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Foreword

There is an old joke that goes like this: “Question: What is a hedge fund? Answer: Anything
that charges 2 and 20.” The “2 and 20” refers to the typical fee arrangement of hedge funds
where they charge an annual management fee of 2% and a profit sharing fee of 20%.

But where did this fee structure come from? Who started it? And how were they able to get
away with such favourable fee terms? The answers are all in this book and much more.

First, Francois provides the best historical perspective on the hedge fund industry ever
written. While many of us have already heard of Alfred Winslow Jones — the first hedge fund
manager — Francois provides an historical perspective on Mr. Jones’ trading strategies that most
people have never read before. He reviews A.W. Jones’ double alpha strategy and also shows
us that Mr. Jones had the inside track on defining a stock’s beta long before the Capital Asset
Pricing Theory became accepted practice. Francois also shows how another famous investor,
Warren Buffett, was effectively a hedge fund manager (and still is) long before he became the
“Oracle of Omaha.”

Chapters 3 and 4 provide an extensive discussion regarding the infrastructure that supports
the hedge fund industry. Chapter 3 discusses the regulatory structure regarding hedge funds,
placing particular emphasis on the United States where many hedge funds reside. Francois takes
the reader through the quagmire known as the US Securities Laws. However, his presentation
is not dull because he peppers his review with actual case studies of hedge fund managers
and some of their regulatory mishaps. Chapter 4 provides a detailed explanation of all of
the outside support vendors that keep a hedge fund functioning properly. From custodians to
prime brokers, it is all explained coherently and concisely. This is important for any hedge
fund investor because a key part of the due diligence with respect to any hedge fund is a review
of the hedge funds outside service providers. Francois describes each service provider in detail
such that Chapter 4 could be used as a map for hedge fund due diligence.

And in Chapter 5, Frangois-Serge explains the techniques that hedge fund managers use to
trade and invest. While we all know that hedge fund managers can go both long and short,
the explanation and detail leaves the reader with a firm grasp of the tools of the trade. In fact,
after reading Chapter 5 the reader may even be tempted to say: “hey, that doesn’t sound that
complicated — even I could do that!”

Part 2 of Francois-Serge’s book describes each of the main hedge fund strategies. A chapter
is devoted to each so that the reader can pick and choose those strategies that are of most interest
to them or most pertinent to their investment portfolio. I will pick two chapters to highlight this
section: Chapter 10 — Distress Debt and Chapter 17 — The Smorgasbord of Other Strategies.
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Distressed Debt is not a well-known investment strategy — why would any one want to buy the
debt of a company that is in trouble? Beyond vulture investing, hedge fund managers can see
longer-term value of distressed companies. These companies may be distressed because of too
much leverage, a poor business plan, or simply not enough operating capital. Francois takes us
through the dark world of bankruptcy in a manner that provides illumination. His discussion
of Kmart and ESL is particularly illuminating and demonstrates that hedge fund investing is
more than just going long and short.

In Chapter 17, Frangois provides the most coherent explanation of the mutual fund market
timing scandal that occurred in the United States. Not only does he spell out the structural
inefficiencies that exist in the mutual fund world such that hedge funds could prey upon
unsuspecting retail investors, he also documents the inappropriate behaviour of certain mutual
fund companies that allowed such timing to take place. This was a black eye for the hedge fund
and mutual fund industry together but provides an insight into the, sometimes unscrupulous,
behaviour of hedge fund managers to make an easy trade.

Part 3 of the book deals with performance and risk measurement. It is not easy to make
number crunching sound exciting but Frangois provides a clear explanation of the key risk
and return measurements used to evaluate hedge fund investments. His purpose is to educate
the reader in an easy to understand format. For anyone afraid of quantitative statistics, they
need not worry about these chapters. Chapter 20 is especially well-documented with many
examples of performance statistics and the intuition behind them.

I also liked Francois’ review of the hedge fund benchmarks in Chapter 21. Benchmarking
is a measure of the maturity of an investment market, and the reader may be surprised by the
number of hedge fund benchmarking services that are discussed in this chapter. The discussion
demonstrates just how far the hedge fund industry has come to be a legitimate portfolio
investment. This chapter also provides an in depth discussion of the many data biases associated
with hedge funds and the several caveats associated with using a hedge fund index to monitor
relative returns.

Last, in Part 4 of his book, Francois provides the parameters for building a successful hedge
fund portfolio. After all, these are the bottom line issues: How, Where, and When do I build
hedge funds into my investment portfolio? Frangois answers these questions in Chapters 24
and 25. In Chapter 24, Francois lays out the asset allocation decision for hedge funds. Using
a little bit of utility theory, Francois shows that hedge funds can be added to a portfolio for
diversification benefits, risk budgeting, and portfolio alpha. This is important because hedge
funds are often looked at just for their return generation without considering the other benefits
that they can add in the strategic asset allocation decision.

In Chapter 25, Francois lays out a clear path through the maze of hedge fund investing.
This chapter provides an essential foundation for due diligence for any hedge fund investor. In
addition, Frangois concludes the chapter with four common pitfalls of hedge fund investors.
Beware of these key mistakes — they are easy to make and can provide an investor with a false
sense of confidence.

All in all, this is a very readable book for the novice as well as an excellent reference text
for the expert. This book goes way beyond the theory of hedge funds and offers its readers
practical guidance, demonstrative examples, and common sense advice about the business of
investing in hedge funds.

Mark Anson
Chief Executive Officer
Hermes Pensions Management Ltd
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Introduction

Sveta, what is a hedge fund?
Tanya

Over the past 50 years, the alternative investment industry has grown from a handful of fund
managers in the USA into a global business at the forefront of investment innovation. But
despite this apparent success, few topics in the financial world seem to evoke such a mixed
response as that of alternative investments. Some love them and explain that they are the ultimate
tool to bolster returns or help diversifying efficiently traditional portfolios. For example, Alan
Greenspan called them “major contributors to the flexibility of the financial system” because
they provide a critical source of liquidity for the markets. But at the same time, others hate
them, affirm that they are big enough to destabilize markets, claim that their fees would be
outlandish or even illegal if extracted from a plain old mutual fund, and suggest prohibiting
their activities. As an illustration, Michel Sapin, the French finance minister, recalled that
“during the Revolution such people were known as agioteurs, and they were beheaded”. More
moderately, Franz Miintefering, the chairman of the ruling social democratic party in Germany,
recently compared alternative investment funds to “locusts” that wreck havoc on the corporate
economy.

Surprisingly, finding a universally accepted definition of what constitutes an alternative
investment is devilishly difficult. Some have characterized alternative investments as no-holds-
barred pools of capital that escape regulation and are sophisticated enough to take risks that
ordinary investors should not take. However, this definition is far too simplistic. The scope of the
term ““alternative investments” has widened significantly over the years and now encompasses
a broad series of assets and investment strategies.

Providing a precise definition of what constitutes an alternative investment is difficult,
because what is considered “traditional” and what is labelled “alternative” varies from one
organization to another and has also evolved over time. For instance, domestic stocks and
actively managed bonds were considered to be alternative investments in the 1960s, and were
primarily the domain of high net worth individuals. A similar perception existed for interna-
tional stocks in the 1970s and for real estate and emerging market equities in the 1980s. Today,
these asset classes are included in the core of most investment portfolios. The new alternative
investments are private equity, venture capital, commodities, precious metals, art, forestry,
and, of course, last but not least, hedge funds. They all share two common characteristics:
(i) they still have to gain complete acceptance from the financial community, and (ii) they are
regarded as profitable by some marginal investors, but current conventional wisdom has it that
they involve significantly more risk.

Whatever the reason, good or bad, no one on either side of the debate denies that alternative
investments in general, and hedge funds in particular, are now a significant part of the financial
services industry. Indeed, in less than two decades, the hedge fund universe has grown from a
small number of firms led by legendary managers (George Soros, Julian Robertson, and others)
to a large market with thousands of players and dozens of strategies. Originally exclusively
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serving the needs of very high net worth individuals, the cloistered and mysterious kingdom
of hedge funds has progressively opened its doors to private and institutional investors seeking
diversification alternatives, lower risks, higher returns, or any combination of these.

Hedge funds have become, and are likely to remain, an important element of modern financial
markets. Most investment banks and traditional asset management houses have announced the
launch of in-house hedge funds. Commercial banks are also setting up funds of hedge funds.
Traditional portfolio managers, often assisted by keen seed investors, leave their employers
to start their own hedge funds. Even fresh college graduates start their own hedge funds. In a
sense, the hedge fund frenzy is often compared to the dot-com boom of the late 1990s — both
have attracted lots of clever people who intend to get rich fast. There are two key differences,
however: (i) the dot-com managers created lots of quoted companies that had no revenues,
while the hedge fund managers created lots of non-quoted companies with plenty of revenues;
and (ii) the dot-com managers created capital, not income, while the hedge fund managers
create income, but very little capital. Nevertheless, the hedge fund phenomenon is expected to
continue as more institutional and private investors are becoming eligible to invest.

Surprisingly, considerable confusion and misconceptions still exist concerning hedge funds,
what they are, what they are not, how they operate and what they can really add to traditional
portfolios. At one extreme, exempt from regulation and shrouded in secrecy, hedge funds are
often perceived as excessively leveraged high-risk high-return vehicles, managed by sophis-
ticated traders and designed only for the elite. Not only do they offer the prospect of huge
financial returns, they also appear to have the ability to undermine central banks and national
currencies, and even destabilize international capital markets. This widespread myth was prop-
agated over the past two decades by press reports of spectacular gains and losses achieved by
large, but non-representative players run by a few financial buccaneers. At the other extreme,
commission-rewarded professional investment advisers claim that hedge funds are capable of
offering high absolute returns without incurring additional and unnecessary risks, as well as low
correlation with traditional investment performance. This qualifies them as ideal complements
to traditional portfolios.

The reality is, of course, far more complex. Hedge funds can no longer be seen as a ho-
mogeneous asset class. There are now more than 6000 hedge funds and 3000 funds of hedge
funds active in several asset classes, sectors and/or regions. These funds utilize a variety of
trading and investment strategies. Within the same investment category, managers differ in the
leverage they use, the concentration they apply and the hedging policies they employ. What is
needed, therefore, is a common framework to understand and analyse hedge funds rather than
a series of unverifiable claims.

As numerous articles and books have been written on hedge funds, why produce a new one?
In order to answer this question, let us first see what this book does not attempt to do. First
of all, this book does not attempt to promote hedge funds as a promising asset class. Most
investment banks and professional investment advisers have produced excellent brochures that
fulfil this task and describe the advantages of hedge funds over other types of assets. Wishful
thinking and the desire for a free lunch make the consumer/investor very susceptible to this
sales pitch. However, one should remember that Wall Street is not an independent source of
academic research. Rather it is a manufacturer with a huge vested interest in supporting its
products — and the higher the fee, the higher this interest.

Nor does this book attempt to depict hedge funds as being inherently risky, dangerous or
over-leveraged. Since the debacle of the hedge fund Long Term Capital Management, it is now
common knowledge that the simultaneous use of leverage, concentration of positions, and
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volatile or illiquid markets can produce a toxic cocktail of risks. Like any other investment,
hedge funds involve risks, and these should be clearly understood before taking the plunge.

Rather, this book attempts to dispel several misconceptions and shed new light on the
kingdom of hedge funds. It provides an integrated, up-to-date and comprehensive blend of
theoretical and practical analysis of the market, strategies and empirical evidence supporting
today’s ever more complex, diverse and growing world of hedge funds. It aims at giving readers
the fundamental concepts, detailed knowledge, self-confidence and necessary quantitative and
qualitative material to fully understand hedge funds, their strategies, and their potential positive
and negative contributions to investment portfolios.

This book is meant to stimulate thought and debate, and should always be taken that way. It
raises a large number of questions, but certainly does not claim to have all the answers. Some
may argue that it is easier to point out the fallacies in others’ arguments than to figure out the
answers. Still, when fallacies rule the land, somebody has to point at the naked emperor.

One of the merits of this book is that it is self-contained. It does not require any previous
knowledge of the field, and can be read and understood by almost anyone. It is intended to be an
introduction and at the same time a reference book for any serious finance student or investment
professional. For that reason, the level of mathematical and financial knowledge assumed is
kept to as modest an extent as possible. This results in some passages being lengthier than
expected, but we have preferred to bore a few advanced readers slightly rather than lose many
on the way.

This particular intention explains the book’s structure. We have divided the material into
four parts. Part I is essentially descriptive and covers the historical and structural aspects of
hedge funds and their environment. The major characteristics of hedge funds versus traditional
funds are carefully examined, as well as the legal framework in the USA and in a number of
other selected countries. We believe that this information is necessary to understand the way
in which hedge funds are structured as well as the reasons that might justify the secrecy that
surrounded them for more than 50 years.

Part IT focuses on the various strategies followed by hedge funds. Each strategy is described
in detail with its key elements, including the investment process involved, market opportunities
and risk management. Several examples and practical cases of real transactions are provided
as illustrations. Here again, we have placed more emphasis on economic intuition than on
computation. Readers willing to follow the maths can easily refer to some of the technical
papers listed in the bibliography.

Part III covers risk and return calculations. Its focus is not on determining whether hedge
funds outperform or underperform traditional markets. It is rather on understanding the real
meaning of performance statistics used by hedge fund managers and quantitative analysts.
We discuss the particular problems encountered during the collection of net asset values and
the calculation of simple return and risk statistics — including those that are of concern to
practitioners but are rarely treated in finance or statistics textbooks. We also cover the problems
associated with the use of historical data in the case of hedge funds, particular attention being
devoted to hedge fund databases, indices and benchmarks.

Lastly, Part IV deals with more advanced aspects, principally the matter of investing in hedge
funds. Asset allocation and the hedge fund selection process are investigated and illustrated
by numerous examples. New investment vehicles such as funds of hedge funds, structured
products and capital protected notes linked to hedge funds are also examined.

Writing this book has been a great experience, and it is a pleasure to thank those who
provided valuable suggestions and insights along the way. I would naturally like to thank
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all the individuals who helped me with this book, and in particular the invaluable editorial
assistance of Ian Hamilton, Rebecca Davies and Claire Breen whose reviews and comments
have helped me to clarify and define my thoughts in plain English. I would also like to thank
my colleagues at Kedge Capital, at HEC University of Lausanne and at the EDHEC Business
School for fruitful discussions on the topic of hedge funds as well as suggestions and comments
on earlier versions of the text.

Writing a book and simultaneously holding a challenging job requires the unstinting support
of the book’s publisher. I wish to thank the staff at John Wiley & Sons for their patience for
missed deadlines and enthusiasm in bringing this project to a successful conclusion. Finally,
I owe the biggest debt of gratitude to my family, whose forbearance I have tried. Once again,
and as usual, this book was written using time that was literally stolen from them.

Naturally, I must stress that the opinions expressed in this book represent solely my viewpoint
and may not reflect the opinions or activities of any of the above-mentioned organizations. It
also goes without saying that this book should not be taken as an investment recommendation
or as a solicitation. In particular, the few hedge funds that are mentioned explicitly in this book
were taken as representative examples, but are not positively or negatively recommended in a
given portfolio. Anyone interested in investing in hedge funds should first seek professional
and independent advice. But in the world of hedge funds, independence is both essential and,
unfortunately, often elusive.

It is now time for you to start reading and I hope that you will find some pleasure in doing
so. Please address any comments or suggestions to me at f@lhabitant.net
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History Revisited

The holding period of a real long-term investor should be infinite.

Analysing history is not very useful for forecasting the future, but it is crucial to understanding
where we are today. By way of analogy, consider a graph showing the path of a ball in flight.
The path will trace an arc that goes up and comes down. A single point on that graph —i.e.
the ball at one moment in time — cannot provide a sense of the whole picture. There is little
perception of where the ball is going until one sees the path it has followed so far, i.e. the flight
history. In a sense, hedge funds are similar. We must know their history in order to understand
where they are now and where they are headed. We therefore start this chapter by reviewing
the history and development of hedge funds through economic cycles. We will then focus on
hedge funds as they are today and describe their major characteristics.

2.1 THE VERY EARLY YEARS: THE 1930s

Although the creation of the first hedge fund is usually credited to Alfred Winslow Jones,
researchers have recently discovered older indicators of hedge fund activity. The oldest source
so far identified seems to be a book entitled Scientific Forecasting that was published in 1931 in
New York by Greenberg. In it, the author, Karl Karsten, summarized most of the key principles
of running a hedge fund.

Karl Karsten was a scientific researcher primarily interested in statistical research, not in
finance. His first book, Charts and Graphs, focused on the best possible means of imparting
statistical information visually and had no direct relevance to financial markets. It was only later
that Karsten turned his attention to the stock market, which he perceived as an interesting testing
field for his statistical theories. In particular, he established the Karsten Statistical Laboratory
to develop what he called “barometers”, i.e. forecasts of future business conditions. These
included barometers of volume of trade, of building activity, of interest rates, of the wholesale
price level, of indices of certain industries, of railroad stocks, of public utility stocks, of steel
stocks, of oil stocks, of automobile stocks, and of store stocks.

On 17 December 1930, the Karsten Statistical Laboratory went one step further and created a
small fund to exploit the forecasts of six of its barometers. The money invested came only from
Karsten and his colleagues, but the results were truly outstanding. By 3 June 1931, the fund
was up 78%, i.e. a 250% increase compounded annually. In addition, the fund had displayed
several interesting characteristics: (i) it did not make large losses, but had periods of several
weeks in which it made no substantial movement; (ii) at other times it made large gains which
were held permanently; and (iii) these periods of sideways and upward movement seemed to
be entirely independent of the direction of the stock market.

In Chapter 7 of his book, Karsten discussed the modus operandi of his fund — which he
called the “hedge principle”. We quote him: “Suppose that motor stocks be the group, and
that the prediction for the time is that the average of these stocks will rise out of line from the
average of the entire market...we should theoretically sell short an equally great (in dollar
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value) holding of all the stocks in the market.” In the same chapter, Karsten also developed
the key principles to be applied in order to create a statistical arbitrage fund: “Buy the stocks
in the group predicted to rise most in comparison with the others, and sell short the leading
stocks in the group predicted to fall most. This may be called a ‘single-hedge’ system. If the
multiple hedge system were being followed, one should buy the two best groups out of six and
sell short the two worst”. Although simple, the recipe is still applied today in many funds.

As mentioned already, Karsten was not really interested in profits and only used his fund to
illustrate the validity of his theories. How long did the fund survive? Was it as successful later
on? No one seems to know. Were some of Karsten’s ideas exploited by others? It is likely —
in his book, Karsten reports that “another pool was being managed, at the same time, by
acquaintances of ours who had very much the same type of market information, opinion, and
judgement as we used, and who used the same type of margins and shifting, but who lacked
the same confidence in the statistical forecasts”. Who was the rival? We do not know.

2.2 THE FORMATIVE YEARS (1949-1968)

Alfred Winslow Jones created the first for-profit hedge fund. Born in 1902 in Melbourne,
Australia, Alfred Winslow Jones was a truly remarkable individual who lived in the United
States from the age of 4. After graduating from Harvard in 1923, he toured the world while
working on steamers, later serving as a diplomat in Germany and as a journalist during the
Spanish civil war. In 1941, he returned to the United States, obtained a doctorate in sociology
from Columbia University' and joined the editorial staff at Fortune magazine.

Jones’ involvement with finance began in 1949, when he started reviewing the practices
of the asset management industry and wrote a remarkable article about technical methods of
market analysis, trends in investing and market forecasting.” Convinced that he was capable of
implementing a better investment model than anything available, he raised $100 000 (including
$40 000 of his own capital) and launched an equity fund called A.W. Jones & Co. The fund was
originally structured as a general partnership to avoid the restrictive Securities and Exchange
Commission (SEC) regulation and allow for maximum latitude and flexibility in portfolio
construction. Thus, the first hedge fund was born.

Relatively few people grasped the beauty and simplicity of Alfred Jones’ investment model,
which rested on two assumptions. First, Jones was convinced that he had superior stock se-
lection ability; in other words, that he was able to identify stocks that would rise more than
the market, as well as stocks that would rise less than the market. Second, he believed that he
had no market-timing skills — that is, he was unable to predict market directions. Therefore,
his strategy consisted in combining long positions in undervalued stocks and short positions
in overvalued ones. This allowed him to make a (small) net profit in all markets, capitalizing
on his stock-picking abilities while simultaneously reducing overall risk through lesser net
market exposure. To amplify his portfolio’s returns, Jones added leverage — that is, he used the
proceeds from his short sales to finance the purchase of additional long positions.

