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Abstract 

 

 Background: Hedge funds have its origin in 1949 when Alfred W Jones constructed 
a fund that used a new technique where he took long positions and 
hedged them with short positions. This fund got a large publicity 
when it was proved that it had outperformed any other fund by 87 
percent during a ten year period. Though, it was not until the early 
1990’s hedge funds became popular for the general public. The goal 
for hedge funds in general is to yield an absolute return and there are 
many different strategies for reaching this goal. This has lead to the 
following three research questions: 

Have Hedge funds been able to reach its goal for an absolute return in 
both bullish and bearish times? 

Which strategy has shown the best performance in markets on the rise 
and in declining markets and is it possible to place the different strate-
gies in order of precedence? 

Is it possible to come up with a guideline for investing in hedge funds 
on the Swedish market? 

 Purpose: The purpose with this thesis is to study the returns on a large number 
of hedge funds in the American fund market based upon their in-
vestment strategy, both when the market is gaining and when it is de-
clining. 

 Method: In this thesis we have investigated twelve different strategies in the 
American market. By using secondary data from HFRI’s hedge fund 
database we have conducted a quantitative research by calculating key 
statistics for the strategies. We have also plotted performance dia-
grams were the strategies are compared with S&P 500. To be able to 
answer our research questions we constructed a table containing a 
summary of the risk and return for the strategies in bullish and bearish 
market times. 



 

 

 Results: Our research showed that there were two strategies that were capable 
of delivering an absolute return for the entire period. However, when 
looking deeper into the yearly returns we found that there were an-
other eight strategies that presented a negative return for just one out 
of the total eleven years. To conclude the research we have placed the 
strategies in order of precedence that works as a guideline for invest-
ing in the Swedish market in bull and bear markets. 
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1 Introduction 

This chapter gives the background to the problem, a problem discussion, the purpose 
and the delimitation of this thesis. 

 

Today it is almost as common to invest in stocks and funds as to save money at a bank ac-
count. Funds have made it easier for people in general to become shareholders in a way 
that do not demand deep knowledge in different financial markets. Unga Aktiesparare 
(2005) defines funds as a group of different securities, often called a portfolio, which is 
owned by a number of people. The funds are managed by expert and for the investor it is 
nothing else to do than just lay back and hopefully see the money grow. According to a 
study done by Fondbolagens Förening (2004), 94 percent of the population in Sweden, in 
one way or another, save money in funds. As a comparison it can be said that in the same 
study it is argued that the same number only two years earlier, in 2002, was 84 percent. Fur-
ther on it is described that in June 2004 was the total capital invested in funds SEK 966 bil-
lion in 2613 funds and counting. In 1994 was the total capital invested in the Swedish fund 
market SEK 207 billion divided in 343 funds. One cause to this increase was the introduc-
tion of the new pension system, PPM in 2000 and 2001. 

This increased interest in investing in funds has lead to the creation of new fund types in 
one of many ways for banks and stockbrokers to make more money. During the last dec-
ades stock funds and interest funds has evolved to new mixed funds and many of the new 
funds are more specialized, in terms of in which assets and markets invested in. One of 
these new types, at least new for people in general, is the hedge fund. Even though it is not 
specialized in any particular way it is new in its way of investment strategy. 

1.1 Background 

“If hedge funds were allowed to advertise performance figures, the mutual fund industry would be history” 
(Donald J. Halldin cited in Ineichen, 2003 p. 98) 

Hedge funds have its origin in 1949 when, an Australian immigrant to the USA, Alfred 
Winslow Jones developed his own model for an alternative investment form to the more 
traditional stock funds (Cottier, 2000). According to McCrary (2002) Jones investment pol-
icy was to “hedge1” the fund by taking long positions2 in, according to Jones, undervalued3 
common stocks and short positions4 in common stocks that were overvalued5. According 
to this model he was able to limit the market risk by achieving a positive yield both when 

                                                 

1 Making an investment to reduce the risk of adverse price movements in an asset. Normally, a hedge consists 
of taking an offsetting position in a related security, such as a futures contract (Investopedia, 2005). 

2 The buying of a security such as a stock, commodity or currency, with the expectation that the asset will rise 
in value. It is also called “go long” (Investopedia, 2005). 

3 A stock or other security that is trading below its true value (Investopedia, 2005). 

4 The selling of a security that the seller does not own, or any sale that is completed by the delivery of a secu-
rity borrowed by the seller. Also called “short-selling” or “go short” (Investopedia, 2005). 

5 A stock whose current price is not justified by the earnings outlook or price/earnings (P/E) ratio and thus, 
expected to drop in price (Investopedia, 2005). 
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the stock market went up and when it went down. The goal for the hedge fund was to al-
ways generate a positive yield, regardless if the market went up or down, and therefore the 
management is called absolute. Cottier (2000) states that Jones placed a lot of his own 
money in this fund and incorporated a new way of charging money for the administration 
of people’s capital, he took a percentage of the yield. This means that Jones did not get any 
money if the hedge fund showed a negative yield. 

An article in Fortune magazine 1966 relating to a “hedge fund” run by Jones came as an 
absolute surprise to the investment community (Anderlind, Dotevall, Eidolf, Holm, Som-
merlou, 2003). This fund had outperformed all other funds by 87 percent during the last 
ten years. After reading this article many people tried to plagiarize Jones success and a cou-
ple of years later, the number of hedge funds had reached of 100. This boom of hedge 
funds led to many bankruptcies and very big losses because of the many inexperienced 
fund managers.  The authors argue further that the number of hedge funds declined, and 
the next couple of years were relatively quiet for the funds. In 1986 there was an article in 
Institutional Investor magazine reporting on the superior performance of Julian Robert-
son’s hedge funds. The rise in the market from 1987 to 1993 made another boom of the 
hedge funds. Today there are thousands of American hedge funds with different strategies. 

Bekier (1996), among others, points out that many hedge fund managers also invest private 
capital in the fund and this could be seen as a sign that the managers will do their best in 
trying to reach absolute returns. According to Nilsson (2004) hedge funds are special funds 
that tries to give a positive (absolute) return despite if the stock- or interest-market in-
creases or decreases. This differs from the ordinary funds where the goal is to achieve a 
rate development that is better than the market index. This means that, stock funds for ex-
ample have a relative return and the goal to beat the market index can mean a decrease in 
capital value. For reaching this absolute return hedge funds has more free investment 
placement rules but this also means that these funds can be very different and have many 
different types of strategies. Hedge funds are because of these more free rules of place-
ments more dependant that the market is liquid, i.e. that there are buyers and sellers who 
are willing to do business at the market value (Nilsson, 2005). 

Cottier (2000) describes that hedge fund managers are, compared to mutual fund managers, 
allowed and even incurred to use a diverse set of tools to enhance performance. Due to the 
fact that hedge funds are less regulated than traditionally funds, this requires greater knowl-
edge possessed by the manager. According to Strandberg (2003, May) the performance of a 
hedge fund is very much depending of the manager’s skills, in both handling diverse finan-
cial instruments and the ability to interpret information in the market. This is also empha-
sized by Peter Edwall, (a Swedish hedge fund manager) who says that managing hedge 
funds is a lot about experience (Strandberg, 2003 April). 

William Crerend puts it like this: 

“Hedge fund managers can be tough to like, but it is difficult not to admire the great confidence and faith 
that they have in themselves, demonstrated by the willingness to risk their future on their skills.” 

(William Crerend cited in Ineichen, 2003 p. 59) 

Ineichen (2003) shows a figure of the relation between expected return and the expected 
risk for bonds, stocks and hedge funds respectively. The figure also illustrates a comparison 
between two efficient portfolios, one without hedge funds and one which include 20 per-
cent hedge funds. This confirms how one can increase the return at the same level of risk 
by include hedge funds in the portfolio. 
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Figure 1-1 Relation between expected return and expected volatility (Ineichen, 2003 p.140) 

According to Strandberg (2004) the first hedge funds was introduced in Sweden in 1996 
when Brummer & Partners launched their first hedge fund. In year 1999 there were 24 
hedge funds in Nordic countries and in 2000 the number had increased to 38, a growth of 
nearly 60 percent. The common interest of hedge funds is heavily increasing and in late 
2004 there were 75 different hedge funds in the Nordic market where about 50 are Swed-
ish. 

1.2 Problem discussion 

The common goal for hedge funds in general is to yield an absolute return that is a positive 
return regardless the development of the market index. Other funds, like stock funds and 
interest funds for example, have the goal of relative returns (i.e. beat a benchmark index). 
To create absolute returns, the trick is to go beyond the normal investment strategies and 
rules often applied by other funds. Instead of only by stocks (or other assets) which you 
believe will go up in the future you may also short sell stocks you consider is over valued. 
By this you sort of guard yourself against the risk that the market does not turn out the way 
you expected. In the case of ordinary stock funds the only speculate in stock that they be-
lieve will go up but this gives almost no opportunities to make positive returns in bearish 
market times. This leads into the first research question: 

Have Hedge funds been able to reach its goal for an absolute return in both bullish and bearish times? 

Concurrently with the rapid growing hedge fund market and the fact that hedge funds have 
freer investment rules, many new types of hedge funds have occurred on the market. This 
due to the fact that managers have simply found new ways of investing to reach higher re-
turns and this have lead to a classification system of different types of hedge funds (Inei-
chen, 2003). The way of sorting hedge funds into dissimilar group is based on the way of 
their investment strategy. Although, there are as many ways of categorizing hedge funds as 
there are authors in the subject, there are major similarities among them. In this thesis we 
will follow the classification system that is developed by the Hedge Fund Research Inc 

Bonds 

Hedge funds 

Stocks 

Portfolios with-
out hedge funds 

Portfolios with 
20% hedge funds 
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(HFRI6) with some minor modifications. With HFRI’s categorizations and among with 
other authors we have divided hedge funds into twelve different strategies. Out of these 
twelve strategies we aim to answer the following research question: 

Which strategy has shown the best performance in markets on the rise and in declining markets? 

The Swedish hedge fund market is relative small and an investigation on the Swedish mar-
ket would not be enough to make a good quantitative research. Especially, the Swedish 
hedge fund market is to new to be able to investigate funds in both bearish7 and bullish8 
market times. Instead we will look at the American hedge fund market, with thousands of 
hedge funds where numerous of them is sufficiently old. Although, we want to make some 
connection to the Swedish market and by answering the first two question we also want to 
answer the last research question: 

Is it possible to come up with a guideline for investing in hedge funds on the Swedish market? 

1.3 Purpose 

The purpose with this thesis is to investigate twelve hedge fund strategies in terms of abso-
lute returns and performance when the market is gaining and when it is declining, in order 
to come up with a guideline for the Swedish market. 

1.4 Delimitations 

 

We have chosen to limit the research to the time period 1994-2004, due to that we wanted 
to investigate a period that were as new as possible and at the same time interesting in 
terms of movements during the period. 

Due to the fact that the Swedish market is to small and fresh, the study will be carried out 
on the American market. 

For the twelve strategies we will exclusively use data from the HFRI hedge fund database. 
When it comes to S&P 500 these data is gathered from Standard & Poor’s9 website.   

We will only investigate different hedge fund strategies and not individual funds. 

                                                 

6 HFRI is an American organization that was established in the early 1990s and is a global hedge fund asset 
management firm and the largest distributor of hedge fund data (HFRI, 2005). 

