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Risk Incentives of Hedge Funds Managers

By Guillermo Baquero

It is a well known theoretical result that the overwhelming and positive
response of investors to the performance of the best funds may result in a
potential agency conflict by inducing poor performing managers to increase
the risk of their portfolios. Our results in this paper suggest that these implicit
risk incentives might be moderated by investors’ aggregate response at the
style level. Indeed, we find that investors’ response is more pronounced for
individual funds in the top performing styles. In other words, the flow-
performance relation for individual funds is convex for the top performing
styles but concave for the worst performing styles. The underlying idea being
that the performance of a style conveys a powerful signal about the ability of
managers belonging to that particular investment style. As a result, we also
find statistically significant evidence of two opposite risk incentive effects. On
the one hand, risk taking behavior of poor performing managers is only
prevalent in the top performing styles. In contrast, the poor performing
managers in the poor performing styles reduce the risk of their portfolios.



