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This paper investigates the importance of correlation risk exposure in explaining cross-sectional differences in hedge funds' performance and risk. While hedge funds and mutual funds are both pooled investment vehicles with a delegated portfolio manager they differ in important ways. 
Differences in both legal frameworks and investment mandate imply that hedge funds are more exposed to correlation risk. A hedge fund's ability to enter long-short positions can reduce a fund's equity market beta, but it exposes the fund to unexpected changes in correlations.  Hedge funds' investment mandate of achieving absolute returns induces hedge funds to implement long-short strategies and use derivatives to reduce total risk and market beta. The risk profile inherent in long-short strategies is different in nature from those related to the use of directional options and dynamic stop-loss strategies, because it exposes a fund particularly to correlation risk rather than volatility risk.


Building on empirical and theoretical work showing that assets exposed to market-wide increases in correlations command a risk premium, we examine hedge funds' betas with respect to a factor-mimicking portfolio for correlation risk. To investigate the impact of correlation risk in the cross-section of hedge fund returns, we construct a time-series of variance and correlation risk premia from 1996 until 2008. We use market data from actual correlation swaps to measure pure correlation risk.  We find that high correlation risk exposure explains a statistically and economically significant percentage of hedge funds' absolute returns and that correlation risk is priced in the cross-section of hedge fund returns. We find that funds with negative loadings on the negative correlation risk premium have maximum drawdowns that are higher than those of funds that sell protection against increases in correlation. Failure to account for correlation risk exposures leads to an overestimation of funds' risk-adjusted performance. 


Our findings have important implications for hedge fund risk management, the categorization of hedge funds according to risk exposure and recent legislation that allows mutual funds to follow so-called 130/30 long-short strategies.

