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Abstract 

 

Financial crashes tend to be the bogeyman of adults. They show-up unannounced, can be 

scary, and not often, leave people worse than they were before. Nevertheless, not 

everyone loses when a crash happens. In fact, during the last two crashes some hedge 

funds were having their best returns ever. It’s by acknowledging this and wanting to know 

how they did it, that’s this work starts. Hence our main research question: how hedge 

funds attempt to predict and profit from financial crashes? 

 

In short, the methodology relied heavily on an exhaustive literature review and findings 

juggling both quantitative data (read newspaper articles, SEC reports, 13k fillings, books, 

etc) and qualitative data (measure returns and AUM performance).  

 

By doing so, we came to the conclusion that there isn’t any secret recipe to make money 

while everyone is losing. In fact, there are several, ranging from: 

 

a) Antifragile funds: take asymmetric risks that a crash will happen every year. 

b) Spot-on funds: those who through their research skills happen to predict the crash 

and adapt accordingly. 

c) Silver platter funds: those who through external reasons happen to come across intel 

about a potential crash, do their research, and adapt accordingly. 

 

History shows us that crashes have been cyclical and there’s a likelihood they will keep 

happening. Other studies have shown that missing the worst days of the stock market its 

better than just guessing the best days. As so, we hope that by showing how these hedge 

funds did it, to pass along some helpful ideas to academia, investors and everyone who 

loves finance.  
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Resumo 

 

Os crashes financeiros tendem a ser o bicho-papão do mundo dos adultos. Aparecem sem 

aviso prévio, podem ser assustadores, e não frequentemente, deixam as pessoas pior do 

que eram antes. No entanto, nem todos perdem quando um crash acontece. De facto, 

durante os dois últimos crashes, alguns hedge funds reportaram os seus melhores retornos 

de sempre. É assumindo isso, e querendo saber como o fizeram, que este trabalho começa. 

Daí a nossa principal questão de investigação: como é que os hedge fund tentam prever e 

lucrar com as crises financeiras? 

 

Em suma, a metodologia baseou-se fortemente numa análise exaustiva da revisão de 

literatura e dos resultados, alternando entre dados quantitativos (ler artigos, relatórios da 

SEC e os 13k, livros, etc.) e dados qualitativos (medir os retornos e o desempenho dos 

AUM).  

 

Ao fazê-lo, chegámos à conclusão de que não existe nenhuma receita secreta para fazer 

dinheiro enquanto todos perdem. Na verdade, existem várias, desde: 

a) Fundos anti frágeis: assumem riscos assimétricos de que um crash vai acontecer todos 

os anos. 

b) Fundos certeiros: aqueles que, através das suas capacidades de investigação, 

conseguem prever o crash e adaptam-se em conformidade. 

c) Fundos silver platter: aqueles que, por razões externas, se deparam com informações 

sobre um potencial crash, fazem a sua investigação, e adaptam-se em conformidade. 

 

A história mostra-nos que as crises financeiras têm sido cíclicas e há uma probabilidade 

que continuem a acontecer. Outros estudos têm demonstrado que falhar os piores dias do 

mercado bolsista é melhor do que apenas presenciar os melhores dias. Como tal, 

esperamos que ao mostrar como estes hedge funds lucraram, que o mundo académico, os 

investidores e todos os que gostam de finanças, possam tirar algumas ideias úteis. 

 

Palavras-chave: Hedge Funds – Crises Financeiras – Mercados Financeiros – Investir 

 

Classificação JEL: G110; E320 
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S&P 500 – Standard and Poor 500, the stock market index that tracks the performance of 

500 companies. 

BSPP - Black Swan Protection Protocol 
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Introduction 

 

“A June 2014 report from The Pensions Institute at Cass Business School, London, 

comes to the conclusion that the vast majority of active fund management is simply a 

waste of money.” 

The harsh conclusion of a study available at sensibleinvesting.com (Blake et al., 2014) 

 

 

This master thesis opens up with a fundamental question, backed up by its first quote, is 

investing a loser’s game? Have we all been defrauded by the examples of hedge fund 

superstars who produce staggering returns while the majority of them do not even beat 

the S&P 500? Perhaps, but even if that’s the case, this master thesis aims to prove 

something deeper. Not only it is possible to win at the loser’s game, but we can also do it 

under the direst circumstances that markets face: Crashes 

 

Therefore, this work's purpose is set in motion by the fact that some hedge funds do profit 

from financial crashes, not of, a subtle, but yet fundamental difference. Why? When there 

are profits “from,” there is an element of prediction attached to it. They have not profited 

by accident, or because they carried out their typical investments, as someone would 

expect, and associate that to good management or luck. On the contrary, throughout 

history and its crisis, a minority of hedge funds were actually ready for the hit. 2020 was 

no different. When the United States government declared a national lockdown and 

everyone started to panic, financial markets were not safe from despair.  As a result, 

stocks worldwide were falling, companies started to fire some of their employees, 

businesses went bankrupt, essentially everything was going to shambles, but not some 

funds, some of them were profiting and showing their best returns ever. 

 

Given this context, our main premise and research question shows his relevance when 

considering how devastating crises can be. Not only do many countries take years to 

recover (Bogle, 2008)but they also happen a lot more frequently than most people would 

like to think (Mirowski, 1990). That being said, this study is not a mere question of 

wanting to profit while everyone is losing. It’s not even an ethical dissertation on whether 
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these hedge funds are right or wrong. It’s about being able to survive and thrive while 

everyone excepts you to fail.  

 

Defined our premise, context and relevance, in order to have a concrete study and a solid 

conclusion by the end of this thesis, we must dive deeper into the idiosyncrasies of some 

financial crashes. Consequently, when considering case-studies, our focus will be 

directed into the period of 2007-2008 (subprime crisis) and the Corona crash (2020). 

Nevertheless, thanks to our sub-set of questions and objectives some general lessons can 

be taken into the future. 

 

That being said, by now our question is already well explained. After all, how are hedge 

funds attempting to predict and profit from financial crashes? Interesting enough, there is 

a myriad of articles and subsequent studies regarding crisis and financial modeling 

focused on predictions. Still, there is almost nothing regarding conditions ex-post, 

meaning, those who master these two dynamics, how do they do it? It would be naïve to 

address this question as it is, many hedge funds do not disclose their methods or strategies. 

Therefore, we had to establish a sub-group of questions and objectives that serve the 

purpose of guiding us through this work, they are: 

 

1. Are mathematical models effectively able to predict crashes? 

Objective: Understand if it is possible to predict a crash through mathematic models. 

And if so, how exactly.   

 

2. Through what financial instruments are hedge funds able to profit from financial 

crashes? 

Objective: Going beyond the theory and dive into the practicality of the main premise. 

This means, trying too to understand precisely how do hedge funds profit from 

financial crashes. At this stage, we are already going past the questions of prediction.  

 

3. What sort of strategies regarding investing can one use to protect himself from 

financial crashes? 

Objective: Besides being able to predict (or not) any sort of financial crash, with this 

goal in mind, we go a step further than the previous one. At this stage, we try to 

understand how do hedge funds prepare themselves to deal with crashes. It sounds 
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similar to understand how do they profit, but one thing is to win, another one is to be 

ready to win. 

 

4. When looking at the stock market, how fast do stocks recover? An insight on 

robustness and fragility. 

Objective: With this goal in mind, we try to understand if a crash's aftermath plays 

any role in these hedge funds' performance. Do not forget that returns are measured 

(most of the time) yearly. Perhaps the crash only tells us half of the story that we need 

to know. 

 

5. Can we expect crashes to go on forever? 

Objective: By the end of this thesis, one might be inclined to think, well, if crashes 

are cyclical, is this bounded to happen again? The answer will come in the end, as our 

goal is to understand if those hedge funds are the protagonists of an endless loop 

condemned to repeat itself. 

 

To navigate through these questions and subsequent objectives is not an easy task. 

The answers will not show themselves immediately, new doubts might emerge, 

debatable conclusions will definitely not please every reader, but alas, for some, that 

is exactly the reason why this thesis is worth being written. Therefore, by the end of 

this introduction, here is what one will encounter. 

 

 Chapter 2 starts the literature review, most often presented to serve as an overview 

regarding the main ideas, what has been said about the topic at hand, and its 

surrounding questions. Nonetheless, introducing ideas without continuity and a 

logical flow adds little to no value. Therefore, in this section we intended to do things 

slightly different, how? By establishing a theme narrative between the authors and 

concepts. 

 

To understand the end, we must realize where the beginning is. As a result, the first 

sub-chapter, named “The beginning: who are the players?” provides the reader with 

an overview of who exactly we are writing on. What are the basics of a hedge fund? 

What kind of hedge funds do exist? How do they operate? What sort of asymmetries 

are associated and what are their respective implications? All of this will be addressed. 
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In the second sub-chapter of the literature review, named “The beast’s roar: Anatomy 

of a Crash” the main goal is to understand and dissect what sort of event this work 

deals with. Some of the issues addressed are concerned with the different types of 

crashes, the different phases underlying them, how frequently do they happen and 

their implications into the future. 

 

Having our protagonists and the event well explained, we are now finally ready to 

address our research question. Bearing that in mind, the third sub-chapter of the 

literature review is called “The quants domination over crashes”. Why is that? First 

of all, it is crucial to define the term “quant”. It usually refers to a person who works 

in finance and masters the art of quantitative methods. He/she most likely will end up 

having a well-paid job to do things that barely anyone understands. That’s their magic, 

Wall Street and the most prominent banks all depend on financial models created by 

these individuals, who like every analyst, occupy most of their time forecasting stock 

movements, returns, valuations, virtually anything that could generate a hedge over 

the competition. Our answer might be here, and perhaps these are the people 

forecasting financial crashes. To get to a conclusion, in this section we will analyze 

their work at “taming” the beast that roars, meaning, how reliable some of these 

models truly are.  

 

It is not too difficult to understand, even for those who are not quants, that the job of 

those individuals relies (basically) on two principles: Quality of information and that 

markets are inefficient1. For ages, the financial theory around models has not 

considered a few things outside their realm of possibilities. Uncertainty has often been 

confused with risk, risk management with risk-taking, and absence of evidence with 

evidence of absence. Why does this matter? It damages the first principle, without 

information worthy of being analyzed, we might be deceiving ourselves. Maybe the 

world is more random than we think. 

