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Alternative investments are available in all risk classes. However, no

clear information is available on the optimum mix for an investment

portfolio. Evidently, those who provide alternative investments do not

believe that it is their job to answer this question. However, investors

want to structure their portfolios. It is therefore important to take a

closer look at this question.

Division into risk classes

To ensure that alternative investments can be integrated systematically

into investment strategies, the traditional classification of investments

by asset class (liquid funds, bonds and equities) needs to be replaced

by a view centring on risk classes. Two risk classes can be defined.

Firstly, fixed-income securities. This class is low-risk because it only

comprises money market investments and bonds.

Secondly, equities: the risks involved in this class basically correspond

to the risk profile of well-known share indices.

Unlike the conventional classification, dividing assets into risk classes

gives investors a direct insight into how the risk structure of a portfolio

alters if certain investments are made. On the basis of their risk

classification, alternative investments can be subdivided into

diversification and performance strategies.

Diversification strategies have a low correlation with traditional

investment markets and generate returns that are on a par with bonds.

Performance strategies generate returns akin to equities and are

designed to increase the overall return generated by the portfolio.

The right proportion of alternative investments

The portfolio optimisation model measures the risk inherent in

investment portfolios on the basis of volatility. On the basis of the risk

structure of alternative investments, it therefore suggests that the

optimum portfolio structure would be 100% investment in alternative

SUMMARY
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instruments. However, most investors would have problems with this.

We believe that it is appropriate to invest about 10-20% of a portfolio

in alternative instruments. Looking at it another way, we examine the

level of volatility that is allowable for alternative investments if they are

to be used in our portfolio optimisation model. This calculation gives

the maximum range for the real volatility of alternative investments.

For risk-averse investors, the range is three times the volatility calculated.

Investment preferences

Emotional barriers have to be overcome before investors start to invest

in alternative investments because they are afraid of the risks. However,

their perception of the risks involved changes as they obtain more

information. Prejudices are based on the lack of information. Some of

the most common prejudices about alternative investments are:

Misconception  No. 1 All alternative investments are very risky.

Correct view Alternative investments are available in all risk

classes.

Misconception No. 2 Alternative investments use high leverage.

Correct view Leverage is not necessarily a sign of high risk.

Most listed companies also have some leve-

rage.

Misconception No. 3 Alternative investments must be traded daily.

Correct view Foregoing trading rights is rewarded by a li-

quidity premium.

Misconception No. 4 Alternative investments are too expensive.

Correct view Fees vary enormously, so generalisations do

not hold true. A comparison of the net returns

(performance minus costs) of alternative in-

vestments in recent years shows that they

come out better.
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The 1990s were a decade of rising share prices. Higher demand also

led to a rise in the supply of investment products. At the same time, the

Internet facilitated securities trading. As a result, the overall risk profile

of many investors’ portfolios increased. Investors had only just started

to get used to equities and related products when the stock markets

started to fall.

Investors were forced to recognise that sudden and painful stock market

downturns are a fact of life. At the same time, they started to become

aware of the advantages of alternative investments, which enabled some

investors to generate positive returns despite the poor market

conditions.

It is commonly felt that the 1980s were the age of bonds, the 1990s

were the era of shares and the present decade will be dominated by

alternative investments.

By contrast, we believe that alternative investments have complemented

investment in all risk classes for some time. However, that is all they

are: a complementary investment instrument. In line with this approach,

Bank Leu set up a fund of hedge funds in 1993.

These days, alternative investments are available for all risk classes.

However, confusion has increased as supply has expanded. It is clear

that a traditional strategy that divides investments into asset classes is

no longer sufficient. Our aim is to show how alternative investments

can be integrated into existing investment strategies and what

proportion of assets it makes sense to invest in such products.

In the first section we build a framework on which future investment

strategies can be based, while maintaining an overview of the

investments made and the associated risks. The influence of alternati-

ve investments on investment strategy and the optimum mix of

instruments are discussed in the second section. The third section looks

at investors and the psychological barriers that (still) prevent them from

investing in alternative investments.

INTRODUCTION
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1.1 Alternative investments are not a fashion trend

Venture capital, which is also known as private equity financing these

days, existed back in the 15th century. When Christopher Columbus’

proposals for a voyage of discovery to find a sea route to India were

rejected by King John II of Portugal, he set out to find investors to

sponsor his plans. Queen Isabella of Spain recognised how profitable

the investment could be, especially in terms of access to coveted luxuries

such as spices, fragrances and cloth, so she agreed to finance his

undertaking. Columbus was the entrepreneur who convinced investors

with his idea and business plan.

Derivatives have an almost equally long tradition. Futures trading was

common on the stock exchanges back in the 18th century. Trading did

not simply take place at spot prices, in other words for payment on the

same day, but also on for payment on future dates to hedge price

fluctuations between the delivery of goods and the date of payment.

However, the first real hedge fund was set up by Alfred W. Jones in the

USA in 1949. He extended traditional investment in equities and bonds

to include to new elements: the use of debt and short-selling. His aim

was to generate market returns but at a lower risk or with lower volatility

than investing directly in bonds and equities.

Alternative Risk Transfer was created in the early 1990s following a series

of natural disasters around the world. The insurance sector needed

additional capital to underwrite new policies but was unable to raise

sufficient funds. Alternative Risk Transfer now extends the boundaries

of insurance and at the same time taps the capital market, thus providing

scope for additional insurance cover.

Despite a number of flops that attracted a good deal of publicity, hedge

funds were very successful in the 1990s. The capital invested in hedge

funds has increased exponentially since 1990. By 2000, the assets

invested in hedge funds came to nearly USD 410 billion, while private

1 ALTERNATIVE INVESTMENTS AND RISK CLASSES
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equity investments totalled over USD 177 billion1. Both hedge funds

and private equity posted year-on-year growth of roughly 30% in 2000.

1.2 A systematic focus on alternative investments

Assets traded at nominal or real value on an official exchange are

generally known as traditional investments, while other forms of

investment are referred to as non-traditional or alternative investments2.

The term alternative investments is also used to refer to unconventional

trading strategies that are designed, inter alia, to utilise the inefficiency

of the capital market.

Structure of an investment strategy
As this publication shows, alternative investments are a key element in

investment strategies. The first step is to outline what role they play in

an investment strategy. The composition of an investment strategy is

therefore outlined below.

Investment strategies have to take account of the following basic

principles:

– The most important aspect for portfolio managers is managing the

assets. They have to be aware of how individual investments impact

on overall performance and make sure that they match the clients’

needs.

– The investment strategy must be readily understandable to the

investor.

– Asset allocation must be clear. Allocation should be based on overall

results rather than names or products.

