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Abstract 
 

Background:  Hedge fund investing is a relatively new phenomenon in Sweden. The 
first Swedish hedge fund was started in 1996. This new financial sector 
has since showed a steady growth.  

Problem:  Due to the novelty of hedge fund phenomena, it is right to ask whether 
the investors are prepared for this kind of investments; how they choose 
their hedge funds investments and whether they have adequate knowl-
edge in the field. 

Purpose:  The aim of this study is to show which factors, measures and evaluating 
techniques Swedish hedge fund investors consider being important and 
whether their knowledge in the field is sufficient. 

Method:  By using an exploratory approach, with a quantitative method, supported 
by an extensive secondary data research and a smaller qualitative study, 
we have been able to reveal the problems from the investors’ perspec-
tive. 

Results: This thesis provides a mapping of the investors’ behavior regarding 
hedge fund investments. We have concluded that Swedish hedge fund 
investors have a limited basis of knowledge required to fully utilize hedge 
funds in their portfolios. 
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Sammanfattning: 
 

Bakgrund: Hedgefond investeringar är ett relativt nytt fenomen i Sverige. Den 
första svenska hedgefonden startades 1996. Den här nya finansiella 
sektorn har sedan dess visat stabil tillväxt. 

Problem: Eftersom hedgefonder är ett nytt fenomen i Sverige, är det rätt att 
ställa frågan om investerarna är förberedda för den här typen av in-
vesteringar samt hur de väljer deras hedgefond investeringar och hu-
ruvida deras kunskapsnivå inom området är adekvat. 

Syfte: Målet med studien är att visa vilka faktorer, mått och utvärderings-
tekniker, svenska hedgefond investerare betraktar som viktiga och 
huruvida de har tillräckliga kunskaper inom ämnet. 

Metod: Genom att använda en explorativ ansats, med en  kvantitativ metod, 
underbyggd av en utömmande genomgång av sekundärdata och en 
mindre kvalitativ underökning, har vi kunnat fastställa problemen 
från investerarnas perspektiv.   

Resultat: Den här studien förser en kartläggning av investerarnas beteende i 
samband med hedgefond investeringar. Vi har kommit fram till att 
svenska hedgefond investerare har en begränsad kunskapsnivå som 
krävs att fullständigt utnyttja hedgefonder i sina portföljer. 
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1 Introduction 
In this chapter we present the subject of the study. The background and the matters of interest of the subject 
are presented and narrowed down to an identification of a problem, which a discussion is built around, and 
immediately followed by a presentation of the purpose of the study. Also are the delimitations of the study 
and the contribution of the work to the knowledge about the subject presented. In the end of the chapter the 
reader is provided with some definitions of words related to the subject and with a general disposition of the 
thesis.   

1.1 Background 
Only in the US the mutual fund industry has increased from representing 1.065 trillion 
USD in total assets, in 1990 (King & Stephen, 2002), to in January 2006, for the first time 
breaking the 9 trillion USD level with 9.193 trillion USD in total assets (Investment Com-
pany Institute, 2006). However, in the last years, several alternative financial products, such 
as hedge funds, portfolio investment programs, managed accounts etc, have emerged. 
These financial products offer various advantages over the traditional mutual funds, and 
may cause a slowdown in the growth of the mutual fund industry (King & Stephen, 2002). 
As a consequence to these pop-ups many investors have started to pay more and more at-
tention to alternative financial products, especially after the slow down in the market 
growth during the years 2000 to 2003. One of the alternative investing strategies that has 
grown most is investing in hedge funds.  

American consultancy company, Van Hedge Fund Advisor predicts a further six fold rise 
in the capital under management for the world’s hedge funds, from one trillion dollars to 
six trillion dollars. At the same time, KPMG shows in a research report, together with 
Creative, that the number of high yielding hedge funds is decreasing, the competition 
among hedge funds is rising and the average return is in a negative trend. European Alter-
native Investment Survey 2005 covering 96 asset managers in Europe indicated that assets 
held by investors in hedge funds in France, Germany, Italy, Spain and UK amounted to 
EUR 89.7 billion. The expected growth until 2009 is 17.7% (Östlund, 2005). 

The main reason behind the suddenly increased popularity of hedge funds is said to be the 
stock market decline during the period 2000-2003. Hedge funds returns have much lower 
correlations with standard asset returns than returns of mutual funds do (Fung & Hsieh, 
1997). That in turn makes them attractive investments when the stock market is declining. 

Hedge funds have been increasing in popularity in the last decade in Sweden and by the 
end of 2005, close to USD 10 billion1 was invested in hedge funds which is 5.4 percent of 
the total invested capital in various investment funds in Sweden. (Fondbolagens Förening, 
2006) 

The whole distribution of investments at the end of 2005 among different types of invest-
ment funds in Sweden can be seen below. Equity funds are the largest investment fund 
group with 55.7 percent of the net worth in investment funds is invested in equity funds, 

                                                 
1 The exchange rate used was USD 1 equals to SEK 7.5.  In order to reach consistency this exchange rate has 

been used throughout the whole thesis. 
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compared to 23.6 percent invested in bond funds and 15.4 and 5.4 percent in mixed funds 
respectively hedge funds. (Fondbolagens Förening, 2006) 

  

Equity funds

Bond funds

Mixed funds

Hedge funds

 

Figure 1-1 Fund investments in Sweden 

 

In addition, Sven Lidén, region chief of the world’s largest hedge fund company, Man 
Group, predicts that the number of ordinary mutual funds is going to decrease severely in 
favour for hedge funds and index funds. Investors realized the need to invest in assets that 
are uncorrelated with the stock market and can offer positive returns, even during the re-
cession. However, it is not only the stability of returns that has led to increased popularity 
of hedge funds. Sven Lidén believes that decreased transparency problems have also 
spurred the growth of hedge funds (Östlund, 2005).  

Finansinspektionen recently changed the demands upon the industry in regard to controls. 
Swedish hedge funds were initially required to report holdings once a half year. From the 
beginning of 2006, FI also requires monthly reports of risk measures in order to protect in-
vestors. The increased control might increase the growth of hedge funds investments even 
further. In United States, the biggest market for hedge funds, there have been lot of frauds 
associated with hedge funds that brings down the creditability for the whole industry. In 
January 2006, Finansinspektionen also had to revoke the license for one of the most popu-
lar hedge funds in Sweden, Kullberg and Spiik, since the fund did not follow the rules set 
by FI. With more rigorous controls on the industry, FI hopes to decrease the risk for inves-
tors (Aronsson, 2006). 

One of the biggest trends in the financial industry during the last decade has been high 
growth of hedge fund investments. At the same time, many high profile employees in fi-
nancial institutes have left their jobs in order to set up own hedge funds. Still, despite the 
recent growth in the hedge fund industry, the total assets under management remain well 
below the traditional fund industry (Black, 2004). 

The growing trend of hedge fund management and its total market share of investment 
fund management indicates that there still is a big potential for growth of hedge funds in-
vestments. Hedge funds as an investment vehicle is thereby worth examining further, espe-
cially considering there is very little discussion in Sweden about hedge funds as standalone 
investments. Incorrectly, they are often compared with regular mutual funds and mostly in 
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terms of average returns. Since the goal of most hedge funds is absolute returns and high 
risk adjusted returns, they are not necessary going to top winner lists of investment funds 
but may still be viable investments, especially if they manage to offer relatively high returns 
compared to the risks.  

Most investors are familiar with relative return strategies, but hedge funds are managed in a 
different way (Black, 2004). The entry of new investment vehicles can especially be confus-
ing for Swedish investors since Sweden is a country with high rates of savings in stock 
market, either through direct ownership or mutual funds.  

Hedge funds are designed to provide absolute returns, making money for the investors 
even when the market declines. The statistical measures of hedge funds performance might 
be even more important than for mutual funds since the hedge funds usually do not track 
indices and simply comparing returns with market indices might not be enough. Compar-
ing historical returns with index is not enough like in the case of traditional stock invest-
ment funds (mutual funds). Hedge fund investors typically need to use statistical ratios with 
roots in CAPM when assessing the performance of hedge fund managers, like Sharpe ratio 
and Jensen’s Alpha. Furthermore, there is lack of reliable indices for different groups of 
hedge funds since indices are extracted from databases that include only funds that pay for 
their existence in databases. Another problem is comparison between funds. Since hedge 
funds can execute any investment strategy and generally have big freedom in investment 
decisions, it is difficult to compare hedge funds to each other based merely on returns. 

1.2 Problem Discussion 
The majority of investors are familiar with relative-return strategies. Most mutual funds are 
managed with the goal to maximize returns relative to a comparison index. Relative-return 
funds have returns that are highly correlated to traditional investments. When the market 
declines managers make no apologies for losing money. A negative return of ten percent 
will be regarded as excess return of ten percent if the market index falls by 20 percent. On 
the other hand, fund managers in relative-return funds are in a good year required to pro-
vide the returns higher or close to market index. However, it is not sufficient to simply 
compare the return of the fund to the return of its benchmark. The simple comparison ig-
nores the amount of risk taken by the fund manager. Risk-adjusted rate comparisons of re-
turn are more viable to show the true performance of hedge fund managers (Black, 2004). 

Despite the huge growth of hedge funds in Sweden in last ten years, there is little research 
on investors’ preferences and investment habits, probably due to Swedish hedge fund mar-
ket being relatively young. The first hedge fund, Zenit, was introduced in Swedish market 
in 1996 (Anderlind, Dotevall, Eidolf, Holm, & Sommerlau, 2003). Hedge funds have been 
discussed in Swedish media, but instead of deep insightful articles, the subject has merely 
been investigated on surface, from the simple perspective of returns and capital flows. 
There is a tendency among investors to somewhat blindly rush into funds that have the 
best track record in the previous year or two (Stokes, 2004).  
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The fact that hedge funds warrant different evaluating techniques, combined with the short 
history of hedge funds in Sweden leads us to a main problem question: 

 

• Do Swedish investors have the knowledge about how to evaluate hedge funds? 
 

A standard method of comparing risks and returns of hedge funds is to compare with 
broad-based indices of hedge funds. This method can though inherit errors that were in the 
hedge fund databases. Hedge fund data are prone to selection bias, survivorship bias, and 
instant history bias. In addition, sampling differences exist among different databases. 
There is also lack of reliable history since reliable data on hedge funds begin only in the 
1990s. The lack of transparency is also a problem since many hedge funds do not disclose 
their activities. There is also the problem with index weighting since an equal weight does 
not reflect the fact that only 25 percent of hedge funds control 75 percent of capital under 
management (Fung & Hsieh, 2004). 

Since the usual evaluating technique for traditional mutual funds is comparison with market 
indices, there is a high probability that Swedish investors, being used to ordinary mutual 
funds overemphasize indices as their evaluating technique, despite the flaws with index-
comparisons of hedge funds. 

Investors who rely solely on returns to pick a hedge fund may not be prepared for the wild 
ride that lies ahead, Investing is by nature a two-dimensional process based not only on re-
turns, but also on the risks taken to achieve those returns. The two factors complement 
each other and both should be considered in order to make sound investment decisions 
(Lhabitant, 2004). 

It is difficult for investors to measure the risk of investing in a given hedge fund. Many 
funds do not want to disclose their strategies, while many investors do not know which 
factors to consider when performing due diligence on a new fund manager (Black, 2004). 

Hedge funds have a much larger freedom in their investments than traditional mutual 
funds and investment profiles of single hedge funds can deviate from the peer mean more 
than the investment profiles of traditional mutual funds. Furthermore, hedge funds tend to 
hide their strategies more than traditional mutual funds, which increases the need for 
evaluating techniques that take risks into consideration as well. While Swedish investors 
have been investing mostly in equity oriented mutual funds where the risk mostly reflects 
the risk of the chosen market, it can be argued that there could be a lack of knowledge 
about risks and evaluation that reflects both the risk and return. Also, hedge funds in many 
countries are only allowed to target wealthy investors, since they are assumed to be more 
able to understand the risks associated with hedge funds (Bekier, 1998). Finally, these as-
sumptions lead us to these following four subquestions which enable us to answer the main 
problem question: 

• How do Swedish investors assess the risks associated with hedge funds? 
• Do Swedish investors use the evaluating techniques that put risk and return 

into a relation? 
• Do Swedish investors overuse comparisons with market indices when evaluat-

ing hedge funds? 
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• Are there any differences between wealthy hedge fund investors, less wealthy 
hedge fund investors and prospective hedge fund investors? 

 

The possibility exists that Swedish investors, not being used to absolute return products, 
might have difficulties in the selection process, overemphasizing returns, underestimating 
risk and overlooking risk adjusted statistical performance measures.  

1.3 Purpose 
The aim of this study is to show which factors, measures and evaluating techniques Swed-
ish hedge fund investors consider being important and whether their knowledge in the field 
is sufficient. 

1.4 Delimitation 
The group of investors chosen for the study is those that either already invest in hedge 
funds, have been investing in hedge funds or are planning to invest in hedge funds in a 
near future. The study group is divided into three sub groups by following: investors that 
have or are investing more than SEK 500 000 (equal to approximately USD 66 670) in 
hedge funds, investors that have or are investing between SEK 100 000 (equal to approxi-
mately USD 13 330) and SEK 500 000, and those that are planning to invest in hedge 
funds. Thus, the delimitation is to only investigate hedge fund investors that are currently 
or are planning to invest more then SEK 100 000 in hedgefunds. 

1.5 Perspective and Contribution 
Due to the lack of previous studies in the field of hedge fund evaluation from the perspec-
tive of hedge fund investors, in order to fulfil the purpose, we have chosen to conduct an 
explorative study to find out the answers to the stated problem questions. 

This thesis is mainly directed towards the hedge fund investors, professionals in the indus-
try of hedge fund advisory and management, and academics. Thereby, this thesis requires 
basic knowledge in finance, portfolio management, statistics and hedge funds. 

The conclusions could nevertheless provide basis to increase the knowledge among hedge 
investors. Also, hedge fund managers and advisors are provided with suggestions they 
should present to the investors in order to enable hedge fund investors to fully utilize 
hedge funds in their portfolio. Moreover, the academic world is supplied with information 
about the practical use of the theoretical framework. 

1.6 Definitions 
Below follows a list of explanations of some uncommon terms used in this thesis: 

Absolute return strategy – An investment strategy where the portfolio manager’s primary 
goal is to post positive returns in any market conditions. 

Alternative investments – The investments that offer significantly different return charac-
teristics compared to the usual asset classes (e.g. stocks, bonds, cash). Hedge funds, real es-
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tate, private equity funds, collectibles, structured notes etc. are usually mentioned as alter-
native investments 

Arbitrage – An attempt to take the advantage of price discrepancies in different assets or 
markets.  

Bear market - A prolonged decline in the prices of an asset class. 

Benchmark – A reference point for comparison of the performance, usually an index. 

Bull market - A prolonged advance in the prices of an asset class. 

CAPM – A method of valuing assets and calculate cost of capital. The method takes into 
consideration the specific asset risk and puts it into relation to the return of a risk-free as-
set, with Beta. The higher Beta, the higher is the expected return and cost of capital and 
vice versa. 

Exposure – The percentage of the funds assets that is invested in a market. 

Incentive fees – The charge upon investors which depends on the returns of the fund. 

Index – A grouped measure of the cumulative price of similar assets, e.g. Swedish large-
cap stocks, government bonds with long maturities. 

Finansinspektionen – The regulating body of the financial industry in Sweden. 

Liquidity – The ability to quickly convert the asset into cash without the reduction in 
price. 

Long/short – When a fund is said to have a long position, it has invested in an asset. The 
fund benefits from a rising price of the asset as it can be sold for a higher price. Short posi-
tion on the other hand is when an asset is borrowed from its owner and sold but has to be 
bought back in the future and returned from its owner. The fund benefits from a declining 
price for the asset as it can be bought back and returned to its owner at a lower price. 

Mutual fund – An investment form where the money from different investors are pooled 
together. A mutual fund is usually fully invested in a certain asset class, e.g. Swedish stocks. 

Put option – A contract with right to sell an asset at a specific price at a specific time. 

Relative return strategy – An investment strategy where the portfolio manager’s primary 
goal is to post higher returns than a benchmark. 

Volatility - Statistical measure of dispersion of a time series around its mean. 
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2 Frame of References 
In this chapter we explain the theory relevant for the thesis. Significance will be put on theories about hedge 
fund performance measures and other relevant theories of matter in the selection process of hedge funds. Ad-
ditionally, we will present what a hedge fund is, a brief history and pros and cons of hedge fund investment 
and different investment and trading strategies in the industry. 

2.1 Hedge fund history 
The first hedge fund was started by Alfred Winslow Jones in 1949. His idea was to profit 
from the stock market regardless of general direction. In the original hedge fund, the re-
turns were obtained from buying undervalued securities and shorting of overvalued securi-
ties in an attempt to reduce market risk. Jones, in his earlier interviews with Wall Street 
traders realised that there is no possibility to predict movements of the stock market all the 
time. 

Between 1949 and 1966 the investment partnership, what now is called hedge fund, grew 
from $100 000 to impressive $4 900 000. That is a yearly return of 27 percent. During the 
same period, Dow Jones industrial index returned on average 11 percent. The high returns 
came under spotlight in April 1966 in the Fortune magazine. An article with name “Jones 
nobody keeps up with” was published and nobody was keeping up with him. The article 
resulted in new hedge funds and by 1968, according to John Van, 140 new hedge funds 
were started. By the early 1970s, many hedge funds disappeared due to leveraged invest-
ments in the stock market during the previous bull market, thereby failing to stick with the 
general idea and go both long and short in the stock market. In early 1970s the 30 largest 
hedge funds experienced a drop of assets by 70 percent. When Tremont partners, a firm 
which tracks hedge funds, was formed in 1984, the firm identified only 68 hedge funds. By 
the early 1990s, there were about 2 000 hedge funds in existence. The two most known 
were Julian Robertson’s Tiger Management and George Soros’s Quantum Fund. The later 
is often spoken about as the man who broke Bank of England in 1992 with large bets 
against the British Pound. Another high profile example is that of Long Term Capital Man-
agement with former Solomon Brother bond genius John Merriwether and a couple of 
Nobel laureates on the management team. The fund lost almost all of its capital of USD 
4.8bn, with a loss of USD 550mn in a single trading day (Stokes, 2004). 

The term hedge fund is traditionally defined as a privately organized and pooled investment 
vehicle that primarily invests in publicly traded securities and derivatives on publicly traded 
securities. Hedge funds often use short positions, long positions, and leverage in combina-
tion to reduce exposure to moves in the broad market and focus on profiting from security 
selection. Because hedge funds are not limited by regulatory or contractual limits on in-
vestment discretion, they have almost unlimited freedom to invest across a wide array of 
asset classes and use different trading strategies, unlike mutual funds that usually are net 
100 percent long or close to 100 percent net long and have to invest in the market or asset 
classes specified in the prospect. On the other hand, mutual funds’ main goal is to beat the 
market index, contrary to delivering absolute returns as in the case of hedge funds. This 
means that if, for example, the market index rises with 3% one year and the fund with 4% 
the same year, the fund has a positive result. But also, if the market goes down one year 
with, for example, 3 % and the fund only with 2 % for the same year the fund is still con-
sidered to have performed well (Purcel & Crowley, 1999). 
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According to Caslin (2004) a hedge fund is an investment characterized by some or all of 
the following features: 

• A hedge fund may not be open to the general public 
• The minimum investment compared to mutual funds may be very high 
• Investment strategy may not be transparent 
• Both long and short positions are allowed 
• Investments may be leveraged 
• There may be a cap on the amount of money that is manageable with the hedge 

fund strategy 
• Regulatory supervision may be low compared to traditional long-only funds 
• Fees are structured as both an annual management fee and a performance fee 
• There may be a minimum investment time horizon before investors can with-

draw their money or a rolling minimum notice period. 
 

2.2 Advantages with hedge funds over mutual funds 
From the financial theory, three primary factors can be identified as important to be con-
sidered when investing money: prospective return, risk, and correlation to other invest-
ments. The potential return should be compared to the potential risk, and an investment 
should be done if the potential return exceeds the risk of the investment. The investor 
should also consider which correlation a potential investment has with the rest of his/her 
portfolio in order to spread the risks in an efficient way. Therefore, it might be interesting 
for an investor to look for alternative financial products, which in general have low correla-
tion, both between each other and with traditional mutual funds, to decrease the volatility 
of the portfolio, such as, for example hedge funds (Ineichen, 2003). 
 
From an investor’s point of view, the main advantages of investing in hedge funds can be 
summarized in high risk-adjusted returns and diversification benefits, according to Ineichen 
(2003). Below, the major advantages and disadvantages will be explained and discussed. 

2.2.1 High Risk Adjusted Returns 
Compared to mutual funds, hedge fund managers have much more flexibility when it 
comes to how to manage their investments; their possibility to short, leverage, diversifying 
across markets, hedging etc. are much higher than for mutual funds. Thus the money man-
agement is totally different for a hedge fund manager. The manager can basically do all 
from borrowing more money then the fund has to bet on his/her speculations, to not in-
vest anything for a period of time when he/she doesn’t see any lucrative business. Also the 
possibility to diversify across the markets is much higher for a hedge fund manager than 
for a mutual funds manager that has to follow its official strategy to a much larger extent. 
In this way the hedge fund manager gets more freedom to invest in the best investment 
opportunities compared to the risk taken (Ineichen, 2003). 

Researchers have found that hedge funds add value to investment portfolios for a number 
of reasons. Kouwenberg (2003) found that a majority of hedge funds provided positive al-
phas (72 percent) and therefore seem to add value to the portfolio of passive investors. He 
used a database of hedge funds from The Zurich Hedge Fund Universe (formerly known 
as the MAR hedge fund database), over the period of 1995-2000. When using databases of 
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hedge funds, the data is usually biased since databases exclude funds that have disappeared. 
Since January 1995, the database used includes the disappearing funds and the author chose 
to make comparisons only since January 1995, in order to escape survivorship bias. 