 
1 Otherwise, crashes would not happen, who in his right mind would set himself to failure? 
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Nonetheless, we have not forgotten the second principle, that markets are inefficient 

and hence crashes happen. Of course, Professor Eugene Fama will have something to 

say about that. 

None of this analysis will come at the cost of reproducing knowledge without 

reflection, and because of that, in the end there will be a brief conclusion setting the 

tune for what comes ahead. If it had to be named, it could be something such as “the 

gap unfilled.”  

 

The questions that will most certainly arise from this thorough literature review will 

be dealt with a chapter ahead, not forgetting that first comes up the “Methodology” 

of our work. Here, it will be explained how certain data and information was acquired. 

In brief, how this thesis came to be what it aspires to become. 

 

Moving ahead to our findings and discussion, they will be disclosed in a chapter called 

“The findings and further discussion: Winners from crashes.” It will be shown how 

we concluded that attempting to predict and profit from crisis is not something 

reserved to the ordinary hedge fund. In fact, by looking specifically at two major 

crashes (2008 and 2020) and four hedge funds that profited massively from these 

events, we found out something which he deem relevant. Funds that are able to thrive 

under such conditions could be classified into three categories, each one of them 

considering their own methods. 

 

To conclude our study there will be a final reflection warning the limitations faced, 

suggestions for future research and the implications of this work. Moreover, to really 

end with a must-take-away, in the last sentence the reader can except a piece of advice 

regarding future investments. 

 

 

 

 

 

 

 

 



 

 6 

 

Literature Review 

 

Although it has been stated during our introduction what the reader should expect from 

now on, a fair warning is never too much. While considering the multitude of options 

when it comes down to organizing and structuring a literature review, the main ones being 

chronological, thematic, methodological and theoretical, only one made sense once 

contemplating this work's nature. It had to be thematic. Why? 

First of all, the absence of a vast literature directly concerned with our main research 

hypothesis leads us to believe in two possible conclusions: either there is no interest in 

this topic and scholars neglected it (let’s assume that is not the case for the prestige of 

academia) or it is simply connected to several issues. We are inclined to believe in the 

second scenario. There are simply too many things going on when reflecting about hedge 

funds profiting from crashes. Those “things” mentioned are our main topics of this 

section. The nature of hedge funds, crashes, the quants, randomness, all of that matters. 

None of this is static, something to be approached by simply looking at dates, models, 

techniques or be satisfied with just theory. It demands a logical flow between (seemingly) 

unrelated topics, and the only style that guarantees that is the thematic one. 

 

Having defined our style and his reasons, the literature review should and must be 

something more than just reproducing knowledge. Bearing this in mind, by having this 

section divided into several different themes, we are better suited to reflect on each subject 

critically. This sets the mottos of our overall work, contribution and reflection. 
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- The Beginning: Hedge Funds Nature and Strategies 

 

“In 1990 some 530 hedge funds managed about $50billion in assets: by the end of 2009, 

more than 8,000 hedge funds were managing 1.6 trillion.”(Ibbotson et al., 2011) 

 

In spite of the hedge fund industry growth since the nineties, if one would conduct a social 

experience and just randomly stop at any street, in any given time, and bluntly ask 

“Excuse me Sir/Mam, can you explain what a hedge fund is?” the answers would 

probably range from: explaining what a mutual fund is, a minority getting the question 

right and the rest would just politely refused to answer (this last group probably composed 

by hedge fund managers). Which begs the question, what do they exactly do? How are 

hedge funds structured? Who invests in them? Are they even worth it? 

 

Let’s start with the basics; the word hedge comes from the sense of protecting something. 

To gain a hedge essentially means building up defenses, reduce potential risk in the face 

of uncertainty and be better off in the future (Taleb, 2018). Everyone does it to some 

extent on a daily basis, reflect on this example for a second and you will see it: Imagine 

that every day, on your way to work, you catch the 10 am train to arrive at 10:30 am, 

nonetheless, that train is usually full, and it has happened in the past not being able to get 

on, but that’s okay, nothing much was happening at work anyways. One day you get a 

phone call saying that you have a meeting at 10:30 am with a big client down in your 

offices, so do not be late, your boss asks you. Will you still decide to catch the 10 am 

train, knowing there is a chance of arriving late? Or will you wake up slightly earlier in 

the morning and catch the 9:30 am train? Just to make sure you arrive on time. Well, if 

you have decided to catch the 9:30 am train, that’s hedging. The second term that 

frequently appears is the word “fund”, hence the misunderstanding between hedge and 

mutual funds. The best way to look at this might be with an analogy, imagine funds as 

pools of money and managers as lifeguards, responsible for guarantying that no kid 

(investors) ends up drowned on their watch. This is the essence of a fund manager job, 

someone who raises capital from different people, is able to collect a decent amount of it, 

and is now responsible for investing that money in exchange of a good return (Ibbotson 

et al., 2011). If he does not succeed and let his investors drown, he might not be able to 

get another pool to watch ever again.  
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Nonetheless, the exact way of how different managers can invest their money sets the 

tune to differentiate mutual funds from hedge funds. Mutual funds by nature are 

constrained to only invest with money they have from their investors, buy stocks and 

rarely charge bonus fees (i.e dependent on performance) (Garbaravicius & Dierick, 2005). 

By contrast, hedge fund managers, besides buying stocks, can also hold short positions, 

borrow money, charge performance fees (usually 20% on top of a 1% management fee) 

and use derivates (Ackermann et al., 1999). If these nuances seem dull and rather 

meaningless, let’s look at these two examples and analyze the behavior of a hedge fund 

and a mutual fund: 

 

Example A: A hedge fund named “Alea jact est” has just bought stocks of Dropbox valued 

at 18 dollars per share. At the same time, a mutual fund named “Ad Astra” did exactly 

the same thing. A couple of months later the stock price of Dropbox soars to 30 dollars 

per share, both funds believed the price is overvalued and have a meeting with their 

analysts in order to figure out their next move. What can they do? 

Answer: While a mutual fund can only sell the stock and collect a decent return, the hedge 

fund is able to sell the stock, and because he believes it is overvalued, at the same, is 

allowed to short Dropbox shares and profit in two different occasions. Is it riskier? Yes, 

that is one of the reasons why from this example we are able to extract another important 

lesson, only investors who satisfy specific requirements, and are now considered 

“sophisticated”, are able to invest in hedge funds (Ibbotson et al., 2011). By contrast, 

everyone is able to invest in mutual funds (Ackermann et al., 1999). 

 

Example B: The same hedge and mutual fund, in the mist of the sub-prime crash, and 

totally crushed by withdrawals of money, wish to increase their returns so that they can 

attract more investors and hence capital. They are so desperate that they hire a financial 

expert for guidance, what can he tell these funds? Both have a pool of a money around 

500 million and a 5% return rate. 
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Answer: If the mutual fund managers are smart enough, they will be careful regarding 

services fee from this financial expert, because in all honesty, there is not much that they 

can do besides one thing: hire better managers. On the other hand, the financial expert 

will have a worthy advice to the hedge fund managers: Use the benefit of borrowing 

money. Why? It can improve their returns by simply resorting to the wonders of 

accounting. How? If this hedge fund borrows another 500 million from JP Morgan, who 

charges 1 million per hundred in interest fees, it will be worth it, let’s do the math. 

 

1. The hedge fund has 500 million dollars and a 5% return, this means that without 

resorting to borrowing, by the end of the year they should have 525 million dollars 

(500x(1+5%)=525). 

 

2. If the hedge fund now has 1000 million dollars thanks to that loan, and with a rate 

of return of 5%, they will now generate 1050 million dollars gross 

(1000x(1+5%)=1050). 

 

3. By the end of the year, when the money has to be returned to the bank, meaning 

1050 million dollars minus the 500 million borrowed, this will leave the fund with 

550 million. However, they still have to pay 5 million dollars in interest rate fees 

(remember, it was 1 million per hundred), which means 550 million minus 5 

million, leaving the hedge fund with 545 million dollars in total. This represents 

an end year balance of 545 million dollars, which has just increased the rate of 

return from 5% to 9% (500x9%=545) without changing the investment strategy. 

More money to be managed simply meant more returns. 

 

Bearing in mind these two examples, it should not come as a surprise the fact that hedge 

funds tend to outperform mutual funds (Blake et al., 2014) when it comes down to returns. 

While the first one might just pick some stocks and except beta to do his work, the second 

usually brings added value to the table, the alpha. And hence, hedge funds are much more 

complex than mutual funds, they carry more risk, but as more potential return as well. 

Nonetheless, not everything is perfect in the world of high returns and heaty commissions, 

in fact, studies have shown that the more capital under management the hedge fund has, 

the more transaction costs it occurs, hence, the lower returns can get (Ackermann et al., 

1999). In fact, hedge funds with a high number (over 1 billion) of AUM have to take more 
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risks on average if they desire to remain profitable, on the other hand, because they seek 

market inefficiencies and tend to have complex strategies, investors might withdraw their 

money at the first sign of losses. Therefore, contrary to popular belief, greed is exactly 

what most hedge fund managers avoid in order to remain active. Otherwise, if they get 

carried away by the idea that their own money is not on the line, they forget that their 

reputation is. In fact, some hedge funds promote skin in the game by having managers 

and staff to invest in the fund, on the hand, it is not uncommon to see hedge funds reject 

new investors, so that they are able to pursue their strategies without tempering the returns 

(Stulz, 2007). 

 

Having covered the investment approach of hedge funds, it is interesting to see how their 

structure is aligned with such interests. Because most of them are limited partnerships 

rarely exceeding one hundred investors, they are extremely unregulated and tend to have 

their headquarters and  in safe heavens, as we can see below. (Garbaravicius & Dierick, 

2005). 

 

 

Figure 1 Hedge Fund headquarters 
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Figure 2 Hedge Fund CUM and respective location 

 

Nevertheless, by just observing these two charts we can conclude that despite the fact that 

most hedge funds domicile is actually in offshore centers, the location of managers is 

mainly spread throughout Europe and the United States. Meaning, decisions are not being 

made where the money actually is (Garbaravicius & Dierick, 2005). 

