A
Absolute returns, 19-23
Absolute return benchmarks, 18
Absolute return strategies, 134, 138
Adaptive style analysis, 95-99
ADF statistic, see Augmented
Dickey-Fuller statistic
After-fee returns, 345
Agency issues, 184-185
AIRAP, see Alternative investments
risk-adjusted performance
Alpha, 85
benefits of, 33-34
beta vs., 437
definition of, 262
measures of, 91-92
paying managers for, 99
in RAPMs, 423
rolling, 535-537
volatility of, 91
Alpha management,; 3¢.-37, 40-41
Alternative investnients risk-adjusted
performance (AIRAP), 403,
410-417,419-434
Altvest database, 364
Appraisal ratio, 262, 263
Arbitrage pricing theory (APT), 91,
200, 297, 299, 311-317,
320-321
Arbitrage strategies, 454, 466
ARCH (auto-regressive conditional
heteroskedasticity), 248
Arrow-Pratt coefficient, 414,
416-417
AsiaHedge database, 364
Asian carry trade, 88, 94

Index

Asian crisis (1997), 271, 573
Asian hedge funds, 357, 359-361
Asian “in” option, 583x.
Asian “out” option, 5837.
Asian tails, 582-584
Assets under management (AUM):
in Asian hedge frinds, 359
effect of, cn'veturns, 267
in funds oi vedge funds, 52, 280,
345
growth of, 355-356
in iiedge funds, 17, 52, 189
‘n long/short equity funds, 527
in portfolio insurance, 585
Asset-based factors, 92-93
Asset classes, 2635, 266
Asset concentration, 356, 478
Asymmetry (agency problem), 185
Attrition rates of hedge funds,
270-272
Audits, 609
Augmented Dickey-Fuller (ADF)
statistic, 177-178
AUM, see Assets under management
Auto-regressive conditional hetero-
skedasticity (ARCH), 248
Average maximum drawdown, 405

B

Backfill bias, 260, 349

Backtesting procedure, 171-173

Banker, Charnes, and Cooper (BCC)
model, 369-370, 372-374

Bayesian approach, 97

BCC model, see Banker, Charnes, and
Cooper model
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Benchmarks/benchmarking, 18,
367-368
with beta, 34-36
conventional asset, 204
RAPM, 405
Beta. See also Risk premiums
alpha vs., 437
as benchmark, 34-36
conditional, 27
global equity rolling, 538-540
model-constant, 531-534
model-variable, 535
size premium rolling, 540-542
value premium rolling, 542-545
Beta-adjusted return metric, 488-490
Beta exposure, 437-438
Beta management, 40
Beta neutrality, 22
Bias:
in databases, 106, 112-113,
171-173, 260-261
in hedge fund indexes, 39
and profiles of indexes, 200
Black and Scholes option pricing
model, 579
Block maxima method, 494-495
Bond floor, 589-590
Bond-plus-call PPNs, 575, 57¢
Budget constraint, 111

C

Calendar-time approach, 323-340
basic performance, 329-332
correlation, 332-336
hedge fund data used in, 324-325
hedge fund performance, 332-339
market proxy and risk-free return,

325

methodology used in, 325-328
and other studies, 339
and portfolio formation, 328-329
statistical tests used in, 329

Call options, 184, 551

Call spread structures, 580

Calmar, 405

Calyon Simulated Trading Indexes,
230-232

Capital asset pricing model (CAPM),
22,91, 325-328, 336, 337

Capital gains tax, 367

Capital preservation, 20

Capital protection fees, 583, 584

Capital structure arbitrage, 89

CAPM, see Capital asset pricing model

Capped incentive fees, 193

CARA utility, 414, 416

Carhart’s four-factor model, 388

Carhart’s momentum factor, 91

Carry trades, 88, 94

Category hedge funds, 57

CBOE (Chicago Roard Options
Exchange), 23

CBOE Volatilit 7 Index (VIX), 23

CDO (Cal'atzralized Debt Obligation)
technoiogy, 235

CLS (credit default swap), 89

(S, see Certainty equivalent

Center for International Securities and
Derivatives Markets (CISDM)
database, 38, 182

Certainty equivalent (CE), 413-416

CFOs, see Collateralized fund obliga-
tions

Change in implied volatility (VIX), 47

Checklist of questions, 612-613

Chicago Board Options Exchange
(CBOE), 23

CISDM database, see Center for Inter-
national Securities and Derivatives
Markets database

Classic tracking error variance
minimization, 167-169

Cointegration-based index tracking,
169-170, 176-178

Collateralized Debt Obligation (CDO)
technology, 235

Collateralized fund obligations
(CFOs), 235-243

credit-tranched, 238-239
and FoFs, 239-242
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investor interest in, 237-238
principal-protection of, 238-239
structure of, 236-239
Commodity index, 47
Commodity pool operators (CPOs),
12
Commodity trading advisors (CTAs),
11-12. See also Managed futures
correlation of returns for, 352-353
and global macro strategy, 49
Common factors replication, 170-171,
178-179
Comparative analysis of FoFs versus
portfolio of hedge funds, 51-80
correlation analysis in, 65, 66
decile analysis, 65, 67-74
descriptive statistics of, 57-65
at individual level, 74-78
methodology used in, 54-56
past studies of, 52-54
Complexity of hedge funds, 106,
131-136
Conditional VaR (CVaR), 454,
456-457, 461, 494
Confidence levels, 457, 470, 471
optimization vs., 459-462
and time windows, 461-468
Consistency, 355
Constant proportion porifclio
technique (CPPT); S€Y, 589-593
Constant returns to scale (CRS),
376-378
Convergence arbitrage, 320
Convertible arbitrage funds, 81,
466—468
Convertible arbitrage index, 291-293
Convertible arbitrage strategy, 48, 89
Convertible bond arbitrage, 94
COR, see Correlation profile
Core-satellite approach, 34
Correlations:
conditional, 26-27
between funds indices and passive
strategies, 332-336
of returns, 352-353

