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Introduction
Style Allocation Versus Fund Picking

• T h r e e  t y p e s  o f  v a l u e  a d d e d  b y  a l t e r n a t i v e  m u l t i -m a n a g e m e n t  
i n d u s t r y
– S t r a t e g i c  s t y l e  a l l o c a t i o n  d e c i s i o n s
– T a c t i c a l  s t y l e  a l l o c a t i o n  d e c i s i o n s
– F u n d  p i c k i n g  d e c i s i o n s

• W e  h a v e  ( s t r o n g )  e v i d e n c e  t h a t  s t y l e  a l l o c a t i o n  d e c i s i o n s  m a t t e r
( a t  l e a s t )  a s  m u c h  a s  f u n d  p i c k i n g  d e c i s i o n s

 Total Added 
V alu e 

V alu e Added at 
S tr ateg i c  

Alloc ati on  L ev el 
V alu e Added at 
Tac ti c  Alloc ati on  

L ev el 
V alu e Added 

at F u n d 
P i c k i n g  L ev el 

Av er ag e 0 . 5 8 %  0 . 5 6 %  -0 . 1 2 %  0 . 1 4 %  
S tan dar d D ev i ati on  3 . 4 4 %  4 . 5 0 %  0 . 6 5 %  4 . 1 8 %  

%  P os i ti v e 5 5 . 0 6 %  5 2 . 8 1 %  4 3 . 8 2 %  4 3 . 2 6 %  
Av er ag e Added V alu e 2 . 8 4 %  3 . 5 0 %  0 . 3 5 %  3 . 4 3 %  

%  N eg ati v e 4 4 . 9 4 %  4 7 . 1 9 %  5 6 . 1 8 %  5 6 . 7 4 %  
Av er ag e Added V alu e -2 . 1 8 %  -2 . 7 2 %  -0 . 4 8 %  -2 . 3 4 %  
 

Based o n  1 7 8  f u n ds o f h edg e f u n ds i n  t h e A A C dat ab ase w i t h dat a f r o m J an u ar y 1 9 9 7  t o  D ec em b er 2 0 0 4  
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• O p t i m a l  a s s e t  a l l o c a t i o n  d e c i s i o n s  c a n  h e l p  d r a m a t i c a l l y  i m p r o v e
t h e  r i s k / r e t u r n  p r o f i l e  o f  t h e  p o r t f o l i o

• H e d g e  f u n d s  h a v e  a p p e a l i n g  d i v e r s i f i c a t i o n  p r o p e r t i e s  w i t h  
r e s p e c t  t o  s t o c k  a n d  b o n d  p o r t f o l i o s  d u e  t o  t h e i r  a l t e r n a t i v e  b e t a  
e x p o s u r e

• P o r t f o l i o  a l l o c a t i o n  e x e r c i s e s  a i m  t o  f i n d  t h e  b e s t  p o s s i b l e  t r a d e -
o f f  b e t w e e n  r i s k  a n d  r e t u r n ,  w h e r e  r i s k  c a n  t y p i c a l l y  b e  m e a s u r e d  
i n  t e r m s  o f
– V o l a t i l i t y  ( m e a s u r e  o f  a v e r a g e  r i s k ,  s u f f i c i e n t  r i s k  s t a t i s t i c s  f o r  n o r m a l l y  

d i s t r i b u t e d  r e t u r n s )
– V a R ( m e a s u r e  o f  e x t r e m e  r i s k ,  n e e d e d  w h e n  r e t u r n s  a r e  n o t  n o r m a l l y  

d i s t r i b u t e d )

Advanced Techniques for Selection
Risk Measures



• A s s e t  r e t u r n s  a r e  n o t  n o r m a l l y  d i s t r i b u t e d
– T h e  kurtosis ( l i t e r a l l y ,  " f a t  t a i l s " )  o f  a  d i s t r i b u t i o n :  m e a s u r e s  f r e q u e n c y  o f  l a r g e  

p o s i t i v e  o r  n e g a t i v e  a s s e t  r e t u r n s
– T h e  ske w n e ss o f  a  d i s t r i b u t i o n :  m e a s u r e s  f r e q u e n c y  w i t h  w h i c h  l a r g e  r e t u r n s  

