
Isenberg School of Management, University of Massachusetts, Amherst, Massachusetts 01003 
 Tel: 413-577-3166  Fax: 413-577-1350 

Email:  info@cisdm.org.   WEB: www.cisdm.org 
 

  
 
 
 

The Benefits of Hedge Funds: 
2006 Update 

 
 

 
CISDM Research Department 

 
Original Update: May, 2002 
Current Update: May, 2006 

 
 

Abstract 
 

Various hedge fund return opportunities stem from the expanded universe of securities available to 
trade and the strategies that can be employed.  Funds can access both financial and non-financial 
(commodity) markets and can easily take long, short, spread, and option positions in any of these 
markets. Expanding the set of investment opportunities results in providing diversification benefits to a 
portfolio that cannot be replicated through traditional stock and bond investment strategies. 
 
In this annual update, the return and risk characteristics of various hedge fund strategies are reviewed 
as well as the risk and return impacts of adding hedge funds to traditional stock and bond portfolios. In 
addition, results are presented on the impact of market factors such as changes in credit spreads or 
market volatility on hedge fund returns. Results show that one can think of hedge fund returns as a 
combination of manager skill and an underlying return to the hedge fund strategy or investment style 
itself. Lastly, the stability of the return and risk parameters over time are analyzed as well as the 
relative performance of investable hedge fund indices and traditional hedge fund of fund products.  
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The Benefits of Hedge Funds 
 
Introduction 
 
Hedge funds are generally regarded as investments which offer risk and return opportunities that are 
not easily obtained through traditional long-only stock and bond investment vehicles.  Such 
opportunities are made possible primarily through the ability to participate in a wide variety of 
financial products and global markets not available to the traditional investor, as well as through their 
ability to take both long and short security positions. Hedge funds are therefore capable of providing 
more opportunities to profit within various economic environments. They are often structured as 
privately pooled investment vehicles that use varying degrees of leverage and charge a performance 
fee.   
 
Investors have come to appreciate that the investment benefits of hedge funds are well founded in 
financial theory and empirical evidence. While it is impossible in a short synopsis to convey all the 
benefits of hedge funds, the following sections support hedge funds as a means to: 
 
(1) Provide returns opportunities in economic environments in which traditional stock and bond 

investments offer limited return, and 
 
(2) Provide risk reduction opportunities to existing stock, bond or stock and bond portfolios.  
 
Hedge Funds: Description 
 
Hedge funds have often been described as being loosely regulated investment vehicles.  The lack of 
regulation had been made possible through safe harbors in legislation, enabling hedge funds to 
ultimately escape registration.  Specifically, Rule 203(b)(3) of the Investment Advisors Act of 1940 
dictates that advisers with fewer than fifteen clients are exempt from certain registration requirements.  
Subsequently, Rule 203(b)(3)-1 of the act permitted managers to count each of their fund entities as a 
single client, theoretically permitting managers to run up to fourteen funds without the need to register.  
In addition, Section 3(c)(1) of the act allowed any investor to participate in the fund, provided that the 
fund did not violate a 100 person limit.1 
 
The aforementioned regulations affecting hedge funds have since been modified pursuant to two key 
amendments.  The first being the National Securities Markets Improvement Act of 1996 (“NSMIA”) 
which ratified Section 3(c)(7). The importance of this new section is that it overrode 3(c)(1) (the 100 
investor limit) and instead dictated that hedge funds could have an unlimited amount of investors, so 
long as each investor met the guidelines of being a “Qualified Purchaser”.  A “Qualified Purchaser” is 
defined as one who meets any of the following terms: 1) any natural person who owns at least $5 
million in investments, 2) any company that owns at least $5 million in investments and that is owned 
directly or indirectly by or for 2 or more natural persons, 3) a trust fund managed by qualified 
purchasers that was not formed for the sole purpose of satisfying 3(c)(7), and 4) any person, acting on 
behalf of his own account or on behalf of other qualified purchasers, who owns and invests more than 
$25 million in investments. 
 

                                                           
1 This paper does not address all regulations and amendments pursuant to the Investment Advisors Act of 1940, just those deemed most relevant to this 
topic.  For more information on hedge fund regulation, please visit www.sec.gov. 
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In December of 2004, the Securities and Exchange Commission issued an amendment to Rule 
203(b)(3)-1 of the 1940 act, disallowing managers to count each fund entity as a single client.  
Effective February 1, 2006, hedge fund managers that allow its investors to redeem their interests 
within two years of purchase (the “two year redemption test”) would be required to register with the 
SEC via filing a Form ADV.  Advisors exempt from filing include those that 1) have had fewer than 
fifteen clients in the previous year, 2) do not hold themselves out to the public as an investment 
advisor, and 3) are not advisors to any registered investment company. 
 
Hedge Funds: Product and Strategy Description 
 
There are several ways in which qualified investors can partake in hedge fund exposure.  The first is 
investing directly with a hedge fund manager through either fund-based accounts, managed accounts, 
or both.  The key distinction between the two is that fund-based accounts require a pooling of investor 
funds (in which case investor exposure is identical to that of another investor), whereas managed 
accounts keep investor funds in separate accounts which may dictate unique risk and return objectives.  
The second vehicle available to gain hedge fund exposure is through fund of hedge funds that provide 
exposure to a basket of select hedge funds.2  The third way to invest in hedge funds is through 
investable manager based indices.  Dow Jones, Standard & Poors, CSFB/Tremont, HFR, and others 
now offer active manager based hedge fund indices that reflect the performance of investable products.  
These products can be accessed through various firms that represent and/or support the investable 
platforms behind the relevant active manager based investable index. 
 
In fact, there exist a number of hedge fund manager based indices that can be used as benchmarks for 
hedge fund performance. Investors should note that each hedge fund return index has its own approach 
to performance presentation, manager selection, and investment style classification.3  
 
In this article, CISDM hedge fund indices are used to explore the benefits of hedge fund investment.  
With the exception of the CISDM Equal Weighted Hedge Fund index, which reports the average 
performance of all underlying hedge fund managers, the CISDM indices reflect the median 
performance of all reporting managers within their respective strategies. The median methodology is 
chosen because research has indicated that at the strategy level, hedge fund indices may report 
significant skewness or kurtosis. In those cases, a median forecast may be superior to a mean forecast. 
4   
 
 
 
The CISDM hedge fund strategies analyzed in this study are as follows: 
  
CISDM Hedge Fund Indices  
 
                                                           
2 A further example of the evolving market for hedge funds, are ‘registered’ hedge funds which are constructed to meet additional regulatory guidelines 
and are available for investment from a variety of institutional platform providers. 
3 Investors should note that there also exists a number of newly created security based ‘hedge fund’ index products which attempt to provide systematic 
modeling procedures which track the performance of various hedge fund strategies. This is an evolving area. As the investment products evolve, additional 
CISDM research on the performance of these new passive index products will be provided.  
4 The CISDM strategy level hedge fund indices utilize the performance of the median manager’s performance in a given strategy as the measure of central 
tendency.  While many other indices utilize the average performance as the measure of central tendencies, there are a number of reasons why the median is 
the preferred approach for hedge fund performance indices.  The mean may not give the best estimates when the underlying distribution deviates 
considerably from the Normal distribution.  Furthermore, the greater the discrepancy from the Normal distribution, the more likely it is that the median 
will provide a more precise estimate of the central tendency.  
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1) CISDM Equal Weighted Hedge Fund Index: Represents the overall composition of the 
hedge fund universe. 