1 www.mfcafe.com, PriceWaterhouseCoopers and 3i Group
2 However, in the financial community opinion is divided on whether alternative

investments are really a separate investment class, cf. Aukenthaler (2001), p. 7 and

Favre and Galeano (2000), p. 4
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Fig. 1.1

Objectives of an investment strategy

Traditional investment strategies are normally based on allocation by

asset classes (money market, bonds and equities). If alternative

investments are integrated into an investment strategy of this type,

clear allocation on the basis of asset class is no longer possible3.

An investment strategy based on risk classes

The best way of meeting the goals illustrated in Fig. 1.1 is to base the

investment strategy on risk classes. Unlike the conventional

classification, under this system it is immediately clear to investors how

specific investments alter the risk structure of a portfolio.

This type of investment strategy is based on two risk classes, which we

subsequently expand by adding additional modules:

3 Normally a position headed ”alternative investments” is set up to ensure that the

principle of clear allocation is not jeopardised. However, this affects the transparency

of the strategy and ease of understanding, e.g. if 20% of total assets are allocated to

the ”black box” headed ”alternative investments”.

Understandable
to investors

Investment
strategy

Clear allocation
of assets

A clear basis for
management

The investment strategy therefore has to meet three basic requirements:

it has to be understandable, transparent and meet management criteria.
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Table 1.1

Fixed-income securities and equities as

risk classes

1.3 Diversification and performance strategies

Risk can vary considerably, depending on the alternative investment

selected. The broad risk spectrum for alternative investments is the

main reason why the philosophy of dividing investments into asset

classes has been replaced by division into risk classes.

Fig. 1.2

Investments at the efficient frontier

4 The risk of traditional investments is measured by the volatility of the returns generated

by the portfolio.
5 All available portfolios that are expected to generate the maximum return with the

defined risk are located along the efficient frontier.

Re
tu

rn

Equities

Bonds

Efficient frontier

Volatility

Money market

Risk class: fixed-income securities

Money market

Bonds

Risk class: equities
Equities

Fixed-income securities have a low risk because this risk class only

comprises money market investments and bonds.

The equity class contains risks that roughly reflect the risk profile of

well-known share indices (e.g. SPI, S&P 500, etc.).

The relationship between risk and return4 in the two risk classes, or

more accurately for the three types of investment (money market, bonds

and equities) is shown by the efficient frontier5  in Fig. 1.2.
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Alternative investments are allocated to the same risk class as either

fixed-income securities or equities. According to the risk class to which

they are assigned, their function is either to increase diversification or

to enhance performance. Consequently, they are subdivided on the

basis of diversification and performance strategies.

Alternative investments: diversification strategies

These strategies have a low correlation with traditional markets and

generate returns similar to those generated by bonds. The alternative

investment instruments used here reduce the overall risk of the portfolio

and thus enhance the risk-adjusted return.

Alternative investments: performance strategies

These strategies generate returns similar to equities and are geared to

raising the return of the portfolio. Correlation with traditional markets

is normally moderate. This is a desirable side-effect of such strategies.

These two risk classes can be combined to form an optimum

complement to a traditional portfolio. This allows optimum matching of

the risk/return profile of almost any investor.

Alternative investments can now be integrated into the basic division

into risk classes shown in Table 1.1. Alternative investments used for

diversification purposes are allocated to the fixed-income risk class

while those geared to performance strategies are allocated to the equities

risk class.

Risk class: fixed-income securities
Money market

Bonds

Alternative investments: diversification

Risk class: equities
Equities

Alternative investments: performance

Table 1.2

Alternative investments: diversification

and performance strategies
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The distinction made in Table 1.2 is summarised in graphic form in

Fig. 1.3:

Classifying investments by risk classes enables investors to decide

whether they would prefer to make investments that are more akin to

fixed-income securities or equities.

Varying risk characteristics of alternative investments

As outlined above, the various alternative investment instruments

allocated to diversification and performance strategies have different

risk characteristics. That provides the basic framework for classification

of alternative investments. We distinguish between the following types

of alternative investment6 :

– Absolute return strategies (ARS)

– Alternative risk transfer (ART)

– Private equity (PEQ)

Fig. 1.3

Subdivision of diversification and

performance strategies

Equities

Bonds

Volatility

Money market

Diversification strategies Performance strategies

Re
tr

u
n

6 Art and real estate are not included in this publication.

Efficient frontier
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Fig. 1.4

Subdivision of alternative investments

into three categories

Fixed-income::

Diversification

Alternative investments

Absolute Return
Strategies

(ARS)

Alternative
Risk Transfer

(ART)

Private
Equity
(PEQ)

• Relative Value

• Event-driven

• Global macro

• CTA

• Equity long/short

• Cat Bond

• Early/late-stage

• Mezzanine

• Management Buyout

• Distressed

Equity:

Performance

The matrix in Fig. 1.4 shows that, for example, absolute return strategies

(ARS) can be used as either a diversification strategy or a performance-

enhancing element in a portfolio. The second section of this publication

outlines which of these elements are preferred for specific investment

targets. For the present, we will confine ourselves to outlining the

differences between the various types of alternative investments.

Absolute Return Strategies (ARS)

Absolute Return Strategies (also known as hedge funds) aim to gene-

rate positive returns whatever the market conditions. Investment

strategies therefore have to be extremely flexible. They combine

traditional strategies with scope to short-sell financial instruments,

leverage investment in the stock market and use derivatives. These

categories contain sub-strategies that use a wide variety of trading

methods and can be defined as diversification or performance strategies

on the basis of the underlying risk class.

ARS use market inefficiencies to generate positive returns in both bull and

bear markets.

These are then classified on the basis of diversification and performance

strategies:
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7 ALBRECHT, Peter; SCHRADIN, Heinrich (1998)
8 cf. BANK LEU (2001a)

Alternative Risk Transfer (ART)
Alternative Risk Transfer stands for a wide variety of methods and

instruments used to manage insurance risks. ART strategies transfer

insurance risks beyond the insurance and reinsurance sectors to the

capital markets7. They generally focus on natural disasters but life, motor

liability, credit and weather risks can also be used. The investor (who

assumes the risk) receives a very attractive return.

ART investments are an alternative to bonds and money market investments.

Their volatility is similar to bonds but their performance is 3-5% higher8.

Private Equity (PEQ)

Private equity investments have a long-term focus. Investors provide

financial support for unlisted companies, e.g. start-ups and companies

in the midst of development or restructuring or firms that are about to

go public. Private equity is necessary for the establishment, growth or

realignment of such companies.

As we have seen, alternative investments vary enormously. On the basis

of the distinctions made here, it is possible to draw up an investment

strategy that systematically integrates alternative investments. Table 1.3

shows the situation if alternative investments and their risk

characteristics are added to Table 1.2.

Risk class: Fixed-income securities
Money market

Bonds

Alternative investments - diversification
Absolute return – diversification

Alternative risk transfer

Risk class: equities
Equities

Alternative investments - performance
Absolute return – performance

Private equity

Table 1.3

Investment strategy based on risk

classes, including alternative

investments
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Fig. 1.5 shows how traditional and alternative investments complement

each other within the risk/return structure.

