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Executive Summary

Hedge fund managers typically have substantial experience in global capital markets, either as investment manager, investment analyst or proprietary trader. Their expertise is often presented to investors as a virtual guarantee for superior performance. To verify the above claim, several authors have studied the risks and performance of hedge funds (Fung and Hsieh, 1997, 2001; Ackermann, McEnally and Ravenscraft, 1999; Brown, Goetzmann and Ibbotson, 1999; Agarwal and Naik, 2000a, 2004; Mitchell and Pulvino, 2001…). In these papers, no allowance for systematic non-normality risks was explicitly made while assessing hedge fund risks. As they used static asset pricing models, these authors also failed to recognize the highly opportunistic strategies hedge fund managers typically follow. The purpose of our research is to highlight these shortcomings and to show that a failure to capture the dynamic asset allocation of hedge funds and the non-normality in their return distribution has important bearing on performance. 

The early performance studies commonly ignored the departure from normality of the distribution of hedge fund returns. Recent research however has made it clear that, due to the use of options and dynamic trading strategies, hedge funds exhibit option-like features in their returns and have significant left-tail risk. To capture the convexity in their return and the departure of their distribution from normality, a new literature recently related hedge fund performance to the payoffs on lookback straddles (Fung and Hsieh, 2001), to short puts on stock indices (Mitchell and Pulvino, 2001; Agarwal and Naik, 2004), to short puts on high-yield debt (Okunev and White, 2003), or to quadratic and cubic market returns (Ranaldo and Favre, 2003). Unlike previous authors, this research models departure from normality with systematic skewness and kurtosis risk factors and analyzes, for the first time, the impact of systematic non-normality risks on the abnormal performance of hedge funds. 

The second assumption that is typically made while assessing the risk-return relationship of hedge funds is that of constant risks and constant abnormal performance. Due to their private nature, hedge funds have few restrictions on asset classes, derivatives, leverage and short-selling compared to more regulated investment vehicles such as mutual funds. This allows for investment strategies that are typically highly opportunistic and thus have risk exposures and performance measures that strongly fluctuate. On this ground, it is sound to drop the assumption of constant expected return embedded in the traditional performance models and to evaluate performance within a conditional pricing model instead. By allowing the measures of risk and abnormal performance to vary with a set of predetermined information variables, we wish to capture parts of the dynamics in the trading strategies that hedge fund managers typically follow.

The paper underlines the inaccuracies of previous papers that assume normality in the distribution of hedge fund returns and constant factor loadings and highlights the role of systematic non-normality risks and conditional information in assessing hedge fund performance. The results are threefold. First, systematic kurtosis and skewness risks are the two most important drivers of hedge fund performance. They explain the returns of 69% and 66% of hedge funds, respectively. Second, information variables available at time 
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 model the dynamics in the risks and abnormal performance of hedge funds. Third, a failure to account for systematic non-normality risks and conditioning asset allocation leads to wrong statistical inference on performance for 30.19% of hedge funds and to a 1% overstatement of their annualized abnormal performance. On average, non-normality risks and conditional asset allocation explain 15% of the abnormal performance that was previously identified. In other words, the average abnormal performance of hedge funds is not as good as once thought.
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