‘ Given any trading position,
like craps, sometimes you win
and sometimes you lose ’

comment

Assessing the strengths of a hedge fund manager

By Ira Kawaller, founder, Kawaller & Company

HOW DO YOU RATE a hedge fund manager?
One way is to assure that he or she has the capac-
ity to stick to a strategy, thereby generating returns
consistent with expectations — expectations that are
typically based on historical performance.
Unfortunately, these assessments can be compli-
cated as many money managers’ track records are

as large as possible, but when they do, analysts
should be smart enough to realize what’s going
on. And second, trading history can be represent-
ed in a myriad of ways. This variety or representa-
tions creates a bit of a quandary.

To some extent, this quandary may be mitigated
— or at least addressed — with the aid of the Sharpe

fairly short-lived. Making a judgment based on the
fact that a manager made nice returns over the past
couple of years is a demonstrably deficient extrapo-

lation of a small sample experience. Put another
way, evidence of gains, by itself, is not enough.

A second consideration is often the funds vola-
tility or drawdown history (an accounting of past
losses - either period-to-period or peak-to-trough).
For many, a record of large drawdowns or high
volatility automatically disqualifies a manager or
asset class from further consideration. But this
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view, too, is overly simplistic.
Consider, for example, the
choice between two invest-
ment programmes. Assume
both require a cash invest-
ment of $250,000, but one
defines the account size to

. be $250,000 while the other
| defines the account size to be
| $1m. Assuming identical trad-

ing under the two designs, it
should be clear that the smaller
account size will report returns
and volatilities of roughly

four times those reported by
the account with the higher
notional size. These two designs
would have identical values at
risk, but the manager of the
accounts having the larger
notional size would stand to
earn four times the administra-
tive fees, relative to the man-

ratio. Despite its appeal, however, the Sharpe ratio is
not a panacea. While higher Sharpe ratios will likely
be preferred to lower, comparisons across managers
and/or strategies may lead to misleading conclu-
sions, as seemingly appropriate inferences may not
be valid if the two respective return distributions are
dissimilar — as is often the case. Also, programmes
that are based on the same trading histories, but
constructed with different notional investment
increments, will have different Sharpe ratios.

Arguably, the better way to handle the question
of volatility is to let an optimisation programme
sort it out for you. But this advice also deserves to
be tempered. The reservation arises because even
though optimisation programmes are now state-of-
the-art, reliance on them is often based on a shaky
foundation. That is, the ‘solution’ requires input-
ting information about the expected returns and
risks of the prospective portfolio components, as
well as information about their co-variances.

Common practice typically relies on historical
analysis to come up with these inputs — but what
history? Should the inputs be derived from the past
three months of data, three years of data, or what?
While there is no ‘right’ answer to this question,
whatever the chosen time span, one thing is clear:
the user of an optimisation programme should not
assign a particularly high confidence that historical
relationships will continue in future periods.

In considering the track record, the most rel-
evant statistic should likely be the strategy’s
expected return. The longer the history, the greater
the confidence one should have in this estimate -
provided the historical results reflect a consistent

investment approach over the reporting period.
Without such consistency, or without an extended
historical data series, no statistically valid conclu-
sions can be made. It should be understood that
whatever ‘due diligence’ means, it doesn’t meet the
standard of being statistically valid.
Unfortunately, given the nature of the data
which is available for analysis, the most sophisti-
cated statistical tools can’t overcome the fact that
we live in a probabilistic world. Given any trading
position, like craps, sometimes you win and some-
times you lose. A sound philosophical basis for
trading, however, loads the dice in your favour. M
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ager of the smaller accounts

— assuming both applied the
same administrative percent-
age charge. The participation
charges, on the other hand,
would be about the same for
the two designs, given that the
profits (ignoring administrative
fees) would be identical.

Two conclusions would
seem to follow: first, portfo-
lio managers should want to
make the account size to be

38 | 31 August - 13 September 2006 www.hfmweek.com

038HFM04206.indd 38 @ 29/8/06 10:39:01 am




<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /None
  /Binding /Left
  /CalGrayProfile (Gray Gamma 2.2)
  /CalRGBProfile (Adobe RGB \0501998\051)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Error
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages false
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /SyntheticBoldness 1.00
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams true
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments false
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage false
  /PreserveEPSInfo true
  /PreserveHalftoneInfo false
  /PreserveOPIComments true
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts false
  /TransferFunctionInfo /Remove
  /UCRandBGInfo /Remove
  /UsePrologue false
  /ColorSettingsFile (Color Management Off)
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputCondition ()
  /PDFXRegistryName (http://www.color.org)
  /PDFXTrapped /Unknown

  /Description <<
    /JPN <FEFF3053306e8a2d5b9a306f30019ad889e350cf5ea6753b50cf3092542b308030d730ea30d730ec30b9537052377528306e00200050004400460020658766f830924f5c62103059308b3068304d306b4f7f75283057307e305930023053306e8a2d5b9a30674f5c62103057305f00200050004400460020658766f8306f0020004100630072006f0062006100740020304a30883073002000520065006100640065007200200035002e003000204ee5964d30678868793a3067304d307e305930023053306e8a2d5b9a306b306f30d530a930f330c8306e57cb30818fbc307f304c5fc59808306730593002>
    /FRA <>
    /DEU <>
    /PTB <>
    /DAN <>
    /NLD <>
    /ESP <>
    /SUO <>
    /ITA <>
    /NOR <>
    /SVE <>
    /ENU <>
  >>
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


