Index

Adjustable-rate mortgages
(ARMs), 32

Allocation bias, 234, 236

Allocation decisions, future, 124

AMEX Internet Index, 16

Arbitrage, 22, 43

Arbitrary investment rules,
241-242

ARM subprine niortgages, 20

Asness, Clifford, 195

Automatic selling, 25

Automatic trading, 49-50n17

Average maximum retracement
(AMR), 151, 165, 166

Average pair correlation, 279-280

Average return, 178

Back-adjusted return measures

gain-to-pain ratio (GPR),
148-149
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MAR and Calmar ratios, 150
return retracement ratio (RRR),
150-151
risk-adjusted return performance
measures, 151-154
Sharpe ratio, 142-145
Sortino ratio, 145146
strategy comparison, 154—156
symmetric downside-risk (SDR)
Sharpe ratio, 146—-147
tail ratio, 149-150
Backfilling bias, 234, 235
Backwardation, 30
Bankrupt stocks, 46
Bear market of 2008, 82
Bear market returns, 309
Bear markets, 96
vulnerability, 102
Behavioral biases, 227
Bernanke, Ben, 38
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Best strategy
risk for, 74
standard deviation, 76
Beta, 101n5, 180n4, 192
and correlation, 101, 179-180
quantitative measures, 101
Black Monday (October 19, 1987),
24-25, 26, 27
Black Tuesday (October 29, 1920),
24-25
Bottoms-up allocation, 306
Brady commission, 26
Bubbles
and crashes, 47
emotion-driven, 49n16, 49-50
housing (mid-2000s), 18, 31
Internet, 15, 46, 126
market, 47, 53
price, 46
tech, 23, 126
timing and level, 47—48
Bubbles and crashes, 47
Bull market, 125
Bull market of 2009, 82
Burn rate, 16

Calls, 93, 170
Calmar ratio, 150

and MAR ratio, 151, 153, 156, 162
Capital gains, 125, 126
Capital losses, 125, 126
Capital structure arbitrage, 206
Carve-out portfolio, 134
Catastrophe insurance, 275
Cause-and-effect relationship, 172
Church, George J., 85
Clarity Portfolio Viewer, 167, 312
Closet benchmarker, 171
Closet index fund, 79
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CNBC, 3-6
Coincident negative return (CNR)
matrix, 311-312
Collateralized debt obligations
(CDOs), 19
vs. commercial paper, 97
Commercial paper, vs. collateralized
debt obligations (CDOs), 97
Commodity Futures Trading
Commission (CFTC), 207,
215, 216
Commodity prices, 125
Commodity trading adwvisors (CTAs),
80n3, 215
Comparison pitfails
markets, 129
strategy avle, 129
time pciiod, 129
Consewvative investment, 211-212
Contango, 28
Contrarian indicator, 8
Convergence strategies, 97
Convertible arbitrage, 204
Convertible bond prices, 82
Correlation
among managers, 279
and beta, 101
beyond, 310-312
coefficient of determination, 171
definition, 169-170
down months focus, 176—178
linear relationships, 170-171
to managers, 306—307
misconceptions about, 173-176
plus beta, 179-180
within portfolios, 271
spurious, 171-173
Correlation assumptions, 20
Correlation coefficient, 169
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Correlation matrix, 309-310

Correlations going to one event,
216, 217, 269

Costs, 14

Countertrend strategies, 290

Countrywide, 32-35

Cramer, Jim, 3-6

Credit arbitrage, 205-206

Credit default swaps, 20n4, 36

Credit hedge funds, 83

Credit quality, 107

Credit rating agencies, 20, 21, 88

Credit risk, 83, 98-100

Credit spreads, 83, 98, 126

Critical financial applications, 50

CTA approaches, 208-209

The Daily Show, 4-5
Data relevance, 58, 60—61
Default risk, 19
Deficient market hypothesis. See also
Efficient market hypothesis
(EMH)
about, 1314
beating the market; 52
fundamentals vs. price moves,
27-38
hedgers and gevernments,
4243, 57
human emotions, 44—47
investment insights, 52-53
luck vs. skill, 39—40