o c c u r  i n  a  p a r t i c u l a r  d i r e c t i o n  

- 0.75 - 0.50 - 0.2 5 0 0.2 5 0.50
r e t u r n

S k e w e d a n d n o r m a l d i s t r i b u t i o n s

n o r m a l s k e w e d

- 0.50 - 0.2 5 0 0.2 5 0.50
r e t u r n

K u r t o t i c a n d n o r m a l d i s t r i b u t i o n s

n o r m a l

k u r t o t i c

Advanced Techniques for Selection
Skewness a nd  K u r t o si s



Advanced Techniques for Selection
Definitions of C o-M om ents a nd  C o-C u m u l a nts

Higher order moments:
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• D e c o m p o s i t i o n  o f  p o r t f o l i o  r i s k

• C o n t r i b u t i o n  t o  p o r t f o l i o  r i s k
– S t a r t  w i t h  a n  i n i t i a l  p o r t f o l i o :  P
– C o m p o s e  a  n e w  p o r t f o l i o  b y  a d d i n g  s o m e  a m o u n t  ε o f  a  n e w  a s s e t  c l a s s  o r  

i n v e s t m e n t  s t y l e :  P’  =  ( 1 -ε ) P +  εA
– Q u e s t i o n :  u n d e r  w h i c h  c o n d i t i o n s  w o u l d  P’  l o o k  b e t t e r  t h a n  P?

� In terms of variance?
� In terms of k u rtosis?

Advanced Techniques for Selection
Portfolio Variance, S k ew nes s and  K u rtos is
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• W e  h a v e  t h a t  

• C o n c l u s i o n s  ( * ) :
– S e c o n d  m o m e n t  d i v e r s i f i c a t i o n  b e n e f i t s  ( d e c r e a s e  i n  v o l a t i l i t y )  a r i s e  w h e n  t h e  a d d i t i o n a l  

a s s e t  h a s  a  ( s e c o n d  m o m e n t )  b e t a  l e s s  t h a n  o r  e q u a l  t o  1  w i t h  r e s p e c t  t o  e x i s t i n g  p o r t f o l i o .
– P r o p e r  n o r m a l i z a t i o n  o f  c o v a r i a n c e  c o n s i s t s  o f  t a k i n g  a  b e t a  e q u i v a l e n t  ( a s  o p p o s e d  t o  

c o r r e l a t i o n  c o e f f i c i e n t  e q u i v a l e n t ) .
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Advanced Techniques for Selection
Contribution to Portfolio Variance



• W e  h a v e  t h a t  

• C o n c l u s i o n s  ( * ) :
– F o u r t h  m o m e n t  d i v e r s i f i c a t i o n  b e n e f i t s  ( d e c r e a s e  i n  k u r t o s i s )  a r i s e  w h e n  t h e  

a d d i t i o n a l  a s s e t  h a s  a  ( f o u r t h  m o m e n t )  b e t a  l e s s  t h a n  o r  e q u a l  t o  1  w i t h  r e s p e c t  
t o  t h e  e x i s t i n g  p o r t f o l i o .

* t h e s e a p p r o x i m a t i o n s  r e s u l t  f r o m  a  f i r s t  o r d e r  a p p r o x i m a t i o n ;  t h e y  a r e  o n l y v a l i d f o r s m a l l  ε

Advanced Techniques for Selection
Contribution to Portfolio Kurtosis
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0.131.321.22-0.23-0.110.054 t h  M o m e n t  B e t a
-0.201.261.22-0.6 3-0.6 4-0.4 32n d  M o m e n t  B e t a  

U S  H i g h
Y i e l d  C A A

U S  I n v e s t m e n t
G r a d e    U S  T r e a s u r yS & P  6 00

S m a l l  C a p
S & P  5 00
V a l u e

S & P  5 00
G r o w t h

with US Aggregate Bonds
0.4 10.00-0.110.9 51.001.004 t h  M o m e n t  B e t a
0.310.00-0.070.8 50.9 41.062n d  M o m e n t  B e t a  