Short sales and leverage had been known for several years, but were traditionally used
in very specific contexts. Short selling was mostly used for interim speculation in transitory
situations, and leveraging was mostly used for pursuing higher profits with higher risks. Jones’
innovation was therefore to merge these two speculative tools into a conservative investing

! Jones’ thesis, Life, liberty and property, is still a reference text in sociology.
2 See A.W. Jones (1949).
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approach. To attract investors, Jones also decided to charge performance-linked fees (20% of
realized profits) but no asset-based management fee. The fund’s expenses were paid 20% by the
general partner and 80% by the limited partners, except for salaries, which were paid entirely
by the general partner. Finally, as mentioned earlier, acknowledging that it was unreasonable
for him to receive incentive fees for risking solely his partners’ capital, Jones invested all
$40 000 of his personal wealth.

In its first year, Jones’ partnership posted a satisfactory 17.3% gain. Some of the tools
developed by Jones to run his portfolio were truly innovative. For instance, years before the
official birth of modern portfolio theory, Jones was using what he called “velocity”. This was
a measure of the speed at which a stock’s price would change in relation to changes in the
market. Although informally defined, velocity was the ancestor of beta.? Also, Jones regularly
calculated the market exposure of his capital, using his long position net his short position,
divided by his capital. This method of quantifying market exposure risk is still highly valued
today for its intuitive relevance.

In the huge bull market of the 1950s and 1960s, Jones’ model performed remarkably well
and even managed to beat market indices for several years. However, despite his strong returns,
Jones rapidly became uncomfortable with his own ability to pick stocks. He therefore converted
his general partnership into a limited partnership in 1952 and hired Dick Radcliffe in 1954 to
supplement his stock-picking choices and autonomously run a portion of the fund. Later, he
hired other portfolio managers and gave them tremendous autonomy as long as they were not
making duplicate or opposing investments. In essence, Jones had created what was probably
the first well-diversified multi-manager fund.

3 In today’s terms, one would simply say that Jones was trying to isolate and double his alpha (one on the short side, one on the long
side) while keeping a small beta (low net sensitivity to the market). However, in the late 1940s, alpha and beta were not yet invented.
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Jones operated in almost complete secrecy with very few changes to his original approach.
However, he finally came under the spotlight in 1966, in the middle of a small bear market,
after a newspaper article written by Carol J. Loomis* detailed how his after-fees track record
had surpassed that of the most successful mutual funds. As an illustration, from 1960 to 1965,
Jones’ partnership returned 325% while the Fidelity mutual fund returned 225%. During the
10-year period from 1955 to 1965, Jones’ partnership returned 670%, compared to the 358%
of the Dreyfuss fund. Carol J. Loomis was actually the first person to use the term “hedge
fund”, in an article where she discussed the structure and investment strategy used by Jones.
Not surprisingly, given Jones’ results, interest in hedge funds and their investment approach
suddenly soared.

There is no reliable data on the number of hedge funds that were created in the ensuing
period. Nevertheless, a 1968 SEC survey found that, out of 215 investment partnerships, 140
were probably hedge funds, the majority having been formed in that year. As might be expected,
Jones’ partnership was probably the incubator of the major hedge fund managers. Several of
its managers left to set up their own hedge funds, including Carl Jones (no relation) who set
up City Associates in 1964, and Dick Radcliffe himself, who teamed up with Barton Biggs in
1965 to establish Fairfield Partners. Many of the future industry leaders also started their funds
independently during this period, including Warren Buffett’s Omaha-based Buffett Partnership
(Box 2.1), Walter J. Schloss’s WIS Partners, Leveraged Capital Holdings — the first fund of
hedge funds — and George Soros’ Quantum Fund.

Box 2.1 Warren Buffett: one of the first hedge fund managers?

Many consider Warren Buffett, the Oracle of Omaha, as the greatest investor ever. His
investment style descends directly from the Benjamin Graham school of value investing.
Buffett looks for companies with prices that are unjustifiably low based on their intrinsic
worth and fundamentals. He buys them and waits as long as necessary for the market
correction to take place — after all, it takes millions of years to turn a piece of coal into a
diamond, so it may take several years for the market to realize the true value of a company.

Although everything seems to oppose Warren Buffett to hedge funds, this was not the
case in his early days. Warren Buffett started Buffett Partnership LP in 1956 with $100 100 —
he jokingly said the $100 was his contribution, while his seven limited partners had con-
tributed the rest. Buffett was charging his limited partners 25% of the profits above a 6%
hurdle rate. Despite these tough terms and poor market conditions, between 1956 and 1969,
Buffett compounded money at an annual rate of 29.5%, in a market where 7 to 11% was the
norm. Much of his success came from what he called “workouts”, i.e. special situations,
merger arbitrage opportunities, spin-offs, and distressed debt opportunities. In a sense, these
investments were deep value opportunities — Buffett was buying something cheaper than it
was worth — but they would not be described as value investing today.

In 1962, Buffett Partnership established a position in Berkshire Hathaway, a large manu-
facturing company in the declining textile industry that was selling below its working capital
(Figure 2.2). Buffett progressively transformed it into a holding company, and disbanded
his original partnership in 1969. He then occasionally turned his investing prowess to other

4 See C.J. Loomis (1966).
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areas such as commodities (his foray into silver in 1997), fixed income arbitrage, many
instances of distressed debt through the use of private investment in public equity (PIPE)
vehicles, merger arbitrage, relative value arbitrage, and so on. Buffett can thus be seen as
a precursor of hedge funds.

The performance of Berkshire Hathaway, with a 21.5% average annual gain from 1965
to 2005, has been stunning. Let us suppose you were alive in 1956 and had $100 to invest.
If you had invested it in the Buffett Partnership at its inception and reinvested the cash
distribution at its termination in 1969 into shares of Berkshire Hathaway, and supposing
nothing else was done, today your investment would be worth a hard-to-believe $2.1 million
after all fees and expenses.

2.3 THE DARK AGES (1969-1974)

To imitate Jones’ investment style and, hopefully, his performance, many new hedge fund
managers started selling securities short despite their lack of experience in that activity. Un-
fortunately, during the bull market of the 1960s (see Figure 2.2), haphazard short selling was
time consuming and unprofitable. Simply leveraging long positions and ignoring the short side
often yielded much better results. Many funds predictably drifted from long/short equity to
long only with leverage, thus departing from the original Jones model. As the saying goes,
they were swimming naked, and the prolonged bear market that started in 1969 caught them
by surprise.
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Hedge funds suffered heavy losses in the 1969—1970 bear market but the major bloodletting
ensued during the 1973-1974 recession. Both the Dow Jones and the S&P 500 were slashed
nearly in half, and even Morgan Guaranty, the largest US pension-fund manager, lost an
estimated two-thirds of its clients’ money. Trading volume dried up and numerous hedge
funds went out of business, whittling down the amount of assets under management. Their
managers were grateful to find jobs as bartenders and taxi-drivers. Only the most experienced
hedge fund managers survived the bursting of the bubble.’ Their funds were small and lean,
and usually specialized in one strategy; they returned and operated in relative obscurity for
several years.

2.4 THE RENAISSANCE (1975-1997)

From 1975 to 1982, markets moved sideways, with pronounced lows in 1978 and 1982, and
major peaks in 1976 and 1981 (Figure 2.4). One of the features of that era was that the Dow
Jones Industrial Average was never able to climb much over 1000. It is hard to determine
precisely the number of hedge funds active at that time due to the lack of marketing and public
registration. However, when Sandra Manske formed Tremont Partners in 1984 to track hedge
fund performance, she was able to identify only 68 hedge funds. Most of them were limited
partnerships with high minimum investment requirements, access thus being restricted to an
exclusive club of high net worth individuals informed by word of mouth.® They operated in

5 By the fall of 1969, Warren Buffett had liquidated his partnership and returned the money to investors. With the exception of
Berkshire, he remained out of stocks until 1974, when he loaded up again on undervalued companies.

6 An interesting sidelight is that, in 1982, at age 82, Jones amended his partnership agreement, formally becoming a fund of funds
investing in a diversified selection of external managers.
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secrecy and did not report to anyone beyond their limited partners. Their growth was fuelled
by exceptional performance, some of them earning compounded returns in excess of 30% per
annum through both rising and falling markets.

The popularity of hedge funds was revived once again in 1986 by an article in Institutional
Investor,” which described the impressive performance of Julian Robertson’s Tiger Fund. The
fund had yielded a compound annual return of 43% during the first six years of its existence,
net of expenses and incentive fees. In comparison, a large diversified index such as the S&P
500 compounded at only 18.7% for the same period.

Julian Robertson’s investment approach was radically different from Jones’ original concept.
Robertson’s initial area of focus was equities and bottom-up stock picking, but he rapidly
expanded it to other strategies. In particular, based on macroeconomic analysis, he occasionally
took aggressive and purely directional bets with no particular hedging policy — a strategy
referred to as “global macro”. In addition, Robertson often used financial derivatives such as
futures and options, which did not exist when Jones started his fund.

The macroeconomic environment of the late 1980s (US dollar weakening, gold and com-
modity prices taking off, interest rates rising above the 10% level, bond markets falling and
equity markets bullish) was particularly favourable to the global macro strategy. Despite the
inherent risks, numerous hedge funds implemented some global macro bets, particularly in
the realm of currencies and interest rates. Equity markets were again on the rise and rather
supportive of long aggressive positions. But the party ended abruptly on 19 October 1987, a
date that subsequently became known as “Black Monday” (Figure 2.5). With a 22.6% drop,

7 See J. Rohrer (1986).
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the Dow Jones made the headlines, but other markets suffered similar damage. The NYSE
composite plunged by 19.2%, the S&P 500 by 20.5%, and the Wilshire and Value Line indices
by 17.9 and 15.1% respectively. Many foreign markets fared even worse, as the selling frenzy
carried the day everywhere. Like most other investors, hedge funds were severely hurt by the
crash. For example, Julian Robertson’s Tiger Fund shrank from $700 million in August 1987
to $300 million at the beginning of 1988. However, unlike the sequence of events in 1929,
markets recovered quickly, as did hedge fund managers. At the end of 1987, the S&P 500 was
up 5.2%, growth mutual funds were up 1%, and hedge funds as a group returned 14.5%.

By the time Alfred Winslow Jones died in 1989, the market had regained all the ground it had
lost in the 1987 crash and the so-called global macro funds were still basking in their golden
years. Some of the global macro funds even emerged as major players in financial markets and
attracted widespread media attention, notably because of the large profits generated by taking
large and aggressive positions, particularly during market crises. George Soros’ Quantum
Fund, for example, notched up a billion dollar gain in 1992 when he forced the British pound
to exit from the European Monetary System. Whether or not Soros and his fund were entirely
responsible for the pound’s collapse is still a moot question, but the size of the gains raised
concern that hedge funds could contribute to financial instability and perturb the efficient
operation of markets.

Concerns about the trading and position-taking activities of hedge funds gained momentum
in 1994, when the Federal Reserve unexpectedly raised interest rates. Several global macro
funds had large long positions funded with margin. They were then forced to deleverage hastily,
causing bond prices to fall and thus magnifying the impact of the Federal Reserve’s action on
the economy. According to the US Congress, several global macro funds had to sell European
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securities to face their margin calls, thereby transmitting the fall in US securities prices and
rise in US interest rates to European markets more powerfully than would otherwise have been
the case. Needless to say, hedge funds also suffered from the falling markets, but recovered
well in 1995 and 1996.

2.5 THE ASIAN AND RUSSIAN CRISES (1997-1998)

The 1997 Asian crisis had its roots in the collapse of the Mexican financial markets in 1994,
which was followed by an aggressive IMF-led and US Treasury-sponsored rescue early in
1995. The success of the rescue established the model whereby the US Treasury and the IMF
worked in tandem to ensure financial stability in emerging markets. During the following
two years, a speculative bubble gradually developed in Asia, where the emerging markets of
Thailand, Indonesia, Korea and Taiwan had come to be seen as economies with unlimited
upside potential. Capital flowed rapidly into the region and the bubble developed in real estate
and a variety of other investment types. The strain began to show in 1997 as widespread signs
of excess capacity emerged.

The financial crisis that erupted in Asia in mid-1997 led to sharp declines in the currencies,
stock markets and other asset prices of a number of emerging countries. Hedge funds were
blamed once again for their destabilizing actions during the crisis, particularly because of
their massive short positions. According to Eichengreen et al. (1998) and de Brouwer (2001),
hedge funds sold between $7 billion and $15 billion worth of Thai baht in 1997. The Market
Dynamics Study Group (MDSG) of the Financial Stability Forum reported that hedge fund
positions accounted for at least 50% of the short open positions on the Hang Seng index in
the summer of 1998. Last but not least, Rankin (1999) claimed that hedge funds cornered
and manipulated the Australian dollar market. All these stories fuelled numerous press reports
that vilified hedge fund managers as wild-eyed speculators operating outside government
regulations, bound only by the laws and rules of the markets in which they operated.

However, not all hedge funds were successful global macro traders, and we should recall
that several funds also suffered heavy losses as a result of unusual market events. For example,
David Askin’s three hedge funds (Granite Partners, Granite Corp, and Quartz Hedge) lost
$420 million in 1994 when the Federal Reserve unexpectedly raised interest rates. Victor
Niederhoffer bankrupted his three hedge funds (Global Systems,Friends, and Diversified) by
selling short S&P 500 put options prior to the October 1997 plunge of the index. The High Risk
Opportunity Hub Fund managed by III Offshore Investors as well as three funds managed by
Dana McGinnis (Partner’s Focus, Global, and Russian Value) filed for bankruptcy in 1998 after
Russia had devalued the rouble and defaulted on rouble-denominated debt. The III Offshore
Investors fund lost more than $350 million and McGinnis’ funds lost roughly $200 million.
Even George Soros” Quantum Fund posted losses of $2 billion after the Russian crisis. But the
worst was still to come, with the collapse of Long Term Capital Management (LTCM), which
marked an important turning point for hedge funds on several fronts, almost 50 years to the
day since the inception of Jones’ fund. The reasons for this collapse are examined in detail in
Chapter 5, where we discuss leverage and its consequences. In the meantime, here is a brief
summary of what happened.

At the beginning of 1998, LTCM was expecting the spread between low-quality and high-
quality bond yields to shrink. Overconfidence in their models had encouraged LTCM’s partners
to excessively leverage their positions — they turned $4 billion equity capital into $100 billion
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of assets, which were then used as collateral for more than a trillion dollars of notional in over-
the-counter derivatives. In theory, LTCM’s long and short positions were highly correlated, so
that the net risk was supposedly small, and highly liquid. Consequently, reducing the exposure,
should things go wrong, should not have been a problem. Unfortunately, LTCM’s models turned
out to be wrong on both points.

On 17 August 1998, in an attempt to stop the haemorrhaging of its foreign currency reserves,
the Russian government devalued the rouble, defaulted on its domestic debt, halted payment on
rouble-denominated debt, and unilaterally declared a 90-day moratorium on payments by com-
mercial banks to foreign creditors. Although the Russian debt was a relatively small component
of the world financial markets (281 billion roubles, or $13.5 billion), the default fed a panic that
swept world markets already wrestling with the consequences of the Asian crisis. In particular,
many Russian banks and securities firms exercised the force majeure clauses in their derivative
contracts and terminated them. Many customers who had been using these contracts to hedge
their Russian currency and debt positions were suddenly left with unprotected positions that had
lost much of their value. Most investors rushed to quality, thereby transferring their capital from
highly risky assets with no liquidity to liquid assets with a low level of risk. The spreads that
LTCM had been betting against ballooned. As an illustration, the spread between emerging mar-
ket debt and North American Treasury bonds increased from 6% in July to 17% in September
1998.

LTCM quickly ran into trouble and lost most of its equity capital. Its remaining $600
million equity capital was totally insufficient to support balance-sheet positions in excess of
$100 billion. Had LTCM then been forced to default and sell its remaining assets at fire-sale
prices, a cascade of losses for other financial firms could have hugely disrupted markets and
wreaked global economic havoc. For the first time, a hedge fund was deemed “too big to
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Figure 2.6 Evolution of the US stock market (S&P 500) from 1997 to 1999, scaled to a value of 100
on 1 January 1997
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fail”, a status hitherto reserved for countries and large banks.® The fear of a systemic crisis
forced the New York Fed to intervene. Under its orchestration, a consortium of 14 banks and
securities firms put together a $3.5 billion bailout of the fund and took over the responsibility
and obligations of resolving its financial difficulties. The rescue of LTCM was accompanied
by rapid rate cuts by the Fed. The Fed funds rate was reduced by 75 basis points between
the end of September and mid-November 1998 in what became part of a successful effort to
restore more normal spreads and lower levels of volatility in financial markets.

By the end of 1998, relative calm had been restored to global financial markets. The threat-
ened financial meltdown had been prevented, but not the controversy associated with the rescue.
The arguments both for and against the Fed intervention were quite strong. On the one hand,
the Fed only provided a conference room and a coffee machine, which is a cheap price to pay
for avoiding the risk of a global meltdown. Moreover, the overall rescue was not so different
from an out-of-court bankruptcy-type reorganization, where the creditors take over most of
their debtor. On the other hand, LTCM was a privately owned fund, with no widows or orphans
to protect. By helping to save LTCM from outright failure, the Fed missed the opportunity to
teach greedy investors a painful lesson and created moral hazard, opening the door to more
recklessness in the future. A minority of critics not only questioned the rescue at that time but
also suggested that those rescued and those doing the rescuing had close associations, and that
this was an instance of crony capitalism on which the Asian financial crisis had precisely been
blamed.

Beyond the controversy, the near-collapse of LTCM acted as a wake-up call for all markets
about the need for greater transparency and better practices. Financial institutions dealing with
hedge funds became more stringent in their risk management and oversight function. Most of
them demanded more information and tightened their credit terms, especially when dealing
with highly leveraged institutions. Supervisors and regulators locked in this progress by issuing
extensive guidance concerning needed improvements in bank lending practices. Last but not
least, hedge fund themselves sharply reduced their level of leverage, agreed to provide more
transparency to their investors, and started devoting more resources to developing realistic risk
management systems and plans for liquidity crunches.

Arguably, the year 1998 and the LTCM episode represent a landmark in the evolution
of the hedge fund industry. The 1998 performance was disappointing, with volatile results
and some outright disasters. Several hedge funds had to cease operations entirely or were
significantly scaled back, either by returning substantial amounts of capital to investors or by
de-leveraging, i.e. by allocating capital across a wider range of markets and investment styles.
As an illustration, at their peak in 1998, the largest macro hedge funds (notably George Soros’
Quantum Fund and Julian Robertson’s Tiger Fund) each had more than $20 billion of capital
under management (compared with LTCM’s peak capital of about $5 billion). In March 2000,
the Tiger Fund was closed, and in April George Soros announced that the Quantum Fund
would be converted into an endowment. Market observers and participants widely consider
this consolidation as representing a “cleansing process” for the industry. Just a handful of hedge
funds emerged from this turmoil with an unblemished risk/return profile, but they emerged
strengthened. More importantly, they were willing to compete to become a legitimate alternative
asset class for institutional portfolios.

8 At the time, LTCM’s own estimate was that its 17 largest counterparties, in closing out their positions with LTCM, would have
incurred losses in the aggregate of between $3 billion and $5 billion, with some individual firms losing as much as $500 million — see
Roth et al. (2001). Note that although the same argument was used a few years later and despite the lobbying efforts of several banks,
the Fed did not intervene to help Enron when it fell into financial distress. And despite its size, Enron’s bankruptcy did not destabilize
either energy derivatives markets or financial markets generally. But this is another story ...



18 Handbook of Hedge Funds
2.6 THE EQUITY BUBBLE YEARS

By inducing the Fed to cut interest rates, the crises of 1997-1998 provided a tremendous
tailwind for the US economy and stock markets. Because conditions in 1999 were very good
for financial markets and especially for riskier assets, a bubble developed (Box 2.2), most
dramatically affecting the shares of riskier companies in the information technology sector.
The cost of capital for technology ventures was pushed nearly to zero as dot-com shares were
snapped up regardless of earnings or prospects for earnings.