2.2.2 Diversification 
The idea of having a portfolio with many different investments is to spread the risk of the 
total invested sum. Therefore, to decrease the total risk of a portfolio an investor should 
look for how a potential investment correlates to the rest of his/her portfolio; the lower 
the correlation is, the lower will the risk be that all the investments in the portfolio will per-
form badly at the same time.  Knowing, that in certain market situations when many mar-
ket funds start to invest in the same opportunities, and the correlation between the funds 
raises, an investor can diversify his/her portfolio, and consequently also the risk, by partly 
invest in totally other opportunities. Statistically, it is shown that the correlation between 
traditional mutual funds and alternative investment strategies is low. So, in fact, it might be 
less risky to invest in a high volatile hedge fund with less correlation to the rest of the port-
folio than in a hedge fund with low volatility but with high correlation to the rest of the 
portfolio (Ineichen, 2003). 

Hedge fund managers typically transact in the same markets as traditional fund managers. 
Still, the evidence shows that characteristics of returns differ between hedge funds and tra-
ditional funds. One example is that hedge fund returns have much lower correlations with 
standard asset returns than mutual funds do (Fung & Hsieh, 2004). 

2.3 Disadvantages with hedge funds over mutual funds 

2.3.1 High fees 
Ackermann, McEnally & Ravenscraft (1999) came to conclusion that hedge funds in a pe-
riod between 1988-1995 provided a Sharpe ratio 21 percent higher than mutual funds. The 
total risk was 27 percent higher for hedge funds though. The hedge funds had mixed re-
sults when it came to beating market indices, however coming close to the general market 
returns on average. From the investors’ perspective, the higher incentive fees neutralize the 
higher Sharpe ratio. Thereby, on average, the ability to earn superior gross returns is about 
equal to the incentive and administrative fee.  

2.3.2 Low transparency 
Even if the transparency is increasing fast, due to the requirements from especially the in-
stitutional investors, the transparency is still considered as maybe the greatest concern for 
investors. While mutual funds normally hold long positions, hedge funds trade much more 
frequently and often only holds positions for a short period of time. This makes it unwise 
for a hedge fund manager to show any important information and declare future invest-
ment strategies to the public, like a mutual fund manager could do to a much larger extent, 
because that could affect the markets. But, as said before, institutional investors do nor-
mally have high requirements for insight about actively knowing what is going on with their 
investments and therefore have many hedge funds increased the transparency to meet the 
requirements of the institutional investors, who have a very important role in the hedge 
fund industry (Ineichen, 2003). 
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2.3.3 Limited liquidity 
In general, the redemption periods are much higher for money invested in hedge funds 
then money invested in highly traded funds. A reason to this fact is that hedge funds ex-
ploit inefficiencies, which often exist in the markets that are less liquid then markets with 
the most traded stocks. For investors that demand to be able to withdraw their money 
from the fund fast, at any time, the fact of long redemption periods might be a problem. 
But for investors with a longer timeframe for their investments this fact might even be 
positive since there are statistical data that show a relation between longer redemption pe-
riods and better performance by the fund (Ineichen, 2003). 

The limited liquidity decreases the diversification benefits despite the fact that many inves-
tors invest in hedge funds due to the diversification benefits. Illiquid instruments cannot 
quickly be sold or easily used as collateral to fund asset allocation changes in times of major 
market events. Most funds include the small print of their investment memorandum or by-
laws a provision for the temporary suspension of redemptions in the case of “exceptional 
circumstances”. Hence, the liquidity might not be there when it is most needed (Banz & 
De Planta, 2002). 

2.4 Hedge fund styles 
There are many organizations that track returns to different styles of hedge funds. Each 
analyst describes hedge fund categories in slightly different ways. In this chapter, the de-
scriptions of hedge fund styles will be classified into categories tracked by Morgan Stanley 
Capital International (cited in Black, 2004). 

In order to determine which investment best fits the specific investors’ needs, historical re-
turn and risk of each fund style must be analyzed (Caslin, 2004). 

Following classifications of hedge fund strategies are made in the literature: 

• Managed futures; often systematic funds that use quantitative trading systems for 
world wide future markets. They can invest in everything from precious metals fu-
ture contracts to Fed Funds futures. The strategies can differ, but most of the man-
aged futures funds are trend followers (Black, 2004). 

 
• Long/short equity; funds that exclusively invest in equity from both the long and 

the short side, attempting to profit from both falling and rising equity markets. If 
the managers believe in the rising stock market they will be net long in the market, 
close or even more than 100%. However, if they believe in falling stock markets, 
they will be net short (Black, 2004). 

 

• Global macro; discretionary funds that speculate across various markets, e.g. differ-
ent stock- and bond markets, currencies, commodities etc. They may try to antici-
pate a collapse in a currency of a badly managed country and sell short its currency 
and bonds in that country (Black, 2004). 

 

• Fixed income arbitrage; funds that try to make money from the difference in inter-
est rates in various countries with various maturities. For example, hedge funds can 
buy Hungarian bonds and sell German bonds, in attempt to profit from the con-
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vergence in interest rates as the country prepares for entry into the European Un-
ion (Black, 2004). 

 

• Risk arbitrage; funds that take on calculated risks associated with market events like 
mergers and acquisitions in order to profit from the deals, e.g. buy stocks in the 
selling company and short the stocks of acquiring company. When the deals go 
through the profits are small but if the deals are cancelled the losses can be great 
(Black, 2004). 

 

• Equity/debt multi strategy; funds that in general seek arbitrage opportunities across 
different markets, for example, selling short the stock of a company while buying 
the bonds (Black, 2004). 

 

• Distressed securities; funds buying undervalued securities that few are prepared to 
hold. In events of corporate failures, the risk premiums increase dramatically on 
such securities making it possible to gain huge profits in times of recovery (Black, 
2004). 

 

• Event driven; funds speculating on a wide array of corporate deals, e.g. trying to 
profit from mergers going through, bankruptcies, restructurings, liquidations etc 
(Black, 2004). 

 

• Equity market neutral; funds with equally large long and short positions in equity 
markets, attempting to profit from buying undervalued stocks and selling short 
overvalued stocks. These funds have usually no correlation with the stock market 
(Black, 2004). 

 

• Emerging markets; funds that are trying to profit from opportunities in less devel-
oped markets with strong growth and can invest in everything from stocks to real 
estate in emerging markets (Black, 2004). 

 

• Short bias; funds that are specialized on short selling. They do not attempt to profit 
from companies that go well, instead they look for the companies in trouble or try 
to uncover fraudulent companies in order to profit from declines in stock prices 
through short selling (Black, 2004). 

 

• Convertible arbitrage; funds attempting to profit from price differences convertible 
securities and stocks or corporate bonds (Black, 2004). 

 

• Market timing; funds trying to profit from investing in investment across the world 
due to the time differences (Ranaldo & Favre, 2005). 

 



 

 12

• Funds of hedge funds; funds that consist of several individual hedge funds selected, 
monitored and usually managed by an individual or a corporate body. The manager 
can choose which hedge funds to invest in and the allocation to the different hedge 
funds (Caslin, 2004). 

 

2.5 Measuring returns 
Most investors think in terms of annual returns, but hedge funds typically report monthly 
returns (Black, 2004).  

Though, it is considered inappropriate to annualize returns that are earned in less than a 
year. According Black (2004), the most proper way to calculate returns is by using geomet-
ric average over n periods, typically years, (Appendix 3). 

One of the easiest ways to reorganize a return series and make it more intelligible is to plot 
it in some sort of graphical form. The graph preferred by marketers is the historical evolu-
tion of $100 invested. A graph constructed as mentioned is informative about the final va-
lue of the investment, but it does not provide the true picture of the progress since incep-
tion. Large movements in the beginning of the measurement period are perceived smaller 
than similar movements late in the measured period. The use of logarithmic scale rather 
than a linear scale on the y-axis can partially solve the problem. However, a better tool to 
visualize a large data set is the relative frequency histogram. Similar returns are grouped to-
gether and their frequency is calculated, thus hiding some of the random noise that is not 
meaningful, while at the same time preserving the structure of the data (Lhabitant, 2004). 

One of the most controversial topics on the hedge fund front these days is that of bench-
marking returns. Hedge fund managers are hired for their skills. Their portfolios aim to 
produce positive absolute returns, rather than to outperform a given benchmark. However, 
the continued growth of the alternative investment industry has increased the demands for 
benchmark as a measure of the performance. Investing in hedge fund is largely matter of 
purchasing alpha, which is a manager’s skill in identifying market inefficiency and exploit-
ing it. Credible benchmarks are therefore necessary to assess alpha in a correct way. Origi-
nally, hedge fund managers avoided the benchmark question by establishing absolute re-
turn targets, often loosely defined as a flat, stated rate of return. Lately, many managers 
have turned to a traditional index such as S&P 500 to benchmark the performance of their 
fund. The negative performance of S&P 500 since 2000 might be one of the reasons, be-
cause it has been easy to beat. However, that index is a bad benchmark because most of the 
hedge funds have additional possibilities besides holding a stock portfolio for a very long 
term. Furthermore, hedge funds can use leverage and invest in stocks outside of the S&P 
500 index. In addition, many investors have turned their sights on peer group comparisons 
as their primary method of benchmarking. However, peer group benchmarks, do not ac-
count for selection bias and suffer heavily from survivor bias in different hedge fund data-
bases. Peer groups are useful as a means of comparing the results of similar managers 
within a given portfolio or the performance of funds within a narrow universe, but are in-
adequate to assess the performance of a manager in general. Ideally, each hedge fund 
should be assigned a benchmark that takes into account all the details of its strategy, e.g. 
market and assets traded, the leverage and the directional bias. In practice, though, it is dif-
ficult to obtain all the information (Lhabitant, 2004). 
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2.6 Measuring risk 

2.6.1 Standard deviation and downside deviation 
Analyzing funds solely on the basis of the average returns they generated is certainly a 
straightforward way to make comparisons. But returns alone do not tell the whole story. 
Two funds with the same mean return may have completely different behaviour. There is 
need for additional measures to indicate the degree to which returns are clustered around, 
or deviate from, the mean return (Lhabitant, 2004).  

Investors in traditional investments typically use standard deviation as the primary risk 
measure. Standard deviation, often noted by the lower case Greek letter sigma (σ), is the 
square root of the sum of the squared differences of each return relative to the mean re-
turn, divided by the number of observations minus 1 (Black, 2004).  

Standard deviation works best as a risk measure for return distributions that closely ap-
proximate the normal distribution. Standard deviation assumes that all volatility in portfolio 
returns is risky, thus not accounting for the fact that investors regard positive deviations 
from mean return as a good volatility, contrary to negative deviations. An investor would 
prefer an investment with a very high standard deviation if losses were limited. Thus, there 
is a need for a measurement of only negative deviations. There are two types of downside 
semivariance calculations: this measure can be calculated either relative to mean returns or 
to some fixed threshold return (Black, 2004). 

 

 

Figure 2-1 Normal distribution (Black, 2004) 

 

The formulas for standard deviation and downside deviation are presented in Appendix (3). 

The difference between the standard deviation and the downside deviation can be seen in 
Appendix (4-8) for funds with the different return characteristics. A fund with a seemingly 
low standard deviation can have a high downside deviation due to negatively skewed re-
turns (Appendix 8). In addition, an asset with a lower standard deviation (Appendix 4) can 
have a higher downside deviation than another asset (Appendix 6), depending on skewness 
and kurtosis of the returns. 

2.6.2 Skewness and kurtosis 
Standard deviation is as mentioned earlier a very popular measurement of risk, although it 
is only effective for funds and strategies with a truly normal distribution.  

Assuming normal distributed returns is extremely appealing to researchers and practitioners 
alike because normal distributions have well-known mathematical properties that make 
them easy to process and understand. In practice, it is questionable how good such as-
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sumptions are. Empirical observation of financial markets has often revealed that large 
movements occur more frequently than would be expected if returns were normally dis-
tributed, the stock market crash in 1987 recorded negative returns that were over 20 stan-
dard deviation from the mean (calculated just prior to the crash). A histogram is an effec-
tive graphical tool for visualizing such deviations from normality in a data set. In addition, 
two statistics, known as skewness and kurtosis, may be used to quantify these effects 
(Lhabitant, 2004). 

Skewness is the third central moment of distribution. It measures the symmetry of a return 
distribution around its mean. Zero skewness indicates a symmetrical distribution. A posi-
tively skewed distribution is the outcome of rather small losses but larger gains, so it has a 
long tail on the right side of the distribution, which is usually desirable (Lhabitant, 2004). 

Investors desire positive skewness, where the probability of positive returns is higher than 
if the distribution was truly normal and may want to avoid funds with negative skewness. 
Funds with negative skewness are funds that assume significant event risk (Black, 2004). 

 

 

Figure 2-2 Positive skewness (Black, 2004)  

 

 

Figure 2-3 Negative skewness (Black, 2004)   

   

Kurtosis is the fourth central moment of distribution. According to Lhabitant (2004) it 
measures the degree of peakedness and heaviness of the tails of a distribution. 

Positive kurtosis implies higher than normal probability of extremely large or small returns. 
Financial markets often have leptokurtic distributions, characterized by “fat tails”, where 
the probability of crashes is much larger than implied by the normal distribution. The crash 
like stock market crash in 1987 is virtually impossible in a normally distributed market 
without kurtosis (Black, 2004). 
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Figure 2-4 Large kurtosis (Black, 2004) 

   

 

Figure 2-4 Small kurtosis (Black, 2004) 

 

The formulas for skewness and kurtosis are presented in Appendix (3). 

Characteristics of different hedge funds with different levels of skewness and kurtosis can 
be seen from Appendix (4-8). 

2.6.3 Value at risk 
Value at risk (VaR) is a relatively recent risk measure in finance, but its equivalent has been 
used for several years in statistics. Value at risk of a position is the maximum amount of 
capital that the position can expect to lose within a specified holding period and with a 
specified confidence level. VaR is often expressed as a percentage loss rather than as an ab-
solute dollar loss. VaR has become the standard tool in risk management for banks and 
other financial institutions. However, without the assumption of normal distribution, VaR 
is a very problematic risk measure. VaR is simply equal to the average return minus a mul-
tiple of the volatility (e.g. for a confidence level of 99%, VaR is equal to the average return 
minus 2.33 times the standard deviation). VaR does not provide any information about the 
expected size of the loss beyond considered “normal market conditions” (Lhabitant, 2004). 

2.6.4 Drawdown statistics 
Another key measure of track record quality and/or strategy risk is the notion of draw-
down, which is defined as the decline in net asset value from the highest historical point. 
There are several ways of calculating drawdown statistics. An individual drawdown is basi-
cally any losing period during an investment record (Lhabitant, 2004). 

Lhabitant (2004) mentions three drawdown statistics as described below: 

 

• The maximum drawdown or peak to valley is therefore the maximum loss (in per-
centage terms) that an investor could have experienced within a specific time pe-
riod. 
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• The uninterrupted drawdown calculates the length and severity of an uninterrupted 
drop. 

 

• The recovery time is the time taken to recover from a drawdown and come back to 
the original level 

 

By considering drawdown statistics, an investor can realistically assess the pain he might 
feel with that fund manager. Drawdowns have one major advantage over volatility, they are 
less abstract. They should be used with caution though because other things equal, maxi-
mum drawdowns will be greater as the frequency of the measurement interval becomes 
smaller. In addition, maximum drawdowns tend to be greater for a longer time series 
(Lhabitant, 2004). 

Information about the largest monthly gain and loss posted by a fund may also be useful. A 
fund could post very consistent returns with low volatility but still post a large loss in a 
month. For funds with such risk profile, it is useful to look at the largest monthly loss 
(Black, 2004). 

Maximum drawdown measures are often quoted in standard tables of hedge fund perform-
ance and describe the worst peak-to-through fall in value asset values experienced by the 
fund to date.  Despite being widely used by practitioners, maximum drawdown was not 
widely analyzed by academics until fairly recently (Taylor, 2005). 

2.6.5 Covariance and correlation 
Covariance and correlation are statistical concepts that lie behind most of the theories and 
tools used in finance. They measure the extent to which random variables X and Y are re-
lated to each other, or tend to vary together (Lhabitant, 2004). 

Investors search for investments that are “very different” to what they already own. Corre-
lation is one measure of the difference between the investors’ portfolios and the invest-
ment opportunities. Some hedge funds are attractive to investors due to low reported cor-
relations (Banz & De Planta, 2002). 

Covariance is the degree of joint variation between two variables. Covariance between two 
variables is denoted σX, Y and is calculated as the average of the product of the deviations of 
X and Y. When the two variables deviate from their means in the same way most of the 
time, these products will be positive. A large covariance indicates a strong positive relation-
ship between the two variables and vice versa (Lhabitant, 2004). 

The correlation between two random variables X and Y is a measure of the degree of linear 
association between the two variables. Correlation coefficient can take on any value      
from -1, through 0, to 1 (Aczel & Sounderpandian, 2002). 

The Pearson product-moment correlation coefficient, named after its founder, Karl Pear-
son, has great advantage of being easily interpretable. It measures linear association over a 
scale of 1 to -1, where 1 implies perfect positive correlation, -1 perfect negative correlation 
and 0 complete absence of correlation (Lhabitant, 2004). 
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It needs to be remembered that correlation between two variables does not necessarily 
mean that one of the variables causes the other one. Causality is a difficult question and is 
hard to determine through correlation analysis or regression analysis. Two variables may be 
statistically correlated but it does not always imply that they are correlated in any meaning-
ful way. The correlation might be caused by some other third variable. Therefore, when 
conducting correlation analysis, outside variables that may affect both variables under study 
should be considered (Aczel & Sounderpandian, 2002). 

Furthermore, correlation only measures linear relationships, which might lead to wrong 
conclusions if two variables are linearly unrelated to each other. A wide range of hedge 
fund strategies exhibit non-linear risk-return payoffs and this may significantly bias down-
ward their correlation with other asset classes. Correlations may also be spurious and are 
not resistant to outliers. In the market, October 1987, September 1998 and March 2000 are 
examples of outliers where many usually uncorrelated asset classes show unusual correla-
tion. The problem with outliers might be reduced by calculating correlation during nega-
tive/positive market returns, during the N worst/best market returns and during the ex-
treme positive and negative market returns (Lhabitant, 2004).  

Banz and De Planta (2002) say that in case of major market corrections due to global is-
sues, many hedge funds find their correlation with equity market indices to increase, some-
times dramatically. There are various reasons for that and they differ for different hedge 
fund strategies, e.g. crashes in stock prices typically trigger cancellations of takeover bids 
leading to a dramatic widening of merger spreads (resulting in losses for hedge funds that 
are involved in merger arbitrage).  

Examples of correlation coefficients are provided in Appendix (4-8) for four simulated 
hedge funds versus a simulated market index. 

2.6.6 Beta and market risk 
Another used relative risk measure is beta, denoted by the Greek symbol β. The indicator 
measures the risk of a fund compared to the overall stock market, usually approximated to 
the Standard & Poor’s 600 or the MSCI World Index. A fund that moves like the market 
has a β-value of 1.0. Other things being equal, if the market goes up 10 percent, the fund 
should move 10 percent. A lower β-value than 1.0 indicates that the funds move less than 
market index and a higher β-value indicates that the fund moves more than the index 
(Lhabitant, 2004). 

Lhabitant (2004) also says that β is in incomplete explanation of risk and returns. A low β 
fund does not necessarily mean low risk, it only says that the risk does not come from the 
market. A fund with a low β-value can still have high volatility and thus be risky. 

Graphs in Appendices (4-8), visualize what Beta-values different simulated hedge funds can 
have depending on their movements compared to the index. 

2.7 Measuring manager performance 
Composing return and risk into one useful risk-adjusted measure indicator is one of the key 
tasks to useful measurement of manager performance. When correctly done, it becomes 
possible to compare the performance of a given fund with other funds who posses similar 
risk characteristics. In addition, it becomes possible to compare funds with different risk 
characteristics as well (Lhabitant, 2004). 



 

 18

2.7.1 Percentage of winning months 
A statistic that is exclusive to absolute-return strategies is the percentage of months that a 
fund posts gains. The percent winning months statistic is calculated by dividing the number 
of months that the fund posted positive returns by the number of months the fund has 
been invested. Low-volatility funds, especially market-neutral funds, are more likely to have 
a higher percentage of winning months, while higher-volatility strategies, especially those 
that are correlated to equity markets, are likely to have a lower percentage of winning 
months. Carefully hedged low-volatility funds such as fixed-income arbitrage, convertible-
bond arbitrage and equity market-neutral funds, can post positive returns in over 80 per-
cent of all months. By contrast, relative-return investments, such as short-selling or invest-
ing in traditional stock or bond indices, show profits in only 47.4 percent to 62.3 percent of 
all months (Black, 2004). 

2.7.2 Benchmarking statistics 
Hedge funds are usually sold as absolute performers but often produce ratios that compare 
their performance with the performance of a selected market index or benchmark. Lhabi-
tant (2004) mentions some popular ratios and how they are measured: 

• The capture indicator, the average ratio between the returns of the fund versus 
the returns of the benchmark 

• The up capture indicator, the average return of the fund divided by the bench-
mark average return in the periods when the benchmark posted positive returns 

• The down capture indicator, the average return of the fund divided by the 
benchmark average return in the periods when the benchmark posted negative 
returns 

• The up number ratio, number of periods in which the fund was up when the 
benchmark was up divided by the number of periods when the benchmark was 
up 

• The down number ratio, number of periods in which the fund was down when 
the benchmark was up divided by the number of periods when the benchmark 
was down 

• The up percentage ratio, number of periods in which the fund outperformed 
the benchmark when the benchmark was up, divided by the total periods when 
the benchmark posted positive returns 

• The down percentage ratio, number of periods in which the fund outperformed 
the benchmark when the benchmark was down, divided by the total periods 
when the benchmark posted negative returns 

• The percentage gain ratio, measure of the number of periods in which the fund 
was up divided by the number of periods in which the benchmark was up 

• The ratio of negative months over total months, number of months with nega-
tive returns divided by the total number of months 

 

There is also a difficulty when it comes to the question which indices the hedge funds 
should be compared to. Which index an investor should compare a particular hedge fund 
with depends on the context. An investor might want to pick a fund within a certain in-
vestment category, want to invest in hedge funds instead of certain asset class cash, e.g. 
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cash. Depending on the reasons for investing in a particular hedge fund, it should be com-
pared with the relevant index (Banz & De Planta, 2002). 