Correlation profile (COR), 152-154,
291-293

Coskewness, 516

CPOs (commodity pool operators), 12

CPPT, see Constant proportion
portfolio technique

CPPT-based PPNs, 601-604

CPPT variants, 593-595

Crash size, 589

Credit default swap (CDS), 89

Credit spreads, 8, 24, 47, 533, 534

Credit Suisse First Boston
(CSFB)/Tremont, 151

Credit-tranched securities, 238-239

Cross-efficiency mode!, 271, 374-375

CRRA utility, 413-4185, 417, 426,
430, 431, 433

CRS, see Coasiant returns to scale

CSFB eqnity long/short index, 529,

31.533-535, 537-539, 541,

G427 544, 545

CsF3/Tremont, see Credit Suisse First
Boston/Tremont

CSFB/Tremont database, 363

CTAs, see Commodity trading
advisors

CTA/global macro, 24

CTA/global macro index, 19

Cushion, 590

CVaR, see Conditional VaR

CVaR optimization, 456-457, 461

D
Dagenais—Dagenais estimator, 385
Daily indexes, 202, 205-221
factor model results from, 205-214
importance of, 198
variance decomposition results
from, 214-219
Databases:
biases in, 106, 112-113, 171-173,
260-261
data collation issues with, 348-349
and factor models for hedge funds, 92
listing of, 363-364
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Databases (continued)
main, 38, 57
selection bias in, 349
survivorship bias in, 349-351
variations in, 277-278
Data collecting process, 112-114,
348-349
Data envelopment analysis (DEA),
367-368
data used in, 368
methodology used in, 368-372
results of, 372-378
DD, see Downside deviation
DEA, see Data envelopment analysis
Decile divisions, 54-55
Decision-making units (DMUs), 368
Decision risk, 145
Decreasing returns to scale (DRS),
376-378
Dedicated short strategy, 87
Degree of control, 286
Deleverage events, 592
Deming, W. E., 6007.

Desirability Index (D-Index), 151-162

combined utilities in, 156-158
correlation domain of, 153-154
illustration of, 157-158
meaningfulness of, 160--162
risk-adjusted return domain of,
155-156
Desmoothed hedge rend returns,
123-127
D-Index, see Desirability Index
Directional funds, 58, 59
Directional strategies, 87, 89-90, 351
nondirectional vs., 59, 64, 65,
67-69, 71-74, 76-78
returns of, 138
return/volatility statistics of, 135
Directional trading strategies, 319
Discrete-time dynamic investment
model, 109-112
Discretionary managers, 90, 319,
478-479
Distressed, see HFR Distressed
securities index

Distressed debt, 88-89
Distressed debt funds, 8
Distressed/high yield strategy, 88
Distressed index, 464, 465
Distressed securities, 80
Distressed securities managers, 320
Diversification:
benefits of hedge funds for, 26-32
conditional-correlation benefit with,
26-27
with FoFs, 347-348
hedge fund indexes as benchmarks
of, 42-43
with hedge funds, 267-270
hedge funds for paittclio, 18, 53
higher-moment benefit with,
28-31
optimization scage of, 44—46
selectior. stage of, 43-44
using multimanager vehicles,
274276
Diversification by judgment, 53
Diversification skewing, 515-525
Diversified funds of funds, 80
Dividend arbitrage, 466
DMUs (decision-making units), 368
Downside deviation (DD), 405, 406,
493-494
Downside risk deviation, 301
D-ratio, 353
Drawdowns, 245-255
definition of, 246
determinants of, 254
maximum, 405
methodology used for, 248-249
with no volatility persistence, 249,
251
past studies of, 246-247
results of, 249-255
with volatility persistence, 250-252
DRS, see Decreasing returns to scale
Due diligence process, 278
Durbin’s estimator, 384-385
Dynamic hedging, 569
Dynamic hedging PPNs, 584-588
Dynamic trading, 94
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E
EACM, see Evaluation Associates
Capital Markets
EACM database, 417-421
Economic drivers, 445-451
Edhec, see Executive Development
Hautes Etudes Commerciales
Edhec Alternative Indexes, 40
Edhec equity long/short index,
529-531, 534, 537, 538, 540,
542, 544, 545
Edmond de Rothschild’s (private
bank), 52
Education, manager, 267, 271
Efficiency of FoFs, 365-379
data envelopment analysis of,
368-378
past studies of, 366-368
Efficient frontiers, 32, 148, 368-369
Efficient-frontier portfolios, 141-148
Eifuku master fund, 187-188
Emerging equity markets, 1077.
Emerging market funds, 81, 459
Emerging market strategy, 88
Empirical probability assessment
approach (EPAA), 112
EPAA (empirical probability
assessment approach), 14%
Eq Hedg, see HFR Equity Leage
index
Equally-weighted index=s, 38, 172n.
Equity-based strateges, 24
Equity debt arbitrage strategy, 89
Equity directional strategy, 90
Equity-market-neutral funds, 8, 459
and extreme risk, 463-464, 466
risk exposure of, 24
as volatility/kurtosis reducers, 15
Equity-market-neutral strategy, 48, 87
Erosion, 592
ES, see Expected shortfall
Estimation method, 112
ETFs (Exchange Traded Funds), 204
EUR, see MSCI Europe index
Evaluation Associates Capital Markets