 
Relative Value 
Relative value strategies emphasize the purchase of undervalued securities and the sale of overvalued 
securities within the context of minimizing the market exposure inherent in the underlying security 
market traded (e.g., equity markets for equity market neutral and fixed income markets for fixed 
income arbitrage). It is important to note, however, that each relative value strategy leaves open 
exposure to certain market factors (e.g., credit risk, industry sector exposure) that provide, in part, the 
basis for expected return. 
 

2) CISDM Equity Market Neutral Index: Represents strategies which take long equity 
positions and an approximately equal dollar-amount of offsetting short positions in order 
to achieve a net exposure as close to zero as possible. 

 
3) CISDM Fixed Income Arbitrage Index: Represents strategies which attempt to take 

advantage of mispricing opportunities between different types of fixed income securities 
while neutralizing exposure to interest rate risk. 

 
4) CISDM Convertible Arbitrage Index: Represents strategies which take long positions in 

convertible securities (usually convertible bonds) and try to hedge those positions by 
selling short the underlying common stock. 

 
5) CISDM Mortgage-Backed Securities Index: Represents strategies which attempt to take 

advantage of mispricing opportunities between different types of mortgage backed fixed 
income securities while neutralizing exposure to interest rate and/or credit risk. 

 
Event Driven 
Event driven strategies emphasize the purchase of undervalued securities with appropriate risk 
management techniques (e.g. shorting individual securities or sectors to reduce market or firm 
exposure) in the context of event driven return opportunities  (e.g. firm mergers and bankruptcies) that 
may be independent of general market movements.  
 

6) CISDM Distressed Index: Represents strategies which take positions in the securities of 
companies where the security's price has been, or is expected to be, affected by a 
distressed situation, such as an announcement of reorganization due to financial or 
business difficulties. 

 
7) CISDM Event Driven Index: Represents strategies which attempt to predict the outcome of 

corporate events and take the necessary position to make a profit. These trading managers 
invest in events like liquidations, spin-offs, industry consolidations, reorganizations, 
bankruptcies, mergers and acquisitions, recapitalizations, share buybacks and other 
corporate transactions. 

 
8) CISDM Merger Arbitrage Index: Represents strategies which concentrate on companies 

that are the subject of a merger, tender offer or exchange offer. While there are a number 
of different trading based approaches, Merger Arbitrage strategies often take a long 
position in the acquired company and a short position in the acquiring company. 
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Opportunistic  
Opportunistic trading strategies emphasize the purchase of undervalued securities or markets (e.g., 
European versus U.S. fixed income, alternative energy sectors, etc.) and the sale of overvalued 
securities or markets without the constraint that the underlying market exposure will be systematically 
eliminated or minimized.  
 

9) CISDM Emerging Markets Index: Represents strategies which invest in equities or the 
sovereign debt of companies located in emerging or developing economies. 

 
10) CISDM Equity Long/Short Index: Represents strategies which take long and short equity 

positions varying from net long to net short, depending if the market is bullish or bearish. 
The short exposure can also be a put option on a stock index, which is used as a hedging 
technique for bear market conditions. 

 
11) CISDM Equity Long/Short Asia Index: Represents strategies which take long and short 

equity positions predominately in Asian markets which vary from net long to net short, 
depending on the manager’s view of the markets. 

 
12) CISDM Equity Long/Short Europe Index: Represents strategies which take long and short 

equity positions predominately in European markets which vary from net long to net short, 
depending on the manager’s view of the markets. 

 
13) CISDM Global Macro Index: Represents strategies which employ opportunistically long 

and short multiple financial and/or non-financial assets. Trading managers following 
Global Macro strategies might use systematic trend following models or discretionary 
approaches. For systematic trend-following global macro managers who trade primarily in 
futures and option markets, returns are similar to those of commodity trading advisors. 

 
14)  CISDM Sector Index: Represents strategies which take long and short equity positions in a 

specific equity market sectors (e.g. technology, energy). Sector based managers are 
generally net long.  

 
15) CISDM Sector Technology Index: Represents strategies which take long and short equity 

positions in a variety of technology based firms.  Technology sector managers are 
generally net long. 

 
Growth of Hedge Funds 
 
Today hedge funds use a wide range of cash investment vehicles, as well as the futures and options 
markets, to create unique investment vehicles relative to traditional long-only investment in stock and 
bond markets.  
 
As shown in Exhibit 1, the assets under management for hedge funds have grown from less than $30 
billion in 1990 to over 1.2 trillion in 20055. According to the National Association of College and 
University Business Officers’ 2005 Endowment study, endowments continued to increase their hedge 
                                                           
5 These numbers were calculated by CISDM.  
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fund exposure in 2005, averaging an 8.7% allocation.  This is roughly a 1.4% increase over 2004 
allocations.  The study also noted that endowments with assets over $1 billion allocated an average of 
21.7% of their portfolio into hedge funds.    
 
Potential legislation changes within the U.S. pension plan arena may also increase hedge fund manager 
assets in the upcoming years.  Based on legislation passed in the 1980’s, managers who now receive 
25% or more of their funding from public plans are considered ERISA fiduciaries and are thus subject 
to a more stringent set of rules.  In December 2005, the House of Representatives passed a Pension 
Reform Bill that called for an increase in the threshold to 50%.  The House and Senate are attempting 
to finalize the bill by April 2006. 
 
The number of hedge funds (not including Fund of Funds) has increased from an estimated 530 in 
1990 to over 6,700 at year 2005. Growth in investor demand for hedge fund products indicates investor 
appreciation of the potential benefits of active trading (long and short) in traditional markets as well as 
active trading in derivatives markets.6 

                                                           
6  According to a recent survey conducted by Russell, alternative investments are expected to reach record levels in 2007.  In addition, the survey found 
that hedge funds will likely garner the greatest share of organizations new commitments to alternatives and that smaller markets have significantly 
increased their alternative investments compared to more mature markets and this trend is expected to continue [Russell, 2006]. 
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Exhibit 1 
 

Growth of Hedge Funds: Assets Under Management 
(1990-2005)
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Source: CISDM 
 
 
Exhibit 2  
 

Growth in Number of Hedge Funds (Ex FOF): 1990-2005
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Source of Hedge Fund Returns 
 
Hedge funds have been described as skill-based investment strategies. Skill-based strategies obtain 
returns from the unique skill or strategy of the trader.  Because hedge funds are actively managed, 
manager skill is certainly important. However, academic research [Fung and Hsieh, 2002; Schneeweis 
et. al., 2003] demonstrates that hedge fund returns are also driven systematically by market factors 
such as changes in credit spreads or market volatility, rather than exclusively by individual manager’s 
alpha. Therefore, one can think of hedge fund returns as a combination of manager skill and an 
underlying return to the hedge fund strategy or investment style itself.  
 