U S  H i g h
Y i e l d  C A A

U S  I n v e s t m e n t
G r a d e  U S  T r e a s u r yS & P  6 00

S m a l l  C a p
S & P  5 00
V a l u e

S & P  5 00
G r o w t h

with S& P  5 0 0

4.292.97K u r t o s i s
-0 .8 1-0 .49S k e w n e s s
-0 .450 .45S h a r p e  r a t i o *
1 .97 %7 .90 %V a R ( 95 % )
3 .7 6 %1 6 .8 5 %A n n u a l i z e d  s t d  d e v .
0 .29%9.5 1 %A n n u a l i z e d  m e a n

US Agg.  BondsS& P  5 0 0Su m m ary  Statistic s

*R i s k f r e e r a t e  a s s u m e d a t 2% 

Advanced Techniques for Selection
Application to Traditional Investment Styles

H i g h e r  M o m e n t  B e t a s  – f r o m  J a n u a r y  1 997  t h r o u g h  D e c e m b e r  20 0 4



Advanced Techniques for Selection
Optimal Mixing with Stocks and Bonds

Interpretations (improvement of portfolio moments) 
Decrease in portfolio 2nd m om ent ( v olatility )  � b eta cov ariance <  1

Decrease in portfolio 4 t h  m om ent � b eta cok u rtosis <  1

Co-m om e n t s of  H e d g e  F u n d  I n d e x  R e t u r n  D i st r i b u t i on  w i t h  R e sp e c t  t o S t oc k  a n d  B on d  R e t u r n s,
b a se d  on  E d h e c  H e d g e  F u n d  I n d i c e s w i t h  R e sp e c t  t o M S CI  W or l d  E q u i t y  a n d  L e h m a n  G l ob a l  T r e a su r y  B on d  I n d e x  ov e r  t h e  P e r i od  

0 1 / 1 9 9 7 -1 2 / 2 0 0 5

V ery h ig h d iv ersification potential
H ig h d iv ersification potential
L ow d iv ersification potential
N o d iv ersification potential

-0 . 0 80 . 0 8-0 . 3 61 . 2 7-0 . 1 2C o k u r t o s i s B e t a
-0 . 3 70 . 0 5-0 . 3 41 . 5 1-0 . 0 6C o v a r i a n c e  B e t a

L o n g  S h o r t  E q u i t yE q u i t y  M k t N e u t r a lE v e n t  D r i v e nC T A  G l o b a lC o n v e r t i b l e  A r b i t r a g e
With Lehman Global Treasury Bond Index

0 . 3 80 . 0 70 . 3 6-0 . 2 60 . 1 0C o k u r t o s i s B e t a
0 . 3 80 . 0 60 . 2 7-0 . 1 10 . 0 6C o v a r i a n c e  B e t a

L o n g  S h o r t  E q u i t yE q u i t y  M k t N e u t r a lE v e n t  D r i v e nC T A  G l o b a lC o n v e r t i b l e  A r b i t r a g e
With M S C I World S toc k  Index



• S e l e c t i n g  t h e  r i g h t  s t r a t e g i e s  f o r  d i v e r s i f y i n g  e i t h e r  a  s t o c k  o r  
b o n d  p o r t f o l i o .

• F o r  e x a m p l e ,  w e  d o  n o t  e x p e c t  l o n g -s h o r t  e q u i t y ,  w h i c h  c o n t a i n s  
l o t s  o f  T E F ,  t o  h e l p  d i v e r s i f y  a  s t o c k  p o r t f o l i o .

• B a s e d  o n  t h e  a b o v e  a n a l y s i s ,  w e  h a v e  f o u n d  t h a t  t h e  f o l l o w i n g  m i x  i s  w e l l  s u i t e d  f o r  t h e  p u r p o s e  o f  d i v e r s i f y i n g  a  s t o c k  v e r s u s  a  
b o n d  p o r t f o l i o .

Advanced Techniques for Selection
Selection of  H ed g e F u nd  Str a teg ies

Equi ty Diversifier B o n d  Divers ifier 
Convertible Arb itrage Convertible Arb itrage 

CT A G lobal E q u it y  M ar k et N e u tra l 
E q u it y  M ar k et 

N e u tral E vent D riven 
 L ong / S h ort E q u it y  

 



• T h e  s u i t a b l y  d e s i g n e d  d i v e r s i f i e r s  a l l o w s  f o r  a  s i g n i f i c a n t  r e d u c t i o n  i n  r i s k  ( b o t h  a v e r a g e  a n d  e x t r e m e  r i s k ) ,  e v e n  f o r  r e l a t i v e l y  m o d e s t
a l l o c a t i o n s  t o  h e d g e  f u n d s .