 

 

Figure 3 Location of Hedge Fund Managers 
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This dissonance between the location of managers and the hedge fund domiciles, 

although the good weather of Bermudas and the Cayman Islands is convincing (both 

locations are typical offshore centers) is far more strategic. In order to understand, we 

need to look at the hedge fund classical structure and strategies. 

  

 

Figure 4 - Hedge Fund Structure                   Figure 5 - Hedge Fund Strategies 

 

What most hedge fund managers have come to realize is that structuring can be far more 

important than the trades actually made, due to tax and return efficiency. The underlying 

plan is the following: imagine that I want to startup a new hedge fund in Portugal, Feeder 

fund A, and I was able to convince several investors to invest in me, leading to AUM 

totaling one hundred million. If with that money I have a return of 15% (15 million) I’m 

able to avoid taxes by just having another fund in Bermudas, who just by coincidence 

charged 15 million in “consulting fees” to my hedge fund back in Portugal, hence, if 

Feeder fund A does not have profits, there are no taxes to be paid (Garbaravicius & 

Dierick, 2005). However, this master fund, now with 15 million dollars, because it is a 

fund, wishes to invest their money back, but where exactly? Back to me. Usually, the 

money is sent between a custodian bank (where the money is stored) and the prime broker 

(an investment bank). 
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Another common reason why hedge funds are located in offshore centers it is because of 

their nature. They are not companies by itself, they are partnerships. Why is this relevant? 

Managers often have liability within these partnerships, which allows them to convert the 

fund revenues into their assets. And if all of the sudden they are holding assets rather than 

cash, the eventual taxes to be charged in the future will be on “capital gains”, not corporate 

tax, usually much higher (Stulz, 2007). 

 

Despite all of this, hedge funds at their core must deliver returns, and hence, over the 

year’s different strategies where designed, they could be summarized in four main 

categories: Event Driven, Global, Global Macro and Market Neutral (Ackermann et al., 

1999).  

 

The first one is focused on the daily/weekly information that markets might provide, 

usually company announcements, such as mergers and acquisitions, financial reports who 

exceed (or not) expectations, federal investigations, anything that has the potential to be 

relevant and cause volatility. On the other hand, a global approach can be divided into 

three sub-sections: (i) International, when a fund decides to invest in stocks all over the 

world, (ii) emerging, when is concerned with high-growth potential markets exclusively 

(such as Indian ETFs for example) and finally, (iii) regional, when a hedge fund clearly 

dictates that it wishes to invest only in a particular area of the globe, for example a hedge 

fund that for any reason, wishes to invest only in Portugal and Spain. A Global Macro 

Fund only seeks to do macro-analysis and profit from it, either by derivates that follow 

inflation rates, GDP growth or interest rates worldwide. The last  strategy, market neutral, 

is divided into three categories as well, they are: long/short stocks, which occur when a 

manager is thinking in the long term, holds positions sometimes up to years and shorts at 

the same that he buys with the purpose of reducing risk, studies have shown this is the 

most profitable (on average) strategy (Ibbotson et al., 2011). The last two sub-set of 

strategies inside market neutral are focused on arbitrage. They are either fixed income 

strategies, focused on the acquisition and short of T-bond bills, or convertible, when a 

manager goes long on convertible securities (Ibbotson et al., 2011). 
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- The Beast’s Roar: Anatomy of a Crash 

 

“Cash combined with courage in a time of crisis is priceless.” 

-Warren Buffet 

 

The implications that come with crashes do not make this subject something joyful to 

study at first sight. After all, the implications are out there, massive unemployment, 

bankruptcies, banks refry from lending money, interest rates increase, you name it. Hell 

on earth economically speaking is happening when a crash comes to life (Bogle, 2008). 

Which begs the question, what is a crash in depth? Does it matter? What are the 

consequences? 

 

Let’s start from the beginning, a crash in his essence most obey at two least two 

characteristics: It has to carry a huge downturn in the financial markets and it needs to be 

consistently spread over several indices and stocks (Claessens et al., 2013). For example, 

if someone decides to invest one hundred thousand dollars in Apple stocks and they fall 

30% on the next day, that might be a tragedy for most people, but is it a crash? Not quite, 

because that’s was something particular to Apple. On the other hand, if the S&P500 

(where Apple is included) drops 30% in a single session, due to the overall repercussion, 

that is a crash. One of the first authors to actually look at this in a systematic way was 

Professor Charles Kindleberger, who found almost like a pattern within each crash, this 

ultimately led to his book title. (Kindleberger, 2011) 

1. Mania: Each crash starts with a stage of total euphoria and consistent growth at a 

larger scale, stocks are going up, loans are been giving out, houses prices are 

increasing, the party is booming and no ask his asking questions; 

 

2. Panic: Eventually, as with every party, regardless how good they are, it comes a 

time where the best decision to be made is to head home. In this stage of 

economical growth, defaults start to appear, some large chunks of stocks are being 

sold, houses are put for sale, something is happening, and people feel it; 
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3. Crash: You can interpret this as the “acknowledgement” phase. Everyone already 

knows that a crash is happening and mass sprees of sell off are occurring, which 

only causes prices to go down at a higher speed; 

 

Charles Kindleberger was really a genius and one of the first scholars to dive into this 

subject and document what crashes really are. Nonetheless, things have involved since he 

wrote his first book and we can now categorize crashes into two dimensions, both 

quantitative and qualitative (Claessens, 2013) (Bogle, 2008). So as to speak, a crash is 

not just a crash, it can come (and it will) in several forms, the main ones are the following: 

 

1. Currency crisis (quantitative) which are often characterized by crashes where the 

main root is obviously linked with a currency. A good example to bear in mind 

could be the black Wednesday in 1992, when Britain was forced to leave the 

Exchange Rate Mechanism in order to save their economy. ERM could no longer 

be adjusted with the country needs, who needed to cut interest rates to fight 

inflation (Fox, 2018); 

2. Sudden stops (quantitative) can be characterized as the decline of any capital flow 

without anticipation. As the name indicates, it tends to be a fast crash, usually 

associated to countries and macro tendencies; 

3. Foreigner debt crisis (qualitative) happen when a country defaults on his 

obligations, the reason why this is a qualitative crisis its due to the fact that most 

of the time these situations can be (almost) exclusively explained with political 

reasons. A few examples are France during 1500-1800, who defaulted eight times, 

or Greece in the aftermath of the 2007-2008 crash; 

4. Banking crisis (qualitative) happen when banks fail request for bailouts, otherwise 

they will declare bankruptcy and could damage the entire financial industry. A 

good example again would be the 2007-2008 crash, while Lehman Brothers 

closed doors, banks such as Goldman Sachs and the insurance company AIG got 

bailed out thanks to the American government. 
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Nonetheless, understanding how crashes happen and can be defined does not make things 

necessarily easy to understand. In fact, as we can notice from point three and four, the 

2007-2008 crash could be seen as several crashes due to the overlap phenomenon. In fact, 

recent studies have showed (as we can see below) that when a crash happens, different 

type of crashes will occur within(Claessens et al., 2013). One may conclude from this 

point: A crash never comes alone. 

 

 

Figure 6- Crisis overlap 

 

Nonetheless, even at this point one could argue (and with a solid point), does it make any 

sense to study crashes? This question could be deconstructed in two different ways: 

relevance and consequences. First off all, exhaustive studies on risk and portfolio 

management have proved two things: crashes tend to not only have bigger impacts than 

positive uptrends, but also the major swings in markets tend to happen in markets already 

declining (Faber et al., 2011). In the image below, the finds are staggering.  
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Figure 7- The Impact of Missing the 1% best/worst market days 

As we can observe, regardless of borders and markets, missing the 1% of the worst days 

(crashes) always result in a bigger impact to a portfolio than just missing both or just the 

best days. Hence the idea, not only crashes are relevant, but they are even more relevant 

than the best days of the markets. Why? Studies focused on behavioral finance have 

proved something fascinating: people tend to react to losses in a deeper way than they 

tend to react when markets move upward (Olsen, 1998). After all, Charles Kindleberger 

was correct in describing the second phase of a crash with the word “panic”. People are 

more prone to sell than they are to buy. 

 

Nonetheless, none of this was actually relevant if crashes only happened once in a one-

hundred years. However, unfortunately to some people, the number of crisis has 

dramatically increased since the seventies, almost doubled in fact (Claessens, 2013). This 

major shift of paradigm led governments to be caught during a storm, and most of the 

times, their reaction is quite poor and scrutiny quite high. In fact, most countries can only 

do four things when facing a crash: cut spending (also known as austerity), reduce debt 

(by other words, forgive debt), redistribute wealth and print money (Dalio, 2018). None 

of this actually solves a crash per-se, all of them are just measures to ease the situation in 

an attempt that markets eventually find their own way. Cut spendings does not inherently 

restart the economy, it just stops the madness from spreading by getting consumption 

levels lower (Kindleberger, 2011).  
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Reduce debt does not help creditors, one of the main drivers of a strong economy, who 

are left with money to collect. Redistribution of wealth is equally inefficient in the long 

term, since it does not create wealth. Last but not least, printing money only boosts the 

economy artificially, if real consumption does not follow, most likely a recession will 

follow the crash (Schiff & Downes, 2009). We might even end in a loop that economists 

call “hyperinflation”. Nevertheless, the consequences do not stop here. Studies have 

proven that crashes can reduce fiscal income up to 10% less, house prices might fall over 

15/20% and equity prices go down as much as 40% (Claessens et al., 2013). All of theses 

might point to a question, if crashes happen more frequently than we think, if they are 

more powerful than upward movements and carry out extreme results, what can we do 

about it? Can we predict them? Some have tried, as we shall see in the next chapter.  