Despite irrational levels of valuation, most hedge funds decided to ride the bubble rather
than burst it. They heavily tilted their portfolios towards technology stocks without offsetting
this long exposure by short positions or derivatives. According to Brunnermeier and Nagel
(2004), in September 1999, on aggregate, hedge funds increased the weight of technology
stocks to 29% of their portfolios versus 17% in the market portfolio. And the few rational
funds that attempted to undermine the bubble did not survive. For example, the Tiger Fund
of Julian Robertson was liquidated in March 2000 ... just when prices of technology stocks
started to tumble.

The NASDAQ plunge in March 2000 was accompanied by an abrupt slowdown in economic
growth. The USA entered a mild but unusual recession and, beginning in January 2001, the Fed
cut rates rapidly from 6.5% down to 3% by August. The sharp rise in uncertainty consequent
upon the 11 September terrorist attacks on New York and Washington, DC, led to another
rapid sequence of cuts totalling 125 basis points between 17 September and 11 December
(Figure 2.8).

While all major indices slumped, the overall performance of hedge funds was compar-
atively impressive, suggesting that their performance was uncorrelated to equity markets.
Consequently, high net worth investors dismayed by whipsawing equities and anxious to find
shelter and stability in a turbulent environment once again turned to hedge funds. In March
2004, Merrill Lynch and Cap Gemini Ernst & Young reported that 73% of high net worth
investors in the US, i.e. those with financial assets in excess of $1 million, held hedge fund
investments. Several pension funds also started introducing them in their asset allocation. Hun-
dreds of traditional fund managers seeking higher wages moved to the hedge fund industry and
created their own funds. Investment banks aggressively hired the best academics to manage
sophisticated hedge funds, and even commercial banks followed the trend by creating and
marketing funds of hedge funds.

2.7 HEDGE FUNDS TODAY

What would Alfred Winslow Jones do today if he were still around? His original hedge fund
model relied on isolating investment skills from market trends by placing a portion of a portfolio
within a hedged structure, fully justifying the term “hedge fund”. However, since the 1950s,
financial institutions and markets have changed dramatically. New financial instruments such
as listed and over-the-counter derivatives have appeared and improved efficiency by allocating
risk to those most willing to accept it. Technological innovation, in particular the spread of
information technology, has revolutionized investing. Smart portfolio managers now widely
use rigorous asset pricing models, optimisers and other quantitative tools to help them in their
day-to-day business. As might be expected, this changing environment has also significantly
affected the hedge fund universe.



Box 2.2 Hedge funds and the technology stock bubble

All institutional investment managers who exercise investment discretion over $100 million
or more in securities must report their holdings to the SEC on Form 13F. Form 13F requires
disclosure of the names of institutional investment managers, the names of the securities
they manage and the class of securities, the number of shares owned, and the total market
value of each security.

According to Brunnermeier and Nagel (2004), and based on 13F forms, the five hedge
fund managers with the largest holdings of technology stocks in the first quarter of 1998 were
Soros Fund Management, Tiger Management, Omega advisers, Husic Capital Management
and Zweig Di-Menna Associates (Figure 2.7).

These five managers displayed a very different behaviour during the equity bubble. In
1999, Tiger eliminated virtually all investments in technology stocks, as Julian Robertson
believed they were largely overvalued and refused to buy into the internet sector. Omega
structured its portfolio along the lines of Tiger. In contrast, Soros’ Quantum Fund increased
the proportion invested in the technology segment from less than 20% to about 60%; Zweig-
DiMenna and Husic also decided to remain overweight in Nasdaq technology stocks.

Interestingly, the two managers with the highest exposure to technology stocks in Septem-
ber 1999 experienced large subsequent fund inflows. According to the hedge fund data
provider MAR/Hedge, in November 1999, Soros and Zweig-DiMenna came top in the
fund flow league table, with inflows of $250.8 million and $134.4 million respectively.
In contrast, Tiger was fighting the bubble and had to increase its redemption period from
three to six months in order to curb outflows. In the face of mounting losses, Robertson
announced the fund’s liquidation in March 2000. Unlike Tiger, the managers who chose to
ride the bubble are still around.
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Figure 2.7 Proportion of the NASDAQ technology stocks in individual hedge fund portfolios and
in the US market portfolio, 1998-2001. The US market is represented by all stocks in the database
of the Center for Research in Security Prices (CRSP)
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Over the last decade, the growth of hedge funds has accelerated dramatically, in terms of
both assets under management and number of funds. Although precise figures are difficult to
obtain, recent industry reports estimate that there are now between 8000 and 10000 hedge
funds world wide, managing a total wealth of more than a trillion dollars. This compares with
a figure of about 600 hedge funds world wide in 1990, with less than $40 billion of assets —
according to Hedge Fund Research (Figure 2.9). This phenomenal growth has been fuelled by
the ability of hedge funds to outperform traditional markets during the recent bear periods, but
also by the increased interest from institutional investors (pension funds and endowments) as
well as by the record number of new hedge fund managers entering the industry. According
to KPMG Peat Marwick and RR Capital Management Corp., the hedge fund industry should
maintain its 25% rate of growth in the coming years.

Despite this rapid growth, hedge funds still only represent a small portion of the overall
investment realm — approximately 2 to 3% of global security markets. But they are also much
more active in terms of trading; hedge funds are estimated to account for 25 to 30% of daily
trading volume in large markets such as the New York Stock Exchange. In some specialized
markets, such as distressed securities or convertible bonds, hedge funds even control the market
and represent most of the daily trading volume (Figure 2.10).

Nevertheless, the success in attracting investors is not evenly spread, and statistics such
as the average hedge fund size ($87 million) or the median size ($22 million) hide a wide
disparity between the various actors. At one end of the spectrum, a large number of small
niche players each manage less than $10 million of assets and claim to be the talents of the
future. At the other end, a few huge established funds each manage more than $1 billion of
assets — the five largest hedge fund firms in the USA together have more than $76 billion of
assets under management (Table 2.1). These large players tend to be better organized, have
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Figure 2.9 Estimated assets managed by the hedge fund industry (bars) and number of hedge funds
(curve), 1990-2005. These statistics are based on the Hedge Fund Research database

longer track records, use multiple managers and decision makers, and rely on improved risk
management systems. Not surprisingly, they are the ones often cited in the media, but they are
not necessarily representative of the industry if we consider the average fund rather than the
average dollar invested.
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Figure 2.10 Breakdown of hedge funds by size. These statistics are based on the Hedge Fund Research
database
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Table 2.1 Assets managed by the largest US hedge fund
firms in 2006 (1st quarter)

Assets 2006
Goldman Sachs Asset Management $21.0 billion
Bridgewater Associates $20.9 billion
D.E. Shaw $19.9 billion
Farallon Capital Management $16.4 billion
ESL $15.5 billion
Barclays Global $14.3 billion
Och Ziff $14.3 billion
Man Investments $12.7 billion
Tudor Investments $12.7 billion
Caxton Associates $12.5 billion

The geographic evolution is also instructive. For many years, the presence of the largest, most
liquid stock market in the world combined with the greatest pool of investment talent resulted
in the United States dominating the hedge fund scene in terms of assets managed, number of
hedge funds and sources of invested capital. But as the US market matured, Europe started to
emerge as a valid alternative and gradually became the new focus for hedge fund management
companies. Although US managers still control almost three-quarters of the global assets of
the hedge fund industry, Europe is now at the leading edge of the industry’s growth and appears
to be avid in its quest for hedge funds. Since 2000, substantial amounts of capital have moved
into European single-manager hedge funds, both new and existing.

According to the EuroHedge database (Figure 2.11), European hedge funds have reached
a combined total of over $325 billion in January 2006, i.e. a growth figure of over 25% in
2005 (compared to almost 100% in 2003 and 50% in 2004). Over 330 new European hedge
funds were launched during 2005 and amassed assets of approximately $28 billion, while
109 funds disappeared, yielding a total of 1258 hedge funds in activity. Almost two-thirds of
European-based hedge funds’ assets are managed or advised from the UK, the vast majority
from London. London’s predominance is due to many factors, including its local expertise, the
proximity of potential and existing clients and markets, a strong asset management industry
and a favourable regulatory environment.

More recently, the focus has also turned to Asia, where Chinese growth and the Japanese
recovery have attracted attention. Asian sentiment towards hedge funds has been mixed in
recent years after several government officials attributed the Asian crisis of 1997 to the attacks
of large global macro funds. But Asian investors are also frustrated by low yields and volatile
stock markets, and they are now turning to hedge funds to stabilize their portfolios. The
market remains dwarfed by the UK- and US-based players, but a large number of Asian-
based hedge funds have been created. According to the Singapore-based investment consultant
Eurekahedge (See Figure 2.12), their assets topped the $100 billion mark at the end of 2005.
More importantly, the number of London-based Asian hedge fund start-ups reduced from 45
in 2004 to 21 in 2005, suggesting a growing acceptance of Asia as a domicile. Most of these
funds are based in Hong Kong, Singapore, Sydney or Tokyo — although the last-mentioned has
a particularly unfavourable tax regime. On average, they are rather young and small, with 70%
of them having less than $50 million of assets and 30% having less than $10 million.
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Not surprisingly, an increasing number of US hedge funds have also set up European and
Asian offices or concluded alliances, acquisitions, or distribution agreements.

2.8 THE KEY CHARACTERISTICS OF MODERN HEDGE FUNDS

The most surprising fact is that, despite sustained media and regulatory attention, the term
“hedge fund” still has no precise legal definition. Even worse, several contradictory definitions
exist (see Box 2.3) based on legal structures, investment strategies, superior returns, risk
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Box 2.3 What is a hedge fund?

Here is a series of definitions of the term “hedge fund”:

e “A risky investment pool, generally open only to well-heeled investors, that seeks very
high returns by taking very great risks.” (Money Central Investor)

® “Ahedge fund is a private investment portfolio, usually structured as a limited partnership,
open to accredited investors, charging an incentive-based fee, and managed by a general
partner with every financial tool imaginable at his disposal.” (Sierra Capital Planning
Inc.)

® “An aggressively managed portfolio taking positions on speculative opportunities.”
(Investopedia.com)

® “A multitude of skill-based investment strategies with a broad range of risk and return
objectives. A common element is the use of investment and risk management skills to
seek positive returns regardless of market direction.” (Goldman Sachs & Co.)

e “A loosely regulated private pooled investment vehicle that can invest in both cash
and derivative markets on a leveraged basis for the benefit of its investors.” (Thomas
Schneeweis, University of Massachusetts)

taking or hedging, etc. Clearly, disagreement over a standard definition of hedge funds reflects
the exponential growth in the number of products in existence. The industry has expanded to
include indiscriminately pooled investment funds with strategies departing from long positions
in bonds, equities or money markets, or a mix of these. This has led to the misleading situation
in which the term ‘hedge fund’ no longer implies a systematic hedging attitude.

Fortunately, most new hedge funds still share a series of common characteristics that dis-
tinguish them easily from more conventional investment funds. Let us now review some of
them, bearing in mind that these are just positive indicators of hedge fund activities rather than
absolute signals.

Hedge funds are actively managed

There are only two ways to make money in a market. The first way is to take on a systematic
risk (called “beta”) for which the market rewards you with a risk premium. For instance, asset
classes like equities have a higher expected return than cash over time for the simple reason
that they are a riskier investment than cash. The same is true for long-duration bonds versus
cash, corporate bonds versus treasuries, mortgages versus treasuries, emerging market debt
versus developed market debt, etc. The second way is to take on specific risks and expect to
be excessively rewarded by some “alpha”. However, producing alpha requires some skills,
because the alpha of the market is by definition a zero-sum game.

The performance of real hedge funds should normally result from active management deci-
sions combined with the skills of their advisers (the “alpha”) rather than from passively holding
some asset class and enjoying the free ride of a risk premium (the “beta”). Indeed, there is no
need to use hedge funds to gain some passive exposure to an asset class — the investor can do
it alone at a much cheaper price. By contrast, hedge funds have a competitive advantage in the
active management world — they collect information faster, they benefit from cheaper access
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to markets, they can afford to hire the best analysts and they enjoy superior trade execution
and portfolio structuring.

Hedge fund advisers should therefore seek to add value through active management and
skill-based strategies, and reject traditional investment paradigms, such as the efficient market
hypothesis’ or modern portfolio theory.!” Rather, hedge fund managers believe that markets
do not price all assets correctly. They therefore adopt specific strategies to exploit these inef-
ficiencies.

Hedge funds are securitized trading floors

From a functional perspective, hedge funds are also very similar to the trading floors of invest-
ment banks. Indeed, several of the hedge fund strategies find their roots in investment banking
activities, and the fund managers themselves often have a trading or investment banker back-
ground. The emergence of new technologies simply gave talented individuals and investment
banking gurus (genuine or fake) the opportunity to start doing for their own account what they
had been doing for several years within large institutions.

In addition, following the Asian crisis of 1997, several investment banks became a lot
more nervous about proprietary trading — that is, taking risky positions on their own books.
Consequently, they farmed out a lot of their proprietary trading activities to hedge funds, and
numerous proprietary traders started creating their own hedge fund. Therefore, shrinkage in
proprietary trading activities coincided neatly with a welter of hedge fund launches.

Hedge funds have flexible investment policies

To enhance the possibility of outstanding returns, hedge fund managers are usually given broad
discretion over the investment styles, asset classes and investment techniques they can use. In
particular, they can combine both long and short positions, concentrate rather than diversify
investments (sometimes with some risk, see Box 2.4), borrow and leverage their portfolios,
invest in illiquid assets, trade derivatives and hold unlisted securities. In the case of adverse
markets, a hedge fund manager can try to move into cash, hedge against market declines, or
implement short sell in an attempt to earn profits. He can also switch strategies or markets if
there are better opportunities. This is in sharp contrast to mutual funds, which tend to have
narrowly defined charters, a practice driven by industry and regulatory conventions.

A flexible investment policy is clearly a double-edged sword: it subjects the fund to greater
“manager risk’ but also allows the manager to adapt to market conditions so that he can pursue
profits or control risk. It is, however, important to understand that a hedge fund does not
necessarily employ all the permitted tools or pursue simultaneously all the available trading
strategies. It merely has them at its disposal, if needed. By contrast, in a bear market, a narrowly
focused manager would be compelled to stick to his mandates while his asset class or sector
is sinking.

Hedge funds use unusual legal structures

Hedge funds come in a variety of legal forms. However, to avoid the numerous regulations
that apply to financial intermediaries and/or to minimize their tax bills (Box 2.5), hedge funds

9 The efficient market hypothesis states that at any given time, security prices fully reflect all publicly available information.
10 Modern portfolio theory believes in perfect markets and results in the systematic passive indexing of portfolios.



History Revisited 27

Box 2.4 eNote.com and the dangers of overconcentrated positions

The dangers of overconcentrated positions, illiquid stocks and price manipulation are per-
fectly illustrated by the eNote case.

eNote.com Inc. was a small Vermont-based firm that developed a television-based internet
mail appliance for consumers and businesses that do not need or want to use personal com-
puters. In May 2001, the Securities and Exchange Commission sued Burton G. Friedlander
for misrepresenting the performance of his hedge fund, Friedlander International Inc. Ac-
cording to the SEC, Friedlander’s hedge fund bought 5 million eNote preferred shares and 2
million warrants for eNote common stock in April 1999. It rapidly became eNote’s biggest
shareholder and kept increasing its position. In December 2000, it owned warrants for 11.7
million eNote shares, and eNote represented 40% of its portfolio.

Friedlander then started inflating the net asset value of his fund by buying large volumes
of eNote shares at prices over their market value. Meanwhile, he continued to solicit new
shareholders for his hedge fund, while simultaneously redeeming his personal shares at
artificially inflated prices (Figure 2.13).
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Figure 2.13 Movement of eNote share price, 1998-2001

This process continued for almost one year, until the SEC discovered the case and sued
Friedlander.

use legal structures that are unusual in the asset management world. These are often limited
partnerships or limited liability companies when targeting US investors, and offshore invest-
ment companies established in tax-favourable jurisdictions when operating outside the United
States (Figure 2.14).
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Box 2.5 Offshore funds, but Uncle Sam’s courts

Offshore funds are usually intentionally designed and structured to avoid US taxes and
laws. This is necessary to attract offshore investors, and in some instances, even certain
tax-exempt US persons. Nonetheless, if something goes awry with the fund, investors and
securities regulators seem to be increasingly inclined to bring claims in US courts against
the fund and its service providers (most of the time the administrator and auditors). This
has the obvious advantage of being able to claim huge damage awards against defendants
who have deep pockets.

Defendants often argue that US courts lack subject-matter jurisdiction, because they
carry out their functions entirely offshore and they have no US investors, and that forcing
litigation on them in the US has the sole aim of saddling them with a heavy burden. But
US courts often reject the forum non conveniens argument and are increasingly willing to
extend their jurisdiction to securities law claims against offshore hedge fund managers and
service providers. For instance, the simple fact that an offshore fund traded US securities
or that some meetings took place in the US are now considered sufficient for a US court to
exercise jurisdiction. The recent extension to offshore funds of the obligation to register as
an investment adviser in the US is another example of this trend towards extra-territoriality.

Hedge funds offer limited liquidity

A hallmark of traditional investment funds is the opportunity for daily subscription and re-
demption. Investors perceive this daily liquidity as an advantage, because they can enter or exit
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Figure 2.14 Estimated distribution of hedge fund domiciles (country of registration). These statistics
are based on the Hedge Fund Research database
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a fund whenever they wish. However, they often forget that a high liquidity normally comes
at a cost:

® The fund needs to maintain a small cash pool as a liquidity buffer. Whether between the
fund and the investor, or purely within the fund, most operations will actually impact this
cash pool. For example, an investor purchasing shares in the fund will pay for them using
cash that will go into the pool. An investor redeeming his shares in the fund will receive
cash from the pool. And selling an asset in the fund will also generate cash for the pool,
while purchasing an asset will require cash from the pool. Since the return on cash is usually
lower than the expected return on other investments, the existence of the cash pool tends to
lower the overall performance of the fund.

® The fund’s shareholders are penalized with respect to newcomers or early withdrawers.
When subscribing, new shareholders begin to participate in the fund’s existing assets as
soon as they receive their shares while, in reality, their cash contribution is still not yet
invested. Moreover, their cash contribution will result in transaction costs (when the fund
invests) to be shared between all shareholders. Similarly, when redeeming their shares, old
shareholders are paid on the basis of the market value of the fund’s assets, while in reality
some of these assets will be sold to ensure the repayment, generating transaction costs to be
shared by the remaining shareholders.

e Managers lose focus. Fund managers must also face the hassle of anticipating and dealing
with daily subscriptions and redemptions from investors trying to time the markets them-
selves. They progressively become cash-flow managers rather than asset managers, and
focus on shorter-term horizons.

e Some investment opportunities are not compatible with daily liquidity, simply because they
are illiquid and hard to sell.

Hedge funds and their managers face the challenge of reconciling their objective of achieving
above-average market returns relative to risk with their investors’ desire for liquidity through
periodic exit routes. The solution chosen by most hedge funds is simply to limit the subscription
and redemption possibilities and to insist upon a minimum investment period.

® The terms of subscription specify at which dates investors can enter a hedge fund. Subscrib-
ing to a closed-end fund is only possible during its initial issuing period, while open-end
funds offer new subscription windows on a regular basis (typically quarterly or monthly).
Other than during these windows, subscription to an open-end fund is not possible.

® An initial lock-up period is mandatory. It is the minimum time an investor is required
to keep his money invested in a hedge fund before being allowed to redeem his shares
according to the terms of redemption. The usual lock-up period is one year, but longer
periods are not uncommon, particularly in reputed funds. For instance, relying on its aura,
the famous hedge fund, Long Term Capital Management, required a three-year lock-up from
its investors, before it collapsed in 1998.