Exhibit 3 
 
 

 

 

 

 

 

 

 

 

 

 
 
 
 
 
 
 
Similar to the equity and bond markets, passive security based indices have been created which are 
designed to capture the underlying return to the hedge fund strategy [Schneeweis, Kazemi, and 
Karavas, 2003; Jaeger and Wagner, 2005].7  The performance of an individual manager can be 
measured relative to that ‘strategy’ return. If a manager’s performance is measured relative to the 
systematic passive hedge fund index, for example, then the differential return may be viewed as the 
manager’s ‘alpha’ (return in excess of a non-manager based strategy similar replicated portfolio). If a 
manager’s performance is measured relative to an index of other active managers, then the relative 
performance simply measures the over or under performance to that index of manager returns. 
                                                           
7 These security based indices are available in tradeable form from various platform providers. Public research has generally indicated that depending on 
the hedge fund strategy the correlation between the passive security based index and the active trading manager based index is often greater than .75. 
However, public research has also indicated that the return to such passive security based trading models often underperforms active trading manager 
based indices by 100 to 200 basis points depending on the strategy replicated. This lower return, must, of  course, be balanced of with the additional  
benefits to passive security based indices including greater transparency, capacity, and liquidity.  
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Exhibit 4 is a summary of risk, return and exposures that a potential investor would typically face by 
investing with a large hedge fund manager who is following the corresponding strategy. Based on the 
economic relationships between market factors and returns to different strategies, the characteristics 
described below are expected to hold on average. The exhibit indicates both the sign and the 
magnitude of the exposure, as well as other key features of the exposure.  
 
Exhibit 4 
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Empirical Results 
 
Portfolio Risk and Return Performance 
 
As discussed previously, hedge funds are generally regarded as investments which offer risk and return 
opportunities not easily obtained through investment in traditional long only stock and bond 
investment vehicles. As a result, hedge funds have often been presented as suitable investments to help 
diversify risk and increase the expected return to risk ratio of traditional asset portfolios. 
 
Results in Exhibit 5 show the return and risk performance of the CISDM Equal Weighted Hedge Fund 
Index and traditional equity and bond indices as well as the return and risk performance of alternative 
combinations of assets over the past sixteen years (1990-2005).8  For the period of analysis, the Equal 
Weighted Hedge Fund index has a higher return (15.13%) and a higher Sharpe ratio (1.58) than any of 
the other listed benchmarks.  
 
The benefit of including hedge funds in diversified portfolios is illustrated in Exhibit 5 and 6. When 
the hedge fund index is added to U.S. stocks, Treasury Bonds, or a portfolio of U.S. stocks and bonds, 
the risk/return profile improves. 
 
Exhibit 5 
 

CISDM Equal 
Weighted Hedge 

Fund Index S&P 500
Lehman U.S. 

Aggregate  MSCI World 
Lehman Global 

Aggregate

Annualized Return 15.13% 10.55% 7.36% 7.26% 7.26%
Annualized Standard Deviation 6.97% 14.32% 3.88% 14.29% 5.22%
Sharpe Ratio 1.58 0.45 0.83 0.22 0.60
Maximum Drawdown -11.61% -44.73% -5.15% -46.31% -7.24%
Correlation with CISDM EqW Hedge Fund Index 1.00 0.70 0.10 0.67 0.02

Portfolio I Portfolio II Portfolio III Portfolio IV

Annualized Return 9.22% 10.41% 7.53% 9.05%
Annualized Standard Deviation 7.69% 7.17% 8.11% 7.41%
Sharpe Ratio 0.66 0.87 0.42 0.66
Maximum Drawdown -16.32% -13.46% -19.61% -15.76%
Correlation with Hedge Fund Composite 0.68 0.78 0.60 0.71

Portfolio I = 50% S&P 500 and 50% Lehman Brothers U.S. Aggregate
Portfolio II = 40% S&P 500, 40% Lehman U.S. Aggregate and 20% CISDM EqW Hedge Fund Index
Portfolio III = 50% MSCI and 50% Lehman Brothers Global Bond
Portfolio IV = 40% MSCI, 40% Lehman Brothers Global Bond and 20% CISDM EqW Hedge Fund Index

Performance: 1990 - 2005

 
 
Exhibit 7 depicts the growth of $100 invested in 1990 in various assets types. Over the entire period, 
1990-2005, the Equal Weighted Hedge Fund index had superior return performance relative to other 
traditional asset classes. It is worth noting that during the sharp decline of the S&P 500 between mid 
2000 and late 2002, the Equal Weighted Hedge Fund index had a small but positive trend.  
 
 
 
                                                           
8 Annualized standard deviations are derived by multiplying the monthly data by the square root of 12.  
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Exhibit 6 

Risk and Return of Stocks, Bonds and Hedge Funds: 1990-2005
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Exhibit 7 
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Individual Hedge Fund Strategies 
 
The risk and return characteristics of a wide range of hedge fund strategies and traditional indices are 
given in Exhibit 8.  It is worth noting that those hedge fund strategies that attempt to reduce or 
eliminate stock and bond market risk (e.g., Relative Value: Equity Market Neutral, Convertible 
Arbitrage) have relatively lower risk and return, whereas Event Driven hedge fund strategies with 
limited equity exposure (e.g., Event Driven, Merger Arbitrage) have moderate returns and risk, while 
Opportunistic hedge fund strategies with the greatest equity exposure (Emerging Markets, Equity 
Long/Short) have experienced the greatest relative return and risk. In short, consistent with financial 
theory, the strategies with the lowest return have reported the lowest risk while strategies with higher 
return have generally reported higher risk. In fact, as shown in Exhibit 9, there is a linear relationship 
between reported return and standard deviation for the period 1990-2005. 
 
Exhibit 8 
 

 Annual 
Return

Standard 
Deviation

Sharpe 
Ratio

Max 
Drawdown Skewness Kurtosis

CISDM Equal Weighted Hedge Fund Index 15.13% 6.97% 1.58 -11.61% -0.34 3.35

CISDM Equity Market Neutral Index 9.40% 1.84% 2.86 -1.46% 0.01 2.34
CISDM Convertible Arbitrage Index 11.77% 2.96% 2.58 -0.05 -0.62 2.13

CISDM Distressed Securities Index 14.27% 6.54% 1.55 -13.03% -0.85 4.67
CISDM Event Driven Multi Strategy Index 13.36% 5.33% 1.73 -8.21% -1.08 3.93
CISDM Merger Arbitrage Index 10.80% 4.10% 1.62 -5.74% -1.14 6.67

CISDM Emerging Markets Index 13.66% 14.61% 0.65 -45.13% -1.18 11.40
CISDM Equity Long / Short Index 13.77% 8.47% 1.14 -12.42% -0.27 2.21
CISDM Global Macro Index 12.01% 6.41% 1.23 -8.22% 1.05 3.19

S&P 500 10.55% 14.32% 0.45 -44.73% -0.45 0.73
Lehman Aggregate 7.36% 3.88% 0.83 -5.15% -0.44 0.62
Lehman U.S. Corp High Yield 9.02% 7.76% 0.63 -17.16% -0.36 4.49

Performance: Hedge Fund Strategies and Traditional Assets (1990-2005)
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Exhibit 9 
 

