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Inflation, and the future path thereof, has been a major theme dominating markets over the past six 

months. Markets seem to have, for the most part, priced in inflation persistence, but continue to 

vacillate on the strength of inflation pulse and the ability of central banks to control inflation in the 

long term.  

Such an environment presents attractive opportunities for hedge fund managers. With fixed income 

and equity beta expected to underperform, hedge funds are particularly valuable due to their absolute 

return nature and flexible mandates across investment styles and asset classes. We believe that hedge 

funds are uniquely positioned to navigate the current and future inflationary market gyrations.  

First, inflation creates heightened volatility across asset classes. An analysis performed by Two Sigma 

Investments using a machine-learning Gaussian Mixture Model (GMM) classifies market environments 

over the past 50 years into crisis, stable, inflation, and bubble categories1, highlighting:  

➢ Volatility is heightened across asset classes during inflation periods  

➢ An inflationary regime is a persistent regime that can last for many years. Higher persistent 

volatility results in greater dislocations and dispersion within asset classes – which is generally 

beneficial for actively managed strategies  

Volatility in Major Asset Classes During Different Market Regimes  
  Crisis Stable Inflation Bubble  

Equity 21.90% 8.30% 10.71% 15.09%  

Interest Rates 7.03% 3.93% 7.51% 4.72%  

Credit 14.37% 6.92% 14.83% 6.89%  

Commodities 8.80% 6.33% 11.50% 7.80%  

EM 10.43% 6.35% 2.31% 5.56%  

FX 9.14% 6.37% 13.15% 7.60%  

Local inflation 9.05% 4.95% 6.68% 5.62%  

Local equity 9.19% 4.87% 10.21% 7.14%  

 Source: Two Sigma 

Second, a variety of hedge fund strategies can benefit directly and indirectly from rising inflation. On 

the front lines, inflation traders can directly access and trade dislocations within inflation derivative 

markets. For example, European and UK inflation derivatives are less liquid and more heterogeneous 

 
1 A Guassian Mixture Model uses a clustering method to break down markets in the past 50 years into 4 regimes, using returns 

from 17 factors. The regimes are separated by the model and are categorized afterwards based on factor performance in each 
of the clusters. 
A Machine Learning Approach to Regime Modeling - Two Sigma 

https://www.twosigma.com/articles/a-machine-learning-approach-to-regime-modeling/
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than their US counterparts. Specialized knowledge in these niche markets can contribute alpha to the 

broader portfolio. Specialized commodity traders are also positioned to benefit as inflation usually is 

accompanied by trending commodity markets. 

More broadly, rising inflation means changes in monetary policy and higher fixed income volatility. 

Fixed income relative value and discretionary macro strategies may stand to benefit. Quantitative 

tightening and higher interest rate volatility means greater dislocations in the front-end fixed income 

markets, which favor relative value trading. Fixed income volatility also benefits discretionary macro 

strategies, which tend to include a large component of thematic fixed income trading strategies. 

However, due to the relative concentration and directionality of their portfolios, manager selection is 

especially important. 

We use the average monthly level of the Merrill Lynch Option Volatility Estimate (MOVE) Index as a 

proxy for fixed income volatility from 1990 to January 2022. Dividing the time series into 3 different 

regimes – high volatility, low volatility, and range-bound – we calculate the average return of the HFRI 

Macro Index in the different regimes. We find that macro strategies perform the best during periods 

of range-bound volatility. As expected, returns are lower during periods of high volatility (usually crisis 

periods. Interestingly, they tend to perform the worst in periods of low fixed income volatility, which 

has been the dominant regime since 2011. Based on this analysis, macro strategies may experience 

noticeably higher returns if fixed income volatility rises and persists at a higher level. 

 
Source: Bloomberg; Chart depicts the average monthly level of the Merrill Lynch Option Volatility Estimate (MOVE) Index. 
See endnotes for index definitions 

 

Regime (defined above) 
HFRI Macro Index 

(Average monthly return) 
Low 0.31% 
Range-bound 1.19% 
High 0.88% 

 

So far, markets have been pricing in the inflationary impulse within the context of strong real growth. 

This is translated into an outperformance of value, particularly energy, which are indirectly embedded 

in many hedge funds strategies. Value-oriented equity have obviously benefitted. The rotation has 
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also trickled through to some credit and distressed debt strategies, which often contain value-

oriented securities. 

On the other hand, it’s important to manage risks as well. While inflation is generally good for active 

strategies, market regime transition is typically not. Emerging market carry strategies may suffer in 

the medium term as the yield gap between EM bonds and US Treasuries narrow. Afterwards, emerging 

market countries will exhibit dispersion in attractiveness depending on their relationship to 

commodities, economic growth, and monetary and political stability. 