® The terms of redemption specify on what dates and under which conditions investors can
redeem their shares. The current market standard seems to be at the end of each quarter,
but longer redemption periods are not unusual, particularly in funds investing in rather
illiquid markets or securities. However, many funds also have provisions to extend the
terms of redemption if necessary, and some charge decreasing penalty fees to dissuade early
redemption, or limit the number of shares that can be redeemed on any given redemption
date (gate) see Box 2.6. Moreover, investors are often required to give advance notice of
their wish to redeem (typically 30 to 90 days before actual redemption).
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Box 2.6 Gate provisions

Hedge fund managers are increasingly using gate provisions, i.e. limits on the maximum
percentage of the fund’s overall capital that can be withdrawn on a scheduled redemption
date. Common limits are 20% in the case of annual redemptions or 10% in the case of more
frequent redemptions.

A gate provision allows the manager to increase exposure to less liquid assets or trades
without having the risk of facing a sudden liquidity crisis if a redemption date approaches
and several investors want to redeem their shares. The exercise of a gate provision is usually
left to the discretion of the board of directors of the fund. In extreme cases, a manager may
also suspend the redemption rights (which investors hate) or decide to pay the redemptions
in kind (which is not much appreciated either).

Although somewhat cramping from an investor’s point of view, these restrictions should have
a positive impact on a hedge fund’s performance. They benefit all the partners by controlling
cash-flow transactions, allowing managers to focus on investing rather than on redeeming assets
of investors trying to time the markets themselves. With these guidelines, managers can also
focus on relatively long-term horizons, hold illiquid positions (emerging markets, distressed or
unlisted securities, etc.) and reduce cash holdings. We should also remember that these terms
are much more favourable than the terms of private equity funds where investor liquidity is far
more restricted, generally to the point of being tied to the disposal of the underlying investment
or another liquidity event such as a public listing.

Of course, the existence of periodic exit routes for investors requires the hedge fund to
periodically (concurrently with the timing of the exit route) strike a net asset value of its
portfolio of investments to allow the investors to redeem (or purchase in the case of an entrance)
units at the relevant net asset value at the relevant time.

Hedge funds charge performance fees and target absolute returns

‘While traditional fund managers charge solely a management fee, hedge fund managers impose
both a management fee and an incentive fee. Management fees (Box 2.7) are usually expressed
as a percentage of assets under management and are charged annually or quarterly. They range
from 1 to 3% per year, and are essentially intended to meet operating expenses. Incentive fees
aim at encouraging managers to achieve maximum returns. They typically range from 15 to
25% of the annual realized performance and enable hedge funds to attract the high-end talent
necessary to run them.

To avoid agency problems and excessive risk taking, many funds include a hurdle rate
and/or a high-water mark clause in their offering memorandum. The hurdle rate indicates the
minimum economic performance that the fund adviser must achieve in order to be allowed to
charge an incentive fee. The high-water mark states that any previous losses must be recouped
by new profits before the incentive fee is to be paid. Generally, the high-water mark varies for
each investor and is based on the maximum value of the investor’s interest in the partnership
since his initial investment in the fund. This protects investors from paying an incentive fee
while they are just recovering from previous losses.
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Box 2.7 RAM Capital changes its fees

Ritchie Capital Management is a global alternative asset management firm. It is considered
to have some of the most innovative terms in the hedge fund business — although most
investors might disagree with them. Its multi-strategy fund, RAM Capital, had approxi-
mately $300 million invested in the Ritchie Energy Fund in 2005, and the rest of its capital
in global macro, arbitrage, long—short equity and “experimental” strategies. RAM Capital
used a series of internal and external managers, and their expenses were simply passed
through to investors in the fund, resulting in a management fee of 7.9% in 2003 and more
than 6% in 2004 — on top of the 20% performance fee.

On 29 August 2005, RAM Capital asked its investors to approve a set of changes to its
terms. Rather than maintaining the pass-through structure, RAM Capital proposed charging
a 1% management fee on equity contributions, plus 2% of all assets in the fund’s portfolio,
including those bought with leverage. Investors had the choice of (i) accepting the new
conditions and being subject to the new terms effective 1 September 2005; (ii) voting for the
changes, opting out of the fund and paying an early-redemption fee; or (iii) voting against the
changes. However, if the new terms were accepted, investors who voted against the changes
would automatically be transferred to a dedicated share class whose first redemption date
would be...31 August 2008.

In addition to the fee terms, RAM Capital also sought approval to change its liquidity
terms (quarterly with 45 days notice, or three-year by with 90 days notice), introduce a gate
(10% of the fund size per quarter, with a maximum use for six consecutive quarters), allow
the creation of illiquid side-pockets for private equity and reinsurance investments, change
its Cayman Islands legal counsel, and change its name to Ritchie Multi-Strategy Global.
Note that the auditor of the fund would remain the same — it had been changed the year
before.

Several hedge funds also include a proportional adjustment clause in their offering mem-
orandum. This clause states that if the fund manager loses money and some investors conse-
quently withdraw their assets, the fund manager is allowed to reduce proportionally the amount
of loss he has to recover by the percentage of the assets that were removed. As an illustration,
a fund manager who lost $20 out of $100 would have to recover the same $20 before charging
performance fees. But if investors withdraw $40 out of the remaining $80 (that is, 50% of
the remaining assets), the loss carried forward would be reduced to $10 (that is, 50% of the
loss).

Some funds have even gone one step further by introducing a clawback clause and a loss
recovery account. The clawback clause stipulates that a portion of the incentive fee will be
retained every year in a clawback account, usually until the account reaches a certain percentage
of the assets. If future performance turns out to be negative, the clawback account is then debited
to the client’s credit at the incentive fee rate. As an illustration, this allows a client paying a
20% incentive fee to recover 20% of his losses in a losing year by recovering portions of former
incentive fees. If the negative relative performance exceeds the clawback account, then a loss
recovery account will be established. Future incentive fees will be credited to this account,
and no incentive fee will be earned by the manager until the loss recovery account has been
reduced to zero.
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Box 2.8 Jeff Vinik and Julian Robertson

Two interesting examples of the potential side-effects of performance fees are provided by
the legendary hedge fund managers, Jeffrey Vinik and Julian Roberston. After four years
running Vinik Asset Management, Jeffrey Vinik announced in October 2000 that he was
quitting the industry to spend more time with his family. In those four years, the assets
of his fund had soared from $800 million to $4.2 billion, for a gross return of 645.8%.
This red-hot track record on Wall Street had allowed Jeffrey Vinik, Mike Gordon and Mark
Hostetter, the three partners in the fund, to collect about $1.7 billion of performance fees.

More recently, Julian Robertson, one of the most successful stock pickers on Wall Street
for more than two decades, announced that he was closing his Tiger Management LLC
hedge fund group. In 18 months, the assets under management had dwindled by $16 billion
to $6 billion. The firm did not generate enough cash to pay its employees, essentially
because it was unable to collect fees. Given the —4% performance in 1998, —19% in 1999
and —13% at the beginning of 2000, Robertson would have needed to earn 48% before he
could again charge his clients fees!

All these mechanisms explain why hedge fund managers pursue an absolute return target,
meaning that their goal is to be profitable regardless of the stock or bond market environment —
their payroll depends directly on performance (Box 2.8). This differs significantly from tra-
ditional investment vehicles, which do compare their performance relative to standard market
benchmarks and mostly care about the amount of assets they manage. However, it should be
noted that incentive fees and high-water marks might also have adverse gambling effects on
managers’ behaviour. For instance, a manager who has achieved a good performance at the
beginning of a given year may be tempted to lock in and secure his incentive fee by avoiding
any risk taking until the fee is paid. Conversely, a manager with a high-water mark who has
recorded a relatively poor performance has nothing to lose and may take on much more risk in
an attempt to recover,!! or possibly close his fund to start a new one. Fortunately, reputation
costs should mitigate these effects.!?

Note that several hedge fund managers in the US are using deferred incentive compensation
for their offshore funds. Simply stated, prior to the start of the fiscal year, they elect to defer
for up to 10 years payment of all or any portion of the management fee or performance fee
earned with respect to that subsequent fiscal year. The deferred fees remain in the hedge fund’s
account and will appreciate or depreciate on the basis of the fund’s subsequent performance.
Technically, the deferred fees will be reflected on the hedge fund’s books as a liability and
will reduce the fund’s net asset value. Any appreciation will be expensed as additional fees
and any depreciation will be treated as a reduction of fees. Upon expiry of the deferral period,
dissolution of the fund, or termination of the investment adviser agreement by the fund, all
deferred performance (and management) fees are payable. On the termination of the investment
adviser agreement, fees elected to be deferred will remain in the hedge fund until the end of the

11 See, for instance, Brown et al. (1999).
12 See, for instance, Fung and Hsieh (1997).
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deferral period or the dissolution of the fund, whichever is the earlier. This permits a deferred
taxation, if the managers do not have the ability to accelerate the payment.'3

Hedge fund managers are partners, not employees

A hedge fund manager generally shares both upside and downside risks with investors because
he has a significant personal stake in his fund. Combined with the incentive fee, his stake is
supposed to closely align his interests with those of his investors, and encourage managers to
seek substantial total returns while prudently controlling risks.

However, contrary to common belief, the personal wealth commitment is not necessarily a
good indicator of motivation and can even produce undesirable side-effects. At the beginning
of his career, for example, the fund manager has little to lose. He may be tempted to increase
risk, knowing that in case of disaster, he can go back to being a traditional asset manager and
recover quickly. At the other extreme, a successful fund manager at the end of his career will
have so large a commitment in the fund that he will refrain from taking risks, even though
these are well remunerated.

Hedge funds have limited transparency

Transparency is a controversial issue in the hedge fund community. First, let us recall that
“transparency” is derived from the Latin words frans and parere, which translate into “to show
oneself”. In the world of fund managers, this can be understood as the ability to see what is
behind the net asset value.

A feature of hedge funds has traditionally been their lack of transparency, which can easily
be explained by two factors. First, the particular legal structure and the offshore registration of
hedge funds preclude them from publicly disclosing performance information, detailed asset
allocations or earnings. This could be considered by regulators as a public marketing activity,
which is prohibited. Second, revealing specific positions about individual holdings or strategies
could be precarious, both for the fund and for its investors. For instance, a fund beginning to
accumulate shares with a view to achieving a strategic position in a company would not want to
announce publicly what it is doing until it has finished accumulating the position. Nor would a
fund short in an illiquid market disclose its holdings, fearing a short squeeze. As an illustration,
Lowenstein noted that when Long Term Capital Management’s problems became known to
its Wall Street competitors, the latter began to take trading positions to exploit the difficulties
faced by the struggling hedge fund. In that particular case, disclosure of specific positions
clearly had a very damaging impact.

Therefore, hedge funds consider transparency as a double-edged sword. They prefer to
remain rather discrete and sometimes opaque, at least when compared to mutual funds and
when talking to non-investors. This has helped to perpetuate the mystery and uneasiness
surrounding the hedge fund industry. However, the situation is gradually changing. Investors

13 Note that in 2005, the new Section 409A of the Internal Revenue Code came into application. Although it does not repeal the
basic principles underlying the typical hedge fund fees deferral programme, it now requires certain deferred amounts to be included in
current income and therefore subject to current tax. It also imposes a penalty equal to 20% of the compensation required to be included
in gross income, unless certain technical requirements are satisfied. This has significantly curtailed the existing benefits for US-based
fund managers. UK-based managers were also able to create similar tax characteristics through the use of Employee Benefit Trusts,
but their use has now been severely restricted.
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constantly request more information, and a minimum level of transparency for effective due
diligence is now usually provided. Fund managers are also less reluctant to disclose aggregate
data and risk data rather than detailed position data.

Hedge fund strategies are not scalable

Unlike the case of traditional investment management, size is not a factor of success in the hedge
fund industry. The reason is that hedge fund strategies crucially depend on manager skills and
available investment opportunities — two factors that are not scalable. Therefore, hedge funds
have a limited ability to absorb large sums of money, and a manager may prefer to close his
fund to new subscriptions once it has reached a target size. This allows managers to maintain
a higher performance, and therefore to obtain higher performance fees. And if they really see
opportunities, they still have the possibility of increasing their leverage. The recent demise
of Julian Robertson’s Tiger Fund, the liquidation of Jeff Vinik’s fund, and the capitulation of
George Soros’ Quantum Fund are anecdotal evidence that smaller is usually better in single
strategy funds. However, as we shall see, size may be an advantage in multi-strategy funds
which actively deploy capital as market opportunities arise.

Hedge funds target specific investors

While mutual funds typically target retail investors, high net worth individuals (HNWIs) were
historically the primary investors in hedge funds, as they sought to generate reasonable returns
while protecting their capital.'* This is due to several factors, among which are:

® The legal limits on the number of partners if the fund is structured as a limited partnership. A
small number of partners implies a large minimum capital investment per investor, frequently
above $1 million, to ensure that the fund has a sufficient amount of capital to enable it to
operate properly.

® The relative complexity of hedge fund strategies and the lack of understanding of such
strategies among smaller investors, on average.

e Other regulatory reasons requiring that only “sophisticated” investors may gain access to
hedge funds.

In March 2004, Merrill Lynch and Cap Gemini Ernst & Young reported that, as at December
2003, 73% of HNWIs in the US held hedge fund investments. And according to US-based
consultant Hennessee, they control approximately 44% of hedge fund assets. However, the
landscape is gradually changing, with institutional investors increasing their allocations to
hedge funds, as they seek alternative investments with low correlations to traditional portfolios
of cash, bonds and stocks (Figure 2.15).

Affluent private individuals are also becoming increasingly interested in hedge funds, par-
ticularly because of the introduction of lower minimum fund requirements by funds of hedge
funds and the creation of structured products such as capital guaranteed notes. This “affluent”

14 The term “HNWIs” usually encompasses individuals with more than $1 million in net worth, as well as family offices and trust
departments of private banks. Ready to commit for the long run, willing to bear high risks in exchange for high return prospects and
having a sufficient level of net worth to invest sizeable amounts directly in a fund as partners, HNWIs are ideal targets for hedge funds.
Their numbers have soared in recent years owing to the sudden creation of new wealth in successful initial public offerings, creation
and sale of businesses, mergers and acquisitions, and the expansion of stock option plans as incentive compensation.
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Figure 2.15 Estimated sources of capital for US hedge funds at the end of 2005

group typically comprises individuals with net worth ranging between $500 000 and $1 million
(Table 2.2).

2.9 THE FUTURE

Today, the major source of future growth for hedge funds clearly seems to be institutional
investors, i.e. pension and benefit plans, endowments and foundations, insurance companies
and corporations. Entangled in their bureaucratic investment decision-making processes and
restricted by their strict fiduciary responsibilities and the “prudent man” rule, institutional
investors have long been under-represented in the hedge fund market. Initially, only the most
adventurous institutions allocated small amounts of capital to hedge funds, with the goal of

Table 2.2 Categories of private investors in hedge fund

Category Investable assets Major distribution channels

Ultra-high net worth individuals More than $25 million Private banks, trust companies, family
offices, financial advisers

High net worth individuals $1 million to $50 million Private banks, trust companies, brokerage
firms, attorneys, financial advisers

Affluent investors $500 000 to $1 million Commercial banks, mutual fund
companies, brokerage firms, attorneys,

insurers, financial advisers, funds of
funds

Retail investors Less than $500 000 Funds of funds
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diversifying their sources of returns and reducing portfolio risk. But the wake-up call came
in 2000 with the decision of the California Public Employees Retirement System (Calpers)
to commit $11 billion in alternative investments, including $1 billion of direct investments in
hedge funds. This was a major stamp of approval, which convinced several pension funds,
endowments and foundations to dip their toes into the hedge fund waters. This constituted a
radical departure from their traditional approach, which had been heavily centred on bonds and
light on anything remotely associated with risk. However, hedge funds and their absolute return
approach also brought in a compelling new money management paradigm, which fiduciaries
felt compelled to embrace.

The search for quality hedge fund capacity is not easy. It took Calpers almost four years
to fully allocate its initial $1 billion hedge fund commitment. Interestingly, rather than being
secretive, Calpers widely publicized both its investment process and the list of specifications
for the type of hedge fund it was looking for. This established a pattern that several other
institutional investors emulated, therefore accelerating institutional participation in the hedge
fund arena. US institutions are clearly well ahead in this process but European institutions are
also increasingly attracted to hedge funds. However, several issues are still open, such as (i) the
lack of transparency, (ii) the lack of regulation and risk control and (iii) the high level of fees.
The answers to these and the increasing use of consultants for alternative investment manager
selection will undoubtedly determine the shape of the hedge fund industry in the years ahead.
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Legal Environment

On average, the life span of a regulation is one-fifth as long as a chimpanzee’s, one-tenth as long
as a human’s, and four times as long as the officials who created it.

In the past, the need for regulation and supervision of financial intermediaries dealing with the
general public was rarely challenged. The regulators’ objective was threefold: (i) to protect
small investors and depositors from abuse and default through licensing, registration, minimum
disclosure requirements and increased transparency; (ii) to reduce systemic risks and ensure
soundness and integrity of the financial system by imposing capital adequacy and margin re-
quirements; and (iii) to ensure that customers were provided with quality service at competitive
prices.

The regulatory situation of hedge funds, compared to that of traditional financial intermedi-
aries such as banks, mutual funds, brokerage houses or insurance companies, has always been
equivocal. On one hand, hedge funds operate in regulated markets, utilize the infrastructure
of regulated financial centres and deal with regulated financial institutions (e.g. brokers and
banks) to implement their investment strategies. They are therefore in a sense indirectly reg-
ulated. On the other hand, hedge funds tend to structure themselves in such a way as to avoid
direct regulation oversight and escape the registration or licensing requirements generally ap-
plicable to investment companies. They want to operate with maximum flexibility, which is
precisely what regulators do not want traditional retail funds to do.

Initially, hedge funds were therefore criticized, but tolerated. They were occupying only
a small corner of the market, and their high minimum investment was an insurmountable
hurdle to retail investors. Only sophisticated and affluent investors could afford them, and
these investors were supposedly capable of protecting their own interests — and after all, who
cares if a few millionaires lose some money? In addition, hedge funds were often registered in
offshore jurisdictions and regulators had no extraterritorial powers to control them. Therefore,
regulatory approaches to hedge funds tended to favour enhanced market discipline and private
risk management in lieu of affirmative but hardly applicable regulatory duties.

However, this situation changed in the late 1990s and early 2000s. In the wake of the rescue
of Long Term Capital Management (LTCM), several politicians argued that hedge funds were
shadowy investment vehicles that escaped regulation by exploiting loopholes in the securities
laws in order to freewheel in the equivalent of a Wild West financial frontier. According to
them, strict regulation of hedge fund activities was urgently needed to bring the cowboys of
capitalism back under control. Also, as a result of the 2000-2002 bear market, there was a
widespread move into retail! distribution of hedge funds or hedge fund related products.

Various proposals were examined by international financial authorities and regulators. After
extensive discussions, the consensus was that direct regulation of hedge fund activities would
not achieve the desired aims. There were three reasons for this. First, the blurring of lines

! The term “retail” refers here to investors other than those normally referred to as “professional”, “qualified” or “sophisticated”.
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between institutions with different primary regulators and supervisors (e.g. banks, asset man-
agement firms, mutual funds and hedge funds) could result in similar activities being treated
inconsistently, which would create incentives for “regulatory arbitrage” and thwart the initial
intent of regulation. Second, excessive direct regulation or tax barriers against hedge funds
could push them towards offshore centres, where they would be completely uncontrollable.
Third, there were some concerns that SEC oversight of the hedge fund industry could create
a “moral hazard” by persuading investors that their due diligence had already been done for
them. Therefore, regulators’ opinions went in favour of requiring more transparency about the
size and risk of hedge fund portfolios, since most of the desired effects could probably be
obtained by relying on disclosure rather than regulation. This opinion was supported by some
of the leading hedge fund managers — Caxton, Kingdon Capital Management, Moore Capital
Management, Soros Fund Management and Tudor Investment — who made a proposal for self-
regulation and circulated a set of recommended risk management guidelines in a sponsored
repor’[.2

In the early 2000s, the hedge fund industry’s expansion became driven by the quest for protec-
tion against falling equity markets. As disenchantment with traditional methods of investment
management increased, long-established hedge fund investors such as wealthy individuals,
family offices and endowment funds were joined by pension funds, insurance companies, and
affluent investors. With gathering momentum, retail investors also embraced hedge funds to
varying degrees. This expansion into retail markets heightened regulators’ concerns about sev-
eral aspects of hedge fund products, including the applicability of securities law exemptions
used, the marketing practices of both hedge funds and dealers, the potential conflicts of interest,
the high levels of fees and charges (some of which were not transparent), the ability of hedge
fund managers to meet the expectations raised by their marketing, and the lack of disclosure
of hedge fund operations and financial affairs. In addition, many regulators were increasingly
uncomfortable with the prospect of having a hugely influential trillion dollar industry falling
outside their scope. Several countries therefore started implementing rules and practices to
deal with hedge funds and to establish a sensible balance between opening retail markets and
appropriate policing. Several regulatory environments were also altered to allow the establish-
ment of onshore hedge funds and their distribution to retail investors, as well as the sale of
certain offshore hedge funds.