Return and Volatility: 1990-2005

 Convertible Arbitrage 

 Equity Market Neutral 

Distressed Securities 

 Merger Arbitrage 

Equity Long / Short 

Equal Weighted 
Hedge Fund 

Event Driven Multi 
Strategy 

 Emerging Markets 

Global Macro 

8%

9%

10%

11%

12%

13%

14%

15%

16%

0% 2% 4% 6% 8% 10% 12% 14% 16%

Standard Deviation

A
nn

ua
liz

ed
 R

et
ur

n

 
 
In Exhibit 10, the correlations between the various listed hedge fund indices are given. It is worth 
noting that those hedge fund strategies that attempt to reduce or eliminate stock and bond market risk 
(e.g., Relative Value: Equity Market Neutral, Convertible Arbitrage) generally have a low correlation 
with other hedge fund strategies and may be regarded as diversifiers within a portfolio of hedge funds. 
In contrast, those hedge fund strategies which have a moderate or high correlation with stock and bond 
indices (Event Driven or Opportunistic) generally report a relatively higher correlation with other 
hedge fund strategies and provide relatively greater return as opposed to diversification opportunities.9  
 

                                                           
9 It is important to note that within a portfolio of hedge funds or hedge fund strategies, the strategy or the fund with the greatest standard deviation often 
has the greatest impact on volatility as well as correlation. For example, it is well known that a stock/bond portfolio has correlation with other investments 
more similar to that of a stock investment than a bond investment due to the dominance of equity volatility to bond volatility. 
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Exhibit 10 
Equal 

Weighted 
Hedge Fund Equity Market Neutral 

Convertible 
Arbitrage 

Distressed 
Securities 

Event Driven 
Multi Strategy 

Merger 
Arbitrage 

Emerging 
Markets 

Equity 
Long/ 
Short 

Global 
Macro 

Average 
Correlation

Equal Weighted Hedge Fund 0.55 0.53 0.71 0.84 0.68 0.72 0.92 0.62 0.70

Equity Market Neutral 0.55 0.42 0.40 0.50 0.45 0.27 0.50 0.37 0.42
Convertible Arbitrage 0.53 0.42 0.51 0.53 0.50 0.44 0.50 0.44 0.48

 
Distressed Securities 0.71 0.40 0.51 0.70 0.59 0.55 0.66 0.55 0.57
Event Driven Multi Strategy 0.84 0.50 0.53 0.70 0.86 0.62 0.80 0.50 0.65
Merger Arbitrage 0.68 0.45 0.50 0.59 0.86 0.50 0.64 0.47 0.57

 
Emerging Markets 0.72 0.27 0.44 0.55 0.62 0.50 0.65 0.46 0.50
Equity Long / Short 0.92 0.50 0.50 0.66 0.80 0.64 0.65 0.57 0.62
Global Macro 0.62 0.37 0.44 0.55 0.50 0.47 0.46 0.57 0.48

S&P 500 0.70 0.35 0.35 0.49 0.63 0.47 0.49 0.76 0.43 0.50
Lehman Aggregate 0.10 0.24 0.24 0.10 0.06 0.10 0.04 0.12 0.28 0.15
Lehman U.S. Corp High Yield 0.56 0.32 0.47 0.53 0.66 0.56 0.46 0.55 0.37 0.49

Correlations (1990-2005)

 
 
 

Most hedge fund strategies are held in a portfolio of other hedge funds or in combination with 
traditional stocks and bonds. In Exhibit 11-A, the correlations between various hedge fund strategies 
and traditional market factors are given. Hedge fund strategies with equity exposure (e.g., Equity 
Long/Short, Event Driven) have moderate correlation with the S&P 500, while hedge fund strategies 
with credit exposure have moderate correlation with Lehman Corporate High Yield Bond index.  In 
short, various hedge fund strategies should not be defined simply as risk diversifiers or as return 
enhancers without a further understanding of their correlation with the other traditional assets held in 
one’s portfolio. For example, in Exhibit 11-B, equity portfolio risk diversifiers are defined as those 
strategies with correlations below .40 for stock portfolios and bond portfolio risk diversifiers are 
defined as those strategies with correlation below .25 for bond portfolios.  Correlations above these 
levels classify strategies as return enhancers.  
 
As a final point, most of the hedge fund strategies report a negative correlation with changes in equity 
volatility. This is consistent with research [Fund and Hsieh, 2003] that indicates that hedge funds may 
provide an option like benefit (positive returns in high volatility/low return equity markets). However, 
it is also important to point out that few hedge fund strategies directly trade options in order to capture 
‘volatility return’ and that the option like benefit may simply reflect the relationship between increases 
in volatility and negative equity returns with the ability of some hedge fund strategies to profit in 
markets in which equity markets perform poorly. For many strategies, once the impact of equity 
market and high yield markets consistent with the hedge fund strategy have been removed, the impact 
of volatility on hedge fund returns is greatly reduced [Schneeweis and Kazemi, 2006].10 
 

                                                           
10 In short, one should not mistake trading in equity straddles for trading in high yield debt. Current research has shown that 1) regressing CISDM hedge 
fund index returns against the S&P 500, Lehman Gov/Corp bonds, and Lehman High Yield bonds, 2) taking the residuals from that regression and 
regressing those returns on changes in VIX indicate little relationship between residuals of a multi-factor hedge fund model and changes in volatility. That 
is, hedge funds are long volatility only in the sense that they are long equity/fixed income  and that equity returns and high yield debt returns are 
historically highly correlated with changes in volatility.  As a consequence after removing the equity and fixed income factor relationships with hedge 
fund returns, hedge funds show little relationship with volatility changes. 
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Exhibit 11-A 
 

S&P 500
 Lehman 

Aggregate 
 Lehman 

High Yield

Change in 
Stock 

Volatility*

 Change in 
Bond 

Volatility**

CISDM Equal Weighted Hedge Fund Index 0.70 0.10 0.56 -0.36 -0.13

CISDM Equity Market Neutral Index 0.35 0.24 0.32 -0.18 -0.10
CISDM Convertible Arbitrage Index 0.35 0.24 0.47 -0.07 -0.02

CISDM Distressed Securities Index 0.49 0.10 0.53 -0.24 -0.08
CISDM Event Driven Multi Strategy Index 0.63 0.06 0.66 -0.37 -0.07
CISDM Merger Arbitrage Index 0.47 0.10 0.56 -0.30 -0.06

CISDM Emerging Markets Index 0.49 0.04 0.46 -0.22 -0.04
CISDM Equity Long / Short Index 0.76 0.12 0.55 -0.35 -0.09
CISDM Global Macro Index 0.43 0.28 0.37 -0.18 -0.15

S&P 500 1.00 0.15 0.49 -0.31 -0.01
Lehman Aggregate 0.15 1.00 0.24 -0.02 -0.16
Lehman U.S. Corp High Yield 0.49 0.24 1.00 -0.32 -0.08
* Intramonth Volatility of the S&P 500 Index
**Intramonth Volatility of the Lehman Aggregate Bond Index

Correlations: Hedge Fund Strategies and Traditional Assets (1990-2005)

 
 