market collapse information, 24-27

negative value assets, 21-24

the price in not always right, 15-24

Delta hedging, 204

Direct investments in hedge
funds, 218

Directional biases, 205
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Distress investments, 206
Diversification
amount of, 268-269
benefits of, 267-268
in funds of funds, 218, 232
portfolio effects, 277-281
qualification regarding, 273-274
top down approach, 306
in traditional funds, 213
Diversification benefits in hedge
funds, 215
Diversified hedge funds
investment, 212
Diversified portfeiia of hedge
funds, 214
Dollar flow, 25
Dot-com mania, 16
Doullc fee structure, 218
Deyvs Theory, 187
Downside deviation, 146, 147
Drawdowns, 213
Druckenmiller, Stanley, 43

Efficient market hypothesis (EMH),
13, 20, 21, 23, 25, 35, 37, 39,
40-42, 43, 46, 47

and empirical evidence, 14-15
flaws, 49-50

future, 50-51

world view, 24

Emerging market funds, 207

Emotional price distortion, 78

Emotion-driven bubble, 49n16,
49-50

Emotions

and fundamentals, 46

and reason, 49n16
Engelberg, Joseph, 5
Equity hedge funds, 41n11, 200
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Equity investors, 11

Equity market neutral funds, 201
Equity prices, 55

Equity trader, 18

ESW (Joseph Engelberg, Caroline

Sasseville, and Jared Williams), 6

Event driven funds, 207
Event risk, 103
Exchange rate mechanism, 43
Expert advice
Comedy Central vs. CNBC, 3-6
Elves Index, 6—8
investment insights, 11-12
paid advice, 8-11
Express return, 142
Extreme returns, 150

“Fashions in Forecasting”
(Jones), 187

Fees, 219, 232, 263
Financial crisis of 2007-2008, 225
Financial newsletters, 9

vs. S&P 500, 10
Fixed-income arbitrage, 205
Flight to safety, 96, 204, 202
Foreclosures, 35-37

and subprime ARM:; 36
Foreign exchange (IX), 215
Fortune magazine, 185, 186, 187
Fund of funds fees, 233
Fund of hedge funds, 209
Fund performance, 196, 236,

237, 263

by market or sector, 78
Fundamentals, 17, 52

change in, 77-78

and emotions, 46
Fundamentals vs. price moves

copper market price response,

28-31
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Countrywide failure, 31-35
subprime bonds and foreclosures,
35-37
Funds exposure, 196
Fung, William, 234
Future results and past results, 57
Futures, liquidity of, 216
FX (CTAs), 207-209

Gain-to-pain ratio (GPR), 148,
153, 155

Gasparino, Charlie, 4

Gate provisions, 216n2

Gates, 199, 229, 252

Gaussian copula forriiula, 20n4

Global macro-tunds, 207

Governmens, 43—44

Great Riec ssion, 31

Gross exposure, 200201

Hedge fund index biases, 233-236
Hedge fund investing
about, 211-213
advantages of, 214-215
managed futures, 214-217
rationale for, 213-214
single fund risk, 217-220
The Hedge Fund Mirage (Lack),
261, 263
Hedge Fund Research, Inc.
(HFRI), 70
Hedge funds
about, 195-196
correlation with equities, 210
direct investments in, 218
diversification benefits, 215
diversified portfolio of, 214
fear of, 223-229
vs. mutual funds, 196—-200
origins of, 185-194
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past highest return strategy, 70-77
past returns, 82
position confidentiality, 251
return/risk ratios, 214215
size, 263
structure, 193
transparency, 251
vs. Treasury bills, 263
types of, 200210
Hedge funds investment
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of diversification, 281