If the investor invests in a hedge fund because he or she feels that he or she would benefit 
from the investment in a certain hedge fund strategy, the hedge fund should be compared 
to the index of that particular hedge fund strategy, e.g. merger arbitrage. But there are huge 
differences in the range of activity and risk. It is therefore not always obvious what bench-
mark should be used. Especially equity and macro oriented hedge funds can differ greatly 
in terms of risk and activity (Banz & De Planta, 2002). 

If the investment in a hedge fund is done as a substitution of a certain asset class, in that 
case the investor need to evaluate risk and return characteristics of the certain hedge fund 
or the hedge fund category to that of the asset class which is aimed to be replaced by the 
hedge fund investment (Banz & De Planta, 2002). 

2.7.3 Sharpe ratio 
Out of the mean variance framework, one performance measure came to dominate in-
vestment appraisal, the Sharpe ratio that divides the excess return in a portfolio by its stan-
dard deviation (Taylor, 2005). 

The measure of risk-adjusted performance devised by William Sharpe (1966), a Nobel 
Prize- winning economics professor, is the most commonly used measure of risk-adjusted 
performance (Lhabitant, 2004). 

According to Black (2004), Sharpe ratio is one of three reward-to-risk ratios that are popu-
lar with the hedge fund analysts. The Sharpe, Sortino and Treynor ratios all measure re-
turns in relation to units of risk. The ratios differ by the type of risk that the investors 
choose to measure. 

The Sharpe ratio for absolute-return strategies should be much higher and less volatile than 
the Sharpe ratio or relative-return and traditional investment strategies. A relative-return 
strategy often has high volatility, and may frequently underperform the risk-free rate or 
even show negative returns. Since absolute-return strategies seek to beat the risk-free rate 
or show negative returns, the Sharpe ratio will be positive in more periods. Funds involving 
in large directional bets have Sharpe ratios below equity investments. In contrast, funds 
that carefully manage their risks with both long and short positions, tend to produce re-
turns with extremely low volatility (Black, 2004). 

The formula for the Sharpe ratio is presented in Appendix (3). 

In 1994, William Sharpe revised the definition of the Sharpe ratio and suggested a new in-
terpretation that takes into consideration differential of returns of a fund with respect to 
some other portfolio or benchmark (Taylor, 2005). 

The strength of the new model is that it shows an assets ability to improve on the bench-
mark in risk-expected return terms. The revised Sharpe ratio – also called information ratio 
– compares the average differential return with its volatility (Lhabitant, 2004). 

2.7.4 Sortino ratio 
While Sharpe ratio declines as the volatility of returns increases, which assumes that the 
fund should be penalized for all standard deviations in return, regardless of the direction of 
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the deviations, the Sortino ratio is possibly more suitable for evaluation of hedge funds. 
The Sortino ratio, which is calculated as the excess of risk-free returns divided by the 
downside deviation of returns, only penalizes for losses and downside risks. Sortino ratio 
will naturally have higher values than Sharpe ratio since only a portion of the total risk is 
included in the calculation of the Sortino ratio. The indicator makes it easier to find funds 
with “good” volatility. Rankings of the funds with Sharpe ratio tend to be similar to ratings 
with Sortino ratio. Short selling and emerging markets funds are not attractively ranked by 
Sortino ratio. Similarly, convertible arbitrage and market-neutral funds are among the best 
strategies when ranked by Sortino ratio since they provide low downside volatility (Black, 
2004). 

Sortino ratio was used in the hedge fund world but was initially criticized for not being 
rooted in sound market theory, although the ratio survived the criticism (Pedersen & 
Satchell, 2002). 

2.7.5 Jensen Alpha 
Active hedge funds that try to create value compared to “Beta grazers” (ordinary mutual 
funds) are called “Alpha hunters”. Active Alphas are derived from exploiting acute and 
chronic inefficiencies. They are hard to capture, but the great investors have been able to 
do so over many years (Leibovitz, 2005). 

According to CAPM, it is impossible for an asset to remain located above or below the 
SML (security market line). If an asset produces a return that is higher than it should be for 
its beta, then investors will buy the asset and drive its price up, thus returning it to the SML 
when the expected returns decrease. The opposite assumption about investor behaviour 
holds when the asset is located below SML. If all assets are fairly priced deviations from the 
SML should not occur, or at least should not last very long. Despite CAPM, active fund 
managers seek assets that deviate from the SML. They attempt to profit from mispricing. If 
they are successful, they will achieve a return that is above what is expected. In that case, 
the portfolios will be located above the SML (Lhabitant, 2004). 

According to Black (2004), Alpha can be used to compare the skills of the managers. It 
shows the returns with the risk taken into consideration. Thus a low beta fund can have a 
positive alpha even when its returns are below the benchmark. On contrary, a high beta 
fund can have negative alpha even when its returns exceed the benchmark. 

Formula of the Alpha ratio is presented in Appendix (3). 

2.7.6 Treynor ratio 
Sharpe’s work has been extended and build on, for example by Treynor. The Treynor ratio 
replaces standard deviation or in other words portfolio volatility, with a measure or system-
atic risk, Beta (Taylor, 2005). 

In the market model, the value added (or withdrawn) by a manager is measured by the al-
pha, while the market risk exposure is measured by the beta. Jack L. Treynor, one of the fa-
thers of modern portfolio theory suggested comparing the two quantities (Lhabitant, 2004). 

The Treynor ratio is a reward-to-risk ratio similar to the Sharpe ratio. They key difference is 
that it looks at systematic risk only, not total risk. As with Sharpe ratio the higher value the 
better, since it indicates higher return per unit of risk. The difference between Sharpe ratio 
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is though that Treynor ratio measures return in comparison to market risk (Lhabitant, 
2004). 

Formula of the Treynor ratio is presented in Appendix (3). 

2.7.7 Remarks about performance statistics 
Kouwenberg (2003) conducted research on a hedge fund database (Zurich Hedge Fund 
Universe) in the period 1995-2000. The author tried to find the answer on the question 
whether hedge funds add value to a passive portfolio. Overall, 72 percent of the hedge 
funds were found to have positive alphas (including disappearing funds), thereby creating 
value for the investors. In addition, Kouwenberg (2003) examined whether randomly 
choosing a hedge fund with positive alpha- and Sharpe ratios in the period 1995-1997, 
would have been more profitable than investing in a randomly selected hedge fund in the 
period 1998-2000. He found the evidence that an investor who chooses funds with positive 
Sharpe ratio in-the-sample period had a better chance to draw a hedge fund with positive 
Sharpe ratio in the out-of-sample period than by choosing hedge funds randomly. Similar 
results were gained from the study of Edwards and Caglayan (2001) but they did not in-
clude the impact of disappearing hedge funds. In addition, they also used only alpha as the 
measure of persistence of the performance. However, they found significant differences 
within different investment styles. Brown, Goetzmann & Ibbotson (1999) came to contra-
dictory results though by not finding any performance persistence in hedge fund returns 
over the period 1995-2001.  

However, performance statistics rely to a large extent on assumptions of normal return dis-
tribution, something that is never the case in financial markets. For example, despite being 
commonly used for analysis of hedge funds, Sharpe and Sortino ratios are not ideal in non 
normal distribution. Unfortunately, the hedge fund strategies with the largest Sharpe ratios 
often have negative skewness and large kurtosis. If these values are large, the benefits from 
investing in hedge funds may largely be offset by the risk of extreme losses that result from 
investing in funds with negative skewness and the fat tails measured by kurtosis (Black, 
2004). 

Further critique to the Sharpe ratio comes directly from the developer of the ratio, William 
F. Sharpe. He is on the board of a private family fund but does not use his own ratio to 
evaluate hedge funds. Sharpe said on a conference in Sonoma, California (how to gauge 
hedge fund risks), that hedge funds often use complex strategies that are vulnerable to sur-
prise events and elude any simple formula for measuring risk. The problem with Sharpe ra-
tio is that it cannot account for extreme and unexpected events, yet is still widely used in 
the marketing and evaluating of hedge funds. Sharpe mentions the collapsed mega hedge 
fund Long Term Capital Management that prior to the fast collapse had a glowing Sharpe 
ratio. Sally Wong, executive director of the Hong Kong Investment Funds Association that 
attended as a speaker at the same conference, said that her preferred hedge fund risk meas-
ure is Sortino ratio since it uses downside deviation instead of standard deviation, thereby 
distinguishing between good and bad volatility (Ianthe, 2005). 

According to Brooks and Kat (2002), Sharpe ratio should not be the only performance 
measure because funds with the highest Sharpe ratios often have the least desirable skew-
ness and kurtosis properties. Black (2004) says that funds selling options 2.5 standard de-
viations out-of-the-money will profit in 99 percent of the time, producing a fund with high 
returns, low risk, and a high Sharpe ratio. The one percent of the time, that option sellers 
will lose money can incur very large losses, however, and these losses occur during times of 
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market stress, exactly when hedge funds are expected to offset the losses in traditional in-
vestments. Hence, immoral hedge fund managers try to quickly build impressive track re-
cords by short selling deep out-of-the money puts according to Lo (2001). Agarwal and 
Naik (2000) conclude that the majority of hedge fund strategies have the similar risk and 
return characteristics as short selling of options. 

Another problem with Sharpe ratio is the illiquidity of investments that some hedge funds 
make. The illiquid investments tend to have serial monthly correlations, thereby resulting in 
overstated Sharpe ratios. Some strategies will post many small profits before occasional 
large losses occur. Right before the losses Sharpe ratios will be high. Another strategy vul-
nerable to large occasional losses and overstatement of Sharpe ratios is merger-arbitrage. At 
first blush, Sharpe ratio appears to reward returns and penalize risks. Things are not that 
simple, since Sharpe ratio uses standard deviation that holds assumption that positive de-
viations from the mean as easily could have been negative. This might not be true for a dy-
namic trading strategy (Asness, Krail, &. Liew, 2001). 

Still, the Sharpe ratio is the bread and butter tool of investment and management since it is 
easy to compute, relatively easy to understand and has fine theoretical pedigree behind it 
(Taylor, 2005). 

Since the return data is not normally distributed, the use of traditional risk measures that 
evaluation models are built on lead to underestimation of risks. Gregoriou and Gueyie 
(2003) suggest that Sharpe ratio should be adjusted by using the VaR approach since it of-
fers advantage to face the downside risk. Though, the simplest form of VaR assumes nor-
mal distribution and thus they use a modified VaR approach. Modified VaR approach uses 
also skewness and kurtosis in the calculation.  

On the other hand, many analysts worry that simple VaR is not a sufficient statistic to de-
termine potential losses. There are many drawbacks to VaR, and these drawbacks are mag-
nified with the types of trades managed by hedge funds. Financial markets are prone to 
bubbles and crashes, where five percent daily moves in stock indices and 50 percent in in-
dividual stocks happen quite frequently, moves that may be between five to 20 standard 
deviations. Perhaps the largest drawback of VaR analysis comes when hedge funds trade 
options. VaR assumes that returns are normally distributed and symmetric, while options 
give funds the ability to truncate or skew the distribution of returns. If a fund is long put 
options, VaR is likely to overestimate potential losses without counting on the insurance 
features of put options during market declines. If a fund is short put options, VaR will 
dramatically underestimate potential losses, as the fund may post steady gains at low volatil-
ity, until the fund suddenly fails during a market crash (Black, 2004). 

Comparison with hedge fund indices is a common technique for evaluation of hedge funds 
but is problematic due to the various biases in hedge fund databases (Lhabitant, 2004). 

Hedge fund data is prone to selection bias, survivorship bias, and instant history bias. In 
addition, sampling differences exist among different databases. There is also lack of reliable 
history since reliable data on hedge funds begins only in the 1990s (Fung & Hsieh, 2004). 

Furthermore, there is self-selection bias in hedge fund databases. The performance data of 
mutual funds has to be disclosed to the public while hedge funds do not have to disclose 
anything to anyone other than their investors. Hedge fund managers decide themselves 
what information is to be provided in their prospectuses. Some hedge funds do provide 
performance information to data providers. However, usually the smaller and well per-
forming hedge funds are interested in registering with databases. This situation creates bias 
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since characteristics and performance of reporting funds may differ from those of non-
reporting funds. Mangers with sub-par performance will not report to databases because 
they will want to avoid the comparison with better performing peers. In addition, many 
successful hedge fund managers do not want or need to report as they already probably 
have a long list of investors wanting to join their fund. Others may be afraid of being in-
cluded in the index of data vendor and thus raise the overall performance of the index. 
Hence, it is difficult to quantify the impact of the bias. However, since investment talent is 
usually in short supply, it seems reasonable to assume that non-reporting managers with 
poor performance outnumber those with a good performance (Lhabitant, 2004). 

There are also drawbacks with the simpler drawback statistics. It can only be compared for 
funds with the same time scale and similar reporting frequency. Moreover, it is a very inef-
ficient statistic for describing a fund’s performance and carries a high potential level of er-
ror (Taylor, 2005). 

Treynor ratio while useful for mutual funds, it can be magnified without bound, via beta in 
the denominator. As market neutral, hedge funds approach beta-neutrality, which implies 
that Treynor ratio approaches infinity. Considering this is an issue for non-directional 
strategies in general, Treynor ratio is unsatisfactory for ranking / comparison of hedge 
funds (Sharma, 2003). 

Black (2004) agrees with Sharma (2003) when it comes to drawbacks of the Treynor ratio. 
Since absolute-return funds do not compare themselves with any market index, returns 
may be uncorrelated to traditional benchmarks. The use of beta assumes that systematic 
risk is the dominant risk in the portfolio. If the fund hedges away the systematic risk, a 
measure that computes the risk of the fund using only beta will be inappropriate. Thus, the 
Treynor ratio is more appropriate statistic for mutual funds or a long-only hedge fund that 
is benchmarked to a traditional investment index (Black, 2004). 

A drawback of seemingly good ratios is that it is quite possible to manipulate by making 
high probability trades with a small risk of large loss but when these losses occur they are 
extremely large. Sharma (2003) says that a number of cases manager hubris based on short 
but impressive track records (possibly attributable to short option profiles) have been 
documented. Jorion (2000) points out that LTCM built its reputation on steady gains but 
with strategies that have a high risk of big drawdown. The well-respected hedge fund man-
ager, Victor Neiderhoffer, became a victim of short put strategy when the stock market 
suddenly dropped seven percent on October 27th 1997. 

The investors need to be aware of factors that drove the fund’s performance in the past 
and ask themselves the question, will it work in the future. Some hedge funds try to gener-
ate positive alpha in an easily understandable way, others need closer attention, especially 
funds with relative value event-driven strategies. While the positive outcomes are likely, a 
failure may entail a disastrous loss even though it is rare. One example is the attempt from 
General Electric to take over Honeywell in 2000. When the merger was called off, the arbi-
trageurs sustained substantial losses. The hedge funds that attempt to profit from likely but 
small gains will need the hefty use of leverage in order to get acceptable returns. The ex-
tremely large losses that are possible, however rare, can ruin a highly leveraged hedge fund. 
Many hedge funds that deliver steady gains due to the arbitrage possibilities but the nature 
of markets is that the more speculators the less opportunity for arbitrage exists. Arbitrage is 
a self-destructing activity. The increased demand with constant or falling supply of arbi-
trage opportunities suggests that it will be increasingly difficult for hedge funds to deliver 
value in the future based on the same strategies. Agarwal and Naik (2000a) concluded that 
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a lower number of hedge funds delivered value in the late nineties than in the beginning of 
the decade (Banz & De Planta, 2002). 

In addition to only analyzing the numbers, investors should also understand that different 
types of hedge funds have different risk and return characteristics. Investors should analyze 
how the returns were achieved and what risks were taken in achieving them. Investors 
should look for a consistent approach and ascertain the market conditions necessary to 
make returns for investors (Caslin, 2004). 
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3 Method 
In this chapter we describe the theory behind our choice of method in order to answer the stated problem and 
purpose. We also describe how we constructed our survey questions and how we carried out the study. Fur-
ther, the chosen method is questioned and criticized, immediately followed by a non-response analysis. Fi-
nally, the basics of validity and reliability are presented in order to be used in the end of the thesis when the 
trustworthiness of the thesis is discussed. 

3.1 Choice of method 
In order to answer the purpose of the thesis we made use of both secondary data and pri-
mary data. The secondary data was used in order to investigate what measures exist and 
what factors are of importance when it comes to make decisions about potential invest-
ments in hedge funds. The primary data was collected in order to comprehend how the 
Swedish investors really make investments. In order to collect the primary data the two 
most common methods were used; both the qualitative- and quantitative method. Accord-
ing to Holme & Solvang (1997) the both methods can be used in order to strengthen each 
other, through conveying different kinds of information. In our case, we began the re-
search by studying plenty of secondary data about the subject to find out what measures 
are used to evaluate hedge funds. Thereafter, we constructed a survey that was sent out to 
three hedge fund managers and one investment advisor to see if we had missed out some-
thing of the importance and if the information we had gained was of relevance, in practice. 
By using a qualitative method we were able to investigate what ideas the professionals have 
about their customers’ preferences, when it comes to investing money in hedge funds and 
what makes investors to choose hedge funds in general and why they choose one hedge 
fund instead of another.  We did this to gain ideas about the hedge fund managers’ 
thoughts, which in addition to the theory on the subject are useful, when creating the ques-
tionnaire directed to the investors. Then, after the qualitative research with the selected 
hedge fund manager and the investment advisor were done and the results compiled, we 
constructed the questionnaire to the investors based on these results and the information 
gained from the theory. In this way the questions became more precise and relevant than if 
only the theory or just the results from the interviews were the base for constructing the 
questionnaire for the quantitative survey. 

3.2 Data collection 

3.2.1 Secondary Data Collection 
With the intention of creating questions to investigate what factors and measures Swedish 
investors are looking at when they make decisions about investing money in hedge funds, 
secondary data was collected to investigate what factors and measures the theory about the 
subject suggests should be used and what measures there are in general. According to 
Saunders, Lewis, & Thornhill (2003) even though secondary data is normally of very high 
quality, it is very important to verify the quality of the secondary data of interest. This can 
normally be done through controlling the suitability of the data with the purpose, and fur-
ther through controlling the validity and reliability. The method we used for this was to 
first find out which theories and books exist in the field. This was done by reading plenty 
of articles from academic journals and asking people with knowledge about the subject 
about what books to read. The first step was followed with an investigation about princi-
pally all the academically accepted measures of evaluating a hedge fund, based on risk and 
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performance. The measures found are both presented in the thesis as text with graphical 
explanations of return distributions, and more exhaustive in the appendix with the formu-
las, where we have simulated one market index and four hedge funds in order to show the 
reader how the different measures are affected by different return distributions. In this way, 
the reader can easily see how the measures can be used and applied in practice. Further-
more, to really make sure that the results from the secondary data research do really cover 
all the measures and factors that are widely used among investors in practice, empirical data 
was collected as a next step in the research. The professionals, active in the Swedish mar-
ket, were going to bring the experience and ideas they have about the subject, to later be 
proved by investigating a big amount of investors. 

3.2.2 Qualitative Preliminary Study 
As a complement to the results from the secondary data research an open questioned ques-
tionnaire, with a qualitative method, was made to get ideas from active hedge fund manag-
ers about which measures and factors are used in practice, and to see if there is something 
that the theory has not mentioned but that is commonly used by investors. In this way we 
ensured that no significant measures and factors were going to be missed out in the ques-
tionnaire, which later on was going to be sent out to the Swedish investors. 

The purpose of a qualitative method is to gain a deeper understanding about the investi-
gated subject. This is achieved through a close contact to the subjects of matter, which 
practically most often means that the surveys are done through interviews (Holme & Sol-
vang, 1997). The reason for this is to give the respondents an opportunity to come with an 
answer that the researcher has not expected. According to Saunders et al. (2003), open 
questions are very useful in exploratory researches, such as this one, when the researcher is 
unsure about the response and the answers may have to be detailed, and that is also the 
reason why we chose this approach. Robson (2002) states that the whole idea with explora-
tory researches is to find out what is happening in order to seek new insights (cited in 
Saunders et al, 2003), which is exactly what this thesis is about; to find out on what grounds 
Swedish hedge fund investors do build their decisions about investments in hedge funds. 

Because of the fact that we already had knowledge about what factors and measures there 
are to evaluate hedge funds we just needed some extra opinions and experiences gained 
from real life, before we could finalize the questionnaire that was going to be sent out to 
the investors. Therefore, we realized that we only had to make this survey with a small 
sample to be able to picture the main possibilities that investors have to evaluate a hedge 
fund. We were focusing just on the main possibilities since we assumed that if the profes-
sionals were not aware of some factors, the investors or in other words their customers 
would most likely not be either. We decided to send out the questionnaire to three active 
hedge fund managers and one investment advisor for wealthy investors at a major Nordic 
investment bank. In Sweden there are approximately 40 hedge funds. However, the num-
ber of hedge fund companies is lower since many companies have more than one hedge 
fund under management. Our sample is approximately 10% of the total population on the 
Swedish market. This number is based on the fact that there are around 30 hedge fund 
companies on the Swedish market. In addition, we randomly chose one experienced in-
vestment advisor from an investment bank who works with the wealthy investors and asset 
allocation, thereby having great experience of investor preferences.  

The method to choose which managers to include in the sample was to first pick out ten of 
the biggest and oldest, in a combination, hedge fund companies in Sweden. Then we ran-
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domly picked out three out of these. The reason for the choice of selecting big and old 
hedge fund companies was based on the assumption that they have longer experience of 
which factors and measures their investors are asking for when making decisions about po-
tential investments in hedge funds. By reviewing more than 30 Swedish hedge funds’ web-
sites we could easily see which ten hedge funds were in a combination the biggest and old-
est ones, through the provided information about capital under management, and therefore 
also important ones on the Swedish market. In addition, we checked the date they got the 
license from Finansinspektionen to start fund management. When this was done we ran-
domly chose three hedge funds out of the selected ten, by sorting them in alphabetical or-
der and then pick out number 1, 4 and 7. According to Saunders et al. (2003) this technique 
is called systematic sampling.  

