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Hedge fund bets
show Low Volatility
IS still far from
overcrowded

* Hedge funds tend to invest more in high-volatility stocks

« Limits to arbitrage may not be the primary driver of this anomaly

* Low-volatility is far from being a 'crowded' trade

Thorough analysis of hedge fund data shows that, despite their
flexible approach to investing, these funds tend to bet strongly

/
against the low-volatility anomaly. This suggests that limits to H ed g e fu n dS

arbitrage are not the main reason for this anomaly and that the

low-volatility trade is still far from being overcrowded. tend tO be't

The low-volatility anomaly, the finding that low-volatility stocks tend to have superior risk- Stro n g |y
adjusted returns in the long run, is a well-known phenomenon. Over the past four decades,

it has been extensively documented by academics for numerous equity markets across the ag al n St th e

globe. | | t | . t
Among the frequently cited explanations for this counterintuitive observation are the so-

/
called limits to arbitrage. This concept encompasses a variety of common investment anOI I laly
restrictions investors face, such as constraints on leverage, short-selling and being evaluated




against a benchmark. But new thorough analysis of past hedge fund returns suggests that
this may not be the key driver of the anomaly after all.

Limits to arbitrage are much less of a concern for hedge funds than for conventional asset
managers, as hedge funds are typically characterized by an absolute return target and ample
flexibility to apply leverage and short selling. One would therefore expect them to be well-
positioned to actively take advantage of the opportunity provided by low-volatility stocks. In
practice, however, they do not appear to do that, on the contrary.

Significant but negative explanatory factor

We regressed aggregate hedge fund returns on the return difference between low and high-
volatility stocks. We then found that this return difference is indeed a highly significant
explanatory factor for aggregate hedge fund returns, but that there is an inverse
relationship. In other words, hedge funds tend to bet strongly against the low-volatility
anomaly.

For this analysis, we used hedge fund indices from two leading providers, Hedge Fund
Research and Credit Suisse, over the ten-year period from January 2006 to December 2015.
The preceding ten-year period was also taken into account in a robustness analysis. We
focused on aggregate indices which include hedge funds from all categories, but also looked
at the various sub-category indices.

All hedge fund returns were taken in excess of the risk-free return provided by Kenneth
French. We also controlled for a wide number of known explanatory factors, such as the
equity premium, the term premium, the standard size and value factors (as described by
Eugene Fama and Kenneth French in their well-known three-factor model), and various
momentum or trend-following factors.

On the whole, the picture that emerged from the regressions is that the main systematic
exposures provided by hedge funds tend towards classic betas, such as the equity risk
premium, the emerging versus developed equity return, and the default premium. In
addition, our calculations showed a strong bet against the low-volatility anomaly within the
equity market, as well as an exposure towards various forms of momentum.

These findings clearly go against the notion that limits to arbitrage are the main reason for
the low-volatility anomaly. Other explanatory factors that have been proposed, such as the
fact that portfolio managers may be willing to overpay for high-volatility stocks in order to
maximize the expected value of their option-like compensation schemes, may be more
important.

ROBeCO

The Investment Engineers

Limits to
arbitrage are
much less of a
concern for
hedge funds’




An anomaly which is here to stay

The fact that the multi-trillion hedge fund industry is not arbitraging but contributing to the
low-volatility anomaly also contradicts the popular view that the anomaly has been largely
arbitraged away already, or that it may have turned into an ‘overcrowded trade’. These
worries were initially caused by rising valuations of low-volatility stocks and significant
growth of assets under management, both in active and passive focused low-volatility
strategies.

Another contribution of this study is that it identified a new factor with strong explanatory
power for hedge fund returns, which adds to the existing literature on hedge fund
performance evaluation. Interestingly, the return difference between low and high-volatility
stocks turns out to be a stronger explanatory factor for hedge fund returns than many
previously documented factors.

Read the related research paper: https://ssrn.com/abstract=2898034
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Important Information

Robeco Institutional Asset Management B.V., hereafter Robeco, has a license as manager of UCITS and AlFs from the Netherlands Authority for the Financial Markets in Amsterdam. Without further explanation this presentation cannot
be considered complete. It is intended to provide the professional investor with general information on Robeco’s specific capabilities, but does not constitute a recommendation or an advice to buy or sell certain securities or investment
products. All rights relating to the information in this presentation are and will remain the property of Robeco. No part of this presentation may be reproduced, saved in an automated data file or published in any form or by any means,
either electronically, mechanically, by photocopy, recording or in any other way, without Robeco's prior written permission. The information contained in this publication is not intended for users from other countries, such as US citizens
and residents, where the offering of foreign financial services is not permitted, or where Robeco's services are not available

Additional Information for investors with residence or seat in France
RIAM is a Dutch asset management company approved by the AFM (Netherlands financial markets authority), having the freedom to provide services in France. Robeco France has been approved by the French prudential control and
resolution authority (formerly ACP, now the ACPR) as an investment firm since 28 September 2012.

Additional Information for investors with residence or seat in Germany
This information is solely intended for professional investors or eligible counterparties in the meaning of the German Securities Trading Act.