The overview of the investment strategy is now complete. At first sight,

it does not differ significantly from traditional investment strategies.

The main difference is that alternative investments do not form a sepa-

rate asset class. Instead, they are allocated to risk classes. Table 1.4

shows the long-term benchmark used by Bank Leu for investors with a

balanced risk strategy, using CHF as the reference currency.

Fig. 1.5

Efficient frontier including alternative

investments

Table 1.4

Balance investment strategy based on

risk classes for a portfolio which uses

CHF as the reference currency

CH EU exl. USA Japan Other Total
CH

Risk-class - fixed-income
securities 34 16 50

Money market 5 5

Bonds 21 16 37

Alternative investments -
diversification
Absolute return – diversification 5 5

Alternative risk transfer 3 3

Risk class - equities 19 15 11 4 1 50
Equities 17 13 8 4 1 43

Alternative investments -
performance
Absolute return – performance 2 2 2 6

Private equity 1 1

Total 53 31 11 4 1 100

Bonds

Volatility

Money market

Diversification strategies Performance strategies

Re
tr

u
n

ART

EquitiesARS

PEQARS

Efficient frontier

Source: Bank Leu, benchmark
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The following table sums up the key differences between traditional

investments and alternative strategies. The list makes no claim to

completeness, especially as many of the products have very specific

features.

Table 1.5

Comparison of traditional and alternati-

ve investments

Correlation with trad. investments

Legal structure

Market

Strategies

Return

Benchmark

Management investment

Performance-related fee

Traditional investments

1

Investment policy and instruments are

limited by legislation

Regulated, subject to public supervision,

very liquid

Only long positions

Positive returns can be earned in bull

markets

Strategy is successful if the return beats

the reference portfolio, even if the abso-

lute performance is negative

None

To a limited extent; not always

Alternative investments

Medium to low

Head office in offshore centres allows a

flexible investment strategy

Low regulation, access is often limited,

illiquid

Long/short strategies, borrowing is

permitted, derivatives can be used

Positive returns can be earned in both

bull and bear markets

Focus on absolute growth in value

Manager often invests substantial sums

Management remuneration system that

aligns manager’s and investors’

interests9

9 cf. Stephen J. et. al. (2001)



15

1.4 Risks of including alternative investments in a portfolio

The use of derivatives, borrowing and the willingness to accept low

transparency and low liquidity are offset by the fact that alternative

investments generally offer investors higher returns than traditional

investments. However, alternative investments also involve new risks.

On the one hand, absolute return strategies (ARS) endeavour to hedge

traditional market risks (share prices, interest rates and exchange rates).

At the same time, they involve other risks, e.g. management, liquidity

and valuation risks. An overview of the risks inherent in alternative

investments is given in Table 1.6.

Table 1.6

Overview of the risks of alternative

investments

ARS ART PEQ10

Structural risks
Domicile/legal � � �

Valuation � � �

Management � � �

Strategy risks
Transparency � � �

Insolvency � � �

Corporate risks � � �

Market � � �

Natural risks � � �

Deviation from proposed strategy � � �

Leverage � � �

Liquidity risks
Trading frequency � � �

Capital bottlenecks � � �

Risks are also opportunities

Structural risks

Absolute return funds are often based in offshore centres that act as

tax shelters and allow a good deal of flexibility in the choice of

investment strategy. The management is thus free to choose from an

10 AUCKENTHALER, Christoph (2001), HUBER, Thomas et. al. (2000)
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11 BROWN, Stephen J. (2001)

extremely wide range of investment markets, instruments and strategies.

For example, overuse of leverage can lead to considerable risks for

investors. However, it is precisely this ”freedom” that enables managers

to generate positive returns in both good and bad market conditions.

Since the management fee is normally performance-related and

managers are often required to invest substantial amounts of their own

capital in the fund, the tendency to engage in exceptionally risky

investment strategies is normally held in check11.

Strategy risks

The reduced transparency of these investment strategies and the

positions entered into enable managers of absolute return funds to

generate high returns. Their aim is to identify and utilise information

that the market has failed to notice. The strategies used thus have to

remain secret to enable them to make a profit. Disclosing their

investments would be damaging and would have the undesirable side

effect of greatly reducing the potential returns generated by the strategy.

Liquidity risks

Complex investments are a natural part of alternative investments.

Sometimes, they such investments have to be spread over an exten-

ded period. ARS and ART investments are generally only traded on a

monthly basis, while private equity investments are often tied up for 8-

12 years. Since the capital invested is not readily available, the investor

forfeits the possibility of utilising it for other purposes in this period.

Limited liquidity can thus represent a risk to the investor. The opportunity

cost is the promise of a higher return in the form of a liquidity premium,

which would not be paid out on an investment in the equity market.
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Table 1.7

Example of the risks involved in the

alternative risk transfer (ART) market

Example based on a cat bond portfolio

Cat bonds promise a high yield providing there is no exceptional natural disaster,

earthquake or storm of a predefined magnitude in a given region. The following examples

show the impact of the various risk factors on a portfolio of cat bonds.

Structural risks
� The effort of familiarising oneself with the subject matter, market mechanisms and

issue prospectuses is only worthwhile for extremely large investments and requires

a sound knowledge of alternative investments, risk modelling and laws.

� Losses on cat bonds are rare but sudden and can result in non-redemption of the

bond. To reduce this risk, it is important to invest in a broadly diversified portfolio of

cat bonds from the outset. This is evidently time-consuming and requires the

necessary financial wherewithal.

Strategy risks
� As well as the effective risk of losses, there tends to be general uncertainty about

the overall risks involved in new investment instruments and this often leads to the

failure of the investment.

Liquidity risks

� What is more, investors are operating in an illiquid market, where access is limited.

Additional costs are involved in effective investment: telephone trading is the norm

and good prices require a daily presence, contact to specialist brokers and the

establishment of special back office procedures.

However, since such portfolios are normally managed by specialists with expertise in

the field, the risks outlined above are more quantifiable. Through a structured approach

the portfolio manager can utilise the opportunities of cat bonds, enabling investors to

obtain a coupon of 4.7% or more, even though the anticipated annual loss is 0.8%12.

12 Bank Leu (2001b)
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Fig. 2.1

Correlation of the global equity markets

(in CHF)

1951–1960

1991–2000

Source: Bank Leu (2001)
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CHF/GBP

CHF/USD

CHF/JPY
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EUR/USD

EUR/JPY
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Alternative investments have a role to play in all investment strategies.

Only a few years ago, this view was confined to a few institutional

investors and high net worth individuals in the United Sates but it has

become more widespread in recent years. Alternative investments now

have a firm place in the investment strategies of major banks. An

increasing number of Swiss pension funds are also placing some of

their funds in alternative investments.