 

- The Quants’ Domination Over Crashes 

 

“A key problem in financial mathematics is the forecasting of financial crashes:  

If we perturb asset prices, will financial institutions fail on a massive 

scale?”(Orús et al., 2019) 

 

Not many words can be more powerful for someone who works in finance as this one: 

return. It is often used to measure the performance of an analyst, an asset, a portfolio, and 

ultimately, a manager. However, in order to achieve a return worthy of hefty bonuses, 

one needs to be an expert in one thing: forecasting. It is the fundamental skill of any 

manager, and obviously, many fail at this art. The plain sight truth that many refuse to 

acknowledge is this one: some hedge fund managers have the same accuracy at predicting 

which stocks go up and down as your next-door gypsy who reads your hand and estimates 

your future wealth. Both of them have more in common than it seems: they are terrible at 

predicting and will make you poorer. Fortunately, some hedge fund managers have a 

different approach, they have gauche themselves in a quest to defeat a giant called 

Professor Eugene Fama, who stated that markets are efficient and perhaps there is no 

point in predicting. If that alone does not speak volumes of their bravery, they went even 

further and have chased the hardest ties, crashes, why is that? As we have seen, the biggest 

swings happen in markets already declining, and for these situations some managers have 
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armored themselves with two weapons: quantum competing and logarithm scenarios. 

Have they won? Are crashes predictable? 

 

Let’s start with understanding Eugene Fama's reasoning with regards to prediction. 

Known by his theory, the efficient market hypothesis, he states the following: stock prices 

reflect all available information, therefore, both technical and fundamental analyses are 

pointless. (Fama, 2013) He also argues that this happens in at least three different levels, 

they are: 

 

1. Weak Form 

When past information reflects 100% the true value of a stock. In this scenario 

technical analysis would be extremely pointless, while fundamental analysis could 

work. 

 

2. Semi Strong Form 

When new public information is quickly incorporated in the fluctuation of a share 

price. In this scenario, technical analysis could work as you might make money 

with the delay of new information. Imagine a company announces amazing Q1 

results and the stock price will only reflect in a couple of hours, you could buy the 

stock before handed and make a profit later on. 

 

3. Strong Form  

When the stock prices reflect all the available information, meaning, no one has a 

hedge. In this scenario both technical and fundamental analysis is pointless over 

the long run. 

 

The true depth of Eugene Fama statement can only be understood once we admit the 

following, if he is right, then the entire hedge fund industry is just a big scam and those 

who happen to “predict” crashes just got lucky enough for having positions against the 

market at some given time. Which begs the question, is it true? Did quants lose to Eugene 

Fama? Recent studies have focused the forecasting of crashes into two main areas, those 

who are trying to do so with the help of log-periodic oscilations, and those who are trying 

with quantum computing. 
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Let’s start with the first ones, what exactly is the method of log-periodic? In essence, it 

tries to capture the critical point of a market or stock (his all-time high before a crash) by 

establishing several parameters of variance and past performances. Does it work? In 

theory and on simulated scenarios it does, which is amazing. Unfortunately, in real life, 

that’s not the case. (Laloux et al., 1999). As proved several times, in scenarios as in real 

markets, where there is simply too much information to be processed and unpredictable 

events, the log-periodic power law doesn’t seem to work. The most notorious examples 

happened with CFM (a fund management company) who, by using the LPPL, predicted 

a crash of Japanese Bonds in 1995, instead they jumped 2%. On other instance, 

Renaissance, one of the biggest quant funds ever (and very successful) also seems to 

struggle during crashes (Celarier, 2021). In other instance, the authors of the article we 

are quoting also predicted that the S&P 500 would fall 13% during March 1998, instead, 

it jumped 5%. (Laloux et al., 1999). The point is, LPPL has the chance of working ex-

ante, where every data that matters can be compiled, it can also work in closed 

environments, i.e, simulated scenarios with tons of assumptions, nonetheless, in real life, 

it stands as fortune telling. Beware though, this doesn’t mean we can’t track red flags, 

fortunately, they exist, and we will set it later on. 

 

There is still hope for quant funds, and it’s called: quantum computing. The big question 

is: Does it work? Fortunately, it does, nonetheless, it is a highly limited technology. To 

illustrate my point, imagine the following: A network of just 20-30 institutions, all of 

them interlinked through some degree of ownership (hence the name “network”) and 

suppose one of this companies is close to defaulting. To detect a meaningful perturbation, 

with the current processors, it would take more than 13.7 billion years to do so…I am not 

sure if there are stock options with such maturity.(Orús et al., 2019). 
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- The great gap unfulfilled in traditional literature review: Hedge 

funds and crisis 

 

It seems there is a “blind spot” in academia regarding hedge funds and crises. Although 

these two topics have already been studied quite thoroughly, so far, one has made the link 

between the protagonists and the events. There is not a single article written about the 

2008 sub-prime crash and the funds who registered triple digits returns during that year. 

There are plenty of thesis about the effects of covid on businesses (which I beg to ask: 

does that even make sense only after just two years since it happened?) but we haven’t 

found one about Universa Investments, that just made three digits return in 2020. 

 

Nonetheless, a sharper mind could pose the objection that there is no such gap. Who 

knows, although these funds are profiting during crashes, that could just be a coincidence, 

right? Could be, nonetheless, as we are going to see during the next chapters, the financial 

instruments used to profit during crashes were targeting a upcoming crash, that was the 

investment premise. In fact, if such crash did not occur, some funds could have registered 

tremendous losses. Which now leads to another question, could it just be luck? After all, 

those funds who predicted crashes and failed, are not the reflection of this thesis, and our 

work could be just a big survivorship bias. Is it? 

 

We will leave answers to those questions in the end.  

 

So far, in essence, our aim was to explain the gap, as after approaching the end of the 

literature review, the urgency of the theme is clearer. Not just because this topic could be 

interesting (we believe so), but in fact, it is during these moments of crises that some 

hedge funds show their peak performance.  
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The Methodology 

 
- Introduction 

 

I was once told that the perfect recipe for a successful master thesis relies on a simple 

equation: a balance between your interest on a topic and the information available. 

Unfortunately, I didn’t followed that advice.  

 

Instead, I chose to write about something I couldn’t find answers to, something that I was 

passionate about and would add value to my life and career. Otherwise, what good could 

come from this? Certainly, something resembling a random school project, a push for a 

good grade and a piece of work forever tucked in a shelf back at my place. As such, this 

methodology might not be the most orthodox/traditional one, but it worked out in the end. 

How? 

 

To better understand how everything comes to life, we will explain each decision process, 

step by step, in small chapters, them being: 

 

1. Research philosophy 

Goal: positivism vs interpretivism and which method(s) we went for the research 

questions. 

 

2. Research strategy 

Goal: explain how and why the case-studies were used. 

 

3. Research Time horizon 

Goal: explain the reason for a longitudinal analysis in favor of a cross-section. 

 

4. Research Sampling Strategy 

Goal: explain why we decided to use a non-probability sampling rather than a 

probability sampling. 

  



 

 23 

 

5. Research Data Collection Methods 

Goal: explain which methods were used to extract the information being showed 

and analyzed. 

 

- Research Philosophy  

 

In order to cover not only the research question, but also our subsequent answers, we had 

to use a mix between positivism and interpretivism. Both of them being briefly defined 

below: 

 

 

 

 

 

 

 

 

 

 

 

 

 

 
For the question regarding if mathematical models are able to predict financial crashes, 

we based our work mainly on positivism. By extracting articles describing attempts to 

(dis)prove some of the models in question, and looking at the past performance of quant 

funds, some more promising than others. Like for example when Long-Term Capital 

Management filled for bankruptcy after the debt crises of Russia, or how Renaissance 

Technologies (one of the most profitable quant funds in the world) performs during 

crashes. 

 

The following two questions (what financial instruments hedge funds used to profit from 

the last two crashes, and how they protect themselves on hindsight) was a mix of both 

positivism and interpretivism, let’s look closely.  

 

  

Figure 8- Positivism vs Interpretivism 
Source: Grad Coach 
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To understand the financial instruments that hedge funds used we had to resort to 

positivism and interpretivism. The first method to identify the trades that generated 

fascinating returns, and in some cases even replicate them on Excel, the latter method to 

get the right info and interpret it correctly at first.  

 

Regarding how they protect themselves, in some cases (when the fund is highly 

quantitative) we used positivism, since there’s a philosophy clearly outlined and unique. 

On others, funds who are not “crash hunters”, we used more interpretivism to extract 

broader ideas. 

 

Finally, regarding how fast stocks recover and if we can expect crashes to last forever, 

this points were addressed during the literature review (to which we used both positivism 

and interpretivism, like for example when defining the four type of crashes, a framework 

that could be highly subjective to some) and the same goes to stocks recovery, either we 

look solely at the literature review (where we explain what happens to your returns if you 

avoid crashes and the best days of the market) to the example of the 9/11.  

 

- Research Strategy 

 

Perhaps of the most important points of our methodology. Finance being a perfect mix of 

both theory and practice, so it was our strategy, that we will explain below in a two-step 

process. 

 

1. The framework 

Basically, the holly grail of this thesis ends in a single question: How do hedge 

funds try to predict and profit from financial crashes? To answer this question 

everything culminates in a framework developed upon years of reading books 

about hedge funds (alpha masters and market wizards to name a few) and crashes 

(honorable mention to Charles Kindleberger). There was no secret besides 

exhaustive research on the topic and an original idea. 

 

Eventually, it became obvious there was neither a unique way nor a clear answer. 

In fact, because hedge funds are so dynamic and flexible when it comes to their 

strategy, that we came up with a unique framework to categorize those who profit 

with the crashes. 
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2. The case studies (proof-of-concept) 

To show how the framework works and who’s who, we came up with the idea of 

showing real-life examples of hedge funds that profited during crashes. Not just 

because they are interesting, but also, to put our idea to test (the proof-of-concept) 

and exemplify how to assign to each category the funds that will profit in the next 

crash. 

 

- Research Time Horizon 

 

To capture how crashes happen, their impact on markets and how hedge funds have been 

involving, selecting a specific point in time (read: cross sectional analysis) wouldn’t be 

enough to get clear answers. 

 

As a result, the focus for the literature review was broadly based on a longitudinal 

analysis. We went all the way back to the first crashes, studied how frequently they 

happen, and if they can be categorized. For hedge funds it was basically the same, in order 

to understand the industry, it was necessary to go all the way back to 80/90s and see how 

AUM have been growing, where are they located, as well as the number of hedge funds 

out there. 

