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estimators suited to very generic cases
would also be optimal in our case). However,
as our aim is neither to posit new theory
nor to make perfectly accurate estimates,
we take very basic statistical approaches. In
short, for a robust estimate of the smallest
number of hedge fund strategies that would
pass the UCITS VaR test, we simply take the
more conservative of our VaR estimates.

For the 1988-2009 period, we select at
each date the funds that have at least sixty
returns points, that is, five years of complete
data. For the graphs that show statistics
weighted by assets under management
(AUM), only funds that display AUM are
selected.

Cyclicality of VaR

Figure 31a: Cyclicality of VaR measurement (value-weighted)

Do UCITS VaR constraints protect against
operational risks?

A question not asked in the survey, but
important both for investors and for
regulators of investment funds is whether
UCITS VaR constraints do in fact serve as
protection from operational risks.

After all, since Value-at-Risk is cyclical and
poorly predicts financial risk, one may hope
that having Value-at-Risk as a selection
criterion will prevent investors from
selecting hedge fund strategies that are
the most susceptible to implosion. Figure 32
shows that before 2008 Value-at-Risk could
serve as a screening indicator to select very
risky hedge funds, as high-VaR hedge funds
imploded more frequently. In 2008-2009,
however, the crisis hit high- and low-VaR

Average Value-at-Risk, is cyclical, in particular for Global Macro and Event-Driven strategies, for Equity Long-Short, and, to a
lesser extent, for the other strategies. The analysis is not based on a rolling window, as always selecting six years of returns would
considerably accentuate the cyclicality of VaR estimates. In the graph below, the failure of high-VaR hedge funds and new hedge
funds with controlled VaR (or self-reporting bias) in the database contribute greatly to the shape of these curves.
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hedge funds in
low-risk hedg

Figure 31b: Cyclicality

discriminately; supposedly

e funds with leveraged also went belly up.

of VaR measurement (equally-weighted)

positions in highly correlated securities

On an equally weighted basis, average Value-at-Risk displays the same cyclical pattern—though slightly less pronounced for Global
Macro and Event-Driven strategies, where bigger funds appear more stable (or risk-controlled).
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Figure 32: Relationship between blow-up rate and Value-at-Risk

The dotted red curve (compared with the plain red curve) shows that the VaR of hedge funds that blew up or simply stopped
reporting was higher (before they stopped reporting) than the VaR of hedge funds that continued reporting. By the same token,
the dotted blue curve (compared with the plain blue curve) shows that the proportion of high-VaR hedge funds that blew up or
stopped reporting after three months was significantly greater than the proportion of low-VaR hedge funds that did the same. The

20% absolute VaR constraint is the threshold separating high- and low-VaR funds.

In 2008, the dotted and plain lines increased simultaneously at the same rate: the crisis affected both high-VaR and low-VaR funds

at the same time.
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16 - Dynamic models of the
variance of returns (Andersen
et al. 2007) generally imply
rising correlations when the
market volatility rises. After
all, idiosyncratic volatility will
tend mechanically to play a
lesser role when systematic
volatility rises.
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Although the greater correlation of risky
assets conditional on the state of the
economy is well documented (Engle 2002;
Andersen et al. 2007),'6 the increasing
importance of previously tame factors,
such as credit and liquidity risks, has led to
the de-correlation of strategies previously
considered highly correlated.

Although liquidity was once considered the
factor behind the spreads of government
bonds from the euro zone, the crisis led
to the resurgence of country credit risk
within the euro zone, and bond vyields
de-correlated.

These changing correlations and the
possibility of suddenly high realised
variance (or even the implosion) of
hedge fund strategies considered low risk
illustrate yet again the fragility of various
forms of historical VaR as a tool for risk
measurement (including the internal
measures used by many institutions). It
goes without saying that methods more
sophisticated than historical VaR will
be more stable and will provide better
forecasting power (see Andersen et al. 2007
for a review of more stable methods of
measuring and predicting risk).
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Founded in 1906, EDHEC is
one of the foremost French
business schools. Accredited by
the three main international
academic organisations, EQUIS,
AACSB and Association of MBAs,
EDHEC has for a number of
years been pursuing a strategy
for international excellence
that led it to set up

EDHEC Risk in 2001.

With 47 professors, research
engineers and research
associates, this centre has the
largest asset management
research team in Europe.

About EDHEC Risk Institute

The Choice of Asset Allocation

and Risk Management

EDHEC Risk structures all of its research
work around asset allocation and risk
management. This issue corresponds to
a genuine expectation from the market.
On the one hand, the prevailing stock market
situation in recent years has shown the
limitations of diversification alone as a risk
management technique and the usefulness
of approaches based on dynamic portfolio
allocation. On the other, the appearance of
new asset classes (hedge funds, private equity,
real assets), with risk profiles that are very
different from those of the traditional
investment  universe, constitutes a
new opportunity and challenge for the
implementation of allocation in an asset
management or asset-liability management
context. This strategic choice is applied to
all of the centre's research programmes,
whether they involve proposing new methods
of strategic allocation, which integrate the
alternative class; taking extreme risks into
account in portfolio construction; studying
the usefulness of derivatives in implementing
asset-liability management approaches;
or orienting the concept of dynamic
“core-satellite” investment management in
the framework of absolute return or target-
date funds.

I 40% Strategic Asset Allocation
45.50 Tactical Asset Allocation
11% Stock Picking
3.500 Fees

Source EDHEC (2002) and Ibbotson, Kaplan (2000)

An Applied Research Approach

In an attempt to ensure that the research
it carries out is truly applicable, EDHEC has
implemented a dual validation system for the
work of EDHEC Risk. All research work must
be part of a research programme, the relevance
and goals of which have been validated from
both an academic and a business viewpoint by
the centre's advisory board. This board is made
up of internationally recognised researchers,
the centre's business partners and
representatives of major international
institutional investors. The management of
the research programmes respects a rigorous
validation process, which guarantees the
scientific quality and the operational usefulness
of the programmes.