Advanced Techniques for Selection
Risk Reduction Benefits are Sizable

The sample period is 04/2002 to 12/2005. For diversifying the bond portfolio,  w e have u sed the follow ing E dhec  I nvestable H edge Fu nd I ndic es:  
E q u ity M ark et N eu tral,  C onvertible A rbitrage,  E vent D riven,  L ong/S hort E q u ity. For diversifying the bond portfolio,  w e have u sed the follow ing 

E dhec  I nvestable H edge Fu nd I ndic es:  E q u ity M ark et N eu tral,  C onvertible A rbitrage,  C TA  G lobal. The M S C I  W orld E q u ity I ndex  and the L ehman
G lobal Treasu ry I ndex  have been u sed as prox ies for the retu rns on stoc k s and bonds,  respec tively.

Equity Diversifier

0%

1 0%

2 0%
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4 0%
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• S t a t e -o f -t h e  a r t -t e c h n i q u e s  f o r  s e c o n d  m o m e n t  e s t i m a t e s
– C o n s t a n t  c o r r e l a t i o n  a p p r o a c h  ( E l t o n  a n d  G r u b e r  ( 1 9 7 3 ) )
– S i n g l e  f a c t o r  f o r e c a s t  ( S h a r p e  ( 1 9 6 3 ) )
– M u l t i  f a c t o r  f o r e c a s t  ( e . g . ,  C h a n ,  K a r c e s k i a n d  L a k o n i s h o k ( 1 9 9 9 ) )
– O p t i m a l  s h r i n k a g e  t o w a r d s  t h e  c o n s t a n t  c o r r e l a t i o n  ( L e d o i t a n d  W o l f  ( 2 0 0 4 ) )  o r  t o w a r d s  

t h e  s i n g l e -f a c t o r  m o d e l  ( L e d o i t ( 1 9 9 9 ) )
– P o r t f o l i o  c o n s t r a i n t s  ( J a g a n n a t h a n a n d  M a  ( 2 0 0 0 ) )
– C o n d i t i o n a l  ( G A R C H )  c o v a r i a n c e  m a r i x e s t i m a t e s

• S t a t e -o f -t h e  a r t -t e c h n i q u e s  f o r  f i r s t  m o m e n t  e s t i m a t e s
– S i n g l e  f a c t o r  f o r e c a s t  ( S h a r p e  ( 1 9 6 3 ) )
– M u l t i  f a c t o r  f o r e c a s t  ( e . g . ,  C h a n ,  K a r c e s k i a n d  L a k o n i s h o k ( 1 9 9 9 ) )
– B l a c k  &  L i t t e r m a n ( 1 9 9 2 )

• E x t e n d i n g  t h e s e  t e c h n i q u e s  t o  h e d g e  f u n d  p o r t f o l i o s
– E n h a n c e d  e s t i m a t e s  o f  c o -s k e w n e s s a n d  c o -k u r t o s i s  p a r a m e t e r s  ( M a r t e l l i n i a n d  Z i e m a n n

( 2 0 0 5 ) )
– E x t e n d i n g  B & L  b e y o n d  t h e  m e a n -v a r i a n c e  s e t u p  ( M a r t e l l i n i ,  V a i s s i é a n d  Z i e m a n n ( 2 0 0 6 ) )

Enhanced Techniques for Parameter Estimation 
Challenges in Optimal Beta Management



• P r o b l e m s  w i t h  o p t i m i z a t i o n :  o p t i m a l  p o r t f o l i o  w e i g h t s
– A r e  v e r y  s e n s i t i v e  t o  c h a n g e s  i n  e x p e c t e d  r e t u r n s  
– T e n d  t o  b e  h a r d  t o  i n t e r p r e t  ( o f t e n  i n c o n s i s t e n t  w i t h  naive d i v e r s i f i c a t i o n )