7 A financial market of a certain group of securities in which prices are rising or are expected to rise (In-
vestopedia, 2005). 

8 A market condition in which the prices of securities are falling or are expected to fall (Investopedia, 2005). 

9 http://www.standardandpoors.com 
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2 Frame of reference 

This chapter gives a description of hedge funds in general, the differences between or-
dinary funds and hedge funds. Then there is a description of the twelve different 
strategies of hedge funds and the chapter ends with a discussion about risk. 

2.1 Hedge funds 

Lhabitant (2004) states that hedge funds got the name from their investment strategy 
meant to systematically reducing risk with by investing in short and long market positions. 
Today many hedge funds are not really “hedged” and the term is a bit misleading. There 
exists hedge funds with low risk but most of them are high risk (Nilsson, 2005). It is almost 
impossible to say how many hedge funds there actually exist in the world. An estimation is 
that the number of hedge funds is somewhere around 6000-10000 (Anderlind et al, 2003). 

There is no commonly accepted definition of what a hedge fund is (Lhabitant, 2004). Be-
low we give below some of the definitions in order to illustrate the broadness of the hedge 
fund theory: 

“…a pooled investment vehicle that is privately organized, administered by professional investment manag-
ers, and not widely available to the public.”  
(Report of The President’s Working Group on Financial Markets. Hedge Funds, Leverage, 
and the Lessons of Long-Term Capital Management, 1998, p.10) 

“A mutual fund that employs leverage and uses various techniques of hedging.”  
(George Soros, manager of the largest group of hedge funds, in Bekier, 1996, p.74) 

“Broadly defined, hedge funds are private partnerships wherein the manager/general partner has a signifi-
cant personal stake in the fund and is free to operate in a variety of markets and to utilize investments and 
strategies with variable long/short exposure and degrees of leverage.”  
(William J Crerend, In Cottier, 2000, p.16) 

“Typically, the manager of a hedge fund has a great deal more flexibility than a traditional money manager, 
and that is really the key element.”  
(Michael Steinhardt: Author of “The concept of variant perception” in Bekier, 1996, p.74) 

“All forms of investment funds, companies and private partnerships that 

1. use derivatives for directional investing 
2. and/or are allowing to go short 
3. and/or use significant leverage through borrowing.”  
(Dr. Philipp Cottier: Author of ”Hedge funds and Managed Futures”, Cottier, 
2000, p.16) 

2.1.1 Pros and cons with hedge funds 

There are many reasons for investing in hedge funds and the three most important ones are  

1) to enlarge the return of a portfolio (as shown in figure 1-1)  
2) to diversify the returns of assets in the portfolio  
3) to limit the risk  

(McCrary, 2002). 
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The first major reason can be explained by looking at the historical performance of hedge 
funds and most of them have performed well in absolute return and relative to aggregate 
stock and bond returns, regardless of the return for the industry. This makes hedge funds 
attractive for many investors. Hedge funds have, in a historical perspective, given a high re-
turn at a low risk. Several comparisons have shown that hedge funds have provided better 
return than the stock market and the volatility has been lower (Anderlind et al. 2003). 
These funds have the possibility to create a positive return even when in bearish times. 
Hedge funds are very flexible and have the opportunity to use different strategies and tech-
niques that increases the possibility for a positive return (Cottier, 2000). They have also a 
very low correlation with the stock market that makes it possible to create more stable 
portfolios than what is possible with investments in traditional securities, e.g. stocks. 
McCrary (2002) argues further that the second reason for investing in hedge funds is diver-
sification and it involves a statistical tool called correlation. Correlation calculates the extent 
to which return of one asset are related with return of another asset. Investors understood 
the benefits of diversification long time ago and a popular expression is “don’t put all your 
eggs in the same basket”. This holds because stocks do not often move together and a 
portfolio may be less risky than the component stocks. According to McCrary (2002) the 
third big reason for institutions and individuals to invest in hedge funds is to lessen the risk 
of the entire portfolio. The diversification helps to do this and hedge funds have the bene-
fit of being less risky than traditional assets. 

The freer placement rules for hedge funds means that the investors are more dependant of 
the manager’s skill in administering the fund. There are two different fees that normally 
have to be paid and in absolute numbers this can be higher than for ordinary funds (Inei-
chen, 2003). Anderlind et al. (2003) argues that some funds uses high leverage to increase 
the return on taken positions. This so called fat tail risk can lead to heavy losses when the 
market is exposed to macroeconomic crises. In hedge funds it is hard get a good insight 
and information since many managers unwillingly share their investment strategy and what 
position that are taken. Many hedge funds are only open for purchase or sale on a monthly 
or quarterly basis and this is naturally a serious limitation for investors that want to have a 
quick access to capital. 

2.1.2 Differences between hedge funds and traditional funds 

• Investment rules: According to Anderlind et al. (2003) free placement rules are an im-
portant difference between ordinary funds, for example stock funds, and hedge 
funds. Ordinary funds are controlled by certain laws that the fund must follow in 
order to be approved for selling to investors (Ineichen, 2003). The purpose of these 
rules of criterion is to provide a type of trade description to help the investor to 
know what kind of direction the fund has. The idea with a hedge fund is that the 
manager wants the possibility to act freely for avoiding loosing a lot of money 
when the market is decreasing. A hedge fund manager wants to fend off when 
market is decreasing and sell off the assets and instead hold liquid funds in uncer-
tain times (Anderlind et al, 2003). The possibility to create a positive yield in both 
bullish and bearish times depends accordingly to the greater flexibility. Derivative 
instruments like options, forwards and futures can normally not be used in ordinary 
funds but are commonly used in hedge funds. This gives the hedge fund managers 
an opportunity to “hedge” against exchange losses or to secure a purchase or sale 
off, for example, stocks at a specific market quotation. 
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• Profitability target: As explained earlier, hedge funds have an absolute return as goal 
while ordinary funds have the goal of exceeding the market index. A usual goal for 
hedge funds is to yield a yearly return of 10 to 15 percent in net yield (Cottier, 
2000).  

• View of risk: Anderlind et al. (2003) point out that in an ordinary fund the risk is of-
ten about the possibility to perform under the market index. The ambition is there-
fore to invest in stocks that outperform the market index. The risk involved in 
hedge funds is often about loosing money. Managers with this attitude have two in-
vestment rules: 1. Do not lose any money, and 2. Create growth in value. 

• Investment philosophy: Cottier (2000) explains that hedge funds tries to reduce the 
market risk in the fund and instead create a security portfolio that is not that de-
pendant of a bullish market. The overall goal is to invest in a manner that gives a 
value growth at a balanced risk level. The author argues further that such a risk 
level may be reach by taking a combination of long and short positions and the 
possibility to hold liquid funds. With long positions it is meant purchase and pos-
session of securities while short position is short selling of securities (Anderlind et 
al, 2003). Ordinary funds are, because of its rules of criterion, almost exclusively 
limited to identifying valuable securities. The manager tries to purchase securities 
and after a bullish development to sell the security at a higher value and make a 
profit. In bearish times, the manager wants to create a higher growth than the mar-
ket. 

• Return is mostly dependant on: Return of funds can be divided into two categories, al-
pha and beta (Ineichen, 2003). The return that is dependant on market growth is 
called beta, and alpha is the return that is created in excess of the market growth. 
Ordinary funds are mostly dependant on beta while hedge funds are more closely 
drawn toward the manager’s skill and therefore more dependant on alpha. 

• Measurement of success: According to Anderlind et al. (2003) the management goal for 
most hedge funds is to reach a positive yield that is independent of the develop-
ment of the finance market. A measurement of success for a manager of a hedge 
fund is consequently to create a return at a low risk, a so called risk-adjusted return, 
in both bullish and bearish times. Managers of traditional funds aim to exceed the 
market growth and their ambition is to outperform a comparison index in bullish 
and bearish times (Anderlind et al, 2003). 

• Fee structure: Ineichen (2003) states that hedge funds have two types of fees, one that 
is a yearly management fee and one that is performance based. Traditional funds 
have only got the yearly management fee but it is most often higher than the one 
for hedge funds. Some hedge funds have a threshold that must be reached, for ex-
ample the risk-free rate, for the performance based fee to kick in (McCrary, 2002). 

• Managers has own money invested in the fund: In hedge funds it is very likely that manag-
ers invests capital of their own, in traditional funds it is very uncommon (Bekier, 
1996). This means that the managers have a strong self-interest in delivering a 
strong positive return and avoid losses.  
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 Hedge funds Ordinary funds 

Investment rules  Free Limited 

Profitability target Absolute (positive return no 
matter the market develop-
ment) 

Relative (do better than 
chosen market index) 

View of risk Losing money Deviate from index 

Investment philosophy Limit the market risk by taking 
a combination of long and 
short positions and also avail-
able funds 

Take market risk by tak-
ing long positions 

Return is mostly de-
pendant on 

Knowledge-based strategies  Positive market develop-
ment 

Measurement of suc-
cess 

High return in comparison 
with the risk, low dependant of 
the market development 

To exceed market index 

Fee structure Mainly performance based Fixed 

Mangers has own 
money invested in the 
fund 

Very common Rare 

Table 1 Summary of the differences between Ordinary funds and Hedge funds (Anderlind et al. 2003, p.25) 

2.2 Hedge fund strategies 

For the investor is the strategy that the fund manager uses one of the most crucial when 
choosing hedge funds. As mentioned earlier hedge funds are less regulated than other 
funds, this implies many different strategies used and due to that it is quite hard to catego-
rize different hedge funds. Although, in this thesis we use a classification developed by 
HFRI (2005). They have in their database divided hedge funds into 30 different funds, ac-
cording to their investment strategies. Out of these 30 strategies we have chosen to exclude 
some groups that are not seen as hedge fund strategies according to the litterateur we have 
studied. From the remaining groups we have made them up into twelve strategies that is, to 
some extent, in accordance with several authors; Anson, 2002; McCrary, 2002; Anderlind et 
al., 2003 among others. These twelve strategies originate from three main groups based on 
the level of market exposure. This way to group hedge funds are very usual and is used by 
researchers, Anson (2002) and Ineichen (2003) among others. The grouping is based on the 
market exposure, ranging from very little or no exposure for market neutral funds to con-
siderable exposure for opportunistic funds (Ineichen, 2003). In between there is the event-
driven funds, where the risk is associated with a specific event. 

2.2.1 Equity Long/Short 

One can say that this is the “original” hedge fund strategy; it is the same strategy that Jones 
used when he introduced the first hedge fund. This is also the most used strategy in today’s 
hedge funds; it is used in more than 55 percent of the world’s hedge funds (Anderlind, 
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2003). Managers of these kinds of funds take long stock positions and short sales stocks 
and stock options/futures. By the use of short selling they more or less hedge their long 
positions. The strategy is to go long in stocks that are undervalued and go short in stocks 
that are overvalued. This has the effect that managers tend to increase the long positions 
and reduce the short positions in bullish market times and the other way around in bearish 
markets. The strategy of invest in both long and short positions have the effect that the 
weighted average beta of the portfolio decreases, i.e. the market exposure (or systematic 
risk) is lower than a portfolio with only long positions. The ability to use both long and 
short positions in the market is a powerful instrument for reaching higher returns (Anson, 
2002). 