Six research programmes have been
conducted by the centre to date:

¢ Asset allocation and alternative
diversification

e Style and performance analysis

® Indices and benchmarking

® Operational risks and performance

® Asset allocation and derivative
instruments

® ALM and asset management

These programmes receive the support of
a large number of financial companies.
The results of the research programmes
are disseminated through the three
EDHEC Risk locations in London, Nice and
Singapore.

In addition, EDHEC Risk has developed a
close partnership with a small number of
sponsors within the framework of research
chairs. These research chairs correspond
to a commitment over three years from
the partner on research themes that are
agreed in common.
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The following research chairs have been
endowed to date:

® Regulation and Institutional Investment,
in partnership with AXA Investment
Managers (AXA IM)

® Asset-Liability = Management  and
Institutional Investment Management,
in partnership with BNP Paribas Investment
Partners

*® Risk and Regulation in the European
Fund Management Industry,

in partnership with CACEIS

e Structured Products and Derivative
Instruments,
sponsored by the
Federation (FBF)

® Private Asset-Liability Management,

in partnership with ORTEC Finance

® Dynamic Allocation Models and New
Forms of Target-Date Funds,

in partnership with UFG

® Advanced Modelling for Alternative
Investments,

in partnership with Newedge Prime
Brokerage

® Asset-LiabilityManagementTechniques
for Sovereign Wealth Fund Management,
in partnership with Deutsche Bank

e Core-Satellite and ETF Investment,

in partnership with Amundi ETF

® The Case for Inflation-Linked Bonds:
Issuers’ and Investors' Perspectives,

in partnership with Rothschild & Cie

French  Banking

The philosophy of the centre is to validate
its work by publication in international
journals, but also to make it available to
the sector through its Position Papers,
published studies and conferences.

Each year, EDHEC Risk organises a major
international conference for institutional
investors and investment management
professionals with a view to presenting
the results of its research: EDHEC Risk
Institutional Days.

EDHEC also provides professionals with
access to its website, www.edhec-
risk.com, which is entirely devoted to
international asset management research.
The website, which has more than 35,000
regular visitors, is aimed at professionals
who wish to benefit from EDHEC's analysis
and expertise in the area of applied
portfolio management research. Its
monthly newsletter is distributed to more
than 400,000 readers.

EDHEC Risk Institute: Key Figures,
2008-2009

Number of permanent staff
Number of research associates
Number of affiliate professors
€8,700,000
| €5,900,000

Overall budget
External financing

Number of conference delegates

Number of participants at
EDHEC Risk Executive Education
seminars

Research for Business

The centre's activities have also given rise
to executive education and research service
offshoots.

EDHEC Risk's executive education
programmes help investment professionals
to upgrade their skills with advanced risk
and asset managementtraining across
traditional and alternative classes.
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The EDHEC Risk Institute PhD in
Finance

The EDHEC Risk Institute PhD in Finance
at EDHEC Business School is designed
for professionals who aspire to higher
intellectual levels and aim to redefine the
investment banking and asset management
industries. It is offered in two tracks: a
residential track for high-potential graduate
students, who hold part-time positions at
EDHEC Business School, and an executive
track for practitioners who keep their full-
time jobs. Drawing its faculty from the
world's best universities and enjoying the
support of the research centre with the
greatest impact on the European financial
industry, the EDHEC Risk Institute PhD in
Finance creates an extraordinary platform
for professional development and industry
innovation.

The EDHEC Risk Institute MSc in
Risk and Investment Management
The EDHEC Risk Institute Executive MSc
in Risk and Investment Management is
designed for professionalsin the investment
management industry who wish to
progress, or maintain leadership in their
field, and for other finance practitioners
who are contemplating lateral moves. It
appeals to senior executives, investment
and risk managers or advisors, and analysts.
This postgraduate programme is designed
to be completed in seventeen months of
part-time study and is formatted to be
compatible with professional schedules.

The programme has two tracks: an executive
track for practitioners with significant
investment management experience and
an apprenticeship track for selected high-
potential graduate students who have
recently joined the industry. The programme
is offered in Asia—from Singapore—and in
Europe—from London and Nice.

FTSE EDHEC Risk Efficient Indices
FISE Group, the award winning global
index provider, and EDHEC Risk Institute
launched the first set of FISE EDHEC
Risk Efficient Indices at the beginning
of 2010. Initially offered for the UK, the
Eurobloc, the USA, Developed Asia-Pacific
ex-Japan, and Japan, the index series aims
to capture equity market returns with an
improved risk/reward efficiency compared
to cap-weighted indices. The weighting of
the portfolio of constituents achieves the
highest possible return-to-risk efficiency
by maximising the Sharpe ratio (the reward
of an investment per unit of risk).

EDHEC Risk Alternative Indexes

The different hedge fund indexes available
on the market are computed from different
data, according to diverse fund selection
criteria and index construction methods;
they unsurprisingly tell very different
stories. Challenged by this heterogeneity,
investors cannot rely on competing hedge
fund indexes to obtain a "true and fair"
view of performance and are at a loss
when selecting benchmarks. To address
this issue, EDHEC Risk was the first to
launch composite hedge fund strategy
indexes as early as 2003.

The 13 EDHEC Risk Alternative Indexes are
published monthly on www.edhec-risk.
com and are freely available to managers
and investors.
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