• P r o b l e m s  w i t h  e s t i m a t i o n
– M e r t o n  ( 1 9 8 0 ) ,  J o r i o n ( 1 9 8 5 ) :  o p t i m a l  e s t i m a t o r  o f  t h e  e x p e c t e d  r e t u r n  i s  n o i s y  

w i t h  a  f i n i t e  s a m p l e  s i z e
– T h e  e s t i m a t o r  o f  t h e  v a r i a n c e  c o n v e r g e s  t o  t h e  t r u e  v a l u e

• S o p h i s t i c a t e d  p o r t f o l i o  c o n s t r u c t i o n  m e t h o d s  c a n  b e  u s e d  b y  
i n v e s t o r s  t o  o v e r c o m e  t h e  p r o b l e m  o f  u n i n t u i t i v e ,  h i g h l y -
c o n c e n t r a t e d ,  i n p u t -s e n s i t i v e  p o r t f o l i o s .

• B l a c k -L i t t e r m a n a s s e t  a l l o c a t i o n  m o d e l  u s e s  a  B a y e s i a n  
a p p r o a c h  t o  c o m b i n e  t h e  s u b j e c t i v e  v i e w s  o f  a n  i n v e s t o r  
r e g a r d i n g  t h e  e x p e c t e d  r e t u r n s  o f  o n e  o r  m o r e  a s s e t s  w i t h  
m a r k e t  e q u i l i b r i u m  v e c t o r  o f  e x p e c t e d  r e t u r n s  ( t h e  p r i o r  
d i s t r i b u t i o n )  t o  f o r m  a  n e w ,  m i x e d  e s t i m a t e  o f  e x p e c t e d  r e t u r n s .

Enhanced Techniques for Parameter Estimation
Enhanced Techniques for Expected Return Estimation



Prior Equilibrium Distribution

R isk  A v e rsion
C oe f f ic ie nt (δ) C ov a ria nc e

M a trix
(Σ)

M a rk e t 
C a p ita liz a tion

W e ig h ts
(w)

I mp lie d  Equilibrium R e turn V e c tor (Π)

V ie w  Distribution

N e w  C ombine d  Distribution

V ie w s
(Q)

U nc e rta inty  of  V ie w s 
(Ω)

( ) ( )[ ]( )111 '],[~ −
−− Ω+Σ PPREN τ

( )ΣΠ τ,~N ( )Ω,~ QN

 

wΣ=Π δ

( ) 2
mfm rr σδ −=

Enhanced Techniques for Parameter Estimation 
Black-L i t t e r m an A p p r o ach



Π = λ  Σ wmkt

• Π i s  t h e  e x c e s s  m a r k e t  r e t u r n s  o v e r  t h e  r i s k  f r e e  r a t e
• T o  r e v e r s e  e n g i n e e r  t h i s  p o r t f o l i o ,  w e  n e e d

– λ (Lambda) is the risk aversion coefficient
– Σ (S ig ma) is the covariance matrix  of retu rns
– wmkt is the market cap ital iz ation w eig ht of the assets
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• I n t r o d u c t i o n
• S e l e c t i o n o f H e d g e F u n d S t y l e s  B a s e d o n  M a r g i n a l  I m p a c t s  o n  

P o r t f o l i o  D i s t r i b u t i o n
• E n h a n c e d E s t i m a t e s f o r P a r a m e t e r s o f H e d g e F u n d R e t u r n  

D i s t r i b u t i o n s
• E x t e n d i n g B l a c k -L i t t e r m a n A n a l y s i s t o  A c t i v e  S t y l e  A l l o c a t i o n  

D e c i s i o n s w i t h H e d g e F u n d s
• C o n c l u s i o n



• T h e  b e n e f i t s  o f  a c t i v e  s t y l e  r o t a t i o n  c a n  b e  a d d e d  t o  t h e  b e n e f i t s  
o f  d i v e r s i f i c a t i o n  t o  e n s u r e  t h e  d e s i g n  o f  a n  e v e n  b e t t e r  
i n v e s t m e n t  s o l u t i o n .

