I ESTRELE HEDGE FUNID INDEE BUSINESS (5 & ZUST CENTURY
mreemTion, B already 'S o meed of redmvenrion, assens Maar
k. managing penner of Congquest Capial Group

Malek's no ke pbserver of The markes Ffor porcfolics than rack
hedoe fund benchmarks. His Mew Fork Ao is among 2 small b
fHonemined groop of plagers rying 1o comvinoe the workd chas
here's a bemerway ooomun an imeescabie index in the aliemartive
v esIment space. Foarpeas-old Condguaesn Capril mmesa quanie-
o el manapad index fumd for ins oo oeal irreespors and wealdiy
mediv idimls The ook Capmning the Hon's share of renams o ke
Pommodiny rrding advisers (T4 ) marker, one of severl Sme-
riesw [dhin the Droad¥ defined beadge fomd o erse.

Conquest Masaped Funines Selecr, che firm's CTA index fund,

Bunched in 1oy, and =0 has barely had dme 1o proee fosedl.

Malck aimady @iky of siending his mascenn mdex ing fran-

Civiee, speaking of plans for other quams-based foreesrable hedge

el imedier=. In far, e bodd ly aspires oobe dhee alemace Ives-

g workd's john Eogle, a refemnce 1o Vanguard Croup's fosnder
bo0s lleruamec e whe Sy ecpatey Sndee ool fomd) 3oy cars ago.

The rwist s char Malke ks fimm uses comparer models 1o manw har
e Claims | 3 superior index ng prooess for mpticanng the eoams
b b e fumds and managed funies. That's in oonerast o e e

2 0 ireessrabvle haedige fund produces whikdh began appearning a
Foars ek and shase a common fezmre: of rying pre-exiamg
g fumds 10 mack a benchmark.

Malek's wision 15 comroyersal o some, 17 mor most hadge fund
s Indord, somedemiss the ldea of quam- basad indexing as,
i best, an eXpermment and 31 worst, 4 hopelessly matve schome

han can't possibly replane the @ieon of those Umn managers
botie proven chemseives. Meamwhile, Malek's noawinning oy
il | o imdhery by Changing just a2 mere 1 perenn T for
b CTA index fund, a pimance in 2 usiness whene che so-called
o-and-2o smandand pridng dominaes—2 perceni of ames and
o percem of profies, mamy .
Fer Malke ks nov 2o i a0 chan qunr-hased #fTanes ane a e
20 indr oDy morecIRE §of Spring 3 mPT-sennay ¢ perfonmanoe
el of hedge fund stRregies. Monethedess, Tt remapns 1o Be seen
i the quanx grab a sigmificane =kce of the marke for ireesmablc
e diam dndices. The armval of indexing is alw 21 4 CONIENDous
fufar, and chon isory seormes oty 0o nepem el how

g with meosT A0 M o e nng Some comer of reesrng,

¢ B mep i rodling oon prodisc. By char siandand, che new mew
e of oy s L2l Radoe fand indioes has begren, The mices Comsi-

ols: example arrteed in Sspember, w hen By dox low csimenis, the
i fund comparmy kmow nfor s nnovacy e Her ol Index Samsde,

v estable indices cla
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Ernmchesd Epdex Abeolume Renam Fund.

Eydex blls fis now fand a5 a quancoacreely diven, mlo-s16
ey hedpe fund in a manad-fund fomar The lovescmenr goal
wihich |x 2 fiesn for 2 momiasl fund, & penemcng “remm and sk
chamrme st of che hedge fund mivers,” axonding oo the pro-
spromis. Thene e 4 momiber of merual funds than paarsne hadpo
fund-Hie: srrasegries, =ach 25 markerneucral and long-shom, b
Eypdex Absohne Rerm &= dhe S muonisl fund 1o quasmrd ey
purexs: muitple hedge iund syles under one nood.

As the labol implies, quancianhe-based simeegies am dismn
guishisd by a skvish depemdeno? o (omERer models. & dulfer
ent madel prevails with the fmoware of Ivesmble Badge fund
Indscrx, 'w hich mrack benchmamios paisishesd by S1andard £ Poors,
MECL Dow fones, CEFRTremon and mthers. The SCF Hedge Fund
Indax, for exaample, 15 comprissd of moaghly jo hedpe fands. Ths
Fooes om individual hedge hond manapers makes che first e
able tndices comparabie, 3 kas sapericially, 1ot crdaiona)
Eeedgr fund of fomds—a dar cider sy tar also seeks oo ol
adreersifed mix of hedge funds, albeir by ehying om 2 qualicid o
apprmach vo picking funds.

