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THE UNIVERSITY OF SOUTHERN CALIFORNIA

Marshall School of Business 
FBE 540 - Hedge Funds – Fall 2016
Time: 5-6:20 pm MW
  



Room: 
            JKP 202   

Instructor: Mick Swartz, Ph.D., CAIA


Office: 
HOH 213
Email: mick.swartz@marshall.usc.edu 


Phone: 
740-6527 

Office Hours: M: 1:00-4:00 p.m. and after class, or by appointment. 

COURSE SCOPE AND OBJECTIVES: 
This course intends to be an introduction to Hedge funds. The goal is to provide a complete overview of the main characteristics of hedge funds including their economic function, strategies employed, due diligence issues, abnormal return characteristics, risk profiles and types of risks managed. The perspective will be from a financial institution’s perspective, and from the viewpoint of wealthy domestic and foreign investors. The emphasis of the course will be on conceptual issues as opposed to the institutional aspects (although the basic institutional aspects will be covered). Quantitative methods of funds and investment policies will be examined for their impact on portfolio risk and return. In addition, basic economics will be used in this course to examine the risk and potential returns of strategies and trading ideas. It is assumed students have a basic understanding of statistics and calculus.  

COURSE MATERIALS:

Required:  
FS : Hedge Fund Strategies & Tools by Mick Swartz, third or fourth edition (Amazon or Kindle)
Suggested Reading
RJ : All About Hedge Funds by Robert Jaeger (McGraw-Hill: ISBN 0-07-139393-5) 2003
N: Class Notes by Mick Swartz

Recommended Readings: 

Hedge Fund Review
Investors Business Daily

Wall Street Journal. 

www.cboe.com
www.cme.com
Additional Books: 

Anson, Handbook of Alternative Assets, Wiley

Calamos, Convertible Arbitrage, Wiley

Jarrow and Turnbull, Derivative Securities, 2e, South-Western. 

McDonald, Derivatives Markets, Addison-Wesley. 

Siegel and Siegel, The Futures Markets: Arbitrage, Risk Management and Portfolio Strategies, Probus 

Grading: The grade will be based on two exams (midterm and final) and a project/presentation. 

 Midterm One: 33% 

 Final Exam: 33% 

 Written Group Project: 23%

 Group Presentation: 11%

  Problems will be assigned on a regular basis and discussed in class (at least the most representative) but not collected. However, class participation will also include solving problems and involvement of class discussions. Exams will include readings provided that may not necessarily be covered in class. It is assumed students (on their own) can read some chapters and retain knowledge such as definitions, basic concepts, major differences between funds and ideas, etc. 
Course Policies:
This class is mostly qualitative with some quantitative methods. Both qualitative and quantitative thinking require active engagement in the course. To truly understand risks and the business model associated with a type of hedge fund, the student must strive to fully grasp all the qualitative and quantitative ideas presented in the course. The course meets once a week, so attendance is crucial towards success in the class. The interaction between the students and the professor is important in terms of overall learning. The course should have a great deal of discussion when an idea needs further explanation or questions relating ideas presented in the course need further clarification. There is a great deal of information in the course, however, that should not lead to fewer questions asked by students. You are encouraged to ask questions in this class.

Group Reports:   

In week 2 we will form groups for the project and presentation. Typically 3-5 people will participate in a group. Each group will turn in a 10-20 page paper describing a specific type of hedge fund and a business plan to form a new fund.  The project should describe the type of fund, mechanics on starting the fund, mechanics on investing, 
On-Line Submissions:
The project should be sent in hard copy form on the day you present your paper and a copy should be sent to my email address mick.swartz@marshall.usc.edu  

At the presentation, your group should provide an outline to the professor prior to presenting. The outline and the paper should include the name of the group and the names of each member in the group in alphabetical order. The outline should take into account the time constraints of the presentation.

Exam Dates:

Midterm One: October 5th    

Midterm Two:  November 16th   
Projects Due: December 14th  
Presentations: November 30th  .

Return of Paper:
Graded paperwork that is unclaimed by a student will be discarded after 4 weeks. Students who miss class sessions when paperwork is returned are responsible for arranging for an appointment to retrieve the material. Disputes over graded material should be brought to me attention as soon as possible. All projects will NOT be returned, make a copy for your team members. 
Statement of Technology Use:
Please note that communication devices such as cell phones, Blackberries, iPhones, etc. capable of sending and or receiving electronic communication and all entertainment devices such as iPods, or other MP3 players are to be turned off and kept off throughout the class session. Receiving or sending communication or entertainment during class disrupts the learning environment and is rude to those around you. If you use your laptop for note-taking purposes, Internet connections are prohibited unless otherwise stated by the professor.

Academic Dishonesty: 

The use of unauthorized material, communication with fellow students during an examination, attempting to benefit from the work of another student, and similar behavior that defeats the intent of an examination, or other class work is unacceptable to the University. It is often difficult to distinguish between a culpable act and inadvertent behavior resulting from the nervous tensions accompanying examinations. Where a clear violation has occurred, however, the instructor may disqualify the student’s work as unacceptable and assign a failing mark on the paper. 