of future performance, 79
futures market as, 24

interest rates, 125

merger arbitrage, 81

past as, 126

past returns, 84, 85, 135, 138
return levels, 82, 138

risk, 100, 105, 107, 109, 206
volatility, 105, 111, 206

about, 211-213 Inflation, 125
advantages of, 214-215 Information

hidden risk, 83
managed futures, 215-217

availability, 40
efficient use of; 51

perception vs. reality, 211-221 Initial public ctferings (IPO), 16

rationale for, 213-214 Insider trading, 14

single fund risk, 217-220 Instituticona! 1nvestors, 218
Hedge selling, 30 Interest rates, 125
Hedgers, 42 Iit=net bubble, 15, 46, 126
Hedging, 191 lin-the-money options, 94
Hidden risk, 95 Inverse correlated fund, 296
Hidden risk evaluation Inverse relationship, 170

qualitative assessment, 102143 Investment analysis, 218

quantitative measures, 100--101 Investment decisions, 57
High-water mark, 1981.2 Investment durations, 59—61

Housing bubble (mid-2000s), 18, 31  Investment insights

Hseigh, David, 254
Hulbert Financial Digest, 8, 10
Human emotions, 44, 51, 52, 53

Idiosyncratic risk, 269, 272-273, 275
liquid porttolio, 96, 253
liquid trades, 256
Mliquidity risk, 96
Incentive fees, 193, 198, 214, 218
Index funds, 11, 53
Indicators
contrarian, 8
credit quality, 107

correlation, 182
diversification, 274—275, 277-281
hedge fund of funds, 236237
hedge funds, 220221
leverage, 245

managed accounts, 259

past performance, 166167
portfolio allocations, 313-314
porttolio considerations, 299
portfolio rebalancing, 292-293
pro-forma statistics, 136

track records, 132

volatility, 121-133

of differentiation, 306, 312 Investment principle, 176
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Investment size, maximum, 199
Investment strategies, 63—67, 71-72
Investment timing, 59

Investor behavior, 56

Investor fees, 14

Investor requirements, 199

IPO price, 21

Irrational behavior, 46—47, 50
Irrational choices, 45

Jones, Alfred Winslow, 185-194
Junk bonds, 98

Kahneman, Daniel, 45
Knowledge use, 41
Kudlow, Larry, 4

Lack, Simon, 261-263
Lagged shifts in supply, 78
Leverage, 49-50n17, 98, 126, 191,
197, 205, 268
about, 239-241
danger from, 243244
investor performance and, 242-243
and risk, 138
Leverage risk, 97-98
Leveraged EFTs, 112-120
Leveraged/rebalanced funds, 285
Liar loans, 32
Life, Liberty and Property (Jones), 186
Limit orders, 24
Linear relationships, 180
Liquidation selling, 82
Liquidations, 106, 204
Liquidity, 199
of futures, 216
Liquidity crunch, 81
Liquidity risk, 95-97
Lockups, 199, 229
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London interbank offered rate
(LIBOR), 206
London Metal Exchange, 28
Long bias position, 202
Long only hedge funds, 202
Long-Term Capital Management
(LTCM), 225-226, 239
Long-term investment, 57
Look-back period, 106
Loomis, Carol J., 185
Lowenstein, Roger, 226
Luck, 14, 39

Mad Money, 5
Madoff scandal, 225112
Managed acceurts, 248-249
advantage:c ot, 249-250
vs. fuhd., 247-263
ir-hedge funds, 251-252
individual vs. indirect management,
250-251
objections to, 253-256
Managed futures, 207209
Management fees, 198, 218
Manager performance, 70
Managers
hedge funds vs. CTA, 209
risk taking vs. skill, 127
MAR. See Minimum acceptable
return (MAR) ratio
Marcus, Michael, 11
Margin, 138n2
Margin calls, 30
Marginal production loss, 16
Market bubbles, 47, 50, 51, 53
Market direction, 196
Market neutral fund, 79
Market overvaluation, 26
Market panics, 47
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Market price
delays, 31
and inventory, 28, 31
model of, 53
Market price response, 28
Market pricing theory, 44
Market psychology, 31
Market risk, 95
Market sector
convertible arbitrage, 81-82
hedge funds and CTA funds, 80
hidden risk, 83
long-only funds, 79
market dependency, 82—83
past and future correlation, 83—84
performance impact by
strategy, 80
Market timing skill, 201
Market-based risk, 101
Maximum drawdown (MDD), 76,
150, 151, 153, 155-156,
166, 285
Mean reversion, 205
Mean-reversion strategy, 204
Merger arbitrage funds, 3¢, 81,
203-204
Mergers, cyclical veniency, 81
Metrics, 16
Minimum acceptable return (MAR)
ratio, 145, 150
and Calmar ratio, 151, 153,
156, 162
Mispricing, 23
Mocking, 5
Monetary policy, 125
Mortgage standards, 18
Mortgage-backed securities (MBSs),
20n4
Mortgages, 19, 32