 

Nevertheless, for the case-studies, the approach selected was cross sectional, mainly due 

to two reasons: 

 

1. It was important to show in reality which/how hedge funds profited from crashes, 

so it only made sense to talk about the biggest ones 

 

2. The older the crash, the more difficult would be to get valuable information. As a 

consequence, interlinked with our first point, we gave a spotlight to the 2007/2008 

subprime crash and the Corona Crash (2020). 
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- Research Sampling Strategy 

 

Similar to the constraints faced during our time horizon, the sampling strategy followed 

the same route. For the literature review it was important to have broader data that could 

capture the impact of crashes and the hedge fund industry as a whole. As such, when we 

look at the average return of hedge funds, or what happens if you miss both the best/worst 

days of the stock market(s), it only made sense to focus on a normal distribution, totally 

random and representative. Otherwise, it would have been impossible to extract broader 

conclusions. 

 

Nevertheless, for the case studies it was different, we went for a non-probability sampling 

for the sake of practicality. Most hedge funds are obliged to disclose their returns and 

positions each quarter once they reach half a billion in AUM, the famous 13F filling. 

However, this doesn’t mean they are forced to reveal either their strategies (why are they 

doing x instead of z) neither the financial instruments that they have used. As a result, we 

decided to focus on the hedge funds who: 

 

a) disclose information beyond returns and positions 

b) manage billions of dollars and have boosted enormous returns 

 

Otherwise, we could have the framework, but without the proof-of-concept side. One 

might argue though, that this way of researching might lead to a “framework bias”, a bit 

like the survivorship bias or the question of the egg and the chicken, who came first? The 

framework or the case-studies? Both did, they are twins, branches from the same tree. 

Finance being a highly practical field, if we had developed a framework without hedge 

funds to assign and categorize, wouldn’t that be useless? On the other hand, if there 

weren’t any hedge funds profiting from crashes, we wouldn’t even have a framework in 

the first place. 

 

Furthermore, we believe that with this sample, there’s no veil of ignorance at place, as 

they don’t mold the framework per see, it’s three categories and four case studies. 

Meaning, whoever profits from a crash in the future, will most likely fit under one of the 

three categories we have come up with.  
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- Research Data Collection Methods 

 

Regarding the nitty-gritty of our work, by now it’s clear it was a mix of quantitative and 

qualitative, depending on the topic at hand and how to better explain it. Nevertheless, 

going in detail, we will now explain step by step the two techniques used: 

 

1. Thematic and content analysis 

 

Used during the literature review to explain what a hedge fund is and how their typical 

structure looks like. In addition to this, the same ruled was applied to crashes. At this 

stage, we mainly extracted information from google scholar, b-on, emerald publishing 

and other academic journals. During the obtained results, although journals and other 

academic resources were used, we also had to resort to a lot of newspaper articles and 

books, due to the literature gap regarding this topic. 

 

2. Descriptive statistics 

 

Used broadly during the literature review when referring to the impact of crashes and if 

financial models were able to predict such crashes. Nevertheless, it was mainly used 

during the obtained results section, mainly to measure the hedge fund returns: 

There’s no secret here, the data collection method was reading more than 45 different 13F 

fillings of hedge funds to extract their annual returns and the dynamic of AUM over time. 

One more interesting thing that we did, because without it our work could be incomplete, 

was calculating the CAGR of these hedge funds and compare it to the performance of the 

S&P 500 (the common benchmark) and the differences if an investor had invested a 

million in a hedge fund or the S&P 500. To do so, we resorted to the website 1 stock 1, 

that measures annual returns, yahoo finance and newspaper articles specialized in this 

topic. 
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The findings and further discussion: Winners from Crashes 
 

 

Is investing a loser’s game? For ages investors have been drawing parallels between the 

stock market and casinos. After all, it seems that in both people tend to lose their patience 

and occasionally their money (I’m being nice and just sticking with that). Some even go 

a step further and shout “the market is rigged” or “the house always wins”. Although there 

might be some truth to it, our aim is to prove that not everyone has to be on the losing 

side. 

Having said this, if the question above might seem familiar, thank you for reading our 

work attentively, that’s precisely the opening question of this thesis. We are now at that 

stage of bringing answers forward and contribute with new ideas, so as a guide for the 

next chapter, here’s our road map: 

 

1. The hedge funds under our scope will be categorized under three categories, 

according to two criteria’s, they are: 

 

a) their investment strategy 

 

b) how they came to know about the upcoming crash 

 

2. Because finance only matters when theory comes to life, we will be focused on 

four different hedge funds that had asymmetrical returns (between three and four 

digits) while markets were tanking. 

 

3. The “playground” of these hedge funds that profited during crashes are just two, 

the most recent and biggest ones: The sub-prime crisis (in 2007) and the Corona 

Crash (in 2020). 

 

As a brief introductory card, below are the hedge funds under our scope and their 

respective returns on their trades made during crashes: 

 

Figure 9- Hedge Funds profiting from crashes returns (all values in USD and millions) 
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- Antifragile funds 
 

The Case of Universa Investments (2020) 
 

“It’s a mistake to try to be all things to all people and hedge all tails at the same time. If 

you try to be all things to all people, you end up being nothing to anybody” 

 

- Mark Spitznagel, CIO and Founder of Universa Investments 

 

 

Universa Investments came to life when a goat cheese farmer met a professor of finance. 

If this sounds like the beginning of a joke, then the punchline is worth billions. Having 

said this, one can not really grasp how Universa profits from crashes without first getting 

to know their origins. 

Everything dates back to the eighties, Mark Spitznagel was only sixteen years old and 

already a trader of futures at the Chicago Board of Trade (Pengelly, 2011) where he 

learned a fundamental lesson when it came down to investments: 

 

1. Learning how to take a small loss is learning how to avoid a big one 

 

It was only many years later, while studying for a master at the Courant Institute of 

Mathematics, that he met Taleb, a professor back then, he realized he wasn’t alone. How 

so? Together, they have decided to create the first hedge fund designed to not only protect 

investors from crashes, but also to profit from them (Bennett, 2015). The fancier approach 

it’s called “BSPP”, Black Swan Protection Protocol, a term coined by Taleb (Gara, 

2020b). In essence, a Black Swan can be applicable to all walks of life, if it fulfills three 

characteristics simultaneously. They are: (Taleb, 2007) 

 

1. It’s so rare that it’s perceived as almost impossible. 

2. The impact must be meaningful and dramatic. 

3. People will attempt to explain it as if it was predictable. 
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Looking at these, we can have countless black swans’ examples for almost everything 

that matters, and financial markets are no exception to the rule. Usually, the primary 

example tends to be 9/11. It wasn’t possible to predict unless the reader was a Taliban, 

the impacts were also dramatic for all accounts, politically speaking it was the spark for 

the war against Afghanistan and the aviation center and legislation around it changed 

forever. The financial markets also felt the heat almost instantly (Gomes da Silva, 2017) 

and of course, fans of conspiracy theories attempted to explain it as if it was possible to 

predict. Just to dig a bit deeper when it comes down to finance, the impact on a few stocks 

and respective index can be seen bellow: 

 

Albeit the recovery just a couple of months after on a few stocks and indexes, the impact 

is undeniable. One might ask then, did Universa profited from such a crash? No, they 

didn’t exist yet. In fact, Spitznagel and Taleb only partnered for the first time in 2004, 

when they started “Empirica”, a very successful hedge fund that ran until 2008 with 

double digit returns (Bennett, 2015). Unfortunately, the fund only lasted four years 

despite their return, as Taleb was diagnosed with a serious health issue, which prompted 

him to retire early. 

 

  

Figure 10- Impact on the stock market before and after the 9/11 
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Universa came to life during the mist of the sub-prime crises, with Spitznagel having a 

more critical role, while Taleb remained as a scientific advisor. As such, the fund 

launched their operations with more than 147 million dollars under management, while it 

currently stands at $15B, according to their latest 13F filing. 

 

 

 

Despite the fact Universa came to existence in 2008, their first big shot only came on 

August 2015, when the Dow Jones fell by almost 1,000 basis point. While the markets 

were panicking, Universa reportedly made a billion in a single day, while managing only 

c. 200 million dollars, a staggering 500% return (Chung, 2015). (Which we can later see 

the impact on their AUM from 2015 to 2016). 

 

However, their biggest breakthrough to this date came during the Corona Crash. With 

everyone at home due to lockdowns, and the worldwide economy in a freezing state like 

never seen before, the major indexes and the stock market had to react. Take the SP 500 

as an example, the common benchmark for hedge funds, it fell by more than 30% in a 

single month.  

  

Figure 11- AUM of Universa since Inception (in millions of $ USD) according to their 13F filing 
from 2008 to June 2022 
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What results were expected from hedge funds during these circumstances? Regardless of 

which mainstream strategy they were following, the average returns during the Q1 of 

2020 were minus 7,43% (Aurum, 2020). And what about Universa? For the second time 

since their inception, they had a crash to take advantage of, and this time, it wasn’t a flash 

crash like the one in 2015. As such, the fund lived up to his promise and reported an 

impressive 4144% return during the Q1 of 2020 (La Roche, 2020). Which now begs the 

question, how?  

 

Universa’s investment strategy is easy to understand, people just don’t use it due to our 

human nature, vastly interlinked with an appetite to keep winning and a considerable 

degree of impatience (just look at their AUM from 2010 to 2015). The financial 

instruments are the following: 

 

1. Out-of-the-money put options on Indexes and very specific stocks (Farrel, 2011). 

Universa to make money over the long-run (since crashes don’t happen every 

year) needs to have in place investments with asymmetric risk-reward dynamics. 

Meaning, if they are wrong the losses are meaningless, but if they are right, the 

returns are no less than 3-4 digits.  

 

  

Figure 12- SP 500 Performance during the peak of covid-19 
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Stocks for example, don’t provide such asymmetries that easily. Imagine someone 

in 1998, Amazon just had their IPO and they believed it was the next big thing, in 

fact, they believed in it so much that they still hold their stocks in 2022. If they 

were my friends, I would tell them to forget the -50% YTD performance and focus 

on the big picture, they are rich. But now imagine this person was wrong, and 

Amazon was among the companies that two years later was wiped out during the 

dot-com bubble? Exactly, we should still be their friends, but they lost all their 

money. 

 

Options on the other hand are divided into two categories, a call (the right to buy) 

and a put (the right to sell), in the middle there’s the strike (the price at which you 

can either buy or sell).  