The implementation of a qualitative research is done through unsystemized and unstruc-
tured observations, for example interviews with a general guideline but without any fixed 
questions or fixed alternatives for the replies. A weakness with this method is the relative 
high risk for lack of structure because of a flexible work procedure. It can also become 
hard to interpret the information because of the risk for putting in ones’ own values and 
emotions in the interpretation. Further it can also be hard to interpret if the gained infor-
mation is correct and if it really has any value for the investigation. The qualitative method 
is often criticized for being subjective and questioned if it fulfils the requirements of valid-
ity and reliability (Rosengren & Arvidsson, 1992).  

The questionnaire was sent out, on April 6th 2006, through e-mail to the three hedge fund 
managers and one investment advisor that we had chosen. The reason for this was that it is 
hard to schedule a meeting with them to conduct an interview. Instead, we chose to send 
out the questions through email, so they were able to answer the questions whenever they 
had time. The ones that did not respond to the mail after one week got a reminder sent by 
email, and after two weeks we called them up in order to make them answer our questions. 
The result became that two respondents, which represented 50% of the total sample, an-
swered to the e-mail without any reminders while the other two were called up, but the an-
swer we got from them, personally, was that they did not have time to talk to us, even for 
15 minutes. 

3.2.3 Quantitative Main Study 
The second part of the empirical investigation was a questionnaire survey with a quantita-
tive method. The quantitative methods are more formalized and structured than the quali-
tative ones. They do also not require the same closeness to the objects for the investigation 
as a qualitative method would (Holme & Solvang, 1997). When doing a quantitative re-
search the researcher is making use of statistical methods to process and analyze the col-
lected information (Patel & Davidsson, 1994). Lundquist (1993) describes the quantitative 
method as an approach for the researcher to reflect the quantitative variation. Instead of 
focusing on the deepness of the problem, as in the qualitative method, the quantitative 
method is more concerned with making generalizations, by investigating a relatively much 
larger sample of the population. 

Based on the results from the secondary data research and the survey made with the hedge 
fund managers this final survey was made, and sent out to the selected Swedish investors, 
on May 4th 2006. The objective was to finally be able to tell what factors and measures 
Swedish investors in reality are looking at when investing in hedge funds. And because of 
the fact that we principally already had all possible and important factors that could be used 
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when evaluating hedge funds we chose to implement this survey with a quantitative 
method with a closed questioned questionnaire. The respondents were mostly given the 
questions with four to six different possible answer alternatives to choose from. The possi-
ble answer alternatives depended on the questions but the main idea was to determine the 
extent and quality of the investors’ hedge fund analysis. In this way the survey became very 
time efficient, both to collect the data and to compile it, which made it possible for us to 
reach out to a larger sample, which is important in order to be able to make reliable gener-
alizations. 

Before being able to implement a survey one have to select a representative sample that the 
survey will go out to. According to Malhorta (2002) the selection to this kind of surveys 
can be done in five steps: The first step is to define the population, the second is to choose 
a frame for selection within the population and the third is to choose a selection technique. 
The selection technique is important to make sure that important categories will not be 
overlooked. The forth step is to choose the size of the sample and the fifth step is to im-
plement the sample selection process. Below we show how we selected our sample, accord-
ing to Malhorta (2002), in five steps: 

Step by step realization of the selection of the sample 

1). Selection of target population: We chose to investigate current and potential hedge fund 
investors in Sweden. 

2). Defining the frame for the target population: This means that from a database or other 
register of the population define a specific population that will be investigated 
(Dahmström, 1996).   

We chose to investigate investors registered in the Trader Invest Europe AB database, 
which is one of the biggest independent financial market analyst firms in Sweden measured 
by the subscriber base:  The database from Trader Invest Europe AB is a large database of 
Swedish investors that invest in stocks and investment funds. It consists of between 29 000 
and 30 000 investors that have applied for the information about the stock markets that the 
company provides on the daily basis. The opinions of the subscriber base should well re-
flect the opinions of the whole investing population in Sweden since the database, of which 
the part consisting of hedge fund investors is our research sample, is large and widespread 
over the whole country with no significant overweight of subscribers in any geographic re-
gion. Both individual investors and professionals subscribe to the daily newsletter. The da-
tabase from Trader Invest Europe AB should hold the higher percentage of hedge fund in-
vestors than the whole population, since it targets the more active investors with at least 
basic knowledge. 

3). Selection technique: The selection technique is important to make sure that important 
categories will not be over looked (Malhorta, 2002). By using the database, described 
above, we had the possibility to send out the survey to all the 29 000-30 000 Swedish inves-
tors that are registered in the database. And by telling the investors that the survey was only 
directed to existing and potential investors in hedge funds, and also asking them a question 
in the beginning of the survey about which category of investors they are we could make 
sure that the answers would only come from respondents of our interest. 

4). Size of the sample: According to Saunders et al. (2003) a researcher can use the formula 
below to calculate the minimum sample size that is required to reach a certain level of con-
fidence.  
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where  n is the minimum sample required 

 p% is the proportion, in terms of percent, belonging to the specific category 

 q% is the proportion, in terms of percent, not belonging to the specific category 

z is the z value corresponding to the level of confidence. (For a 90% level of 
confidence the z level is 1.65).  

 e% is the margin of error required, 11% in this case. 

 

If the sample size is 10 000 or less the researcher should adjust the minimum sample size 
by putting in the calculated n-value in the formula below:  
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where n’ is the adjusted minimum sample size 

 n is the minimum sample size (as calculated above) 

N is the total population, which Jonas Lindmark, editor for Morningstar, es-
timates to be less then 10 000 of Swedish hedge fund investors (or less than 
0.2% of all fund investors in Sweden), on May 11th 2006. Therefore we have 
calculated with N = 10 000, in order to secure the reliability of the thesis. 
This number was also confirmed, on May 15th 2006, by the numbers we re-
ceived from Per Nordin, at Brummer&Partners, the biggest hedge fund op-
erator in Sweden.  

Because we wanted the result of this thesis be as reliable as possible, we chose to strive to 
reach a 90% confidence level with a maximum margin of error of 11% which according to 
Saunders et al. (2003) is the measure of variation in reported percentages that is expected if 
the survey is conducted many times. Further, we ensured the reliability of the study by us-
ing a worst-case scenario by equaling p and q to each other, hence each equaling to 50, to 
make sure that the calculated minimum sample size was not going to be too small. Calcu-
lated by these numbers the minimum sample size that we needed to reach was 56 respon-
dents. As stated by Saunders et al. (2003), the larger the sample size is the smaller will the 
likelihood of errors be when generalizing to the population, so by making sure that our 
minimum sample size was large enough we could only make the result of the survey even 
more reliable. 
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Because of an efficient data collection system we chose to send out email surveys to all the 
30 000 investors that are registered in the database. Also, in order to increase the response 
rate we informed all the investors that the survey was made in cooperation with Trader In-
vest Europe AB, which much likely increased the investors’ interest level to responde to 
the survey, then if we would have presented our selfs as totally unknown to them. Internal 
statistics from Trader Invest Europe AB told us that the ratio for opening the e-mail with 
the survey is 50%, thereby, approximately 15 000 investors. Based on the estimations and 
numbers from Morningstar and Brummer&Partners, out of all the investment fund inves-
tors in Sweden, the maximum of 0.2% are hedge fund investors. Considering that wealthy 
investors and investors with knowledge above the average also are more active in their as-
set management, we assume that the percentage of hedge fund investors in the database is 
higher than 0.2% but likely at maximum one percent. This implies that there are at most 
300 hedge fund investors in the whole database and after 50% has been deducted, we were 
left with at maximum 150 investors that have opened the questionnaire. This still leaves us 
with far above the calculated minimum sample size of 56 respondents, which made it pos-
sible for us to reach all the requirements to make reliable conclusions of our findings.  

It is notice worthy that we on beforehand could not estimate the sample size of the pro-
spective hedge fund investors. It is dependent on the market conditions and the risk pref-
erence of the investors in general.  

5). Implementation of the sample selection process: The survey was implemented by send-
ing out a preprogrammed email with questions and possible answers to the existing and po-
tential investors. Before starting answering the questions the respondents had to choose 
which category of investors they are; if they already have invested SEK 500 000 or more in 
hedge funds, are interested to invest SEK 500 000 or more in hedge funds, already have in-
vested between SEK 100 000 and SEK 500 000 in hedge funds, or are interested in invest-
ing between SEK 100 000 and 500 000 in hedge funds, in order for the questions to show 
up. In this way, it became possible to also get answers from prospective hedge fund inves-
tors without them affecting the reliability of the results gathered from the existing hedge 
fund investors. We decided to not include existing- and perspective hedge fund investors 
that have invested or are interested in investing less than SEK 100 000. This decision was 
made because this group is relatively insignificant among hedge fund investors due to the 
usually high entrance threshold. In addition, they might be investing in funds of funds that 
have lower entrance thresholds and are classified as hedge funds, although it in practice 
means that the investors are transferring the evaluation responsibility to someone else. Also 
they are assumed to not have more knowledge about the different evaluating techniques as 
the big investors. In other words, taking them into account in the survey would unpropor-
tionally, in terms of money invested and knowledge in hedge funds, bias the results of the 
study. Hedge funds are usually targeted to the wealthier investors and we have decided that 
they are of more significance for this study. The results for the four different groups were 
electronically and immediately sorted out by the answers, which made it very easy to later 
on compile all the answers in Microsoft Excel. After the survey was conducted the result 
for the four groups was: 25 respondents were hedge fund investors that had invested over 
SEK 500 000 in hedge funds, 36 had invested an amount between SEK 100 000 and SEK 
500 000, 3 were interested in investing over SEK 500 000 in hedge funds and 21 were in-
terested in investing an amount between SEK 100 000 and SEK 500 000 in hedge funds. 
Due to the fact that only 3 respondents had answered that they were interested in investing 
SEK 100 000 to SEK 500 000 we added the two groups of prospective hedge fund inves-
tors together in order to increase the number of the respondents of the group of perspec-
tive hedge fund investors as a whole, and not as two different groups. We did this because 



 

 31

we realized that three respondents was a very small group in order to treat them separately 
and draw conclusions from the results. Worth to mention here is that this change have not 
caused any problems or changed neither the validity nor the reliability of the study, but just 
increased the trustworthiness of the results from the group of perspective hedge fund in-
vestors. 

3.2.4 Processing and Analyzing the Data 
Since we used an advanced preprogrammed algorithm in the e-mail with the survey that we 
sent out to the investors and because of the fact that it was a closed questioned question-
naire the investors answered to it made very easy to compile all the information in Micro-
soft Excel and make graphs of it.  

After the data was compiled, we decided to combine the empirical presentation and analy-
sis since we in this fashion could present the data in an interesting way. When we presented 
the data, we followed the guidelines from Saunders et al. (2003) to analyze quantitative data 
in as efficient way as possible. How the data should be presented and which analyzing tools 
are adequate, depends on the aim of the analysis. In this case, where we aim to show the 
frequency of occurrences of categories or values for three variables, so that highest and lo-
west are clear, multiple bar charts are the most relevant alternative. Saunders et al. (2004) 
say that in order to show the frequency of occurrences of categories or values for two or 
more variables, so that highest and lowest are clear, continuous data need to be grouped. It 
is a good way to do so with multiple bar charts with adjacent bars. By grouping the differ-
ent investor groups with adjacent bars, we are able to present the data in a straightforward 
way. On the basis of recommendations from Saunders et al. (2004), we also made sure to 
provide clear and descriptive titles for the diagrams, as well to clearly state units of meas-
urement, sources of data and clear axis labels.  

In addition, by presenting the analysis together with graphs and notice worthy answers, our 
analysis becomes more transparent. Thereby, the analysis is easier to understand since the 
graphs that correspond to the answers from the investors are described by the analysis with 
a theoretical base. An alternative would have been a separate presentation of the answers in 
form of tables with percentages and a separate analysis. This however, reduces the clarity 
and transparency of both the empirical findings and the analysis. 

3.3 Critique of the method 

3.3.1 Not enough sources to be objective in the theory 
Because of the fact that most of our theory is based on three books, Ineichen (2003), Black 
(2004) and Lhabitant (2004); one might argue that the theoretical part is biased. This would 
have been true if the books would have been used that do only talk for one, or some theo-
ries, but in this case we have used books with a wide coverage of the subject without a 
theoretical bias. They do solely describe most of the common factors and measures that are 
available to evaluate hedge funds’ performance and risk in addition to some of their pros 
and cons. The field of risk measures and evaluation methods is well defined with many 
similarities between the authors and they all describe the used ratios and measures in the 
same way.  

To ensure that we use the adequate resources, we chose well-known authors from the in-
dustry. Alexander M. Ineichen is Managing Director and Head of Equity Derivatives Re-
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search at UBS Warburg in London. He has also published several papers in financial jour-
nals that are referred to by his peers, contributed to numerous articles and chapters to fi-
nancial newspapers, magazines, and books, and regularly attends the industry conferences 
as a speaker (Ineichen, 2003). Francois-Serge Lhabitant is also well referred by his peers, 
which is not surprising considering he has written 45 articles in scientific journals and more 
than 400 articles on finance and economics in various newspapers, together with publishing 
seven books in the field. Additionally, Lhabitant has a vast academic experience with vari-
ous degrees from University of Lausanne, Swiss Federal Institute of Technology and Lycée 
Victor Duruy. He also has extensive practical experience. Currently, he is employed as 
Head of Investment Research at Kedge Capital in London and is Associate Professor of 
Finance at EDHEC Business School (Lhabitant, 2006). Keith H Black on the other hand 
has practical experience as well as being an Assistant Professor in the Stuart Graduate 
School of Business at Illionis Institute of Technology. Previously, he has worked as trader 
and financial analyst for a number of financial institutions (Black, 2004). 

Furthermore, we have used many scientific articles that extensively question and reflect 
upon the theories, in order to be able to understand their pros and cons and to ensure a 
high quality of our analysis and conclusions. 

3.3.2 Too small sample of the professionals 
One might argue that a sample of only three hedge fund managers, out of a population of 
approximately 30, seems to be too small. The reason for this is not that a sample that cov-
ers ten percent of the total population is too small, but that when the whole population 
only consists of 30 or less objects one should normally try to investigate the whole popula-
tion if possible. This because the risk of that the average of the selected respondents will 
differ from the result if the whole population would respond to the survey is bigger when 
there are just a few respondents. But, if the total population would have been several mil-
lions then a sample of ten percentage would even have been unnecessary large. Hence, the 
larger the population the smaller do the sample size, as a proportion to the total popula-
tion, has to be in order to avoid the same margin of error (Saunders et al., 2003). Thus, in 
order for us to be able to make reliable conclusions out of the answers we got from this 
group we would basically have to get answers from the whole population, due to the small 
size of it. The problem with this, to collect answer from the whole population, is that it in 
general is very hard to get in contact with the hedge fund managers and even if possible, it 
would cost us too much time in relation to the possible gains, considering the frame of the 
thesis. Also, considering that the purpose of the survey was not to generalize the answers 
from the sample to the whole population, or to have 100% exhaustive answers, but just to 
get an idea if we were on the right track and, to some extent, reduce the probability of 
missing out anything, it was not very important that the chosen sample had to totally repre-
sent the whole population. Saunders et al. (2003) do also state that even though the sample 
size is a matter of calculation, judgment of what the correct sample size should be is of 
critical importance when deciding the general final sample size, so it will be sufficient for its 
purpose. After receiving answers from two hedge fund managers, out of the selected sam-
ple, and one investment advisor we realized that there was less likely something of signifi-
cant importance to add to the questions, and therefore we did not need to try to find some 
other respondents to cover for the ones that did not respond to our survey. Hence, out of 
a sample of four professionals, with a 50% response rate, we were still able to fulfill the 
purpose of the survey. Worth to mention here is that we also showed and got critique, 
from our tutoring professor and classmates, and three additional friends with a big interest 
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in the subject, on the questionnaire with the questions to the hedge fund investors before it 
was sent out, which led to some small changes in questionnaire to ensure the quality of it. 

3.3.3 Only Using the Trader Invest Europe AB database 
The representativeness of the Trader Invest Europe AB database can be questioned be-
cause of its main target group is investors that mainly invest in stocks. This could mean 
that the number of hedge fund investors in the database is very small and therefore the 
number of existing and potential hedge fund investors is too small to represent the total 
population in Sweden. In other words, one might argue that the sample size is going to be 
too small to represent the whole population. According to The Economist’s (1997), (cited in  
Saunders et al., 2003), a rule of thumb is that a sample should not be smaller than 30 when 
making a survey. Further, the larger the population is the smaller the sample has to be, as a 
percentage of the total population, to avoid the same margin of error (Saunders et al., 
2003). So, considering that in this case the total amount of surveys that was sent out was 30 
000, and the estimated number of hedge fund investors that will read the survey was 150, 
the requirements for making it possible to do a reliable survey are fulfilled. But, one also 
has to consider that just reaching an enough big sample is not enough; it is the actual num-
ber of respondents that does really matter. In this case we needed 56 hedge fund investors 
to respond to the survey in order to fulfill our requirements for reliability, and we got 61 
answers from this group. So, because of the relatively huge size of the database we could 
still reach out to a sufficient amount of hedge fund investors to conduct a reliable study. 

3.4 Non-Response Analysis 
According to Rosengren & Arvidsson (1992) there are two different kinds of non-
response: the internal and the external. The internal non-response occurs when a respon-
dent does not answer one or more questions within the questionnaire, but does answer to 
the rest of the questions. This internal non-response may be caused because the respon-
dent does not have any idea about the question, does not understand it, does not want to 
answer it etc. In our research the internal non-response has been principally non-existent. 
The only problem that occurred when conducted the survey was a technical error. During 
the programming of the survey, one of the answer alternatives in one of the questions, 
about the use of drawdown statistics, fell away due to the human factor. Thereby we were 
not provided with the complete picture of the use of the drawdown statistics. Fortunately, 
this alternative was the least important for us to be able to draw conclusions and fulfil our 
purpose. We were still able to find out how many investors do not use the drawdown sta-
tistics at all but know about it and how many investors have never heard about it. It is only 
the extent of their use of the drawdown statistics that we were not able to capture. Only 
one investor refused to answer the question, thereby implying that the investors still could 
answer the alternative that fits them best. 

However, the external non-response in the research is a matter that has to be considered. 
In the primarily qualitative research, implemented by the open-questioned questionnaire 
the response rate was 50%. Saunders et al. (2003) say that according to Neuman (2000), the 
response rate for postal surveys, instead of face-to-face interviews, use to wary between 10 
to 50%, depending on the particular case. In a similar examination done by Saunders et al. 
(2003) the expected response rate for this kind of surveys tend to be even lower, between 
10 and 20%.  This indicates that in our case the response rate has reached the higher ex-
treme of the expected response rate, which is very positive. Still, one might argue that be-
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cause of the relatively small sample size one should have tried to make up for the non-
responses by finding new ones. In our case this was considered, but after reviewing the an-
swers we realized that we were not going to get any answers that would make us change 
our questionnaire, and therefore we regarded the purpose of the study as fulfilled and 
started to prepare to send out the questionnaire to the investors. In the quantitative survey 
made with the hedge fund investors the estimated number of eligible respondents was ap-
proximately 150 hedge fund investors. This number was based on the Trader Invest 
Europe AB’s internal statistics that estimates that e-mails are read by approximately 50% of 
the investors registered in the database. But, in order to not overlook this non-response 
rate we have not taken these statistics into account, but calculated the non-response rate on 
the total estimated number of hedge fund investors subscribed in the database, which is 
approximately 300 investors. Thus, the number of responses we got from this group was 
61 eligible hedge fund investors, which gave us a response rate of 20.335%. This response 
rate is both well above the expected one, which according to the numbers from Saunders et 
al. (2003), should have been between 15 and 30 hedge fund investors, because of the fact 
that the statistics tells us that only 50% out of the 30 000 subscribers do open the mail, and 
also above the minimum sample size in order for reaching the desired confidence level of 
90%. Considering that only 50% of the investors open the email with the survey the actual 
response rate, based on the estimations that only do open the mail, which means that the 
estimated number of eligible respondents could only be 150 hedge fund investors, is 
40.67%. This indicates that our calculated response rate is underestimated, or at least not 
exaggerated, and at the same time it does also meet the requirements for reaching a rela-
tively high confidence level of the results from the survey, in terms of number of respon-
dents. An argument against the trustworthiness of these calculations is the fact that the es-
timated number of investors that will open the mail is 15 000, which represents 50% of the 
total database. The problem with this is that one cannot know if the proportions of hedge 
fund investors are the same; there is a risk that there will be less hedge fund investors that 
read the mail or vice versa. However, the risk of this happening is reduced by the fact that 
the survey goes out to a very big group of investors, which should even out potential ine-
qualities in the proportions. 

3.5 Validity 
Validity is a central concept within the scientific research area. It can be defined as high 
correspondence between the theoretical and the empirical, or the absence from systemati-
cal measure errors. If there are no systematical measure errors the survey is measuring what 
it is supposed to be measuring. In other words, a valid survey measures what it is supposed 
to measure (Erikson & Wiedersheim-Paul, 2001), thus the theoretical and empirical defini-
tion are covering each other. There are two aspects of validity: internal validity, which basi-
cally is concerned with the design of the project; that the right questions are asked to the 
right people and that right tools are used to measure it. The other type of validity, outer va-
lidity, is more concerned with the project as a whole; is the survey conducted in a way in 
which the gained results from it may be applied for the whole population (Svenning, 1996). 
Both of these two validity aspects has been considered and followed in the process of the 
research. The validity of the research is discussed in depth in chapter six. 

3.6 Reliability 
The reliability of a survey is measured by the degree of absence of random measure errors. 
A survey with high reliability is characterized by the possibility to repeat it and then, when 
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repeated, give a similar result to the one in the first survey (Rosengren & Arvidsson, 1992). 
Due to the fact that quantitative studies are often made in order to make generalizations 
about whole populations, instead of just explaining a problem, and that errors can occur in 
every part of the investigation, the demands for reliability are relatively high for these types 
of researches (Svenning, 1996). According to Saunders et al. (2003) there are three ques-
tions that can be dealt with to assess reliability: The first one is if similar results will be 
reached if the survey is going to be collected again. If no changes have occurred in the 
population a similar survey but conducted at a different time should give the same results. 
The second question that needs to be answered is if another observer conducting a similar 
survey will reach a similar result. With the same questions and the same measures should 
the same survey give the same results even if conduct by another researcher. And finally, 
the last question that needs to be answered is if the conclusions made from the collected 
data are made in a transparent way. A study with high reliability is characterized with a high 
degree of structure and that there is transparency in how the conclusions were made from 
the data. How well we dealt with the questions of reliability is discussed comprehensively in 
chapter six.  
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4 Empirical findings and analysis 
In this chapter we present the results gained from both the qualitative preliminary study with the profession-
als in the filed, and from the quantitative main study with the Swedish hedge fund investors. The result of 
each question is presented and examined separately and immediately followed by an analysis of the result. 

