
MEMORANDUM TO:  The State Investment Council 
FROM: William G. Clark, Director 
SUBJECT: Amaranth 
 
At the Sept. 21, 2006 meeting of the State Investment Council (the “Council”), we reported that New Jersey 
had a modest exposure to Amaranth Partners LLC (“Amaranth”) through our three hedge fund of funds 
relationships. At the meeting, the Council asked for a memorandum from the Division of Investment 
detailing (i) the facts surrounding our investment in Amaranth and (ii) our conclusions concerning the 
lessons learned from this situation. This memorandum is intended to address both of these items. 
 
Details Surrounding the State’s Investment in Amaranth 
 
New Jersey’s total investment in Amaranth was approximately $21.8 million (or 3 bp of our total investment 
portfolio), consisting of investments made by each of our three hedge fund-of-funds providers. A breakdown 
of these three investments is shown below: 
 
Fund of Funds Provider  Amaranth Investment  % of FOF Portfolio 
 
Arden     $7.8 million   7.78% 
Goldman Sachs    $9.0 million   3.60% 
Rock Creek    $5.0 million   3.33% 
 
Our investment in Arden Alternative Advisors closed on July 1, 2006. This investment was made into a 
commingled fund managed by Arden, and that fund initiated its investment in Amaranth in late 2001. The 
other two fund of funds investments (Goldman Sachs and Rock Creek) were established as separate accounts 
managed by these entities solely for New Jersey. Both funds were established on September 1, 2006, and their 
investments in Amaranth occurred on that same date. For both Goldman Sachs and Rock Creek, we asked 
that our separate accounts resemble, to the extent possible, their core commingled fund of funds products. 
 
Under all these fund of funds arrangements, the provider is responsible for manager due diligence, fund 
selection and portfolio construction. While we were aware that these fund of funds had or were making 
underlying investments in Amaranth, we had no direct relationship or contact with Amaranth either before 
or after the announced losses in mid-September. 
  
Since the September 21, 2006 Council meeting, we have researched the events at Amaranth and the actions 
taken by our fund of funds providers. This research included, among other things, numerous telephonic 
discussions and in-person meetings with each of the fund of funds providers, discussions with our hedge 
fund of funds consulting firm (CRA RogersCasey), a review of public news stories, and discussions with 
other hedge fund managers, consultants and investors in Amaranth. In addition, we listened to a conference 
call held by Amaranth with its investors on September 22, 2006. The following section of this memorandum 
is a compilation of the information learned from these efforts, which were led by Maneck Kotwal. 
 
Amaranth was founded in September 2000 by Nick Maounis, who had successfully managed a 25-person 
team at Paloma Partners. Amaranth was a multi-strategy fund with exposure to various investment strategies, 
including convertible arbitrage, equity long/short, credit, statistical arbitrage, energy trading and merger 
arbitrage. 
  
Amaranth’s assets and organization grew significantly from 2000–2006. Assets under management grew from 
$450 million at inception to $9.2 billion, and staff grew from 27 to 332 employees. The firm’s track record 
during this period was excellent, delivering exceptional risk-adjusted returns with a low correlation to other 
major asset classes. The relevant performance and risk information (as of July 31, 2006) pertaining to 
Amaranth is shown below.  
 
1-Year Return (net)  38.9% 
3-year Return (net annualized) 17.8% 
5-Year Return (net annualized) 16.8% 
Standard Deviation (annualized)   8.5% 
Sharpe Ratio    1.67 
Correlation to S&P 500   0.28 
Correlation to Lehman Aggregate -0.08 
 
In addition, Amaranth’s risk management capabilities were well-regarded in the industry. The fund’s chief 
risk officer was Robert Jones, who formerly was responsible for risk management for Goldman Sachs’ 
proprietary trading book.  



 
In 2004, Amaranth hired Brian Hunter, a former energy trader at Deutsche Bank. Even though Amaranth’s 
headquarters were in Greenwich, Connecticut, Hunter was allowed to operate out of separate offices in 
Calgary. The fund’s exposure to energy-related positions started out at approximately 20% of the total 
portfolio’s risk exposure in the first quarter of 2005, and steadily grew to over 30% by the third quarter of 
2005. (Please note that these risk exposure numbers, and all other such numbers referenced later on in this 
discussion, are inclusive of leverage utilized by the fund on its energy positions and all of its other 
investment strategies). Despite this increase, the fund’s overall risk level (as measured by the standard 
deviation of returns and correlation to other market indices) increased only slightly, while monthly returns 
remained solid. 
 