HFRI (2005) have divided this group into four subgroups, depending on their level of hed-
ging (use of short selling). It is rather common to distinguish different equity hedge funds 
but in this thesis they are all gathered up in the same category because we think that the 
core investment strategy is the same. 

2.2.2 Equity Market Neutral 

This strategy is similar to Equity Long/Short in the way that the manager takes long posi-
tions and hedges them with short selling. The difference lies in the way to neutralize the 
market risk, by construct portfolios with complex statistical methods. These methods give 
portfolios with no beta risk to the broad stock market (Anson, 2002). 

One way this strategy can be carried out is to take long positions in the strongest compa-
nies in several industries and go short in weaker companies (HFRI, 2005). Often is the 
portfolio built up with same parts of long and short positions and this minimize the market 
risk (Anson, 2002). 

2.2.3 Short Selling 

Short selling funds are the exact opposite of traditional long-only funds. Instead of taking 
long positions in the market, these managers only do short selling of mostly stocks. Short 
selling means in short terms to sell securities that one do not own. To execute short selling 
of for example stocks one must borrow the stock from a third party in order to fulfill the 
delivery, then the manager must buy the stock in the spot market to be able to return it to 
the lender. The effect is that if the price is lower when the stock is bought in the spot mar-
ket there is a profit and if it is higher, one gets a negative result. (HFRI, 2005) This would 
give the effect that these funds have the opposite return of long-only funds, they make 
money when the stock market is declining and loose money when the market is on the way 
up. To be able to make money (or not loose that much) when the market is gaining they 
use some sort of market timing. When the stock market is declining they go fully short to 
facilitate high returns and in bullish market times they reduce its short market exposure and 
invest capital in short-term interest rate accounts instead (Anson, 2002). 
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2.2.4 Relative Value Arbitrage 

This strategy would better be named “the smorgasbord of arbitrage10” (Anson, 2002, p. 28). 
These managers seek for relative pricing differences between securities, in order to make 
money by buying at a low price and then sell at a higher. The profit is realized when the 
prices has leveled out (Lhabitant, 2004). This strategy has no limitation when it comes to 
which securities to invest in, it can be equities, debt, futures as well as options. The miss 
pricing can be relative to the underlying asset, a related security or even the market itself 
(HFRI, 2005). The name relative arbitrage comes by the fact that the price (or miss price) of 
a security is determined relative to the second security. Here the term arbitrage is more fair-
ly used, the securities is bought and sold simultaneously and therefore the market risk is (at 
least in the theory) zero (Anson, 2002). 

It is everything but easy to track arbitrage opportunities in the market. As tools for this, 
managers use complex mathematical, fundamental and technical models (Lhabitant, 2004). 

2.2.5 Fixed Income  

As the name reveals, these funds deals with fixed income instrument such as treasury bills 
and various bonds. The strategy is to seek for price inefficiencies between related fixed in-
come securities. Unlike other arbitrage transactions, fixed income deals with different secu-
rities, one can buy one securities and sell another one, for example treasury bills with dif-
ferent time horizons. Another possibility for arbitrage is to seek for price differences in dif-
ferent markets, Swedish treasury bills and American ditto (HFRI, 2005). 

 It is a market neutral strategy due to the fact that the managers do not take bets in the 
market, they look for miss pricing between securities. This leads to the conclusion that fix-
ed income has low correlation with the market, neither the stock market nor the interest 
rate market (Anson, 2002). 

Due to the fact that each trade generates quite small profits, this strategy requires very high 
leverage. Actually, these hedge funds have the highest leverage of all major hedge funds, 
with leverage of 30:1 or even higher according to McCrary (2002). 

2.2.6 Convertible Arbitrage 

Convertible arbitrage means purchasing a portfolio of convertible securities, mostly con-
vertible bonds, and hedges the equity risk by short selling the underlying common stock 
(HFRI, 2005). The managers go long in bonds and short in the underlying stock, usually by 
using options. It is the equity risk that is hedged by selling the appropriate number of 
stocks underlying the convertible option. Some managers also hedge against interest (An-
son, 2002) According to HFRI (2005) the equity hedge ratio is between 30 and 100 percent 
and they use leverage ranging from zero to 6:1. Convertible arbitrage strategy is highly 
complicated and the managers use complex option pricing models and interest rate models 
to keep track of all the movements of the parts of a convertible bond (Anson, 2002). 
                                                 

10 The term arbitrage is defined as the ability to make returns absolutely risk free and it means purchase of a 
security for cash at one price and immediately sell the same security for a higher price. (Anderlind, 2003) 
There is no market risk because the holding of the security is instantaneous and there is no credit risk be-
cause the purchase is made in cash (Anson, 2002). 
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2.2.7 Merger Arbitrage 

According to Anson (2002) this may be the best-known arbitrage among investors and 
hedge fund managers. During an acquisition or a merger, normally the stock price of the 
acquired firm rises while the stock price of the acquirer decreases. This is what the manag-
ers of these funds take advantage of by simply buying the stock of the firm that is to be ac-
quired and selling (short) the stock of the firm which conducts the acquisition (HFRI, 
2005).  

The risk associated with these kinds of transactions is the event risk, which is the risk that 
the announced deal will be called off by any reason (Anson, 2002). In fact, the risk is rather 
high and therefore the name merger arbitrage is misleading. It is no risk free investment, 
dealing with merger arbitrage. 

This strategy demands a high level of knowledge by the managers about the participating 
firms in the takeover. Therefore, many managers stick to one or two industries but this in-
creases the risk (Anson, 2002). 

2.2.8 Event-Driven  

Event-driven strategies focus on analyzing and seeking for opportunities in securities that 
can benefit from a future market event (HFRI, 2003). Managers of such funds try to cap-
ture miss-pricing associated with diverse market transactions, such as; mergers and acquisi-
tions, spin-offs, reorganizations, bankruptcies and share buy-backs. The key is to use the 
time it takes the market to adjust, for the new information about a forthcoming event, to 
make bets on that very event (Anson, 2002). 

This strategy demands heavy fundamental analysis and the access to fast and reliable in-
formation are crucial. To be able to maximize the profits the thing is to act fast (maybe 
even before the information reach the market) (McCrary, 2002). 

HFRI (2005) has event driven as an own group, although, many authors (ex. Lhabitant, 
2004; Ineichen, 2003) use the category as a generic term for different Event-Driven strate-
gies like Merger Arbitrage and Distressed Securities. 

2.2.9 Distressed Securities 

Distressed securities invest in securities of companies where the security price has been, or 
is expected to be, affected by a distressed event (HFRI, 2005). Distressed event is in this 
case typically bankruptcy or at least near bankruptcy (McCrary, 2002). When companies are 
nearly bankrupted, securities in that company are traded at lower prices and according to 
Lhabitant (2004) this can be taken advantage of if a turnaround is expected, generally the 
managers chose to invest in bonds instead of stocks, because bonds have clauses that give 
preferences in the bankrupt's (bankruptcy) estate compared to stocks (Anderlind, 2003). 
This strategy is associated with fairly high risks because the risk of default and many man-
agers do not hedge this risk (McCrary, 2002).  

2.2.10 Market Timing 

As the name tells, this strategy implies switching capital from markets with a downtrend to 
markets on the rise (HFRI, 2005). According to Anson (2002) the strategy is to invest in 
different securities when the market shows a positive trend and otherwise have the capital 
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invested in cash. To track trends in the market, the managers mostly use macroeconomic 
indicators. Such indicators can be industrial production, business investment, commodity 
prices, consumer confidence and retail sales.  

In bullish market times the managers strategy is simple, take long positions in the market, 
mostly by buying stock index futures. Although, when the market is declining there is dif-
ferent ways to take advantage off this. Some (aggressive) managers short stock index fu-
tures and buy stock index put options to take advantage of bear markets. Other, more cau-
tious managers, selling almost all of their index futures and have all their portfolio capital in 
cash (Anson, 2002). 

2.2.11 Emerging Markets 

This strategy invests in upcoming markets that are under strong development. It can be 
new industries or sectors as well as developing geographic regions (Ineichen, 2003). Nowa-
days, most of the investments are made in fast growing countries in Latin America, Eastern 
Europe, former Soviet Union and some areas in Asia (HFRI, 2005). 

These funds invest in all types of securities but mostly in equities, bonds and debt because 
many emerging markets does not allow short selling nor offer derivative instruments (Lha-
bitant, 2004). This has the effect that managers generally do not have the possibility to 
hedge their investments (McCrary, 2002). 

2.2.12 Global Macro 

These kinds of funds have the broadest investment policy and as the name implies, the ap-
proach is macroeconomic on a global basis. The investments are made across multiple sec-
tors, markets, styles and securities (Cottier, 2000). The managers invest opportunistically in 
diverse financial market and they are not limited in any ways that is the case of many other 
hedge fund managers, this gives the greatest diversification of all investment strategies. The 
strategy is to take long positions in assets depending upon the forecast of the managers 
(Anson, 2002). According to Lhabitant (2004) it is very much the skills of the manger that 
is the key for success for macro funds. 

Macro funds today are some what different then they used to be. This strategy was earlier a 
bit vague and the managers invested in almost everything. This led to very risky funds and 
the investors had very little insight of what the managers did. Today the managers of these 
kinds of funds have been forced to take less risky investments and to lower its leverage 
(Anderlind et al., 2003). 

In order to be able to work with this strategy the fund must have large amount of capital to 
invest, many global macro funds also apply leverage to increase its amount of capital (An-
son, 2002). 
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2.3 Summarize of the strategies 

Name Strategy  

Equity Long/Short Take long positions in stock one believe will go up and 
go short in stock one think will go down. 

Equity Market Neutral Take long positions and hedges them with short selling. 
The portfolio is constructed in a way that minimizes the 
market risk. 

Short Selling One only uses short selling of securities. When the mar-
ket is on the rise, one invests in short-term interest rate 
accounts instead. 

Relative Value Arbitrage One seeks for price differences on the same asset in dif-
ferent markets. Handles all kinds of securities.   

Fixed Income An arbitrage strategy that use fixed income instruments. 
Can buy and sell dissimilar securities on diverse markets. 

Convertible Arbitrage This strategy take long positions in convertible bonds and 
short sell the underlying stock. 

Merger Arbitrage This arbitrage strategy takes advantage of price changes 
during a take over or a merger. 

Event-Driven Event-driven strategies focus on analyzing and seeking 
for opportunities in securities that can benefit from a fu-
ture market event. 

Distressed Securities Invest in securities of companies where the security price 
has been, or is expected to be, affected by a distressed 
event, i. e. a bankruptcy.  

Market Timing This strategy implies switching capital from markets with 
a downtrend to markets on the rise. Big market exposure 
in god market trends and little exposure (invest in cash) 
otherwise. 

Emerging Markets This strategy invests in upcoming markets that are under 
strong development. It can be new sectors and/or devel-
oping geographic areas. 

Global Macro Invest in all types of securities and in all types of markets. 
Mostly long positions. 