 

A quick example: Tesla stock is now trading at 147$ and you believe the stock 

still has room to fall. Which means, you can buy a put option at 135$, so if the 

stock goes down to 90$, while everyone must sell at 90$, you can sell at 135$ and 

make money. Things get even more interesting when stock options have their own 

intrinsic value. How? They are usually attached to an expiration date, a given 

timeframe that gives you the right to exercise them. A put option for a stock 

trading 145$ set to expire in two days, with a strike price of 130$ is worthless 

(hence the term: out of the money), it should be cheap. Who on their right mind 

thinks a stock can decline 15$ in two days? Well, imagine you bought them, and 

the CEO of that company does something stupid, the stock declines from 145$ to 

137$ and all the sudden you are not crazy, your put options growth is. Take the 

example of Tesla put options pricing below, because our example is actually a real 

case. 

 

 



 

 34 

Nevertheless, it’s far easier to profit from a crash when you are exposed to the entire 

market rather than a single company for example. That’s why Universa put options are 

more focused on indexes, the main one being the S&P 500. They consistently look for 

undervalued put options with minimum risk and maturity dates up to 6 months, so in case 

there’s a crash, they implode in value. If not, because they were so cheap, their losses are 

meaningless in the greater picture. 

 

 

2. Out-of-the-money call options on commodities (Farrel, 2011) 

 

To make even more money and be on the other side of the risk, because a crash doesn’t 

always carries negative returns in the market, Universa also plays with call options 

on the world first real assets: commodities. 

 

Why that? Regardless of what type of crash are we talking about, one of these 

commodities must suffer an impact: gold (either because people are scared and went 

back to safe heavens), natural gas and oil (because a war between energy powerhouses 

started) or beef (because a shortage of food occurred), it’s almost impossible to 

overtake this assumption due to the spillover effects of the markets. Take the example 

of the recent war in between Russia and Ukraine, not only the main indexes are 

negative on a year-to-date perspective, but natural gas futures also peaked at a 102% 

return, while options were valued at more than 1000%. 

Figure 13- Tesla Put Options value after the stock declined from 145$ to 137$ in a single session 
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3. (Bonus) A real-life example of a trade made by Universa 

 

In 2015 Universa investment reports contained audited trades by independent third 

parties, with the purpose of better explaining their philosophy. As such, we believe 

this one speaks to their core. 

 

In the beginning of October of 2015, the S&P 500 was roughly trading at 1200 and 

Spitznagel sensed that a crash could occur. Following their strategy, he decided to 

buy put options with a strike price of 850, set to expire in just 4 weeks. Guess their 

cost? Exactly, cents, more precisely 90 cents each.  

 

Nevertheless, on October 10th, the S&P had a sudden drop and went all the way down 

to 900, not far from the strike price and with 3 weeks still to go. As such, the markets 

reacted and the put option of Universa was now worth $60 each. Eventually, the fund 

cashed out at $50 and could now dine happy with a 5455% return. (Bennett, 2015) 

 

  

Figure 14 Natural Gas Futures 2022 year-to-date performance 
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In the end of the day, Universa investment team is focused on two goals: a) an 

overwhelming amount of research to better read the economy and b) find cheap call/put 

options out-of-the-money. (Spitznagel, 2013) 

 

So, to answer our second criteria: Does Universa know when the next crash is about to 

happen? Of course not, in fact, their reports show that on roughly 100 trades, they lose 

money on 95 (so don’t be too impressed by the example) (Spitznagel, 2020). What’s so 

special about them is their investment strategy, focused on hedging the tails. They are 

Antifragile by definition. 

 

Antifragile funds are then our first designation. These are funds that profit from crashes 

because their investments are asymmetric in terms of risk. Meaning, they must be willing 

to lose money for years (although meaningless amounts) and then profit big during a crash 

due to their strategy, which is essentially the same every year. 

 

One might now argue, due to the school of thought of John Bogle and others, what about 

the long-term? What’s Universa CAGR? Does it beat the market? If not, I admit that this 

thesis and Universa investment strategy are the same: pointless.  

 

Nonetheless, Universa returns on a CAGR metric show that in fact, while making all of 

your money (or the majority of it) in one go can be terribly boring, it does beat the market. 

Their CAGR since inception is around 76%. Nevertheless, and for a more honest analysis, 

if we exclude their latest 4144% return and only measure the CAGR from 2008 to 2018, 

then it’s 12.3%, still above the S&P 500 lifetime CAGR of 10.67% and 11,8% during 

2008 and 2018 (including dividends) (B. Berkowitz, 2022). 
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- Spot-on funds 
 

The Case of Pershing Square Capital Management (2020) 

 

“During the past ten days, we have taken steps to protect the portfolio from downward 

market volatility. (…) Our approach to addressing this concern has been to acquire 

large notional hedges, which have asymmetric payoff characteristics; that is, the risk of 

loss from these hedges is limited, while their potential upside is many multiples of our 

capital at risk” 

 

- Bill Ackman CEO and Founder of Pershing Square Capital Management letter 

to his investors. addressing the 27 million investment that would turn into a 

profit of 2.6 billions just 30 days after. 

 

 

Bill Ackman and Pershing Square Capital Management come from a different breed than 

the likes of Universa. Less philosophical and more hands-on, but bonded by the same 

performance during the 2020 Corona crash: They both profited from it. 

 

Nevertheless, the way in which they did it couldn’t be more different. Hence PSCM being 

our first example of what a spot-on fund is, a new designation that the reader will better 

understand at the end of this chapter. 

 

As such, the best way is to start by introducing PSCM and the man behind it. Bill Ackman 

is no stranger to the the hedge fund industry, as such, he opened his first fund back in 

1992, called Gotham Partners, when he was only 27 years old (Gara, 2020a). With 3.2M 

USD raised as his initial capital, Ackman was able to detect undervalued stocks and beat 

the S&P 500 for more than 7 years straight, always achieving double digit returns. At the 

peak, Gotham had AUM over $500M USD, until Ackman forgot he was a hedge fund 

manager. Because he had promised quick returns to his investors, and with a stint of short 

positions that weren’t paying off in the short-term, most of his investors pulled out, 

placing him in a position with no assets to manage and a forced liquidation. (To his credit: 

the majority of his investments came to be right, such as the short to MBIA back in 2003. 

Sensing a potential bubble in the real estate market, he opened his position at $50 USD, 

and the stock eventually dropped to 10$ USD in 2007-2008, not fast enough though).  
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Not willing to give up, Ackman quickly came up with PSCM in 2004, and to avoid errors 

from the past, he outlined the following investment strategy (Gramm, 2016): 

1. Focus on companies with a lot of real estate assets, like restaurants and hotel 

chains. 

2. Never own more than 8-10 stocks at the same time 

3. Target companies where the top shareholders are passive investment funds 

4. Buy enough shares of those companies to get a seat on the board 

5. Implement changes aimed to improve the operations of such companies 

6. Wait for the stock to increase and sell at a profit 

 

Ackman’s principles actually came to yield interesting results and attract a lot of 

investors, as we can see. 

 

Figure 15- PSCM AUM from 2008 to June 2022 

Among his best investments that mirror these six principles is Wendy’s. A chicken-

burgers chain in the US with more than 300 stores, Ackman bought 9.9% of the company 

for $30 a share in 2005. Once in the lead, he decided to implement a series of changes, 

ranging from menus, an expansion strategy and even a spin-off called “Tim Hortons”, 

which ultimately lead the company stock to reach $50 after just a couple of years, to 

which he sold. In essence, you could call him an “active investor” (Gramm, 2016). 

 

Nevertheless, a series of bad investments were also recorded since 2015 onwards, 

resulting in a staggering decline of more than 50% PSCM AUM. Ackman started to 
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witness ghosts from the past now with a refreshed face, including the failed rebuilding 

plan of J&C Penny (where he reportedly lost more than $600M USD), Herbalife failed 

short, Valeant failed pricing plan (which reportedly costed him $ 4B USD) and the failed 

reconstruction of Chipotle (Franck, 2018). His amazing returns since inception were now 

shaking after four years of negative performances. 

 
Figure 16- PSCM returns since inception vs S&P 500 returns 

 

Nevertheless, if we analyze Ackman returns carefully, we can see that PSCM had a major 

comeback in the last three years (Reinicke, 2020a), even having his best year ever during 

covid, with a return of 70% (Hopkins, 2021). How is this even possible for a fund that 

invests mainly in companies such as restaurants, hotels, and so on? Well, if it wouldn’t 

be impressive, there wouldn’t be a chapter dedicated to spot-on funds featuring PSCM. 

 

Truth is, everything comes down to a single trade, a trade so big and remarkable that 

generated a return of 9665% alone (Ackman, 2020). Ackman knew he couldn’t miss a 

comeback, fearing that existence threat was on the line for PSCM after the recent 

performance of the firm.  

 

As such, earlier January Ackman stumbled upon the news that a virus was spreading in 

China at a pace never seen before. After asking his analysts to study the subject a bit 

deeper to verify if they should take Covid seriously, by February Ackman was convinced 
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it was only a matter of time until it would hit Europe and the USA. Knowing that the first 

reaction from governments would have to be the same one as in China, meaning 

lockdowns, and the implications to the economy, it was time to adjust.  

 

As a result, Ackman considered liquidating his entire portfolio at first (Reinicke, 2020b), 

but fearing that such radical strategy would have tremendous implications with his 

investors, he decided to buy credit default swaps on investment grades of corporate bonds. 

Why? Because the corporate bonds yields were at their lowest value ever. Meaning, they 

have never been perceived as safer as they were now.  

 

On March 2020 the Corporate Index Effective Yield was trading between 1.90% and 

1.95%, a historical all-time-low that provided Ackman with a great opportunity, how so? 

The lower the yield value is, the less risk is perceived.  

 

Either way, let us explain what a CDS actually is to make some sense of Ackman idea. 