(EACM), 38, 268, 269

Event-driven funds, 59, 80, 344, 438
Event-driven strategy, 49, 88-89, 94
EVT, see Extreme value theory
Excess return (measure), 94
Excess return on market index (Mkt),
387, 391, 393, 394, 396-399
Exchange Traded Funds (ETFs),
204
Executive Development Hautes Etudes
Commerciales (Edhec), 538
Exhaustive factors, 93
Exiting databases, 272, 302, 349
Expected shortfall (ES), 494, 500-503
Expected utility theory, 412-417
Extreme dependencics, 496-498, 508,
510-512
Extreme risk, 453-471
definitionHt, 454
empirical rzsults from studies of,
57468
EVT approaches to, 455
in individual asset classes, 498-503
management approaches to, 469
in mixed portfolios, 502-512
optimization models for, 455-457
Extreme value theory (EVT), 247,
455, 492-498
block maxima method of, 494-495
extreme dependences in, 496-498
peak-over-threshold method of,
495

F

Factor models for hedge funds, 91-94,
200

Factor regressions, 532-534

Fair value, 608

Fama-French calendar time portfolio
regressions, 327

Fama-French factors with Ibbotson’s
RATS model, 328

Fama-French three-factor model, 91,
204, 336, 338-339, 387

Far-from-equilibrium events, 574x.

Fat tails, 351, 516

Federal Reserve, 573n.
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Fees:
of FoFs for SPVs, 242
of funds of hedge funds, 103,
283-286
of hedge fund indexes, 294
of multimanager vehicles, 274
Fee structures, 181-195
agency issues with, 184-185
capped incentive, 193
competition and increasing,
189-190
deferred-compensation redesign of,
192-193
and hedge fund bubble question,
185-186
high-water-mark provisions in, 184
and hurdle rates, 191-192
“incentive fee goes to zero” problem
with, 186-187
investor attitudes toward, 187
Mandel, 190
and persistence, 188-189
RAR-based, 193-194
standard/modified, 191
and volatility, 187-188
50/50 portfolio, 11
Financial Risk Management (FRM)
database, 298-300, 302,303
Financial Times Stock Exchange
(FTSE), 538
First moment (mean); 516
First principal ccmponent (PC1), 167
Fixed income arbitrage funds, 81
and extreme risk, 466
and volatility, 438
Fixed income arbitrage strategy, 88
Fixed income directional strategy, 90
Fourth moment (kurtosis), 30, 31, 516
Fraud, hedge-fund, 609
FRM database, see Financial Risk
Management database
FRM investment strategies, 319-320
FTSE, see Financial Times Stock
Exchange
FTSE equity long/short index, 529, 531,
534, 537-540, 542, 544, 545

Funds of hedge funds (FoFs):
assets under management in, 52, 280
benefits/drawbacks of, 78-79,
366-368
beta management with, 35
classification of, 579
considerations for, 284-289
definition of, 80, 345-346
diversification of, 53
efficiency of, see Efficiency of FoFs
and extreme risk, 466
fees of, 283-286
growth of, 52, 571-574
indexes vs., 37
individual hedge funds vs., see
Comparative analysis of FoFs
versus portiolio of hedge funds
investing i1, 230
investor issucs with, 241-242
less b12s in, 261
fiahidity/volatility of, 578-584
low volatility of, 22
performance of, 280-284
portfolio insurance vs., 585-586
rankings of, 282
rationale for, 240-241
reasons for investing in, 347-348
reporting, 608, 609
representativeness of, 498
securitizing of, 239-242
strategies of, 90
style analysis of, 102-103
value-added sources for, 36
Fundamental traders, 90
Fund size, 356
Futures, see Managed futures

G

Gap, portfolio, 590

GARCH, see Generalized Auto-
regressive Conditional Hetero-
skedasticity framework

Generalized Autoregressive
Conditional Heteroskedasticity
(GARCH) framework, 247, 252,
323, 326-327, 336, 337
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Generalized least square (GLS)
method, 386

Generalized Pareto distribution (GPD),
495

Generalized Scale Classification (GSC),
379

Geographical distribution of funds,
359, 360

Germany, 571

Global capital markets, 473, 474

Global equity, 538-540

Global funds, 81, 344

Global macro and CTAs strategy, 49

Global/macro funds, 15, 81, 107, 344,
346

Global/macro managers, 319

Global/macro strategy, 89-90

GLS (generalized least squares)
method, 386

Gold carry trade, 88

Goodness-of-fit, 97, 408, 409

GPD (generalized Pareto distribution),
495

Grauer and Hakansson model, 1077.

