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8. Behavioral Hedge Funds:
How to profit by the Folly of Others

• What are Hedge Funds?

• Strategies exploiting Mean Reversion: Contrarian and Value Investment

• Combining Momentum and Reversal (Swaminathan life cycle, MONTREAL)

• Strategies exploiting underreaction (FTAM)

• Strategies exploiting Co-Movements (LTCM)

• Strategies exploiting Probability Weighting

• „Economic man is very unlike a real man“

Edwards (1954)
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Pliny the Elder

„The best plan is ... To profit by the folly of others.“

Pliny the Elder, from John Barlett, comp.
Familiar Quotations, 9th ed. 1901.

Characteristics of Hedge Funds

• Actively managed

• Flexible Investment Policies

• Unusual legal structures

• Limited liquidity

• Performance fees and high water marks

• Managers are partners not employees

• Not scaleable

Lhabitant (2002): Hedge Funds, Wiley.
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Growth of  Hedge Funds

Hedge Fund Strategies

• Long Short Equity
• Arbitrage

– Convertible Arbitrage
– Fixed Income Arbitrage

• Event Driven
– Distressed
– Merger&Acquisition

• Directional
– Global Macro
– Emerging Markets
– Sector Hedge Fund
– Dedicated Short Bias
– Managed Futures

Lhabitant (2002): Hedge Funds, Wiley.
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Relative Shares of  Hedge Fund Strategies: Style Drift
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Hedge Fund Index (CSFB-Tremont)
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Improving Diversification with Hedge Funds
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Performance Measures of HFs

Performance Measures of HF strategies
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Value at Risk (VaR)

VaR for Hedge Funds strategies
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Hedge Funds exploiting Underreaction

• Self-test
– 100 urns with 1000 balls each
– 45 of those have 700 black and 300 red balls
– 55 of those have 300 black and 700 red balls

– Question 1: Probability that a randomly selected urn has more black 
balls?

Experiment 2

– Then 12 balls are drawn (with returning) from the randomly selected urn
– Result of this drawing: 8 black and 4 red 

– Question 2: Probability that the randomly selected urn has more black 
balls?
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Experiment 2

– Then 12 balls are drawn (with returning) from the randomly selected urn
– Result of this drawing: 8 black and 4 red 

– Question 2: Probability that the randomly selected urn has more black 
balls?

– Typical Answers: 45% and 67%

Underreaction to new information!

– Correct answer: 96.04%

• We look for:

where

Bayes‘sche Formula
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Binomial distribution
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Hedge Funds Exploiting Underreaction

Fuller and Thaler Asset Management (FTAM)  

Buy stocks of companies with SUE because there will be the “post 
earnings announcement drift”.

Short Run Momentum (1)

Formation Period: 3-12 Months
Holding Period: 3-12 Months

Strategy: Buy Winner, (Short)-Sell Losers



13

Strategies Exploiting Mean Run Reversal

DeBondt und Thaler (1985): Contrarian Strategy

(Formation Period: Last 3 Years.

Holding Period: The next 3-5 Years.)

Combining Momentum and Reversal
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Alpha

The AlphaSwiss MONTREAL-Index:
short run momentum and medium run reversal

The AlphaSwiss MONTREAL-Index describes the backtest of the 
MONTREAL-model.
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Long Run Reversal: Value Investment

Classify according to Price/Earnings-Ratio:
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Reversal (2): Value Investment pays

Reversal (3): Value Investment Pays
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Strategies Exploiting Co-Movements (1)

Stock market prices are determined in part by the market on which
the stock is listed.

Co-Movements (2)

London New York
Royal Dutch Petroleum Shell Transport and Trading

60 % 40 %

Royal Dutch / Shell

Fundamental:

RDP : STT        =3 : 2
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According to [Froot&Debora] the prices of STT move with the US-
Markt and those of RDP  with the London market!

Co-Movements (3)

Exploit Probability Weighting

giving rise to the Favorit Longshot-bias

with Stock Index Options 

Hodges, Tompkins and Ziemba (2003)
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People give too much weight to small probabilities

Kahneman and Tversky (1979) (1992)

Probability Weightening W(P)
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Probability Weighting

Question:

Would you rather bet on a 2 to 5 shot and receive 40% profit if you win or on a 20 
to 1 shot where you receive 2000% profit if you win?

Answer:

The public prefers the latter but the expected returns are much higher for the 
favorites.

The Favorite Longshot-Bias
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The Favorite Longshot-Bias on Horse Racetracks

The Favorite Longshot-Bias on Stock Index Options
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Expected Returns on Options

Expected Returns on Options
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Expected Return from Skew trading

Sell overpriced puts hedge them with short futures and 
use the proceeds of the put sale to buy calls.

• Investing in stock markets is a lot more complicated than classical 
Finance has suggested us

• There exist a number of psychological proven market anomalies, which
can be exploited by suitable behavioral Hedge Funds

• Since the market is not always fully efficient it‘s absolutely possible to 
outperform the market

Conclusion and Outlook
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• A good portfolio management

– has to stand up to the continuously changing process of existing
anomalies

– is based on solid empirical analysis

– recognizes profitable market anomalies on time 

Anomalies change continuously


