
Our Investment Policy Research articles provide an in-depth look at due diligence that 
has been completed by the BAM Advisor Services investment policy committee (IPC). We 
hope you find these articles to be educational and that they offer insight into the policies 
formed by our IPC.

I recently received the latest copy of Financial Analysts Journal, which always contains a 
few must-read articles. The first one I read was from the editor, Stephen Brown, titled 
“Why Hedge Funds?” The article lays out the case for why hedge funds are worth a 
second look. As Brown’s article points out, hedge funds got significant negative publicity 
in 2016, notably from the decision by CalPERS to withdraw a substantial amount of assets 
from hedge fund strategies. The article comes across as a “don’t throw the baby out with 
the bathwater” type of piece.

Over time, I’ve migrated to Brown’s camp in the sense that I think the evidence shows that 
some hedge fund-esque strategies can improve portfolio risk-adjusted returns at the right 
fee levels (which, by the way, should be significantly less than the standard 2 percent plus 
20 percent of profits in most cases). However, I don’t think you can use monthly returns 
data to make the case, which appears to be the data frequency used in the FAJ piece.

INVESTMENT POLICY RESEARCH:

Why Hedge Funds? 
Another Perspective
By Jared Kizer, CFA, Chief Investment Officer January 2017

http://www.cfapubs.org/doi/pdf/10.2469/faj.v72.n6.6


4 

The Problem With Monthly Returns

It might seem like a small issue to quibble with the use of 
monthly returns; in reality, that’s far from true. With hedge 
funds in particular, there is ample evidence of stale pricing, 
meaning the security prices that are fed into the calculation 
of a hedge fund’s monthly returns commonly appear to be 
stale. As the article notes, a number of hedge funds focus on 
the illiquidity premium so this result shouldn’t be surprising. 
This stale pricing has three distortionary effects:1

1. Returns volatility appears artificially low.

2. Sharpe Ratios, consequently, appear artificially high.

3. Market betas appear artificially low.

In other words, using monthly returns overstates the 
attractiveness of most all hedge fund strategies. The negative 
effects of stale pricing data tend to wash out at quarterly 
and annual frequencies making performance statistics more 
reflective of reality (and of course less attractive).

Examining the Credit Suisse Hedge Fund Index

I’ll illustrate these distortionary effects using the CS Hedge 
Fund Index, which is one of the two hedge fund indexes 
referenced in the FAJ piece. This index has the benefit of 
being around since 1994 and having a reputation for better 
data quality (e.g., less survivorship bias) than some other 
indexes. In Figure 1, I graph annualized volatility using 
monthly, quarterly and annual returns for the CS Hedge Fund 
Index and the S&P 500 over the period of 1994–2015.

Figure 1: Annualized Volatility (1994–2015)

As Figure 1 shows, the estimate of annual volatility goes up 
for both indexes but the percentage increase is much larger 
for the CS Hedge Fund Index. Further, the 10.7 percent figure 
is likely a much better estimate of the “true” volatility of the 
index of hedge funds and starts to diminish the claim that 
hedge funds as a group have relatively low volatility. Figure 2 
graphs the Sharpe Ratio of the CS Hedge Fund Index and the 
S&P 500 using monthly, quarterly and then annual returns.

Figure 2: Sharpe Ratio (1994–2015)

Here, the Sharpe Ratio goes down indicating lower risk-
adjusted returns after correcting for stale pricing. As before, 
the results move in the same direction for both the CS Hedge 
Fund Index and  the S&P 500, but the percentage change (in 
absolute value terms, of course) is larger for the CS  Hedge 
Fund Index. Figure 3 graphs the estimated global equity 
market beta of the CS Hedge Fund Index using monthly, 
quarterly and then annual returns.

Figure 3: Market Beta (1994–2015)
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1 From a technical perspective, these distortionary effects are the result of the positive autocorrelation induced by stale pricing.
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In this case, the estimated market beta goes up, indicating 
that hedge funds do have more equity market exposure — 
and therefore provide less diversification of equity market 
risk — than the monthly returns indicate. Finally, let’s look 
at the estimated alpha of the CS Hedge Fund Index using 
contemporaneous monthly returns of the right-hand side 
regression variables and then contemporaneous as well as 
lagged monthly returns for the right-hand side regression 
variables.2

Table 1: Six-Factor Annualized Alphas (3/1994–12/2015)

Alpha (bps) t-stat

No lags 222 2.1

With lags 125 1.1

As Table 1 shows, annualized alpha goes from fairly large 
and statistically significant to smaller and not statistically 
significant.

All in all, I think the case is clear that monthly returns almost 
always overstate the case for hedge fund investment strategies. 
Investors would be wise to look at lower frequency returns 
when possible to get a better sense of the true performance 
characteristics of a particular hedge fund strategy as well as 
being aware of the other caveats noted in the FAJ piece and 
elsewhere.
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2 I use a six-factor model that includes the global MKT, SMB, HML and UMD equity factors from Kenneth French’s data library 

(http://mba.tuck.dartmouth.edu/pages/faculty/ken.french/data_library.html); the returns of five-year Treasuries less T-bills from 
DFA; and the returns of the investment-grade credit premium from Barclays Capital.
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