Growth funds, 81

Growth managers, 319

Growth-optimal strategy, 109

GSC (Generalized Scale Clascitication),
379

Gulf War, first, 573

H
HDMZD, see High dividend minus
zero dividend
Hedge funds:
Asian, 342, 357, 359-361
asset growth in, 181
assets under management in, 17, 52,
189
bubble question about, 185-186
build vs. buy decision for, 274-290
checklist of questions regarding,
612-613
classification of, 344-345
complexity of, 106
databases of, 57

effects of introducing, into portfolio,
4-9

fees of, see Fees

fee structures of, see Fee structures

first, 51

FoFs vs. portfolio of, see Comparative
analysis of FoFs versus portfolio
of hedge funds

funds of, see Funds of hedge funds

geographical distribution of, 359,
360

goal of, 182

growth of, 323-324, 341

investing in, 346-348

A. W. Jones’ creaticn of, 344

literature about/ 5%-54

managed funds vs., 12

measuring ritk of, 493-494

monthly mean returns/standard
deviation of, 308, 309

ot tal funds vs., 324

ortimized portfolios and closeness
of, 562-564

private nature of, 342

reporting, 608

securitization technology applied to,
see Collateralized fund obligations

strategies used in, 19

by strategy sector, 475

2004 performance of, 274, 275

types/subtypes of, 80-81

unique features of, 343

Hedge fund indexes, 19, 37-46

asset categories of, 113, 114

“average” characteristics of,
294-295

benefits of, 294-295

calendar-time approach use of,
325

construction of, 290-293

databases used in building, 38

diversification benchmarks for,
42-43

during equity declines, 476

frequency of, 202

investability of, 40-41
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Hedge fund indexes (continued)
investing in, 289-290
optimization stage of, 44-46
peer group-based factors as, 92
performance measures for, 347
performance of, 293-294
profiles of, see Profiles of hedge

fund indexes
reconciling investability/
representativity in, 41-42
redemption policies of, 295
representativity of, 37-40
selection stage of, 43—44
shortcomings of, 38
Hedge fund index tracking, 165-179
considerations for, 166-167
data and backtesting procedure in,
171-173

models for, 167-171

out-of-sample performance analysis
in, 173-179

Hedge fund mortality, 270-272

Hedge fund returns, 136
of absolute return strategies, 134
descriptive statistics of, 343
of directional/semidirectional

strategies, 135
distributions of, 136-141

Hedge fund screening, 277-2/9

Hedge Funds Research {HrR), 57

Hedge fund strategies, -43-49
classification ¢f, 251
descriptive statistics of, 390
FRM description of, 132-133
risk-premium correlations with,

390
volatility persistence by, 250-252
volatility ranking of, 132-133
Hedge fund strategy clusters, 131,
134, 135

Hennessee database, 363

HFR, see Hedge Funds Research

HFR database, 38, 112-127, 131
bias in, 349
description/features of, 363
low survivorship bias in, 417

rolling window analysis of,

205-209, 214

HEFR dead and alive funds databases,
172

HFR Distressed securities index
(Distressed), 113, 114, 117, 118,
120-122

HFR Equity hedge index (Eq Hedg),
113, 114, 117, 118, 120-122

HFR Global Hedge Fund (HFRXGL)
index, 215-216

HFR Macro index (MACRO), 113,
114, 117, 118, 120122

HFR Merger (MERGER), 113, 114,
117, 118, 120-122

HFRXGL index, <ee i11FR Global
Hedge Fund index

High-beta funas, 528

High-beta va-1ability, 528

High dividend minus zero dividend
(HOMZD), 388, 391, 393, 394,
396-399

H:gher-moment estimators (HME)
regression, 395-400

Higher moments, 28-31, 109, 110,
115-123, 145

High minus low (HML) factor, 387,
391, 393, 394, 396-399

High-water mark (HWM), 182, 185,
186, 246, 262, 300

High-water-mark provisions, 184

HME regression, see Higher-moment
estimators regression

HML factor, see High minus low factor

Holding periods, 310

Holdings-based analysis, 86

Hot-hand effect, 299, 308

Hurdle rate, 183, 191-192

Hurst ratio, 354

HWM, see High-water mark

I

TARA (increasing absolute risk
aversion), 414

Ibbotson’s RATS model, see Returns
across time and securities technique
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Illiquidity, 108, 123-127, 608, 611
Incentive fees, 182-185, 190
average, 284, 285
capped, 193
effect of, on Sharpe ratios, 265, 267
and net return of fund, 300
RAR-based, 193-194
Increasing absolute risk aversion
(IARA), 414
Increasing returns to scale (IRS),
375-378
Index of indexes, 39
Index products, beta management
with, 35
Information ratio, 405
Instant history bias, 171, 260, 349
Institutional investors, 17-49
alpha/beta management, 33-37
benefits of hedge funds to, 18
diversification benefits for, 26-32
and fee structures, 187
and hedge fund indexes, 37-46
and risks in hedge fund strategies,
19-26
“Insurance premiums,” 438
Interest rates, 574-576, 596
International funds, 81
International Organization of
Securities Commissicns (10SCO),
609
Investability of hedge tund indexes,
40-41
Investable indexes, 40-43
Investcorp Asset Management, 235
Investment Advisers Act (1940), 611
Investment Modernization Act, 571
Investor Risk Committee of the Inter-
national Association of Financial
Engineers, 612
IOSCO (International Organization of
Securities Commissions), 609
IRS, see Increasing returns to scale

