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lternative investment strategies

seek to provide returns with

low correlations to core asset

classes. These alternative strate-
gies include investing in hedge funds, private
equity, short positions, and real estate. Since
the stock market decline during the Great
Recession, retail investors have increasingly
pursued alternative strategies via liquid
vehicles such as mutual funds and exchange
trade funds. Liquid alternatives offer access to
strategies previously available only to sophis-
ticated investors. However, retail investors
face challenges in evaluating the risks and
returns of strategies that deviate from tradi-
tional approaches to investing in stocks and
bonds.

As investment companies registered
under the Investment Company Act of 1940,
liquid alternatives are required to report their
performance relative to a broad-based market
index. We summarize the traditional equity
indexes, fixed income indexes, and short-
term interest rates used by liquid alternatives
in this reporting as benchmarks. However,
they generally fail to meet the standard char-
acteristics of a valid benchmark.

Poor-quality benchmarks cause
breakdowns in the performance evalua-
tion process. When liquid alternatives use
unrealistically low benchmarks, or hurdles
(e.g., short-term interest rates), retail inves-
tors may fail to understand the true risk of
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the investment or to identify fund managers
who are not adding value. The use of invalid
benchmarks can cause large tracking errors,
which results in a downward bias in infor-
mation ratios.

Although retail investors typically
evaluate fund performance by comparing
actual fund returns to benchmark returns,
the nature of liquid alternative funds requires
a different approach. Specifically, investors
should employ metrics based on drawdown
and downside deviation, along with correla-
tions to other asset classes.

BENCHMARK VALIDITY

In 1983, the U.S. Securities and
Exchange Commission (SEC) created
Form N-1A for use by mutual funds reg-
istered under the Investment Company Act
of 1940. It requires that fund performance
be reported with a benchmark return on an
“appropriate broad-based securities market
index.” It also encourages the reporting of
a secondary benchmark that can be either
a narrow or broad-based index. Although
investors emphasize performance relative to
a benchmark, the SEC does not offer detailed
guidelines on the selection of a benchmark
index. Funds prospectuses often include dis-
closures stating that holdings may deviate
significantly from those of the benchmark as
necessitated by market conditions.
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An actively managed portfolio is compared to a
benchmark to calculate the value added by the portfolio
manager. The index chosen as the benchmark should
be composed of investments in weights that represent
the typical positions of the portfolio manager. When
investing in an actively managed fund, investors bear
responsibility for taking on the risk of the benchmark. In
theory, the index serving as a benchmark is the manag-
er’s target and a signal of the fund strategy’s expected risk
and return. Portfolio managers should be held account-
able for a portfolio that fundamentally deviates from the
benchmark on a frequent basis. This deviation can easily
occur relative to a poor-quality benchmark.

Benchmarks must adhere to certain characteristics
to be considered valid. A benchmark must be unam-
biguous and specified in advance; therefore, the weights
of the securities included in the benchmark index must
be available at the beginning of the period. A quality
benchmark must be investible, which allows investors to
pursue a passive strategy. A benchmark should be mea-
surable, with frequent pricing of the index, and appro-
priate for the fund’s strategy. Appropriate benchmarks
reflect the portfolio manager’s investment style and uni-
verse. Bailey et al. [2007] stated that “the failure of a
benchmark to possess these properties compromises its
utility as an effective investment management tool.”

For liquid alternatives, the most challenging
requirement of a valid benchmark is appropriateness.
Alternative investments are attractive as assets with low
correlations to traditional asset classes and higher yields
than those of today’s government bond markets. If liquid
alternatives offer different risk and return characteristics
than core asset classes, then traditional indexes fail to
serve as proper yardsticks for liquid alternative man-
agers or as risk and return guidelines for investors. An
additional challenge is that liquid alternatives are not
necessarily an asset class but more likely a collection of
various investment strategies that have low correlations
to popular equity investments.

DATA AND METHODOLOGY

We have compiled a list of 644 liquid alternative
funds available in April 2015 and classified them into five
categories. The currency category includes funds that take
significant currency positions by use of money market
instruments, derivatives, and currency swaps. The funds
in the long—short category invest in both long and short
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equity positions. In contrast, the market neutral category
contains funds that attempt to avoid a net position in
the stock market and frequently pursue strategies such
as convertible and merger arbitrage.