• I n  a  r e c e n t  p a p e r  ( M a r t e l l i n i ,  V a i s s i é ,  Z i e m a n n ,  f o r t h c o m i n g  i n  t h e  
J P M ) ,  w e  h a v e  e x t e n d e d  B l a c k -L i t t e r m a n a n a l y s i s  t o  a c c o u n t  f o r  
t h e  p r e s e n c e  o f  n o n -t r i v i a l  p r e f e r e n c e s  o v e r  h i g h e r  o r d e r  
m o m e n t s  o f  h e d g e  f u n d  r e t u r n  d i s t r i b u t i o n .

• U s e  4 -m o m e n t  C A P M  f o r  e x t r a c t i n g  n e u t r a l  v i e w s :

• O n e  m a y  u s e  a s  a  b e n c h m a r k  a n y  t a r g e t  p o r t f o l i o  f r o m  w h i c h  w e  
o b t a i n  n e u t r a l  e x p e c t e d  r e t u r n  e s t i m a t e s  ( n o t  n e c e s s a r i l y  a  
m a r k e t  c a p  w e i g h t e d  p o r t f o l i o ) .

Extending B l a c k -L itter m a n A na l y s is
Allocation to H F s w ith  Activ e  V ie w s  on E x p e cte d  R e tu r ns
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Extending B l a c k -L itter m a n A na l y s is
Generating Active Views on Expected Returns

• N e x t  s t e p  c o n s i s t s  o f  g e n e r a t i n g  a c t i v e  v i e w s  o n  h e d g e  f u n d  s t y l e  r e t u r n s .

• T h e r e  i s  s t r o n g  e v i d e n c e  o f  p r e d i c t a b i l i t y  i n  h e d g e  f u n d  r e t u r n s (A m e n c ,  E l  
B i e d a n d  M a r t e l l i n i ,  F A J ,  2 0 0 2 ) .

• I n  i l l u s t r a t i o n  b e l o w ,  a c t i v e  v i e w s  c o m e  f r o m  a n  (i n -s a m p l e )  c o n d i t i o n a l  3 -
m o n t h  l a g g e d  f a c t o r  a n a l y s i s  o f  h e d g e  f u n d  r e t u r n s .

• T h e  p r e d i c t i v e  f a c t o r s  w e  u s e  a r e :
– I m p l i e d  V o l a t i l i t y  ( V I X )  - C B O E  S P X  V o l a t i l i t y  V I X
– F i r s t  d i f f e r e n c e s  o f  t h e  i m p l i e d  v o l a t i l i t y
– C o m m o d i t y  I n d e x  - G o l d m a n  S a c h s
– Te r m  S p r e a d  - L e h m a n  U S  Tr e a s u r y  5 -7  y e a r s  m i n u s  L e h m a n  U S  Tr e a s u r y  1 -3  y e a r s
– C r e d i t  S p r e a d  - L e h m a n  U S  U n i v e r s a l :  H i g h  Y i e l d  C o r p .  R e d  Y i e l d  m i n u s  L e h m a n  U S Tr e a s u r y  1 -3  y e a r s
– V a l u e  v s .  G r o w t h  - S & P  5 0 0  B a r r a / V a l u e  m i n u s   S & P  5 0 0  B a r r a / G r o w t h
– S m a l l  C a p  v s .  L a r g e  C a p  - S & P  6 0 0  S m a l l  C a p  m i n u s  S & P  5 0 0  C o m p o s i t e
– S & P  5 0 0  C o m p o s i t e  r e t u r n
– T-B i l l  - M e r r i l l  L y n c h  T-B i l l  3  m o n t h
– U S  D o l l a r  - U S  M A J O R  C U R R E N C Y  M A R 7 3 = 1 0 0  ( F E D )  E X C H A N G E  I N D E X
– B o n d  r e t u r n  v o l a t i l i t y  - c a l c u l a t e d  o v e r  o n e  m o n t h  L e h m a n  U S  A g g r e g a t e  r e t u r n



• W e  h a v e  c o n s i d e r e d  t h r e e  d i f f e r e n t  a c t i v e  B l a c k -L i t t e r m a n p o r t f o l i o s  a s s o c i a t e d  w i t h  
d i f f e r e n t  t r a c k i n g  e r r o r  l e v e l s ,  b a s e d  o n  t h e  d i f f e r e n t  v a l u e s   f o r  a  p a r a m e t e r  t a u t h a t  
a l l o w s  u s  t o  f i x  t h e  r e s p e c t i v e  c o n t r i b u t i o n  o f  a c t i v e  v e r s u s  n e u t r a l  v i e w s  i n  t h e  B & L  
a p p r o a c h .