Credit default swaps are actually very easy to understand: In essence they work as an 

insurance against an eventual default on debt that might go south (hence the name). The 

belief that a business was given money that he can’t repay back. CDS, just like any 

insurance, have attached to them a premium and an expiration date. (René M. Stulz, 2010) 

 

An easy example (analogy): Imagine a friend of yours come to you one day and says: 

“Jack has been through some rough times lately and he’s strapping for cash. You know 

how it goes after a divorce, a guy always gets penniless. Anyways, I had to help the dude 

and decided to lend him $5K, it’s fine”. Knowing Jack as you do, and because you know 

he’s going through his third divorce, you know the dude he’s never going to repay your 

friend, so you tell him: “I bet Jack will never going to repay you, wanna bet? I will give 

Figure 17- ICE BofA Single-A US Corporate Index Effective Yield from 2018 to 2022 
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you 100$ each month (the premium) for every month that Jack doesn’t default, but 

when/if he does, I wanna have 5k in return”. You just placed a Credit Default Swap on 

your friend’s loan to Jack.  

Nevertheless, Credit Default Swaps also have an intrinsic value attached to their 

likelihood. Imagine now you bought your CDS against Jack for $500 USD and overtime 

it’s getting more and more likely we will default on your friend’s loan. Well, you are not 

the only opportunistic on the street, a friend of yours, knowing what you did, one day 

turns to you, and says: “Do you wanna cash out now on your CDS against Jack? I will 

buy it for $ 2000 USD”. I will leave up to the reader to decide.  

 

In real life, CDS also vary in value, regardless to what you are betting against. On the 

other hand, they also present a great advantage opposite to short selling: you know how 

much you can lose (something extremely important to Ackman) since you will never have 

to go beyond the premiums you are paying/ or will pay. (René M. Stulz, 2010) 

 

Going back to the real trade:  

 

Ackman ended buying CDS worth more than 1.6 billion dollars in premiums alone, that 

could increase in value dramatically if companies would start to default on their corporate 

bonds. Nevertheless, because it was a 5-year contract, the 1.6 billion is spread along time. 

In fact, Ackman only had to pay 324 million dollars a year, 27 million dollars a month. 

Meaning, if Ackman was wrong and covid would hit only in 2021 rather than in 2020, he 

would have paid more than 324 million dollars in premiums. (3,5% of his AUM at that 

time) to whoever provided him with the CDS option. Nonetheless, since the CDS he 

bought were at 0,5% premium, he was actually buying protection against 64.8 billion 

dollars! (324/0,5%=6480). (Haroon, 2022) 

 

To put things in perspective, it is estimated that at the time the corporate bond market had 

more than 6 trillion dollars in investment grade bonds. Meaning, Ackman was buying 

protection against 1% of the entire market. (Haroon, 2022) 

 

Once Covid got to the US in early March and everyone was panicking, people started to 

deem these corporate bonds riskier than before (Celarier, 2022). All of the sudden, with 

lockdowns on sight, investors were questioning if businesses would produce enough cash 
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flow to repay the bonds, which triggered a mass sell-off and a shift towards US treasury 

bills, an asset perceived as safer. Considering the dynamic of risk/reward that we see in 

finance, if these corporate bonds are now seen riskier, their yields have to increase, which 

they did. In addition to this, considering that risk is now higher and default more likely, 

CDS also increase in value. 

 

 

Figure 18- North American investment grade credit default swap index from 2007 to 2020 

For PSCM it was great news (albeit a crash is always a crash), the CDS spreads jumped 

from 50 basis point to almost 150, tripling in value almost overnight. 

 

In the end Ackman was right. He had the foresight to not underestimate Covid (unlike 

governments did) and protected his investors accordingly, closing his position at 2.7 

billion dollars after just paying 27 million, the premium corresponding to February 

(Ackman, 2020). What else can we say, besides the fact he was spot on? 
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The Case of Scion Capital (2007) 

“National bubbles in real estate simply do not happen” 

- Alan Greenspan, FED Chairman from 1987 to 2006 

 

Not often have governments and banks lied, missed judgement risk or judgements were 

bluntly incompetent. What we are about to see is the mix of all that multiplied by ten, a 

total lack of self-accountability that led to one of the biggest and avoidable crashes ever: 

The sub-prime crisis in 2007.  

 

Nevertheless, some hedge fund managers had the foresight to not only see it, but profit 

from it. Michael Burry, founder and CEO of Scion Capital is one of those cases, with a 

return of 166% in 2007 (Huber, 2015), one of his trades was a short position on the real 

estate market that yielded 489%. How did he do it? I’m not going to hold the reader 

hostage, in a nutshell Michael Burry shorted mortgage-backed securities (Lewis, 2011). 

Confused? If so, let’s start from the beginning. 

 

If the American dream included any assets, they would be mainly three: A house, a fancy 

lcd, and a car. The banks knew this from the start and provided people with enough 

liquidity (read: debt) to acquire these goods. When it comes down to acquiring a house 

the typical financial instrument is called: mortgage. (Vinokurova, 2018) 

 

It’s not too hard to understand how the typical mortgage looks like, but it’s better to 

explain it, as it will change dramatically over the discourse of this chapter: The typical 

mortgage looks like this: 

 

1. Say you want to buy a house that costs $ 700K USD and need to loan money to 

go forward with the purchase. The banks are willing to give you a loan to acquire 

such a house (called mortgage) under three basic principles: 

 

1.1. You loan has a maturity date, say for example 30 years; 

1.2. During those 30 years you have to repay the $ 700K loaned to you (this 

amount is called “principal”); 
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1.3. Aside from the principal, people are expected to pay “interest” during those 

30 years, which is basically a service (lending money) fee that comes with the 

loan. The difference between the sum of the principal and the interest’s 

payment, minus the principal, tends to be the profit of a bank on a given 

mortgage. 

 

2. If it ever goes south and you default on your loan, the banks usually take the house 

as a collateral.  

 

This process repeats itself countless times in America, as most people do not buy a 

house 100% financed with their own equity. What then happens in reality is that, in 

some cases, these mortgage bonds are then sold by commercial banks to investment 

banks (Diamond, 2016), due to: 

1. Instant profit (they don’t have to wait 30 years) 

2. No more risk (the uncertainty if someone will continue to repay his loan vanishes 

overnight). 

 

When this happens, the commercial banks profit immediately and the investment 

banks do something quite interesting, which is:  

1. They bundle all the mortgage bonds together in what is called a “Special Purpose 

Entity”. Basically, a fancy term for a special company. 

2. Later on, the interest/principal that these mortgage bonds generate will be the 

revenues of this new company. 

3. Furthermore, they “cut” this company into almost endless lots of shares that can 

later be sold to investors as a security. (Vinokurova, 2018) 

 

What we just described is the essence of a mortgage-backed security. The interesting 

thing about these SPE is that, unlike other companies, it’s easy to understand to what 

we are dealing with. It’s real people with mortgages associated to their houses, so 

what’s the risk? Well, some people will eventually default due to lack of payments, a 

bit like when a company has account receivables on their balance sheet and already 

knows “at least 10% is not going to repay me”. When this happens, the more people 

default, the less returns the investors will have. 
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Obviously, there are degrees of risk associated with the mortgage bonds, everyone 

has a different income, assets, and so on. A person that generates an annually income 

of $ 300K USD and has a mortgage worth $ 1.5M USD, has a different risk profile 

from another person, with the exact same mortgage bond, making only $ 100K USD 

annually. Because of this distinction, these SPE companies divide the mortgage bonds 

into several categories, and mix them all together in tranches, in what was later on 

called “collateralized debt obligation”(Engelmann, 2010), below being the typical 

example: 

 

Considering that is expected from the banks that they only lend out money to people 

able to repay their obligations, most tranches were filled with “Triple A” mortgages. 

On these mortgages, the default expectations were less than 1% (Huber, 2015), and 

because they were usually 90-95% of the whole tranche, investors were probably 

looking at the safest investment in the world. 

 

The demand for these products also saw a tremendous spike back in 1984, in what 

was latter called: “Secondary Mortgage Market Enhancement”, which allowed 

pension funds and insurance companies to buy these types of products (Vinokurova, 

2018). Not only they were deemed as super safe, since they are mortgages, but the 

tranches also made of thousands of mortgages at the same time, the perfect 

diversification. 

Figure 19- How a typical Collateralized Debt Obligation of 
mortgage-backed-securities was supposed to look like in 2007 
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Nevertheless, all of this paved the way for funds like Scion to profit from a crash. If 

we analyze this dynamic thoroughly, all of the sudden the banks lost any skin in the 

game. How?  

Well, they had every incentive in the world to grant has many mortgages as they 

could. It was the perfect win-win situation, because later on, they would get rid of the 

risk of defaults by selling these loans to investment banks. The same banks who later 

on repackage the loans into mortgage-backed-securities and sell it to investors. In fact, 

not only was the demand for mortgages so high, that banks also started to come up 

with new ways to make sure they could approve their loans internally (Lewis, 2011). 

Things such as: teaser rates (fixed low- rate during the first 5 years on a mortgage) 

followed by adjustable rates are just an example. To make things better, the interest 

rate itself got to new lows. 

 

Figure 20 - US Interest Rate from 1995 to 2020 

 

 
The FED, in the person of his chairman, Alan Greenspan, lowered the interest rate to all-

time lows since the nineties. The interest rate went from a high of 6% in 2001, to just 1% 

in 2003. If we now add teaser rates + adjustable rates + low interest rates, the sum had to 

be equal to: borrowing money is now easier than before. 

 

Nevertheless, Michael Burry, unlike Alan Greenspan, started to believe in the possibility 

of an imminent crash in the real estate market. Mainly because it was driven by an 

artificial demand supported by debt, that eventually had to end when people would default 
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on their loans. To make things worse, and as it was expected, houses were increasing in 

value at an unusual speed, which only lead to bigger loans, hence, the potential for bigger 

defaults. 

 

 

Figure 21 - Median Sales Price of Houses Sold in the USA from 1996 to 2014 

 

 

The tipping point came in 2004, when he realized that because the MBS could be bought 

by insurance companies and pension funds, these institutions had to comply with a series 

of mandatory filings and regulations, be approved by the SEC and later on publish it out 

to the public. That’s exactly what he did. He read documents no one seemed interesting 

in reading. By 2005, in what in turned to be many years later a leaked email from within 

Scion, Burry is seen asking his head of Equities to see potential MBS to short. 
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Once reading this mortgage bonds thoroughly, Burry realized that the market had to 

implode once the teaser rates ended. It was the trigger to increase the monthly payments 

to new highs that people would not be able to pay (Lewis, 2011). This event, Burry saw, 

had to lead to an inflow of new houses on the market and a sudden crash. As such, in 

early 2005 he predicted the crash would have to happen in 2007, and adjusted his position 

accordingly, by buying more than $ 1.3B USD worth of credit default swaps (René M. 