Exhibit 11-B 
 

Hedge Fund Strategy Stock Portfolio Bond Portfolio High Yield Bond Portfolio

 Convertible Arbitrage Risk Diversifier Risk Diversifier Return Enhancer
 Equity Market Neutral Risk Diversifier Risk Diversifier Return Enhancer
 Distressed Securities Return Enhancer Risk Diversifier Return Enhancer
 Event Driven Multi Strategy Return Enhancer Risk Diversifier Return Enhancer
 Merger Arbitrage Return Enhancer Risk Diversifier Return Enhancer
 Emerging Markets Return Enhancer Risk Diversifier Return Enhancer
 Equity Long / Short Return Enhancer Risk Diversifier Return Enhancer
 Global Macro Return Enhancer Return Enhancer Return Enhancer

Porfolio Risk and Return Contribution

 
 
Comparison Performance: 1990-1995, 1996-2000 and 2001-2005 
 
The results in the previous sections illustrate that over the past sixteen years, hedge funds have 
provided both standalone performance, as well as portfolio diversification. Recent research has 
questioned whether the trading strategies conducted by hedge funds remain viable in today’s market 
and economic environment. Investors must be reminded that any recent investment period is a sample 
of one. In short, performance or the lack thereof in any single period does not indicate the long term 
benefit of any single strategy. Instead, the long term performance of a strategy is based on its ability to 
provide access to expected return and risk benefits available in certain economic conditions.  
 
In recent years (2001-2005) the annualized returns of hedge funds dropped from that achieved in either 
the 1990-1995 or 1996-2000 periods.  As shown in Exhibit 12, For the period 2001-2005, the average 
return on the CISDM Equal Weighted Hedge Fund Index was 9.11% with a standard deviation of 
5.10%. In contrast, the annualized return for the index in the two prior sub-periods (1990-1995 and 
1996-2000) were 17.67% and 18.35%, respectively, with standard deviations of 5.48% and 9.56%, 
respectively. This severe decline in returns has been cited as being due primarily to a reduction in 
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trading opportunities. However, what many investors fail to emphasize is that equity markets also fell 
from that achieved in the earlier two periods (the S&P 500 returned only 0.54% in the 2001-2005 
period but returned 13.05% and 18.35% respectively over the periods1990-1995 and 1996-2000). 
Investors have been warned that return is related to risk and that a reduction in volatility often leads to 
a lower return. Over the 2001-2005 period, standard deviation on the CISDM equal weighted index 
was 5.10% in contrast to 9.56% over the 1996-2000 period. In addition, the level of returns is related to 
interest rates. In the first and second sub-period (1990-1995 and 1995-2000), the average return on 3 
month Treasury Bills was 6.54% and 5.21%, respectively. In contrast, the yield in the most recent 
period (2001-2005), fell to 2.12%. In short, the decline in return may in part be due to a reduction in 
the overall level of returns as well as the reduction in interest rates even if risk premium remain 
constant (which due to the reduction in volatility, may have also been reduced).  
 
Exhibit 12 
 

1990-2005 1990-1995 1996-2000 2001-2005
Annualized Return 15.13% 17.67% 18.35% 9.11%
Annualized Standard Deviation 6.97% 5.48% 9.56% 5.10%
Sharpe Ratio 1.58 2.03 1.37 1.25
Max DD -11.61% -4.40% -11.61% -5.29%
Skewness -0.34 -0.21 -0.52 -0.51
Kurtosis 3.35 -0.27 2.54 -0.20
Returns in Traditional Markets:
3-Month T-Bill 4.15% 6.54% 5.21% 2.12%
S&P 500 10.55% 13.05% 18.33% 0.54%
Lehman Aggregate 7.36% 9.39% 6.46% 5.87%

Comparison Performance: CISDM Equal Weighted Hedge Fund Index

 
 
Recent Performance: 2001-2005 
 
As previously mentioned, the addition of hedge funds to a portfolio of stock and bonds over the 1990-
2005 period increased the overall return to risk tradeoff. The same holds true for the 2001-2005 period, 
as demonstrated in Exhibit 13 (see Portfolio I and II).  In contrast to the first period, the average 
Sharpe ratio for a portfolio of stocks, bonds, and hedge funds has fallen from 0.87 to 0.39 in the second 
period. However, hedge funds have continued to provide benefits on a stand-alone basis relative as 
well as additions to traditional stock and/or bond portfolios. For instance, adding the CISDM Equal 
Weighted Hedge Fund Index to that of a U.S. stock and bond portfolio increases the Sharpe ratio from 
.20 to .39. This is consistent with the results observed from the time period of 1990-2005. The 
enhanced return to risk tradeoff for hedge funds indicates the potential benefit of adding them to an 
existing stock and bond portfolio. 
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Exhibit 13 
 

CISDM Equal Weighted 
Hedge Fund Index S&P 500

Lehman U.S. 
Aggregate  MSCI World Lehman Global

Annualized Return 9.11% 0.54% 5.87% 2.64% 6.80%
Annualized Standard Deviation 5.10% 14.94% 4.00% 14.68% 5.90%
Sharpe Ratio 1.37 -0.11 0.94 0.04 0.79
Maximum Drawdown -5.29% -38.87% -3.55% -38.85% -5.41%
Correlation with CISDM EqW Hedge Fund Index 1.00 0.81 -0.16 0.84 0.01

Portfolio I Portfolio II Portfolio III Portfolio IV

Annualized Return 3.54% 4.65% 5.04% 5.86%
Annualized Standard Deviation 7.05% 6.49% 7.77% 7.06%
Sharpe Ratio 0.20 0.39 0.38 0.53
Maximum Drawdown -14.90% -12.21% -15.94% -13.06%
Correlation with CISDM EqW Hedge Fund Index 0.81 0.86 0.80 0.85

Portfolio I = 50% S&P 500 and 50% Lehman U.S. Aggregate
Portfolio II = 40% S&P 500, 40% Lehman U.S. Aggregate and 20% CISDM EqW Hedge Fund Index
Portfolio III = 50% MSCI and 50% Lehman Brothers Global Bond
Portfolio IV = 40% MSCI, 40% Lehman Brothers Global Bond and 20% CISDM EqW Hedge Fund Index

Performance: 2001 - 2005

 
 
Exhibits 14-A, 14-B, 15-A, and 15-B provide performance and correlation estimates for each of the 
hedge fund strategies between 2001 and 2005.  While average returns have decreased relative to those 
of the 1990-2005 time period, it is worth noting that Distressed Securities and Emerging Market 
strategies have strengthened on a risk-adjusted basis (2.58 and 1.77, respectively).  In addition, Fixed 
Income Arbitrage and Mortgage Backed indices have exhibited high Sharpe ratios at 4.74 and 3.72, 
respectively.   
 