The multialternative category includes funds that
provide exposure to various alternative asset classes and
investment tactics. This category contains funds that
often provide the same risk—return portfolio in a single
investment as do multiple investments in various fund
types. The other alternative category consists of funds pur-
suing miscellaneous strategies, such as managed futures,
bear-market, commodities, sector (e.g., real estate or
precious metals), and macro-driven.

Exhibit 1 provides an example fund in each of these
categories, along with the funds’ self-selected bench-
marks and objectives. Only 6% of liquid alternatives
in our sample use a single benchmark. The Alliance-
Bernstein Market Neutral Strategy fund is an example
of a fund in the market neutral category. Its managers
provide two benchmarks: the 3-month T-Bill Index
and the Lipper Equity Market Neutral Funds Average.
Are these valid benchmarks for evaluating the fund’s
performance? The T-Bill Index has significantly lower
risk than the fund and does not represent the fund’s
investable universe. The Lipper average is likely not an
investable alternative for investors.

Using data from S&P Capital IQ, we identity 541
benchmarks used by liquid alternative funds. We then
classify each benchmark into the following four cat-
egories: equity index, fixed income index, short-term
interest rate, and strategy index. Examples of strategy
indexes are the Lipper Equity Market Neutral Funds
Average and the HFRI Equity Hedge Fund Index.

Exhibit 2 shows that 59% of these benchmarks
are equity indexes. They are typically value-weighted,
large-capitalization indexes such as the S&P 500 Index,
the Russell 3000 Index, and the MSCI World Index.
Almost a quarter of the benchmarks are short-term
interest rates, and of those the most common is the
3-Month U.S. Treasury Bill Index. Surprisingly, only
12% of the benchmarks are related to alternative strate-
gies. Exhibit 3 shows the frequency with which each
of the four types of benchmarks is used by the various
categories of liquid alternative funds. Our primary
conclusion is that equity indexes are overwhelming the
most popular choice as a benchmark. Although liquid
alternative funds purport to provide low correlations
with equities, an equity index is cited as a benchmark
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ExHIBIT 1

Examples of Benchmarks Used by Liquid Alternatives, by Fund Category

Fund Type Fund Name

Benchmark(s)

Market Neutral
Strategy (AMCUX)

AllianceBernstein Market Neutral

3-Month U.S. Treasury Bill Index, Lipper Equity
Market Neutral Funds Average

The example fund takes long and short positions to invest in stocks of companies operating across diversified sectors. It primarily invests in value
stocks of companies across all market capitalizations with a focus on large-capitalization (large-cap) companies and factors like relative return
trends and price-to-book ratios to create its portfolio. It employs a market-neutral strategy.

Long—Short

Calamos Long/Short (CCLSX)

S&P 500 Index, HFRI Equity Hedge Index

The example fund takes both long and short positions to invest in stocks of companies operating across diversified sectors in the U.S. equity
markets. It primarily invests in less volatile stocks of companies across all market capitalizations, with a focus on midcap and large-cap companies

that have market capitalizations greater than USD 1 billion.

Multialternative
(DVRIX)

MFS® Global Alternative Strategy I

Barclays Capital U.S. 1-3 Year Treasury Bond
Index, Citigroup 1-Month U.S. Treasury Bill Index

The example fund invests in public equity and fixed-income markets around the world. It invests directly and via derivatives in growth and value
stocks of companies operating across diversified sectors and in investment-grade fixed-income securities.

Currency
(FPGCX)

Federated Prudent DollarBear

Bank of America Merrill Lynch Pan-Europe
Government 1-3 Year Index

The example fund invests in fixed-income markets of developed countries around the world. It also invests some portion of its portfolio in stocks
of companies operating in the gold-related sector. The fund employs quantitative analysis with a focus on factors such as whether the currency in
which the debt security is denominated is likely to rise or fall relative to the U.S. dollar, primarily by comparing countries’ economic situations.

Other Alternative Grizzly Short (GRZZX)

S&P 500 Index, S&P 400 Index, Lipper Dedicated
Short-Bias Funds Index

The example fund invests in the U.S. equity markets and uses short positions to invest in stocks of companies operating across diversified sectors.
It invests in stocks of large-cap companies that have market capitalizations of more than USD 1.5 billion.