Stulz, 2010) on CDO tranches ranging from B and BB.  

 

Later on, and despite the lack of faith from his investors tired of paying premiums ($ 

550M USD at the time), wanting to pull out in early 2007 (the crash only came in mid-

August- September), Burry had to restrict withdrawals to save his position (Lewis, 2011). 

By doing so, he netted a profit of 2.6B and a return of 489% on that trade alone. 

Ultimately, saving his year and bosting an annual performance of 166% for Scion Capital. 

Figure 22 - Leaked email of Michael Burry telling his head of equities potential MBS to short 
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Michael Burry eventually decided to close his fund during the first months of 2008, yet, 

his trade lives on as one of the best trades of all times. (Huber, 2015) 

 

Reaching the end of this chapter, Scion Capital and PSCM, despite being a part by more 

than 11 years, both fit our framework of “spot on funds”. By definition, they are: 

 

1. Hedge funds that know when the crash is going to happen. (given a fair interval) 

 

2. The hedge fund managers know the answers to “how” and “why” the crash is 

going to happen. 

 

3. Their strategy is not focused specifically on either being short, long or predicting 

crashes. They are highly adaptable and adjust their positions accordingly. 

 

 

- Silver platter funds 
 

The Case of Cornwall Capital (2007) 

 

“Chance favors the prepared mind” 

- Louis Pasteur, French scientist 

 

Financial markets are the pinnacle of meritocracy. Regardless of gender, creed, color, it’s 

all about either being right or wrong. That’s precisely how Jamie Mai and Charlie Ledley 

made a killing trade in 2007 that generated them over 8000% in returns.(Lewis, 2011) 

 

  

Figure 23 - Scion Capital returns from inception versus the S&P 500 
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Everything goes back to just four years before the sub-prime crash. Jamie and Charlie 

were best friends that shared the same passion for financial markets. As a result, once 

both of them graduated, and after a few stints in private equity, they decided to put 

together their savings totaling $ 110K and start a hedge fund from Jamie’s garage. Their 

investment strategy was actually pretty simple, it unfolds like this: (Lewis, 2011) 

 

1. They focused on trading stock options using a specific type of security called 

“Long-Term Equity Anticipation Securities” (short for LEAPS). 

 

In essence, these LEAPS act just like stock options but with longer periods of 

maturity, usually up to 3-5 years. 

 

2. The Black-Scholes option pricing model (which most banks and brokers use to 

price the fair value of an option) is flawed at his core (J. Berkowitz, 2005). It 

depends on a normal distribution when measuring the impact of volatility, type of 

option, underlying stock price, time, strike price, and risk-free rate. 

 

This inaccuracies for example tend to show themselves by a great margin when 

companies are dealing with one-kind of events. It seemed like the markets got 

certainty all wrong. So, Jamie and Charlie spent their entire time redefining the 

Black-Scholes model and calculating what happens when someone changes the 

assumptions for a certain company. 

 

3. As such, their strategy was aimed at asymmetric returns: when they lose it doesn’t 

mean much, when they are right, their investment more than triples. 

 

Let see an example: One of the first investment decisions of Cornwall Capital was 

to buy two-year LEAP call options at $ 40 USD with $ 3 (strike price of $ 30 

USD) on a credit card company called “Capital One Financial”. Their due 

diligence said that the stock was mispriced, and so they went along on these 

contracts. 
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After two days the stock tanked 60% over fraud allegations and a SEC 

investigation. Jamie and Charlie however believed this was bogus, as their 

financials looked strong and accurate. Eventually they decided to buy more call 

options and invested big (for their standards) with $ 26K USD. The idea was “if 

we are wrong, we lost over 23.6%, if we are right, it’s payday”. 

 

Eventually the stock recovered as fraud allegations were dropped, and their 

LEAPS increased from the initial $26K USD to over $ 526K USD. 

 

Among other investments publicly disclosed, are trades such as the one on United 

Pan European Cable. They bought long term call options for $ 500K and later on 

sold them for $ 5.5M USD. 

 

Three years into their fund, the two friends were able to now have $ 30M USD of their 

own money under management.  

 

Nonetheless, the biggest trade was yet to come. Eventually, the pair of friends read on 

Grant’s Interest Rate Observer a trade idea about the real estate market having the 

potential to crash, while offering returns of 1:10. Coincidentally enough, during the same 

month, a friend of them, working for Deutsche Bank, told them them about a colleague 

that sold more than $ 200M USD on Credit Default Swaps of mortgage-backed securities 

to a hedge fund in California (Scion Capital). Charlie and Jamie were shocked to know 

this and after doing their own research, they decided to contact the Deutsche Bank person 

responsible for the sale, to know if they could get have access to the pitch materials.  

 

After doing so, and figuring it out that due to budget cuts, the SEC was understaffed when 

it came down to having people check and read all the MBS, it was time to short the real 

estate market. There were only two issues:  

 

1. They didn’t had an International Swaps and Derivatives association license 

(basically an on-line platform only available to certain institutions where they can 

make high level trades. At the time the requirement was having $ 1.5B USD of 

AUM) 
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2. They didn’t had neither the money or the reputation to short B and BB tranches. 

 

Eventually, they were able to find a solution for these issues, they were: 

 

1. They had a retired friend that used to be trader in Singapore managing billions, 

which was kind enough to re-active his ISDA 

 

2. If the banks weren’t willing to take their money to short the B and BB tranches, 

the friends decided to take more risk and short some triple A MBC tranches.  

 

The thing is: the tranches were usually 90-95% composed by triple A bonds, 

deemed as super safe, so although Cornwall was risking a lot, the potential for 

return was also higher. (In some MBC the return was 1:100). For the investment 

banks and other that believed in the ratings, this was seen as free money, a fools 

bet. 

 

It wasn’t. Charlie and Jamie followed the lead of Michael Burry and went even further, 

achieving a return of 8000%, turning $ 1M USD into $ 80M USD.  

 

Their case is quite special, it didn’t came through a realization neither just luck, although 

it happened to some extent. Reality is, sometimes following the lead is all it takes, hence 

the best way to describe this type of funds that profit with crashes is designated “silver 

platter”. The criteria being a) the idea presented itself to them, they didn’t came up with 

it, b) but did the research and c) adjusted their strategy. 
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Conclusion 
 

If this thesis had to be summarized in a single idea, would be this one: hedge funds have 

the opportunity to develop almost any kind of investment strategies, because of this, 

there’s no “unique way” to profit from a crash. In fact, we have come up with three 

categories where hedge funds could fit according to their profile. The so called 

“framework” we have been referring until now. 

 

Another relevant point from this work is the following: most hedge funds that profit 

during crashes are not just “surviving” the crash, they are thriving. Universa for example 

had a return of 4 digits, Scion was among the three digits, and PSCM performed 70%, the 

best year since inception. While most people are focused on the normal distribution side 

of life and markets, this thesis aimed for the tails, and tries to prove that not everyone has 

to lose during a crash.  

 

On the other hand, hedge funds are not even the rote cause of crashes, they weren’t the 

ones causing it (directly at least), neither amplifying them. For them, it’s always just an 

opportunity to profit from what is perceived as inevitable or almost certain. Nevertheless, 

it’s not so easy to everyone, as we have seen, occasionally some financial instruments 

(that these hedge funds used) are not 100% available to regular investors, as to buy and 

sell CDS above a certain value, it’s necessary to comply with certain international 

regulations. (Remember the ISDA). Despite that, shorts and options are mostly available. 

Figure 24 - The winners from crashes framework (hedge funds) 
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Furthermore, there were some limitations in our work. Sometimes writing about this topic 

made us feel like the usual retailer investor trying to beat Wall Street, the field is not plain. 

What do we mean by this? It is estimated that, in the entire world, only a handful of hedge 

funds profited during the 2007/2008 crash. Yet, if you type “Cornwall Capital options” 

on Google Scholar, the most read article it’s about a city in England and their energy 

storage options, while using a multi-decision criteria. As such, most of our research when 

it came down to the findings had to be, in its own way, unique. From reading dozens of 

newspaper articles, 13k fillings compilations, SEC articles, and hedge funds letters to 

investors. (Which are not always public). Truth be told, the sample size to establish our 

proof-of-concept was also focused on a handful of hedge funds, because most of them do 

not make anything public. Even their websites, sometimes tend to be just a business card. 

 

Jumping over this hurdle, for future research we would suggest future readers to wonder 

and reflect on this: How long does the average crash tends to last? We suggest this because 

during covid, although the S&P fell by more than 30%, it still bounced back high enough 

to end the year with positve returns above 20%. It was the first time in history this had 

happened. Nevertheless, the S&P contracted in 2022 and went back to -19,44%, ending 

the year with a negative result, as it “should” have happened in 2021. Was there a crash 

within a small crash? A correction? Being the first time that this has happened, would be 

interesting to look deeper. Also, for those who profit from crashes, or market downwards 

movements, 2022 was an amazing year for short sellers, just like 2021 was. (although 

short-lived).  

 

Another interesting topic amid from this work, that we suggest for future research, could 

be this one: to look deeper into the reasons that make a hedge fund so successful. Why is 

that? People in academia and investment banks tend to stop at “less than (insert a 

ridiculous low percentage) of hedge funds beat the market, therefore, the average Joe is 

better off with Indexes”. What about the 1% that beats it consistently, year after year, 

over decades? How are they doing it? Surely it can’t be just luck, and it’s not a one-time 

crash/trade making the bread either. 

 

On a final note, to whoever might end up reading this work: people tend to underestimate 

the frequency of crashes but it’s almost certain they will always come back to say hi. As 

such, be ready. We hope this work has contributed to that somehow. Thank you. 
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APPENDICES 

 

Appendix A – Bill Ackman letter to investors after the covid trade 
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Appendix B – Mark Spitznagel letter to investors after the covid crash 
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Appendix C – Who’s who: Our crash winners 
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