Regulatory environments and industry solutions are intrinsically interdependent and it is
necessary to analyse both, in order to understand the business landscape. In this chapter, we
therefore provide a snapshot of some of the major regulatory environments as well as the
solutions adopted by the hedge fund industry to deal with them, both within and outside
the US. Indeed, as we shall see, most of the complexities of hedge fund structures result from
the desire to benefit from regulatory exemptions and/or to cater to the needs of specific taxable
or non-taxable investors.

At this stage, it is worth stressing that this chapter is intended to serve as a general guide
only. It is not a comprehensive manual on the regulation of investment companies, investment
company service providers or related entities. It is not intended to provide formal or binding
legal advice, and in no case should it be relied upon instead of the actual securities laws and
the advice of legal counsel.

2 See Various (2000).
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3.1 THE SITUATION IN THE US

The US economy is primarily founded upon the market discipline dogma. Consequently,
the government should intervene only as a remedy when market forces fail to properly ad-
dress certain disruptions. However, the stock market crash of 1929 and its ensuing depression
also established the firm conviction that unregulated financial markets could lead to rampant
speculation, eventual market bubbles, and ruin for unprotected investors. The result was the
imposition of strict federal regulation to control the access of investors to investment vehicles
and constrain financial institutions with regard to the types of investment activities they could
undertake.

Today, three sets of federal regulators oversee financial institutions dealing with the public.
The Securities and Exchange Commission (SEC) is concerned with public issues or trades
of securities. The Commodity Futures Trading Commission (CFTC) monitors futures and
commodities. Finally, the Federal Reserve, the Office of the Comptroller of the Currency
and the Office of Thrift Supervision are in charge of banks. Hedge funds based in the US or
primarily operating in the US are essentially concerned with the SEC and, to a lesser extent,
with the CFTC.

The SEC is a quasi-judicial government agency whose primary mission is to protect investors,
maintain the integrity of the securities markets, and guarantee all investors equal access to
certain basic facts about investments. The SEC derives its regulatory powers from a series of
Acts, among which are:

® The Securities Act (1933), which regulates the issue of securities to the public, as well as
the necessary information disclosure.

® The Securities Exchange Act (1934), which regulates brokerage firms, transfer agents and
clearing agencies as well as the nation’s securities self-regulatory organizations, including
stock exchanges.

® The Investment Company Act (1940), which regulates the organization of companies that
engage primarily in investing, reinvesting or trading in “securities”, and whose own securities
are offered to the investing public.

® The Investment Advisers Act (1940), which regulates firms or individual practitioners re-
munerated for advising others about securities investments.

While all these Acts set rules that seem to work well for traditional investment funds, they
are often incompatible with hedge fund operations and policies, such as selling short, using
derivatives and charging performance fees. US hedge funds must therefore use some of the
well-established exemptions and loopholes that are built into the securities law regime to
operate outside its scope. So far, hedge funds have been successful in this hide-and-seek
activity, simply because their investors were wealthy individuals — the federal securities laws
presume that such investors can protect their own interests without SEC intervention.

3.1.1 The Securities Act (1933)

The Securities Act of 1933 regulates the issuance and sale of securities to the general public. Its
primary objectives are to ensure that all investors receive all necessary information concerning
securities being offered for public sale, and to prohibit deceit, misrepresentation and fraud in
the sale of securities.
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To attain these objectives, Section 5 of the Securities Actrequires registration with the SEC of
all securities being offered for public sale. Registration forms must contain specific information
such as a description of the registrant’s properties and business, a description of the significant
provisions of the security to be offered for sale and its relationship to the registrant’s other capital
securities, information about the management of the registrant company as well as its financial
statements (balance sheets, budget and other items) certified by independent public accountants.
Immediately after registration, all these elements become public so that investors can make an
informed and realistic evaluation of the worth of the securities they want to buy. Note however
that the fact that a security is registered does not imply approval of the issue by the SEC, or
that the SEC has found the registration disclosures to be accurate. It simply indicates that the
issuer has provided the set of necessary information to register its securities with the SEC.

For purposes of the Securities Act, the offering of an interest in a hedge fund is considered
as a public offering of securities, even if the fund is structured as a limited partnership (LP)
or as a limited liability company (LLC). Consequently, hedge funds should either register
their securities with the SEC, or qualify for an exemption from registration. In practice, most
hedge funds avoid the expensive and time-consuming registration process and its associated
disclosure requirements by structuring their offering as a “private placement”, which is exempt
from registration. The federal private placement exemption arises under Section 4(2) of the
Securities Act, which allows the SEC to exempt from registration certain offerings of securities
that do not involve a public offering.

Regulation D

Regulation D provides a safe haven for private placement offerings. Of particular interest to
hedge funds is Rule 506, which specifies the requirements that offerings must meet in order
to be exempted.? In summary, the offering must be restricted to and personally directed to
accredited investors (Box 3.1), in unlimited number, and up to 35 other purchasers. All non-
accredited investors, either alone or with a purchaser representative, must be sophisticated,
i.e. they must have sufficient knowledge and experience in financial and business matters to
make them capable of evaluating the merits and risks of the prospective investment. This
implies that offerings cannot be publicized by general soliciting or advertising, whether in
the form of advertisements, newspaper articles, general mailings, broadcasts or the like, or
seminars or meetings whose attendees have been invited by general soliciting or advertising.
A good criterion to determine whether this rule was effectively respected is the existence of
a substantive pre-existing relationship between the potential investors and the general partner
of the fund, or any person acting on the general partner’s behalf.

If offers and sales of securities are made solely to accredited investors, there is no need to
prepare a comprehensive private placement memorandum. But if one or more sales of securities
are made to investors who are not accredited, a detailed private placement memorandum must
be prepared and distributed to all prospective investors in the offering, including the accredited
ones. Since the preparation and distribution of such a memorandum requires extensive legal
work and is a time-consuming and expensive undertaking, most hedge funds restrict their focus
to accredited investors.

3 Note that Rules 504 and 505 are similar to Rule 506, but they set ceilings on the size of the offerings, based on the aggregate
amounts raised by the issuer over a set period of time (i.e. less than $1 million and less than $5 million in any 12-month period,
respectively). This explains why they are rarely used by hedge funds to be exempted from registration.



Legal Environment 41

Box 3.1 What is an accredited investor?

Rule 501 of Regulation D defines the term “accredited investor” as follows:

1. Abank, insurance company, registered investment company, business development com-
pany, or small business investment company.

2. An employee benefit plan, within the meaning of the Employee Retirement Income
Security Act (ERISA), if a bank, insurance company, or registered investment adviser
makes the investment decisions, or if the plan has total assets in excess of $5 million.

. A charitable organization, corporation, or partnership with assets exceeding $5 million.

. A director, executive officer or general partner of the company selling the securities.

. A business in which all the equity owners are accredited investors.

. A natural person who has individual net worth, or joint net worth with the person’s
spouse, that exceeds $1 million at the time of the purchase.

7. A natural person with income exceeding $200 000 in each of the two most recent years
or joint income with a spouse exceeding $300 000 for those years and a reasonable
expectation of the same income level in the current year.

8. A trust with assets in excess of $5 million, if not formed purposely to acquire the
securities offered.

AN L B W

In all cases, the issuer must file a Form D with the SEC no later than 15 calendar days after
the first sale of securities. Form D essentially notifies the SEC that the fund used the Regulation
D programme and provides very basic information on the issuing company and the offering.

Note that it is the responsibility of fund managers to be aware of the financial status and
sophistication of their investors, and to verify whether or not they are accredited. The verifica-
tion is usually made using a standardized questionnaire, in which prospective purchasers are
required to state that they are accredited investors. Hedge fund managers can then use good
faith in determining whether a potential subscriber can effectively be considered as accredited.
They have no obligation to verify the accuracy of the financial data supplied through financial
statements or other means, unless there are reasons to believe it is inaccurate.*

Hedge funds relying on Rule 506 to be exempted must also exercise reasonable care to
ensure that their investors are acquiring the securities for themselves and are not investing with
a view to distributing their interests in the fund to the general public. Most of the time, hedge
funds will simply prohibit a transfer of the interests without the written consent of the general
partner.

Regulation S

Alternatively, US hedge funds targeting non-US investors may use Regulation S to claim
exemption from registration. Regulation S was adopted by the SEC in 1990 in order to clarify the
effect of the registration provisions of Section 5 of the Securities Act on offshore transactions.

4 Note that, owing to the internet and the financial press, information about privately offered securities is far more available than
Regulation D was intended to require. Recently, SEC commissioners and staffers clearly indicated that they were considering loosening
the restrictions on how privately offered securities could be sold, but requiring fund managers to conduct stricter due diligence on the
accredited status of their clients.
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This regulation is now the US securities law framework which governs the offshore offering
and sale of securities which are not registered under the Securities Act.

The General Statement of Regulation S recognizes the primacy of the laws of the jurisdiction
in which particular securities markets are located and explicitly excludes “offers and sales that
occur outside the US” from the reach of the Securities Act’s registration requirements. In
practice, a transaction is deemed to have occurred outside the US when both the offer and the
sale occurred outside the US.

In addition to the General Statement, Regulation S provides two havens. If any one is
satisfied, it is not necessary to register the offer and sale of the relevant securities under the
Securities Act. The first haven (“Issuer Safe Harbour”) applies to issuers, distributors, their
respective affiliates and any person acting on behalf of any of these parties. The second (“Resale
Safe Harbour”) applies to resales by all persons other than parties eligible to utilize the issuer
safe harbour. Two general conditions must be met before offers, sales or resales of securities
may be made in reliance upon either of the two safe harbours.

® The offer or sale must be made in an offshore transaction. To meet this requirement, no offer
may be made to a US person and either (i) the buyer must be outside the US at the time the
buy order is originated, or (ii) for purposes of the Issuer Safe Harbour, the transaction must
be executed in, on or through a physical trading floor of an established foreign securities
exchange located outside the US, or, for purposes of the Resale Safe Harbour, the sale must
be made in, on or through the facilities of an offshore securities market designated by the
SEC (which is not always a stock exchange) and neither the seller nor any person acting on
his behalf must know that the transaction has been prearranged with a buyer in the US.

® No directed selling or reselling efforts may be made in the US during a distribution compli-
ance period (DCP) in connection with an offer or sale of securities made in reliance upon a
safe harbour. The Issuer Safe Harbour establishes three categories of securities offerings and
applies a set of procedural safeguards to each category to ensure that any securities offered
or sold in reliance thereon will come to rest offshore. The length of the compliance period
varies depending on the category — see Table 3.1.

In short, Regulation S securities are exempted from the requirement of registration in the US,
but they can only be held by non-US residents and citizens and cannot be sold in the US for
a certain time after their date of issue. No hedging transactions with respect to Regulation S
securities may be conducted unless in compliance with US securities laws. Note that in 1998,
the SEC had to amend Regulation S to curb abuses by corporations which were using it to
make indirect distributions into the US while bypassing the registration requirements.

Note also that Regulation D and Regulation S affect only the application of the registration
provisions of the Securities Act. They do not affect the application of other provisions of
the federal securities laws, including the anti-fraud provisions. The reach of the anti-fraud
provisions has been construed more broadly, so that they may be violated when either significant
conduct occurs within the US or conduct, although occurring outside the US, has a significant
effect within the US or on the interests of US investors.

3 For instance, the GFL Ultra Fund, a British Virgin Islands corporation, engaged in the following strategy for more than a year:
it purchased securities issued overseas at significant discounts from the US market price pursuant to Regulation S and hedged these
purchases through short sales in the US. After the 40-day Regulation S restricted period, the fund unwound its short positions by
covering them with the Regulation S shares. Clearly, this was an abuse of Regulation S to offer securities in the US before the end of
arestricted period.



Table 3.1 The three categories of securities defined by the Issuer Safe Harbour

Cat. Type of securities Requirements
1 ® Securities issued by a foreign issuer with (1) Offering effected as an “offshore
no substantial US market interest.” transaction”.
e Securities offered and sold in an “overseas (2) No “directed selling efforts”.
directed offering.”™
e Securities backed by full faith and credit of a
foreign government.
e Securities offered or sold pursuant to an
employee benefit plan established under
non-US law.
2 Securities not eligible for Category 1 and that (1) All Category 1 requirements.
are: (2) “Offering restrictions™ apply.
e Equity securities of foreign 1934 Act (3) No offers or sales to (or for the account of)
reporting companies; or any US person (other than a distributor)
e Debt securities of (i) US and foreign 1934 during 40-day DCP.
Act reporting companies, and (ii) foreign
non-reporting companies.
3 Securities not eligible for Category 1 or Debt offerings:
Category 2, that is: (1) All Category 1 and Category 2
¢ Equity securities of US Exchange Act requirements.

(1934) reporting companies; and
e Debt and equity securities of US
non-reporting companies.

(2) Temporary global security representing the
securities, which is not exchangeable for
the securities until end of 40-day DCP.

Equity offerings:

(1) All Category 1 and Category 2
requirements.

(2) One-year DCP.

(3) Purchaser certifies that he is not (and is not
buying for account of) a US person.

(4) Purchaser agrees to resell the securities
only pursuant to registration under the
Securities Act or an exemption therefrom.

(5) US issuers must legend securities.

(6) Issuer is required (by contract or charter
document provisions) to refuse to register
any transfer that violates Regulation S.

¢ An issuer is not a foreign issuer if more than 50% of its outstanding voting securities are held of record by persons
with a US address and any of the following factors is present: (i) the majority of executive officers or directors of the
issuer are US citizens or residents, (ii) more than 50% of the issuer’s assets are located in the US or (iii) the issuer’s
business is administered principally in the US.

b For equity securities, “substantial US market interest” exists if (i) US securities markets and inter-dealer quotation
systems in the aggregate constituted the largest market for such class of securities, or (ii) 20% or more of all trading
in such class of securities took place in, on or through the facilities of securities exchanges and inter-dealer quotation
systems in the US, and less than 55% of such trading took place in, on or through the facilities of securities markets
of a single foreign country. For debt securities, “substantial US market interest” exists if (i) the debt securities are
held of record by 300 or more US persons, (ii) $1billion or more aggregate principal amount of its debt securities
are held of record by US persons, and (iii) 20% or more of the outstanding principal amount of the debt securities are
held by US persons.

¢ That is, (i) an offering of securities by a foreign issuer directed into a single country other than the US to residents
of that country, in accordance with local law and practices, or (ii) offerings by US issuers of certain types of
non-convertible debt securities that are denominated in a non-US currency in a single country overseas.

d “Offering restrictions” consist of (i) the written agreement of each “distributor” (the underwriter, dealer or other
person who by contractual arrangement participates in the distribution of the securities) that, during the applicable
DCEP, it will not offer or sell the securities in the US except pursuant to registration under the Securities Act or an
exemption there from, or engage in hedging transactions with regard to the securities except in compliance with
the Securities Act and (ii) the inclusion in all offering materials (except press releases) of a legend stating that the
securities have not been registered under the Securities Act and may not be offered or sold in the US or to US persons
without registration or pursuant to an exemption.
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3.1.2 Securities Exchange Act (1934)

The Securities Exchange Act aims at providing governance of securities transactions on the
secondary market (after issue) and regulating exchanges and broker—dealers in order to pro-
tect the investing public. The Securities Exchange Act created the SEC and assigned it broad
regulatory and oversight powers on securities markets, self-regulatory organizations including
stock exchanges, and the conduct of personnel such as brokers, dealers, and investment ad-
visers involved in security trading. All companies listed on stock exchanges must follow the
requirements set forth in the Securities Exchange Act. Its primary requirements include the reg-
istration of securities (Form S-1), but also periodic reporting requirements (Section 13), proxy
requirements (Section 14) and insider reporting and short swing profit provisions (Section 16).
Hedge funds may be affected by the Securities Exchange Act in two ways.

® Hedge funds may be considered as dealers rather than traders. Section 3(a)(5) of the Secu-
rities Exchange Act generally defines a dealer as “a person that is engaged in the business
of buying and selling securities for its own account”. By contrast, a trader is “a person
that buys and sells securities, either individually or in a trustee capacity, but not as part of
a regular business”. The distinction is subtle, but crucial, because dealers need to register
while traders are normally exempted. To avoid registration under the Securities Exchange
Act, hedge funds must trade solely on their own account and refrain from executing trades
directly for clients. In particular, the fund’s adviser as well as any of the fund’s employees
must not receive any transaction-related compensation when buying or selling securities
from or to US investors, since this would qualify them as dealers, therefore requiring regis-
tration. Moreover, a trader should not be posting simultaneously both a bid and an ask price
for a particular security in an inter-dealer quotation system.

® Hedge funds may have more than 500 investors. Section 12(g) of the Securities Exchange
Act requires that any issuer having 500 holders of record of a class of equity security and
assets in excess of $10 million at the end of its most recently ended fiscal year register its
equity security under the Securities Exchange Act. To avoid registration, hedge funds should
therefore always have less than 500 investors.

Note that all hedge funds, like any other large institutional managers, are subject to disclosure
if they hold large public equity positions. In particular, Sections 13(d) and 13(g) of the Securities
Exchange Act require the reporting of information with respect to long positions relevant to
corporate control and its transfer (i.e. more than 5% of a class of equity security registered
pursuant to Section 12 of the Securities Exchange Act). In addition, Section 13(f) requires
hedge fund managers who exercise investment discretion over $100 million or more of equity
securities registered under Section 12 to disclose their long positions on a quarterly basis. This
information is available to the general public. However, this disclosure does not necessarily
provide significant insight into any particular hedge fund’s portfolios or strategies because (i) it
is aggregated, (ii) the short positions are not disclosed, and (iii) it is delayed and the portfolio
may have changed in the meantime.

The soft dollar practice

The Securities Exchange Act also regulates the way hedge fund advisers pay for the services
provided by their brokers, and in particular the “hard dollar” (the adviser pays with his own
funds) versus the “soft dollar” payments (the payment is subsidized by investors).
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In the US, prior to 1975, brokerage commission rates were fixed at artificially high levels
by the rules of various securities exchanges. The only way for brokers to compete and attract
new clients was by offering them additional “free” services, such as access to in-house and
third party research. In 1975, the Congress abolished fixed brokerage commission rates and
introduced negotiated rates, but some brokers continued to provide research in exchange for
higher commissions. Since then, with the emergence of prime brokers and the increase in
competition, the popularity of soft dollar accounts has grown substantially. In a typical soft
dollar arrangement, a hedge fund agrees to place a designated dollar value of trading commis-
sion business with a broker. In consideration for this promise, the broker provides the fund
adviser with credits usually set as a percentage of the promised commissions. The adviser
may use these credits to buy any third-party service (e.g. third party research, price and news
delivery systems, portfolio management tools), and the broker pays the bill by cancelling the
appropriate number of credits from the fund’s soft dollar account.

Soft dollars are particularly attractive for new hedge funds that need to focus their limited
resources on asset gathering. However, the potential agency problems with soft dollars are nu-
merous. First, the adviser may use the services he obtained through the soft dollar arrangement
for purposes unrelated to the management of the accounts effectively paying for the broker-
age service.% Second, a soft dollar agreement may conflict with a client’s interest, e.g. a best
execution policy by using the broker with the lowest commission rate, and therefore violates
the investment adviser’s fiduciary duty to his clients. As an illustration, Conrad, Johnson and
Wahal (1998) found that soft dollar trades added approximately 17% to the cost of a repre-
sentative transaction. Third, the costs and benefits of soft dollar trades and research should be
allocated among all the accounts and strategies run by the investment adviser, which is not an
easy task. There are inherent flaws with almost any way the allocations can be made, and being
fair often requires the patience of Job, the fortitude of Hercules and the cunning of Inspector
Columbo.