Source: S&P Capital IQ.

for these strategies at least 2.5 times more often than
any other type of benchmark. Only market neutral
liquid alternative funds list another type of benchmark
(short-term interest rates) more often than they list an
equity index, and even funds in the market neutral
category use equity indexes as benchmarks despite their
strategies of targeting zero net exposure to the stock
market.

This finding is unexpected in light of the research
by Jennings [2010], who developed an approach based
on using covariance to categorize alternative investments
as more similar to either stocks or to bonds. Although
certain alternative investment categories involving
public or private equity tend to be stock substitutes,
many categories such as hedge funds, real estate, debt-
oriented private equity, exotic alternatives, and fron-
tier markets are either bond substitutes or stock—bond
hybrids. Because so many of these alternative investment
categories have bondlike characteristics, it is surprising

that fixed-income indexes are the least-used category
of fund benchmarks.
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Short-term interest rates are the second most
popular category of benchmarks for liquid alternatives.
The chosen rates are typically for government securities,
which many regard as risk-free investments and thus are
a poor match for all alternative investment strategies that
involve more risk. However, if many liquid alternative
strategies are attempting to provide absolute returns,
then short-term interest rates are widely recognized,
uncomplicated measures of absolute returns.

IMPLICATIONS OF AN INVALID
BENCHMARK

As the evidence that liquid alternative funds choose
poor-quality benchmarks is mounting, what are the
implications for performance evaluation? One issue is
the large number of funds that choose short-term gov-
ernment interest rates as benchmarks. These low-risk,
low-return rates represent hurdles that are easy for fund
managers to outperform. Because they lack the skills
to perform a more sophisticated analysis, some retail
investors may believe that a liquid alternative fund is
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EXHIBIT 2
Benchmarks Used by Liquid Alternative Funds

Fixed Income Index
5%

Strategy Index
12%

Short-Term Rate
24%

Source: S&P Capital 1Q.

\

ExHIBIT 3
Benchmarks Used by Liquid Alternatives, by Fund
Category

Fund Benchmark

Equity Fixed-Income Short-Term Strategy
Fund Category Index Index Interest Rate  Index
Currency 8 3 4 8
Long—Short Equity 93 - 7 11
Market Neutral 22 4 54 4
Multialternative 42 19 43 33
Other Alternative 154 2 23 7
Totals 319 28 131 63

Notes: This table reports the number of times a type of fund benchmark is
used by each category of liquid alternative funds. Because funds can report
multiple benchmarks, the number of benchmarks exceeds the number of
liquid alternative funds.

Source: S&P Capital IQ.
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generating alpha by exceeding a short-term government
interest rate. Additionally, the return from a government
bond cannot be disaggregated in the same manner as
a diversified portfolio that incorporates various factor
exposures, sector bets, and security selections. Perfor-
mance attribution, or the attribution of a portfolio’s
return, is not possible for a risk-free rate.

An invalid benchmark can also cause a large
tracking error. The information ratio is a popular risk-
adjusted metric that shows the excess return provided per
unit of active risk.! An excessively large tracking error, or
active risk, from a poor-quality benchmark will result in
a low information ratio and may falsely indicate that the
fund manager is providing low value relative to risk.

Poor-quality benchmarks can affect the assets
under management. Sensoy [2009] found that about

THE JOURNAL OF INDEX INVESTING 83



one-third of mutual funds select mismatched bench-
marks. A mismatch occurs when a different bench-
mark would provide a significantly higher R? when
regressed on the fund’s return. He estimated that mis-
matched benchmarks result in additional fund flows of
approximately 16% of assets. The evidence suggests that
poor-quality benchmarks are selected in a self-serving
manner.

ALTERNATIVE APPROACHES TO
PERFORMANCE EVALUATION

Do liquid alternative funds require a different
approach to performance evaluation? One alternative
is to use the performance of a peer group as the bench-
mark. However, this approach has many downsides.
Alternative investing encompasses an eclectic mix of
strategies; this makes it costly to assemble a reasonably
sized set of peers that are sufficiently similar to the fund.
Some managers pursuing these alternative strategies may
choose to report their results infrequently or not at all.
Peer-group benchmarks can have survivorship bias due
to funds closing after poor performance. Also, these peer
groups are often not in the investable universe for retail
clients because some of the funds that comprise them
may be closed to new investors.