Multifund portfolio, diversified, 197

Mutual fund managers, vs. hedge fund
managers, 198

Mutual funds, 70, 198

National Futures Association (NFA),
208, 215

Negative returns, 149

Negative Sharpe ratio, and
volatility, 144

Net asset valuation (NAV), 64,
64n2, 72, 213

Net exposure, 200-201

New York Stock-Zxchange
(NYSE), 24

Newsletter recommendation, 8

NINJAloans, 18

Norroa distribution, 88—89n1

DNeimally distributed returns, 88

Notional funding, 139n2

October 1987 market crash,
88—89n1

Offsetting positions, 41n10

Option ARM, 32

Option delta, 93-94

Option premium, 93

Option price, underlying market
price, 93

Option timing, 105

Optionality, 81, 82

Out-of-the-money options, 94

Outperformance, 39, 66

Pairs trading, 204

Palm, 21

Palm IPO, 22-23

Palm/3 Com, 21-24

Past high-return strategies, 77

bindex 4 October 2012; 11:58:38



340

Past performance, 305-306
back-adjusted return measures,
142-156
evaluation of, 137-167
going forward, 77
with incomplete information,
137-141
visual performance evaluation,
156—-165
Past returns
about, 55-57
and causes of future performance,
77-78
hedge funds, 82
high and low return periods, 57-63
implications of, 61
investment insights, 85
market sector, 78—85
past highest return strategy, 70-77
relevance of, 84, 85
sector selection, 63—70
select funds and, 78
sources of, 102
Past track records, 124—126
Performance-based fees, 193
Portfolio construction prir.ciples,
301-314
Portfolio fund risl-, 107
Portfolio insurance, 25
Portfolio optimization, 301-314
past returns, 302-303
volatility as risk measure, 304
Portfolio optimization software, 56
Portfolio rebalancing
about, 283-286
clarification, 291
effect of, 291
reason for, 290-291
test for, 286—290
Portfolio risks, 278
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Portfolio volatility, 267
Price aberrations, 23
Price adjustment timing, 31
Price bubble, 46
Price change distribution, 26
The price in not always right
dot-com mania, 16
Pets.com, 15-16
subprime investment, 17-21
Pricing models, 19
Prime broker, 251, 252
Producer short covering, 30
Professional management, 232
Profit incentives, 193
Pro-forma statistis, 133—136
Pro-forma vs.actual results, 134—-135
Program. sales 26
Prospect-tieory, 45
Puts; %5, 170

Quantitative measures
beta, 101
correlation, 100-101
monthly average return, 101-102

Ramp-up period underperformance,
256

Random selection, 11
Random trading, 232
Random walk process, 26
Randomness risk, 269-272, 275
Rare events, 228
Rating agencies, 20, 21, 88
Rational behavior, 44, 46
Redemption

frequency, 199

notice, 199

penalties, 229
Redemption liquidity, 253
Relative velocity, 192—-193
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Renaissance Medallion fund,
3940, 84
Return periods, high and low
long term investment, 59-63
S&P performance, 57-59
Return retracement ratio (RRR),
153—-154, 155-156
Return/risk performance, 70
Return/risk ratios, 203, 287, 289
vs. return, 141, 305
Returns, 56
comparison, 138
measures, 142
relative vs. absolute objective,
197-198
Reverse merger arbitrage, 204
Risk
assessment of, 228
for best strategy, 74
and leverage, 138