4.1 Empirical research, professionals 
The first empirical research provided us with the following knowledge, where we inter-
viewed two professionals, both of who preferred to remain anonymous in this paper, 
which was made as a support study to the final study. 

When asked about why investors mainly invest in hedge funds, the professionals said that 
investors want investment alternatives that are not correlated with the traditional asset 
classes, diversification and possibility to make money in any market. The two professionals 
thought that investors quantify the risks through standard deviations, Sharpe ratio and 
drawdown statistics. At the same time, they said that investors should look at the percent-
age of negative monthly returns, drawdown statistics and analyze the complete picture, not 
only look at the numbers. 

The view of the professionals was that investors evaluate hedge funds with Sharpe ratio 
and the other performance evaluation models (Treynor etc.) as well as the total return. 
Their opinion was that investors should consider all evaluation measures especially Sharpe 
and Treynor ratios, and likewise analyze the investment models to try to understand how 
the hedge funds make money. 

They thought that the interest for hedge fund investments increases during a declining 
stock market, especially after a long period of falling stock prices. However, their opinion 
was that the market view should not have the major impact on allocations to hedge funds. 
Instead, the allocation to hedge funds should be driven by the risk tolerance and the in-
vestment horizon. 

4.2 Empirical research, investors 
The answers obtained from the final survey with hedge fund investors are presented in the 
diagrams below. Above every choice, there are three staples reflecting the percentage of the 
investors in each of the three groups that have chosen the particular alternative. 

In the first staple, the answers from the investors that have invested SEK 100 000-500 000 
are presented. In the second staple, the answers from the investors that have invested SEK 
500 000 or more are presented. In the third staple, the answers from the prospective inves-
tors are presented. 

The total number of answers is 85 and they are distributed as follows: 

Investors that have invested SEK 100 000-500 000 = 36 answers (first staple) 

Investors that have invested SEK more than 500 000 = 25 answers (second staple) 

Prospective investors = 24 answers (third staple) 
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4.2.1 The reasons behind the hedge fund investments 

What makes hedge funds appealing to the investors?
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Figure 4-1 What makes hedge funds interesting? 

 

Our research shows that most of the investors find hedge funds appealing since they asso-
ciate investing in hedge funds with stable returns and the possibility to avoid losing money 
in a declining stock market (Figure 4-1). Only few investors do so because the hedge funds 
have the possibility to leverage their investments and make additional gains, compared to a 
regular mutual fund. The percentage of investors that choose hedge funds due to the pos-
sibility of avoiding losing money when the stock market declines, is significantly larger than 
any other group. This is in line with the King and Stephen (2002) who say that the main 
reason behind the growth of the hedge funds has been the declining stock market in the 
beginning of this decade.  

Out of the investors that have been investing in hedge funds, around 20 percent find the 
hedge funds appealing because they consider them to offer low risk investing. The low cor-
relation with the stock market is not one of the most appealing aspects, although not un-
important. This is somewhat surprising when Ineichen (2003) says that hedge funds pro-
vide uncorrelated returns to traditional asset markets and thereby provide the value for in-
vestors. Only few investors answered that they invest in hedge funds because hedge funds 
enable them with the possibility to create portfolio among the efficient market line, which 
is not in order with the what the senior investment advisor said, who believed that inves-
tors through uncorrelated assets should strive to create an efficient market portfolio (Figure 
4-1). On the other hand, low correlation with the stock market, even though it is not the 
most important reason for the interest in hedge funds, it might still be important for the 
investors.  

Interestingly, the main reason why the investors that consider investing in hedge funds but 
are yet to do so, find hedge funds attractive is the possibility to avoid losing money in when 
the stock market declines. This should however not come as a surprise since the stock 
markets around the globe has been rising for three and half years (Appendix 1). To some 
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extent this group of investors however also find stable returns and low risk as a good rea-
son to invest in hedge funds (Figure 4-1). 

The main differences between the three groups of investors are that prospective investors 
and wealthy investors mainly are attracted by hedge funds in order to avoid losing money 
in a declining stock market. The other significant difference is that the mid-size investors 
are significantly more concerned about low correlation with the stock market than any 
other group (Figure 4-1). 

Why do the investors primarily invest in hedge funds?
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Figure 4-2 Why investors choose hedge funds? 

 

When asked why they primarily invested/will invest in hedge funds (Figure 4-2), the rea-
sons for investing in hedge funds across the whole sample were split between the belief 
that the stock market should decline and the need for diversification. However, wealthy in-
vestors were more concerned about the diversification than a declining stock market com-
pared to the mid-size investors and prospective investors. Despite Black (2004) observing a 
recent trend with mutual fund managers quitting their jobs in order to set up own hedge 
funds, investors do not regard hedge fund managers as better portfolio managers than mu-
tual fund managers (Figure 4-2). 

4.2.2 How the investors measure the risks of hedge funds 
Two funds with the same mean return may have completely different behaviour. There is 
need for additional measures to indicate the degree to which returns are clustered around, 
or deviate from, the mean return (Lhabitant, 2004). The investors seem familiar with stan-
dard deviation, as Black (2004) states. According to him though, standard deviation works 
best as a risk measure for return distributions that are close to normal, something that is 
most often not the case in the financial markets. 
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How valuable do the investors think that standard deviation is as a risk measure for 
hedge funds?

0.00%

5.00%

10.00%

15.00%

20.00%

25.00%

30.00%

35.00%

40.00%

45.00%

50.00%

Alw ays take it into
consideration w hen I
invest in hedge funds

Look at it sometimes
but not all the time

Know  about it and its
importance but do not

use it

Never heard about
standard deviation

Wealthy investors

Mid-size investors

Prospective investors

 

Figure 4-3 Standard deviation 

 

The first question in the part of the survey that dealt with the risks was about standard de-
viation (Figure 4-3). The conclusion was that the most investors frequently use standard 
deviation as a measure of the risk. In addition, only a few of the existing hedge fund inves-
tors were unaware of standard deviation. More than every fifth prospective hedge fund in-
vestor had on the other hand not heard about standard deviation. 

While the percentage of the investors that had not heard of standard deviation was similar 
between the wealthy- and mid-size investors, there was a huge difference between the 
wealthy investors and mid-size investors in regard to how much they use that particular risk 
measure. More than four out of ten of the wealthy investors look at standard deviation be-
fore every hedge fund investment compared to the mid-size investors where only every 
fourth investor use standard deviation as risk measure before the hedge fund investments. 
More than 40% of the mid-size investors are aware of the importance of standard deviation 
but still do not use it for various reasons (Figure 4-3). 



 

 40

How valuable do the investors think that downside deviation is as a risk measure for 
hedge funds?
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Figure 4-4 Downside deviation 

 

A risk measure, closely associated with standard deviation is downside deviation. An inves-
tor would prefer an investment with a very high standard deviation if losses were limited. 
Hence, there is a need for a measurement of only negative deviations, more precisely, the 
downside deviation (Black, 2004). 

Around 40 percent of the mid-size investors and prospective investors have never heard 
about downside deviation. At the same time only eight percent of the wealthy investors 
have never heard of downside deviation. It is though very interesting that the prospective 
investors always take the downside deviation into account more than they take the standard 
deviation into regard before the hedge fund investments. However, there is a bigger spread 
within the prospective investors’ group that uses the downside deviation and has never 
heard about it than with the standard deviation. Otherwise, it was made clear from the sur-
vey that the investors use the standard deviation as the measure of the risk more often than 
they use the downside deviation (Figure 4-4). 

Thinking about what the investors truly desire when it comes to deviations from the mean, 
their use of the standard deviation to a higher extent than the use of downside deviation is 
not benefiting them. If any, few investors will complain to the hedge fund manager if a 
hedge fund suddenly posts extremely high returns but many most certainly will if they in-
vestment suddenly decrease in value in a dramatic way. 

The most commonly used risk measure by hedge fund investors is standard deviation (Fig-
ures 4-3; 4-4; 4-7; 4-8 & 4-9). The majority of the investors use the standard deviation if 
not all the time, than at least sometimes (Figure 4-3). Even though standard deviation is 
useful and better than nothing, it should, according to Lhabitant (2004), be combined with 
estimations of the skewness and kurtosis. 
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How important is the skewness for the investors as a measure of risk in hedge 
funds?
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Figure 4-5 Skewness 

 

Almost half of all the investors have never heard of skewness (Figure 4-5). Only wealthy 
investors use the skewness to a fairly acceptable extent, 24% of all wealthy investors always 
take the skewness into consideration before hedge fund investments. However, compared 
to the percentage of investors that use the standard deviation which in order to be truly ef-
fective, needs assumption of the normal distribution, it is a fairly low percentage in order to 
be satisfying. Since the financial markets often have fat tails, (Lhabitant, 2004), investors 
that use risk measures that assume normal distributions should also take the skewness into 
consideration. 56% of the wealthy hedge fund investors either have never heard of skew-
ness or know about it but do not use it. The percentage of the mid-size hedge fund inves-
tors and prospective investors that have never heard of skewness or simply do not use it is 
even larger, 61% respectively 65% (Figure 4-5). 

Empirical observations of financial markets have often revealed that large movements oc-
cur more frequently than would be expected if returns were normally distributed (Lhabi-
tant, 2004). Failing to understand how the returns are skewed will certainly lead the inves-
tors to believe that their investments are less risky than they in reality are. According to 
Black (2004), investors desire positive skewness with the much higher chance for highly 
positive than highly negative returns. By not analyzing the skewness, the investors run the 
risk of getting disappointed with their investments if they invest in funds with negative 
skewness. 

 



 

 42

How important is the kurtosis for the investors as a measure of risk in hedge funds?
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Figure 4-6 Kurtosis 

 

Kurtosis is even less used than the skewness by the hedge fund investors. Kurtosis is 
mostly used by the wealthy investors. Despite that fact, only 16% use the kurtosis regularly. 
In general, around 70% either do not know what kurtosis is or simply do not use it. It is 
rather worrying in regard to the usefulness of kurtosis. The differences between the groups 
in general are rather small, although the prospective investors appear to have moderately 
less knowledge about the fourth distribution element (Figure 4-6). 

Positive kurtosis implies higher than normal probability of extremely large or small returns 
(Black, 2004). Since the most investors do not pay the attention to the kurtosis of hedge 
funds, investors might underestimate the probability of large movements. As long as they 
are happy with taking high risks, this should not be a problem. On contrary, around half of 
the investors are attracted to hedge funds essentially because of the low risk and stable re-
turns (Figure 4-1). A majority of the investors pay attention to the standard deviation, 
thereby confirming that they are concerned about the risks. Relying on standard deviation 
without the kurtosis analysis is dangerous if the returns have large kurtosis. 
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How much do the investors consider the VaR and use it as the comparison of the 
risks between different hedge funds?
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Figure 4-7 VaR 

 

Value at risk is another widely used risk measure among the wealthy investors (Figure 4-7). 
24% use it all the time while 40% use it sometimes. Thereby, 64% of the wealthy investors 
use VaR. However, the problem with VaR is the same as with the standard deviation, it 
needs the assumption of normal distribution according to Lhabitant (2004). 

The other two investor groups do not use VaR as frequently as the wealthy investors, 44% 
of the mid-size investors and 48% of prospective have never even heard about VaR. Even 
though VaR is a useful risk measure, it might be better for the most investors to not use it 
since they may get a false picture of the total risk without analyzing the skewness and kur-
tosis (Figure 4-7). 

Despite the drawbacks with VaR it is useful. It is similar to the risk analysis with the stan-
dard deviation but the risks are easier to interpret by VaR. The risk is presented as the 
worst possible percentage loss with a certain confidence level (e.g. 99%), (Lhabitant, 2004). 

Those investors that are aware of the skewness and kurtosis would benefit from the use of 
VaR. It is easier to understand the risk if it is given as a percentage of the investment rather 
than presented as a level of standard deviation. 
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To what extent do the investors use drawdown statistics?
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Figure 4-8 Drawdown statistics 

 

Drawdown statistics appear to be widely used by the wealthy investors (Figure 4-8). Unfor-
tunately, during the programming one of the alternatives fell away due to the human factor, 
thereby not providing us with the complete picture of the extent of use of the drawdown 
statistics. Still, in order to be able to draw the conclusions, the percentage of the investors 
that do not use drawdown statistics is of the most interest for this thesis. 

Almost half of the hedge fund investors use drawdown statistics in their analysis of the 
hedge fund risk. It is though more used by wealthy investors (56%), than mid-size investors 
(44%). Only 23% of the prospective investors use drawdown statistics while 50% have 
never heard about it (Figure 4-8). 

By considering drawdown statistics, an investor can realistically assess the pain he might 
feel with that fund manager. Drawdown statistics also provides less abstract picture of the 
total risk than volatility measures (Lhabitant, 2004), and might be more suitable for the in-
vestors that do not completely analyze the volatility with skewness and kurtosis or truly 
understand the meaning of standard- and downside deviation. Even so, it needs to be men-
tioned that drawdown statistics can only be compared for funds with the same time scale 
and similar reporting frequency (Taylor, 2005). 

Drawdown statistics are widely used by practitioners according to Taylor (2005). This is 
confirmed by our survey. Nevertheless, it shows that drawdown statistics are not signifi-
cantly more or less used than standard deviation. Prospective hedge fund investors though, 
are not adequately aware of drawdown statistics.  
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To what extent do the investors use Beta as a risk measure for hedge funds?
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Figure 4-9 Beta 

 

Beta compares the risk of an asset compared to an asset market (usually the stock market), 
(Lhabitant, 2004). Hedge funds are usually marketed as absolute return strategies (Ineichen, 
2003), thereby implying that Beta is not an appropriate risk measure for hedge funds.  

Despite being used to traditional equity mutual funds where Beta is an appropriate risk 
measure, Swedish investors do not use Beta value on hedge funds to a high extent, 82% of 
the wealthy investors either do not consider Beta having any value when it comes to assess-
ing the risks of hedge funds or use it in order to determine the risks of hedge funds. The 
same applies for 77% of mid-size investors and 68% of prospective investors. Only eight 
percent of wealthy investors use Beta as a risk measure in some way while 23% respectively 
32% of the mid-size and prospective investors do the same (Figure 4-9). 

Although not useful for most hedge funds, it can be useful for some hedge funds, depend-
ing on to which hedge fund category the particular hedge fund belongs, (Black, 2004). Beta 
is useful when an investor wants to assess how much of the risk comes from the market, 
(Lhabitant, 2004). For hedge funds that are long only or highly correlated with a certain 
market, this measure can be useful. However, most of the investors do compare hedge 
funds with market indices (Figure 4-13) and with the opinion that comparisons with market 
indices is correct, they should either also measure the risk through Beta-value or not com-
pare hedge funds with indices, other than only the hedge funds that are highly correlated 
with some asset classes (e.g. the stock market). 

Out of the prospective investors, 27% answered that they use Beta as one of the risk meas-
ures, while 15% of the mid-size investors did the same as well as 4% of the wealthy inves-
tors (Figure 4-9). Prospective investors can be said to use the Beta to the most correct ex-
tent since it can be useful for some hedge funds. This is contrary to the conventional wis-
dom since the prospective investors can be assumed to be slightly more influenced by the 
risk measures for equity-oriented mutual funds where Beta is one of the primary risk meas-
ures. 
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When analyzing hedge funds, to what extent do the investors pay attention to the 
correlation between a hedge fund and different market indices?
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Figure 4-10 Correlation 

 

The idea of having a portfolio with many different investments is to spread the risk of the 
total invested sum. In order to achieve effective diversification, the investor needs uncorre-
lated portfolio components. Statistically, it is shown that the correlation between traditional 
mutual funds and alternative investment strategies is low (Ineichen, 2003).  

Almost half of the hedge fund investors and prospective hedge fund investors have find 
hedge funds appealing due to the low correlation with the stock market and the possibility 
to avoid losing money in a declining stock market (Figure 4-1). Traditional equity-oriented 
mutual funds are highly correlated with the stock market and losses are as said by Purcel et 
al. (1999) almost inevitable when the stock market declines. 

Thereby should the hedge fund investors analyze the correlation of hedge funds with the 
stock market since low correlation with the traditional asset classes is one of the main rea-
sons for hedge fund investments (Ineichen, 2003). Even though correlation does not tell 
much about the risk of a particular investment, it can be used in order to decrease the 
overall risk in the portfolio through diversification. Many investors do in fact invest in 
hedge funds in order to achieve better diversification (Figure 4-2). Surprisingly, half of the 
hedge fund investors rarely or never consider correlation important for their investment 
decisions. Although, 32% of the wealthy hedge fund investors always take the correlation 
into consideration and it plays an important role in their hedge fund selection. Only 18% of 
the mid-size and 13% of the prospective investors hedge fund investors always base their 
investments on the correlation. This implies that many hedge fund investors do not utilize 
hedge funds in their portfolios the way they are supposed to do, at least theoretically (Fig-
ure 4-10). 

It might be less risky to invest in a volatile hedge fund that is uncorrelated to the rest of the 
portfolio than a correlated asset with low risk (Ineichen, 2003). As a result of the negli-
gence of the correlation by approximately half of the hedge fund investors, a too large 
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share of the investors, do not optimize their portfolios in the way they could do with hedge 
funds. Wealthy investors appear to be the group with potentially most optimized portfo-
lios.  

Investors that use the correlation need to bear in mind that correlation between two vari-
ables does not necessarily mean that one of the variables causes the other one. Two vari-
ables may be statistically correlated but it does not always imply that they are correlated in 
any meaningful way (Aczel & Sounderpandian, 2002). According to Lhabitant (2004) a 
wide range of hedge fund strategies exhibit non-linear risk-return payoffs and this may sig-
nificantly bias downward their correlation with other asset classes. Correlations may also be 
spurious and are not resistant to outliers. Hedge funds usually show much higher correla-
tion than usual with other assets during the turmoil in the financial markets (Banz and De 
Planta, 2002). 

4.2.3 How the investors evaluate hedge funds 

How the investors primarily perceive the quality of a hedge fund?
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Figure 4-11 Investors' perception of the hedge fund quality 

 

When asked how the investors consider the quality of hedge funds, surprisingly few inves-
tors answered that they compare the historical returns with the market index, other than 
the prospective investors, where 17% considered a hedge fund as good if it beats the mar-
ket index (e.g. S&P 500). Large hedge fund investors compare mainly hedge funds with 
other hedge funds but the mid-size investors are split between comparisons with market 
indices and other hedge funds (12% versus 15%). Only four percent of the mid-size inves-
tors looked at the out performance of the stock market as the foremost quality measure. 
Whole 44% of the wealthy hedge fund investors regard a hedge fund as good if its’ returns 
beat other hedge funds (a hedge fund index), (Figure 4-11). 
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Wealthy hedge fund investors mainly look at the out-performance of other hedge funds 
and Sharpe ratio as the foremost quality measures. Mid-size investors pay most attention 
(27%) to the ratings from rating service companies (e.g. Morningstar), which is their fore-
most evaluation measure. Prospective investors conversely are fond of hedge funds with 
well-known managers (21%) and hedge funds that out-perform market indices (17%) and 
other hedge funds (17%), (Figure 4-11). 

How important are the external evaluations for the investing decisions?

0.00%

10.00%

20.00%

30.00%

40.00%

50.00%

60.00%

70.00%

Use only external
rankings or

recommendations

Use them in
combination w ith ow n

evaluations

Rarely use external
evaluations in order to
make the investment

decisions

Never use external
evaluations in order to
make the investment

decisions

Wealthy
investors

Mid-size
investors

Prospective
investors

 

Figure 4-12 External evaluations 

 

With the growth of hedge funds, the number of hedge fund databases that often also rate 
hedge funds based on own or general evaluation formulas has increased. One example of 
such company is Morningstar. 

External rankings seem to be important for the hedge fund investors. A significant majority 
of the investors pay attention to the external rankings or recommendations in newsletters. 
External rankings/recommendations are mostly used by prospective investors. 26% of the 
prospective investors base their investment decisions on external rankings, while 57% of 
them use the external rankings in combination with own evaluations. Wealthy investors are 
more confident about their own skills and only twelve percent use only the external rank-
ings to make investment decisions. Of the mid-sized hedge fund investors, 18% rely only 
on external rankings. Majority of hedge fund investors rely on external evaluations but ex-
ternal evaluations are mostly used by prospective investors. This is most likely due to their 
lack of experience with hedge fund investments (Figure 4-12). 

It is noteworthy that mid-size investors consider hedge funds with external recommenda-
tions or good rating as good to a much higher extent than the other two groups of the in-
vestors do (Figure 4-11). Nevertheless, they are not keen on looking through the recom-
mendations or rankings before their investment decisions (Figure 4-12). 
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Do the investors compare returns and risks of hedge funds with a market index?
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Figure 4-13 Comparisons with market indices 

 

Since the Swedish investors mostly invest in equity-oriented mutual funds, (Figure 1-1), it is 
interesting to see if the investors usually compare hedge funds with the market indices. Eq-
uity-oriented mutual funds are usually benchmarked against the market indices of the mar-
ket they invest in. Around 17% of all hedge fund investors and prospective investors com-
pare hedge funds with market indices before every investment with almost no differences 
between the different investor groups. The investor group that least frequently compares 
hedge funds with market indices is the wealthy investors. 40% of the wealthy investors sel-
dom compare hedge funds with market indices and 8% never do that. The percentage of 
the mid-size investors to do the same is 24% respectively 9%. Of the prospective investors, 
17% never compare hedge funds with market indices (Figure4-13). 

