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“Is there any point to which you would wish to draw my attention?” [Inspector Gregory]

“To the curious incident of the dog in the night-time.” [Sherlock Holmes]

“The dog did nothing in the night-time.” [Inspector Gregory]

“That was the curious incident,” remarked Sherlock Holmes.

Arthur Conan Doyle, "Silver Blaze" in The Memoirs of Sherlock Holmes (1893)
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Research on Volatility

Much attention is usually paid to measuring and risk managing High Volatility states

Not enough focus on where there is little action – the Low Volatility regimes

Lots of information contained in Low Vol regimes, but not necessarily in the 
price/return data
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Why is Volatility Low?

S&P 500 (monthly)
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I. Equity Long/Short Hedge Funds:
Low Volatility Increasing Leverage

L/S Equity Funds:  Implied Leverage vs. Returns Volatility 
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II. Distressed Credit Hedge Funds:
Low Volatility Increasing Leverage

Distressed Credit Funds:  Implied Leverage vs. Returns Volatility 
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III.  System Illiquidity Volatility

Illiquidity  vs.  Volatility
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Financial Innovation:  The Academic View
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Financial Innovation:  The Wall Street View
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Endogenous Volatility Regime Model
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Key Insights

Traders’ capital allocation strategy is a function of market structure, balance sheet, 
fundamental signals, conditional forecasts of future volatility and exogenous shocks  

Low volatility forecasts increase the incentive to add balance sheet leverage and 
vice versa  

Increased (levered) allocation to risky assets competes away scarce alpha, leading 
to even higher leverage in some (optimistic) states to maintain the required rate of 
return  

Low Volatility run equilibrium is broken when a super-critical exogenous shock 
forces de-leveraging and the cycle repeats  

Persistent low volatility and high volatility regimes are endogenous, equilibrium 
outcomes
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Public Policy/Research Agenda 

Extract non-price information contained in Low Volatility regimes

Need to go behind the scenes to understand the complex causes and 
consequences of Low Volatility states

• New Market Structure
• New Players (HFs, PE)
• New Products
• Arbitrage strategies
• Leverage Levels
• Stealth Institutions (Investment Banks, SPEs, HFs, PE)

Goal is to predict transition to economically painful High Volatility regimes

Regulation: Superficial Compliance vs. Meaningful Supervision

• Do regulators really understand what’s under the hood in financial institutions? 

Resist temptation to fight past Wars



Nothing contained herein constitutes an offer to sell, or the solicitation of an offer to buy, an interest in any fund.  Such an offer or solicitation may only be made by delivery of a Confidential Offering 
Memorandum and subscription documents that contain a more detailed description of all the material terms of such an investment, including discussions of certain specific risk factors, tax 
considerations, fees and other matters relevant to prospective investors in that fund. The information herein is not intended to provide, and should not be relied upon for, accounting, legal or tax 
advice or investment recommendations.  You should consult your tax, legal, accounting or other advisers about the matters discussed herein. Notwithstanding the foregoing, any investor in a fund 
(and each employee, representative or other agent of such investor) may disclose to any and all persons, without limitation of any kind, the tax treatment and tax structure of (i) such fund and (ii) any 
transactions described herein, and all materials of any kind (including opinions or other tax analyses) that are provided to the investor relating to such tax treatment and tax structure.

This presentation is confidential and is intended solely for the information of the person to whom it has been delivered. This Presentation is for discussion purposes only and is being furnished to you 
on a confidential basis to provide summary information regarding Prisma Capital Partners and the investment advisory services it offers. It is not to be reproduced or transmitted, in whole or in part, 
to third parties, without the prior written consent of Prisma Capital Partners LP. All charts and tables should be read in conjunction with the endnote herein which is an integral part of this
Presentation. Past performance is not necessarily indicative of future results. Any investment decision in connection with Prisma’s funds should be made based on the information contained in the
Confidential Memorandum of the corresponding fund.

Performance

Performance information is calculated on the basis of unaudited numbers and [includes the reinvestment of dividends and net earnings.  All performance numbers are net of management fees, 
incentive fees and expenses. Individual returns for each investor will vary because of, among other things, the timing of such individual’s investment.  Past performance is not indicative of future 
results. 

Comparative Indices

The statistical data regarding below indices has been obtained from sources believed to be reliable.  The investments of any Prisma’s funds or portfolios are not limited to the investments listed by 
these indices.  These indices are not subject to any of the fees or expenses to which any Prisma’s funds or portfolios would be subject.  It is not possible to invest in these indices.  These indices are 
being presented for comparison purposes only to show how performance of Prisma’s funds or portfolios compares to the broad global markets.

The S&P 500 Index (“S&P 500”) is comprised of a representative sample of 500 large-cap companies.  The index is an unmanaged, float-weighted index with each stock’s weight in the index in 
proportion to its float, as determined by Standard & Poors.  The S&P 500 is one of the most widely used benchmarks of U.S. equity performance.

The Lehman U.S. Aggregate Index (“Lehman Aggregate Bond Index”) covers the USD-denominated, investment-grade, fixed-rate, taxable bond market of SEC-registered securities.  The index 
includes bonds from the Treasury, Government-Related, Corporate, MBS (agency fixed-rate and hybrid ARM pass-throughs), ABS, CMBS and ARM sectors.  Bonds included in the index have 
maturities of one year or more, and must meet certain minimums with respect to the amount outstanding (depending on the type of bond).

The Merrill Lynch 3-Month Treasury Bill Index (“ML 3-month T-bills”) tracks the performance of the 3-month U.S. treasury market.  The index is unmanaged and is comprised of a single issue 
purchased at the beginning of the month and held for a full month. At the end of the month, that issue is sold and rolled into a newly selected issue. The issue selected at each month-end re-
balancing is the outstanding Treasury Bill that matures closest to, but not beyond 3 months from the re-balancing date.

The Credit Suisse/Tremont Hedge Fund Index (“CSFB Hedge Fund Index”) is an asset-weighted hedge fund index that consists of more than 900 hedge funds across a number of style-based 
sectors representative of the hedge fund industry.  Funds included in the index have a minimum of US $50 million under management, a minimum one-year track record, and current audited financial 
statements.  Performance data in the index is net of all fees.  The index is calculated and rebalanced monthly.  Funds are reselected on a quarterly basis as necessary.

A fund in the HFRI FOF Conservative Index shows generally consistent performance regardless of market conditions. Fund of Funds classified as "Conservative" exhibit one or more of the 
following characteristics: seeks consistent returns by primarily investing in funds that generally engage in more "conservative" strategies such as Equity Market Neutral, Fixed Income Arbitrage, and 
Convertible Arbitrage; exhibits a lower historical annual standard deviation than the HFRI Fund of Funds Composite Index. 

A fund in the HFRI FOF Diversified Index tends to show minimal loss in down markets while achieving superior returns in up markets. Fund of Funds classified as "Diversified" exhibit one or more of 
the following characteristics: invests in a variety of strategies among multiple managers; historical annual return and/or a standard deviation generally similar to the HFRI Fund of Fund Composite 
index; demonstrates generally close performance and returns distribution correlation to the HFRI Fund of Fund Composite Index. 
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