This section shows the benefits of adding alternative investments to an

investment portfolio. It also looks at the criteria that affect the weighting

of alternative investments in an attempt to derive an optimum weighting

for all types of investors.

2.1 Alternative investments: a new opportunity for all portfolios

As shown in the first section, alternative investments involve a number

of risks. However, these risks can also represent opportunities as they

enable investors to utilise the inefficiency of the capital markets. This

section outlines the opportunities and benefits of alternative

investments.

Improved diversification

The correlation between the global equity markets has increased steadily

since the 1950s. Fifty years ago, the correlation between individual

markets was low, but in the past decade the average correlation has

been more than 0.6, as Fig. 2.1 shows.

2 THE RIGHT PROPORTION OF ALTERNATIVE INVESTMENTS

Correlation
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Table 2.1

Correlation between traditional and

alternative investments

Correlation Global bonds Global equities

Global bonds 1 ~0,3

Global equities ~0,3 1

Absolute return strategies – diversification 0 bis 0,4 –0,5 bis 0,2

Absolute return strategies – performance –0,2 bis 0,1 0,3* bis 0,6

Alternativer risk transfer 0 bis 0,2 –0,2 bis 0,2

Private equity –0,2 0,4

Short-selling strategies not included

Portfolio stabilisation

The value of a portfolio can be stabilised by adding alternative

investments that have a low correlation with traditional investments.

When the global equity markets head downwards simultaneously, ab-

solute return and alternative risk transfer strategies can minimise the

risk that a portfolio will lose value.

For example, since the start of 2000 absolute return strategies have

created value while the S&P 500 equity index in the USA had slipped

about 24% by the end of September 2001.

Source: Ineichen, Alexander (2001), PartnersGroup

In the past, low correlation proved scope for efficient optimisation of

investment portfolios. That is no longer the case. As a result of

globalisation and the increasing efficiency of the financial markets,

correlation has increased substantially. A high correlation implies that

the markets move in parallel.

Alternative investments greatly diversify portfolios because of their low

and in some cases negative correlation with traditional investments

(Table 2.1). They can thus be used to improve the risk/return profile of

a portfolio.
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Fig. 2.3

Efficient frontier for an expanded

investment spectrum

Abb: 2.2
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Extended investment spectrum provides new sources of portfolio

performance

Alternative investment managers have greater scope than managers

of traditional investment portfolios. Possibilities include:

� short-selling of equities to benefit from bear markets.

� borrowing to utilise valuation spreads.

� offering investors an opportunity to participate in price rises on

attractive IPOs.

� offering investors a high reward for investing in cat bonds and thus

assuming the risks transferred to the capital markets by reinsurance

companies.

� utilising arbitrage opportunities to benefit from market spreads.

These possibilities expand the investment spectrum beyond the

traditional buy, hold and sell strategies for securities and thus increase

the risk/return profile. This is illustrated in Fig. 2.3.

Source: Bank Leu, Datastream

S&P500

Absolute return strategies –

diversification

Absolute return strategies –

performance

Alternative risk transfer

Risk

Return
Efficient frontier:

including alternative investments

Efficient frontier:

traditional investments

1

2
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Assuming that investors select the portfolio with the lowest risk, the

optimum portfolio of traditional investments would located at point 1

on the chart.

If alternative investments are added to an established investment

universe, the efficient frontier shifts upwards and to the left. The

admixture represents a new portfolio structure, which is expected to

generate higher returns at a given risk level or reduce risks at a given

return level.

If investors now select the lowest risk portfolio, the optimum position

would be at point 2. Combining traditional and alternative investments

raises the overall return and reduces the risk of the portfolio.

In other words, alternative investments are a good complement to a

portfolio of traditional investments.

Should investors place all their assets in alternative investments?

Investors inevitably have to consider the proportion of their portfolio

that should be invested in alternative investments. In 1952 Markowitz

developed a model that can be used to show the optimum portfolio for

any given risk profile. For this he was awarded the Nobel prize.

Including alternative investments in the optimisation model on the basis

of historical values shifts the efficient frontier upwards. In other words,

a 5-6% higher return can be generated without increasing the risk.

Since alternative investments have a better risk/return profile than

equities and bonds, a new optimised portfolio would be composed

entirely of alternative investments.

2.2 What proportion of alternative investments makes sense?
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Fig. 2.4

Efficient frontier

The optimised portfolio shown here is based on the following data for a CHF

investor:13

Anticipated return Volatility

Global equity markets 10,7% 17,0%

Global bond markets 5,1% 3,2%

Alternative risk transfer 7,8% 3,0%

ARS – diversification 10,1% 3,5%

ARS – performance 16,1% 15,0%

Private equity 16,4% 26,9%

13 A detailed explanation of the parameters used can be found in Appendix 2.

Corrected returns

Optimisation strategies that promise to raise returns by 5-6% are very

enticing. But who wants to place all their capital in alternative

investments? Moreover, it is important to take a critical look at the

increased return show by the model because 5-6% higher returns seem

too good to be true. The following factors boost the indices which

were used to calculate the anticipated returns:

� Survivorship bias

Only good alternative funds remain in business; poor ones are

dissolved. Since most indices are calculated on an ex-post basis,

they only take account of the funds still in operation at the time of

calculation. Thus, the poor performance of those funds that have

Source: Bank Leu

�
�

�
� �
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.

Volatility p.a.

Table 2.2

Risk and return variables

with alternative investments

without alternative investments



23

14 PESKIN, Michael W.; ANJILVEL, Satish I; URIAS, Michael S.; BOUDREAU, Bryan E. (2000):
15 ACKERMANN, Carl; MCENALLY, Richard; RAVENSCRAFT, David (1999):

been dissolved in the meantime has no impact on the value of the

index. However, that does not prevent investors placing their capital

in a fund that is subsequently dissolved because of its poor

performance.

Depending on the investment strategy, the historical returns generated

by ARS strategies should therefore be rounded down by about 2% when

optimising portfolios14.

� Selection bias

Funds that perform poorly tend to halt reporting to index providers.

By contrast, successful fund managers submit data going well back

into the past (also known as a backfilling bias). Consequently, the

performance of poor funds is only partly reflected in the indices.

Very good funds that no longer accept new capital sometimes also

halt reporting to index providers, which somewhat mitigates the

negative effect15.

[Depending on the alternative strategy, the historical returns generated

by ARS strategies should therefore be optimized by optimising portfolios.]

????? (Translater hat vergessen zu übersetzen)

� Liquidation bias

When a fund is dissolved, the manager must sell off all positions.

However, since the instruments tend to be illiquid, they cannot be

divested immediately in order to pay off investors. This lack of liquidity

thus increases the losses. Moreover, reporting to index providers

is generally halted without providing information on the total loss.

A critical examination of historical return data is therefore necessary before

using alternative investments for portfolio optimisation purposes.