Soft dollars are obviously a potential source of conflicts of interest. Nevertheless, Section
28(e) of the Securities Exchange Act provides a haven for investment managers using client
commissions to pay for research and brokerage if three conditions are met:

e The expense must be associated with eligible brokerage’ or research® products or services.

® The expense must provide lawful and appropriate assistance to the manager in the perfor-
mance of his investment decision-making responsibilities.

¢ The investment manager must make a good faith determination that the commission paid is
reasonable in relation to the goods and services provided by the broker.

To avoid abuses, the SEC has also provided some guidelines regarding the definition of
research. Expenses related to travel, entertainment, office equipment, office furniture and
business supplies, telephone lines, rent, accounting fees and software, website design, email
software, internet services, legal fees, personnel management, marketing, utilities, membership
dues, professional licensing fees and software to assist with administrative functions such as
managing back-office functions, operating systems and word processing are no longer covered

6 There have been several cases of misappropriation of soft dollars from clients in the US — the SEC has for instance settled charges
against Republic New-York Securities Corporation, a New York broker-dealer firm and Sweeney Capital Management Inc., a San
Francisco investment adviser.

7 Brokerage includes all products and services that the manager uses, from communicating with a broker to execute an order
through the point at which the funds or securities are delivered to the fund’s account.

8 Research includes advice, analyses and reports that reflect the expression of reasoning or knowledge, as well as access to
databases, quantitative analytical software and research seminars.
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Box 3.2 What is an investment company?

Section 3(a)(1)(A) of the Investment Company Act defines an investment company as
any issuer which is or holds itself out as being engaged primarily, or proposes to engage
primarily, in the business of investing, reinvesting or trading in securities.

Section 3(a)(1)(C) of the Investment Company Act defines an investment company as an
issuer thatis engaged or proposes to engage in the business of investing, reinvesting, owning,
holding or trading in securities, and owns or proposes to acquire investment securities having
a value exceeding 40% of the value of its total assets (exclusive of government securities
and cash items) on an unconsolidated basis.

by the safe harbour. Expenses for mixed-use items (items with research and non-research uses)
need to be allocated between their safe harbour and non-safe harbour uses, and that allocation
needs to be documented.

3.1.3 Investment Company Act

Enforced by the SEC, the Investment Company Act regulates the organization of companies that
engage primarily in investing, reinvesting and trading in securities, and whose own securities
are offered to the general public (Box 3.2). Its main goals are to protect the general public
and prevent abuses by regulating (i) the registration of investment companies; (ii) transactions
between an investment company and its affiliate, e.g. the investment adviser to the investment
company; (iii) purchases and sales of investment company shares, and (iv) the responsibilities
of the investment company’s directors or trustees.

In theory, any investment pool that meets the definition of an investment company should
register under the Investment Company Act and abide by its regulations. Being registered
implies several restrictions on the types of investments that one may hold as well as on the
investment strategy, in particular relative to the ability to leverage positions,’ use derivatives,
engage in short selling,'” purchase less liquid securities or run a concentrated portfolio.'! It
also imposes a considerable amount of disclosure on the content of portfolios. Not surprisingly,
hedge funds, which would normally fall under the definition of an investment company, often
attempt to qualify for non-registration by using the exceptions of Sections 3(c)(1) and 3(c)(7).

Section 3(c)(1) excludes from the definition of investment company any issuer whose out-
standing securities (other than short-term paper) are owned by not more than 100 US beneficial
owners. In addition, the issuer should not publicly offer its securities, which is fine if the hedge
fund relies on the safe harbour available under Regulation D.

Note that counting to 100 is not as straightforward as it might seem. Initially, if an entity
comprising several investors had control over 10% or more of the outstanding voting securities
of a fund, then the fund had to look through the investing entity and count each of its investors.
Since the introduction of the National Securities Market Improvement Act of 1996, a company
can own more than 10% of a hedge fund’s securities and still be considered one beneficial

9 Section 18(f)(1) of the Investment Company Act generally allows open-end investment companies to leverage themselves only
by borrowing from a bank, and provided that the borrowing is subject to 300% asset coverage.

10 Registered investment companies are required to disclose their short-selling activity in their financial statements that accompany
their annual and semi-annual reports.

11 Section 13(a)(3) of the Investment Company Act requires registered investment companies to obtain the consent of their share-
holders before deviating from their fundamental policies, including to concentrate a portfolio in certain industries.
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Box 3.3 What is a qualified purchaser?

There are four categories of qualified purchasers (also referred to as “super-accredited”
investors):

e Individuals (including holders of joint or community property) owning investments'? of
at least $5 million.

e Family-owned businesses owning not less than $5 million in investments.

e Trusts not formed for the specific purpose of acquiring the securities offered, whose
trustees or equivalent decision makers, and whose settlers or other asset contributors, are
all qualified purchasers.

® Any person (acting for his own account or for other qualified purchasers) who has
discretion over $25 million in investments.

owner of the fund, as long as the value of that company’s securities in the fund is less than
10% of the company’s total assets. Note also that an offshore hedge fund that relies on Section
3(c)(1) may exclude non-US investors when determining whether it is in compliance with the
100-investor limitation.

One may think that hedge fund managers could attempt to circumvent the 100-investor
limitation simply by opening as many US funds as needed and running them in parallel. But,
under the current rules, if a manager runs more than one hedge fund, their investment strategies
should not be similar; otherwise, regulators consider the series of funds as being essentially
the same entity for the 100-investor count and therefore require their manager to register.

Section 3(c)(7) excludes from the definition of investment company any issuer whose out-
standing securities are owned exclusively by persons who, at the time of acquisition of such
securities, are qualified purchasers (Box 3.3). In addition, the issuer should not publicly of-
fer its securities — which is fine if the hedge fund relies on the safe harbour available under
Regulation D.

A fund relying on Section 3(c)(7) could theoretically have an unlimited number of qualified
purchasers; in practice, however, most funds are subject to a 499 investors limit in order to
avoid the registration and reporting requirements of the Securities Exchange Act.

Note that:

e Section 3(c)(7) does not have a “look-through” provision in the event that a registered
investment company or a private investment company owns 10% or more of the fund’s
outstanding voting securities. A Section 3(c)(7) fund is only required to look through any
company (investment company or otherwise) that invests in its shares to determine whether
that company’s investors are qualified purchasers if the company was “formed for the pur-
pose” of investing in the Section 3(c)(7) fund.

® Rule 2a51-3 under the Investment Company Act provides that any company may be deemed
to be a qualified purchaser if each beneficial owner of the company’s securities is a qualified
purchaser. The staff of the Division of Investment Management takes the position that a
hedge fund that is incorporated offshore but relies on Section 3(c)(7) to offer its securities
privately in the United States is not subject to the qualified purchaser requirements with
respect to its investors who are non-US residents.

12 Rule 2a51-1 under the Investment Company Act defines the term “investments™ for purposes of Section 2(a)(51), and details
how the value of a qualified purchaser’s investments should be calculated.
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® There are also alternative ways for some investment pools to avoid the qualification of an
investment company. For instance, pools that do not invest in securities (e.g. commodity
pools) are not investment companies and therefore are not subject to the Investment Company
Act.

3.1.4 Investment Advisers Act (1940)

The Investment Advisers Act was promulgated to regulate the actions of investment advisers.
With certain exceptions, this Act requires that firms or sole practitioners compensated for
advising others about securities investments must register with the SEC and conform to a
myriad of regulations designed to protect investors. These include extensive record-keeping
requirements and restrictions on performance-based fees (Box 3.4).

For a long time, only a few hedge fund advisers were registered as investment advisers with
the SEC, primarily because their US institutional clients made it a prerequisite to investing.
But the majority of hedge fund advisers were not registered. Instead, they took advantage of
the so-called “private adviser exemption” under Section 203(b)(3) of the Investment Advisers
Act. Under this Section, an investment adviser was not required to register with the SEC if
(1) it had fewer than 15 “clients” during the preceding 12 months, (ii) it did not hold itself
out generally to the public as an investment adviser and (iii) it was not an adviser to any
SEC registered investment company. The opening lay in Rule 203(b)(3)-1, which provided
guidance in relation to the definition of a “client”. It stated that an investment adviser could
count a legal organization as a single client as long as the investment advice provided was based
on the objectives of the legal organization rather than the individual investment objectives of
any owner of the legal organization. Consequently, a hedge fund manager could manage up
to 14 hedge funds, regardless of the number of hedge fund investors, without triggering the
obligation to register with the SEC as an investment adviser under the Investment Advisers Act.

Over the years, it became clear that the prior safe harbour had become inconsistent with the
apparent purpose of Section 203(b)(3) to exempt a category of advisers whose activities were
not sufficiently large or national in scope to justify federal regulation. In particular, the SEC
was concerned that the objectives of the Act might be substantially undermined if an adviser
with more than 15 clients could evade its registration obligation through the simple expedient
of having those clients invest in a limited partnership or similar fund vehicle. This concern was
strengthened by the fact that the growth of non-registered hedge funds had been accompanied by
an increase in the enforcement actions involving registered hedge fund advisers. Between 1999
and 2004, the SEC instituted 46 enforcement actions against hedge fund advisers for having de-
frauded investors or using a hedge fund to defraud others. The SEC therefore wanted to close the
loophole, but without imposing burdens on the legitimate investment activities of hedge funds.

Following a heated debate on 14 July 2004, the SEC approved a new Rule 203(b)(3)-2
under the Investment Advisers Act to close that loophole. This rule fundamentally changed

Box 3.4 What is an investment adviser?

Section 202(a)(11) of the Investment Advisers Act generally defines an investment adviser
as “any person who, for compensation, engages in the business of advising others, either
directly or through publications or writings, as to the value of securities or as to the advis-
ability of investing in, purchasing, or selling securities, or who, for compensation and as
part of a regular business, issues or promulgates analyses or reports concerning securities.”
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Box 3.5 What is a private fund?

A private fund is defined as any company, including trusts and partnerships:

o that would be subject to regulation under the Investment Company Act of 1940 but uses
the exception provided in either Section 3(c)(1) or Section 3(c)(7) of the Investment
Company Act;

® that permits investors to redeem interests in the fund within two years of purchasing
them (except for extraordinary redemptions or redemptions of interests acquired through
reinvested capital gains or income); and interests which are being or have been offered
based on the investment advisory skills, ability or expertise of the investment adviser.

the method by which clients are counted. It stipulates that, when eligibility for registration
exemption is being determined, advisers to private funds (Box 3.5) that manage more than $30
million are requested to look through the fund and count each person who invests in it as a
client. In addition, an adviser to a private fund in which a registered investment company or
another private fund invests should look through these entities and count their investors as its
own clients. Needless to say, under the new rule, most hedge fund advisers had to register by
the 1 February 2006 deadline.

Note that the new registration requirement also applies if an investment adviser was al-
ready registered as such with a state securities authority or as a commodity trading adviser or
commodity pool operator with the CFTC. An investment adviser with less than $25 million
in gross assets under management (without reducing the amount by any borrowings) is not
eligible to register with the SEC, but remains subject to state investment adviser regulation if
applicable in the relevant state. An adviser with at least $25 million but less than $30 million
under management may register but it is not a requirement.

An important point concerning the new regulation is that advisers in non-US jurisdictions
may also need to register. They are also required to look through the funds they manage
and count their investors, regardless of whether those funds are located in a US or non-US
jurisdiction. If they qualify for registration, non-US advisers are then subject to jurisdiction
in the US as well as to periodic examination by the SEC. However, the SEC has limited the
application of the new rule to offshore advisers in the following ways:

e For purposes of counting clients, non-US advisers only have to count US residents that
invested in their funds or were otherwise advisory clients starting 1 February 2006. Advisers
doing business in the US, in contrast, must count all of their investors regardless of their
place of residence.

e US residency is determined at the time of investment or transfer of investment, regardless
of any subsequent relocation of the investor. The decision is based on (i) in the case of
individuals, their residence, (ii) in the case of corporations and other business entities, their
principal office and place of business and (iii) in the case of discretionary or non-discretionary
accounts managed by another investment adviser, the location of the person for whose benefit
the account is held.

e For the purpose of the Investment Advisers Act, non-US advisers can treat an offshore
private fund as a single client, rather than having to look through to count its investors.

The new rules provide an exemption from the definition of “private fund” for those funds
regulated in a non-US country that are making public offerings in that country, as well as
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Box 3.6 Two year lock-ups

On 8 December 2005, in response to a request by the American Bar Association Subcom-
mittee on Private Investment Entities, the SEC released interpretive guidance to clarify the
two-year lock-up rule. Simply stated, investors must maintain their investment in a hedge
fund for two full years.

The rule applies equally to US and non-US investors, as well as to the personnel and
principals of the adviser. The only accepted exceptions are:

e A transfer between classes of a multi-class fund, if the two classes share the same
underlying portfolio and provide the same redemption rights (i.e. above two years).

e Redemptions due to “extraordinary” events, for example, when it becomes impractical
or illegal for an investor to continue to hold the interest, when redemption is necessary
to avoid materially adverse tax, regulatory or ERISA consequences, when an investor
dies or becomes disabled, when an entity owner ceases to operate bona fide, and when
key personnel of the adviser die or become disabled. Note that a significant withdrawal
of an investment by its adviser or its principals is not considered an extraordinary event.

e The redemption of incentive fees and accrued performance compensation by the adviser.
Fees earned by a manager are deemed part of compensation and are not subject to the
two-year lock-up.

An adviser may not, however, use side letters to circumvent the two-year lock-up; the SEC
has stated that a hedge fund whose documents require a two-year lock-up but that enters
into side letters with some investors allowing them to redeem within two years will be
treated as a “private fund” and will therefore need to register.

for US-based funds that impose on their investors an initial lock-up in excess of two years
(Box 3.6). This two-year exemption was initially intended to exempt private equity funds,
venture capital funds and similar funds having a medium to long-term investment horizon.

What does SEC registration entail?

Although all advisers, whether or not required to be registered with the SEC, are subject to
the Investment Advisers Act’s anti-fraud and anti-manipulation provisions, advisers subject to
SEC registration are required to comply with many additional requirements and rules.

In order to register, an investment adviser must file a Form ADV which contains two parts.

e Part I contains information regarding the firm, the firm’s business practices, the persons who
own and control it (directly or indirectly), and the person who provides investment advice
on the firm’s behalf, as well as the minimum investment commitment, current value of
assets and other information about each private fund that an investment adviser or its related
person manages. It also reports disciplinary events involving the firm or persons affiliated
with the firm. Part IA must be filed electronically with the SEC, using the Investment
Advisers Registration Depository (IARD).!* The filing cost is based on the firm’s assets
under management, with a maximum of $1100 initial set-up fee and $550 annual update fee
for firms with more than $100 million of assets. Part IB consists of additional information

13 See http://www.sec.gov/divisions/investment/iard.shtml.
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required by various state securities authorities. It must be completed by firms if they are
registering with one or more state securities authorities.

e Part II is known as the brochure. It must be provided to all clients and updated as often
as necessary. It contains information about the advisory services offered by the firm, the
fees being charged, the way securities are analysed, and the discretion the adviser has over
clients’ investments, as well as general background information about the adviser and a
description of his potential conflicts of interest.

Once an investment adviser has registered with the SEC by filing Form ADV, he must comply
with all the requirements of the Investment Advisers Act. In particular:

e Registered investment advisers must have a written compliance manual in place and imple-
ment all its provisions.'# The compliance manual should be reviewed annually and include at
least policies for portfolio management processes (including trade allocation among clients
and consistency of portfolios with clients’ investment objectives, disclosures by the ad-
viser and applicable regulatory restriction), proxy voting policies and procedures, trading
practices (including the use of soft dollars, personal securities trading allowance and best
execution), record keeping, marketing activities, disaster recovery and valuation.

e Registered investment advisers must designate a competent and knowledgeable Chief Com-
pliance Officer (CCO) to oversee their compliance programme and keep abreast of new
developments in hedge fund regulation. For smaller advisers, the SEC has stated that they
may designate a business person as the chief compliance officer if that person is qualified —
which requires at least undergoing compliance and securities law training.

e Registered investment advisers must adopt a Code of Ethics to address issues such as conflicts
of interest, personal securities reporting, pre-approval of certain transactions and reporting
of violations of the code of ethics.

e Registered investment advisers must maintain books and records for almost everything they
do regarding the management of clients’ money for a period of five years. This includes:

o Accounting records: cash receipts and disbursement journals, cheque books, bank state-
ments, cancelled cheques, invoices, profit and loss statements, balance sheets and trial
balances.

o Advisory records: trade tickets, written communications (including trade confirmation,
internal and external emails and instant messages) and due diligence research.

o Personal trading records: duplicate accounts statements and confirms of all personal trades
of all of the adviser’s personnel.

o Other records: marketing and advertising materials, limited trading powers of attorney,
written agreements, Form ADVs, solicitor’s acknowledgements, trading blotters, securi-
ties cross references and proxy voting records.

o Emails sent and received in an electronically searchable format.

Not only do these records have to be saved in a secure location, they also have to be readily
retrievable and promptly produced to the SEC staff upon request. Electronic filing is accepted
as long as a backup copy exists. Most documents must be maintained for two years in the
adviser’s office. Some documents must be retained for longer, even after the time the hedge
fund goes out of business.

14 Several UK hedge fund advisers who now will have to operate under the dual registration FSA/SEC had to fit the two regulatory
regimes into one single manual. This is really an achievement, as the two regulators are sometimes incompatible, the FSA being
principles-based and the SEC rules-based.
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® Rule 204-2 (the “Recordkeeping Rule”) states that registered investment advisers should
have sufficient documentation to allow a complete recalculation of performance, e.g. the
original records showing what was purchased, what was sold, etc. Note that this only applies
to periods after 10 February 2006 for newly registered advisers. Existing hedge funds that
were required to register as a result of the new rule may still include their past performance
in their presentations, even if they have not previously retained all of the records required
to support it.

® Registered investment advisers must maintain each hedge fund’s assets (and the assets of
the adviser’s other clients) with a qualified custodian and notify the fund’s investors where
those assets are held. Unless the hedge fund distributes annual financial statements audited
in accordance with the Generally Accepted Accounting Principles (GAAP) within 180 days
of the end of the fund’s fiscal year, an SEC registered adviser must also arrange for the
fund’s account statements to be sent rapidly to the fund’s investors.

In addition, registered investment advisers face restrictions on performance fees. For exam-
ple, under Rule 205-3 of the Investment Advisers Act, registered advisers may only charge
performance fees to qualified clients that have net worth of at least $1.5 million or have at least
$750 000 of assets under management with them. Advisers to 3(c)(1) funds must therefore ei-
ther develop procedures to ensure that all new investors are qualified clients or create a separate
class of interests that is not charged a performance fee. Consequently, all accredited investors
under Regulation D of the Securities Act who are not qualified clients under the Investment
Advisers Act will be kept from investing in hedge funds since hedge fund managers will not
choose to forgo the 20% carry they typically charge. However, note that the SEC has amended
Rule 205-3 (the “Performance Fee Rule”) to add a grandfather provision that will allow hedge
fund advisers to charge a performance fee to investors in 3(c)(1) funds who are not qualified
clients, as long as the person was an existing investor as of 10 February 2005.

Last but not least, registered investment advisers are subject to periodic on-site examinations
by the SEC, which can occur as frequently as every two years and last from one week to several
months. The SEC inspection staff may also conduct more frequent sweep examinations that
focus on a few specific issues, as well as “for cause” examinations. If deficiencies are identified,
the SEC sends a deficiency letter noting violations or control weaknesses uncovered during the
examination within 90 days after its on-site visit. The hedge fund manager must take corrective
action within 30 days of receiving the SEC’s letter. Historically, approximately 90% of all SEC
examinations resulted in a deficiency letter.

Not surprisingly, lots of criticisms were aimed at the new hedge fund regulation. Some said
that it would drive hedge funds offshore, and that the cost of compliance would erect entry
barriers and keep new funds from launching.!> Others were afraid that the new regulation
might deter hedge fund managers from undertaking new and innovative investment strategies,
leading to less efficient, less liquid and less stable financial markets. A few voices suggested
that registration would not add to the SEC’s ability to combat hedge fund frauds.'® As the
SEC’s own report stated, “both registered and unregistered investment advisers have engaged
in fraud”. (See Box 3.7.)

