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		Abstract

		In the first of two papers, we present a factor-decomposition based framework that facilitates non-parametric risk analysis for complex hedge fund portfolios in the absence of portfolio level transparency. Our approach has been designed specifically for use within the hedge funds-offunds environment, but is equally relevant to those who seek to construct risk managed portfolios of hedge funds under less than perfect underlying portfolio transparency. Using dynamic multivariate regression analysis coupled with a top-down qualitative understanding of hedge fund return drivers, we are able to perform a robust factor decomposition to attribute risk within any hedge fund portfolio with an identifiable strategy. Furthermore, through use of Bayesian-adjusted correlated Monte Carlo simulation techniques, these factors can be employed to generate implied risk profiles at either the constituent fund or aggregate funds-of-funds level. As well as being pertinent to risk forecasting and monitoring, such methods also have application to style analysis, profit attribution, portfolio stress testing and diversification studies. In this first paper we present the technical foundations of such a framework. The follow-up paper (Part II) will present detailed application of the concepts discussed in Part I to a broad base of hedge fund strategies and funds-of-funds. 


	

	

	
		
		


	

	
	

		
		

	
	


	

	
	
	
		
	
	
	

	
	
		
		
			
				
			
		
		Keywords: hedge funds, risk analysis, funds-of-funds

	
	

	
    

    
	

	
	
		JEL Classification: F47, C11, C15

	
	

	
	

























    	
	
	
	
   	
	
	
	
	
	            
	















	











    
    










    
    
    
    
















	



    




	
		Suggested Citation:
		Suggested Citation
	

	
		
			Goodworth,  Toby R.J. and Jones,  Chris, Building a Risk Measurement Framework for Hedge Funds and Funds of Funds (2004). University of Cambridge, Judge Institute of Management Working Paper No. 08/2004,  Available at SSRN: https://ssrn.com/abstract=670089 or http://dx.doi.org/10.2139/ssrn.670089 
		
	

	

	
	
	

	
		
	

	

	
	
		

	










    
    










    
    
    
    





















	

	

	


	























	
	

		

		

		
		
		

		
		
			
				
					
						Toby R.J. Goodworth (Contact Author)

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				IO Investors  ( email )

			

			
			
				
				
				
					126 Jermyn Street
London SW1Y 4UJ
United Kingdom

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
				
					
						Chris Jones

					
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				
				
				


				University of Cambridge - Judge Business School  ( email )

			

			
			
				
				
				
					Trumpington Street
Cambridge, CB2 1AG
United Kingdom
+44 (0) 1223 339651 (Phone)
+44 (0) 1223 339701 (Fax)

				

				
			

			

		

		
	

	

	
	

		

		

		
		
		

		
		
			
		

		
		
		
		

		
		
			
				
			

			
				
				
				
					
					
					
					
				
					
					
					
						
					
				
			

			
				Io Investors  ( email )

			

			
			
				
				
				
					126 Jermyn Street
London SW1Y 4UJ
United Kingdom

				

				
			

			

		

		
	

	





	

	

	
	
		
	

	

	
	




				
				
				









	
	    












    
    






    
    







    









    
        
        
        
            
            

            

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    [image: PDF icon]Download This Paper
                    
                
            

        
    
        
    

            
            
                

                

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Open PDF in Browser
                    
                
            

        
    
        
    
            
        

    




















	














	
	    







 



	




	







	







































				

				

				
					
						

						
						

						

						
						

					
				

			


			
				
					
						
						
	










	
	    














	
	    














	
	    







	
		Do you have negative results from your research youâ€™d like to share?

		
			

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit Negative Results
                    
                
            

        
    
        
    
		

	



					

				
				
					
					


	












	
	
	








	
		
			Paper statistics

		

	


	
		
		 
			
				Downloads

				      999

			

		
		
		
			Abstract Views

			    3,239

		

		
		 
		
			Rank

			   42,291

		

		
	


	
		
            
            	        3 Citations
		

	

	
		
			
				       20 References
		

	



	
		PlumX Metrics

		
			
		

		
			
		

	





				


				
				
				
					

    
        
            Related eJournals

        	
                    Risk Management eJournal

                    
                        
                        

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Follow
                    
                
            

        
    
        
    

                        

                        
                            

                            
                            
                                Risk Management eJournal

                                
                                    Subscribe to this fee journal for more curated articles on this topic
                                

                                
                                    
                                        FOLLOWERS

                                            4,665

                                    

                                    
                                        PAPERS

                                           15,550

                                    

                                

                                
                                    
                                        This Journal is curated by:

                                        Robert Sales at Global Association of Risk Professionals

                                    

                                
                            

                        

                    

                


        
        

    


				


				
					
					

















    
        
            Recommended Papers

            	
                        
                        

                        
                        
                        Offshore Hedge Funds: Survival and Performance 1989-1995

                        
                            By
                                
                                
                                    
                                    Stephen J. Brown, 
                                    
                                
                                    
                                    William N. Goetzmann, ...
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Offshore Hedge Funds: Survival and Performance 1989-1995

                        
                            By
                                
                                
                                    
                                    Stephen J. Brown, 
                                    
                                
                                    
                                    William N. Goetzmann, ...
                                    