In the revised optimisation calculation, the anticipated returns on al-

ternative investments are therefore revised downwards. The returns

generated by absolute risk strategies geared to diversification have

been cut by 1.6% on the basis of these biases, while the returns

generated performance-oriented absolute risk strategies have been cut
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Fig. 2.5

Optimum weighting for all investor

profiles

As Fig. 2.5 shows, the optimum portfolio for all risk classes would

comprise 100% alternative investments because alternative investments

have a higher anticipated return relative to the inherent risks than

traditional investments, i.e. equities and bonds. Neither bonds nor

equities are taken into account in the optimisation logarithm because

alternative strategies have lower correlation and give a higher risk-

adjusted return.
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Table 2.3

Corrected risk and return parameters
The corrected return expectations are as follows:

Anticipated return Volatility

Global equity markets 10,7% 17,0%

Global bond markets 5,1% 3,2%

Alternative risk transfer 7,8% 3,0%

Absolute return strategies – diversification 8,5% 3,5%

Absolute return strategies – performance 13,5% 15,0%

Private equity 16,4% 26,9%

Despite downward correction of the anticipated returns on alternative

investments, the allocation is still very one-sided:

by 2.6%. The prospective returns on private equity and alternative risk

transfer strategies have not been corrected because these factors are

either irrelevant in such cases or cancel each other out.
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The chart shows that alternative performance strategies replace

diversification strategies as risk tolerance increases. The greater the

risk the investor is able to bear, the higher the proportion of private

equity and thus the higher the anticipated return. On the basis of the

above data, the widely used Sharpe ratio (maximisation of risk-adjusted

return) also gives a high weighting to alternative investments.

Taken to its logical conclusion, this means that the optimum portfolio

would be composed entirely of alternative investments. However, this

conclusion does not reflect investors’ preferences, because who is

prepared to invest exclusively in alternative investments? Section 2.3

shows that the portfolio optimisation models used so far are only of

limited relevance for alternative investments.

2.3 Normal distribution does not apply to returns on alternative

investments

The Markowitz model is based on a normal distribution for the return

on investment. This assumption is problematic even for equities16, and

it is more difficult to apply to alternative investments. The specific

properties of alternative investments lead to differing distribution

patterns for the anticipated returns. While the return on private equity

investments is closest to the normal distribution, returns on ARS and

ART strategies have a negatively skewed distribution, normally

accompanied by a peak (kurtosis) which differs significantly from the

normal distribution. The skewed distribution means that the Markowitz

model systematically underestimates the risk.

Moreover, it can be demonstrated that the high Sharpe ratios of alter-

native investments tend to correlate with a negatively skewed distribution

and a high kurtosis17.

16 WEBER, Matthias; MAZZONI, Claudio; WICKI, Bruno (2001); FAVRE, Laurent (2000)
17 BROOKS, Chris; KAT, Harry M. (2001)
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To allow portfolio optimisation despite this and to illustrate the optimum

weighting of alternative investments, it is important to take a critical

look at both the return and the historical risks of alternative investments.

Risk correction

In the Markowitz model, risk is expressed with the aid of volatility, i.e.

the standard deviation of the normal distribution of returns. The specific

properties of alternative investments are not factored into the model.

To ensure that the results obtained are nevertheless realistic, the

assumed risks of these investments have to be above the historical

level. When examining private equity investments, the problem is that

investment instruments are not always traded on an exchange market

so no market price is available. When calculating the net inventory

value of their funds, managers are therefore forced to estimate prices

to the best of their ability (stale pricing). However, this smoothes

fluctuations in value and volatility thus declines.

The negatively skewed distribution causes investors to underestimate the

risks of absolute return and alternative risk transfer strategies. Similarly, the

lack of market prices is the chief reason why the risks involved of private

equity investments tend to be underestimated.

18 SCHMIDHUBER, Christof; MOIX, Pierre-Yves (2001)
19 FAVRE, Laurent; GALEANO, Jose Antonio (2000): Berücksichtigung von Schiefe und

Kurtosis im VaR mittels Cornish Fisher Expansion (Integrating skewness and

kurtosis in VaR using Cornish Fisher Expansion)

Instead of a normal distribution, a hyperbolic frequency distribution18

or a value-at-risk calculation19  should be used for alternative

investments. However, that is beyond the scope of this report.

Risk versus volatility

The risk involved in an investment is that it might lose value. The financial community

endeavours to quantify the risk by equating it to volatility, i.e. the fluctuation in value.

Volatility is the sole parameter used in model calculations. However, since the risks of

alternative investments are only partially reflected in historical volatility, the volatility

measured is adjusted by means of risk premiums to ensure that it can be used in the

models.
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Conclusion

A normal distribution cannot accurately reflect the risks due to skewed

distributions and the lack of market prices. The best way to ensure that

these additional risks are nevertheless reflected in the model would be

to increase volatility. However, since the correction factor for this cannot

be calculated, the problem needs to be approached differently: in a

first step we look at the psychological factors governing the proportion

of alternative investments that should be included in an investment

portfolio. In a second step we consider the maximum level of volatility

that is permitted if alternative investments are still to be justified by the

optimisation model.

2.4 The optimum weighting for each investor

Regardless whether individual investors are risk-tolerant or risk-averse,

there are alternative investment instruments that meet their needs.

However, the optimum investment strategy differs according to the

investor’s risk profile. So what weighting is appropriate?

As outlined above, the results of the portfolio optimisation model should

be treated with some caution when examining alternative investments.

It cannot be assumed that investors wish to invest all their capital in

alternative instruments. There are a wide variety of reasons for this.

One perfectly legitimate reason is that intuitively investors do not trust

the results of the optimisation model.

As outlined earlier, such intuition is not necessarily wrong. After all,

the problem is that the risk involved in alternative investments cannot

be measured solely by the volatility of their performance.

Let us assume an investor who is prepared to accept a moderate level

of risk. In other words, a level of risk equivalent to a balanced investment

strategy20. On the basis of this preference, our representative investor

would prefer it if less than 100% of his portfolio were invested in alter-

native investments. If we also assume that the investor needs a period

20 Balanced strategies generally have 50% investment in equities.
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21 We assume that the portfolio is fully invested before it is restructured.
22 This argument can be backed by a simple calculation: if the investor decides to invest

10% in absolute return strategies geared to performance and these achieve the

return of 13.5% or 3% more than equities as set out in Table 2.3, this should boost

overall performance by 0.3%. For a balanced portfolio, we would expect a performance

of about 8% in a normal year. If the additional performance is below this level, it is

difficult to distinguish it from normal volatility.
23 cf. Appendix 2

Table 2.4

Proportion of alternative investments

based on investment targets

Conservative Balanced Dynamic Equities

Alternative investments 10% 15% 20% 20%

In the next section, we look at how to combine the investment ratio

and the risks of alternative investments by determining a risk reserve

per asset class. This also answers the question about the risk of alter-

native investments.