J
JAP, see MSCI Japan index

Jarque-Bera statistic, 28, 29

Jensen’s alpha, 91, 406, 410, 411,
420, 421, 424-426, 431

Jones, Albert Winslow, 51, 52, 80, 81,
344

K
Kalman filter, 85, 96, 97
Karlweis, Georges Coulon, 52
Koonmen, John, 188
Kurtosis, 4-6, 10
distribution of excess, 409, 412
and distribution of returns, 137-138
on Edhec/MSCI indexes, 28-30
equity-market-neutral funds as
reducers of, 15
of FoF vs. individual hedge funds,
57-59
as fourth :nonient, 30
fund/ass=t -anking by, 140
of manraged futures, 12, 13

I.
T 2gged volatility, 443-444
LBQ test, see Ljung-Box-Pierce Q-test
Lefevre E., 574
Lehman Global Aggregate, 529, 530,
532
Leverage, 320, 343, 356, 406, 597,
599-600
and CPPTs, 594
impact of, 428-431
Leveraged Capital Holdings, 52
Life span of hedge funds, 343
Limited borrowing constraint, 111
Linear modeling, 263-267
Liquidation bias, 260, 349
Liquidation of hedge funds, 186-187,
192-193, 271-272
Liquidity:
of FoFs for SPVs, 240-242
and volatility of FoFs, 578-584
Liquidity crisis (1998), 94
Liquidity shocks, 586
Ljung-Box-Pierce Q-test (LBQ test),
248-250
Location factors, 94
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Lockup periods, 95, 108, 109, 124,
126-127, 310
effect of, on returns, 267
and performance, 360
Long-only funds, 345
Long-only leveraged funds, 81
Long/short equity funds, 8, 81,
527-545
assets under management in, 527
classes of, 528
descriptive statistics of, 530-531
model-constant betas of, 531-534
model-variable betas of, 534
return/risk summary for, 529
risk exposure of, 24
rolling alphas of, 534-537
rolling betas of global, 538-540
rolling betas of size premium for,
540-542
rolling betas of value premium for,
542-545
style drift in, 100-102
Long/short equity strategy, 49, 87
Long-Term Capital Management
(LTCM), 271, 274, 407, 491,
512, 574
Lookback straddles, 485
Loss events, 573
Low-beta funds, 528
LPM (lower partial momerits), 405
LTCM, see Long-T2rm Capital
Managemer.<
Lyxor database, 41, 42

M
M?2 RAPM, 405, 406
M3 RAPM, 405, 406
MACRO, see HFR Macro index
Macro funds, 460. See also
Global/macro funds
Managed Account Reports (MAR),
38, 57
Managed futures, 473-490. See also
Commodity trading advisors
allocation efficiency of, 519
assets under management in, 473

characteristics of participants in,
478-479
in databases, 38
during equity declines, 474-477
fees of, 182, 183
hedge funds vs., 13, 14
investing in, 11-14
long optionality of, 517
metrics for, 485-490
in portfolio with hedge funds, 517
profile of, 225-229
trend-following approach to,
479-485
Managed futures strategy, 90
Management fees, 152, 183, 185
average, 284, 255
and net returt. o' tund, 300
and profil¢s vf indexes, 199
Managers, 305
funds vs., 300
goalsof, 182
ve:formance of, 304-307
persistence of, 298
personal capital investment of,
194-195, 344
selection of, 276-278
single vs. multiple, 272
Manager hubris, 407
Manager of managers (MOM), 12
Manager risk, 137-138
Manager selection, 19
Manager structure optimization
(MSO), 98
Mandel, Steve, 190
Mandel fee structure, 190
Man Group, 235
MAR, see Managed Account
Reports
Market Defensive funds of funds,
508
Market factor, 204
Market Model, 326
Market Model with GARCH estima-
tion, 326-327
Market-neutral category, 59
Market-neutral funds, 81, 345, 445
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Market-risk strategy, 137