Table 2 Summary of the twelve hedge fund strategies 

2.4 Risk and diversification 

When talking about financial instrument it is unavoidable to talk about risk. Volatility is a 
measurement of risk and it measures how much the return on an investment changes. To 
calculate volatility the most used measurement is variance and standard deviation. Standard 
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deviation can according to Nilsson (2004) be defined as a measurement of risk that meas-
ure how much the return rises and decreases under a certain period of time in relation to 
the mean return. It can only be used to calculate volatility on separate stocks, so in order to 
determine the variance of a combination of different investments, the portfolio variance is 
used (Ross, Westerfield & Jaffe, 2004). 

According to Unga Aktiesparare (2005) owning stocks is associated with two kinds of risks; 
specific (unsystematic) risk and market (systematic) risk. The company risk is related to the 
company which is invested in and to minimize this risk the most effective way is simply to 
invest in several different companies. If the investment is spread on two stocks the risk is 
reduced to half. With increasing number of companies in the portfolio the risk reduces ex-
ponentially. 

 

Figure 2-1 Diversification of portfolio variance (Ross et al. 2004) 
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3 Method 

Chapter 3 starts out by giving an introduction to methodological studies and is fol-
lowed by deeper understanding of the selected approach. It will be concluded with 
some discussion about validity and reliability. 

3.1 Methodological considerations 

According to Williamson (2002) the research method is what gives a design for undertaking 
research, which is supported with academic explanation of its value and use. Similar meth-
ods for data and sample gathering are repeatedly included as part of the design. With the 
intention of writing a good thesis one has to reflect on the choice of method. One has to 
start by taking a look at the problem and the purpose of the thesis and what type of new 
information that can be found (Carlsson, 1990). Backman (1998) states that there are many 
diverse research methods but mainly two approaches, the qualitative and the quantitative. 

On one hand there is the quantitative school that tries to relate scientific methods to com-
mon sciences (Williamson, 2002). The central theme of a quantitative research is that it 
seeks to link the cause and effect and the goal is a merger of all sciences, it considers the 
likelihood that data can only be based on things that may be independently observed and 
experienced. According to Backman (1998) the quantitative approach has a more objective 
approach and often is about examining, registering and calculating in a more or less given 
reality. 

Williamson (2002) states on the other hand that the qualitative school is trying to calculate 
the reality and the gathering of data often occurs in more natural surroundings. The central 
idea is that people are constantly involved in interpretations of their own regularly changing 
surroundings. One of the qualitative approach most distinguished characteristic is that it 
does not use numbers or numerals but its outcome is oral formulations, spoken or written 
(Backman, 1998). The statement arises verbally and the instrument applied is the traditional 
word. When doing a qualitative research one sees the nearby reality as subjective, this 
means that the reality is an individual, societal and cultural structure (figure 3-1). 

 

 

Figure 3-1 Qualitative vs. Quantitative perspective (Backman, 1998, p.47) 

The authors of this thesis have chosen to do a quantitative research. Darmer and Freytag 
(1995) explain that when investigating only a few variables on a large number of objects 
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one should use a quantitative approach. When looking at the purpose one can see that it 
would be impossible to do a qualitative research for a large number of American hedge 
funds with the limited time that are at our disposal. Our data is secondary and already given 
so our research is to analyze a more or less given reality as described by Backman (1998), 
this also strengthen our choice of a quantitative method 

3.2 Primary and Secondary data 

Samples can be divided into primary and secondary. A primary sample is new and not 
based on any previous samples, while a secondary sample is based on prior results (Lundahl 
& Skärvad, 1992). Books are most often secondary. According to Befring (1992) it is im-
portant when using secondary data to realize that this data was collected for another reason 
than for our research ambitions. One has to consider how the samples have been collected, 
how they have been written down and what source of error that can occur etcetera. Secon-
dary data also includes public statistics and statistics from databases. Our research will ex-
clusively be based on data from a large database, which is the HFRI’s hedge fund database. 
Befring (1992) also states that a researcher can and should use results from other scientific 
researches. These are often called secondary analysis and constitute an important founda-
tion for evaluation of the validity in the conclusion being made.  

When we studied the literature about hedge funds we found that several researchers had 
used data from HFRI. We therefore considered this source as reliable. In order to get ac-
cess to the database we had to register us on their webpage. When we got authorization we 
downloaded Excel-charts with monthly changes from 1994 to 2004 for each of the twelve 
strategies that we had chosen. The Excel-charts only contained monthly return in percent-
age for the 132 months during the chosen period. HFRI has processed the data by classify-
ing all hedge funds in the American market depending on their strategy and then lump 
them together in order to get a mean return for the strategy. 

3.3 Longitudinal studies 

Befring (1992) describes different longitudinal studies. These are studies that follow a sam-
ple during a period of time and aim to analyze the development of the sample. In our study 
we will do a study like this in the way that we will examine the development of different 
hedge fund strategies during two chosen time periods. The difference is that we will not do 
a prospective study, i. e. a study that follows a sample from now and a specific time for-
ward. Instead this will be a retrospective study (Hakim, 2000). Befring (1992) defines retro-
spective studies as studies where the data refers to the past. Hakim describes that the main 
difference between prospective and retrospective is that in retrospective studies one will 
only collect data once, while in prospective studies data will be collected during several oc-
casions during the observation time. Due to the fact that we have collected historical data 
once, this thesis will be carried out in a retrospective way in accordance with Befring (1992) 
and Hakim (2000).   

3.4 Our approach 

The authors of this thesis will as stated above use a quantitative approach and has collected 
secondary data from HFRI’s database. This part will explain deeper how the study is car-
ried out, that is how the data is compiled. 
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3.4.1 Determining the time periods 

In order to find bullish and bearish time periods, we have collected secondary data consist-
ing of monthly return for the S&P 50011. Out from this we have drawn a diagram of the 
close price of S&P 500 from the beginning of 1994 until the end of 2004.  
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Figure 3-2  Diagram of the close price of S&P 500, 1994-2004, also displays the chosen bullish and bearish 
market times. 

When choosing bullish and bearish periods we wanted to have as extreme periods as possi-
ble in order to get stronger results. The period 1994 to 2004 were therefore a good time pe-
riod for that, it was quite easy to come up with distinct periods that showed big increase re-
spective decrease. Due to that there were such clear periods, the bullish and bearish periods 
is not equally in lengths but we wanted as long periods as possible so we do not wanted to 
shorten the bullish periods and make it equally the bearish. As bullish market we have cho-
sen the period between July 1996 and August 2000 and as bearish market the period rang-
ing from September 2000 until September 2002.  

3.4.2 Indexation of the data 

All the data collected from the HRFI database was given in rate of return per month. The 
first step was to do an indexation of the accumulated monthly rate of return that was given 
from the database. We set the index to 100 the 1st of January 1994 and then calculated the 
accumulated value of the funds with the monthly return. This is then compared with the 
S&P 500 that also is indexed to start from 100 at the same date. This was done in order to 
be able to make an accurate comparison between the market index and the strategies. The 

                                                 

11 This is an index consisting of 500 stocks chosen for market size, liquidity and industry grouping, among 
other factors. The S&P 500 is one of the most commonly used benchmarks for the overall U.S. stock mar-
ket (Investopedia, 2005). 
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comparisons are illustrated with twelve diagrams in the empirical chapter, where each of 
the strategies is compared with the S&P 500. 

3.4.3 Key statistics 

To be able to facilitate a proper analysis we have compiled a table with key statistics for 
each strategy. These statistics are different measurement often used for describing funds in 
general and hedge funds in particular. Here follows a description of the all key statistics 
that are used: 

Key statistics Explanation  

Total return Gives the total return, in percentage, of the entire chosen 
time period. 

Yearly average return Displays the yearly average return over the given period, cal-
culated with geometric mean. 

Yearly average standard 
deviation. 

A measurement of the risk (volatility) of an investment, in 
this research the mean volatility for the strategy during the 
period. 

Correlation A measurement of how two securities move in relation to 
each other, in this thesis the correlation between the strategy 
and S&P 500 for the period. 

Positive months Number of month with a positive return. 

Negative months Number of month with a negative return. 

Highest monthly return  The maximum monthly return during the time period. 

Lowest monthly return The minimum monthly return during the time period. 

Table 3 An explanation of the key statistics 

3.4.4 Classification of hedge funds 

In the last part of the analysis we try to classify the strategies return and risk. We have 
looked for a united classification system for hedge funds but have not been able to find 
any. Corporation like Morningstar, Banco and Etrade have all different classification for 
funds but no one in particular for just hedge funds. For this reason we have decided to do 
our own classification. The classification is made out of a diagram where we have plotted 
the relation between the risk and return, which can be seen in appendix 2. Since hedge 
funds are supposed to be less risky than ordinary funds we have lowered the limits for each 
category and table 4 displays our categorization.  
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Risk  Return 

0-5% Very low  <0% Negative 

5%-10% Low  0-5% Low 

10%-15% Medium  5%-10% Medium 

15%-20% High  10%-15% High 

20%→ Very high  15%→ Very high 

Table 4 Our classification for risk and return 

3.5 Reliability and validity 

The level of reliability notify if you will get the same results if you carry out the same test 
over and over again (Bernard, 2002). According to Carlsson (1990) reliability is the accu-
rateness and safety one can attain with the type of measurement that is used.  If the reliabil-
ity is low it has a negative influence on the validity. Williamson (2002) states that reliability 
refers to the consistency of results produced by a calculating tool when it is used more than 
once in a similar state. Many experiments take up a series of tests, and it is very important 
to make sure reliability in subsequent direction of the new actions (Williamson, 2002).  

Validity refers to the trustworthiness and exactness of the findings and assembled data 
(Bernard, 2002).) Validity is how good the variable that is meant to be measured in fact is 
measured (Carlsson, 1990). Williamson (2002) defines validity as the ability of the tools cal-
culating what is supposed to be calculated or be able to predict what it was meant to be 
predicted or the actions of observations.  

The relationship between reliability and validity is shown in the figure below. Suppose that 
one should test shoot a rifle. The first shooting illustrates that the there is good reliability 
because the shoots are grouped together, but the validity is poor since they are far from the 
centre of the target. The second shooting has good validity and good reliability since all the 
shoots are near the middle point. The last shooting shows low reliability because the shoots 
are spread around the target and because of that, the validity is also very low. 

 

Figure 3-3 Relationship between Reliability and Validity (Carlsson, 1990, p.152) 

The whole American hedge fund market is represented in the different strategies and each 
one of the strategies consists of many individual funds. The monthly return for the strate-
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gies is therefore an average of the including funds. The data from HFRI has high reliability 
because it is collected and processed by professionals. 

We will evaluate the reliability and validity of our research in the last chapter. 
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4 Empirical findings and Analysis 

In chapter 4 we present diagrams showing the change in value for the each of strate-
gies compared with S&P 500. Every sub heading also contains a table displaying 
the key statistics for every strategy. Each of the strategies are discussed and ana-
lyzed according to the theory. 

 

Out of the definitions in chapter 2.3 we have decided to use Cottiers definition of a hedge 
fund, for the reason that his definition covers the three main attributes of a hedge fund.  