2.5 Determination of the risk reserve

The volatility23 of alternative investments calculated on the basis of

historical data is increased until the investment ratios obtained in the

optimisation model are identical to the ratios used in the Bank Leu

benchmarks for the various investor profiles. This method factors in a

maximum volatility premium for alternative investments to reflect the

fact that the investment risks are underestimated in the model (see

above). In other words, it takes account of the risks of skewed

distributions or the non-availability of market prices. For portfolio

optimisation purposes, all alternative investment strategies are grouped

in a single category. The weighting of alternative strategies for individual

in which to ”get used to” alternative investments, even an investment

ratio of 50% could be relatively high. Moreover, the investor has to sell

off some current investments to obtain the liquid assets required for

an alternative investment strategy21. However, if the alternative

investment ratio is too low, the impact on the overall investment

allocation is likely to be negligible22. Consequently, an investment ratio

of less than 10% would not be worthwhile. We estimate that the investor

would see a proportion of between 10% and 20% alternative investments

as appropriate. As risk propensity increases, the investor would raise

the proportion of alternative investments. The benchmarks proposed

for Bank Leu’s investment strategies are shown in the table below.
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investment objectives corresponds to the optimum values shown in

Fig. 2.5.

This method shows that the historical volatility of alternative investments

can be increased by 11-17% in absolute terms without the ratio of al-

ternative investments used in the optimisation model dropping below

the level specified24. The volatility reserve, which is essentially a safety

net, is 15.4% in conservative investment strategies and drops to 11%

for equity portfolios. The highest volatility reserve (17%) is calculated

for balanced investment strategies.

Despite the high absolute volatility premium of 17%, the optimum

proportion of alternative investments in a balanced portfolio is 15%. If

the 17% premium is added to the volatility calculated for the alternati-

ve investments (9.1%), we obtain a corrected value of 26.1%. This is

the value used in the calculation model for balanced portfolios.

Comparing this corrected volatility of 26.1% with the volatility of 9.1%

obtained on the basis of historical data shows that there is a safety

margin of 185%. In other words the volatility factor can be raised by

185% from 9.1% to 26.1% without altering the 15% investment quota

justified by the Capital Asset Pricing Model (CAPM).

24  cf. Table 2.5

Table 2.5

Volatility reserves
Optimised portfolio CHF CHF CHF CHF

Conservative Balanced Dynamic Equities

Ratio of alternative investments 10,0% 15,0% 20,0% 20,0%

Volatility of aggregate

alternative investments 5,5% 9,1% 13,0% 17,0%

Absolute volatility premium +15,4% +17,0% +13,0% +11,0%

Maximum acceptable risk 20,9% 26,1% 26,0% 28,0%

Risk premium relative to volatility +280,0% +185,0% +100,0% +65,0%

of alternative investments
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The relative safety margins of 65-280% show that investors who use the

recommended ratios of 10-20% alternative investments in their portfolios

are on the safe side. Even engineers do not use such a large safety

margin when designing bridges.

If alternative investments should become better established in portfolio

structures in the near future and become more widely used by both

private and professional investors, as equities are, it would be possible

to consider increasing the ratios. The safety margin would then shrink

because better information means less uncertainty and thus reduces

the demand for high safety margins.

Portfolio optimisation and the substantial volatility reserves allowed by

the proposed investment ratios for alternative investments lead to one

conclusion: the question is not whether but in what to invest.

The ratios set out for alternative investment strategies in Table 2.4 are

not linearly correlated. However, the purely intuitive assumption that

the higher the equity ratio, the higher the weighting that should be

Equitiy ratio
highlow

Fig. 2.6

Weighting of alternative strategies in

relation to the equity ratio

Alternative diversification strategies

Alternative performance strategies

Looking at the risk reserve relative to overall portfolio risk, we see that

the risk reserve decreases as the proportion of equities rises. In relati-

ve terms, return-oriented investors therefore have a lower risk reserve

than risk-averse investors. The size of the risk reserve reflects the

investor’s preferences because risk-averse investors want more security

that those who invest solely in equities.
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2.6 Invest - but how?

Alternative investments cannot normally be purchased on the stock

exchange. And even if they could, which should the investor choose?

The lack of transparency and relative illiquidity of these instruments

makes it almost impossible for a private investor to decide on a specific

product and purchase it independently. Investors are thus reliant on

the advice and brokerage services of their bank. The product range is

very wide, especially in the field of alternative investment funds, so

time-consuming research is necessary.

For absolute return strategies it is best to buy units in a fund-of-funds

managed by professionals in order to derive optimum benefit from the

underlying research and spread the risk across a range of investments.

Another advantage of a fund-of-funds is that there are no minimum

investments, which can easily run into several million dollars for major

hedge funds and can thus exclude private investors from such

investments. No minimum investment requirements are set for fund-

of-fund structures because a number investors pool their capital in

such funds.

Two options are available for private equity investments: buying units

in a venture capital company or investing in a fund-of-funds. The main

problem with venture capital companies is valuation because stakes in

unlisted companies at an early stage of development can only be valued

at book value or with the aid of common valuation ratios.

accorded to alternative performance strategies proves to be correct.

By contrast, for more risk-averse investors, alternative investments

should be far more biased towards diversification strategies. This is

reflected in the Leu benchmarks.
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Investors with a short-to-medium-term horizon are best advised to invest

in venture capital funds whose shares are traded on the market, even

though there may be considerable discrepancies between the net asset

value and market price. Moreover, the correlation between venture

capital companies and equities rises during stock market crashes

because listed venture capital companies cannot entirely escape the

market downtrend.

Long-term investors would be better advised to consider a fund-of-

funds that is not traded on the stock exchange. However, units in such

funds can only be purchased when they are launched.

Investing in the alternative risk transfer market requires high

diversification and thus a good deal of capital, so only collective

investments make sense. However, so far there are only a few products

worldwide. Access is difficult and most of them do not invest solely in

alternative risk transfer.



33

So far we have outlined what we define as alternative investments and

how they can complement an existing investment strategy. However, it

is not sufficient to look merely at the technical relationships. A

willingness to invest in alternative instruments is also essential. Whether

or not investors feel comfortable with a particular type of investment

instrument is not something that can be explained rationally. Emotions

play a key role. Understandably, investors tend to be wary of investment

instruments they are not familiar with. However, this means there is a

risk of rejecting certain types of investment, even though they are ideally

suited to the individual’s needs.

This section looks at the emotional barriers to investment in alternative

instruments and the extent to which these are justified. Being better

informed about a subject tends to alter people’s perceptions of the

attendant risks. This applies equally to investment. Finally, it should be

stressed that alternative instruments are not a ”new” class of investment.

They simply complement traditional investment instruments.

3.1 From medium-term notes to equity savings schemes

The clear advantages of equities25  have forced many investors to

reconsider their investment strategy. Over the past ten years, a growing

number of people have been investing in equities (see box on next

page). This trend required a basic change in investment patterns and

in some cases a fundamental shift in values. Only a few years ago,

many people who now have a substantial equity portfolio were convinced

that they would never buy shares.