Market-timing strategy, 57

MAR (minimum acceptable return),
353

Marturity, participation and, 575,
577-578

Marx, Groucho, 570

Maximum drawdown, 405

Mean-modified value at risk (MVaR),
454-456, 461

Mean returns, 308, 309, 350

Mean-variance analysis, 351

Mean-variance (MV) model, 110,
115-118

Mean-variance optimization, 455

Mean-variance portfolios, 107

MERGER, see HFR Merger

Merger arbitrage, 320

and extreme risk, 466
and volatility, 438

Merger arbitrage hedge funds, 23, 80,
88, 137

Minimum acceptable return (MAR),
353

Minimum investment required, 276,
478, 571

Mkt, see Excess return on market
index

Model-constant betas, 551-.534

Model-variable betas. 535

Moderate-beta funds; 52.8

Modern portfolic ticory, 91

Moments, higher, 28-31

MOM (manager of managers), 12

Monte Carlo simulations, 249

Monthly indexes, 202-203

Morgan Stanley Capital International
(MSCI) index, 113

MSCI Europe index (EUR), 113, 114,
117, 118, 120, 122

MSCI Japan index (JAP), 113, 114,
117, 118, 120, 122

MSCI (Morgan Stanley Capital -Inter-
national) index, 113

MSCI USA index (USA), 113, 114,
117, 118, 120, 122

MSCI World index (WORLD),
113-116, 119, 121-124
MSO (manager structure optimiza-
tion), 98
Multimanager vehicles, 273-295
and build vs. buy decision, 274-290
and database variability, 277-278
FoF investing, 280-289
hedge fund index investing,
289-295
single-manager vs., 273
staffing for screening, 278, 279
Multiperiod sampling bias, 172,
260-261
Multistrategy, 306
Multistrategy maragzsrs, 320
Mutual funds:
assets und“r ‘management in, 453
fees of,. '8
hedge ‘und performance vs., 53-54
hiedee funds vs., 324
Mutnally exclusive factors, 93
MVaR, see Mean-modified value at
risk
MVaR optimization, 455-456, 461
MYV model, see Mean-variance model

N

National Securities Markets
Improvement Act (NSMIA), 325

NAYV, see Net asset value

Negative beta funds, 528

Neiderhoffer, 407

Net asset value (NAV), 182, 184

Net return of fund, 300

Niche funds of funds, 57, 80

1987 crash, 588

No-arbitrage constraint, 200

No-category funds, 81

Noise fitting, 92

Nondirectional approach, 351

Nondirectional funds, 57-59

Nondirectional strategies, 59, 64, 65,
67-69, 71-74, 76-78

Nonnormality in hedge fund returns,

106
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Nontraditional strategies:
returns of, 137
in various market environments,
141-145
NSMIA (National Securities Markets
Improvement Act), 325

o
Offshore funds, 268, 280, 367, 608
BCC-input oriented varying RTS
model of, 372, 373
cross-efficiency model of, 374, 375
RTS model of, 375, 377
OLS, see Ordinary least squares
“1 and twenty” fee structure, 191
Onshore funds:
BCC-input oriented varying RTS
model of, 372, 374
cross-efficiency model of, 374, 376
RTS model of, 375, 378
Optimization:
Brunel’s simple approach to,
145-148
extreme-risk, 455-457, 459-462
failings of standard, 130
of hedge fund indexes, 44-46
portfolio, see Portfolio optimizazion
Options arbitrage, 466
Option-based PPNs, 601, 604
Optionlike returns, 26355 430-482
Ordinary least squares (OLS), 382,
387,392-374
OTM puts, see Out-of-the-money puts
Out-of-sample performance analysis,
173-179
Out-of-the-money (OTM) puts, 9-11,
407
Overreaction effect, 315, 317

P

Pairs trading, 466

Pal’s estimator, 385

Participation:
in CPPTs, 594
and interest rates, 575, 576
and liquidity/volatility, 579-581

Participation bias, 291
Passive indices, 331
Passive momentum strategies,
482-485
PC1, see Principal component
PCA, see Principal component
analysis
Peak-over-threshold method, 495
Pearson correlations, 411, 424
Peer group-based factors, 92
Peer grouping, 18
Peer rankings, 432-433
Performance evaluation, 53-54, 86
Performance in presence of errors in
variables, 381-4{1
data used in, 389-592
econometric raethod of studying,
383-387
higher-nioracent estimator regression
of; 295-400
QLS vegressions of, 392-394
or'cing models of, 387-389
Performance measurements, 351-353
Performance studies, 259-272
of biases in databases, 260-261
of diversification, 267-270
of linear modeling, 263-267
of persistence, 262-263
of survival analysis, 270-272
Persistence, 53-54
definition of, 298
and fee structures, 188-189
short- and long-term, see Short- and
long-term persistence
studies of performance, 262-263
volatility, see Volatility persistence
PGP, see Polynomial goal program-
ming
Phase-locking behavior, 353
PMVD, see Proportional marginal
variance decomposition
Polynomial goal programming (PGP),
14-15
Portable alpha benefits of hedge funds,
36
“Portfolio insurance,” 584-588
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Portfolios, introducing hedge funds
into, 4-9
Portfolio optimization, 547-565
and closeness of hedge funds,
562-564
and four-moment risk measure, 548
mulitple-option, 557, 559-563
robustness in, 562
Sharpe ratio of, 548-549, 552-554,
560
single-option, 552-559
testing framework for, 551-552
variance-equivalent risk measures
of, 549-551
VeR-kurtosis, 550-551, 557-559,
561-563
VeR-skewness, 549-550, 554-557,
560
Portfolio risk, 502, 504-508
Positive-carry managers, 320
Power utility functions, 109-110
Power-utility investing, 115-125, 127
PPN, see Principal protected notes
Pricing models, 387-389
Principal component analysis (PCA),
41,92, 311
Principal component factors, 23
Principal component (PC1). ©&7,
178-179
Principal protected noies (PPNs), 569,
575,576
CPPT-based, 691:-:604
dynamic hedging, 584-588
methodology/data for comparing,
595-597
option-based, 601, 604
results of comparing, 597-605
Principal-protected securities, 239
Principal protection, 574-578
Private placement managers, 320
Profiles of hedge fund indexes,
197-233
and bias, 200
Calyon Simulated Trading Indexes,
230-232
conventional asset benchmarks, 204

daily-data based, 205-221

frequency of, 202-203

importance of, 199

managed futures, 225-229

and management fees, 199

methods used for creating, 200-201

short selling indexes, 221-225

U.S. dollar as factor in, 219-221

Proportional marginal variance

decomposition (PMVD), 200-201

Q

Qualitative classification, 86
Quantitative classification, 86
Quantum Fund, 81, 546

R

Random-walk imodel, 97

RAPMs, <ce Risk-adjusted
peilarinance measures

RAR see Risk-adjusted returns

RATS technique, see Returns across
time and securities technique

RBSA, see Return-based style analysis

Real estate, 107x.