Before proceeding with this timeline, a point should be made about the receipt of information from 
Amaranth by our fund of funds providers. Monthly return data was available within 1-2 weeks after the end 
of each month, but information on the fund’s risk exposures was only available with a 30 to 45-day lag after 
each month-end. The rationale for this delay was that Amaranth believed that its allocation of capital to each 
investment strategy was proprietary information. 
 
By April 2006, energy-related positions comprised approximately 38% of the fund’s risk exposure. This 
information was learned on or about June 5. More importantly, it became evident that the fund’s risk level 
had started to increase, as the fund’s net return for April was +13%. By mid-May, even though our fund of 
funds providers did not yet have official information about the fund’s risk exposures for April, they initiated 
discussions with Amaranth. 
 
The fund’s return in May was -11%. At this point, the providers each held in-person meetings with 
Amaranth, and were told that Amaranth would start to aggressively reduce its energy exposure. In addition, 
at least one provider was told that Amaranth was considering a spin-out of its energy book into a separate 
hedge fund portfolio designed to attract investors interested solely in this strategy. 
 
In early July, though, it was learned that Amaranth’s energy exposure as of May 31 was approximately 50% of 
the fund’s total risk exposure, On or around the same time, it was learned that Amaranth’s return for June 
was +6%. Again, each of our fund of funds providers had either telephonic or in-person meetings with 
Amaranth’s management, and were again assured that the fund was in the process of reducing its energy 
exposure. 
 
In early August, it was learned that the fund returned -0.5% in July, but that the fund’s energy risk exposure 
had increased to 56% of the fund as of June 30. Each of our fund of funds providers initiated more serious 
discussions with Amaranth, including meetings with Robert Jones, the fund’s chief risk officer. Arden 
represented to us that they decided around this time to initiate a redemption from Amaranth in mid-
September, which was their next available opportunity to redeem without penalty under Amaranth’s liquidity 
provisions. Around this time, Goldman Sachs and Rock Creek also both reduced somewhat (but did not 
eliminate) their exposure to Amaranth in many of its clients’ portfolios. Also, Rock Creek’s allocation to the 
fund was lower than in their other fund of funds portfolios. 
 
In early September, Amaranth announced that it was purchasing a portfolio of natural gas positions from 
ABN AMRO Holding, which itself had taken over this portfolio from MotherRock (a hedge fund that 
terminated earlier in 2006). At or about the same time, it was communicated that Amaranth had reduced its 
energy exposure as of July to 46% of the total fund, and that it had plans in place to reduce its energy-related 
exposure to approximately 30% of the fund in the very near future. Amaranth’s net return for August was 
+6%. 
 
On September 19, Amaranth informed its investors that it had suffered losses representing approximately 
35% of fund assets, and that it intended to liquidate all of its energy positions. Subsequent to this 
announcement, Amaranth indicated that its losses would equal approximately 65% of fund assets, and that it 
was exploring options to either sell the firm or pursue an orderly liquidation of the fund. In late September, 
Amaranth announced that it had sold its entire energy book to Citadel and JP Morgan. 
 
In early October, Amaranth announced that it had retained Fortress Investment Group to assist in developing 
a plan for the orderly liquidation of the entire portfolio. At present, total assets for the fund are 
approximately $3.0 billion. These remaining assets are allocated to a variety of the fund’s other strategies. 
  
Amaranth’s energy book consisted mainly of trades in natural gas futures contracts. The fund’s primary 
strategy was to profit from an anticipated expansion of the seasonal spread between summer and winter 
contract prices in natural gas. For example, they were long winter 2006 contracts while shorting summer 



2007 contracts. Using this strategy, the firm would profit if the spread between winter and summer natural 
gas prices widened (i.e., if the winter price rose relative to the summer price). 
 
Instead, between August 31st and September 18th, the spread between their long positions and short positions 
contracted, resulting in significant losses for the fund. While this cannot be confirmed, we have heard from 
various sources that other hedge funds knew of Amaranth’s large positions in these natural gas contracts, and 
many sought to profit by taking opposite positions in these contracts. As these losses mounted, Amaranth 
was forced to meet margin requirements and incurred additional losses when they were forced to liquidate 
these positions, along with other positions in the non-energy book. They also incurred additional losses 
when they sold their remaining energy book to Citadel and JP Morgan. 
 