The correlations between various hedge fund strategies are given in Exhibit 15-A and 15-B.  As noted 
earlier, different sensitivities of various hedge fund strategies to various market factors result in 
different correlations among hedge fund strategies themselves.   
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Exhibit 14-A 
 

 Annual 
Return

Standard 
Deviation

Sharpe 
Ratio

Max 
Drawdown Skewness Kurtosis

CISDM Equal Weighted Hedge Fund Index 9.11% 5.10% 1.25 -5.29% -0.51 -0.20

CISDM Equity Market Neutral Index 6.02% 1.73% 1.88 -1.46% -0.83 2.06
CISDM Fixed Income Arbitrage Index 7.31% 0.96% 4.74 0.00% 0.28 -0.67
CISDM Convertible Arbitrage Index 6.49% 3.06% 1.22 -5.42% -0.65 1.40
CISDM Mortgage Backed Index 8.59% 1.56% 3.72 -1.72% -2.51 12.69

CISDM Distressed Securities Index 12.87% 3.92% 2.58 -2.56% 0.24 0.48
CISDM Event Driven Multi Strategy Index 9.54% 4.77% 1.42 -5.46% -0.53 1.33
CISDM Merger Arbitrage Index 4.91% 2.67% 0.80 -2.34% -0.41 1.20

CISDM Emerging Markets Index 14.82% 6.80% 1.77 -6.11% -0.61 0.02
CISDM Equity Long / Short Index 5.94% 5.35% 0.59 -6.96% -0.45 -0.29
CISDM Equity Long Short (Asia) Index 10.51% 4.74% 1.63 -3.61% 0.52 0.18
CISDM Equity Long Short (Europe) Index 9.03% 3.30% 1.90 -1.86% 0.00 -0.65
CISDM Global Macro Index 6.21% 3.53% 0.98 -2.60% 0.16 0.65
CISDM Sector Index 4.12% 6.57% 0.21 -13.16% -0.92 0.73
CISDM Sector (Technology) Index 1.93% 7.95% -0.11 -20.43% -1.01 1.47

S&P 500 0.54% 14.94% -0.15 -38.87% -0.37 0.15
Lehman Gov/Corp Bond 5.87% 4.00% 0.78 -3.55% -0.92 1.41
Lehman U.S. Corp High Yield 8.86% 8.82% 0.69 -12.01% -0.60 2.48

Performance: Hedge Fund Strategies and Traditional Assets (2001-2005)

 
 
Exhibit 14-B 
 

S&P 500
 Lehman 

Aggregate 
 Lehman 

High Yield

Change in 
Stock 

Volatility*

 Change in 
Bond 

Volatility**

CISDM Equal Weighted Hedge Fund Index 0.81 -0.16 0.67 -0.46 0.21

CISDM Equity Market Neutral Index 0.40 0.00 0.43 -0.31 0.05
CISDM Fixed Income Arbitrage Index 0.14 0.13 0.53 -0.27 -0.08
CISDM Convertible Arbitrage Index 0.10 0.14 0.40 -0.10 0.10
CISDM Mortgage Backed Index -0.21 0.43 0.00 0.01 -0.14

CISDM Distressed Securities Index 0.51 -0.02 0.66 -0.37 -0.03
CISDM Event Driven Multi Strategy Index 0.70 -0.10 0.75 -0.44 0.08
CISDM Merger Arbitrage Index 0.59 -0.06 0.66 -0.44 0.06

CISDM Emerging Markets Index 0.66 -0.06 0.65 -0.44 0.09
CISDM Equity Long / Short Index 0.75 -0.26 0.59 -0.44 0.18
CISDM Equity Long Short (Asia) Index 0.30 -0.21 0.18 -0.15 0.24
CISDM Equity Long Short (Europe) Index 0.54 -0.18 0.39 -0.30 0.09
CISDM Global Macro Index 0.34 0.15 0.42 -0.29 -0.05
CISDM Sector Index 0.84 -0.22 0.52 -0.36 0.24
CISDM Sector (Technology) Index 0.75 -0.22 0.41 -0.25 0.31

S&P 500 1.00 -0.34 0.52 -0.36 0.29
Lehman Aggregate -0.34 1.00 0.10 -0.03 -0.38
Lehman U.S. Corp High Yield 0.52 0.10 1.00 -0.49 0.07
* Intramonth Volatility of the S&P 500 Index
**Intramonth Volatility of the Lehman Aggregate Bond Index

Correlations: Hedge Fund Strategies and Traditional Assets (2001-2005)
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Exhibit 15-A 
 

Equal 
Weighted 

Hedge 
Fund

Equity 
Market 
Neutral 

Fixed 
Income 

Arbitrage 
Convertible 
Arbitrage 

Mortgage 
Backed 

Distressed 
Securities 

Event 
Driven 
Multi 

Strategy 
Merger 

Arbitrage 
Equal Weighted Hedge Fund 1.00

Equity Market Neutral 0.66 1.00
Fixed Income Arbitrage 0.35 0.40 1.00
Convertible Arbitrage 0.34 0.33 0.44 1.00
Mortgage Backed -0.13 -0.05 0.23 0.25 1.00

Distressed Securities 0.80 0.63 0.54 0.45 -0.12 1.00
Event Driven Multi Strategy 0.90 0.66 0.46 0.40 -0.12 0.89 1.00
Merger Arbitrage 0.81 0.59 0.45 0.31 -0.03 0.74 0.89 1.00

Emerging Markets 0.87 0.59 0.28 0.23 -0.03 0.67 0.77 0.68
Equity Long / Short 0.93 0.62 0.31 0.23 -0.19 0.72 0.84 0.75
Equity Long Short (Asia) 0.53 0.44 0.08 0.12 -0.23 0.36 0.41 0.39
Equity Long Short (Europe) 0.76 0.64 0.21 0.12 -0.14 0.64 0.70 0.65
Global Macro 0.68 0.62 0.38 0.48 0.03 0.67 0.68 0.67
Sector 0.90 0.49 0.08 0.11 -0.18 0.62 0.77 0.71
Sector (Technology) 0.80 0.38 0.02 0.06 -0.17 0.52 0.65 0.63

S&P 500 0.81 0.40 0.14 0.10 -0.21 0.51 0.70 0.59
Lehman Aggregate -0.16 0.00 0.13 0.14 0.43 -0.02 -0.10 -0.06
Lehman U.S. Corp High Yield 0.67 0.43 0.53 0.40 0.00 0.66 0.75 0.66

Correlations: 2001-2005

 
 
Exhibit 15-B 
 

Emerging 
Markets 

Equity 
Long/ 
Short 

Equity 
Long 
Short 
(Asia)

Equity Long 
Short 

(Europe)
Global 
Macro Sector 

Sector 
(Tech)

Equal Weighted Hedge Fund 0.87

Equity Market Neutral 0.59 0.62
Fixed Income Arbitrage 0.28 0.31 0.08
Convertible Arbitrage 0.23 0.23 0.12 0.12
Mortgage Backed -0.03 -0.19 -0.23 -0.14 0.03

Distressed Securities 0.67 0.72 0.36 0.64 0.67 0.62
Event Driven Multi Strategy 0.77 0.84 0.41 0.70 0.68 0.77 0.65
Merger Arbitrage 0.68 0.75 0.39 0.65 0.67 0.71 0.63

Emerging Markets 1.00 0.79 0.50 0.67 0.60 0.76 0.63
Equity Long / Short 0.79 1.00 0.56 0.76 0.64 0.83 0.76
Equity Long Short (Asia) 0.50 0.56 1.00 0.56 0.40 0.44 0.39
Equity Long Short (Europe) 0.67 0.76 0.56 1.00 0.52 0.69 0.60
Global Macro 0.60 0.64 0.40 0.52 1.00 0.54 0.52
Sector 0.76 0.83 0.44 0.69 0.54 1.00 0.93
Sector (Technology) 0.63 0.76 0.39 0.60 0.52 0.93 1.00

S&P 500 0.66 0.75 0.30 0.54 0.34 0.84 0.75
Lehman Aggregate -0.06 -0.26 -0.21 -0.18 0.15 -0.22 -0.22
Lehman U.S. Corp High Yield 0.65 0.59 0.18 0.39 0.42 0.52 0.41

Correlations: 2001-2005 (Cont.)

