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INTRODUCTION TO 
HEDGE-FUNDS
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Traditional investments:

Static invevestments

Risk measured with β

Expected return according 

to CAPM:

E(R) = Rf + β (Rm – Rf)!
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(Source: Bank for International Settlements)

Derivatives

• Derivatives
• Hedge-funds
• Real Estate Funds
• CTA�s (Commodity 

Trading Advisors)

What is their expected 
return?
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• Traditional mutual funds investment strategy is 
passive. The investment strategy is about �location�: 
which assets to hold. 

• Their returns can be explained largely by a asset 
class factor model

tkt
k

kt uFR +b+a= å

Fung and Hsieh (1997) use following factors: 1) MSCI US Equity, 2) MSCI non-US 
Equity, 3) IFC Emerging market index, 4) JP-Morgan US government bonds, 5) JP-
Morgan non-US government bonds, 6) 1 month Eurodollar deposit rate, 7) price of 
gold and 8) Federal Reserves Trade Weighted Currency Index. 
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Fung and Hsieh (1997) explain both mutual fund and hedge fund returns 
using these factors

R squared for individual funds from  previous factor regression
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• Hedge funds cannot be explained by exposure 
to the same factors. 

• They show some hedge funds have a negative 
exposure to these factors.

• Hedge funds are characterized by not only 
�location� but by �trading strategy�: their 
exposure can vary over time hence not picked 
up by the regression!
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• Principal component analysis reveals five distinct hedge 
fund styles. Fung and Hsieh call these:

– Systems/Opportunistic
– Global/Macro
– Value
– Systems/Trend Following
– Distressed

• They identify funds belonging to each style and look at 
their returns in different states of the world: Divide e.g. 
foreign equity to five states based on returns to foreign 
equity (i.e., what ex post turned out to be bull or bear 
markets).
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• Results show that returns to e.g. trend following 
strategy are good both in bull and bear markets 
(hence like a straddle)

• Opportunistic style has high returns when 
commodities markets are booming (like a call 
option)

• Global macro has high returns when dollar has 
moved a lot to either direction (hence also like a 
straddle)
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Hedge Funds� Historical returns (source HFR)
(possibly some selection bias)

Average return 13%pa
Low correlation (app. 0.5 with SP500)
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MERGER ARBITRAGE

- Stocks under-react to public tender offers

MOMENTUM-STRATEGY

CONVERTIBLE ARBITRAGE

- Most convertible bonds today sold to hedge funds

Examples of hedge fund strategies
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Fung and Hsieh, 2004
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When supply of assets meets the availability of good 
investment opportunities in various markets the returns to 
these trading strategies decrease 

– but should not become negative !!
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Lähde: Lukka 2007
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Too much competition

When there is too much competition some players 
exit. This improves margins for remaining players.

Convertible Arbitrage returns

Tremont Convertible Arbitrage Index. Lähde: OKO
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Fung and Hsieh 2004

- 7 factors explain 55% to 80% of hedge fund returns depending on 

the time period. These are:

- S&P Index

- SC-LC (Small cap – Large cap) stock returns

- 10Y US Federal Reserve yield

- Change in the yield difference between BAA rated bonds and 10Y 

US Federal Reserve yield

- Lookback straddles on

- Bond futures

- Foreign exchange

- Commodities

- 8th factor, Emerging markets’ stock index explains further



• What are lookback straddles?

Payoff to a regular straddle (one call + one put)
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• What are lookback straddles?
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A lookback straddle is an option strategy
composed of a lookback call option and a
lookback put option.

The former grants its holder the right to buy an
asset at the lowest price observed during the
lifetime of the option while the latter grants its
holder the right to sell the same asset at the
highest price observed during the lifetime of the
option.
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POSITIVE 
EXPOSURE

(LONG STOCKS)
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POSITIVE 
EXPOSURE 

(SMALL CAP BIAS)
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NEGATIVE 
EXPOSURE
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NEGATIVE 
EXPOSURE
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MIXED
EXPOSURE



It seems from this that hedge fund returns 
come from:

• Occasional positive exposure to SP 500 stocks (long in stocks to get
equity risk premium)

• Positive loading on small stocks to capture illiquidity premium
• Long bonds (bonds lose in value as 10Y rises; costs of leverage rise)
• Credit spread (invest in illiquid and poorly rated bonds to capture credit

risk premium)

• Long exposures to lookback straddles capture returns from trend
following strategies in different markets. Short exposure can arise from
writing overpriced options.
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AQR categorizes its absolute return funds followingly

Reinsurance
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Other classifications of hedge funds (source: Lukka, 2007)
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Hedge Fund Alpha

• In contrast to mutual funds, there is some compelling evidence that 
hedge funds produce alpha (see e.g. Kosowski, Teo and Naik, Do 
hedge funds deliver alpha? A Bayesian and bootstrap analysis, 
Journal of Financial Economics, 2007). 
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