Several other approaches can provide better insight
into the value of liquid alternative strategies. Because
these strategies aim to perform relatively well in down
markets, metrics that use drawdown offer simple options
for evaluating their performance. Maximum drawdown,
for example, is defined as the largest percentage loss
over time. To incorporate return into the performance
evaluation, investors can use the Calmar ratio, which is
calculated as the annualized rate of return divided by the
absolute value of the maximum drawdown.

Another option is to use metrics employing the
downside deviation, which reflects only returns below
a specified level. Downside deviation is defined as the
variation in return for each period in which the return
is below the specified level. The Sortino ratio is calcu-
lated as the average return minus the specified level,
divided by the downside deviation. Because many retail
investors are familiar with the Sharpe Ratio, which uses
standard deviation as a risk measure, the Sortino ratio
is easy for them to interpret, with the caveat that its
risk measure reflects only relatively low returns. These
approaches can be used alongside correlations with other
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asset classes to provide a view of the fund’s performance
across all market conditions.

The primary disadvantage of metrics based on
drawdown and downside deviation is that they ignore
significant portions of the time series of returns. In
contrast to diversified equity index benchmarks, these
metrics focus on performance in declining equity mar-
kets. This is the primary reason that retail investors are
interested in liquid alternatives.

CONCLUSIONS

Mutual funds registered under the Investment
Company Act of 1940 are required to specify a bench-
mark that is an “appropriate broad-based securities
market index.” We have examined the benchmarks used
by liquid alternative funds to determine whether they
meet the requirements of valid benchmarks and offer the
best approach to performance evaluation.

Our primary finding is that most liquid alterna-
tives use traditional equity indexes, which are safe, pop-
ular choices for satisfying this regulatory requirement.
Although liquid alternatives typically aim for low cor-
relations to traditional asset classes, they report equity
indexes as benchmarks 2.5 times more frequently than
other benchmark categories. Prior research found that
alternative investment strategies tend to have bondlike
performance characteristics. However, we have docu-
mented that liquid alternatives use fixed-income indexes
less than they do any other type of benchmark. Instead,
short-term interest rates are the second most commonly
cited benchmark, even though their risk is far less than
that of most alternative strategies.

The use of invalid benchmarks results in large
tracking errors, biased information ratios, and poor risk
comparisons that are challenging for retail investors
to interpret. As funds registered under the Investment
Company Act of 1940 increasingly follow nontradi-
tional strategies, we question the need for regulators to
require comparison to a broad-based market index. If
such indexes are not valid benchmarks for liquid alterna-
tives, they are potentially misleading to retail investors.
As prior research has shown that fund flows are heavily
influenced by comparison to even inappropriate bench-
marks, the rules promulgated under the 1940 act should
allow for alternative approaches to documenting relative
performance.
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One approach that can address some of the defi-
ciencies of using a broad-based market index is to instead
use a peer-group index. Currently about 12% of the
benchmarks listed by liquid alternatives are indexes
directly related to alternative strategies; however, these
indexes do not always provide for a good comparison
because they may include a diverse mix of strategies.
Also, benchmarks based on peer groups are not always
investable for retail clients and thus fail these criteria for
being a valid benchmark. We recommend that investors
use maximum drawdown, the Sortino ratio, or correla-
tions with other asset classes as better measures of the
value added by liquid alternatives.

An old Russian proverb says that a man who chases
two rabbits will catch neither. When liquid alternatives
seek low correlations with traditional asset classes but list
popular equity indexes as benchmarks, retail investors
are likely to be confused as to which goal these funds
are truly attempting to achieve. In the eyes of investors,
liquid alternatives may fail to catch either rabbit unless
they present relative performance metrics aligned with
their investment strategies.

ENDNOTE

'The information ratio is defined as active return
divided by active risk. To calculate the components of the
ratio, regression analysis is used to estimate beta, the esti-
mated slope from a regression of the portfolio’s return on the
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benchmark return. Active return, or excess return, is then
computed as the portfolio’s return minus beta multiplied by
the benchmark return. Active risk, or tracking error, is the
standard deviation of the active return. Some calculate the
information ratio based on a beta of 1, which is a reasonable
assumption when a valid benchmark is used. However, the
evidence associated with liquid alternative funds suggests that
they often choose invalid benchmarks.
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