Rebalancing, 108

Redemption fees, 608

Redemption periods, 586

Redemption policies, 295, 310, 360

Regional funds, 81

Registered funds, 609

Regressions, 66

Regression-based methods, 263

Regression equation, 55, 56

Regulation D, 88-89

Regulation of hedge fund industry,
367,571, 611

Relative value funds, 459, 460,
466-467

Relative value managers, 320

Relative value styles, 87-89, 306

Reporting, 608-610

Representativity of hedge fund
indexes, 37-42

Return-based style analysis (RBSA),
84, 86, 95-96
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Returns across time and securities
(RATS) technique, 323, 327-328,
336-338

Returns-based factors, 92

Returns-to-scale (RTS) model,
371-376

Risk:

definition of, 459

drawdown-based, 247

extreme, see Extreme risk

of FoF vs. individual hedge funds,
58, 59

hedge fund, 4-9

sources of, 356-358

traditional vs. nontraditional, 454

volatility of alpha as, 91

Risk-adjusted performance measures

(RAPMs), 403-412
absolute vs. relative, 404-405
comparative rankings, 422, 423
risk of, shortfall, 406-412

Risk-adjusted returns (RAR),

152-153, 155-156
discount to, 357, 358
incentive fees based on, 193-194
persistence studies of, 310-317

Risk-arbitrage funds, 80

Risk aversion, 413, 426

Risk characteristics, 465,487,
469-471

Risk factors, 23-2¢, 4748

Risk premiums, 3,55, 486

descriptive statistics of, 390
hedge-funds correlations, 391

Risk/return trade-off, 30-32

Robertson, Julian, 81

Rolling alphas, 5§35-537

Rolling betas:

of global equity, 538-540
of size premium, 540-542
of value premium, 542-545

Rolling regressions, 84, 85, 96,
535-537

Rolling window analysis, 201,
205-214

RTS model, see Returns-to-scale model

RTS regions, 375-378

Rule 203(b)(3)—2, 611

Russian crisis, 491, 512, 572, 573,
586

S
Safer Securities Maximizing Return
(S2MART) certificate, 579n.
Sampling bias, 349
SEC, see Securities and Exchange
Commission
Second moment (variance), 516
Second moment (volatility), 28-31
Sector funds, 81, 345
Securities and Exchaige Commission
(SEC), 608, €1
hedge fund indices registered with,
325
registratior. with, 367
reguriasion D of, 88-89
Securitization:
of tunds of hedge funds, 239-242
of hedge funds, 235-243
Selection bias, 349
Self reporting, 39, 349
Self-reporting bias, 171, 302
Semidirectional strategies:
returns of, 138
return/volatility statistics of, 135
Separately managed accounts (SMAs),
294
September 11, 2001 terrorist attacks,
573
Serial correlation, 123
SHARAD (skill, history, and risk-
adjusted RAPM), 4041n., 405
Sharpe asset class model, 382
Sharpe ratio, 20, 21, 58, 59, 188,
405-407, 410, 420, 421,
423-431, 486-487, 489-490,
524-525, 548-549, 552-554, 560
Sharpe’s RBSA model, 95-96
Shock events, 573, 574n., 586
Short- and long-term persistence,
297-321
data used in study of, 299-303
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duration of, 307-310
of nonparametric individual hedge
funds, 304-307
risk-adjusted, 310-317
Short-sales constraint, 111
Short sellers, 81, 345, 423, 424, 426,
428,439, 445
Short selling indexes, 221-225
Short-term funds, 81
Simple carry trade, 94
Size premium rolling betas, 540-542
Skewness, 4-11
distribution of, 409
and distribution of returns, 137,
138
and diversification, see Diversifica-
tion skewing
on Edhec/MSCI indexes, 28-30
of FoF vs. individual hedge funds,
57,58
fund/asset ranking by, 139
global macro funds as enhancers of,
15
and managed futures, 486-489
of managed futures, 11-14
as third moment, 30
Skill, history, and risk-adjusted
RAPM, see SHARAD
Skill of managers, 18
alpha benefits representing, 33-34
excess return as easire of, 22
and growth orndustry, 572-574
measuring, 353-354
paying for, 99
Small cap versus large cap (risk factor),
47
Small minus big (SMB) factor, 387,
388, 391, 393, 394, 396-400
SMAs (separately managed accounts),
294
SMB factor, see Small minus big factor
Smoothing effect, 123-127
Smoothing method, 97
Soros, George, 81, 90, 346
Sortino ratio, 20-22, 353, 405, 406
S&P 500 return, 47