 
 
Fund of Fund Investments 
 
It is important to realize that the above results reflect the performance of the CISDM hedge fund 
indices. These hedge fund indices reflect the performance of a portfolio of non-investable hedge funds.  
Therefore, the indices reflect the performance of a non-investable fund of funds. However, the actual 
performance of fund of funds differ somewhat from that shown in the previous tables. First of all, fund 
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of funds often add on an additional layer of fees to reflect their additional asset management and 
oversight role.  In addition, fund of fund managers often engage in more active management of funds 
within their strategy. In Exhibit 16, the performance of the CISDM Fund of Fund index is reported in 
comparison to the CISDM Equal Weighted Hedge Fund index. For the period examined, the 
correlation between the two indices is high (0.87), however, the return and the standard deviation of 
the CISDM Fund of Fund index is below that of the CISDM Equal Weighted index. This is consistent 
with 1) the greater number of non- investable funds existing in the overall index, 2) the additional layer 
of fees existing on most fund of fund products, and 3) the tendency for fund of funds to often invest in 
funds which provide more diversification to existing stock portfolios and thus often exhibit lower risk 
and lower return. This lower equity market profile for most fund of funds is demonstrated in Exhibit 
15-A where the correlation between the CISDM Equal Weighted Hedge Fund index and the S&P 500 
is 0.81, while Exhibit 16 shows that the correlation between the CISDM Fund of Fund index and the 
S&P 500 is only 0.53. 
 
Exhibit 16 
 

 Annual 
Return

Standard 
Deviation

Sharpe 
Ratio

Max 
Drawdown Skewness Kurtosis

Correlation 
with CISDM 

Fund of Fund

Correlation 
with CISDM 

Eq Weighted

CISDM Fund of Fund Index 5.97% 2.75% 1.40 -2.43% -0.42 0.28 1.00 0.87
CISDM Equal Weighted Hedge Fund Index 9.11% 5.10% 1.37 -5.29% -0.51 -0.20 0.87 1.00

S&P 500 0.54% 14.94% -0.11 -38.87% -0.37 0.15 0.53 0.81
Lehman Aggregate 5.87% 4.00% 0.94 -3.55% -0.92 1.41 -0.04 -0.16
Lehman U.S. Corp High Yield 8.86% 8.82% 0.77 -12.01% -0.60 2.48 0.60 0.67

Performance of Fund of Funds: 2001-2005

  
 
Investable Hedge Fund Indices 
 
The growth in hedge fund investment has encouraged a number of firms to offer hedge fund index 
products.  This group includes well-known index providers such as S&P, MSCI and Dow Jones, global 
investment banks such as CSFB, and firms that specialize in hedge fund investment such as HFR.  
These hedge fund indices differ in unique ways. As a result, seemingly similar hedge fund indices may 
have different return and risk performance over similar time periods. However, previous studies 
[Schneeweis et. al, 2006] show that despite differences in risk and return, the various hedge fund 
indices generally report similar correlations to each other as well as to major market factors such as 
stock and bond indexes.   
 
In Exhibit 17, we emphasize the relationships between non-investable CISDM hedge fund indices and 
the investable Dow Jones hedge fund benchmark indices over the period 2004-200511. Investable 
indices are generally based on managed account platforms and follow a set of selection rules (e.g. size, 
years since inception) that are typically demanded by large institutional investors. Results show that 
the various investable indices have similar correlations to their non-investable counterparts, as well as 
similar correlations to market factors. For example, with the exception of equity market neutral (for 
which no central driving market factor exists) and the Equal Weighted Hedge Fund index, the 
correlation between the investable and non-investable indices is above 0.70. Likewise, the correlations 
between the non-investable CISDM indices and the corresponding investable Dow Jones indices are 
generally similar. For example, the correlations of the CISDM Distressed Securities Index with the 

                                                           
11  Dow Jones investable indices have various inception dates between 2002 and 2004 and thus the comparison here is for the past 2 years.   
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S&P 500 (.67), Lehman U.S. Aggregate (-0.10), and Lehman High Yield Corporate (0.60) are similar 
to that for the Dow Jones correlation with the S&P 500 (.73), Lehman U.S. Aggregate (0.06), and 
Lehman High Yield Corporate (0.59). 
 
Exhibit 17 
 

 Annual 
Return

Standard 
Deviation

Sharpe 
Ratio

Max 
Drawdown Skewness Kurtosis

Correlation 
with CISDM 

Correlation 
with S&P 500

Correlation 
with Lehman 

Aggregate

Correlation 
with Lehman 

High Yield

CISDM Equal Weighted Hedge Fund  9.90% 4.34% 1.75 -2.24% -0.47 -0.88 1.00 0.74 0.06 0.58
DJ BPI-AX 3.82% 1.35% 1.11 0.00% 2.22 4.77 0.55 0.48 -0.32 0.33

CISDM Equity Market Neutral  6.04% 1.97% 1.88 -1.46% -1.32 3.20 1.00 0.54 0.21 0.46
DJ Equity Market Neutral 1.25% 1.09% -0.98 -0.62% -0.77 -0.60 0.47 0.24 0.12 0.42

CISDM Convertible Arbitrage  0.65% 3.13% -0.53 -5.42% -0.91 1.08 1.00 0.31 -0.10 0.50
DJ Convertible Arbitrage  -2.11% 4.55% -0.97 -9.98% -0.89 0.82 0.93 0.08 -0.14 0.40

CISDM Event Driven Multi Strategy  9.33% 4.25% 1.65 -1.84% -0.11 0.06 1.00 0.81 -0.01 0.56
DJ Event Driven Multi Strategy  8.43% 4.14% 1.48 -1.92% -0.09 -0.10 0.96 0.79 -0.07 0.59

CISDM Distressed Securities 11.94% 3.91% 2.46 -1.49% 0.41 0.16 1.00 0.67 -0.10 0.60
DJ Distressed Securities 11.01% 4.28% 2.03 -0.82% 0.57 -0.20 0.91 0.73 0.06 0.59

CISDM Merger Arbitrage  6.39% 2.73% 1.49 -0.98% -0.03 -0.07 1.00 0.83 -0.05 0.52
DJ Merger Arbitrage 3.27% 2.93% 0.33 -2.41% -0.13 0.15 0.90 0.74 0.14 0.41

CISDM Equity Long / Short  7.33% 4.88% 1.03 -3.07% -0.47 -0.76 1.00 0.63 -0.11 0.43
DJ Equity Long/Short 4.87% 5.47% 0.47 -3.47% -0.63 -0.97 0.72 0.88 -0.22 0.58

Comparison of Investable and Non-Investable Indices: 2004-2005

 
 
Selected Recent Research: Comments 
 
Hedge fund research has centered on the underlying market factors driving hedge fund return as well 
as the unique risk and return characteristics of hedge fund strategies. For a more complete summary of 
“Myths of Hedge Fund Research” see www.CISDM.org. 
 