                                
                            

                        
                        
                    
	
                        
                        

                        
                        
                        Characteristics of Risk and Return in Risk Arbitrage

                        
                            By
                                
                                
                                    
                                    Mark L. Mitchell
                                     and 
                                
                                    
                                    Todd C. Pulvino
                                    
                                
                            

                        
                        
                    


                    
                        	
                            
                            

                            
                            
                            Offshore Hedge Funds: Survival & Performance 1989-1995

                            
                                By
                                    
                                    
                                        
                                        William N. Goetzmann, 
                                        
                                    
                                        
                                        Roger G. Ibbotson, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Offshore Hedge Funds: Survival & Performance 1989-1995

                            
                                By
                                    
                                    
                                        
                                        Stephen J. Brown, 
                                        
                                    
                                        
                                        William N. Goetzmann, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            An Econometric Model of Serial Correlation and Illiquidity in Hedge Fund Returns

                            
                                By
                                    
                                    
                                        
                                        Mila Getmansky Sherman, 
                                        
                                    
                                        
                                        Andrew W. Lo, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            An Econometric Model of Serial Correlation and Illiquidity in Hedge Fund Returns

                            
                                By
                                    
                                    
                                        
                                        Mila Getmansky Sherman, 
                                        
                                    
                                        
                                        Andrew W. Lo, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Hedge Funds: The Living and the Dead

                            
                                By
                                    
                                    
                                        
                                        Bing Liang
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            High Water Marks

                            
                                By
                                    
                                    
                                        
                                        William N. Goetzmann, 
                                        
                                    
                                        
                                        Jonathan E. Ingersoll, ...
                                        
                                    
                                

                            

                            
                            
                        
	
                            
                            

                            
                            
                            Flows, Performance, and Managerial Incentives in Hedge Funds

                            
                                By
                                    
                                    
                                        
                                        Vikas Agarwal, 
                                        
                                    
                                        
                                        Naveen D. Daniel, ...
                                        
                                    
                                

                            

                            
                            
                        



            
            
                 
            
        

    

				

			

		


		
				
					Feedback
					
				

			

			


	
		
		Feedback to SSRN

		
			
				
					Feedback
					 (required)
				
				
			

			
				
					Email
					 (required)
				
				
			

			
				Submit
				
			
		

		

		If you need immediate assistance, call 877-SSRNHelp (877 777 6435) in the United States, or +1 212 448 2500 outside of the United States, 8:30AM to 6:00PM U.S. Eastern, Monday - Friday.

	







	

	
	
		
		

	




	
	





  
  

	
	
		
	


	
	
		
			
			
		
	
		
			
				
			
			
		
	
		
	


	
	
	






		
		














	
		
			
				
                    

    

    

    

    

    

    


        
            

    

    

    

    

    

    


        
            
                
                    Submit a Paper
                    
                        
                    
                
            

        
    
        
    
					Section 508 Text Only Pages
				

			
			
				SSRN Quick Links 

					SSRN Solutions
	Research Paper Series
	Conference Papers
	Partners in Publishing
	Jobs & Announcements
	Special Topic Hubs


			

			
				SSRN Rankings 

					Top Papers
	Top Authors
	Top Organizations


			

			
				About SSRN 

					Network Directors
	Announcements
	Contact us
	FAQs


			

			
		

			
	
	


		
			
				
			

			
				
					Copyright
					Terms and Conditions
					Privacy Policy
				

				
					All content on this site: Copyright Â© 2023 Elsevier Inc., its licensors, and contributors. All rights are reserved, including those for text and data mining, AI training, and similar technologies. For all open access content, the Creative Commons licensing terms apply.

					We use cookies to help provide and enhance our service and tailor content.

					To learn more, visit
					Cookie Settings.
					
						
							
							This page was processed by aws-apollo-l100 in   0.094 seconds 
						
					
					

				

			

			
				
			

		

	









	
		
		
		
		


    
        
        
        

        
        
                
                
                    
                
            
    

    

    


		






    























    




    








	


		[image:  ]

		
		
		
		
		
		
		
		
		
		
	