According to Ineichen (2003), compared to mutual funds, hedge fund managers have more 
flexibility in their investments. Even though hedge fund managers typically transact in the 
same markets as traditional fund managers, characteristics of returns differ between hedge 
funds and traditional funds. Hedge fund returns have much lower correlations with stan-
dard asset returns than mutual funds do (Fung & Hsieh, 2004). Comparisons with market 
indices may therefore not be of the true measure of quality. Whether hedge funds should 
be compared to market indices is dependent on the correlation of hedge funds with the 
general market (e.g. stock market, S&P 500). Some highly correlated hedge funds can be 
benchmarked to the market indices. The percentage of the investors that compare only 
some hedge funds to market indices is 16% for the wealthy investors, 21% of the mid-size 
investors and 26% of the prospective investors (Figure 4-13).  

Taking into account that hedge fund mid-size and prospective investors do not overly ana-
lyze the investment strategies of the hedge funds (Figure 4-18), they might not know what 
index they should use that reflects the return characteristics of a particular hedge fund. 
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It is interesting to note that many hedge fund investors are willing to compare hedge funds 
with market indices even though the majority of hedge funds are marketed as absolute re-
turn strategies. The investors have not got rid of the old habits learned with the investment 
in the equity-oriented mutual funds where comparisons with indices are the most common 
evaluation technique. Although the high percentage of the investors answering that they 
compare hedge funds with the market indices is somewhat strange considering how many 
do not consider Beta to have any value as a risk measure for hedge funds (Figure 4-9). Beta 
and comparisons with market indices are closely related to each other. 

How valuable do the investors consider is a comparison between a hedge fund and a 
hedge fund index as a measurement of the hedge fund quality?
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Figure 4-14 Comparisons with hedge fund indices 

 

Since the Swedish investors are used to benchmark mutual funds against their benchmark 
indices, it might be expected that they also consider benchmarking hedge funds against 
hedge fund indices as a useful evaluating technique. However, other than prospective in-
vestors, the interviewed investors are not especially fond of benchmarking against hedge 
fund indices. Only nine percent of the wealthy hedge fund investors consider benchmark-
ing against hedge fund indices as the only important quality measure or the best quality 
measure of hedge funds. Twelve percent of the mid-size investors are of the same opinion. 
Slightly less than 20% of both hedge fund investors and prospective hedge fund investors 
do not find comparisons with the hedge fund indices particularly useful. Mid-size investors 
are slightly more sceptical to hedge fund index benchmarking than the other two groups 
(Figure 4-14). 

The answer on the question is to some extent contradictory if put in relation to the ques-
tion about the foremost quality measure (Figure 4-11). The majority of all investors, espe-
cially the wealthy investors consider a hedge fund as good if it beats its peers. When given 
the chance to answer how really useful they consider comparisons with hedge fund indices 
to be, the answers differ to some extent. Due to the previous answers (Figure 4-11), one 
could expect that more investors would have answered that they regard comparisons with 
hedge fund indices as the only important or the best quality measure. 
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Peer groups are useful as a means of comparing the results of similar managers within a 
given portfolio or the performance of funds within a narrow universe, but are inadequate 
to assess the performance of a manager in general (Lhabitant, 2004). He also adds that ide-
ally, each hedge fund should be assigned a benchmark that takes into account all the details 
of its strategy, e.g. market and assets traded, the leverage and the directional bias. In prac-
tice, though, it is difficult to obtain all the information. Investors do seem to agree as they 
consider comparing hedge funds with their indices as a good but not a standalone ap-
proach to measure the quality of hedge funds. Investors also need to keep in mind various 
biases with hedge fund indices (Lhabitant, 2004). Therefore, the high percentage of the in-
vestors that answered that comparisons with hedge fund indices are only useful with other 
quality measures, indicates that the investors are spot on when it comes to hedge fund indi-
ces, whether they know it or not. 

To what extent do the investors use benchmarking statistics?
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Figure 4-15 Benchmarking statistics 

 

A modestly more advanced benchmarking technique is benchmarking statistics. It captures 
the return characteristics better than a single comparison of the returns of a hedge fund 
and a market index (Lhabitant, 2004). Investors do use the benchmarking statistics but not 
significantly. Less than 30% of all the investors that participated in the survey never have 
used benchmarking statistics. Only wealthy investors do use the evaluation measure to a 
higher extent. 16% of this group of the investors do it frequently. However, 38% percent 
of the mid-size investors do it sometimes but not as a general rule while 28% of the 
wealthy investors do the same and 27% of the prospective investors (Figure 4-15). 

The fact that the investors overlook benchmarking statistics is not good for their under-
standing of their investments since benchmarking statistics are easy to use and explain the 
volatility of the hedge funds in the different market conditions. As Caslin (2004) said, in-
vestors should analyze how the returns were achieved and what risks were taken in achiev-
ing them, as ascertaining the market conditions necessary to make the returns for investors. 
Understanding different hedge fund strategies is a key to employ the evaluation ratios effi-
ciently. Some hedge fund strategies can temporarily lead to vastly overstated ratios, thereby 
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making those hedge funds more attractive than they should be (Asness et al., 2001). 
Through benchmarking statistics, the investors can understand when the hedge funds gen-
erate the returns for their investors. Since the benchmarking statistics clearly show how the 
hedge funds perform in different market conditions, investors would greatly benefit from 
analyzing the benchmarking statistics before every hedge fund investment. 

How valuable do the investors consider the percentage of positive monthly returns to 
be as a measure of the hedge fund quality?
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Figure 4-16 Return stability 

 

In regard to the answers on the question what makes hedge funds appealing to the inves-
tors, most investors are attracted by the possibility to make money in a declining market, 
stable returns and low risk (Figure 4-1). Thereby, one might argue that the investors would 
prefer hedge funds to often post positive returns in the contrast to the roller coaster of the 
stock market. In addition, the interviewed hedge fund manager thought that this statistics is 
something that the investors look closely at. Rightly so, slightly more than ten percent of 
the hedge fund investors do not find this ratio imperative (Figure 4-16). Even a lower share 
of the prospective investors is of the same opinion. Most of the investors do however find 
the ratio only useful if it is combined with other evaluation techniques. 48% of the wealthy 
investors find this ratio useful when combined with other evaluation techniques while 35% 
of the mid-size investors and 33% of prospective investors come to similar conclusions. 
Overall, mid-size investors are more interested of the ratio as can be seen from the figure 
below (Figure 4-16). 

Even though the investors prefer for hedge funds that post stable and consecutive returns, 
(Figure 4-1), there are huge differences among the hedge fund categories according to 
Black (2004). Some hedge funds like arbitrage-oriented ones might post positive returns in 
80% of the months, while other strategies like relative-return or short bias show profits 
62% respectively 47% of the months. In spite of posting positive returns in 80% of the 
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months, arbitrage-oriented hedge funds might post highly negative returns in some 
months. 

To what extent does the market view of the hedge fund manager influence the 
investment decisions of the investors?
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Figure 4-17 Influence of the market opinion 

 

Considering that many hedge fund investors are interested in hedge funds for the reason 
that they are afraid of falling stock prices (Figure 4-2), investors might want to invest with 
the managers with the opinion of the market that reflects their own view, e.g. do not be-
lieve that stock prices will rise. However, only approximately 20% of the hedge fund inves-
tors and those that might be interested in investing in hedge funds, prefer hedge funds 
where the portfolio manager(s) have the same opinion of the market as themselves. The 
most concerned group of the investors are mid-size hedge fund investors, where approxi-
mately 27% prefer hedge funds that have the similar market view as themselves. Nonethe-
less, only 13% of the all investors never read manager opinions with no significant differ-
ences between the investor groups (Figure 4-17). 

Investors should analyze how the returns were achieved in the past and what risks were 
taken in achieving them. Furthermore, they should look for a consistent approach and as-
certain the market conditions necessary to make returns for investors (Caslin, 2004). By 
reading the market views of the hedge fund managers, investors might get a feeling for the 
possibilities and risks if the managers’ views are correct or wrong. Although, it also requires 
knowledge from the investors about the market that a particular hedge fund operates in. 
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To what extent do the investors analyze the investment strategy of the hedge funds 
before they invest?
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Figure 4-18 Influence of the strategy 

   

Despite the focus on returns etc., hedge fund investors pay major attention to the strategy 
of the hedge funds they invest in. Almost half of all the investors answered that they invest 
in hedge fund that have strategies they feel comfortable with. Majority of the prospective 
investors consider investing only in hedge funds whose strategies they understand. How-
ever, there exists a large spread between the prospective investors. Whole 39% of the pro-
spective investors do not care about the strategy at all and are instead focused on returns 
etc. instead. Wealthy investors appear to be more confident with hedge funds strategies 
they fully do not understand than the other investor groups. Yet, they are at the same time 
the group of the investors that are the least willing to invest in whatever strategy only due 
to e.g. high historical returns (Figure 4-18). 

In order to determine which investment best fits the needs, historical return and risk of 
each fund style must be analyzed (Caslin, 2004). Some investors might feel uncomfortable 
by hedge funds that can post large losses even if they are rare, like arbitrage and option sell-
ing hedge funds. After a long period of success, the return numbers can hide the true risks 
that can only be understood by understanding the investment strategy by itself. 

Short bias funds that out-performed some other strategies during the equity bear market in 
the beginning of the decade would certainly have disappointed those investors that did not 
capture the implications of the strategy, after the stock market turned around and rose for 
three consecutive years (2003-2005). 

In addition, credible benchmarks are necessary in order to assess alpha (value created) in a 
correct way, as said by Lhabitant (2004). By not knowing what the strategy is, investors will 
not have the possibility to understand what is a good and what is a bad performance within 
a specific strategy. Moreover, as the investors at least to some extent are fond of comparing 
returns with some benchmark, be it a market index (Figure 4-13) or a hedge fund index 
(Figure 4-14), they need to know what they should compare against.  
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The investors need to be aware of factors that drove the fund’s performance in the past 
and ask themselves the question, will it work in the future (Banz and De Planta, 2002). This 
can be done through the analysis of the investment strategy. As Ineichen (2003) puts it, the 
hedge fund managers can basically do all from borrowing more money then the fund has to 
bet on their speculations, to not invest anything for a period of time when he/she doesn’t 
see any lucrative business. Hence, the investors might not be aware of the risks and poten-
tial returns fully by only relying on the historical numbers. There is high risk that especially 
prospective investors underestimate the risks associated with some hedge funds by not 
fully understanding their investment strategies. 

To what extent do the investors use Sharpe ratio as the evaluation method of a 
hedge fund’s quality and skills?
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Figure 4-19 Sharpe ratio 

 

Evaluation ratios are popular in the theoretical literature and are recommended as measure 
of the quality of hedge funds by the professionals. Sharpe ratio was especially recom-
mended by the professionals and the survey showed that hedge fund investors use the 
Sharpe ratio frequently when they evaluate hedge funds (Figure 4-19). 

Only 28% of the wealthy investors do not use Sharpe ratio in order to evaluate hedge 
funds, 41% of the mid-size investors and 56% of the prospective investors. Even though 
the majority of the prospective investors do not use the Sharpe ratio, 26% use it as the 
foremost evaluation method, while 24% of the wealthy investors do the same and 12% of 
the mid-size investors. Wealthy investors are fond of the Sharpe ratio and 24% use it as the 
foremost evaluation method. Only 12% of the mid-size investors rely most on the same ra-
tio as the primary evaluation technique, while surprisingly 26% of the prospective investors 
find Sharpe’s Nobel Prize winning ratio as their favourite. Once again, there seems to be a 
large spread between the knowledge levels of the prospective investors as there are many 
answers at the scale extremes. It can though be argued that the wealthy investors are the 
most educated when it comes to the Sharpe ratio, in spite of its many drawbacks. 40% of 
the wealthy investors always use the Sharpe ratio but not as a single evaluation measure 
(Figure 4-19). 
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Out of the mean variance framework, one performance measure came to dominate in-
vestment appraisal, the Sharpe ratio (Taylor, 2005). This can also be seen from the survey 
where it is obvious that many investors know about the Sharpe ratio and use it for evalua-
tion of hedge funds. 

To what extent do the investors use Alpha ratio as the evaluation method of a hedge 
fund’s quality and skills?
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Figure 4-20 Alpha 

 

Even though many hedge funds are called Alpha funds and the hedge fund industry often 
is called Alpha industry, (Leibowitz, 2005), Swedish hedge fund investors are not overly 
aware of the usefulness of the Alpha ratio (Figure, 4-20). 

Despite the wealthy investors being slightly more knowledgeable about Jensen’s Alpha than 
the other investor groups, 52% do not know what Alpha is. 62% of the mid-size investors 
like 65% of the prospective investors do not either know what Alpha is. 24% of the 
wealthy investors use the ratio to some extent, 8% use it as the foremost evaluation meas-
ure, compared to the mid-size investors where 21% use the ratio but only 3% as the fore-
most evaluation ratio. In general, the prospective investors have less experience of Jensen’s 
Alpha than the investors that already have invested in hedge funds (Figure 4-20). 

Beta is useful since it compares the returns with the volatility of the particular market that a 
hedge fund operates in through Beta (Black, 2004). When measured by Alpha, a hedge 
fund manager cannot “hide” the luck factor from the investors. Alpha tells how much of 
the returns that come from volatile assets in a market and Alpha is especially useful in the 
Swedish market where most of the hedge funds operate in the stock market, in one way or 
another. 
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To what extent do the investors use other evaluation ratios like Sortino ratio, 
Treynor ratio, Information ratio or any other evaluation ratio as the evaluation 

method of a hedge fund’s quality and skills?
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Figure 4-21 Other ratios 

 

Despite one of the professionals saying that the investors should look at the Treynor ratio, 
the investors do not seem to be considerably aware of ratios other than Alpha and Sharpe 
(Figure 4-21). 

Close to 70% answered that they do not recognize any of the mentioned ratios and know 
about any other evaluation ratio. Wealthy investors on the whole are slightly more educated 
about the evaluation ratios. 8% of them use one of the ratios as the foremost evaluating 
method, while 4% always use one or more of the ratios but together with other evaluation 
methods. 8% use one or more of the mentioned or other ratios sometimes, jointly with 
other evaluation methods. Between the groups, there do not exist any huge differences 
other than that of the use of one of the ratios as the foremost evaluating technique (Figure 
4-21). 

Surprisingly, the majority of the investors seem to not know anything about the three men-
tioned ratios and other evaluation ratios. Those that know about them are reluctant to use 
them frequently. Even though the Sharpe ratio is criticised for various reasons and the 
other ratios are often made as the improvements, the widespread use of the Sharpe ratio 
has not spilt over to the other ratios. In 1994, according to Taylor (2005), William Sharpe 
revised his ratio to a model that takes into consideration also a comparison with the market 
portfolio. As many investors seem to like the comparisons with the market indices, Infor-
mation ratio would suit them better. Also, since the Sortino ratio only captures the bad 
volatility (Black, 2004), it must be considered as an improvement over the Sharpe ratio 
from the investor perspective. Treynor ratio is on the other hand good for the hedge funds 
that have return characteristics similar to an asset class, e.g. the stock market, since the 
measure compares Alpha to Beta according to Lhabitant (2004). Treynor can be magnified 
without bound, via beta in the denominator. As market neutral, hedge funds approach 
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beta-neutrality, which implies that Treynor ratio approaches infinity (Sharma, 2003). Hence, 
the Treynor ratio is only utilizable on hedge funds that are highly correlated with a certain 
asset class. In general, Treynor ratio should not be used for all hedge funds, but in fact 
thanks to Beta, it might be one of the best methods for the analysis of hedge funds that are 
highly correlated to an asset class. It takes into consideration both Alpha and Beta, which 
implies that the few investors who use it might get an advantage over the investors that 
only rely on the Alpha ratio. 

Ineichen (2003) says that the main advantages of investing in hedge funds can be summa-
rized in high risk-adjusted returns and diversification benefits. Evaluation ratios are an ex-
cellent way to measure how risk-adjusted returns are. Therefore, the lack of the implemen-
tation of evaluation ratios in the analysis of hedge funds is negative for the investors. 

As shown by Ackermann et al. (1999), on average, hedge funds do not provide more value 
than mutual funds after the incentive fees are paid. The whole idea of hedge fund invest-
ments is that they with special skills should deliver more return for the risk than in com-
parison with low cost mutual funds. In order for the investors to get value for the paid 
fees, they need to put the risk in relation to returns to a much higher extent than they do 
currently, otherwise they might not know if they are overpaying for the services of hedge 
fund managers. 

Composing return and risk into one useful risk-adjusted measure indicator is one of the key 
tasks to useful measurement of manager performance. When correctly done, it becomes 
possible to compare the performance of a given fund with other funds who posses similar 
risk characteristics. In addition, it becomes possible to compare funds with different risk 
characteristics as well (Lhabitant, 2004). With the growing number of hedge funds in the 
Swedish market, the need for the use of evaluation ratios is increasing fast. At the same 
time, according to Black (2004), Sharpe and Sortino ratios are not ideal in non normal dis-
tribution.  Incidentally, the hedge funds with the largest Sharpe and Sortino ratios tend to 
have negative skewness and large kurtosis. In addition, according to Brooks and Kat 
(2002), Sharpe ratio should not be the only performance measure because funds with the 
highest Sharpe ratios often have the least desirable skewness and kurtosis properties. De-
spite the widespread use of the Sharpe ratio, the founder himself does not use it, because it 
cannot account for extreme and unexpected events (Ianthe, 2005). Yet, the investors use 
the Sharpe ratio to a high extent. Especially wealthy and prospective investors are fond of 
the Sharpe ratio. As said by Lo (2001), immoral hedge fund managers can try to quickly bu-
ild the track record through strategies as option selling in order to get impressive Sharpe ra-
tios. The investors need to be aware of that and never use the Sharpe ratio as the stand-
alone evaluation technique. Still, approximately every fourth wealthy and prospective inves-
tor does that. Despite all that, the Sharpe ratio is the bread and butter tool of investment 
and management since it is easy to compute, relatively easy to understand and has fine 
theoretical pedigree behind it (Taylor, 2005).  
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5 Conclusions 
In this chapter the purpose and the problem questions, stated in the introduction chapter of the thesis, are 
answered. Further, the conclusions made out of the analysis are also presented.  

• How do Swedish investors assess the risks associated with hedge funds? 

Many hedge fund investors seem to be aware of some of the risk measures. Although, the 
investors demonstrate the lack of knowledge since the majority of the investors that use 
standard deviation do not use the third and fourth central moments of distribution.  By us-
ing the standard deviation alone, the investors rely on normal distribution, something that 
almost never is the case in the financial markets. Downside deviation is regardless of its ad-
vantages less used than the standard deviation. Also, VaR is less used than standard devia-
tion, although it is easier to interpret for the investors and should be used at least as much 
as standard deviation. The same applies for the drawdown statistics. Moreover, the inves-
tors compare hedge funds with market indices, but do not use Beta as a risk measure. Thus, 
they display at best inconsistency and at worst show the lack of knowledge about Beta. To 
make the matter worse, half of all investors in the three groups do not pay attention at all 
to the correlation. Thereby, those investors cannot be fully aware if they utilize the diversi-
fication benefits and decrease their overall portfolio risks.  

On the whole, the majority of the investors seem to have the ability to assess the risks with 
hedge funds on the surface but not in dept. They use some risk measurements but in gen-
eral, but do not deal with their flaws sufficiently. In order to come close to a good assess-
ment of the risks, a combination of the methods is needed. Too few investors answered 
positively on some questions for us to be able to draw a conclusion that investors combine 
different risk measures in a sufficient way. 

• Do Swedish investors overuse comparisons with market indices when evaluating 
hedge funds? 

The investors do use comparisons with various indices as expected, either market indices 
or hedge fund indices. Still, they do not do it to an extent that could be said to overshadow 
other evaluating techniques. Instead, most of the hedge fund investors, either seasoned or 
prospective, rely on recommendations or rankings from the companies that evaluate or 
recommend hedge funds. Although, when everything comes around, a hedge fund that 
out-performs its peers is considered as a good hedge fund.  

• Do Swedish investors use the evaluating techniques that put risk and return into a 
relation? 

In general, the investors do not seem to be influenced by the market view of hedge fund 
managers but they prefer investing in hedge funds whose strategies they do understand. 
Many investors also consider the percentage of positive monthly returns to be a good qual-
ity measure but this fully depends on the skewness and kurtosis of the return distribution. 
Some hedge fund strategies can post positive returns in 80% of the months but in the end 
still be risky or generate negative returns. Without the knowledge about the different hedge 
fund strategies, the investors will not be able to capture the full picture of the possible risks 
and return distribution. Neither will they understand what evaluation ratios they should use 
for different hedge funds. Through benchmarking statistics, the investors could increase 
their understanding of how and when the hedge funds generate the returns for their inves-
tors, but most of them do not seize the opportunity. This is especially helpful for hedge 
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funds since they are secretive about their strategies that often involve trades unfamiliar for 
the investors. The most used ratio for evaluation of returns in relation to the risks is the 
Sharpe ratio. In general they are unaware of the other evaluation ratios although the other 
ratios are made as improvements or complements to the Sharpe ratio. Many investors trust 
the Sharpe ratio but they do not go in depth in their analysis of hedge funds that can reveal 
the possible flaws with this evaluation ratio. When in need of the evaluation that puts the 
returns in relation to the risks, the investors do not appear to have the sufficient knowledge 
or the interest in the subject. 

• Are there any differences between wealthy hedge fund investors, less wealthy hedge 
fund investors and prospective hedge fund investors? 