Spearman rank, 410, 426

Specialist credit, 306

Specialist credit managers, 319

Special purpose vehicles (SPVs),
236-242

SPELSI, see S&P equity long/short
Index

S&P equity long/short Index (SPELSI),

527, 529-, 534-536, 538-541,
543, 545

S&P Hedge Fund Index (SPHFI),
210-214, 217-218

SPVs, see Special purpose vehicles

S-ratio, 519-521

Ssfpack for Ox, 98

Stale pricing effect, 108, 109, 123,
488-489, 607-613

Standard deviavion, 4-9, 308, 309,
350,251,493

Stark 300 index, 12

Stavistical arbitrage, 87, 320

Sterl'ng, 405

Stock index arbitrage funds, 81

Stock selection managers, 319

Stop losses, 488

Straddles, 94

Strategic allocation, 19, 319

Strategy Classification System,
299-300

Strategy factors, 94

Strategy indexes, 41

S2MART (Safer Securities Maximizing

Return) certificate, 579n.
Style(s) of investing, 83-104
adaptive, 95-99
analysis of, 99-103
classification of, 86
convertible-arbitrage, 89
dedicated-short and equity-market-
neutral, 87
directional, 87, 89-90
emerging-market, 88
equity-debt-arbitrage, 89
event-driven, 88-89
and factor models for hedge funds,
91-94



652

INDEX

Style(s) of investing (continued)
fixed-income-arbitrage, 88
fixed-income-directional and

equity-directional, 90
fund of funds, 90
global/macro, 89-90
long/short equity strategy, 87
managed-futures, 90
and market movements, 95
relative-value, 87-89
self-declared, 83-84

Style drift, 39, 95

in long/short equity hedge funds,
100-102
peer-group analysis for detecting, 92
Style purity, 355
Survival analysis of hedge funds,
270-272
Survivorship bias, 113, 171, 172, 260,
261, 271, 272, 302, 349-351
Survivorship bias analysis, 79
Swinkels and Van der Sluis model,
96-97
Synthetic Desirability Index, see
Desirability Index
Systematic traders, 478-479

T

Tactical allocation, 19, 316

Tail estimate, 495

Target horizon, 494

TASS database, 28,57, 346, 349, 363

TASS/Tremont, see Trading Advisors
Selection System/Tremont

TASS/Tremont database, see Trading
Advisors Selection
System/Tremont database

T-bill 3 months, 47

Technical traders, 90

Technology bubble burst, 573

Technology funds, 179

Term spread, 47

TEV model, see Tracking error variance
minimization model

Third moment (skewness), 30, 31, 516

33/66 portfolio, 11

Tiger Fund, 81

Time windows, confidence levels and,
461-468

Timing issues, 590-591, 608

Total return swaps, 237

Tracking, see Hedge fund index
tracking

Tracking error, 168

Tracking error variance minimization
(TEV) model, 167-169, 173-176

Trading Advisors Selection System
(TASS)/Tremont, 346

Traditional strategies, 137, 138, 319

Tranching, 238-239

Transparency, 286, 229,294, 348

Trend-following s‘ra‘cgy, 90, 94, 310,
478-485

Treynor ratio, <105, 406, 410, 411,
422-424,426,427, 429, 431

TUNA: antabase, 364

Twain, Mark, 584

1

UMD factor, see Up minus down
factor

U.S. dollar, 48, 219-221

U.S. opportunistic funds, 81

Unit utility framework, 152-153

University endowments, 270

Up minus down (UMD) factor,
392-400

USA, see MSCI USA index

\"
Value at market risk (VaMR), 99
Value at risk (VaR), 30, 32, 98-99
of asset classes, 500-503
as risk measure, 493-494
Value at specific risk (VaSR), 99
Value funds, 81
Value premium rolling betas, 542-545
Value versus growth (risk factor), 48
Value-weighted indexes, 38, 172n.
VaMR (value at market risk), 99
Van database, 363
Van Hedge Fund Indices, 325
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VaR, see Value at risk
VaR confidence levels, 457, 459-462,
470, 471
Variable returns to scale (VRS), 369
Variance decomposition, 200-201,
214-219
Variance-equivalent risk (VeR) meas-
ures, 549-551
VaSR (value at specific risk), 99
VeR-kurtosis, 550-551, 557-559,
561-563
VeR measures, see Variance-equivalent
risk measures
VeR-skewness, 549-550, 554-557,
560
VIX (change in implied volatility), 47
VIX (Volatility Index), 23, 438-439
Volatility:
of absolute return strategies, 134
changes in, 24, 442
of directional/semidirectional
strategies, 135
and economic drivers, 445-451
equity-market-neutral funds as
reducers of, 15
and fee structures, 187-188
financial market, 442
of FoF vs. individual hedge unds,
57,58
lagged, 443-444
and liquidity of FoFs; 578-584

and participation rates, 575, 577
as second moment, 28-30
strategies/assets ranked by,
132-133
Volatility Index (VIX), 23
Volatility persistence:
and drawdowns, 245-255
methodology used in study of,
248-249
in strategy classifications, 250-252
Volatility regimes, 437-452
and hedge fund results, 444-445
statistical analysis on, 438-444
Volatility risk, 23
Volatility trading, 8
VRS (variable returns to scale), 369

W

Wien, Byron. 195

Window: dressing, 86

WQEILD, see MSCI World index

Y
Yield curve, 533, 534
Yield curve trading, 467

V4

Z.CBs, see Zero-coupon bonds
Zero-coupon bonds (ZCB), 575, 577
Z-score, 146-148

Zurich Capital Markets database, 363