 Sources of Hedge Fund Return: Hedge fund correlations with stock and bond markets often 
reflect hedge funds and traditional assets’ common sensitivities to common market factors 
driving the returns of underlying securities (e.g. Distressed Debt and Lehman Corporate High 
Yield; Equity Long/Short and Russell Small Cap. Value/Growth) consistent with the hedge 
fund strategy [Schneeweis, Karavas, DuBose and Machayya, 2006]. 

 
 Performance Persistence: There is little evidence of performance persistence by strategy, 

especially for investment periods greater than one month [Schneeweis, Kazemi and Karavas, 
2003]. 

 
 Fund of Funds and Systematic Risk: Various authors analyze the impact of the number of 

hedge funds required for a hedge fund portfolio to reflect the risk of the sample of funds from 
which it is drawn. Schneeweis, Karavas, and DuBose [2005] confirm that approximately three 
to five equal-weighted hedge funds are needed to reduce strategy specific portfolio risk. 

 
 Emerging Managers: Schneeweis, Kazemi, and Karavas [2003] analyze the impact of the age 

of a fund on performance. They find that within two years of inception, the ‘emerging return’ to 
new managers is no longer significant.  
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 Fund Size: Schneeweis, Kazemi, and Karavas [2003] find little difference between large and 
smaller firm returns or between managed accounts and fund based returns. 

 
 Fund Risk Exposure: There is little evidence of a systematic relationship between the use of 

leverage and the level of risk-adjusted performance.  Therefore, additional or less usage of 
leverage does not appear to provide additional benefit [Schneeweis, Martin, Kazemi, and 
Karavas, 2005]. 

 
 Distributional Characteristics and Pricing Issues: Earlier evidence of hedge fund skewness 

and kurtosis [Brooks and Kat, 2004] as well as price smoothing [Asness, Krail and Liew, 2001] 
has been shown to be strategy and time specific (Schneeweis and Getmansky, 2006). 

 
 Strategy Replication: Jaeger and Wagner [2005] explain that hedge funds generate returns 

predominately through earning risk premia and only secondarily by exploiting inefficiencies in 
the market.   They provide an analysis of the weaknesses inherent in today’s hedge fund 
benchmarks, both investable and non-investable and conclude that an investable index 
constructed by financial engineers and quant groups based on risk factor analysis and 
replication can offer a superior alternative to current hedge fund products. 

 
Summary and Conclusion 
 
Various hedge fund return opportunities stem from the expanded universe of securities available to 
trade and the strategies that can be employed.  Funds can access both financial and non-financial 
(commodity) markets and can easily take long, short, spread, and option positions in any of these 
markets. Expanding the set of investment opportunities results in providing diversification benefits to a 
portfolio that cannot be replicated through traditional stock, bond, and real estate investment strategies. 
 
For alternative investments, such as hedge funds, to grow as an investment alternative, individuals 
need to increase their knowledge and comfort level as to their use in investment portfolios. The logical 
extension of using investment managers with specialized knowledge of traditional markets to obtain 
maximum return/risk tradeoffs is to add specialized managers who can obtain the unique returns in 
market conditions and types of securities not generally available to traditional asset managers; that is, 
hedge funds. In addition, investors must compare the unique returns available to each of the hedge 
fund styles to insure that the particular style does not duplicate existing investment opportunities. 
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Appendix I: Return Performance in Extreme Market Environments (1990-2005) 
 
Previous research has often depicted the benefits of certain hedge funds as providing positive returns in 
months which the S&P 500 performs poorly. In addition, recent research has also shown that when the 
S&P 500 is negative (positive) the correlation between the S&P 500 and certain hedge fund strategies 
increases (decreases). However, the use of correlations to depict the diversification properties of hedge 
funds relative to the S&P 500 is affected by the bounds (lower and upper) created when one is testing 
for extreme market impacts. For instance, hedge funds report a low correlation with the S&P 500 in 
extreme up markets. Yet returns for all hedge fund strategies are highly positive in positive S&P 500 
months, as shown below. Merger Arbitrage, for example, demonstrates a -0.29 correlation with the 
S&P in the best S&P months and thus one might expect merger arbitrage strategies to have a negative 
return during this time period.  However, Merger Arbitrage actually exhibited a positive return of 
1.85%.  In short, the low correlation does not reflect a low return.  In contrast, in the worst S&P 
months Merger Arbitrage has a similar correlation to Equity Long/ Short but with a much higher 
return.  
 
Therefore, when reviewing the benefits of a hedge fund strategy in extreme market conditions, 
emphasis should be placed on the actual returns and not the measured correlations.  
 
 

All S&P 500 Worst S&P 500 Best S&P 500
Months Forty-Eight Months Forty-Eight Months

Equal Weighted Hedge Fund 0.70 0.61 0.11
Equity Market Neutral 0.35 0.19 0.12
Convertible Arbitrage 0.35 0.12 0.25
Distressed Securities 0.49 0.37 -0.03
Event Driven Multi Strategy 0.63 0.62 -0.10
Merger Arbitrage 0.47 0.58 -0.29
Emerging Markets 0.49 0.56 0.36
Equity Long / Short 0.76 0.60 0.17
Global Macro 0.43 0.08 0.07

Correlations in Best and Worst Forty-Eight S&P 500 Ranked Months  (1990-2005)

 
 
 

All S&P 500 Worst S&P 500 Best S&P 500
Months Forty-Eight Months Forty-Eight Months

Equal Weighted Hedge Fund 1.20% -0.70% 1.92%
Equity Market Neutral 0.75% 0.54% 0.99%
Convertible Arbitrage 0.94% 0.60% 1.38%
Distressed Securities 1.14% -0.29% 1.92%
Event Driven Multi Strategy 1.06% -0.18% 2.01%
Merger Arbitrage 0.87% 0.13% 1.85%
Emerging Markets 1.16% -1.31% 2.81%
Equity Long / Short 1.11% -1.37% 3.18%
Global Macro 0.97% -0.43% 0.58%
S&P 500 0.92% -4.41% 3.36%

Average Monthly Returns in Best and Worst Forty-Eight S&P 500 Ranked Months  (1990-2005)
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Average Monthly Returns in Best and Worst Forty-Eight S&P 500 Ranked 
Months  (1990-2005)
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Appendix II: U.S. Hedge Fund Research Centers/Organizations 
 
100 Women in Hedge Funds
Alternative Asset Center - fund of funds database and directory products
Alternative Investment Management Association (AIMA)
Alternative Universe
Association for Investment Management and Research
Barclay/Global HedgeSource 
Connecticut Hedge Fund Association, Inc.
Funds of Funds Association
Hedge Fund Center
Hedge Fund Launch
Hedge Fund Lounge
Hedge Fund Research (HFR)
Hedge Fund Research, Inc.
HedgeCo.Net
MFA: Managed Funds Association
Texas Hedge Fund Association
The Albourne Village
The Center for International Securities and Derivatives Markets (CISDM)
The Chartered Alternative Investment Analyst Association®
The Hedge Fund Association
The Hedge Fund Association
The International Center for Finance at the Yale School of Management
The University of Texas MBA Hedge Fund Organization  
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