Imiesting in muliple mazagers and rpaciagng te siranegy
im one fund could handly be more: dissimdlar from 2 quanc-syed
wiew of hedpe fands. The lamer 15 aworld w hese compuners iden
rify and chen spiv o niles for producing the famors, or ok
imescmemt characreristics thar define a ghven scramegy. “In's
Iryleg o capnae the Rmm sieam, Bascally the B, of
Imdex, " Jusain Dew, a senior hedge fund specalist ar Srandard
& Poor's In Mew York, srs of quant-based indecing for hedgo
fonds. ¥ mempas @ recrearing the Boma of cermain hedge fund
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I Jet are Beoom g mods and mose poplar”

Jefl feeeph, managing disecror of Fpden Caprlial Panness, profers
he parmn sk DHoesod beas for desoribing e fooms of his fimms Ak
eodue Betum Fund. Bur chix isn't pour father’s Bem than dicaies
the mechanics in ranning comyenonal ogary indioes Hiethe S0P
Foc. “linlk: going long caly, skill-besed braas requir kyerg,
ierte iy s amed or shoring oo exenme, and thar's wiry pour ppd-

imeesmior cm'n oo i° eseph axplains. “Bun they's =il beras.”
Abeciun: Reoam Fund's Bes e spmd 2o Sk cansgones:
% - Inc i arterage, kongUshon squity, merper annimge, mar
neunsl, aamencdes and commodinies.
T s o oormpraners for o e by and sl decions i hand
new, although quantimoecly mpbicrng 1 brod ssah ofakema
trremmien Eedls = ety 4 new amfal oo che fnanca] some.
P O, C 15 0T O EXeio : ML |15 Manageme T,
i Princeion, Mew Jersey ©ompemy thar's Been quietly inning
cubk index of managed fomims perf e o msmaonal
esiors since 13 Roaghly it Bdlion is omrendy macking the
Imdic, sy E Eary ke, =nioryie prsidem ar Moum lnce. The
i diversificd among 23 fomes markers in oumencEs,
odaries amd el imcomae, and the Sisnegy allows for going
ong of shom ineach groap, depending on made mends.
“We'veaiw s beliored chere's a bera 1o hadge fund imesting,
bexdgr: famds dom'tw ann el you than Beamse thar woakd
: with thedr incemiee fee,” b comends. ML Tounders,
[arinman Framk Vanmorson and Frosidem Tomooy Rudderow, b
thar a s index shoukd demorsarane che renims of an Fser
e Thar's indepemdenn of manager =il Ixconminoes. B them's
1 T oo hivw e o can charge Tor such 2 servioe. Aocordingly,
he price: of thie ML Index & mo meom tham 2 M 7% e poins.
The s of fees ulomarely finds fsway o any disasson of
bl Bxdge fumd indices, 2 Ralm e promors imell a5 1
IR less exomsdve ey 1o hedge-fond k. I 2 sensitve sabjact
o 2 iy thar othemy s fastifios hefry foeos by doming
e fumids em e in i, or manager skl Prdiorably, e quan
gecsd ke s D oo differ, asquing char bea ma ke up the Bulkof
e funid rereTe, amd =0 beta pridng shoulkd be the nom.
“There's mod bera than alpha in [Bedge fond | ROmms,” sy
Yarger, wivo heads the rsesh division of Panmers Group, 1
10, Swirneriamed firm than weoendy oeansd 3 quank-driven mus
sraneqy imiesrabie hedge fand prmsiuc thar charges no mone tham
1.5 peErmenr . “Fou @n acnelly mioded | hedge fomd] e qume
L Omcey ou cam modied fr, you cam repiice it pesstvely and cm
- zotid bemchmarks and imvesomen vehickes den mplicar: hadge
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fuunds chooagh cholr et o pose: "

Tha new Evesed] of quant-ooiemed hisdge fand ndieers coivcines
bcith ek ool Baschge Pramid s amad che first genemarion of mestabic
hedge fund indice= The formerane ll poo ofen Charging dor aipka
i de'livering bz, goesihe complaine. Meamy ke, bulkding in-
vesrlbie hesdge fond ndices By imeescng Inavameny of indtridual

managers 1s inherealy mispusded ar amy price, runs the other

JUT DELIVERING BETA, EUESTHE EIIHPLHH'I'

charge. Conquest Capials Malek srys thar Bdiding a managed fu-
s index By parhasng ol hedge funds is 2= mEnihommsd a5
o “pREEe” SRR 1Y I 10 2P0 the Squity marker's RO
by ow ming a mix o acrively masaged sock mumnl funds.