Additional Information for investors with residence or seat in Italy

This document is considered for use solely by qualified investors and private professional clients (as defined in Article 26 (1) (d) of Consob Regulation No. 16190). If made available to Distributors and individuals authorized by Distributors
to conduct promotion and marketing activity, it may only be used for the purpose for which it was conceived. Therefore, the information set forth herein is not addressed and must not be made available, in whole or in part, to other
parties, such as retail clients. Robeco disclaims all liability arising from uses other than those specified herein. All rights relating to the information in this presentation are and will remain the property of Robeco.

Additional Information for investors with residence or seat in Spain
The Spanish branch Robeco Institutional Asset Management BV, Sucursal en Espafia, having its registered office at Paseo de la Castellana 42, 28046 Madrid, is registered with the Spanish Authority for the Financial Markets (CNMV) in
Spain under registry number 24.

Additional Information for investors with residence or seat in Switzerland

RobecoSAM AG has been authorized by the FINMA as Swiss representative of the Fund, and UBS AG as paying agent. The prospectus, the articles, the annual and semi-annual reports of the Fund, as well as the list of the purchases and
sales which the Fund has undertaken during the financial year, may be obtained, on simple request and free of charge, at the head office of the Swiss representative RobecoSAM AG, Josefstrasse 218, CH-8005 Zurich. If the currency in
which the past performance is displayed differs from the currency of the country in which you reside, then you should be aware that due to exchange rate fluctuations the performance shown may increase or decrease if converted into
your local currency. The value of the investments may fluctuate. Past performance is no guarantee of future results. The prices used for the performance figures of the Luxembourg-based funds are the end-of-month transaction prices net
of fees up to 4 August 2010. From 4 August 2010, the transaction prices net of fees will be those of the first business day of the month. Return figures versus the benchmark show the investment management result before management
and/or performance fees; the fund returns are with dividends reinvested and based on net asset values with prices and exchange rates of the valuation moment of the benchmark. Please refer to the prospectus of the funds for further
details. The prospectus is available at the company’s offices or via the www.robeco.ch website. Performance is quoted net of investment management fees. The ongoing charges mentioned in this publication is the one stated in the
fund's latest annual report at closing date of the last calendar year.

Additional Information for investors with residence or seat in the United Kingdom
This statement is intended for professional investors only. Robeco Institutional Asset Management B.V. has a license as manager of UCITS and AlFs from the Netherlands Authority for the Financial Markets in Amsterdam and is subject to
limited regulation in the UK by the Financial Conduct Authority. Details about the extent of our regulation by the Financial Conduct Authority are available from us on request.

Additional Information for investors with residence or seat in Hong Kong
This document has been distributed by Robeco Hong Kong Limited (‘Robeco’). Robeco is licensed and regulated by the Securities and Futures Commission in Hong Kong. The contents of this document have not been reviewed by any
regulatory authority in Hong Kong. If you are in any doubt about any of the contents of this document, you should obtain independent professional advice.

Additional Information for investors with residence or seat in Singapore

This document has not been registered with the MAS. Accordingly, this document may not be circulated or distributed directly or indirectly to persons in Singapore other than (i) to an institutional investor under Section 304 of the SFA, (ii)
to a relevant person pursuant to Section 305(1), or any person pursuant to Section 305(2), and in accordance with the conditions specified in Section 305, of the SFA, or (jii) otherwise pursuant to, and in accordance with the conditions
of, any other applicable provision of the SFA.

This information is for informational purposes only and should not be construed as an offer to sell or an invitation to buy any securities or products, nor as investment advice or recommendation. The contents of this document have not
been reviewed by the Monetary Authority of Singapore (“MAS”).

Robeco Singapore Private Limited holds a capital markets services licence for fund management issued by the MAS and is subject to certain clientele restrictions under such licence. An investment will involve a high degree of risk, and you
should consider carefully whether an investment is suitable for you.

Additional Information for investors with residence or seat in Australia

This document is distributed in Australia by Robeco Hong Kong Limited (ARBN 156 512 659) (‘Robeco’) which is exempt from the requirement to hold an Australian financial services licence under the Corporations Act 2001 (Cth) pursuant
0 ASIC Class Order 03/1103. Robeco is regulated by the Securities and Futures Commission under the laws of Hong Kong and those laws may differ from Australian laws. This document is distributed only to wholesale clients as that term
is defined under the Corporations Act 2001 (Cth). This document is not for distribution or dissemination, directly or indirectly, to any other class of persons. It is being supplied to you solely for your information and may not be reproduced,
forwarded to any other person or published, in whole or in part, for any purpose.

Additional Information for investors with residence or seat in the Dubai International Financial Centre (DIFC), United Arab Emirates:
Robeco Institutional Asset Management B.V. (Dubai Office), Office 209, Level 2, Gate Village Building 7, Dubai International Financial Centre, Dubai, PO Box 482060, UAE. Robeco Institutional Asset Management B.V. (Dubai office) is
regulated by the Dubai Financial Services Authority (“DFSA”) and only deals with Professional Clients and does not deal with Retail Clients as defined by the DFSA.
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