
         PLAY OFFENSE  
      AND DEFENSE WITH   
   HEDGED EQUITY 

Building a game plan for your financial future involves playing both offense and defense to help you 
achieve your long-term goals. 

You may be concerned about current market volatility and how that affects your portfolios. As this 
fear is magnified, you may want to take a much more defensive position. However, this may make it 
more challenging to execute your investment strategy. Hedged equity may help you stay invested in 
the markets and reach your long-term goals.

Inspired by Change, Driven by Growth.



The hedging strategies used by long/short 
equity may help to reduce beta, standard 
deviation, and downside capture. Over the 
past 25 years, hedged equity (as represented 
by the HFRI Equity Hedge Index) had 55% 
lower beta, nearly 40% lower standard 
deviation, and 26% lower downside capture 
versus the broad market (as represented by 
the S&P 500) as shown in Figure 2.

Hedged equity’s lower volatility and risk 
factors may help alleviate your anxiety—while 
keeping you invested and sticking to your 
long-term plan—a solid defensive strategy.

Employing Hedged Equity in Volatile Times

Market Volatility is Expected to Continue

Figure 2: Hedged Equity’s Lower Volatility and Risk May Help Alleviate Anxiety

Source: FactSet, from 1/1/1990 – 12/31/2015.

Source: FactSet. Rolling 12-month periods. Period end dates range from 3/31/1990 – 12/31/2015.
Past experiences are not indicative of future events.

Over the past 25 years, there has been a 
pattern of volatility rising into the mature 
phase of an economic cycle, through a 
recession, and falling afterward. Market 
volatility has been lower than average over 
the past several years, but it has now been 
about seven years since the economy 
bottomed. 

We believe the economy is in a mature phase, 
which is when volatility typically rises. As 
such, we believe volatility should continue to 
increase based on historical patterns (see 
Figure 1).
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HFRI Equity 
Hedged Index S&P 500 Index Difference

Beta 0.45 1.00 -55%

Standard Deviation 8.89 14.57 -39%

Downside Capture 73.9 100 -26%

Figure 1: Volatility is Expected to Continue to Rise
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The Bottom Line

Market volatility is expected to continue. Interest rates are expected to continue to rise. Both may make investors anxious and 
prone to rash decisions. As such, using a hedged equity strategy may enable you to play both offense and defense. 

•	 If you are anxious about rising volatility, shift assets into hedged equity. This may make sense given that hedged equity has 
historically provided higher risk-adjusted returns in periods of heightened volatility. 

•		If you are concerned about higher interest rates, shift assets into hedged equity. This may make sense given that hedged 
equity has historically performed better with lower beta, downside capture, and standard deviation in periods of rising interest 
rates as we discussed earlier.

Employing Hedged Equity During Rising Risk Environments

Figure 4: Hedged Equity Outperformed Equities and Fixed Income During  
Fed Tightenings

Source: FactSet. Performance is provided for illustrative purposes and represents a proxy for the 
performance of a hedged equity investment during the period of January 1994 through January 
1996, May 1999 through May 2001, and May 2004 through May 2006. Please note such figures do 
not represent the performance of any portfolio advised by Fred Alger Management, Inc. Selection 
of a different index to serve as a proxy might have materially different results than those shown.

Hedged equity has also outperformed both 
equities and fixed income during periods 
when the Fed raised interest rates.

Over the past three tightening cycles, hedged 
equity outperformed the broad market by an 
average of 630 basis points annually, and it 
outperformed bonds, as represented by the 
Barclays U.S. Aggregate Bond Index, by an 
average of 948 basis points annually. 
Additionally, hedged equity generated these 
more attractive returns with a higher Sharpe 
ratio and lower volatility, as measured by 
standard deviation, than the S&P 500  
(see Figure 4).