“All forms of investment funds, companies and private partnerships that 

1. use derivatives for directional investing 
2. and/or are allowing to go short 
3. and/or use significant leverage through borrowing.”  
(Dr. Philipp Cottier: Author of ”Hedge funds and Managed Futures”, Cottier, 
2000, p.16) 

 

4.1 S&P 500 

As stated earlier in this thesis, S&P is said to represent the overall American stock market. 
This analyze of it could, or in fact should, be interpreted on the stock market in general. 
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Figure 4-1 Displays an indexed S&P 500 with starting point at 100  

As one can see in the diagram the stock market had very good times the second part of the 
90’s. To be more precise the S&P increased with over 140% during the last five years of 
the decade. After a few months into the 21st century came the big recoil and the stock mar-
ket fell back some 40% the first three years on the new century. Due to these very obvious 
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ups and downs in the American stock market it was quite easy to pick out the bullish and 
bearish periods. 

Key statistics Total Bullish Bearish 

Total return 216.71% 147.27% -41.65% 

Yearly average return 11.05% 25.40% -23.61% 

Yearly average standard deviation 13.96% 16.41% 17.69% 

Correlation 1.00 1.00 1.00 

Positive months 85 32 9 

Negative months 47 17 16 

Highest monthly return 9.78% 9.78% 7.77% 

Lowest monthly return -14.46% -14.46% -10.87% 

Table 5 Key statistics for S&P 500 

In the table one can see more precise figures of the actual rise and decline, as well as the to-
tal increase of 217% during the eleven years. Maybe even more interesting is the average re-
turn. In the bullish period the S&P increased, on average, with 25% yearly, while in the 
bearish period it fell with approximately the same figures.  

The standard deviation is nearly 14% during the whole period, which is normal for S&P 
according to MoneyChimp (2005). For the bullish and bearish periods the volatility is a bit 
higher, 16.42% respective 17.69%. This could be explained by the fact that bigger increases 
are often followed by a decline in the market, which also concerns big decreases. 

The number of positive and negative months during the period is 85 and 47, respectively. 
During the bullish period there were 32 months with positive return and 17 with a negative 
sign, followed by the bearish times with 9 positive and 16 negative months. S&P 500 had a 
highest monthly return of 9.78% and a worst drawdown of 14.46% which must be seen as 
quite high figures on a monthly basis. Looking at the number of positive and negative 
months and the maximum and minimum returns, one can see that the return varies quite a 
lot and this another sign that proves the high risk associated with the stock market. 
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4.2 Equity Long/Short 
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Figure 4-2 Comparison between Equity Long/Short and S&P 500 

The diagram clearly shows that the strategy Equity Long/Short has outperformed S&P 
500. This strategy almost follows the S&P 500 in the bullish time but deviates when it alters 
to bearish. By taking a combination of long and short positions this strategy was able to 
perform relatively well even during the bearish market time.  

Key statistics Total Bullish Bearish 

Total return 350.51% 150.32% -9.32% 

Yearly average return 14.66% 25.78% -4.77% 

Yearly average standard deviation 8.17% 11.45% 7.57% 

Correlation 0.68 0.60 0.84 

Positive months 90 37 11 

Negative months 41 12 13 

Highest monthly return 10.88% 10.88% 3.16% 

Lowest monthly return -7.65% -7.65% -4.30% 

Table 6 Key statistics for Equity Long/Short 

While S&P 500 had a fall of -23.61% per year, Equity Long/Short could present a drop of 
“only” -4.77%. During bullish time the total return was 150.32% that yields a yearly average 
return of 25.78%. The average yearly return for the whole period was 14.66% with a total 
return for this strategy to 350.51% whereas S&P 500 had 216.71% through the same time 
period.  
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Equity Long/Short is the best strategy overall and has the highest total return of all exam-
ined strategies. The correlations between this strategy and S&P 500 are 0.68 over the entire 
period, 0.60 in bullish and 0.84 in bearish market times. When looking at the diagram one 
may think that the correlation should be higher in bullish than in bearish since it seems to 
more be following the S&P 500’s line. But when inspecting the diagram further one sees 
that the Equity Long/Short follow the ups and downs in bearish times more exactly, but 
not with as deep falls as the S&P 500. The average yearly standard deviation 8.17% and 
goes up in bullish and down a bit in bearish times. This standard deviation is lower than the 
S&P 500’s 13.96% and therefore it is less risky.  

This strategy presents a total of 90 positive months and 41 negative months in the terms of 
rate of return and is near the same for S&P 500. The highest monthly return is 10.88% and 
the lowest is -7.65. These numbers are quite high but can be explained with the strategy it-
self that can give really high and low returns depending on the market times. As seen in 
appendix 1. Equity Long/Short has only got one year with a negative return. In terms of 
fulfilling the overall strategy of reaching an absolute return Equity Long/Short does not 
quite make it, however this strategy do a lot better than S&P in bearish market times. 

The strategy aims to take long positions in undervalued stocks and hedge these positions 
with short selling according to Anson (2002). One should therefore expect that the strategy 
shows tendencies that are similar to the overall stock market. Our results emphasize this, as 
could be seen in the diagram. Anson (2002) further states that the long versus short posi-
tions increases in bullish and decreases in bearish times. The increase of short positions in 
bear markets should work as a hedge against the decreasing market, our results shows that 
this is partly fulfilled. This is the only strategy that has a negative return during the bearish 
period and this could be interpreted as that the ability to hedge is not that successful.  

4.3 Equity Market Neutral 
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Figure 4-3 Comparison between Equity Market Neutral and S&P 500 
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The figure above shows an almost straight line from the starting position to the end posi-
tion. The average yearly standard deviation is 2.78% and is to be considered very low since 
the average standard deviation for S&P is commonly considered to be 15%. The standard 
deviation rises some during bullish and bearish times to the highest mark of 3.75%, but is 
still remarkably low. To invest in this strategy must be considered a low risk investment 
and this in accordance with the theory of Anson (2002) that says that this strategy aims to 
neutralize the market risk by taking equally parts of long and short positions.  

Key statistics Total Bullish Bearish 

Total return 138.33% 50.64% 12.71% 

Yearly average return 8.22% 10.79% 6.17% 

Yearly average standard deviation 2.78% 3.75% 3.10% 

Correlation 0.15 0.38 -0.41 

Positive months 106 41 20 

Negative months 26 8 5 

Highest monthly return 3.59% 3.59% 2.58% 

Lowest monthly return -1.67% -1.67% -1.57% 

Table 7 Key statistics for Equity Market Neutral 

The total return is 138.33% with an average yearly return of 8.22%. In bullish time the re-
turn increases to 10.79% on a yearly basis, and falls to 6.17% in bearish times. This strategy 
reaches the goal of an absolute return, which is no negative yearly return during the entire 
period as one can see in appendix 1. Equity Market Neutral has a very low correlation to 
S&P 500 and even shows a negative value in bearish market time. This means that this 
strategy more or less goes its own way and is not at all dependant on the market. It is in ac-
cordance with the theory that says that the strategy has no beta risk to the broad stock 
market (Anson, 2002). 

The number of months with a positive rate of return was 106, and months with negative 
were 26. This gives Equity Market Neutral 16% more months with a positive rate of return 
compared with S&P 500. When market is bullish this strategy demonstrates 84% positive 
months and in bearish the respective number for bearish is 80%. The highest monthly re-
turn is 3.59% and the lowest is -1.67%. These numbers are low and show no big differ-
ences even that the time period is rather large. In increasing and declining markets the 
number is almost the same. 

Our results displays that the managers of Equity Market Neutral funds has succeeded with 
their intent to reduce the market risk. The fact that the graph shows such a stable growth 
with very low fluctuation is a sign of that our research coincides with the theory. 
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4.4 Short Selling 
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Figure 4-4 Comparison between Short Selling and S&P 500 

This strategy should according to Anson (2002) give positive returns when the market is 
declining and this is well illustrated in the figure. From January 2000 and three years on, the 
strategy increases quite a lot. One can also see that the strategy loses in the years when the 
market is on the rise but this is not in accordance with the theory. Anson (2002) states that 
the strategy aims to invest in short-term interest rate accounts when the market is gaining 
and therefore not loose money in bullish times, but as one can see this is not the case. Per-
haps this strategy is not that easy to implement in the real world, sometimes one get out of 
the market too late and when the market is swinging a lot it is hard to time the short expo-
sure. 

Key statistics Total Bullish Bearish 

Total return 4.50% -29.37% 86.46% 

Yearly average return 0.40% -8.33% 36.55% 

Yearly average standard deviation 20.28% 26.71% 22.92% 

Correlation -0.69 -0.57 -0.85 

Positive months 63 21 18 

Negative months 69 28 7 

Highest monthly return 22.84% 22.84% 16.16% 

Lowest monthly return -21.21% -21.21% -12.03% 

Table 8 Key statistics for Short Selling 
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The total return during the eleven years is only 4.5% and this gives an annual average re-
turn of 0.4%. These figures are of course real bad, but there are some bright spots as well. 
During the bearish period the strategy yield an annual average return of 37%, which repre-
sent an increase of 86% during the whole bearish period! This shows how effective Short 
Selling can be if it is used properly. The main drawback is the very high risk, in our research 
the yearly standard deviation was 21% during the whole period and even higher (26.71% 
and 22.92%) for the bullish and bearish periods. So, the chance of high returns must of 
course be weighed against the high risk of the strategy. 

The correlation with the S&P 500 is negative in all times and as low as -0.85 in bearish 
times. This corresponds well with the theory, which says that Short Selling is the opposite 
of Equity Long/Short and that strategy follows the S&P 500 relatively strictly. 

Measured over the whole time period this strategy has more negative months than positive 
ditto. Though, in the bearish period there were 18 positive months and 7 negative, which is 
pretty logical. When looking on the extreme returns one can see that there is big changes, 
with a highest monthly return of 22.84% and lowest -21.21%, this corresponds well with 
the high volatility. Both these extreme returns occurred during the bullish period. 

4.5 Relative Value Arbitrage 
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Figure 4-5 Comparison between Relative Value Arbitrage and S&P 500 

The diagram is displaying a nearly straight line but with a fall in mid 1998. Hence, Relative 
Value Arbitrage has the lowest standard deviation of all strategies, 2.60% which is very low. 
During bearish market times the standard deviation is as low as 1.87%. This is the strategy 
with the lowest risk that one can invest in. 

The total return is 184.14% and is a little lower than the average return of the twelve strate-
gies. The average yearly return is 9.96% and increases to 12.69% when bullish and de-
creases to 6.02% during bearish. As seen in the diagram the return are quiet similar with 
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just minor deviations. The correlation to S&P 500 has an average of 0.46. This can be ex-
plained by looking at the graph where this strategy follows S&P 500 in the ups but not in 
the downs. This is also strengthened by the fact that the correlation increases in bullish 
times and decreases in bearish. 

This strategy has 16 out of a total of 132 month that is negative. However, this is the best 
strategy when considering the number of negative months in comparison with the number 
of positive months, 88% of all months was positive. The lowest monthly return was -
5.80% while the highest was 2.80%. The lowest mark was an abnormality but the second 
lowest mark was -0.66%. The amplitude of the monthly returns was very small except of 
the highest one. Relative Value Arbitrage is reaching the goal of an absolute return. 