In general, the wealthy investors seem to have more knowledge about most of the risk 
measures and evaluation methods than other investors. Close to half of the wealthy inves-
tors always use the standard deviation and many of them also consider the skewness and 
kurtosis, however, not many enough. They also use VaR and drawdown statistics more 
than the others. That indicates that they are as a group closer to the true understanding of 
the risks than the others. Prospective investors also show the largest spread of knowledge 
within the group. Many of the prospective investors are knowledgeable and use the differ-
ent risk measures but many are not aware of them at all. Wealthy investors consider, to a 
much higher extent than the other groups do, a hedge fund as good if it out-performs its 
peers. Mid-size investors use the external evaluations as the foremost quality measure, 
while the prospective investors rely on well-known managers and comparisons with indices 
(both hedge fund- and market indices). When it comes to the use of risk ratios, surprisingly 
prospective investors use the downside deviation more than the other investor groups as 
they focus more on the standard deviation. The prospective investors are on the other 
hand those least concerned about the skewness and the kurtosis, which undermines their 
more suitable analysis of the deviations of the returns. Also, their failure compared to the 
other two groups to use VaR and drawdown statistics indicates that they might have less 
true understanding of the risks. However, they are the investor group with the majority of 
investors that use the Beta in the most correct way. Wealthy investors seem to be those 
most concerned about the correlation. That in turn indicates that they might be utilizing 
hedge funds better in their portfolios than the other investors. Mid-size investors are 
mostly in between the wealthy and the prospective investors in regard to the knowledge 
and use of the risk ratios. When it comes to the evaluation, mid-size investors, compared to 
the other investor groups, look mostly at the percentage of positive monthly returns (which 
is not surprising, considering that they are attracted by hedge funds due to the stable re-
turns), and comparisons with market indices. In regard to their lack of use of the skewness 
and the kurtosis, they might end up with wrong conclusions relying on the stability of re-
turns. Wealthy investors use the evaluation ratios more than any other of investors. 
Thereby, they are clearly the group of the investors that are most capable to put the returns 
of hedge funds into the relation to the risks but despite that, not to a satisfactory level. 

• Do Swedish investors have the knowledge about how to evaluate hedge funds? 

Overall, the majority of the investors do have some basic knowledge about hedge fund 
evaluation. Still, from our research, we cannot say that the majority of the investors are 
prepared to fully utilize these emerging investment alternatives in their portfolios. Most of 
them simply do not use the techniques that reliably can be used for the comparison of dif-
ferent hedge funds. Neither do the large majority of investors use the evaluation ratios that 
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put risk and return into a relation. Furthermore, the assessment of the risks is only done on 
the surface and not in depth. 
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6 Final discussion and recommendations 
In this chapter a short discussion is held about the results and findings of the study. This is immediately fol-
lowed by some recommendations in order for the investors to make sound hedge fund investment decisions are 
presented. Further, the validity and validity of the thesis are discussed. In the end of the chapter some rec-
ommendations for further studies are presented. 

6.1 Further discussion 
The majority of Swedish hedge fund investors are not equipped with the knowledge (or 
possibly the interest) that is necessary in order to take the advantage of the emerging in-
vestment alternatives, called hedge funds. This study shows that even wealthy investors 
that according to Bekier (1998) are often assumed to have better knowledge, not least from 
the regulators in various countries, lack knowledge about evaluation techniques. 

We have found that the biggest lack of knowledge concerns return distributions and 
evaluation methods that put returns and risks into a relation. Without this knowledge, 
hedge fund investors will not be able to understand the risks associated with their invest-
ments. In addition, they will not understand how much value the hedge fund managers 
provide. Hedge funds are complex and often much more expensive than mutual funds. If 
the investors cannot evaluate hedge funds properly, they will in the end find their returns 
lower than they desire, likewise, they will underestimate the risks. After all, many hedge 
fund investors invest in hedge funds in order to decrease the risks. 

It has to be said that the lack of usage of the evaluation ratios and risk measures might also 
depend on the difficulty to access the information about hedge funds. Investors need to 
rely on the data that the hedge fund companies or different databases provide if they do 
not calculate the ratios on their own. In order to be able to calculate the ratios, investors 
also need historical NAV-prices. Unfortunately, all companies do not provide the historical 
NAV-prices. 

6.2 Recommendations 
Our recommendation to the investors is first to try to understand the general strategy of 
the hedge fund and approximate returns and risks of such strategy. Then, calculate the risk 
measures and the all four central moments of distribution. Finally use all the suggested 
evaluation measures in this paper but focus on those that are appropriate for the certain 
hedge fund, depending on the strategy and the distribution of returns. 

The recommendation to the hedge fund companies is to always provide historical NAV-
prices in order to facilitate the analysis for the investors. In addition, hedge fund companies 
should provide as much information about the strategy as possible and explain which risk 
measures evaluation ratios are the most appropriate for their hedge funds and also provide 
the calculations of the recommended measures and ratios in their monthly or quarterly re-
ports. It might spur the growth in the industry further since it would increase the knowl-
edge of the investors and make hedge funds less mysterious and more understandable. 
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6.3 Validity 
Is the study measuring what it is supposed to be measuring? The purpose of this study is to 
show which factors, measures and evaluating techniques Swedish hedge fund investors 
consider being important and whether their knowledge in the field is sufficient. This has 
successfully been achieved through having, as discussed above, asked the right questions to 
the right people, and compiled the results in a clear way. Further we put a lot of effort on 
the methodology in order to make sure that the chosen sample and the size is sufficient in 
order to represent the whole population of Swedish hedge fund investors. It is hereby ar-
gued that the validity of the thesis is notably high.  

6.3.1 Inner Validity 
Were the right questions asked to the right people, and were the right tools used to meas-
ure the results? Due to the fact that we had access to the Trader Invest Europe AB Europe 
AB’s database we were able to reach out directly to a big group of hedge fund investors 
and to have them answering the questions about which factors and measures they use 
when investing in hedge funds. This gave us the possibility to directly, without any circui-
tous and risk for distortion of the data, get the answers from the subjects of matter for this 
study. In order to ensure that the best was made out of this resource we put a lot of effort 
on creating the vital questionnaire that was going to be sent out to the investors. Firstly we 
made an extensive study of the theory about the subject in order to get to know what fac-
tors and measures there are in the area. Further, to make sure that we had not missed out 
anything we sent out a survey to three hedge fund managers and one senior investment ad-
viser to have them share their professional experience about what factors and measures 
Swedish investors are looking for when investing in hedge funds. The answers we got from 
them confirmed the results that we had got from the theory, though they made us add one 
question about the impact of timing when investors make hedge fund investment deci-
sions. In this way we could be relatively sure that the questionnaire that was sent out to the 
investors was exhaustive and would give a valid result.  Further, to get a clear picture of the 
Swedish investors’ investment decisions about hedge funds all the results were compiled 
into diagrams, which made it very practical and clear when conclusions were going to be 
drawn from the results. 

6.3.2 Outer Validity 
Are the results gained from the study valid to be applied for the whole population of Swed-
ish hedge fund investors? As discussed in chapter 3.2.3, the sample chosen in this thesis is 
representative for the whole population. Further, all the requirements for the chosen con-
fidence level, as discussed in chapter 3.2.3, have been fulfilled, thereby it is argued that the 
results gathered from this study are representative for the whole population, with a 90% 
confidence level and a margin of error of 11%. 

6.4 Reliability 

6.4.1 Qualitative Preliminary Study 
The preliminary qualitative study that was made in order to strengthen the probability that 
no factors and measures were left out from the questionnaire that was going to be sent out 
to the existing and perspective hedge fund investors, does strengthen the reliability of the 
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whole thesis, in terms of that it confirms that the results from the secondary data study are 
correct and exhaustive. But even though it does fulfil its purpose, it does, in itself, not fulfil 
the requirements of being a reliable study. In order for it to be a reliable study, and to be 
able to make reliable generalizations out of, the sample size would have to be larger; in this 
case basically the whole population would have to been investigated because of the small 
population size. Also would there have to be a better defined structure in the research 
process to provide some proof of the reliability of the study. But, in this case, when the 
purpose of it was not to make any generalizations out of it but just get some potential ideas 
and to see if we were on the right track with the questionnaire, it was reliable enough. 

6.4.2 Quantitative Main Study 
Will a similar result be reached if the survey is going to be conducted again? Because we 
were fortunate to have access to Trader Invest Europe AB Europe AB’s database, we were 
able to reach a sample that was big enough to give us a respondent rate that exceeds the 
minimum respondent rate, in order for the results to be representative of the whole popu-
lation, with a 90% confidence level and a possible margin of error of 11%. Further, by al-
ways choosing to use a worst-case scenario when calculating all the numbers, we reduced 
the risk for exaggerating the reliability of the study. Also, considering the high degree of 
formalization in the survey it will be fairly easy to duplicate. So, nothing else changed, a 
similar result will be reached if the survey will be collected again. However, it is only the 
study made with the existing hedge fund investors that should give a similar result if the 
survey will be conducted again. This because of the fact that the study made with the pro-
spective hedge fund investors does not fulfil the requirements for principally any confi-
dence level, because of a lack of statistics about this group, which makes it impossible to 
estimate the total population of it in order to calculate a required minimum sample size. 
However, this is not surprising in any way because just by using common sense one can as-
sume that the size of this group changes as the market situations changes. Therefore, a 
study like this can only be used as an indication of certain trends.   

Will a similar result be reached if another observer will conduct the same survey? The dif-
ferent performance- and risk measures there are to evaluate a hedge fund can be found in 
most books about the subject. So, by examining the theory in the field the same measures, 
as used in this thesis, will be found. As confirmed by the preliminary qualitative study with 
the professionals in the area it is also these measures that are used in practice. By knowing 
this one can expect that a questionnaire made, by another observer, will ask very similar 
questions. Further, in order to conduct the survey, with the questions based on the theory 
and professional experience, the other observer has to find enough hedge fund investors to 
answer the survey, which can be very hard due to the fact that companies do not share this 
information easily. Thus the biggest problem, for another observer, in order to be able to 
conduct the same survey is to get access to a database with contacts to an big enough 
amount of hedge fund investors. But if this can be done the observer will, with high confi-
dence, reach the similar results. 

Are the conclusions based on the collected data drawn in a transparent way? Because of the 
fact that no results from the studies are left out, but all are examined in the thesis, the risk 
for biased results because of subjective judgments is minimal. Further, by using diagrams to 
make the structure of the data presentation as clear as possible and by analyzing each ques-
tion separately immediately after the diagram for each specific question to increase the clar-
ity in the discussion and in the conclusions made, the conclusions drawn from the collected 
data should be fairly apparent. 
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6.5 Suggestions for further studies 
The subject of hedge funds is interesting since it is a relatively new industry and also one of 
the most growing sectors within the financial industry. Further studies in the subject can be 
made in the following fields: 

 

- Risk and return characteristics within different hedge fund categories, since there 
are huge differences between the different hedge fund strategies. 

 

- The comparison of the existence of hedge fund categories in Sweden versus other 
markets, since the hedge fund industry is relatively young in this country compared 
to some other countries. 

 

- Accuracy of risk predictions with risk measures, with the use of risk measures, such 
as e.g. downside deviation and VaR. This can be done in order to assess whether it 
is possible to predict the risks of hedge fund investments or as a comparison with 
the assumption of random risk distribution (as assumed by the Random Walk The-
ory). 

 

- Accuracy of return predictions with evaluation measures, in order to investigate 
whether there exist some performance persistence among the hedge fund manag-
ers. 

 

- Accuracy of value added predictions with evaluation measures; similarly to previous 
suggestion, with the difference that the research can be conducted with risk-
adjusted returns as a basis. 

 

- Impact on the risks and returns of the hedge funds in the portfolios, in order to as-
certain whether the inclusion of hedge funds in investors’ portfolios contributes to 
higher returns, lower risks or a combination of these. 
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Appendix 1 
 

Index of 30 most traded stocks in the Swedish stock market 
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Appendix 2 

 

Inom ramen för vår magisteruppsats undersöker vi vilka faktorer som investerare tittar på när de rent all-
mänt överväger ifall de ska investera i hedge fonder samt hur de jämför olika hedge fonder. 

Syftet med denna undersökning är att kartlägga vad svenska investerare anser är viktigt när de överväger 
investeringar i hedge fonder. 

Vi har med hjälp av läroböcker och tidningsartiklar inom ämnet kommit fram till ett antal faktorer som 
skulle kunna tänkas ligga i fokus för invbesterarna i deras beslut om investering i hedge fonder. Med för-
hoppning att kunna göra en relevant frågeställning till svenska hedge fond investerare, söker vi nu åsikter 
och idéer från Dig, om faktorer som Du anser är viktiga, och faktorer (oavsätt giltighets grad) som investe-
rarna kan tänkas titta på. 

 

1. Vilka faktorer tror Du att investerare rent allmänt tar i beaktande när de överväger 
investeringar i hedge fonder (t.ex. tro på en börsnedgång, vill få positiv avkastning 
oavsett utvecklingen på aktiemarknaden, riskspridning etc.)? 

 

2.  Vilka riskmått tror Du att investerare tittar på när de jämför hedge fonder (stan-
dard avvikelse, längsta nollavkastningsperiod etc.)? 

 

3. Vilka riskmått tycker Du att man ska ta i beaktande vid jämförelse mellan hedge 
fonder? 

 

4. Hur tror Du att investerarna utvärderar hedge fonder (jämför avkastning mellan 
olika hedge fonder eller index, Sharpe-, Treynor eller någon annan kvot etc.)? 

 

5. Vilka utvärderingsmetoder tycker Du att man ska använda? 

 

6. Tror Du att konjunkturen och börsutvecklingen spelar någon roll för investerare 
vid övervägandet av att investera i hedge fonder? På vilket sätt i så fall och i vilken 
omfattning? 

 

7. Bör ovannämnda faktorer spela någon roll vid investeringar i hedge fonder och i 
så fall i vilken omfattning vid investeringsbeslut? 

 

 

Magnus Sprycha och Goran Rubil 
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Appendix 3 
 

Formulas below are presented by either Black (2004) or Lhabitant (2004) where: 

n = number of observations 

∑ = sum 

√ = square root 

ri = each return 

rj  = negative return 

TEP = standard deviation of the portfolio  

RP = return of the portfolio  

RB= return of the benchmark 

RF= return of the risk-free rate 

t = time 

α = Alpha 

β = Beta 

 

Annualized monthly returns (Black, 2004): 

[(1 + monthly return) ^ 12] – 1 

 

Method of return measure, by using geometric average (Black, 2004): 
[(1 + return in percent) ^ (1/n periods)] – 1 

 
Standard deviation (Black, 2004): 

          n  

         ∑   (ri – rmean)2  

Std. dev. = σ =  √ t=1_______________ 

                  n -1  
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Skewness (Black, 2004): 

 

Skewness =            n             ∑ (ri - r⎯)3                

 (n – 1)(n – 2)            σ 

 

Kurtosis (Black, 2004): 

 

Kurtosis = {            n(n + 1)____ ∑ (ri - r⎯)4 } –      3(n - 1)2 __              

                    (n – 1)(n – 2)(n - 3)           σ            (n – 2)(n – 3) 

 

Downside semivariance and Downside semivariance (Black, 2004): 

Downside semivariance =    

n 

∑      min(rj – r*, 0)2 

√t=1____________ 

                 n -1  

If r* is zero, only returns that actually lose money and reduce the value of portfolio are 
counted. If r* is a higher number, such as five percent, the deviation is measured on all re-
turns that fall below five percent (Black, 2004). 

Downside deviation (Black, 2004) = √downside semivariance 

 

Sharpe ratio (Black, 2004): 

 

Sharpe ratio = return Actual -  return Risk-free 

     standard deviation Return 
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Information ratio (Lhabitant, 2004): 

 

Information ratiop= RP - RB 

              TEP  

 

Sortino ratio (Black, 2004): 

 

Sortino ratio = returnActual – returnRisk-free  

     downside deviationReturn 

 

Jensen’s Alpha (Black, 2004): 

 

Alpha = α = returnPortfolio - [Rƒ + β(returnMarket – RRisk-free)] 

 

Treynor ratio (Lhabitant, 2004): 

 

   Treynorp = αp 

                     βp  
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Appendix 4 

 

Simulated market index 

 

NAV Monthly 
returns 

100  
101 1.00% 
103 1.98% 
101 -1.98% 
104 2.97% 
104 0.00% 
101 -2.97% 
97 -4.12% 

101 4.12% 
106 4.95% 
106 0.00% 
108 1.89% 
114 5.56% 
116 1.75% 
114 -1.75% 
109 -4.59% 
110 0.92% 
116 5.45% 
117 0.86% 
116 -0.86% 
113 -2.65% 
115 1.77% 
119 3.48% 
123 3.36% 
126 2.44% 
125 -0.80% 
123 -1.63% 
129 4.88% 
129 0.00% 
131 1.55% 
134 2.29% 
124 -8.06% 
120 -3.33% 
127 5.83% 
129 1.57% 
127 -1.57% 
128 0.79% 
132 3.13% 
136 3.03% 
137 0.74% 
138 0.73% 
138 0.00% 
135 -2.22% 
134 -0.75% 
140 4.48% 
140 0.00% 
142 1.43% 
141 -0.71% 
140 -0.71% 
145 3.57% 

Market index
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144 -0.69% 
148 2.78% 
147 -0.68% 
142 -3.52% 
144 1.41% 
145 0.69% 
149 2.76% 
151 1.34% 
155 2.65% 
151 -2.65% 
150 -0.67% 

 

 

Return 50.00%
Kurtosis 0.58
Skewness -0.9048938
Std deviation 2.76%
Down deviation 3.38%
Sharpe ratio 10.268916
Sortino ratio 8.3918781
Korrelation 1
Beta - 
Alpha - 
Treynor - 
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Appendix 5 

 

Simulated Volatile fund 

 

NAV Monthly 
returns 

100  
101 1.00% 
107 5.94% 

99 -8.08% 
105 6.06% 
102 -2.94% 

97 -5.15% 
88 -10.23% 
91 3.41% 

100 9.89% 
93 -7.53% 

100 7.53% 
110 10.00% 
116 5.45% 
111 -4.50% 

95 -16.84% 
100 5.26% 
104 4.00% 
111 6.73% 
116 4.50% 
117 0.86% 
125 6.84% 
121 -3.31% 
123 1.65% 
128 4.07% 
128 0.00% 
122 -4.92% 
133 9.02% 
136 2.26% 
134 -1.49% 
142 5.97% 
130 -9.23% 
128 -1.56% 
127 -0.79% 
122 -4.10% 
125 2.46% 
120 -4.17% 
127 5.83% 
129 1.57% 
130 0.78% 
121 -7.44% 
118 -2.54% 
103 -14.56% 
110 6.80% 
116 5.45% 
117 0.86% 
117 0.00% 
116 -0.86% 
121 4.31% 

125 3.31% 

Fund volatil
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120 -4.17% 
126 5.00% 
131 3.97% 
129 -1.55% 
133 3.10% 
136 2.26% 
143 5.15% 
139 -2.88% 
133 -4.51% 
143 7.52% 
150 4.90% 

 

Return 50.00%
Kurtosis 0.290122
Skewness -0.34368
Std deviation 3.18%
Down deviation 2.22%
Sharpe ratio 8.915057
Sortino ratio 12.78318
Korrelation 0.938194
Beta 1.08
Alpha -0.02266
Treynor 0.2624
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Appendix 6 

 

Simulated Normal fund 

 

 

NAV Monthly re-
turns 

100  
98 -2.04% 

101 3.06% 
100 -1.00% 
104 4.00% 
104 0.00% 
103 -0.97% 

98 -5.10% 
104 6.12% 
110 5.77% 
110 0.00% 
111 0.91% 
116 4.50% 
117 0.86% 
115 -1.74% 
110 -4.55% 
113 2.73% 
118 4.42% 
120 1.69% 
117 -2.56% 
111 -5.41% 
113 1.80% 
120 6.19% 
126 5.00% 
129 2.38% 
126 -2.38% 
122 -3.28% 
130 6.56% 
132 1.54% 
134 1.52% 
137 2.24% 
126 -8.73% 
122 -3.28% 
130 6.56% 
134 3.08% 
132 -1.52% 
134 1.52% 
138 2.99% 
141 2.17% 
142 0.71% 
144 1.41% 
143 -0.70% 
140 -2.14% 
139 -0.72% 
143 2.88% 
143 0.00% 
144 0.70% 

143 -0.70% 
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142 -0.70% 
147 3.52% 
146 -0.68% 
149 2.05% 
148 -0.68% 
142 -4.23% 
146 2.82% 
147 0.68% 
150 2.04% 
151 0.67% 
156 3.31% 
152 -2.63% 
150 -1.33% 

 

Return 50.00%
Kurtosis 0.290122
Skewness -0.34368
Std deviation 3.18%
Down deviation 2.22%
Sharpe ratio 8.915057
Sortino ratio 12.78318
Korrelation 0.938194
Beta 1.08
Alpha -0.02266
Treynor 0.2624
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Appendix 7 

 

Simulated Stable fund 

 

100  
101 1.00%
102 0.99%
101 -0.99%
103 1.98%
103 0.00%
104 0.97%
103 -0.97%
106 2.91%
105 -0.95%
106 0.95%
107 0.94%
110 2.80%
112 1.82%
110 -1.82%
113 2.73%
111 -1.80%
111 0.00%
114 2.70%
116 1.75%
120 3.45%
118 -1.69%
118 0.00%
120 1.69%
119 -0.84%
123 3.36%
123 0.00%
124 0.81%
126 1.61%
127 0.79%
127 0.00%
128 0.79%
126 -1.59%
128 1.59%
129 0.78%
131 1.55%
133 1.53%
134 0.75%
136 1.49%
135 -0.74%
137 1.48%
138 0.73%
140 1.45%
141 0.71%
140 -0.71%
139 -0.72%
137 -1.46%
139 1.46%
143 2.88%
143 0.00%
145 1.40%

144 -0.69%
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146 1.39%
147 0.68%
149 1.36%
148 -0.68%
146 -1.37%
144 -1.39%
146 1.39%
149 2.05%
150 0.67%

 

Return 50.00%
Kurtosis -0.7105225
Skewness -0.0877422
Std deviation 1.38%
Down deviation 1.14%
Sharpe ratio 20.582007
Sortino ratio 24.747295
Korrelation -0.0613241
Beta -0.03
Alpha 0.291799
Treynor -9.4467
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Appendix 8 

 

Simulated option selling fund 

 

 

NAV Monthly 
returns 

100  
102 2.00%
103 0.98%
105 1.94%
103 -1.94%
106 2.91%
107 0.94%
100 -7.00%
103 3.00%
105 1.94%
108 2.86%
110 1.85%
105 -4.76%
109 3.81%
112 2.75%
103 -8.74%
107 3.88%
105 -1.90%
108 2.86%
111 2.78%
114 2.70%
116 1.75%
117 0.86%
119 1.71%
119 0.00%
120 0.84%
122 1.67%
114 -7.02%
118 3.51%
123 4.24%
126 2.44%
109 -15.60%
109 0.00%
114 4.59%
117 2.63%
121 3.42%
123 1.65%
124 0.81%
124 0.00%
128 3.23%
131 2.34%
135 3.05%
132 -2.27%
133 0.76%
133 0.00%
136 2.26%
137 0.74%

139 1.46%
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143 2.88%
136 -5.15%
140 2.94%
143 2.14%
147 2.80%
140 -5.00%
148 5.71%
156 5.41%
152 -2.63%
152 0.00%
150 -1.33%
146 -2.74%
150 2.74%

 

Return 50.00%
Kurtosis 5.635166
Skewness -2.06012
Std deviation 3.73%
Down deviation 5.56%
Sharpe ratio 7.604555
Sortino ratio 5.093575
Korrelation 0.289949
Beta 0.33
Alpha 0.189811
Treynor 0.8588
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Appendix 9 
 

 
 

Trader Invest AB 
     Torsdag den 4 maj 2006 

Marknadsundersökning från Trader Invest  
 
Denna undersökning görs i samarbete med Internationella Handelshögskolan i Jönköping och Tra-
der Invest och ligger till grund för en magisteruppsats. Alla svar presenteras anonymt i rapporten.  
Stort tack för Er medverkan! 