There are many reasons to refrain from investing in shares, ranging

from the risks involved to political conviction. However, when the mass

media increased coverage of equities and started to talk about shares

as a method of saving, the information available to investors improved.

This process has been speeded up by the Internet and increasing

competition among financial services providers.

3 INVESTMENT PREFERENCES

25 vgl. Bank Leu (2001)
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Investors and investment patterns

According to a survey by the journal ”Finanz und Wirtschaft”, at the start of 1998

about 11% of Swiss investors invested in shares. By autumn 2001 this had risen to

15%, according to a survey by the Tages-Anzeiger. The percentage has probably

dropped slightly since then because of the market situation. Nevertheless, Europe

now seems to be following in the footsteps of the US, and the use of equities as a

savings instrument seems to have become established in certain classes. In other

words, investment patterns have changed.

Today, investment advisors can expect their clients to be well-informed

and to express a well-founded preference for certain types of investment

instrument.

By contrast, most investors lack the necessary basic knowledge of al-

ternative investments. There is thus a clear tendency to steer clear of

alternative investments, especially as the sparse news items about this

sector tend to be negative. That would not be the case if investors

were better informed.

In this publication we have explained how alternative investment

strategies work, classified the various types of investment on the basis

of their risk profile and established the appropriate proportion of alter-

native investments for specific types of investor and risk profile.

Nevertheless, we cannot assume that even after reading this brochure

investors will necessarily be prepared to invest their capital in alterna-

tive investments, not least because they are likely to be swayed by

misconceptions.

3.2 Correcting common misconceptions

Naturally, experts and non-experts assess risks differently. For example,

a surgeon is likely to consider the risks of an operation, even a

complicated one, to be lower than most of his patients would. The

discrepancy between perception and reality is a standard topic in the

literature on psychology26. The same factors play a role in investment,

especially when investors are considering investments that are new to

them27. As in all risk assessment processes, experts and non-experts

tend to have divergent view. A lack of information gives rise to

26 cf. OSGOOD, C. E. (1971)
27 cf. MACGREGOR, Donald et. al. (1999) and (2000)
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Misconception No. 1 All alternative investments are extremely risky!

False conclusion Investors do not use these instruments because

they believe they do not match their risk profile.

Correct view Alternative investments are available for all risk

classes. More conservative investors can use

them for diversification. Diversification strate-

gies are not geared primarily to raising returns;

essentially they reduce risks, which is difficult

to achieve even with high-quality bonds.

Misconception No. 2 Alternative investments, especially absolute  re-

turn strategies, use high leverage.

False conclusion The risk profile of a portfolio containing alter-

native investments is therefore not transparent

to the investor.

Correct view High-risk alternative investments are geared to

investment strategies with a high risk profile.

These strategies do not necessarily include high

leverage. For example, arbitrage funds, which

we classify as part of a diversification strategy,

generally have far higher leverage. The key is

to select the correct investment, and that re-

quires a good deal of experience. Over the past

ten years, Bank Leu has gained a good deal of

experience in this field. In our experience, le-

veraged strategies can make a good deal of

sense. It should be noted that most regular

equities involve some leverage (for example,

the leverage involved in bank stocks is about

ten times the level of shareholders’ equity).

prejudices which can lead to false conclusions about the right

investment strategy. To prevent decisions being made on mistaken

assumptions, we would like to correct a number of common

misconceptions.
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Table 3.1

Comparison of the common fees for

broadly diversified alternative

investments

Alternative investment Fee Perform.-relat. component

Alternative risk transfer 1,7% p.a.

Absolute return strategies – diversification 2,0% p.a.

Absolute return strategies – performance 1,5% p.a. 10% of performance fee p.a.

Private equity 2,0% p.a. 10% of performance fee p.a.
Source: Bank Leu

Misconception No. 3 If an investment can only be traded once a

month, it has no place in an investment stra-

tegy!

False conclusion Daily trading is a prerequisite for alternative

investments.

Correct view Alternative investments are by definition long-

term commitments (e.g. ten years for private

equity investments). As shown in section 1.4,

the liquidity premium is part of the return earned

on such investments. If alternative investments

had to be more liquid, investors would have to

forego the liquidity premium. By investing in

private equity investment companies that are

listed on the stock market and thus traded on

a daily basis, investors consciously forego part

of this return. For most investors, it is no

problem if 10-20% of their capital is only traded

on a monthly basis.

Misconception No. 4 Alternative investments are too expensive.

False conclusion In order to minimise overall portfolio costs, most

investors reject alternative investments on these

grounds.

Correct view Management fees for alternative investments

vary. As a rule of thumb, the fee rises with the

risk involved. Fees are graduated as follows:
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Management fees for traditional equity funds are 1.5-2.0% p.a. The

only difference is that performance strategies include a performance-

related free. Although the fee raises the costs, the fund manager

benefits directly from the success of the fund and therefore has an

incentive to achieve the best possible performance (see also 1.4 Risks

of including alternative investments in a portfolio).

3.3 From equity-based savings to investment strategies

Alternative investments therefore have to be looked at individually before

deciding whether or not to include them in an investment structure.

The classification of investment strategies on the basis of risk class

outlined in the first section simplifies this decision because it enables

investors to compare alternative instruments with more familiar types

of investment such as bonds and equities.

Essentially, investors can choose which type of alternative investments

they wish to use. However, they should not invest directly in such

instruments because a good deal of experience is required to select

and monitor fund managers. Interpreting the investment regulations

for alternative instruments is a major challenge for the layman and is

therefore extremely time-consuming. Moreover, it is easy to make the

wrong decision. Besides, the range of alternative investments available

has increased substantially. On purely statistical grounds this makes it

increasingly difficult to select successful investments.

The right investment decision

Perception is a key element in determining whether or not investors are

satisfied with investment decisions. For example, the performance of a

portfolio manager can be measured against a benchmark. If the return

on a portfolio is 20% and the benchmark return is 18%, investors will

be satisfied. Moreover, the portfolio manager will have performed

slightly better than the benchmark. If, on the other hand, the

performance of the portfolio is -10% while the benchmark performance

is -11%, investors will be less satisfied with the performance of the

portfolio manager, even though, relatively speaking, there is little

difference between the two outcomes. However, their perception of

the manager’s performance is different.
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28 This only applies if the investment in the alternative instrument itself would have met

the original expectations.
29 cf. Bank Leu (2001)

When investing in alternative instruments, the perception as to whether

or not an investment decision taken in the past was worthwhile depends

on two factors:

1. Whether the investment objective at the time of the decision was

realistic?

2. Whether the investment meets the investor’s risk profile?

If these factors are not considered carefully when the investment is

made, investors may get the impression that they have taken the wrong

decision, even if this is not objectively the case. As we have seen, the

risks involved in alternative investments differ from those of traditional

investments.