Key statistics Total Bullish Bearish 

Total return 184.14% 59.58% 12.41% 

Yearly average return 9.96% 12.39% 6.02% 

Yearly average standard deviation 2.60% 4.31% 1.87% 

Correlation 0.46 0.50 0.35 

Positive months 116 45 20 

Negative months 16 4 5 

Highest monthly return 2.80% 2.80% 2.04% 

Lowest monthly return -5.80% -5.80% -0.45% 

Table 9 Key statistics for Relative Value Arbitrage 

Relative Value Arbitrage seeks risk free opportunities (Anson, 2002) but does not really 
make it. If this actually were the case there would not be any months with negative cash 
flow, but there is. Although, as stated above, this is the strategy with the lowest risk of 
them all and the so called “smorgasbord of arbitrage” seems quite well to manage to track 
arbitrage opportunities in the market by using complex mathematical, fundamental and 
technical models as Lhabitant (2004) describes. 
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4.6 Fixed Income 
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Figure 4-6 Comparison between Fixed Income and S&P 500 

This strategy is, as one can see in the figure 4-6, very stable. The graph is practically a 
straight line, except for a pretty big drawdown during three months in the fall, 1998. Dur-
ing these three months the strategy declined 8%. The strategy invests in fixed income secu-
rities like treasury bills and various bonds (HFRI, 2005). These are very stable securities 
with a steady yearly return and therefore it is not very surprisingly that this strategy shows 
such a solid growth. However, Fixed Income was not able to reach an absolute return. No-
table is that it is only during 1994 that the strategy is above the S&P 500 curve. 

Key statistics Total Bullish Bearish 

Total return 147.72% 31.30% 15.41% 

Yearly average return 8.60% 7.05% 7.43% 

Yearly average standard deviation 2.73% 4.12% 3.35% 

Correlation 0.39 0.38 0.63 

Positive months 112 38 20 

Negative months 19 11 4 

Highest monthly return 3.28% 2.35% 3.28% 

Lowest monthly return -3.27% -3.27% -1.72% 

Table 10 Key statistics for Fixed Income 

The total return for the strategy during the eleven years is 148% and the increase is well 
spread during the whole period. The yearly average return is almost the same for both bull-
ish and bearish times, 7.05% for the bullish period and 7.43% for bearish period, while the 
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total yearly average return is some what higher, 8.6%. Further on the yearly standard devia-
tion is 2.73% for the total period and this is remarkably low, this could also be explained by 
the fact that the strategy habitually invests in solid securities. The only thing one can say 
about the volatility is that it is higher when the market is in strong growth or in a longer 
declining phase. 

About the correlation, one must say that it is a bit odd. The total, 0.39, is not much to say 
about and the same is for the bullish, however the correlation for the bearish period is 
higher than for the other periods. The bearish correlation is 0.63 and this must be inter-
preted as a rather high correlation. Anson (2002) states that this strategy takes not bets on 
the market and should therefore have low correlation with the stock market, we can see 
that this is to some extent true but at the same time one can say that it is hard to reach a 
correlation close to zero. 

When it comes to the two last key statistics, there are no revolutionary results. The number 
of positive months is for the whole research period 112 and the number of negative 19. 
One thing that may be pointed out is that the relation between positive and negative 
months is higher for the bearish compared with the bullish time period, 5 respective 3.45. 
This could to some extent explain the higher correlation for the bearish period. Looking on 
the monthly return on the whole period it do not vary a lot, the maximum monthly return 
is 3.28% and the lowest is -3.27% which emphasizes the low risk for the strategy. 

4.7 Convertible Arbitrage 
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Figure 4-7 Comparison between Convertible Arbitrage and S&P 500 

This strategy is also showing a very even slope of the graph. Convertible Arbitrage has a 
fall in 1998, as many other strategies has, but has otherwise performed very well. This can 
also be observed in the key statistics where the overall standard deviation has a very low 
number, 3% and is almost the same no matter the market time. The average correlation is 
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0.28 and falls to 0.12 during bearish market times. This low number in decreasing markets 
means that Convertible Arbitrage has almost no relation with stock market. 

Key statistics Total Bullish Bearish 

Total return 189.30% 65.04% 17.96% 

Yearly average return 10.14% 13.34% 8.61% 

Yearly average standard deviation 3.00% 3.38% 2.91% 

Correlation 0.28 0.35 0.12 

Positive months 112 46 21 

Negative months 20 3 4 

Highest monthly return 3.33% 3.33% 2.73% 

Lowest monthly return -3.19% -3.19% -1.28% 

Table 11 Key statistics for Convertible Arbitrage 

The total return was 189.30% which gives an annual average return of 10.14%. When con-
sidering the return in bullish times this strategy shows a positive return of 17.96%, that 
gives it a third place of all strategies examined. Convertible Arbitrage accomplishes the pur-
pose of reaching an absolute return for all but one year.  

The total amount of positive months was 112 out of a total of 132 months. Convertible 
Arbitrage has the overall lowest number of months with a negative return both for bullish 
and bearish, 3 respective 4 months. The highest monthly return is 3.33% and the lowest is -
3.19%. There are no big increases or drops in return and this strategy is to be considered as 
a stable low risk investment. 

Despite its name, Convertible Arbitrage is not a true arbitrage strategy because it does not 
deal with arbitrage transactions. Still, it has a low risk and this is achieved by hedging long 
positions in bond with short positions in the underlying stocks. By using this type of hedg-
ing one can lower the volatility as well as the correlation.  
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4.8 Merger Arbitrage  
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Figure 4-8 Comparison between Merger Arbitrage and S&P 500 

Merger arbitrage is quite similar to the other arbitrage strategies, that is, it shows an even 
growth during the whole time horizon. As many of the other strategies this one as well had 
a proportionately large down in the middle of 1998. Looking on the total value increase for 
the period one can see that it is almost at the same level as the S&P 500. In fact it increased 
in value by 187% in eleven years. Notable is, as one can see in the graph as well, that the 
value increase leveled out during the bearish time period and the total return for that period 
stayed at a bit over 3%. The total annual return on average is around 10%, 14% for the 
bullish time period but only 1.6% for the bearish. Though this strategy shows some weak-
ness in bearish times, one must say that overall it is a good, reliable strategy when it comes 
to yielding absolute returns. A part from a negative year in 2002 (only -0.86%) it fulfill the 
goal of absolute returns (see appendix 1). 

Key statistics Total Bullish Bearish 

Total return 187.36% 69.36% 3.26% 

Yearly average return 10.07% 14.08% 1.62% 

Yearly average standard deviation 2.90% 4.28% 3.67% 

Correlation 0.50 0.47 0.41 

Positive months 110 45 16 

Negative months 22 4 9 

Highest monthly return 2.47% 2.47% 1.69% 

Lowest monthly return -5.69% -5.69% -2.72% 

Table 12 Key statistics for Merger Arbitrage 
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Merger arbitrage is another good example of a hedge fund strategy with low risk; the total 
average volatility is 2.9%. Though, it is some what higher in the bullish and bearish periods 
but still considered low. According to Anson (2002) the name Merger Arbitrage is mislead-
ing because there is a considerable amount of risk associated with this strategy, but our re-
search has not shown any sensational signs of higher risk. 

Further on, the correlation with the S&P 500 shows quite expected values. A correlation of 
0.5 for the total period and a bit lower for the specific periods is the results. Due to the fact 
that this strategy is not very much influenced by the stock market overall, but of specific 
event instead, one can argue that the correlation should be even lower.  

The strategy yields positive returns in 110 months out of the total 132. In bullish times it 
shows remarkably good results, only 9% of the months demonstrate negative results. 
Meanwhile, in the bearish period, more than half of the months yield a minus result. The 
maximum monthly return is just 2.47%, which is the lowest maximum of all the strategies. 
The lowest monthly return is -5.69% and it took place in the bullish period. 

When it comes to yielding stable yearly returns this is a quite reliable strategy. Mergers and 
acquisitions will always be a part of the global market and the returns associated with these 
events are among the “easiest” to take advantage of. 

4.9 Event-Driven 
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Figure 4-9 Comparison between Event-Driven and S&P 500 

Event-Driven shows a big connection with the ups and downs of S&P 500 and therefore 
the correlation is rather high and varies between 0.62 and 0.68. The diagram above shows a 
lot of volatility and the standard deviation is higher than most of the other strategies. The 
yearly standard deviation is around 6% and rises during the bullish and bearish times. 
Taken as a whole, this strategy is performing extremely well and exceeds the total return of 
S&P 500 with more than 47%. The total return was 319.27% and the only strategy showing 
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a better result is Equity Long/Short. During bullish market times this strategy achieves a 
total return of 76.15%, only outperformed by Equity Long/Short. This strategy manages to 
display a positive return even in declining markets.  

Key statistics Total Bullish Bearish 

Total return 319.27% 76.15% 1.98% 

Yearly average return 13.92% 15.20% 0.98% 

Yearly average standard deviation 5.93% 7.48% 7.22% 

Correlation 0.66 0.62 0.68 

Positive months 101 39 15 

Negative months 30 10 10 

Highest monthly return 5.13% 5.13% 4.59% 

Lowest monthly return -8.90% -8.90% -4.35% 

Table 13 Key statistics for Event-Driven 

In appendix 1 it is observable that Event-Driven has one year with a negative cash flow 
during the bullish time, but the overall result for this period is positive. The worst draw-
down was -8.90% while the greatest rise was 5.13%, a bit higher than the average for all 
strategies. This strategy had 101 positive months and 30 negative months, which is better 
than S&P 500 and near the average for the strategies. 

Event-Driven makes the goal of absolute return for all but one year. Some authors would, 
like we described in section 2.4.8, like to group the Event-Driven strategy with Merger Ar-
bitrage and Distressed Securities but our research shows that there is more dissimilarities 
than similarities and the grouping of these strategies would be a mistake. 

According to the theory one can interpret that these events can, if one act fast enough, 
yield abnormal returns. The results from this research illustrate just that. The risk associ-
ated with event driven investments should be rather high and this is also emphasized by 
our research. 
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4.10 Distressed Securities  
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Figure 4-10 Comparison between Distressed Securities and S&P 500 

Absolute return was accomplished every year but 1998 where Distressed Securities went 
down by 4.32% (appendix 1). The bullish time period however, did display a positive re-
turn. The total return for the time period was 267.51% and this strategy did better than 
S&P 500 (see the diagram) and most of the other strategies. The annual average return was 
calculated to 12.56% and went down both in bullish and bearish markets. 

Key statistics Total Bullish Bearish 

Total return 267.51% 45.18% 9.94% 

Yearly average return 12.56% 9.77% 4.85% 

Yearly average standard deviation 4.75% 6.77% 4.84% 

Correlation 0.47 0.48 0.43 

Positive months 103 39 14 

Negative months 29 10 11 

Highest monthly return 5.06% 5.06% 3.09% 

Lowest monthly return -8.50% -8.50% -2.49% 

Table 14 Key statistics for Distressed Securities 

The standard deviation was reasonably low at 4.75% on average yearly basis and a slight in-
crease during the fall and rise in the market times. The yearly average correlation between 
S&P 500 and Distressed Securities are 0.47 and roughly the same when market time 
changes. This is also visible in the graph where this strategy more or less follows S&P 500 
in bull, but not in bear markets. 
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The alteration between the highest monthly return and the lowest monthly return was high 
compared with the average of the strategies, with a higher mark of 5.06% and the lower 
mark of -8.50%. The overall months with negative return was 29 and the number of posi-
tive months was 103. This is a little bit better than the average. 