Disability: 

Any student requesting academic accommodations based on a disability is required to register with Disability Services and Programs (DSP) each semester. A letter of verification for approved accommodations can be obtained from DSP. Please 

be sure the letter is delivered to me (or my TA) as early in the semester as possible. DSP is located in STU 301 and is open 8:30 a.m. – 5:00 p.m., Monday through Friday. The phone number for DSP is (213) 740-0776. 

The Project is a 20-30 page paper discussing the profitability of a specific type of hedge fund. The different types and levels of risk in the business model should be addressed. The paper should be very detailed and describe the risks, returns (if available) for a class of funds, opportunities available in the specific type fund that are not available in other investments, other opportunities available and where the fund fits into the risk/reward profile of investments. The student should try to interview a hedge fund manager for their project. 
Grade Announcements: One week after the midterm is returned, grades will be posted. Three working days (72 hours) after the grades are posted, the posted grades become final and no claims on them will be considered. 

COURSE OUTLINE

Each lecture represents half a class period. 

FS represents the Hedge Fund Text by Filipo Stefanini
RJ represents the Robert Jaeger textbook

N represents class notes

Introduction: 

Week One Aug 31  Labor Day Weekend   Intro
Week Two Sept 7 
Lecture 1 and 2: Introduction. 

· Course overview. 
· Traditional Investment Theory and Practice


Stocks, bonds, mutual funds, ETFs 

· Alternative Investments – Hedge Funds, Private Equity, Distressed. 

· Characteristics of Traditional versus Alternative Investments.
· Graph of risk/reward profiles and market niche for hedge funds. 

Readings:

· RJ: Chapter 1,2. 

  FS: Chapter 1, 2, 3 
Specific Questions and Topics Addressed:

1. What is a hedge fund?

2. What is leverage and how does it affect risk?

3. What role does information play in a competitive market?

4. How is mutual fund investing different than hedge fund investing?

5. Why are the hedge fund fees so much higher?

6. Why can’t most investors invest in hedge funds directly?

7. What types of legislation affect hedge funds?

8. Which hedge fund strategies have a long history of abnormal returns?

9. What is the difference between distressed debt, private equity and venture capital?

10. How many types of hedge funds exist?

11. What role does investment style play in risk and return?

12. What economic ideas are employed by hedge funds?

13. Informational difficulties - their role in secrecy and returns

14. On shore vs Offshore – does where you locate matter?

15. Performance Calculations – how do you compare hedge funds?

Week Three  Sept 14     HEDGE FUND SEMINAR – Possibly Delayed until Nov 
Start up your own Hedge Fund

Speakers – experts in the area

Specific Questions and Topics Addressed:

1. What role do prime brokers play in the success of a hedge fund?
2. What level of auditing is necessary or sufficient?

3. What types of legal services are needed?

4. Trader vs hedge fund – do you want to manage people and/or money?

5. How does a hedge fund acquire leverage?

6. How does a hedge fund acquire funds to invest?

7. What types of hedge funds are more likely to attract capital?

8. What role does liquidity risk, market risk and credit risk play?

Week Four  Sept 21 
Lecture 3-4: Markets, Inefficiency and Abnormal Returns. 

· Economic Function and Risk and Return. 

· Size of the Inefficiency and size of funds. 

· Price boundaries. 

· N: 2. 

Second part of class

Lecture 5-6: Relative Value Funds. 

· Merger Arbitrage Funds. 

· Convertible Arbitrage Funds. 

· Fixed Income Funds. 

· Market Neutral Funds.

· Competitive Advantages. 

· Compare and contrast with Long Only Funds. 

Readings:

· RJ: 3,4. 

   FS: Chapter 4,5,6,7
Specific Questions and Topics Addressed:

1. How do merger arbitrage funds work?
2. How do convertible arbitrage funds find investments?

3. What types of comparative advantage do market neutral funds need?

4. How are long only funds different than other funds?
5. Which strategies provide liquidity?

6. Which strategies require more leverage to survive?

7. What types of information do fixed income funds use?

8. What is a Sortino Ratio, Sterling Ratio and Burke Ratio?

9. What is the upside potential ratio?

10. What is M2 and M3 ?

11. Alpha, Beta and market Risk, CAPM topics

Week Five Sept 28 
Lecture 7-8: Trading Strategies. 

· Option Strategies. 

· Spreads. 

· Combinations.
· Futures Strategies

· Speculation and Hedging 

· H: 3 and 4. 

Second Part of class
Lecture 9-10: Binomial Pricing Model and Black-Scholes Model. 

· Single-period. 

· Multi-period. 

· Pricing of American options. 

Readings: 

· RJ: 10,  

   FS: Chapter 3,4
Specific Questions and Topics Addressed:

1. When would a hedge fund use a butterfly spread, a condor or a calendar spread?
2. What situations would entail the use of a straddle, strip or a strap?