HFRI Equity 
Hedged Index S&P 500 Index

Barclays U.S. 
Aggregate Bond 

Index

Return 15.07 8.76 5.59

Standard Deviation 8.51 11.15 3.46

Sharpe Ratio 1.37 0.66 0.31

Figure 3: Sharpe Ratio: Hedged Equity vs. Broad Market (January 1990–December 2015) 
In periods of above-average volatility over the 
past 25 years, hedged equity’s offense has 
shined with superior risk-adjusted returns. Its 
Sharpe ratio, a measure of risk-adjusted 
returns, has averaged 195% higher than the 
S&P 500 (see Figure 3). This difference has 
been driven by hedged equity producing 
higher returns versus the broad market in 
heightened volatility environments.

This strong risk-adjusted outperformance in 
volatile markets is likely due to hedged 
equity’s unique ability to capitalize on two 
main factors: long and short stock picking, 
and equity values that diverge more from 
intrinsic value in highly volatile markets. 

Hedged equity may profit from undervalued 
securities on the long side; it may also be able 
to generate gains from overvalued securities 
on the short side. This may create more alpha 
potential than long-only strategies but also 
has the potential to dampen volatility and 
lower downside risk given the short exposure. 

Hedged Equity Has Strong Risk-Adjusted Performance During Volatile Periods
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Source: FactSet. High and low volatility periods are those 12-month rolling time periods when the 
standard deviation of the S&P 500 was higher or lower than its 25 year average. Please note such 
figures do not represent the performance of any portfolio advised by Fred Alger Management, Inc. 
Selection of a different index to serve as a proxy might have materially different results than 
those shown.
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The views expressed are the views of Fred Alger Management, Inc. as of May 2016.  
The views and strategies described may not be suitable for all investors. Alger has 
used sources of information which it believes to be reliable; however, this publication 
is not intended to be and does not constitute investment advice. These views are sub-
ject to change at any time and they do not guarantee the future performance of the 
markets, any security or any funds managed by Fred Alger Management, Inc. These 
views should not be considered a recommendation to purchase or sell securities. 
Individual securities or industries/sectors mentioned, if any, should be considered 
in the context of an overall portfolio and therefore reference to them should not be 
construed as a recommendation or offer to purchase or sell securities. References 
to or implications regarding the performance of an individual security or group of 
securities are not intended as an indication of the characteristics or performance of 
any specific sector, industry, security, group of securities or a portfolio and are for 
illustrative purposes only. Fred Alger Management, Inc. may not correctly predict 
movements in the direction of a particular market or of the stock market generally, 
and the anticipated results shown in any of the examples in this publication may not 
result in increased performance or reduced risk. 

Risk Disclosures: Investing in the stock market involves gains and losses and may 
not be suitable for all investors. Investment return and principal value of an investment 
will fluctuate so that an investor’s shares, when redeemed, may be worth more or less 
than their original cost. Growth stocks tend to be more volatile than other stocks. Their 
prices tend to be higher in relation to earnings and may be more sensitive to market, 
political, and economic developments. 

S&P 500 Index is an index of large company stocks considered representative of the 
U.S. stock market. HFRI Equity Hedge Index is an equal-weighted, net of all fees, index 
calculated three times per month of equity hedge strategies contained in the HFR Data-
base. Equity hedge strategies maintain positions both long and short in primarily equity 
and equity derivative securities. The Barclays U.S. Aggregate Bond Index measures the 
performance of the U.S. investment grade bond market. Investors cannot invest directly 
in any index. Index performance does not reflect deduction for fees, expenses, or taxes. 

Beta measures a fund’s sensitivity to market movements in relationship to a particular 
index. A fund with a beta of 1.00 would be expected to have returns equal to such index. 
Capture Ratio is calculated by dividing Upside Capture by Downside Capture. Upside 
Capture Ratio measures a manager’s performance in up markets relative to a particular 
benchmark. Downside Capture Ratio measures a manager’s performance in down 
markets relative to a particular benchmark. Standard deviation measures how much a 
portfolio’s return has deviated from its average historical return. Sharpe ratio presented 
was calculated as the difference between the index’s rate of return less the 3 month 
T-Bill’s rate of return relative to the difference between the index’s standard deviation 
less the 3 month T-Bill’s standard deviation for the period shown. Please note that using 
a different proxy for the risk-free rate of return might have materially different results.

OFDEFBRO-0516

PLAY OFFENSE AND DEFENSE WITH HEDGED EQUITY 4/4