• T h e  a c t i v e  s t y l e  s e l e c t i o n  p r o c e s s ,  c o m b i n e d  w i t h  t h e  B l a c k -L i t t e r m a n p o r t f o l i o  
s e l e c t i o n  m e t h o d ,  a l l o w s  f o r  s i g n i f i c a n t  o u t -p e r f o r m a n c e  w i t h o u t  a  l a r g e  i n c r e a s e  i n  
t r a c k i n g  e r r o r ,  a s  c a n  b e  s e e n  f r o m  t h e  i n f o r m a t i o n  r a t i o  v a l u e s .  T h e  e x c e s s  
p e r f o r m a n c e ,  a s  w e l l  a s  t h e  t r a c k i n g  e r r o r ,  i n c r e a s e  i n  τ,  a s  e x p e c t e d .

Extending B l a c k -L itter m a n A na l y s is
Illustration

  

PF 
m i n V a R  

PF        
B l a c k  

L i t t e r m a n  
τ  = 1  

PF        
B l a c k  

L i t t e r m a n  
τ  = 5  

PF        
B l a c k  

L i t t e r m a n  
τ  = 2 0  

M e a n  a n n u a l  r e t u r n  8 .7 9 %  9 .7 9 %  10.48 %  10.7 1 %  
V o l a t i l i t y  4 .2 9 %  4 .3 2 %  4 .3 9 %  4 .4 6 %  
V a R  ( 95 % )  1 .3 3 %  1 .2 1 %  1 .1 7 %  1 .19 %  
S h a r p e  r a t i o  ( r = 3 % )  1 .58 1.80 1.9 3  1.95 
T r a c k i n g  e r r o r    0 .8 6 %  1 .2 4 %  1 . 3 7 %  
I n f o r m a t i o n  r a t i o    1 .1 7  1. 3 7  1 .41 
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• M o s t  c u r r e n t  h e d g e  f u n d  o f f e r i n g s  t o  i n s t i t u t i o n a l  i n v e s t o r s  a r eb a s e d  o n  t h e  p r o m o t i o n  o f  h e d g e  f u n d s  a s  a t t r a c t i v e  s t a n d -a l o n e  
a b s o l u t e  r e t u r n  v e h i c l e s .  

• T h i s  i s  a  s e r i o u s  p r o b l e m  b e c a u s e
– H e d g e  f u n d s  a r e  n o t  a  h o m o g e n e o u s  a s s e t  c l a s s  a n d  d i f f e r e n t  h e d g e  f u n d  s t r a t e g i e s  a r e  e x p o s e d  t o  d i f f e r e n t  r i s k  f a c t o r s .
– I t  a c c o u n t s  n e i t h e r  f o r  t h e  i n v e s t o r ’s  p r e f e r e n c e s  a n d  c o n s t r a i n t s  n o r  f o r  t h e i r  e x i s t i n g  p o r t f o l i o s .  

• T h e  t i m e s  a r e  c h a n g i n g
– R e c o g n i s i n g t h a t  i n d i v i d u a l  s t r a t e g i e s  m a t t e r  a l l o w s  f o r  p r o p e r  a l l o c a t i o n  d e c i s i o n s .
– B e t t e r  p e r f o r m a n c e  a n d  r i s k  m a n a g e m e n t  c a n  b e  g e n e r a t e d  f r o m  s u c h  s t r a t e g i c  a s s e t  a l l o c a t i o n  d e c i s i o n s .

• M o r e  m e a n i n g f u l  h e d g e  f u n d  s o l u t i o n s  c a n  b e  d e s i g n e d ,  b a s e d  
o n  t h e  r e c o g n i t i o n  t h a t  c o n t r a s t e d  f a c t o r  e x p o s u r e s  o f  v a r i o u s  h e d g e  f u n d  s t r a t e g i e s  a l l o w  f o r  b e t t e r  m a n a g e m e n t  o f  i n v e s t o r s ’c o r e  p o r t f o l i o s .

Conclusions
From a Sell-Si d e t o a B u y -Si d e P ers p ec t i v e