Exill, some argue than the Ars geseramion of imesable hedge
fund indices has avalable rede 1o play Doe mason, SEPs Dow
insims, 5 thar smme hedge fund smasgics an't ke qandmiely
modeled. A5 a real, manager-tessd mdoing offens Saegs
than & ofTHmes 1o aank-nin ndiees. When's mon, Jaam-basasd
indexing is unmrmad, Iew adds.

Arzach, moone mally knows i modeling and then buikding an
imesiabe index of mulripie beder fond becas will =xrred asa
lomg- 1ern proposioon. As the skepoics Bie 10 pols our, quant in-
dexing I comphcurd snf, which drerws chamges from some tha
thi: STy &= wally jo= 3 biack box of ancemancy

Inanmy case, separming slpha amd bem emains popaks in che
imrestment indunsy genemlly, and the rend doemm'tend ar de
doommep of Al M Tresimes. “Hadge fund Ben. srmcgies
cleary rsemble mdidona inds fund SRSEES, I8 WECINWIDR
nules for kaow 1o implement them, and these rales a0 0o seoeL”
wrote T A sness, managng! foanding princpal of AQE Capinl
Management, 1 quam-orienoed hedge fund in Greemaich, Comm,
in chee Fall 220y, temac 0fThe rsol § Porgolis Moo,

Samply pan, Ir's moa geing any eaxier o dismiss the modon
of hzdge: fund bems. “Theomoically, chere'’s enoagh research om
thiw om hiow y o can renmrraively Rpticie helge fond S
gies,” 5% Thomas Schnoew o, 4 Eolessor an the Unkersoy of
assacimse s, Amberst, and diecor of the insodosmon’s Cenier
for Imemanonal Seamides & Derhaoes Markes.

One of the: sors of =ach ressarch is Dawid Heieh, 2 professorof
finanice ar Dk nv ersiny w ho's smodied so-calied facror models for
hadge funds. Among his Snd ings an: than seven Do explan 5
mmuch 2 Ba percent of momhly renormyaraions in dfsersifiad bl
fund porfollos, aconcheson disoussed in e amick: he oo-anhoesd
thar was pairtishod in tee Sepremiber Dot 700, Finascold napds
jszmal Wit Mosoge moemily sk Hsieh ifsuch 2 Anding pro-
rikad the: st for munmang fam o bt hid pe fumds. Inan amail 2



sponar, heepled ten the seven-Tarror mode was 4 sEning poim
fer “underaamding the oyl sk o boedge funds

Malang the: eap from thisory 1o rea b wosd money T NEgeme m
15 =l permscus, Hsleh adds. “I the objertree & 1m0 replicans haioe
Ml re s g some qpandae mosded, by ould sy char the
amsrwer |5 srllwery much wpin the e "

One profriem, aconding o Hsled, Schneow o5 and others who
oiierwise e che mimenoe of hed e fund Teoors, 15 thar =ome
straneies kend chemselves 10 quanmaiye modeiing, ur some

don't. The iy e approach is “very appiiciie rod cerain
s ol sTRueTies, oot po chers,” agroes Barmy Cobrin, president
of Trmont Capiml Mamagement, 3 Bye, M.T- ased hedge fund
consulancy and badge fand of funds manager. Rydex's fosph
conaars, nocing char =everml hedge fand siragies, suchas global
T, &t et in s A bsobare Bemm Fomsd

Bur Tor those hedge: fund/managed faees sicnegies thar can
b generaied quanoraereely, thie ceee Tor 3 quane o i oo
peiling, ar least on paper. Than's andy bocmse the comperidon
among hixdge funds penenlly &= growing, I, &= some smacgiss
ppraficr, hessge fund reparns wll diminish 2 more dollars dese
periomans, the mhafrely expensive parh oo ieesdng in the
alemantve space e By dex, Conguest and Moum Lacas Manage
mezr offer may find 2 g adicna.