3. What spread strategies use a mean reversion strategy?

4. How is futures investing different than options investing?

5. How is writing options different from buying in terms of liquidity risk and credit risk?

6. How is a put option different than a call option?

7. What is put-call parity?

8. Which no arbitrage options equations are frequently employed by quantitative hedge funds ? 

9. What assumptions does a hedge fund make when using the Binomial model or the Black-Scholes model?

10. Is dynamic hedging risk-free?

11. What databases are available to examine hedge funds?

12. What is self-selection bias, survivorship bias, backfill ?

13. Why correlation may lead you to the wrong conclusions?

Lecture 11-12: Long/Short Funds. 

· Futures strategies. 

· Managed Futures Funds. 

· Commodity Pools.
· Competitive Advantages and how to maintain advantages. 

· FS: 13. 
Week Six October 5:                      Exam One    (Chapters 1-7, tables, notes)
Week Seven October 12 
Second Part of Class
Lecture 13-14: Fund of Funds – Risk/Reward profiles. 

· Diversification 

· Fees 

· Opportunities and commitments.

· Competitive Advantages.  

Readings: 

· RJ: 9,11,13. 

   FS: Chapter 4, 13
Specific Questions and Topics Addressed:

1. Publicly traded assets versus illiquid investment vehicles
2. What is the secret sauce?

3. If you have a secret do you tell others? 

4. What role does secrecy play?

5. What fees do different types of funds charge?

6. Are Fee Structures important for incentives and risk taking?
7. What are additional costs if you diversify?

8. How does a fund maintain a competitive advantage?

9. How is a managed futures fund different than a commodity pool?

10. What is the risk return profile of a typical long/short fund?

11. Is it possible to compare funds within a style?

12. How does clustering affect an investors risk profile?

13. Which hedge fund styles are more highly correlated?

14. What are typical leverage ratios?

15. Historical risk and return trade-offs of different hedge fund styles.

16. Do hedge fund investments lower overall portfolio risk to the individual investor?

17. Caveats of hedge fund investing.

Week Eight  October 19   
Distressed Lending, Credit Arbitrage and PIPES 
Week Nine   October 26
Active Management and Efficient Markets

RJ Chapter 5,6,7,8.  

Hedge Fund Panel - Speakers

Week Ten November 2  
Lecture 15:  Global/Macro Funds 

· Markets - Geographic.
· Size of funds and need to look for many markets. 

· Strategies and forecasting. 

· Competitive Advantages. 

Readings:

· RJ: 11,12, 16. 

· FS: 12,14
Lecture 16: Short Only Funds. 

· Estimating volatilities 

· Numerical valuation methods 

· Quasi-analytic valuations 

Readings: 

· RJ: None available.
· FS: 3 

Specific Questions and Topics Addressed:

1. Why does the Global/Macro style attract so much capital?

2. Does hedge fund size affect performance?

3. Which markets lead to limiting opportunities?

4. Which strategies require more liquidity?

5. How do you estimate the volatility of a hedge fund?

6. How do you estimate risk of the fund?

7. What are the relative size of markets across assets, countries, and liquidity?

8. Which strategies provide liquidity?

Week Eleven  November 9    
Lecture 17: Long Only Revisited

Venture Capital

Distressed Debt

Private Equity 
 · Sources of Capital
Readings:

· RJ: 6. 

· FS: 8,9,10, 15.7-15.12
Week 12 November 16  
Lecture 18: Volatility and Trading 

Writing strategies – Liquidity providers

Insurance strategies

Exotic Options. 

· Compound options 

· Barrier options 

· Lookback options 

Readings:

· RJ: None available. 

· FS: Chapter 15.3,15.4, 15.5
Specific Questions and Topics Addressed:

1. Does hedge fund size affect performance?

2. Which markets lead to limiting opportunities?

3. Which strategies require more liquidity?

4. How do you estimate the volatility of a hedge fund?

5. How do you estimate risk of the fund?

6. What are the relative size of markets across assets, countries, and liquidity?

7. Which strategies provide liquidity?

8. How is a Look-back option different than a Barrier option?

9. What is a Bermuda option?

10. How is Private Equity different than Venture Capital?

11. What legal structure do most Private Equity funds use? Why?

12. Does being a Long Only strategy have advantages?
13. Why was capital so difficult to obtain for many years for the Venture Capital Funds?

14. What is the typical business model of a VC ?

15. What is the typical business model for a PE Fund?

16. What is the typical business model for a distressed debt fund?

17. Where does a distressed debt fund find investments?

18. How is risk managed in a VC firm different than PE or distressed debt?

19. How many firms use distressed debt?

Week 13 November 23 Thanksgiving Day Holiday 
Statistical Arbitrage 
High Frequency Trading

Index Arbitrage

Writing Options

FS : 15

Week 14  November 30  Powerpoint Presentations 
Group Presentations due – 20-30 minute Powerpoint Presentations

Activist Investors

Event Driven Strategies

Relative Value Investing

RJ : 17,18, 15,16

FS : 11

Performance Analysis

Benchmarking

Statistical Analysis

Tax Issues

Performance Fees

RJ: 13,14

FS: 16

Week 14 Long Only, continued 
Private Equity 

J Curve

Thresholds

Vintage Year

Tax issues

Business Model Old vs New

Leverage

Credit Market Cycles

December 14th  Final Project Due 
Projects due 