measurement vs. failure to measurc,

8788
measures of, 67—68
perception of, 227
vs. volatility, 305
Risk assessment, 99
Risk aversion, 45
Risk evaluation, S3
Risk management, 191
Risk management discipline, 104
Risk measurement vs. no risk
measurement, 88
Risk mismeasurement
asset risk, 107
vs. failure to measure, 87—88
hidden risk, 95-100
hidden risk evaluation, 100-103
investment insights, 109—110
problem source, 92-95
value at risk (VaR), 105-107
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volatility as risk measure, 88-92
volatility vs. risk, 103-105
Risk reduction, 267
Risk types, 95-100
Risk-adjusted allocation, 307-309
Risk-adjusted return, 141
Risk/return metrics, 76
Risk/return ratios, 68
Rolling window return charts,
158-162
Rubin, Paul, 127
Rubinstein, Mark, 27
Rukeyser, Louis, 6-7

S&P 500, vs. finciicial newsletters, 10
S&P 500 irdex, 55
S&P retuins, 59
study of, 57
Sasseville, Caroline, 5
Schwager Analytics Module, 167, 312
SDR Sharpe ratio, 155
Sector approach, 67
Sector funds, 203
Sector past performance, 79
Securities and Exchange Commission
(SEC), 191
Select funds, past returns and, 78
Selection bias, 233, 235
Semistrong efficiency, 14
Shakespearian monkey argument, 40
Sharpe ratio, 152, 154, 296
back-adjusted return measures,
142-145
vs. Gain-to-pain ratio, 148
negative, 144
and Sortino ratio, 152—153
and volatility, 144
Short bias equity hedge funds,
202-203
Short selling, 188, 197
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Short volatility risk, 95
Side pockets, 200, 252
Simons, Jim, 39
Soros, George, 43
Sortino ratio, 154—155
and Sharpe ratio, 152-153
upward bias in, 146
Speculative buying, 78
Speculators, 43
Standard deviation, 67—68, 76, 88, 89,
213, 285, 287
and expected return, 89
maximum drawdown (MDD), 68
Stark & Company, 286
Statistical arbitrage, 49-50n17,
204-205
Stewart, Jon, 3—6
Stock index, 41
Stock market news, 37-38
Stock selection, 190-191
Stock-picking skills, 201
Strategy overcrowding, 78
Strategy periods, 73
Strike price, 93, 170
Strong efficiency, 14
Subprime ARMs, and foreclosure, 36
Subprime bonds, 35-37
Subprime borrowers, 32
Subprime loans, 35-37
Subprime mortgage crisis, 17
Survivorship bias, 233, 235, 286
Systematic trend following, 208,
209, 280

Tail ratio, 149-150, 152, 153,
154, 155

Tail risk, 306

Tech bubble, 23, 126

Technical analysis, 14, 189
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Termination bias, 234, 235-236
“The Jones Nobody Keeps Up With”
(Loomis), 185
Thematic portfolios, 209
3Com, 21-22
Time magazine, 186
Track records
comparison pitfalls, 128—129
data relevance, 124-126
good past performance, 126—127
hidden risk, 123—-124
length of, 129-131
portfolio managers, 130
strategy and portfaio
changes, 13(@
strategy effitagy, 130
Tranches, 17 1Y, 47
Transactiow slipping, 14
Trend-tollowing strategies, 83, 290
Tuhpmania, 47
Twersky, Amos, 45
Two-direction underwater curve

2DUC), 164

Underwater loans, 33
Unexpected developments, 37

Visible risk, 95
Visual performance evaluation
net asset valuation (NAV) charts,
156-158
rolling window return charts,
158-162
underwater curve and 2DUC
charts, 162—-165
Volatility
about, 112-113
downside and upside, 152
and downside risk, 92
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high, 295-299 Wall Street Week, 6

high upside, 143n4 Weak efficiency, 14

impact of, 296297 When Genius Failed (Lowenstein), 226

implied, 170n1 ‘Whipsaw losses, 83

increases in, 93 Williams, Jared, 5

and negative Sharpe ratio, 144 Worst-case loss estimate, 105—106,

as risk proxy, 103 163, 306
Volatility funds, 89 Worst-case outcomes, 161
Volatility-based estimates, and risk

evaluation, 94 Ziemba, William T., 146
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