Malek sums up the oppomanity by opining, ©] chnk the heige
Mo word L mipe Tfor a Vanguand of hedge funds "

‘Whether quant besad hadge fund tndoey ng fafls or succeosds |
for che ime being che P werse of Umeestabile hesdpe fomd indice=
= ms 0o b in che cross baims of a new grocemcion of indeing up
sars. “The v emalike indioes oo e fght mew haee nothing oo
dowith extrcing msk premia,” dleges Tacger. “They re basically
i bunch of managers Being pulled popedher, In 3 mone: oF S5 ran
domway. They w much mon: fond of funds dean indios "

Ir's imciear & the marker will =rep ihe progresstee view of thi
Baepers and Makeis or mke 2 more moanced e by agresing
tha the eatier genemion of invesizblke indices have medl nex
o fhear guanc-basd aiemarves. Ryde, for one, has an mcsty
phllo=opiny, offering Both a mamager orenoed fond of fomds forin
et inelecing v ia frs Sphire Fund fwinich mracks the SEP Hedar
Fund Indéx ) and s new quane rem Sbeciune Renam Fund.

Mo marter the debare over who's por the bemer nadex fond, this
maxch seems ciear Thene's 3 grow ing acrepnoe thar hedge fund)
betas o and char dhose becas can, 1o d degree, B explolned In
the read workd The real debese will cenies on Bow DBest oo G
this=e bems, and ten promises 1o be 2 long and imcrasingly mo-
mica] desrisson abea imple menamon

Izrde img ol mary e abom kverging simplicicy and effH
ciency on Behall of enhanoed fsk-adjused reoams, B no one
o if s passtve meesimgs ceoharion woukd be casy.
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Fopai=m |r sprading o the comvemible by marer 15
wil. ko, forone, beieves thar comeerdbie bond ariblmge: 154n
irrraiabe b esmen Aamiegy thar should be svallable to awider
s 2l of rersors. "By overy maosan ol is k- st dievi o,
Heaml-varanoe dow nside veolamiiimy, sk of absslie loss—Toven:
Ibe vt sTnirgkes e e s ky chean moes Dy e oS,
he sxys. “In che worst years of 3 comrseribie arbdmmage: fomd you
g s 0 perne an ofy oL money, Bur compas: thar o thew orst
j oy i euEThes W here you might easdly o 3o pesen or mone of
JoLr IO Ve r Mot irreestors are pescho e froem Inoorpararing
e arn g AraneTies berse of SEC edios ™

Whik cpinionsvary on comvemible ponfclio percenEges and
sucbiliry, chey conform o acooent locarkon: Comermbie bond
famds—arbiimge of long—are bea sored for ox advanaged o
couns. Annual pemoeer for mos funds 1= high. “Comparned o
&n ey fund, SUr OEmOoYeT Rl e from oo percent 12 me
pencema,” says Damsmmone. “1don't Enow how o Mmanage 1 0o0-
werihie ponfobo, cven in 4 normal manker, that En 2 keast in

£he SO pee N MOV ET [REgE"
Berausr of 2N anemic performemcr, both comsemible bonds

el corre eribie o arterrage have lee some of (helr losier. The
Froley, Eevy Comenible Seurin Index was down o520 percem
In: 3oey md up 172 percent chrough Oopober 2005, kMoam hile,
chrough Doapier 200, the (5P Tremomn HEDG Comeendbie 4 F
brhmage Inde was down 308 perem i @ining @ gl percen in
. Imvesions mepanded pradiaably: Comemible Bond fonds,
which vook In #6d4 milson in 2004 and abour 43 Billon in e
s ourflow s of 474 millon through e o5, acoording 1o
dara sppregaied by Financial Research Comp.

Reoem markerw rakoness in the oo endbie Bond merrket cougyied
w Ith ireemor aniparty could spedl appomurery for oo ke and dis
ciptned et riaoon alterenrs. “Le any thing ek, te pricey o py
infanoes the sk eness of the SOEry, " S5 s Tisks, “Tw opars
S0, [T A T for 2 oo el bomid weas wery risky, Seangh
i Beppencd wirh sspulasry hecause of the: hot markes. Today, Buying
sraight correeibies 2 3 oo s g ook amRe e
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