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Top five investment risks that every investor in hedge funds should know
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e A fund blow up usually results from a flawed inves
uncontrolled leverage and risk (or asset) concentra

being overexposed to liquidity, Amaranth Advisors h
investments in natural gas futures, or Bear Stearns

prime mortgages are good examples of funds taking t
Controlling leverage can be performed by monitoring
statistical analysis of returns v market indices, r

lower cost and with a lesser risk of error.

e Economic events, like defaults on sovereign debt o
remain important sources of hidden risk as they oft
across markets. The 1997 Asian financial crisis beg
Southeast Asia and Japan, eventually hitting commod
very significant losses throughout the region. Anal
events is a daily activity of many investors. Howev
their impact on portfolios is very often under-hand
most likely, to a lack of communication between ris
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economic risk studies.

e Trend breaks are another potentially damaging hidd
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unexpectedly, those who did not anticipate the sudd
losses. Identifying which trend managers are riding
beta’, should be the number one concern of risk man
based on nonlinear factor models is a very efficien
trends.

¢ Vanishing diversification in a portfolio is perhap

and damaging risks in extreme market conditions. It
break in correlations consecutive to a liquidity ga
Consider that Madoff's fraud resulted in an estimat
investors (and that is probably over-estimated) as
crunch —a major liquidity gap
demise and caused a global meltdown estimated at $5

Liquidity risk is when the assets one thought were
experience a very important slippage or become illi

this happens, correlations reach unusually high lev
diversification. These ‘correlation breaks’ occur r
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among funds. During turmoil, markets behave very di
up creating a contagious effect, and asset classes
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another, and believe they can safely arbitrage as |
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applying damaging stop-losses.
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This paradigm produces typical option-like behavior
profiles, where ‘alpha’ is only generated when mark
downturn, the ‘beta’ dramatically increases and the
losses. Portfolio allocation should consider these
utmost attention and, in particular, identify under
can reach levels close to 100%.

Traditional ‘alpha-beta’ allocation models use froz
order to avert disaster, one should use nonlinear m
hedge funds’ option-like behavior. Usually, traditi

with ‘fat tails’, fail to anticipate damages due to
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the nonlinear approach which specifically focuses o
can actually account for it.
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