Liquidity risk is a good example. Investors receive an additional return

in the form of a liquidity premium simply because they tie up their

capital for longer than if they invest in traditional instruments. Evidently,

this involves additional risk - not simply in terms of the borrower, but

also to the investors themselves. If investors have to withdraw the capital

earlier than anticipated for personal reasons, they will forego their right

to the liquidity premium. The return will thus be lower than the return

on traditional investments. To the investors this looks like a low return,

even though they would not have foregone the liquidity premium if

they had met the commitment they originally entered into1.

Planning liquidity requirements is important for all investment decisions

and not simply for the decision whether or not to use alternative

investments. For instance, investors with a short investment horizon

should have a lower proportion of equities in their portfolio2 . The overall

risk profile of the investment strategy should also be lower. However,

that does not mean that an investment strategy centring on a low equity

ratio should completely ignore alternative investments. However, it

should focus on alternative instruments with a low risk, i.e. those used

for diversification. Less risk-averse investors without short-term liquidity

requirements should consider investing a higher proportion of their

capital in performance strategies.



39

Investment strategy and risk profile

In the final analysis, the ”right” mix depends on the individual investor.

We believe that investors with a balanced investment strategy can easily

place up to 15% of their capital in alternative investments. In other

words, 15% of their assets would be tied up for longer than with other

forms of investment, assuming that they wish to utilise the benefits of

investing in alternative instruments. The 15% should be split into 8%

diversification strategies and 7% performance strategies. As explain in

Section 2.5, the risk reserve would actually allow a higher proportion

of alternative investments, so investors can adjust the proportion of

capital invested in alternative instruments to suit their personal

preferences. Individual variation is most common in investment

strategies focusing on higher-risk assets. In such cases, the question is

always whether the proportion of private equity investments should be

increased. By rising the proportion invested in this risk class, investors

evidently increase their investment horizon. Consequently, only risk-

tolerant investors with a high risk capability can make systematic use of

such strategies.

If the investment strategy is split on the basis of risk classes and at the

same time tailored to the individual investor’s risk profile, there is no

danger of unpleasant surprises. Alternative investments are a shrewd

addition to traditional investments and can combine the benefits of

lower risks and higher returns, providing that the alternative investment

strategy is tailored to the investor’s needs and the other investments in

the portfolio.
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APENDIX 1
DEFINITION OF THE SUB-STRATEGIES

Absolute return funds use a wide variety of strategies. Essentially, a

distinction is made between the following strategies:

Commodity trading advisor (CTA)

CTAs identify trends on the commodity, precious metals, foreign

exchange, interest rate and index markets and use them to build up

positions in listed futures and options. They generate a profit for

investors through a combination of trading profits and interest income.

Equity long/short

The fund manager buys undervalued shares and short-sells overvalued

shares. The aim is not to minimise the market risk. Investment decisions

are based on an assessment of the undertaking.

Event-driven

This strategy focuses on investing in companies that are in a special

situation, e.g. reorganisation, restructuring, takeover or bankruptcy.

Global macro

These investments are based on an opportunistic approach. Invest-

ment decisions focus on macro-economic analysis and forecast interest

rates, exchange rates, stock market trends, etc. Investments are placed

in a variety of markets worldwide, using all investment techniques and

investment instruments.

Relative value/arbitrage

This strategy utilises relative price differences between similar financial

instruments, e.g. equities, bonds, options and futures. The returns are

relatively independent of the direction in which the market moves so

they are often referred to as market-neutral strategies.

Absolute return strategies
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Cat Bonds

The return on these securities depends on the non-occurrence of insured

events, normally natural disasters. However, although there is a low

probability of an event occurring, the claims potential is enormous (>

USD 20 billion). The level of claims varies but is normally higher than

the claims filed in the wake of catastrophes in the past 30 years. Cat

bonds are an attractive alternative to traditional bonds. The anticipated

return is 3-5% above the return on money market investments and the

correlation with traditional investments is negligible.

The term private equity covers the entire spectrum of investment in

companies and can thus be undertaken at various stages of corporate

development.

Early and later stage venture capital

This form of private equity financing provides support for start-ups or

for relatively new companies that already have their own products or

technologies. In many cases, such companies have not reached the

profitability threshold so they find it hard to raise capital and obtain

bank loans.

Mezzanine financing

This is the last phase of venture capital financing. It involves providing

capital for medium-sized companies that are profitable and established

in their market segments. These companies generally have access to

debt but are looking for new sources of financing to fund expansion

or for strategic investors for future co-ownership structures.

Management buyouts

This type of financing is more like an acquisition than an investment.

The company (or individual operations) are taken over by either the

present management or an external team and run as an independent

entity.

Alternative risk transfer

Types of private equity
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Distressed firms

Investment in distressed firms (also known as turnaround financing)

involves providing capital for companies that are in financial difficulties.

At the same time, investors endeavour to provide a new management

team to solve the company’s problems.
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All return parameters are annualised returns p.a. based on steady

payment, after management fees and before fund-of-fund fees.

Global equity markets

Return: 10,7%

Risk: 17,0% (based on the last 10 years)

Source: 100% equity strategy from the report ”Opportunities and risks

for investors: „An analysis based on the past 50 years”

Bank Leu (2001)

Global bond markets

Return: 5,1%

Risk: 3,2% (based on the last 10 years)

Source: 0% equity strategy from the report Opportunities and risks

for investors: „An analysis based on the past 50 years”

Bank Leu (2001)

Alternative risk transfer

Return: 7,8% (money market rate of 3.4% + interest premium of 5.5%

- anticipated loss  of 0.8%)

Risk: 3,0% (standard deviation of a simulation over the past 100

years)

Source: CHF money market rate from the report Opportunities and

risks for investors: An analysis based on the past 50 years”

Bank Leu (2001)

Absolute return strategien – diversification

Return: 10.1% (70% relative value, 20% event-driven, 10% global

macro; less currency hedging costs of 1.5% p.a.)

Risk: 3.5% (70% relative value, 20% event-driven, 10% global

macro; exchange rate risks hedged)

Source: HRF indices since 1993 in USD, www.hfr.com

APPENDIX 2
SOURCES OF DATA FOR THE RISK/RETURN PARAMETERS USED
IN THE OPTIMISATION MODEL
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Absolute return strategies – performance

Return: 16,1% (90% equity long/short, 5% relative value, 5% event-

driven; neutral CHF/USD exchange rate expectations)

Risk: 15,0% (90% equity long/short, 5% relative value, 5% event-

driven; standard deviation in CHF)

Source: HRF indices since 1993 in USD, www.hfr.com

Private equity

Return: 16,4% (neutral CHF/USD exchange rate expectations)

Risk: 26,9% (standard deviation in CHF)

Source: Venture Economics (in USD); www.ventureeconomics.com
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