15 The SEC estimates filing fees of approximately $1000 in the first year and approximately $500 subsequently. In addition, the
SEC estimates average initial compliance costs of $20 000 in professional fees and $25 000 in internal costs including staff time.

16 Out of the 46 enforcement actions instituted by the SEC against hedge funds from 1999 to 2004, eight cases involved hedge
fund advisers who were already registered, and five cases involved advisers that would be required to register under the new rule. The
remaining cases were related to managers that were still too small to register, broker dealers (which are already regulated) or cases that
would have occurred anyway. Most frauds involved valuation problems, and only perfectly timed inspections would have improved
the SEC’s detection of the frauds at issue.
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Box 3.7 Springer Asset Management and the Apollo Fund

From 2000 to 2002, Keith Springer and his investment firm, Springer Investment Manage-
ment, misrepresented the performance of the Apollo Fund they managed by overvaluing a
privately — held internet security called Citi411.com, which constituted 70% of the fund’s
holdings. Based in Davis, California, Citi411 was an internet portal company seeking to
provide online city guides for second tier cities, predominantly college towns. Citi411’s
only employee was its majority owner, a 20-year-old college student. Springer’s fund was
Citi411’s first outside investor.

Notwithstanding the dramatic decline in the price of publicly traded internet stocks during
the early 2000s, the Apollo Fund continued to value the fund’s Citi411.com shares at the
price it had paid for them. The fund even increased its valuation from $1 to $5.50 a share
in late 2000, without disclosing the change to investors. This allowed the fund to provide
misleading assurances of its performance to investors, although the rest of its publicly
traded investments declined in value. None the less, the valuation was clearly inflated, as
other individuals (including Springer himself) bought additional shares at an average price
of approximately $2.83 per share. However, Keith Springer was the fund’s sole full-time
employee and had full control on its valuation.

From late 2000 until October 2002, the Apollo Fund did not adjust the pricing of its
Citi411 holdings, and continued to report its performance based on the $5.50 per share
stock valuation. Citi411 purported to derive the $5.50 stock price from the company’s
projected price/earnings ratio — although Citi411 had no actual earnings at the time; it was
failing to meet its business objectives and had not added the requisite investors needed to
fund its business plan. Later on, the SEC reported that Citi4 11 had erroneously calculated the
P/E ratio used for its financial projections by using revenue, rather than earnings, resulting
in a substantially embellished financial picture.

In its June 2002 statement, the Apollo Fund stated that “Citi411 continues to show
relatively strong performance in its business and the share price has once again held steady,
largely because it is a privately held company and not subject to the emotional roller coaster
that all other publicly traded stocks are.”

The SEC examined the Apollo Fund in October 2002, and requested the Citi411 position
to be written down to half its value. In addition, the SEC found that Springer had failed to
update his Form ADV to mention a prior disciplinary matter. In 1999, when Keith Springer
was employed as a registered representative of a broker—dealer, he made improper post-
execution trade-asset allocations at the expense of his clients. The New York Stock Exchange
censured him and barred him from membership and from employment or association in any
capacity with any member or member organization for four years — a decision subsequently
upheld by the SEC. While the Form ADV disclosed the violation and initially properly
reported that it was under appeal, Springer failed to update the form when his appeal failed.

As often happens in the US, the case was resolved by an agreement. Springer Investment
Management and Keith Springer agreed to cease and desist from wrongful actions, to be
censured and to pay a $50 000 fine. In settling, neither admitted nor denied the allegations
against them. The fund also agreed to distribute the administrative order to clients and
potential clients for one year, and to retain an independent consultant to review its pricing
of non-public equity securities and its Form ADV filings for one year.
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Box 3.8 So, where does that leave us today?

As of 31 March 2006, just over 10 000 advisers were registered with the SEC.

e Of these 10000 advisers, approximately 2400 (24%) were hedge fund advisers.

e Of these 2400 registered hedge fund advisers, 1149 (46%) registered with the SEC after
adoption of the new rule (most did so by the 1 February 2006 compliance date; 170 did
so after 1 February but before 31 March 2006).

e The vast majority of registered hedge fund advisers are based in the US (over 2100, or
88% of the 2400 total). In contrast, 165 hedge fund advisers based in the UK (7% of the
2400) are registered with the SEC.

e Since 1 February 2006, the Commission’s Office of Compliance Inspections and Exam-
inations has started 375 examinations of advisers and funds. Of these, 88 (or 23.4%)
came from hedge fund advisers.

A number of members of Congress publicly opposed the rule, and Alan Greenspan himself
declared in a testimony before the Senate: “I grant you that registering advisers in and of itself
is not a problem. The question is: What is the purpose of that unless you are going to go further?
And therefore I feel uncomfortable about that issue.” The Managed Funds Association and a
number of hedge fund attorneys have also lobbied against the registration (Box 3.8). Many of
the largest hedge funds have shown little interest in registration and have announced that they
would take advantage of the two-year lock-up provision or have stopped taking new money
to avoid the reach of regulators.!” Last but not least, many people have questioned whether
the SEC, which is woefully underfinanced and understaffed, would have the resources to
provide the necessary oversight of the hedge fund industry. The question is especially relevant
because all the qualified resources — including numerous ones of the SEC — were willing to
join hedge funds, most of the time as Chief Compliance Officers, to prepare their registration
process. Nevertheless, the new registration rule was only voted by a slim 3-2 majority, over
strong dissent from two SEC commissioners, Glassman and Atkins, who insisted that their
dissenting opinion be included in the proposing release.

The whole issue of investment adviser registration was seriously challenged in a court case
brought by petitioners Philip Goldstein, Kimball & Winthrop, and Opportunity Partners L.P.
against the SEC (see Box 3.9). The SEC lost the case, did not appeal the ruling and, as of
7 August 20006, the Court decision to vacate the registration rule became final.

In a statement, the SEC Chairman Christopher Cox indicated that the SEC “concluded
that, since the appellate court’s decision was based on multiple grounds and was unanimous,
further appeal would be futile and would simply delay and distract from our goal of advancing
investor protection.” Many hedge fund professionals generally cheered the prospect of apparent
liberation from SEC oversight, but quickly realised that the court ruling represents only a pause
inincreasing regulation, not a retreat. Christopher Cox announced that the SEC might soon seek
to regulate hedge funds in new ways, with separate anti-fraud mechanisms or by increasing the
minimum asset and income requirements for individuals who invest in hedge funds, possibly
by amending the definition of “accredited investor”. It also plans to issue guidance encouraging

17 The Wall Street Journal named SAC Capital Management LLC, Kingdon Capital Management LLC, Citadel Investment Group
PLC, Eton Park Capital Management LLP; Lone Pine Capital and Greenlight Capital as firms that are opting out of SEC investment
adviser registration.
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Box 3.9 Goldstein versus the SEC — David versus Goliath

Philip Goldstein is a shareholder activist who runs the small Bulldog Investors hedge fund.
Goldstein called the registration rule “overreaching” and said it would lead to SEC “fishing
expeditions” that displace valuable time from managing money to “filling out forms and
checklists.” His view was that the SEC exceeded its regulatory authority, as a ruling forcing
hedge funds to register with regulators should have come from Congress — not from the
regulators themselves. In addition, Goldstein challenged the SEC’s constitutional rights,
since it should have a statutory basis to adopt rules. Last but not least, Goldstein challenged
the look-through rule by arguing that the SEC incorrectly equated the term “client” with
“investor”.

To the general surprise, the Court rejected the SEC’s arguments and vacated the new
SEC rule that effectively required most hedge fund managers to register as investment
advisers under the Investment Advisers Act (the “Hedge Fund Rule”). In particular, the
Court stated that even though the term “client” does not have a statutory definition, this
does not automatically render the meaning of the word ambiguous. Because the hedge fund
adviser does not directly advise the fund’s investors (“the adviser does not tell the investor
how to spend his money; the investor made that decision when he invested in the fund”), it
follows that the entity controlling the fund is not an investment adviser to the investors and
thus each investor cannot be a “client” of the fund adviser. Therefore, the Court concluded
that the SEC’s interpretation of the word “client” in the look-through rule “comes close to
violating the plain language of the statute and “at best it is counterintuitive to characterize
the investors in a hedge fund as the ‘clients’ of the adviser.”

voluntary registration and providing incentives for advisers to remain registered. As of this
writing, no proposed new or amended rules have been issued, and the specifics of any new or
amended rules are unclear.

3.1.5 Blue-sky laws

In addition to the federal laws discussed above, each US state has its own statutes and regulations
that supplement the federal laws and govern the offer and sale of securities into or from
such states or to residents of such states. These laws are nicknamed ‘blue-sky laws’ after the
preamble to an early Wisconsin law designed to prevent companies from selling pieces of the
blue sky to unsuspecting investors. In theory, compliance with a state’s blue-sky laws needs to
be determined before any offer is made into or from the state or to a resident of such a state.
Fortunately, in 1956, a Uniform Securities Act was adopted in about 40 states to bring some
consistency to state securities regulation, and to integrate that system as far as possible into
the federal securities laws.

3.1.6 National Securities Markets Improvement Act (1996)

On 11 October 1996, President Clinton signed the National Securities Markets Improvement
Act (NSMIA), which has been modestly described by its sponsors as the “first major overhaul
of securities law in 60 years”. The NSMIA was essentially an attempt to update and amend
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previous security acts and create one uniform code that companies and regulators could follow.
It provides several crucial amendments to the above-mentioned Acts and liberalizes a number
of rules affecting investment companies that are exempt from registration with the SEC.

In particular, the Act:

® [mpacts a fund’s ability to sell interests to more than 99 investors by adding a new Section
3(c)(7) to the Investment Company Act, which excludes from the definition of “investment
company” any issuer whose securities are privately offered and owned solely by qualified
purchasers. It also allows Section 3(c)(1) funds to convert into Section 3(c)(7) funds and be
covered by the expanded exemptions, provided that existing beneficial owners are given an
opportunity to redeem.

® Includes a “grandfather” clause, which enables non-qualified beneficial owners of Section
3(c)(1) funds that convert to Section 3(c)(7) funds to continue to participate in the fund and
even increase their investments.

® Pre-empts the blue-sky registration for federally registered investment advisers offering and
selling fund interests to “qualified purchasers”.

e Simplifies the “look-through” provisions. Previously, if certain types of entities such as
endowments and foundations owned more than 10% of the fund’s assets, the “look-through”
rule would count them as multiple investors. Under the new law, they are counted as one
single investor.

® Changes the requirements to comply with state blue-sky laws regarding registration as an
investment adviser.

e Enhances a registered adviser’s ability to charge performance-based fees.

By removing some arbitrary and burdensome limits and recognizing that some smart in-
vestors do not need these protections, the National Securities Markets Improvement Act has
significantly reshaped the landscape of the hedge fund industry. In particular, it has effectively
increased the number of hedge funds and investors that would be exempt from government
regulation.

3.1.7 Employee Retirement Income Security Act (1974)

The Employee Retirement Income Security Act (ERISA) is a federal law that establishes
legal guidelines for private pension and employee benefit plans. Its aim is to protect the
interests of employees and their beneficiaries (such as spouses and children) who are enrolled
in pension plans. In particular, ERISA requires participants to receive disclosure and reporting
and establishes the obligations and responsibilities of the “fiduciaries” that administer the plans.

Hedge funds may be affected by ERISA rules and standards if more than 25% of the capital
in any class of their equity comes from ERISA investors. In practice, most hedge funds simply
keep investments from ERISA plans below the 25% limit to avoid falling under its associated
requirements.

3.1.8 Other regulations

Hedge funds and hedge fund managers, both registered and unregistered, are subject to the
extensive anti-fraud provisions of the Securities Act (Section 17), the Securities Exchange Act
(Section 10 and Rule 10b-5) and the Investment Advisers Act. The anti-fraud provisions apply
to any offer, sale or purchase of securities, or any advisory service of such offer, sale or purchase.
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Furthermore, hedge funds must not engage in activities that are considered detrimental to
market integrity, such as market manipulation and insider trading.

Following the 11 September tragedy, the Uniting and Strengthening America by Providing
Appropriate Tools Required to Intercept and Obstruct Terrorism Act of 2001 (USA PATRIOT
Act) was signed into law on 26 October 2001. To prevent terrorist funds being laundered,
this Act requires all financial institutions, including hedge funds, to establish an anti-money-
laundering programme by 24 April 2002. Section 352 of the USA PATRIOT Act also imposes
minimum internal policies, procedures and controls, a compliance officer, an ongoing employee
training programme, and an independent audit function.

3.1.9 The Commodity Futures Trading Commission

The Commodity Futures Trading Commission (CFTC) is a federal regulatory body established
by the Commodity Exchange Act in 1974. It has exclusive jurisdiction over all US commodity
futures trading, futures exchanges, futures commission merchants and their agents, floor bro-
kers, floor traders, commodity trading advisers, commodity pool operators, leverage transaction
merchants and associated persons of any of the foregoing. It also supervises a self-regulatory
organization called the National Futures Association (NFA).

Although there are some notable exceptions, any hedge fund investing in or trading one or
more futures or options contracts on a regulated commodity exchange, or soliciting US funds
to engage in the purchase and sale of commodity interests, is considered as a commodity pool
(CP). The fund manager is considered as a commodity pool operator (CPO), the fund adviser —
or more generally, anyone advising on US commodity futures or options on futures — is
considered as a commodity trading adviser (CTA).

The Commodity Exchange Act subjects CPOs and CTAs, but not the commodity pools them-
selves, to registration with the CFTC and compliance with a series of core principles, and also
to compliance with the rules of the NFA. These principles are essentially centred on disclosure,
ethics training, accounting, reporting and record keeping, and are particularly problematic for
hedge funds. As an illustration, let us consider the offering document requirements.

The CFTC mandates that all prospective investors must receive an offering document before
a commodity pool may accept subscriptions. This document, which must be approved by the
NFA, should contain information on a series of topics such as:

e The various types of securities that will be traded and the investment policies that will be
followed by the commodity pool, including any material restriction.

® A detail of all the expenses of the commodity pool, including an expense ratio that includes
all trading commissions.

e A tabular presentation of the hypothetical amount of income the commodity pool would
have to generate over 12 months in order to offset all expenses allocable or chargeable to
the investor and enable the investor to recoup his initial investment upon withdrawal.

The problem is that this type of information is usually not found in the offering memorandum
of hedge funds that do not trade exclusively commodity interests. In addition to the offering
document, a commodity pool should also provide all its investors with a quarterly account
statement, and provide all its investors and the CFTC with annual audited statements within
90 days of the end of the fund’s fiscal year. All performance presentations should be in ac-
cordance with CFTC rules. This implies calculating performance net of all fees, expenses and
performance allocations, and disclosing statistics such as monthly returns, the largest monthly
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drawdown and the worst “peak to valley” drawdown for the most recent five full years'® as well

as the year to date. Any use of simulated data should be clearly disclosed and accompanied
with meaningful disclaimers.

The situation is even worse for a commodity pool investing in other commodity pools,
particularly when they start to concentrate their investments. Regulators refer to a commodity
pool holding more than 10% of the assets of another commodity pool as a “major investee
pool”. In such a case, the owning pool operator should report information on all its major
investee pools, such as their past returns, volatility, leverage and the strategies they utilized,
as well as a five-year business background of their managers. Any significant change in the
asset allocation (such as a commodity pool going below or above this 10% threshold) should
also be immediately disclosed and amended in a new offering document. The commodity pool
operator should also report performance of its major investee pools in accordance with the
above-mentioned CFTC principles.

It is amazing to observe that most of these stringent disclosure requirements have a blind
spot. They only concern positions on US commodity futures and options exchanges, but not
positions in the over-the-counter (OTC) derivatives market. This was particularly striking in
the debacle of Long Term Capital Management, which was registered as a commodity pool
operator and reported all its positions on US futures exchanges daily to the CFTC. But neither
the CFTC nor the US futures exchanges had information on its positions on the OTC derivative
markets where most of LTCM’s risks were concentrated.

Nevertheless, itis natural that most fund operators and advisers prefer to avoid the complexity
of compliance with CFTC registration and rules, as well as the burden of undergoing periodic
examinations by NFA examiners. In theory, there are a few exemptions available. Let us quote
the major criteria:

e The fund has less than $200 000 in capital and fewer than 15 participants.

® Fund access is restricted to family members.

® The general partner manages only one fund, does not receive any compensation for that,
and is not subject to CFTC registration by virtue of its other activities.

® The fund is already regulated by another US domestic federal agency. This is the case for
registered investment companies, regulated insurance companies, banks, trust companies
and other ERISA fiduciaries.

® The fund avoids any transactions in US-regulated commodity futures and options and uses
surrogate instruments, such as over-the-counter instruments or equity index options (which
are not regulated by the CFTC).

® The fund limits its security offers to “qualified eligible persons” (QEP). The QEP rule (Rule
4.7) is much more complex than the accredited investor rule applicable to a Regulation
D private placement, particularly for non-natural persons and funds of funds.

® The fund is primarily engaged in security transactions. It infrequently uses futures and
options on futures, and limits the amount of margins and premiums invested in commodity
futures to 10% of the current fair market value of its assets.

To sum up, let us say that qualified eligible persons include: (a) registered commodities and
securities professionals; (b) those considered as accredited investors under the 1933 Act who
also have an investment portfolio of at least $2 million or $200 000 on deposit as commodities

'8 If a fund has less than three years of existence, its partner should then disclose the performance of any other pool he operated
during the corresponding five-year period, if any.
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margin; (c) attorneys, accountants, auditors and other financial service providers similarly en-
gaged whose activities and degree of sophistication would merit their being treated as qualified
eligible participants; and (d) non-US persons.

While significant profits can be made in trading commodity futures and options, these
should be weighed against the additional operating expenses, compliance duties and legal risks
inherent in these transactions. Given that even a small investment in futures or commodity
options could result in significant administrative compliance obligations, most hedge fund
managers avoid commodity markets, or maintain their commodity investments below 10% of
the market value of their fund.

3.2 THE SITUATION IN EUROPE

As we have just seen, the US regulators have adopted a sort of Coasean approach. Rather than
imposing mandatory “one-size-fits-all” requirements on hedge funds, they have set default
rules, but allow sophisticated investors and hedge fund managers the flexibility to opt out and
set up negotiated contracts. This flexibility provides an important safety valve against the risk
of overregulation. In contrast, it seems that European regulators prefer to adopt strict operating
rules or even simply prohibit hedge funds without conceding any alternative, only to observe
finally in dismay that both hedge fund managers and their investors . . . have migrated to more
favourable and accommodating locations.

3.2.1 The UCITS directives and mutual fund regulation

Since the European Economic Community was established in 1957, one of the fundamental
principles underlying the process of European integration was the creation of a single internal
market, in which four fundamental freedoms — the free movement of goods, people, services
and capital — would be assured. By the early 1980s, this objective had been partly achieved in
specific domains, but was still an aspiration for financial markets and services. In particular,
the mutual fund situation was clearly unsatisfactory. As each state in Europe had maintained
its own system of financial regulation and supervision, European mutual funds had to grapple
with a multiplicity of legal systems,'” regulators, supervisors and tax codes, several official
languages, domestic investment laws and country-specific distribution rules, as well as less
tangible, difficult to define, yet very real cultural barriers. Cross-border distribution was com-
plex, burdensome and costly, and therefore almost non-existent. Consequently, most European
mutual funds were created, managed, administered?” and distributed almost exclusively on a
national scale. This resulted in an excessive fragmentation of the mutual fund industry and in
higher costs, which were ultimately passed on to European investors through higher fees and
lower yields on their savings.”! By contrast, US mutual funds had only one regulator, one tax
code, one language and a single legal framework; they enjoyed multi-channel distribution and
fund supermarkets, and the larger average fund size allowed for significant economies of scale.

In December 1985, the European Community approved the Directive 85/611/EEC on “the

19 Some EU countries, such as France, Italy and Germany, have legal systems based on the Napoleonic Code, while other countries’
legal systems are based on common law.

20 Some member States required fund administration to be located in the fund’s domicile. Therefore, a fund group with funds
domiciled in several member States was not able to centralize its administrative operations.

