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Back to October Performances

� Is Institutional
Money going to fly
away because of 
October?

� Yes, we are at Risk
if this is a complete
nasty surprise!

� But is it really a 
surprise???
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HFRX Global Hedge Fund Index � � � � � �
HFRX Equal Weighted Strategies Index � � � � � �
HFRX Absolute Return Index � � � � � �
HFRX Market Directional Index � 	 � 
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  HFRX Convertible Arbitrage Index � � � � � �
  HFRX Distressed Securities Index � � � � 	 �
  HFRX Equity Hedge Index � 	 � � � �
  HFRX Equity Market Neutral Index � � � � �
  HFRX Event Driven Index � 	 � � � �
  HFRX Macro Index � 	 � � 
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Should October be really a surprise?

� Take HFR FoF indice End of 
September (OUT OF SAMPLE).

� Risk Profile it: HFR FoF Index IS 
exposed to Small Cap, Equity EMA, 
High Yield…

� Derive a Stress Report…
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Stress Test Results (based on HF data 
available on Sept 30th)

Factor Type SubType currency zone Stress Impact

High Yield Bonds CREDIT YIELD USD USA -10% -6.00%

Emerging Market Asia EQUITY MAIN USD EMA -40% -5.40%

Itechnology Stocks SECTOR ITECHNOLOGY USD USA -30% -1.70%

Large/Small Cap Sp. USA CAP SIZE LASMALL USD USA 20% -1.70%

Crisis Starting Ending Impact

1-21 october 2005 10/1/2005 10/21/2005 -0.90%

� Out-of-sample Crisis Simulation shows the bad market-
timing for Hedge Funds, who liquidated their positions 
during October…
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Risk Transparency is KEY to Secure
Institutional Money Flow

� Emmanuel Derman: “ … and assist us in estimating the effects on our 
P&L of major market moves, thus providing effective risk 
transparency for our portfolios."

� Effective Risk Transparency is the only way to ensure no redemption
in such circumstances

� If the portfolio is a black box, then a 1.5% loss can only be attributed 
to bad manager selection…

� While if it is explained by market exposure, and under the condition 
that the investor was fully aware of this exposure, it is a shared and 
accepted risk by both parties
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Traditional Factors Model  Hypotheses…

Linear Prox y fo r a  Trad i tiona l  Equ i ty Fund

y = 1,1051x - 0,0071
R2 = 0,8909

SP500 o b s e r ve d  Re tu r n s
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� Hypothesis 1: there is a linear relationship between returns and market factor

� Hypothesis 2: there is no lagged impact, nor serial correlation

� Hypothesis 3: behaviour in business as usual is the same as in extreme conditions

� Hypothesis 4: risk level can be derived from ex-post volatility: no “ time bomb”
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…Are Dangerously Misleading!

Lin e ar  Pr o x y fo r  a Lo n g  Sh o r t  Eq u i ty  fu n d

y = 0,4398x - 0,0215
R2 = 0,0754
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� Hypothesis 1 WRONG: hedge funds exhibit option like behavior

� Hypothesis 2 WRONG: hedge fund returns exhibit serial correlation and lagged 
relation with markets

� Hypothesis 3 WRONG: Under extreme market conditions, hedge fund correlation
with market factors changes radically

� Hypothesis 4 WRONG: Time bombs!
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Position-based Risk Analysis can
be Misleading Too

Lin e ar  Pr o x y fo r  a Lo n g  Sh o r t  Eq u it y  fu n d

y = 0,4398x - 0,0215
R2 = 0,0754
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� This hedge fund is not using 
derivatives!!!

� It simply is a MEAN REVERTER

� Position-based analysis will lead 
to the idea that the fund is short 
some months and long others –
WHICH HAVE NO PREDICTIVE 
VALUE, whilst this fund will 
change its exposure over 20 times
during the month

� The REAL USEFUL information is 
that it is SHORT GAMMA, which 
can only be captured by 
integrating PORTFOLIO 
DYNAMICS
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Performance Analysis is Misleading

� Purely performance-based analysis misses the Time Bomb

End 3Y period July 98 Aug 98 Aug 99
Sharpe Ratio 46% 6% -7%
Sortino Ratio 53% 3% -5%
Omega Ratio 4.06 1.99 1.10
Return at Risk 99% 25% 2% -2%
Correlation vs. RTS 72% 77% 77%

Global Macro
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Linear vs. Nonlinear Analysis

� Regression period: Aug 95 – Jul 98 (excl. Russian crisis)

Global Macro
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3 Criteria For a Reliable Scenario Analysis

1. Be in line with TIME HORIZON: 

• HF investors are locked for 1-3 months � the Risk Model must integrate the PORTFOLIO 
DYNAMICS

• Extreme Market Scenario are always TIME BOMBS: calibrate scenarios with very long time
Memory

2. Capture the distribution specificities of HF returns:

• Option like behaviour

• Change of Regime

• Serial correlation

• Lagged Impact of Market

3. Find the efficient frontier between Type 1 and Type 2 Errors

• Type 1 = Miss important systemic risk, because the factor set is too small or the model too poor

• Type 2 = Highlights spurious relationship
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Back Test Principle

� Run the system on 3Y sliding windows

� For each window, observe the move of factors on the NEXT 1M 
time step. Apply system’s proxy to estimate the fund return.

� Compare to actual fund return
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RISK ASSESSMENT METHODS

� Multi-factor Analysis

• Large Factor Set + Stepwise Regression

• Exclude if R² < 30%

� Max Correlation

• Select Most Correlated Factor + Linear Regression

• Exclude if Correlation in between –30% and +30% (i.e. R² < 9%)

� FOFiX®

• Non-linear Pairwise Analysis

• Exclude if Sensitivity score < 30%
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BACK-TEST RESULTS: QUALITY OF THE AIRBAG

� Error Analysis: Assume Fund Return < –1s   s    s    s    (represents 15% of cases) 

0%

25%

50%

75%

100%

Gave Predict ion Wrongly Pos it ive Negative Prediction Launched Warning

FOFiX®

Multi-Factor

Max Correlation



21

� � � � � �� � � � � 	 
 � � � � 
 � ��� � � � � � �	 � � ��� � � � �

…Appropriate Models Work

� 65% of relevant negative predictions

� When using models dealing with EXTERNAL FACTORS, ASSYMETRY, 
EXTREME BEHAVIOUR, TIME LAG

� Demonstrating there is a significant SYSTEMATIC component in most 
Hedge Funds – they are NOT pure ALPHA providers

� This systematic component CANNOT be captured by over-simple models