Potential Lessons to be Learned from Amaranth  
 
While it is often dangerous to draw firm conclusions about any asset class or investment strategy based on an 
isolated event, I believe that the impact of Amaranth on the institutional investor community (i.e., pension 
funds, consultants, investment managers) will be disproportionately greater than the financial losses incurred 
by investors such as New Jersey. Amaranth had been vetted by numerous fund of funds providers and other 
investors, and was considered to be among a relatively small group of “institutional quality” funds. More 
importantly, Amaranth’s losses come at a time when many institutional investors such as New Jersey are 
either initiating or considering new investments in the hedge fund space. 
 
While more information about Amaranth will come out over time, the events of the past several weeks have 
naturally impacted our thinking about the hedge fund space and the State’s planned hedge fund program. 
The following thoughts are random and totally my own.  
 
Incongruent View of Hedge Funds vs. Other Classes: As we pointed out at September’s Council meeting, 
there were a large number of common stocks in our portfolio with losses since June 30, 2006 as large or 
larger than our loss in Amaranth. As we all remember, the losses incurred on a large number of individual 
stocks during the 2000-2002 time period were infinitely larger. Nonetheless, we never hear questions in the 
press as to why New Jersey invests in common stocks. Presumably, it is understood that individual equities 
should be considered as part of an overall portfolio. For some reason, the same thought process is not yet 
applied to hedge funds. 
 
On a related note, I do not believe the public understands the underlying rationale for investing in hedge 
funds. There is the mistaken belief that hedge funds are expected to generate high double-digit returns, and 
anything short of that calls into question the justification for investing in the asset class. (For example, I cite 
the October 5, 2006 New York Times story title “Weak Results Dim Hedge Funds’ Luster”: “Returns for 
many hedge funds, which are supposed to be the market beaters, have paled in comparison with stocks.”) 
 
While we should attempt to better educate our constituent groups about the benefits and risks of investing in 
hedge funds, I suspect we will be forced to live with this mistaken mindset for some time. 
 
Nonetheless, Like Most Asset Classes, Hedge Funds Do Possess Some Unique Risks: While it is appropriate 
to view individual hedge fund investments, like equities, as part of a broader portfolio, the Amaranth 
experience points out that hedge funds pose a unique combination of risks that must be understood by 
investors. Even though hedge funds as an asset class have demonstrated lower volatility than equities over 
time, the combination of (i) the potential for large, rapid changes in portfolio structure, and (ii) limits on 
transparency and liquidity afforded by most hedge funds can still result in significant drawdowns on 
individual hedge fund investments. 
  
The limits on transparency by most hedge funds mean that investors must utilize a combination of 
quantitative and qualitative techniques to monitor changes in a hedge fund’s underlying portfolio, and even 
then an investor must often deduce changes in portfolio composition based on high level returns and 
reported risk exposures. Then, even if one correctly identifies a situation that is turning south, various hedge 
fund lockup provisions often make it difficult to promptly withdraw from an investment. 
 
There are also unique organizational issues surrounding the management of hedge funds that are evidenced 
by the events at Amaranth. Unlike most public corporations, many hedge funds were founded and are 
currently run by a small number of individuals seeking the compensation and investment freedom not 
typically available in larger organizations. Even though successful fund managers such as Amaranth have 
grown to become large organizations themselves, they are still early in their life cycles and key decision-
making authority often still rests only with these same individuals. While I firmly believe that investment 
returns are normally enhanced by providing extremely talented individuals with maximum autonomy over 



an investment portfolio, such organizational cultures offer few checks and balances on dangerous human 
qualities such as hubris, invincibility and avarice. 
  
Finally, given our belief that the alpha-generating potential of hedge funds is inversely correlated to the 
capital deployed in various strategies, we are concerned that the fee structure of most hedge funds may 
incent managers in the future to take greater risk in order to maintain returns if and when greater 
institutional capital is deployed in the hedge fund space. While we are comfortable accepting lower hedge 
fund returns given their low level of risk and correlation to other asset classes in our portfolio, the prospect 
of a lower carry per dollar of assets under management may, for some, be a difficult temptation to overcome. 
It is not clear that this was a motivating factor behind the energy positions taken by Amaranth, but I suspect 
it will become a greater risk for the industry over time. 
  
While I do not believe that these unique attributes of hedge funds should cause us to alter our planned hedge 
fund allocation, they should be taken into account when thinking about portfolio composition and risk 
management. 
 
Need for Fulsome Due Diligence and Risk Monitoring: While this is the initial reaction of most investors and 
industry experts concerning the events at Amaranth, many of the investors caught in Amaranth (including 
our fund of funds providers) already utilized superior due diligence and risk monitoring procedures. In this 
case, only superior risk monitoring and an extremely fast trigger finger would have caused an investor to exit 
Amaranth before it realized significant losses. Given Amaranth’s successful track record, strong risk 
management capabilities and the representations made by Amaranth’s management concerning planned 
actions to reduce the fund’s energy exposure, it is understandable that our fund of funds providers did not 
act more quickly to pull Amaranth from their fund of funds portfolios. 
 
