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BACKGROUND

A fund of hedge funds is a diversified portfolio of hedge fund managers.  The fund of hedge funds industry has grown dramatically over the last several years and recent estimates now place the number of currently managed fund of funds over 600 with total assets for the industry fast approaching $1 trillion.   
The role of a fund of funds portfolio manager is primarily focused on selecting and monitoring hedge fund managers.  The execution of this process is largely iterative and includes manager selection, portfolio construction, risk management, manager monitoring, and portfolio rebalancing.  

RISK MANAGEMENT

The primary purpose for this project is to focus on risk management.  Although conceptually simple, the implementation of risk management within a fund of hedge funds context is rather complex.  For example, the complex investment strategies (i.e., long/short equity, convertible bond arbitrage, distressed, etc.) involve many types of financial instruments which in aggregate create a large and complex non-linear portfolio.  This portfolio is exposed to many different kinds of risks such as market risk, interest rate risk, liquidity risk, sector risk, etc. As an example, according to Jorion’s Value at Risk book, market risk can be classified into directional and non-directional risks

a. Directional – (like stock prices, interest rates, exchange rates, and commodity prices) are measured by linear approximations such as beta for exposure to stock market movements, duration for exposure to interest rates, and delta for exposure of options to underlying asset price.

b. Non-Directional – consist of nonlinear exposures and exposures to hedged positions or to volatilities.  Second-order or quadratic exposures are measured by convexity when dealing with interest rates and gamma when dealing with options.

RESEARCH CHALLENGE
HCM currently manages a portfolio of more than 20 hedge fund managers.  At the most basic level, we are looking to understand and develop some risk measurement and management tools to more efficiently understand our portfolio exposures.  Ideally, these tools will assist us in better understanding and mitigating the largest portfolio risks (e.g., market risk, interest rate risk, credit risk, etc.).  If appropriate these tools could be stress tested or analyzed under varying market scenarios to validate their efficacy.   Constituents in the financial markets have largely trended toward using VAR models to manage risk.  While this is a potential direction/solution, we are reluctant to limit the project’s scope by suggesting its use.
ANCILLARY RESEARCH QUESTIONS
1. What is the current state of risk management within the fund of funds industry? (i.e. How are fund of fund’s managers currently measuring and managing risk?)
2. What software programs are available off-the-shelf?  What are their strengths and weaknesses?  What are the costs/benefits when considering a buy vs. build decision for a risk management system?
3. Design and develop a tool which could be used to “predict” the performance of a portfolio of hedge fund managers?
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