Ange ditt namn: 
frivilligt 

Ange ditt emailadress:   
frivilligt 

1. Vad är det som gör hedgefonder lockande? (Observera att hedgefonder kan ha vilt skilda strategier, medan 
vissa hedgefonder försöker åstadkomma en stabil avkastning (som sällan blir hög), kan andra ta stora risker i hopp om att 
uppnå hög avkastning. Fyll i det alternativ som tilltalar Er mest.) 
  Möjligheten att tjäna pengar även i fallande marknad 
  Låg korrelation med aktiemarknaden 
  Stabil avkastning 
  Låg risk 

  Möjligheten till hög avkastning genom hävstång (vissa hedgefonder kan genom belåning uppnå 
högre avkastning, dock till högre risk också) 

  Möjligheten att med okorrelererade produkter att skapa en portfölj längs den effektiva fronten (eng. 
efficient frontier) 
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2. Hur mäter Ni främst kvalitén av en hedgefond? 
  Högre historisk avkastning än marknadsindex 
  Högre historisk avkastning än andra hedgefonder (hedgefond index) 
  Känd(a) förvaltare 
  Högre Sharpe ratio än andra hedgefonder 
  Högre Alpha ratio än andra hedgefonder 

  Annat utvärderingsmått är högre jämfört med andra hedgefonder (t.ex. Sortino-, Treynor- eller In-
formation ratio) 

  Med hjälp av ratingen (t.ex. antal stjärnor) i en fonddatabas (t.ex. Morningstar) 
  Med hjälp av rekommendationer i nyhetsbrev/affärstidningar 
  Annat 
  

3. Varför investerar Ni främst i hedgefonder? 
  För att åstadkomma riskspridning 
  För att få högre avkastning (t.ex. i fonder som använder belåning) 
  För att jag inte tror på aktiemarknaden och tror att hedgefonder stiger även när börsen faller 
  På grund av att jag tror att hedgefonder har bättre förvaltare än traditionella investeringsfonder
  

4. Hur värdefullt anser Ni att standardavvikelse (eng. standard deviation) är som riskmått för hed-
gefonder? 
  Det är mycket viktigt, jag tar det alltid i beaktande vid fondval 
  Tittar på det ibland men inte regelbundet 
  Känner till det och dess vikt vid fondanalys men använder det inte 
  Aldrig hört talas om detta riskmått 
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5. Hur värdefullt anser Ni att nedsidans avvikelse (eng. downside deviation) är som riskmått för 
hedgefonder? (Nedsidans avvikelse är ett spridningsmått precis som standardavvikelse med den skillnaden att den en-
dast tar i beaktande negativa avvikelser.) 
  Det är mycket viktigt, jag tar det alltid i beaktande vid fondval 
  Tittar på det ibland men inte regelbundet 
  Känner till det och dess vikt vid fondanalys men använder det inte 
  Aldrig hört talas om detta riskmått 
 
  

6. Vilken vikt lägger Ni vid avkastningarnas snedhet (eng. skewness) vid analysen av hedgefon-
dernas risk? (Snedhet mäter fördelningen av avkastningarna, mäts normalt baserat på historiska månadsavkastningar. 
Ett högt positivt eller högt negativt värde indikerar att stora upp- eller nedgångar för fonden är vanligare än om avkast-
ningarna hade varit normalt fördelade.) 
  Det är mycket viktigt, jag tar det alltid i beaktande vid fondval 
  Tittar på det ibland men inte regelbundet 
  Känner till det och dess vikt vid fondanalys men använder det inte 
  Aldrig hört talas om detta distributionsmått 
  

7. Vilken vikt lägger Ni vid kurtosis vid valet av hedgefond? (Kurtosis är ett annat statistiskt fördelnings-
mått, mäts normalt baserat på historiska månadsavkastningar. Ett högt värde indikerar att stora rörelser för fonden är 
vanligare än om avkastningarna hade varit normalt fördelade. )  
  Det är mycket viktigt, jag tar det alltid i beaktande vid fondval 
  Tittar på det ibland men inte regelbundet 
  Känner till det och dess vikt vid fondanalys men använder det inte 
  Aldrig hört talas om detta distributionsmått 
  

8. I vilken omfattning tar Ni i beaktande fondernas redovisade Value At Risk (VaR) och jämför mel-
lan olika hedgefonder? (Value At Risk indikerar vilken förlustrisk öppna positioner i fonden har med en viss sannolik-
het (t.ex. 95%) vid antagandet att avkastningarna är normalfördelade.) 
  Det är mycket viktigt, jag tar det alltid i beaktande vid fondval 
  Tittar på det ibland men inte regelbundet 
  Känner till det och dess vikt vid fondanalys men använder det inte 
  Aldrig hört talas om detta distributionsmått 
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9. Vid bedömning av en hedgefonds risk, vilket värde åsätter Ni längsta nollavkastningsperiod och 
största nedgång från topp till botten under en hedgefonds levnadsperiod (eng. drawdown statis-
tics)? (Längsta nollavkastningsperiod innebär den tid som fonden inte har skapat positiv avkastning och mäts vanligtvis i 
antal månader.) 
  Tittar på det ibland men inte regelbundet 
  Känner till det och dess vikt vid fondanalys men använder det inte 
  Aldrig hört talas om detta distributionsmått 
  

10. I vilken omfattning använder Ni Beta-värdet är, som riskmått för hedgefonder? 

  Jag tittar alltid på det inför val av hedgefonder och använder det som det främsta riskmåttet i min 
analys 

  Jag använder det som en av olika metoder att bedöma risken 

  Jag anser inte att Beta-värdet är relevant för de flesta hedgefonder och använder det oftast inte som 
riskmått 

  Jag använder inte alls Beta-värdet för att bedöma risken i en hedgefond 
  

11. Vid analys av hedgefond, i vilken omfattning brukar Ni analysera korrelationen mellan en viss 
hedgefond och olika marknadsindex (t.ex. S&P 500, OMX S30, OMRX T-Bond)? (Korrelation är samban-
det mellan två instrument, hög korrelation mellan en hedgefond och ett marknadsindex innebär att hedgefondens avkast-
ning är beroende av marknadsindexets riktning.) 

  Jag tar alltid korrelation i beaktande och korrelationsanalysen spelar en avgörande roll för mina in-
vesteringsbeslut 

  Jag tar alltid korrelation i beaktande men korrelationsanalysen spelar en mindre roll för mina inve-
steringsbeslut 

  Korrelationen är endast ibland den avgörande faktorn/en av de avgörande faktorerna vid val av 
hedgefond 

  Korrelationen spelar ytterst sällan eller aldrig någon avgörande roll vid mina investeringsbeslut 
  

12. Hur värdefullt anser Ni det är att undersöka antalet månader som fonden haft ett positivt resul-
tat relativt mot antalet månader som fonden haft ett negativt resultat, vid bedömning av hedgefon-
dens och fondförvaltarens tidigare resultat? 
  Det enda värdefulla bedömningsmåttet 
  Det bästa bedömningsmåttet 
  Oerhört värdefullt 
  Värdefullt, men endast om det används tillsammans med andra bedömningsmått 
  Värdefullt, men endast i vissa situationer 
  Ej värdefullt 
  Aldrig hört talas om detta bedömningsmått 
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13. Hur viktiga är externa bedömningar för Era investeringar i hedgefonder? (Olika fond databaser (t.ex. 
Morningstar) brukar rangordna fonder utifrån vissa kriterier, oftast mäter man den totala avkastningen i förhållande till ris-
ken. Rangordningen sker ofta i form av ett stjärnsystem.) 
  Mycket viktiga, använder externa rankningar uteslutande vid val av hedgefonder 
  Viktiga, använder de i kombination med egna bedömningar av hedgefondernas kvalité 
  Mindre viktiga, förlitar mig sällan på externa rankningar av hedgefonder 
  Oviktiga, använder aldrig externa rankningar vid fondval 
  

14. Hur värdefullt anser Ni det är att jämföra den aktuella hedgefondens resultat relativt mot ett 
valt hedgefond index, vid bedömning av hedgefondens och fondförvaltarens tidigare resultat? 
  Det enda värdefulla utvärderingssättet 
  Det bästa utvärderingssättet 
  Oerhört värdefullt 
  Värdefullt, men endast om det används tillsammans med andra utvärderingssätt 
  Värdefullt, men endast i vissa situationer (för vissa fonder) 
  Ej värdefullt 
  

15. I vilken omfattning använder Ni beteendemått gentemot olika hedgefond index (eng. Bench-
marking statistics)? (Beteendemått mäter fondens rörelsemönster gentemot ett index. Exempel på beteendemått kan 
vara antal månader som fonden går bättre/sämre än hedgefond index, hur ofta fonden följer index nedåt när indexet faller, 
storleken på uppgångarna/nedgångarna i relation till index när indexet stiger/faller etc. Observera att frågan avser jämfö-
relse med hedgefond index, ej marknadsindex.) 
  Inför varje fondval gör jag liknande jämförelser 
  Ibland gör jag dessa jämförelser men jag har det inte som en generell regel 
  Mycket sällan 
  Jag analyserar aldrig fondernas beteendemönster gentemot hedgefond index 
  

16. Jämför Ni hedgefondernas avkastning och risk gentemot ett marknadsindex? (Med marknadsindex 
menas det index som ligger närmast till hands den aktuella hedgefonden. T.ex., en hedgefond som investerar i aktier på en 
viss aktiemarknad kan jämföras med den marknadens index (ex. S&P 500) eller en hedgefond som arbetar med obligatio-
ner kan jämföras med ett obligationsindex) 
  Inför varje fondval gör jag jämförelse med ett marknadsindex 
  Jag gör jämförelser med marknadsindex ibland men jag har det inte som en generell regel 

  Det skiljer mellan olika hedgefonder, för vissa gör jag det men för andra använder jag andra be-
dömningskriterier 

  Mycket sällan 
  Jag jämför aldrig hedgefonder med ett marknadsindex 
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17. I vilken omfattning påverkar förvaltarens framtidssyn Era investeringsbeslut? (I hedgefondernas 
rapportering (månadsvis eller mindre frekvent) brukar de flesta förvaltarna berätta om sin framtidstro.) 
  Jag föredrar hedgefonder där förvaltarens framtidstro överrensstämmer med min egen 
  Jag läser förvaltarnas framtidstro men grundar inte mina investeringsbeslut på det 

  Jag fäster inte någon större vikt vid förvaltarnas kommunicerade framtidstro utan litar på att de gör 
ett bra jobb. Använder andra utvärderingsmetoder som investeringsunderlag 

  Jag läser inte alls förvaltarnas framtidstro i fondrapporter, affärstidningar etc. 
  

18. I vilken omfattning analyserar Ni hedgefondens affärsmodell inför investeringsbeslut? (De flesta 
hedgefonder har en form av uttalad strategi (affärsmodell) kring fondens förvaltning. Däremot är de flesta hedgefonder 
förhållandevis hemlighetsfulla när det gäller handelsstrategier och positioner. Dock brukar de flesta åtminstone ha en kort 
beskrivning av sin investerings strategi, förväntad potential och risk med dessa strategier. Den informationen kan oftast 
hittas i fondens prospekt. Med fondens affärsmodell (strategi) menas hur fonden tjänar pengar. Exempel på angiven af-
färsmodell kan vara genom att köpa undervärderade aktier och blanka övervärderade, trendföljande handelssystem, ränte-
arbitrage?) 

  Jag investerar endast i de hedgefonder vars strategier jag känner mig bekväm med och har förtro-
ende för 

  Fondens affärsmodell har inte avgörande betydelse för mina placeringar även om jag tar den i be-
aktande 

  Jag tar investeringsbeslut baserade på historisk avkastning etc. och fäster inte särskilt stor vikt vid 
fondens angivna affärsmodell 

  

19. I vilken omfattning använder Ni Sharpe kvoten, vid utvärdering av hedgefondens och fondför-
valtarens skicklighet? (Sharpekvoten ställer avkastningen över den riskfria räntan i relation till standardavvikelsen, ju 
högre värden, desto större avkastning har fonden levererat i förhållande till risken.) 

  Jag tittar alltid på den inför val av hedgefonder och använder den som det främsta utvärderingsmåt-
tet i min analys 

  Jag använder den alltid och då tillsammans med andra utvärderingsformler/mått för att utvärdera 
fondens resultat 

  Jag använder den ibland och då tillsammans med andra utvärderingsformler/mått för att utvärdera 
fondens resultat 

  Jag känner till vad Sharpe kvoten är för något men använder det inte 
  Jag vet inte vad Sharpe kvoten är för något 
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20. I vilken omfattning använder Ni (Jensens) Alpha, vid utvärdering av hedgefondens och fond-
förvaltarens skicklighet? (Alpha är ett annat utvärderingsmått som mäter avkastningen med hänsyn tagen till Beta-
värdet. En fond som har levererat avkastning under sitt jämförelseindex kan därmed ha skapat värde om fondens Beta-
värde har varit lågt. Samtidigt kan förvaltaren inte anses ha levererat tillräcklig avkastning även om avkastningen är över 
indexet men Beta-värdet för fonden är högt. ) 

  Jag tittar alltid på den inför val av hedgefonder och använder den som det främsta utvärderingsmåt-
tet i min analys 

  Jag använder den alltid och då tillsammans med andra utvärderingsformler/mått för att utvärdera 
fondens resultat 

  Jag använder den ibland och då tillsammans med andra utvärderingsformler/mått för att utvärdera 
fondens resultat 

  Jag känner till vad Alpha kvoten är för något men använder det inte 
  Jag vet inte vad Alpha kvoten är för något 
  

21. I vilken omfattning använder Ni andra utvärderingsmått som Sortino-, Treynor- och Information 
kvoten, vid utvärdering av hedgefondens och fondförvaltarens skicklighet? (Dessa tre utvärderingsmått 
är de mest använda förutom Sharpe kvoten och Jensens Alpha. Samtliga mäter avkastning i förhållande till risken, dock på 
olika sätt. ) 

  Jag tittar alltid på endast en av dessa tre kvoter inför val av hedgefonder och använder den som det 
främsta utvärderingsmåttet i min analys 

  Jag använder en eller flera av dessa kvoter alltid och då tillsammans med andra utvärderingsform-
ler/mått för att utvärdera fondens resultat 

  Jag använder en eller flera av dessa kvoter ibland och då tillsammans med andra utvärderingsform-
ler/mått för att utvärdera fondens resultat 

  Jag känner till vad en eller flera av dessa kvoter står för men använder de inte 
  Jag känner inte till någon av dessa kvoter 
  

  Svara på enkäten
   

© Copyright 2006, Trader Invest AB  
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Appendix 10 
Questionerry in English 
1. What makes hedge funds appealing? 

-  Possibility to make money in a declining market 

-  Low correlation with the stock market 

-  Stable returns 

-  Low risk 

-  Possibility to achieve higher returns through the leverage 

-  Possibility to create a portfolio along the efficient market line 

2. How do you primarily perceive the quality of a hedge fund? 

-  Higher historical returns than the market index 

-  Higher historical returns than other hedge funds (or hedge fund index) 

-  Well known portfolio manager(s) 

-  Higher Sharpe ratio than for the other hedge funds 

-  Higher Alpha ratio than for the other hedge funds  

-  Other evaluation ratio is higher than those of other hedge funds 

-  Based on the rating from a rating service company 

-  Based on recommendations in various newsletters/business magazines 

-  Other 

3. Why do you primarily invest in hedge funds? 

-  To achieve a better diversification 

-  To earn higher returns (through funds that use leverage) 

-  Because they don’t believe in the stock market and expect hedge funds to post positive 
returns when the stock market declines 

-  Because they believe that hedge funds have better portfolio managers than mutual funds 

4. How valuable do you think that standard deviation is as a risk measure for hedge 
funds? 

-  Always take it into consideration when I invest in hedge funds 

-  Look at it sometimes but not all the time 

-  Know about it and its importance but do not use it 

-  Never heard about standard deviation 
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5. How valuable do you think that downside deviation is as a risk measure for hedge 
funds? 

-  Always take it into consideration when I invest in hedge funds 

-  Look at it sometimes but not all the time 

-  Know about it and its importance but do not use it 

-  Never heard about downside deviation 

6. How important is the skewness for you as a measure of risk in hedge funds? 

-  Always take it into consideration when I invest in hedge funds 

-  Look at it sometimes but not all the time 

-  Know about it and its importance but do not use it 

-  Never heard about skewness 

7. How important is the kurtosis for you as a measure of risk in hedge funds? 

-  Always take it into consideration when I invest in hedge funds 

-  Look at it sometimes but not all the time 

-  Know about it and its importance but do not use it 

-  Never heard about kurtosis 

8. How much do you consider the VaR and use it as the comparison of the risks between 
different hedge funds? 

-  Always take it into consideration when I invest in hedge funds 

-  Look at it sometimes but not all the time 

-  Know about it and its importance but do not use it 

-  Never heard about VaR 

9. To what extent do you use drawdown statistics? 

-  Use it sometimes but not all the time 

-  Know about it and its importance but do not use it 

-  Never heard about drawdown statistics 

10. To what extent do you use Beta as a risk measure for hedge funds? 

-  Always use it in the analysis and use it as the primary risk measure 

-  Use it as one of the risk measures to determine the risk 

-  Do not consider Beta to have value in assessing the risks of hedge funds  

-  Do not use Beta at all in order to determine the risks of a hedge fund 
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11. When analyzing hedge funds, to what extent do you pay attention to the correlation 
between a hedge fund and different market indices? 

-  Always take the correlation into consideration and it has an important role in the hedge 
fund selection 

-  Always take the correlation into consideration but it has not an important role in the 
hedge fund selection 

-  Correlation is only sometimes one of the deciding investment triggers 

-  Correlation rarely or never has an importance in the hedge fund selection 

12. How valuable do you consider the percentage of positive monthly returns to be as a 
measure of the hedge fund quality? 

-  The only important quality measure 

-  The best quality measure 

-  Very useful 

-  Useful, but only if used together with other quality measures 

-  Useful, but only sometimes in some situations 

-  Not useful at all 

-  Never heard of this evaluation measure 

13. How important are the external evaluations for your investing decisions? 

- Very important, use only external rankings/recommendations in order to make the in-
vestment decisions 

-  Important, use them in combination with own evaluations 

-  Less important, rarely use external evaluations in order to make the investment decisions 

-  Unimportant, never use external evaluations in order to make the investment decisions 

14. How valuable do you consider is a comparison between a hedge fund and a hedge 
fund index as a measurement of the hedge fund quality? 

-  The only important quality measure 

-  The best quality measure 

-  Very useful 

-  Useful, but only if used together with other quality measures 

-  Useful, but only sometimes in some situations 

-  Not useful at all  
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15. To what extent do you use benchmarking statistics? 

-  Before every hedge fund investment 

-  Sometimes, but not as a general rule 

-  Very rarely 

-  Never 

16. Do you compare returns and risks of hedge funds with a market index? 

-  Before every hedge fund investment 

-  Sometimes, but not as a general rule 

-  It is different for different funds, compare some and do not compare others 

-  Very rarely 

-  Never compare hedge funds with a market index 

17. To what extent does the market view of the hedge fund manager influence your in-
vestment decisions? 

-  Prefer hedge funds where the manager’s view is in line with the own market opinion  

-  Read the manager’s market opinion but do not base the investment decisions on that 

-  Do not think the market view of the hedge fund managers is important, trust them to do 
a good job anyway, use other evaluation methods instead 

-  Never read the managers’ opinions 

18. To what extent do you analyze the investment strategy of the hedge funds before they 
invest? 

-  Only invest I hedge funds with strategies they feel comfortable with 

-  The investment strategy do not have a major impact but is still taken into consideration 

- Make the investment decisions based on historical returns etc., do not consider the in-
vestment strategy as important 

19. To what extent do you use Sharpe ratio as the evaluation method of a hedge fund’s 
quality and skills? 

-  Always look at the Sharpe ratio before investments and use it as the foremost evaluation 
method 

-  Always use it but together with other evaluation methods 

-  Use it sometimes, together with other evaluation methods 

-  Know about it but do not use it 

-  Do not know what it is 
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20. To what extent do you use Alpha ratio as the evaluation method of a hedge fund’s 
quality and skills? 

-  Always look at the Alpha ratio before investments and use it as the foremost evaluation 
method 

-  Always use it but together with other evaluation methods 

-  Use it sometimes, together with other evaluation methods 

-  Know about it but do not use it 

-  Do not know what it is 

21. To what extent do you use other evaluation ratios like Sortino ratio, Treynor ratio, In-
formation ratio or any other evaluation ratio as the evaluation method of a hedge fund’s 
quality and skills? 

- Always use one of the ratios before investments and use it as the foremost evaluation 
method 

-  Always one or more of these ratios but together with other evaluation methods 

-  Use one or more of these ratios sometimes, together with other evaluation methods 

-  Know about one or more of these ratios but do not use them 

-  Do not what they are 

 


