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here exists a quote, often attributed to Mark Twain, “that
truth dies easily but a lie well told, lasts forever.” Over
the past ten years, the alternative investment area has witnessed a paradigm shift in which hedge funds are no
longer viewed solely as ‘absolute return’ vehicles, but strategies in
which a portion of the return is due to the strategies underlying
exposure to market risks including market volatility. The lead section features an article which further explores this issue. In the article, “Asset Based Style Analysis for Equity Strategies: The Role of
the Volatility Factor,” David Kuenzi and Xu Shi examine the effectiveness of various volatility factors. Their results show that calls and
puts on market indices provide intuitive measures of volatility with
reasonably high levels of explanatory power for the variation in
returns in comparison to other volatility factors.
New ideas such as the use of various factor-based models to
understand the alternative asset return process, does not of course,
mean that traditional methods of return estimation or asset allocation such as mean variance optimization do not play an important
role. The next section features articles on Optimization Methods.
In the second article, “Building a Hedge Fund Portfolio with Kurtosis and Skewness,” Mark Anson, Ho Ho and Kurt Silberstein
incorporate skewness and kurtosis into the hedge fund selection process and apply it to a “live” portfolio of hedge funds. Their results
show that multi-moment optimizations produced superior portfolios with higher Sharpe Ratios while explicitly accounting for kurtosis and skewness. In the third article, “Optimizing BenchmarkBased Portfolios with Hedge Funds,” Ivilina Popova, David P.
Morton, Elmira Popova and Jot Yau introduce a new stochastic programming model which incorporates Monte Carlo simulation and
optimization to examine the effects on the optimal allocation to
hedge funds given benchmark related investment objectives such
as expected shortfall and semi-variance. Their results show that a
substantial allocation—approximately 20% to hedge funds is justified. They find that the return distributions of portfolios constructed using the stochastic programming model skew to the right
relative to those of the optimal mean-variance portfolios, resulting
in higher Sortino ratios.
Changes in our understanding of both market factors explaining hedge fund returns or the implications of the use of traditional

T

Downloaded from https://jai.pm-research.com/content/10/1, by guest on January 9, 2023 Copyright 2007 With Intelligence Ltd.
It is illegal to make unauthorized copies, forward to an unauthorized user, post electronically, or store on shared cloud or hard drive without Publisher permission.

mean variance processes in determining the value of
hedge fund returns should not hide the fact that for
many, alternative investments cover a much broader
range of investments. In fact, most ‘academic’ investment books still discuss alternative investments as primarily representing investment in gold, silver, art and
various forms of collectibles. The third section features an article on stamps as an investment strategy. In
the fourth article, “Portfolio Diversification Benefits
of investing in Stamps,” Chris Veld And Yulia V.
Veld-Merkoulova examine the benefits of investments
in stamps to both U.K and U.S. investors using the SG
100 index. The SG 100 index is an index of stamp
investments that was introduced by Stanley Gibbons
a large British stamp dealer in November 2002. Their
results show that for a British (UK) investor the
returns on the stamp index are lower than for stock
indexes such as the FTSE 100 and the FTSE 350.
However for American investors, the unhedged
returns slightly outperform returns on stocks.
The final section features articles on risk management. Collateralized debt obligations (CDOs),
first introduced into the financial markets in 1987, is
an application of the securitization technology first
applied to the creation of residential mortgage-backed
securities. With annual issuance exceeding $100 billion in 1998 CDOs were the fastest growing investment vehicle of the last decade. In the fifth article,
“Financial innovations and the Shaping of Capital
Markets: The Case of CDO’s,” Douglas J. Lucas,
Laurie S. Goodman, and Frank J. Fabozzi argue that
the CDO market has become large enough to dominate the respective underlying collateral markets.
They demonstrate this by examining three collateral
types: high-yield loans, mezzanine mortgage assetbacked securities, and trust preferred debt. Their
results show that issuance of CDOs backed by these
asset types has steadily increased and has lead to an
increase in the issuance of the underlying as well as
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tightening of its spreads. In the last article, “Efficient
Trees for CIR and CEV Short Rate Models” by
Sanjay K. Nawalkha and Natalia Beliaeva, we return
to the issue that we must constantly review previous
concepts and ideas. In this article, the author(s) present truncated-tree transforms for generating binomial and trinomial trees under the Cox, Ingersoll, and
Ross (CIR) and constant-elasticity-of-variance (CEV)
models of the short rate. They correct an error in the
original square root transform of Nelson and
Ramaswamy [1990], and modify their transform by
truncating the tree exactly at the zero-boundary.
This not only allows for the creation of more efficient
trees for the CIR square-root process, but also for the
entire class of CEV models of the short rate. The simulations in this article show fast convergence and
significantly improved performance of the truncatedtree approach over the Nelson-Ramaswamy approach.
As more and more articles are submitted to
our Journal (and by our Journal I mean author(s) and
readers(s) alike), I am amazed by the speed by which
ideas on the use of alternative investments are constantly evolving. A principal challenge for any Journal is both to keep current with new concepts and
theories while keeping an appreciation for the historical viewpoints that provide the basis for our
understanding of alternative investments.
To understand, the process of change we, of
course, continue to depend on our readers and those
who submit their ideas to the Journal. I have always
believed that there is an efficient market in ideas and
that sooner, rather than later, those ideas are brought
to the market place. I look forward to reading those
efforts and to having the Journal continue as a primary vehicle by which those ideas are presented.

Thomas Schneeweis
Editor
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