Because the strategy is to invest in securities that are associated with bankruptcies 
(McCrary, 2002) one would expect that the risk is high but according to our investigations, 
investing in this strategy must be considered fairly low risk. Further on McCrary (2002) also 
says that managers of these funds seldom hedge against the risk of default and perhaps one 
can lower the risk if some sort of hedging is used. 

4.11 Market Timing  
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Figure 4-11 Comparison between Market Timing and S&P 500 

The graph that Market Timing shows corresponds well with the theory of the strategy. The 
strategy is to take advantage of the market when it is on the rise and otherwise invest in 
cash. One can see that the curve follows the S&P 500 relatively well, at least during the 
bullish periods. When it comes to the bearish time period the curve flattening out a bit and 
this is also in accordance with the literature, because having the capital invested in cash do 
not give that high returns.  

The total return ends up in 227% over the entire period and this is just over the total return 
of S&P 500 at the same period, as one can see in the figure. The annual average return dur-
ing the eleven years is 11.37% and as high as 20.64% yearly for the bullish periods, while it 
only yields a yearly return of 1% in the bearish period. When it comes to the goal of abso-
lute returns if fulfill it with only one exception, in year 2002, where the return was -3.26%. 

 

 



 Empirical findings and Analysis 

 37

Key statistics Total Bullish Bearish 

Total return 226.89% 111.82% 2.10% 

Yearly average return 11.37% 20.64% 1.04% 

Yearly average standard deviation 6.60% 8.17% 6.63% 

Correlation 0.69 0.58 0.80 

Positive months 84 33 12 

Negative months 47 16 13 

Highest monthly return 5.96% 5.96% 3.80% 

Lowest monthly return -3.28% -2.99% -3.28% 

Table 15 Key statistics for Market Timing 

The standard deviation for the strategy is 6.6% yearly and by looking in the graph one can 
see that the curve fluctuate some, especially in the periods of strong growth and decline. 
For the bullish period the volatility is just over 8% and during the bearish time almost 7%, 
this would qualify for a low level of risk. The correlation between the Market Timing and 
S&P 500 is rather high, 0.69 totally and even higher (0.8) for the bearish time. The high 
correlation must be seen as quite logical if one has the description of the strategy in mind, 
because the strategy tries to time the market in terms of exposure. Although, that would 
mean that the correlation should be higher in bullish times when the market exposure is the 
highest and lower in bearish because then the idea is to invest in cash instead.  

When analyzing the number of positive respective negative months, one can point out that 
there is fairly large number of negative months. For the total it is 47 negative out of 132 
and compared with the other strategies this must be interpreted as high, actually it is the 
same as for S&P 500. The high number of negative months matches the relatively low risk 
pretty well. Although the strategy shows pretty high volatility, the maximum and minimum 
monthly returns are not particularly high. The highest monthly return is 5.96%, may be 
seen as somewhat higher that average but the minimum (3.28%) is not very distinguishing. 

With the theory in mind one would expect that Market Timing is very hard to use and the 
risk should be in the upper region. The results demonstrate a low level of risk and perhaps 
it is not that hard for experienced managers to use this technique.  
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4.12 Emerging Markets 
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Figure 4-12 Comparison between Emerging Markets and S&P 500 

The diagram reveals a big fall in mid 1997 until the end of 1998. . This big drawback has its 
explanation in the big Asia crash at that time and of course this was the strategy that suf-
fered the biggest losses. The total correlation was 0.58 with increases to 0.60 in market rises 
and 0.75 in market downs. Even though the correlation in bearish times is very high, 
Emerging Markets still presents a positive return.  

Key statistics Total Bullish Bearish 

Total return 171.84% 33.84% 2.29% 

Yearly average return 9.52% 7.56% 1.14% 

Yearly average standard deviation 13.12% 19.91% 13.00% 

Correlation 0.58 0.60 0.75 

Positive months 85 30 15 

Negative months 47 19 10 

Highest monthly return 14.80% 14.80% 6.61% 

Lowest monthly return -21.02% -21.02% -5.60% 

Table 16 Key statistics for Emerging Markets 

The standard deviation has an average of 13.12% and rises heavily under increasing times. 
Emerging Markets has just about the same volatility as S&P 500 but the total return is 
much less, 171.84% against 216.71%. It could therefore be argued that it is better to invest 
in common stocks than to invest in Emerging Markets. The total average return was 9.52% 
with lower values both in bear and bull markets. 
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All time high in monthly return was 14.80% and the lowest return was -21.02. This is an-
other thing that strengthens the assumption that this strategy is a high risk investment. 
There was 85 months with positive return and 47 months that displayed negative return, a 
bit lower than the average for the strategies but in level of S&P. In appendix 1 one can see 
that Emerging Markets has two years with a negative return, thus not fulfilling the intention 
of achieving absolute return. 

This is a high risk strategy according to Lhabitant (2004) and McCrary (2002) and it is em-
phasized by our results. New markets are always risky and without the possibility to hedge 
the investments this is a strategy for the more aggressive fund managers that rely on their 
own skill at 100%. 

4.13 Global Macro 
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Figure 4-13 Comparison between Global Macro and S&P 500 

The graph of Global Macro shows that the strategy yields a high return during the whole 
period, both in bullish and in bearish market times. The curve ends up just above the curve 
of S&P 500 but it is hard to draw any conclusion in terms of similarities between them be-
cause the broadness of the strategy. One can also see that the curve swings pretty much 
and one can expect the volatility to be somewhat high. The figures of total return underline 
the conclusion above. Over the whole period the value has increased by slightly more than 
220% and this is, as stated above, just a little bit more than the S&P 500. 
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Key statistics Total Bullish Bearish 

Total return 220.51% 60.48% 18.06% 

Yearly average return 11.17% 12.55% 8.65% 

Yearly average standard deviation 7.11% 8.03% 4.97% 

Correlation 0.36 0.50 0.28 

Positive months 89 32 17 

Negative months 43 17 8 

Highest monthly return 6.82% 6.82% 4.61% 

Lowest monthly return -6.40% -3.70% -2.19% 

Table 17 Key statistics for Global Macro 

The yearly return is 11.17% for the entire period and about the same for the bull period, 
while the corresponding figure for bear is 8.65%. These figures are relatively high and this 
could be explained by the fact that the strategy uses such diverse investment techniques 
(Cottier, 2000). On the global arena there is always something one can make a profit on, al-
though this strategy does not quite make the goal of an absolute return. 

The risk of the strategy is also in the upper region, compared with the other strategies. The 
yearly average volatility is 7.11% for the total and 8 and 5% for the bullish and bearish pe-
riods, respectively. This would qualify for a medium level of risk according to the authors. 
Moving on to the correlation it is fairly low, 0.36 for the whole period. This could also be 
explained by the fact that the strategy invest in so much more than just the American stock 
market.  

At last one can say that number of positive and negative months is a bit over average for 
hedge funds. During the whole period there were 43 months showing a negative result and 
it represents 33% of the total months. The range between maximum and minimum 
monthly returns are pretty wide, ranging from 6.82% down to -6.40% and it could be ar-
gued that it depends on the fact that the strategy invest in quite risky and diverse securities 
according to Anderlind et al. (2003). 
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4.14 Summarize of analysis 

Here follows a summary of the risk and return for the strategies in bullish and bearish mar-
ket times.  

Bullish Bearish Strategy 

Risk Return Risk Return 

Equity Long/Short Medium Very high Low Negative 

Equity Market Neutral Very low High Very low Medium 

Short Selling Very high Negative Very high Very high 

Relative Value Arbitrage Very low High Very low Medium 

Fixed Income Very low Medium Very low Medium 

Convertible Arbitrage Very low High Very low Medium 

Merger Arbitrage Very low High Very low Low 

Event-Driven Low Very high Low Low 

Distressed Securities Low Medium Very low Low 

Market Timing Low Very high Low Low 

Emerging Markets High Medium Medium Low 

Global Macro Low High Very low Medium 

Table 18 Categorization of the strategies risk and return 

To help with the visualization we have constructed the diagrams below that shows the rela-
tion between the return and the risk, as described by Ineichen 2003 (figure 1-1). In these 
figures we have plotted S&P 500 and the strategies risk, in terms of yearly standard devia-
tion, and the yearly rate of return for both bull and bear markets. 

According to the theory one would expect the investor to prefer a high return with a low 
risk and this corresponds to a mark in the upper left corner in the diagrams below. When 
choosing funds the investor first has to decide what level of risk one want to have and after 
that one can chose a strategy that have the highest return in that risk interval. 

Not very surprisingly the bearish periods shows higher returns for almost all the strategies 
but one can see that the risk is at the same level overall, or maybe even lower, in the bear-
ish period. Short Selling is the most extreme strategy of them all, with its quite odd strategy 
its distinguish it selves in both bull and bear markets. In bearish one must say that it out-
perform the others by far when it comes to return. When looking at both periods, we 
would like to bring forward Global Macro as a good strategy, it shows pretty stable growth 
in both market times with a relative low risk. 
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Figure 4-14 Relation between risk and return in bull market 
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Figure 4-15 Relation between risk and return in bear market 
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5 Conclusion/Discussion 

In the last chapter we discuss if the purpose of this thesis is fulfilled and tries to an-
swer the three research question from chapter 1. The chapter ends with some method 
criticism and suggestions to further studies. 

 

We have made a profound investigation of twelve hedge fund strategies in the American 
market during an eleven year period. Throughout these eleven years, our investigation has 
primarily been focusing on the chosen bullish and bearish periods. 

Our main objective was to investigate if these funds could yield an absolute return. Our re-
search showed that there were two strategies that were capable of delivering an absolute re-
turn for the entire period, namely Relative Value Arbitrage and Equity Market Neutral. 
However, when looking deeper into the yearly returns we found that there were another 
eight strategies that presented a negative return for just one out of the total eleven years. 
This should be compared with the S&P 500 that has three years with a negative sign, all 
three occurred during the years of the Dot-Com crash. We had expected more strategies to 
achieve the goal of absolute return, but we think that it is impressive that all strategies but 
two that have one or none year with negative return.  

Further on we wanted to find out which of the strategies that performed the best in bull re-
spective bear markets. As for the bullish time concerned, there were two strategies that 
stood out more than the others, namely Equity Long/Short and Market Timing. Though, 
Equity Long/Short showed the best annual return, we would like to choose Market Timing 
as the best strategy to invest in when having the risk in mind. In bear market one strategy 
really distinguished itself from all the others, the Short Selling strategy, that showed an ex-
tremely high positive return. This is not a big surprise since this strategy is supposed to 
yield abnormal returns in declining markets. Half of the strategies displayed a steady growth 
with low risk in this period. One remarkable observation is that only one strategy, Equity 
Long/Short, had a negative yearly return in the bear period. 