While no set of due diligence and risk monitoring is fool proof, I think it is reasonable to assume that most 
large changes in a given hedge fund’s investment strategy and risk profile will occur more gradually than at 
Amaranth. Even with just fund return information, our fund of funds providers had robust risk models that 
were able to quickly detect when the fund’s risk level from its energy positions started to increase. We 
identified the need for this capability early on, and have been working with our fund of funds providers and 
consultants to develop this framework for both our fund of funds and direct hedge fund investments. 
  
Beyond this, the events at Amaranth demonstrate the desirability of having several high level investment 
professionals (optimally, one of whom does not have a longstanding personal relationship with the manager) 
interact with our hedge fund managers on a regular basis. In New Jersey’s case, this interaction can be 
initiated by a combination of internal staff and our outside consultants. While such interaction between our 
fund of funds advisers and Amaranth did not detect the true risk level of Amaranth’s portfolio in time to exit 
the fund, quantitative risk management tools alone were clearly unable to detect that the fund’s over-the-
counter positions were massive compared to the prevailing open interest in the exchange-traded futures 
market, which would have given an indication of how illiquid their energy strategies were. While this 
approach did not work in the case of Amaranth, over time it is reasonable to assume that such scrutiny may 
mitigate our losses from future Amaranths. 
 
Using Diversification, Transparency and/or Liquidity as Strategies to Mitigate Risk: In addition to superior 
due diligence and risk monitoring, I am suggesting that we consider two slight modifications to our approach 
for investing in hedge funds. 
 
Our current FY2007 Investment Plan calls for our hedge fund portfolio as of June 2007 to be structured as 
follows: $1.8 billion in hedge fund of funds, and $2.7 billion in approximately 25 direct hedge fund 
relationships. At the margin, I am suggesting a somewhat larger allocation to fund of funds (perhaps 50% of 
the portfolio), and placing greater emphasis on transparency and/or liquidity in structuring our direct hedge 
fund investments. Let me explain. 
 
While greater diversification through a larger fund of funds program will not prevent us from being exposed 
to future Amaranths (in fact, it increases the likelihood that we will), it is the most effective approach to limit 
our exposure to losses from any individual fund where we do not have the ability (due to lack of resources at 
the Division and/or lack of transparency from the underlying hedge funds) to fully monitor and influence the 
ongoing risk profile of the fund. Offsetting this benefit is the likelihood of lower risk-adjusted returns 
resulting from the extra layer of fees and the dilution of returns from greater diversification. Still, if one 
believes that the Division has a heavy due diligence and monitoring burden for its larger direct hedge fund 
investments (which I do), then we are better able to shoulder that burden with somewhat fewer direct hedge 
fund relationships than originally planned. 
 



For the direct hedge fund program, I am suggesting that we amend our formal Alternative Investment 
Policies to place greater importance on transparency and liquidity in the hedge fund selection process. Given 
that the hedge fund industry is still evolving, I believe it would be counterproductive to mandate terms in 
these areas that are not yet accepted as industry practice. Nonetheless, transparency and liquidity can serve 
as powerful disincentives for managers to deviate from their stated risk management practices, and thus are 
desirable ends in their own right. 
 
In order to increase our leverage with hedge fund managers to gain greater transparency and liquidity, I also 
believe that, all else being equal, we should consider making larger direct hedge fund investments with 
manager that are willing to provide us with greater transparency and liquidity. Another strategy may be to 
direct more attention towards somewhat smaller hedge funds (i.e., funds under $1 billion in assets under 
management), where managers may be more flexible in these areas since they likely have greater capacity 
and desire to grow their assets under management. 
 
I have no doubt that the Amaranth situation will ultimately prompt hedge fund managers to provide greater 
transparency and/or liquidity to institutional investors. I have discussed this situation with my colleagues at 
other state pension funds, and I believe that many funds will demand this transparency as a precondition to 
making a significant investment in the space. At this point, I think we have the opportunity to use our size 
and early-mover advantage to help set future terms of trade for the industry. 
  
I hope that this memorandum adequately summarizes the events surrounding our indirect investment in 
Amaranth and our thoughts on how to proceed with implementing our hedge fund investment program. I 
welcome any questions on these issues prior to or at the upcoming Council meeting. 
 
 
WGC:cae 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 



 
 
 