Classic Macro Strategy Factor Returns During Different Market Retimes 

  Crisis Stable Inflation Bubble 
Equity short vol -4.47% 4.14% 4.73% 6.55% 
Fixed Income Carry 2.58% 1.49% -2.96% 3.47% 
FX Carry 4.47% 4.24% -2.48% 3.04% 
Trend 12.27% 7.69% 5.33% 6.78% 

Source: Two Sigma 

In addition, relative value strategies, including statistical arbitrage and many multi-strategy funds, 

tend to be highly levered and intrinsically short volatility (long mean reversion). Market seizures and 

volatility spikes during regime change can trigger deleveraging, which can pose tail risks to various 

types of relative value strategies.i 

 
Note: Chart depicts the average monthly level of the Merrill Lynch Option Volatility Estimate (MOVE) Index and CBOE 
Volatility (VIX) Index. See endnotes for index definitions 
 

All in all, rising inflation presents opportunities for hedge funds, but risks abound over the regime 

transition period. The potential for deleveraging and market contagion can make investors consider 

some form of portfolio protection in the form of tail hedging and diversifying strategies. Certain 

hedge funds are capable of being long volatility, which is a valuable tool for multi-asset portfolios. 

In such an environment, manager selection and exposure monitoring become notably more important 

when constructing a hedge fund portfolio. Strategy selection can be used to tactically position the 

portfolio for an inflationary era while manager selection will be crucial to mitigate downside risk and 

add alpha.  
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Disclosures 

Except where otherwise indicated, the information contained in this presentation is based on matters as they 

exist as of the date of preparation of such material and not as of the date of distribution or any future date. This 

document does not constitute advice or a recommendation or offer to sell or a solicitation to deal in any security 

or financial product. It is provided for information purposes only and on the understanding that the recipient has 

sufficient knowledge and experience to be able to understand and make its own evaluation of the proposals and 

services described herein, any risks associated therewith and any related legal, tax, accounting or other material 

considerations. To the extent that a reader has any questions regarding the applicability of any specific issue 

discussed above to their specific portfolio or situation, they are encouraged to consult with the professional 

advisor of their choosing, and recipients should not rely on this material in making any future investment decision.  

We do not represent that the information contained herein is accurate or complete, and it should not be relied 

upon as such. Opinions expressed herein are subject to change without notice. Certain information contained 

herein (including any forward-looking statements and economic and market information) has been obtained 

from published sources and/or prepared by third parties and in certain cases has not been updated through the 

date hereof. While such sources are believed to be reliable, SECOR does not assume any responsibility for the 

accuracy or completeness of such information. SECOR does not undertake any obligation to update the 

information contained herein as of any future date.  

Any illustrative models or investments presented in this document are based on a number of assumptions and 

are presented only for the limited purpose of providing a sample illustration. Any sample illustration is inherently 

subject to significant business, economic and competitive uncertainties and contingencies, many of which are 

beyond SECOR’s control. Any sample illustration may not be reflective of any actual investment purchased, sold, 

or recommended for investment by SECOR and are not intended to represent the performance of any investment 

made in the past or to be made in the future by any portfolio managed or advised by SECOR. Actual returns may 

have no correlation with the sample illustration presented herein, and the sample illustration is not necessarily 

indicative of an investment that SECOR will make. It should not be assumed that SECOR’s investment 

recommendations in the future will accomplish its goals or will equal the illustration provided herein.  

The statements in this presentation, including statements in the present tense, may contain projections or 

forward-looking statements regarding future events, targets, intentions or expectations. Due to various risks and 

uncertainties, actual events or results may differ materially from those reflected or contemplated in such 

forward-looking statements. Past performance is no guarantee of future results. Investments are subject to risk, 

including the possible loss of principal. There is no guarantee that projected returns or risk assumptions will be 

realized or that an investment strategy will be successful. No representation, warranty or undertaking is made 

as to the reasonableness of the assumptions made herein or that all assumptions made herein have been stated. 

Different types of investments involve varying degrees of risk, and there can be no assurance that the future 

performance of any specific investment, investment strategy, or product made reference to directly or indirectly 

in this document, will be profitable, equal any corresponding indicated performance level(s), or be suitable for 

your portfolio. 

 

 
i Sources: Bloomberg, Two Sigma, SECOR Analysis 
Definitions 
MOVE Index: The Merrill Lynch Option Volatility Estimate (MOVE) Index is a yield curve weighted index of the normalized 
implied volatility on 1-month Treasury options which are weighted on the 2, 5, 10, and 30 year contracts. 
CBOE VIX Index: The VIX Index is a financial benchmark designed to be an up-to-the-minute market estimate of the 
expected volatility of the S&P 500® Index, and is calculated by using the midpoint of real-time S&P 500 Index (SPX) option 
bid/ask quotes. More specifically, the VIX Index is intended to provide an instantaneous measure of how much the market 
expects the S&P 500 Index will fluctuate in the 30 days from the time of each tick of the VIX Index. 


