available on the market.

The indices and benchmarking research pro-

gramme is supported by Alteram.

¥ Asset allocation and extreme risks

This research programme relates to a signifi-

cant concern for institutional investors and

their managers, that of minimising extreme

risks. It notably involves adapting the current

tools for measuring extreme risks (VaR) and

constructing portfolios (stochastic check) to

the issue of the long-term allocation of pen-

sion funds. This programme has been designed

in co-operation with Inria's Omega laboratory.

This research programme also intends to cover

other potential sources of extreme risks such as

liquidity and operations. The objective is to

allow for better measurement and modelling of

such risks in order to take them into consider-

ation as part of the portfolio allocation process. 

¥ Asset allocation and derivative instruments 

This research programme focuses on the use-

fulness of employing derivative instruments 

in the area of portfolio construction, whether

it involves implementing active portfolio 

allocation or replicating indices. "Passive"

replication of "active" hedge fund indices

through portfolios of derivative instruments is

a key area in the research carried out by

Edhec. This programme is supported by Eurex.

¥ Tactical allocation and the econometrics

of financial markets

This programme concentrates on the applica-

tion, through tactical allocation, of recent

research in the area of behavioural finance. It

involves analysing the conditions for produc-

ing alphas from the systematic component of

a stock (sector or style timing) rather than its

specific component (pure stock picking).

This research programme has received the

support of LCF Rothschild Multi Management.

Research for business

In order to facilitate the dialogue between the

academic and business worlds, the centre has

undertaken two major initiatives in 2003:

- Opening of a web site that is entirely devoted

to the activity of international research into

asset management. www.edhec-risk.com is

aimed at a public of professionals who wish to

benefit from Edhec's analyses and expertise in

the field of applied research to portfolio man-

agement such as detailed summaries, from a

business perspective, of the latest academic

research on risk and asset allocation as well as

the latest industry news assessed in the light of

the results of the Edhec Research Programme.

www.edhec-risk.com is also the official site

for the Edhec Indices.

- Launch of Edhec-Risk Advisory, the consult-

ing arm of the research centre focusing on

risk management issues within the buy-side

industry, and offering a wide range of services

aimed at supporting fund managers and their

service providers in the fields of operational

risk, best execution, structured products,

alternative investment due diligence and risk

management system implementation.

P a r t n e r s

Edhec Risk and Asset 
Management Research Centre
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Fimat

P a r t n e r s

Fimat Group, Your Global Broker

The Fimat Group is one of the worldÕs leading

global brokerage organizations.  The Group

consists of more than 1,200 staff in over 19

marketplaces and is a member of 39 deriva-

tives exchanges and 10 stock exchanges

worldwide.  At end of June 2003, Fimat exe-

cuted 224 million lots (+36% compared to

end of June 2002) and achieved a global mar-

ket share of 4.8%.

Fimat offers to financial institutions and to

large industry players the global range of

clearing and execution services on listed or

OTC derivatives and securities products such

as fixed income, tangible commodities, forex

and equities.  It also offers a multitude of tai-

lored and value-added services such as mar-

gin financing, lending and borrowing services,

centralised processing and reporting of cus-

tomerÕs portfolio, etc.

The Fimat GroupÕs strong array of electronic

trading facilities includes open e-trading solu-

tions, a foreign exchange e-trading platform

and numerous frame-to-frame solutions to

offer straight-through processing.  Combined

with a proprietary customer interface system,

Fimacis¨, clients are truly in control of their

trading needs. 

FimatÕs Commitment to the Alternative

Industry Community:

Fimat provides dedicated services for the

alternative investment community including

Money Managers, Commodity Trading

Advisors (CTAs), Hedge Funds, Feeder Fund

structures, FoHF, Family Offices and alterna-

tive investors, such as insurance companies,

banks or pension funds.

Fimat Global Fund Services team offers the

GroupÕs global range of brokerage activities

encompassing transaction, clearing, settle-

ment, custody and financing of various asset

classes. These asset classes include equities,

bonds, currencies, commodities and their

related derivative products, such as listed

futures and options, forwards, CFDs and

swaps traded on a worldwide basis.  Fimat

enables clients to trade with a variety of

investment firms whilst maintaining the cash,

securities and exchange traded/OTC deriva-

tives assets of their entire portfolio in a single

location.

In addition, Fimat, a wholly owned and inde-

pendently managed subsidiary of SG, the cor-

porate and investment banking arm of the

SociŽtŽ GŽnŽrale Group, helps leverage the

various capabilities of the broader parent com-

pany, including high-end structured products

such as equity-linked derivatives, structured

notes and other customised institutional

derivatives products, whilst enjoying the

financial strength of a strong organisation. 

For additional information, www.fimat.com
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Fimat and the Fimat Group refer to all companies or divisions of companies owned directly or indirectly by SociŽtŽ GŽnŽrale that include the ÒFimatÓname. Only Fimat USA, Inc. is a member
of the NASD and SIPC. Fimat International Banque S.A. (UK Branch) is a member of the LSE and does not deal with, or for Private Customers (as defined by the Financial Services Authority).
Fimat International Banque SA (Frankfurt Branch) only conducts business with market professionals and institutional customers. Only Fimat Canada Inc. is a member of the CIPF. Not all ser-
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Fimat is Y our Global Broker .

w w w . f i m a t . c o m

You are looking for specialist clearing and transaction services across a

wide range of products as well as lending and borrowing services.

You are active across a range of asset classes spanning equities, bonds, cur-

rencies, commodities and their related derivatives.

You require centralised processing and reporting of your portfolio whilst

enjoying the financial strength and global reach of a proactive institution.

You are a Commodity Trading Advisor, a Hedge Fund or Fund of Fund mana-

ger, an Alternative Industry Investor.

You may want to work with our Global Fund Services group.

who 
says 

you canÕt have it all?

Global coverage  Market intelligence  Made-to-measure  Professionalism

Fimat International Banque S.A. (UK Branch) - Global Fund Services Group - SG House - 41 Tower Hill - London EC3N 4SG

Contacts: Philippe Teilhard (44) 207 676 85 36 - Duncan Crawford (44) 207 676 85 04
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