When it comes to placing the strategies in order of precedence we have come up with the 
table below. The strategies categorized as best is the strategies we think one should chose to 
invest in, depending on the market condition. These are all strategies that have shown an 
exceptional return weighted against the risk. Mediate strategies have all shown a pretty good 
growth rate at a rather low risk, but the argument for putting them in that category is that 
they do not distinguish themselves like those in the top group. Although, these strategies is 
just mediate they all have outperformed S&P 500 and also showed a positive growth during 
the bear market. So, when it comes to investing when the stock market is declining there 
are actually many better alternatives to Short Selling, even if that had an outstanding return 
in that period. Strategies in the worst category, are actually the only that are bad to invest in. 
the argument for placing them there is for Short Selling and Equity Long/Short the nega-
tive return they had. Meanwhile, for the Emerging Markets, the argument is the high risk 
together with a pretty mediate return. 
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 Bullish Bearish 
Best Equity Long/Short 

Market Timing 
Event-Driven 

Short Selling 
 

Mediate Equity Market Neutral 
Relative Value Arbitrage 
Fixed Income 
Convertible Arbitrage 
Merger Arbitrage 
Distressed Securities 
Global Macro 

Market Timing 
Event-Driven 
Equity Market Neutral 
Relative Value Arbitrage 
Fixed Income 
Convertible Arbitrage 
Merger Arbitrage 
Distressed Securities 
Global Macro 
Emerging Markets 

Worst Short Selling 
Emerging Markets 

Equity Long/Short 

Table 19 Strategies in order of precedence 

We think this could work as a guideline when investing in hedge funds in the Swedish mar-
ket. Hedge funds usually have a pronounced strategy that the manager follows and it 
should therefore not be that hard to find a good hedge fund. The results we have come up 
with shows clearly that hedge funds is a very good investment alternative and can with 
benefit be used as one part in a portfolio to increase the expected return while the volatility 
stays at the same level. The result from our study reveals that hedge funds do give high re-
turns with a relative low risk in accordance with the literature. 

5.1 Research criticism 

5.1.1 Validity and reliability 

Our results have good reliability because everyone who has access to HFRI’s database can 
redo our calculations and get the same results. However, some minor error may have oc-
curred because of the way the data was typed into Excel, where we had to rewrite the 
monthly changes in rate of return by ourselves. These possible errors have, according to us, 
no large impact on the results.  

The data we got from HFRI was only the monthly return for the different strategies, all the 
calculations was carried out by us. We have carefully controlled all the calculations during 
the entire process, but we can not completely rule out any possible miscalculations.  

Due to the fact that our research is based upon secondary data from HFRI, also used by 
recognized researchers such as Anson (2002) and Lhabitant (2004), we consider this giving 
our data good reliability. The data we have had to our disposal consists of hundreds of 
hedge funds in each strategy and this gives more validity and reliability to the guideline.  

In order to increase the validity we planned to put all the origin data together with all calcu-
lations as an appendix. Due to the fact that this would extend the report with over 30 
pages, which are hard to understand when one does not have the underlying formulas, we 
chose not to include these in the thesis. 
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We think we have achieved high validity because we have answered our purpose and re-
search questions properly. The study has been carried out in a way that was planned and 
has measured what was meant to be measured.  

The bullish and bearish periods is not equally in length and this could perhaps lead to skew 
results but as we motivated the choices in the method chapter we do not think that this 
would affect the results in a significant way.  

5.1.2 Criticism of guideline 

• We consider our guideline reliable but when it comes to the Swedish market, and 
hedge funds in general, it is very important to investigate the managers’ knowledge 
and skills. 

• We put Short Selling as a good investment in bear markets because its return ex-
ceeded the other strategies considerably, but the risk was also very high and should 
be taken in consideration. 

• It can be hard to determine whether the market is bullish or bearish. Hedge funds 
often have very strict rules when one can buy or sell the shares. Therefore it is im-
portant to find the start phase of an increasing or decreasing market, a task that is 
anything but simple. 

5.2 Further studies 

One interesting study could be to do a similar investigation for on the Swedish market. But 
such a study could not be done until the hedge fund market has grown significantly and 
reached a mature state. 

Another exciting study could be to do some sort of comparison between hedge funds and 
other mutual funds, like interest rate funds, mixed funds and stock funds. 
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Appendix 1 Yearly return and Yearly standard deviation 

S&P 500 

Yearly return  Yearly StdDev 

2004 10.88%  2004 7.30% 

2003 28.69%  2003 11.39% 

2002 -22.10%  2002 20.65% 

2001 -11.89%  2001 19.86% 

2000 -9.10%  2000 17.15% 

1999 21.04%  1999 13.11% 

1998 28.58%  1998 21.50% 

1997 33.36%  1997 15.94% 

1996 22.96%  1996 10.88% 

1995 37.58%  1995 5.21% 

1994 1.32%  1994 10.55% 

Mean: 11.05%  Mean: 13.96% 

 

Equity Long/Short 

Yearly return  Yearly StdDev 

2004 6.65%  2004 5.08% 

2003 19.77%  2003 5.21% 

2002 -4.71%  2002 6.46% 

2001 0.40%  2001 7.67% 

2000 9.09%  2000 15.03% 

1999 44.22%  1999 12.40% 

1998 15.98%  1998 12.34% 

1997 23.41%  1997 8.21% 

1996 21.75%  1996 7.21% 

1995 31.04%  1995 5.94% 

1994 2.61%  1994 4.30% 

Mean: 14.66%  Mean: 8.17% 

 

Equity Market Neutral 

Yearly return  Yearly StdDev 

2004 4.15%  2004 2.20% 

2003 2.46%  2003 1.42% 

2002 0.98%  2002 1.84% 

2001 6.71%  2001 3.58% 

2000 14.56%  2000 4.47% 

1999 7.83%  1999 3.82% 

1998 8.30%  1998 4.43% 

1997 13.62%  1997 2.44% 

1996 14.20%  1996 2.20% 

1995 16.33%  1995 2.10% 

1994 2.65%  1994 2.03% 

Mean: 8.22%  Mean: 2.78% 
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Short Selling 

Yearly return  Yearly StdDev 

2004 -3.84%  2004 7.68% 

2003 -21.77%  2003 9.66% 

2002 28.59%  2002 15.74% 

2001 8.99%  2001 25.41% 

2000 34.63%  2000 44.46% 

1999 -24.40%  1999 21.60% 

1998 -0.54%  1998 26.34% 

1997 3.86%  1997 14.68% 

1996 -4.00%  1996 20.11% 

1995 -17.14%  1995 17.41% 

1994 18.53%  1994 20.03% 

Mean: 0.40%  Mean: 20.28% 

 

Relative Value Arbitrage 

Yearly return  Yearly StdDev 

2004 5.58%  2004 1.78% 

2003 9.73%  2003 1.35% 

2002 5.43%  2002 1.49% 

2001 8.92%  2001 1.90% 

2000 13.41%  2000 2.73% 

1999 14.73%  1999 2.86% 

1998 2.81%  1998 7.29% 

1997 15.93%  1997 2.38% 

1996 14.49%  1996 2.58% 

1995 15.66%  1995 1.52% 

1994 4.00%  1994 2.70% 

Mean: 9.96%  Mean: 2.60% 

 

Fixed Income 

Yearly return  Yearly StdDev 

2004 8.22%  2004 1.37% 

2003 11.54%  2003 2.01% 

2002 6.48%  2002 3.06% 

2001 10.36%  2001 3.57% 

2000 3.42%  2000 3.36% 

1999 10.98%  1999 3.34% 

1998 -2.04%  1998 5.91% 

1997 11.86%  1997 2.56% 

1996 14.83%  1996 1.10% 

1995 12.43%  1995 1.86% 

1994 7.56%  1994 1.86% 

Mean: 8.60%  Mean: 2.73% 
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Convertible Arbitrage 

Yearly return  Yearly StdDev 

2004 1.18%  2004 2.45% 

2003 9.93%  2003 3.41% 

2002 9.07%  2002 3.00% 

2001 13.37%  2001 2.69% 

2000 14.50%  2000 3.03% 

1999 14.41%  1999 2.49% 

1998 7.77%  1998 5.82% 

1997 12.72%  1997 1.67% 

1996 14.56%  1996 2.22% 

1995 19.85%  1995 1.82% 

1994 -3.73%  1994 4.37% 

Mean: 10.14%  Mean: 3.00% 

 

Merger Arbitrage 

Yearly return  Yearly StdDev 

2004 4.08%  2004 2.65% 

2003 7.48%  2003 1.83% 

2002 -0.86%  2002 2.86% 

2001 2.76%  2001 4.09% 

2000 18.02%  2000 1.75% 

1999 14.34%  1999 2.18% 

1998 7.23%  1998 7.66% 

1997 16.44%  1997 2.95% 

1996 16.61%  1996 1.11% 

1995 17.86%  1995 1.93% 

1994 8.88%  1994 2.88% 

Mean: 10.07%  Mean: 2.90% 

 

Event-Driven 

Yearly return  Yearly StdDev 

2004 15.02%  2004 5.25% 

2003 25.33%  2003 3.81% 

2002 -4.30%  2002 7.38% 

2001 12.18%  2001 6.42% 

2000 6.74%  2000 6.56% 

1999 24.33%  1999 5.93% 

1998 1.70%  1998 11.25% 

1997 21.23%  1997 5.62% 

1996 24.84%  1996 4.23% 

1995 25.11%  1995 4.07% 

1994 6.00%  1994 4.69% 

Mean: 13.92%  Mean: 5.93% 
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Distressed Securities  

Yearly return  Yearly StdDev 

2004 18.89%  2004 4.21% 

2003 29.58%  2003 3.50% 

2002 5.28%  2002 5.11% 

2001 13.28%  2001 4.34% 

2000 3.07%  2000 5.98% 

1999 16.94%  1999 5.59% 

1998 -4.23%  1998 10.52% 

1997 15.40%  1997 3.37% 

1996 20.77%  1996 2.62% 

1995 19.73%  1995 2.26% 

1994 3.84%  1994 4.75% 

Mean: 12.56%  Mean: 4.75% 

 

Market Timing  

Yearly return  Yearly StdDev 

2004 6.44%  2004 6.07% 

2003 15.37%  2003 4.85% 

2002 -3.26%  2002 4.93% 

2001 4.09%  2001 7.71% 

2000 11.79%  2000 9.05% 

1999 26.17%  1999 9.77% 

1998 24.82%  1998 7.96% 

1997 13.57%  1997 7.63% 

1996 13.47%  1996 5.90% 

1995 12.58%  1995 3.52% 

1994 3.49%  1994 5.19% 

Mean: 11.37%  Mean: 6.60% 

 

Emerging Markets 

Yearly return  Yearly StdDev 

2004 18.42%  2004 7.99% 

2003 39.37%  2003 6.51% 

2002 3.70%  2002 10.33% 

2001 10.36%  2001 13.37% 

2000 -10.71%  2000 14.31% 

1999 55.86%  1999 19.38% 

1998 -32.96%  1998 25.01% 

1997 16.57%  1997 16.18% 

1996 27.14%  1996 8.83% 

1995 0.69%  1995 9.35% 

1994 3.38%  1994 13.09% 

Mean: 9.52%  Mean: 13.12% 
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Global Macro 

Yearly return  Yearly StdDev 

2004 4.64%  2004 4.93% 

2003 21.44%  2003 6.59% 

2002 7.42%  2002 4.97% 

2001 6.87%  2001 4.06% 

2000 1.97%  2000 8.52% 

1999 17.62%  1999 8.36% 

1998 6.19%  1998 7.63% 

1997 18.82%  1997 8.61% 

1996 16.17%  1996 8.86% 

1995 29.32%  1995 6.49% 

1994 -3.37%  1994 9.14% 

Mean: 11.17%  Mean: 7.11% 
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Appendix 2 Relation between risk and return 
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