21 As foreseen in the Cecchini Report, the price Europe has been paying for not having a single European financial market has also
been slower economic growth, stagnation and a massive increase in structural unemployment.
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coordination of legislative, regulatory and administrative provisions relating to Undertakings
for Collective Investment in Transferable Securities” or UCITS — a complicated way of saying
“funds”. The primary goal of UCITS was to create a single passport for the marketing and
distribution of mutual funds across the 15 member countries. Under UCITS, the home country
was responsible for regulating funds, while rules regarding disclosure and selling practices were
a host country matter. The Directive also provided that member States should have introduced
the relevant national laws, regulations or provisions pursuant to the aims of the Directive no
later than 1 October 1989, with the exception of Greece and Portugal.??
Despite its praiseworthy intentions, the UCITS directive was only a qualified success:

e The range of UCITS funds was restricted to those investing in “transferable securities”,
i.e. basically shares and bonds. Rules preventing the holding of cash and money market
instruments other than as ancillary liquid assets effectively prevented the creation of UCITS
money market funds or UCITS funds of funds.

® Intheory, once a fund had been licensed as a UCITS in a member State, approval by regulators
in any other member State was merely a formality. In practice, the UCITS directive was
interpreted and implemented differently in member States. This opened the door to abuse
and delays in several States that wanted to prevent an influx of foreign funds competing
for market share with their domestic funds. For instance, in Italy, registering a non-Italian
UCITS fund for sale could take up to six months, much more than the 60-day waiting period
set forth in the Directive.

® The marketing rules were left to individual member States, which led to varied, costly and
changing requirements. For instance in Spain, authorities systematically required an official
translation of the latest prospectus.

e Several countries had implemented indirect protectionist rules against foreign managers.
For example, the German pension product known as the Altersvorsorge Sondervermogen or
the similar French Plan d’épargne en actions were restricted to domestic funds.

As a result, UCITS funds created in one country were predominantly sold to individuals
living just round the corner. As reported by Moody’s Investor Services in August 2000, only
30% of the then 12 000 registered UCITS were sold truly cross-border, and most of them came
from Luxembourg and Dublin, which had evolved as offshore centres within the EU. Dublin
tended to be a domicile for rather complex funds targeting institutional and sophisticated
investors, e.g. hedge funds or complex fixed-income funds, while Luxembourg was generally
a domicile for simple products (see Table 3.2).

A UCITS-II regulation was drafted in the early 1990s, with the goal of successfully har-
monizing laws throughout Europe and allowing the creation of money market funds, funds of
funds, derivative funds and tracker funds as UCITS. But the Council of Ministers could not
reach a common position and UCITS-II was subsequently abandoned as being too ambitious.
The European Commission published a new proposal in July 1998, which was drafted in two
parts: a product proposal and a service provider proposal. These proposals were finally adopted
in December 2001 as two directives, and are now generally referred to as UCITS III.

e The Management Directive seeks to give fund management companies a European passport
to operate throughout the EU. Once a management company is authorized in its home
State, that authorization extends to all member States, subject to compliance with host State

22 For these two countries, the date for implementation of the directive was 1 April 1992.
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Table 3.2 Net assets of the European investment fund industry (end-2005, data from the European
Fund and Asset Management Association)

UCITS Non-UCITS Total
Country (billion euros) % (billion euros) % (billion euros) %
Austria 107.96 2.1 0.05 3.5 156.70 2.4
Belgium 107.18 2.1 0.01 0.4 112.94 1.7
Czech Republic 4.73 0.1 0.00 0.0 4.73 0.1
Denmark 63.74 1.2 0.04 3.1 106.43 1.6
Finland 38.50 0.7 0.01 0.4 44.67 0.7
France 1,155.10 22.3 0.12 8.3 1,270.60 19.4
Germany 262.37 5.1 0.70 50.4 965.54 14.7
Greece 27.94 0.5 0.00 0.0 28.30 0.4
Hungary 5.47 0.1 0.00 0.1 7.08 0.1
Ireland 463.04 9.0 0.12 8.6 583.28 8.9
Italy 381.89 7.4 0.03 2.0 410.08 6.2
Liechtenstein 12.78 0.2 0.00 0.0 13.22 0.2
Luxembourg 1,386.61 26.8 0.14 9.9 1,525.21 23.2
Netherlands 79.98 1.5 0.02 1.1 95.77 1.5
Norway 34.01 0.7 0.00 0.0 34.01 0.5
Poland 15.02 0.3 0.00 0.1 15.88 0.2
Portugal 26.21 0.5 0.01 0.7 36.45 0.6
Slovakia 2.71 0.1 0.00 0.0 2.74 0.0
Spain 268.60 5.2 0.01 0.5 275.07 4.2
Sweden 103.79 2.0 0.00 0.1 105.59 1.6
Switzerland 100.78 1.9 0.02 1.1 116.71 1.8
Turkey 18.44 0.4 0.00 0.1 20.20 0.3
UK 502.92 9.7 0.13 9.4 634.65 9.7
All funds 5,169.76 100.0 1.40 100.0 6,565.83 100.0

notifications — not authorizations. The Management Directive also introduces the concept
of a simplified prospectus, which is intended to provide more accessible and comprehensive
information in a simplified format to potential investors.

The Product Directive allows funds to invest in a wider range of financial instruments. Under
this directive, itis possible to establish money market funds, derivatives funds, index-tracking
funds and funds of funds as UCITS.

The success of UCITS III will now depend on the way each member State implements the

directives, but also on the awaited updates from the European Commission. So far, the situation
looks very much . .. European. For example, short-selling is prohibited in the Directive but a
recommendation issued in 2004 confirms that funds may use cash-settled derivatives to obtain
the same economic effect. The Directive requires fund management groups to submit the details
of their risk management process to their local regulators, but it is still unclear exactly what a
minimum “risk management process” should look like.

The way to UCITS III therefore seems long and winding. By October 2005, only 20% of the

many fund management groups in the UK market had converted to UCITS III, while they all
must convert to UCITS III status by February 2007 if they want to have a European passport
to operate and market freely within the EU.
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3.2.2 The case of European hedge funds

The situation of hedge funds in Europe has, in a sense, paralleled the evolution of mutual
funds. Initially, in an attempt to protect individual investors from outright risk, most European
regulators imposed specific guidelines on the use of individual investment instruments by
onshore asset managers and limited their short-selling activities as well as the distribution of
their products. As a consequence, most European managers went offshore, with the exception
of two countries, the United Kingdom and Switzerland, which had relatively accommodative
regulations. Elsewhere, European onshore hedge funds were a rare species, and distribution
was directed mainly through offshore markets or using insurance policy wrappers or structured
products to circumvent regulation.

As both the demand for, and the supply of, hedge fund products increased, most European
regulators finally embraced the principles of hedge fund investing as a plausible form of
investment management. They progressively loosened laws on hedge funds and funds of hedge
funds, eased requirements, and allowed mainstream investors to buy into hedge funds. As a
result, onshore hedge funds have started to emerge, and onshore distribution has shifted its focus
away from the traditional offshore domain inhabited by high net worth individuals towards
onshore markets and into the path of mass affluent private investors.

Naturally, national regulators have adopted differing approaches, and the variety of regu-
latory regimes has created a fragmented marketplace. Consequently, both hedge fund man-
agers and distributors must understand the complexities of the local environment and actively
address issues such as cultural differences, attitudes to savings, taxation laws and/or dispari-
ties in national legislation on consumer protection. The European Union has not yet adopted
a common marketing passport for hedge funds similar to the UCITS, but it is certainly being
considered. The Committee on Economic and Monetary Affairs has drafted a report on the
future of hedge funds and derivatives. Surprisingly, this report concluded that hedge funds con-
tribute to the efficiency and self-balancing of financial markets. It recommended the creation
of a “sophisticated alternative investment vehicle” (SAIV) and suggested a new appropriate
regulatory regime for this type of vehicle. Even more surprisingly, the European Parliament
welcomed the report as helpful guidance for the European Commission.

In May 2004, the Asset Management Expert Group delivered another report, which recom-
mended that the European Commission review the EU regulatory framework to allow hedge
funds to be allowed on an EU-wide basis, subject to appropriate safeguards. It also concluded
that a flexible principle-based approach would offer the best prospect of designing an appro-
priate SAIV framework, and suggested adapting the current UCITS legislation as a reference,
and harmonizing the private placement rules.

Although such a unified system would be a boon to industry participants and investors alike,
the author’s view is that we need to remain prudent, and even sceptical. Given the difficulties
encountered with simple mutual funds, we should not expect much in the near future from
a European unified regulation. In the meantime, hedge funds and funds of hedge funds still
need to cope with local regulations. They can either register domestically as non-UCITS,? or
register offshore and try to enter the domestic market using private placements — if possible.
The following sections provide an overview of the situation in selected countries, namely,

23 The “non-UCITS” part of the European investment fund market is regulated in accordance with specific national requirements.
It is dominated by five types of products: the German “Spezialfonds” reserved for institutional investors, the British closed-ended
investment trusts, the property funds, the French open-ended employee saving funds and more recently “other” Luxembourg non-UCITS
funds.
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Box 3.10 The European Union Savings Directive — a myopic policy

The European Union Savings Directive (EUSD) came into effect on 1 July 2005, the main
purpose being to allow tax authorities to share information about savings income payments
made to individuals. Under the EUSD, a paying agent making an interest payment to a
beneficial owner resident in the EU must gather and report certain basic information (e.g.
the beneficial owner’s identity and residence, the account number, and the total amount
paid) to a relevant authority in his home State, which will then transmit the information
to the taxing authority in the beneficial owner’s home State. This is known as “automatic
exchange of information” — a polite term for forced denunciation.

In practice, however, the EUSD had a very limited effect on non-European hedge funds,
as long as their paying agent was not based in an EU country. As an illustration, consider
the case of the Cayman Islands, which initially obtained a ruling from the European Court
of First Instance to the effect that the UK government had no constitutional authority
to impose the EUSD on anyone other than itself. But to general surprise, the Cayman
Islands subsequently radically changed direction and entered into negotiations with the UK
Treasury to introduce the EUSD to all funds licensed by the Cayman Islands Mutual Funds
Law. The reason for this is that 75% of the regulated mutual funds in the Cayman Islands
are exempted from the licensing requirements — being registered as a mutual fund with
the Cayman Islands Monetary Authority and requiring minimum investments in excess of
$50000 are sufficient conditions for the exemption. They are therefore not concerned by
the EUSD.

Perhaps the greatest irony in the EUSD is that it may unintentionally prompt the exact
reverse dynamic to that which occurred in 1962 in New York. There the US legislators in
their wisdom decided to introduce a withholding tax on interest payments made by domestic
issuers. The net effect of that act of fiscal bombast was to establish, almost overnight, what
subsequently became known as the London Eurobond market. Since the EUSD only bites
when the paying agent is in the EU or indeed in any jurisdiction where the EUSD applies,
the obvious strategy is to locate the paying agent outside the EU, say for example...in
New York.

Germany, France, Italy, Ireland, Switzerland and Spain, in order to illustrate the different paths
taken by European countries to regulate hedge funds.>* Some have been successful, some
were clearly completely wrong, and some are only at the beginning of their learning process.
Financial directives are presented in Boxes 3.10 and 3.11.

3.2.3 Germany

For a long time, virtually no alternative investments were offered to German investors, essen-
tially for regulatory and tax reasons. On the demand side, private pension funds and insurance
companies were subject to the German Insurance Supervisory Act, which prohibited invest-
ment in funds that did not fulfil minimum liquidity and risk diversification requirements. Hedge

24 For other countries, we highly recommend the series of documents issued by PriceWaterhouseCoopers under the generic name
“The regulation and distribution of hedge funds in Europe: changes and challenges”, as well as the country documents provided by
AIMA on its website (www.aima.org).
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Box 3.11 The Markets in Financial Instruments Directive (MiFID)

The implementation date for the new MiFID has been deferred until October 2007 in order
to allow for an extended consultation period. However, the information available at present
suggests that there will be a number of changes that could affect hedge fund managers and
hedge fund adviser firms. In particular:

e The range of investment activities that will require authorization in all EU States is to be
increased to include investment advice. Currently, investment advice is not regulated in
some countries, and there are still various definitions of what constitutes “advice”.

e MiFID is to introduce three classes of customers, and specific rules of conduct for
each class. These classes are: (i) eligible counterparties, such as investment firms, credit
institutions, insurance companies, UCITs, pension funds and other financial institutions
authorized or regulated in a EU member State; (ii) professional customers, who have the
experience, knowledge and expertise to make their own investment decisions and assess
relevant risks; and (iii) retail customers, who comprise all the others.

e MiFID is to introduce common EU-wide conduct of business standards for MiFID firms
in areas such as compliance, risk management, conflict of interest, customer agreements
and periodic reporting.

funds were therefore regarded as non-eligible investments for German institutional investors.
On the supply side, creating an onshore hedge fund in Germany was extremely difficult. Two
investment vehicles were theoretically available, the German investment fund and the German
corporation. However, by law, the former structure could invest only in listed securities, could
not take short positions, and was unable to use leverage — three requirements that are often
incompatible with hedge fund activities. The latter structure allowed for more flexibility in
terms of investments, but was viewed as conducting a business in Germany. Consequently, its
profits were taxed twice, once at the corporate level and later when distributed at the investor
level, which made it highly inefficient.

The situation of offshore (non-German) hedge funds was hardly enviable. First, their promo-
tion among German investors was restricted to private placements, where the promoter had an
existing investment advisory relationship with each prospective investor and used the format of
one-to-one presentations to meet with investors. Second, the taxation of offshore funds at the
investor level was subject to the German Foreign Investment Act, which distinguished three
categories of funds:

® White funds, which were listed on a German stock exchange or had a licence for public
offering. These enjoyed the same taxation status as the German funds but their activities
were strictly regulated. In practice, therefore, their status was only applicable to a few
non-leveraged long/short equity funds and certain low-risk event-driven strategies.

® Grey funds, which were not listed on a German stock exchange and did not have a licence for
public offering, but had mandated a German tax representative, and were taxable on all their
income for both institutional and private investors. Very few funds fell into this category.

® Black funds, which encompassed all other offshore hedge funds, i.e. most of the industry.
These were heavily penalized: 90% of their annual net asset value variation (when positive)
or 10% of their absolute net asset value at the year end (if higher) was deemed to be a taxable
capital gain.
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This particularly unattractive regulatory and tax framework was set up purposely by reg-
ulators in order to deter investments in offshore hedge funds. This explains the scarcity of
alternative products offered in Germany until the end of the 1990s. The only exceptions were
managed futures funds, which could be set up and distributed more easily if they were pack-
aged with a capital guarantee at maturity. Several successful managed futures products were
launched at this time and sold mainly to private investors through direct marketing. A note-
worthy example is Man Investment Products, which raised €400 million and became one of
the largest commodity trading advisers world wide.

The situation of hedge funds started to change as a result of the bull equity market at the
end of the 1990s. The quest for diversification suddenly became a hot topic among German
investors, naturally arousing interest in alternative investments. The relative difficulty of ac-
cessing traditional forms of hedge funds forced German financial intermediaries to be creative
in their response to a growing demand from their clients. They turned to financial engineering
and came up with a good way of bypassing regulations and making hedge funds palatable
to institutional and even retail investors. For institutional investors, index-linked bonds with
a capital guarantee became the most favoured structure. For private investors, index-linked
bonds without any capital guarantee (also called index certificates) were preferable, because
they were tax free after a one-year holding period. In both cases, the underlying asset of the
structure was essentially a fund of hedge funds pompously renamed “hedge fund index”.

As might be expected, the market became literally submerged with a flood of such structures.
The Landesbank Baden-Wuerttemberg started with a conservative guaranteed hedge fund
product in early 1999, shortly followed by Commerzbank with its Comas series, and Vereins
und Westbank with its Prince product. But the major surprise came in September 2000, when
Deutsche Bank announced that its new product, Xavex HedgeSelect Certificate™ (Box 3.12),
had attracted around 1.8 billion euros in four weeks from retail and institutional investors.
Moreover, Deutsche Bank found a way of getting Xavex HedgeSelect registered in Germany,
Belgium, the Netherlands, Luxembourg and Switzerland. The argument used to register it was
purely technical: Xavex HedgeSelect was not a fund but used certificates. Certificates give all
the economic rights of ownership without actually giving ownership — owners of certificates
cannot vote. Therefore, certificates should not be subject to the same restrictions as funds.
Needless to say, the argument was technically correct, but hard to swallow from a regulator’s
perspective.

In January and March 2003, respectively, the German regulator (BaFin) issued two consulta-
tive questionnaires to institutions and hedge fund managers with a view to regulating properly
direct hedge fund investments. On 1 January 2004, the new Investment Act and the new In-
vestment Tax Act were enacted as major parts of the new German Investment Modernization
Act. The latter Act aims at promoting Germany as an investment fund market, halting the
exodus of investment funds to other European countries and implementing the amendments of
the UCITS III Directive. The Investment Act replaces the Investment Companies Act dealing
with domestic investment funds and investment companies and the Foreign Investment Act
dealing with foreign investment funds. The Investment Tax Act harmonizes the taxation of
domestic and foreign funds. For the first time, these two Acts create the prerequisites for the
establishment and direct distribution of hedge funds within the German investment market.

Under the new Investment Act, a German domestic hedge fund can now be set up by means
of two different legal entities. First, a hedge fund may be established as an investment stock
corporation which can be open-ended with variable capital. This structure is completely new
for Germany. Second, a separate hedge fund can be established by a financial investment man-
agement company, in which case the fund’s assets are either part of the financial management
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Box 3.12 The Xavex HedgeSelect Certificate™

Deutsche Bank issued the Xavex HedgeSelect Certificate™ on 29 September 2000. The
new product was structured as an eight-year index certificate, member of the Xavex product
family. It aimed at giving investors full participation in the upside and downside performance
of the HedgeSelect Index™, that is, a performance objective of 12 to 15% annual growth
with neither a maximum nor a minimum redemption amount, and a risk as close as possible
to therisk level of bonds (as represented by the J.P. Morgan Global Government Bond Index).
Actively managed by Deutsche Asset Management on a continuous basis according to a
“Judgement with Quantitative Discipline” approach, the HedgeSelect Index™ reflected
the performance of a diversified portfolio of 15 to 50 hedge funds, plus a cash balance.

With respect to other products available in Germany, the HedgeSelect Certificate™ had
several innovative features. First, the minimum investment was relatively small (€10 000,
with a €1000 increment), which allowed all types of investors to subscribe. Second, the
certificates were denominated in euros — the US dollar exchange rate risk was hedged by
rolling over one-month currency forwards. Third, the certificates enjoyed a favourable tax
treatment in Germany. For instance, capital gains were tax free for private investors if the
certificate was held for more than one year.

To enhance liquidity, Deutsche Bank offered a two-tiered market-making feature. On the
one hand, the certificates were listed on the Frankfurt Stock Exchange, allowing immediate
trading with a bid—ask spread of 5% around the estimated net asset value. On the other
hand, investors could redeem their shares at the official net asset value at the end of each
month with a 35-day notice. In practice, this translated into at least 85 days between the
exit notice and the cash settlement, as the final net asset value was usually only available
45 days after the end of the corresponding month and five additional days were needed for
the settlement. In terms of fees, the certificates charged an origination fee of 2% (included
in the offer price), plus a flat fee of 0.27% every month, but no performance fee. The
underlying hedge funds only charged their usual fees, with no entry or exit fees.

company’s property (fiduciary relationship with the investors) or are co-owned by the investors.
Funds in the second category are governed by sections 112—120 of the Investment Act under
the official title “Investment Funds with Additional Risks”.

The new Investment Act makes a clear distinction between single manager hedge funds and
funds of hedge funds. Single manager hedge funds are allowed to use short selling, leverage
and derivatives. While adhering to the principle of risk diversification, they are not restricted in
terms of strategy or with regard to their selection of assets — except for unlisted private equity
assets, which must remain below 30% of the funds’ assets, and a prohibition to invest in real
estate or real estate companies. Single manager hedge funds are required to use depositary
banks which meet minimum quality standards. Their liquidity must be at least quarterly, with
a notice period that should not exceed 40 calendar days. Lastly, their distribution is restricted
to private placements, i.e. access is only possible for institutional investors and high net worth
individuals.

Funds of hedge funds are funds that invest in other single hedge funds. They are not subject
to a minimum investment but they are subject to several restrictions. In particular, they can only
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invest in hedge funds established under the German Investment Act or in foreign investment
funds with an equivalent investment policy.>> Funds of hedge funds cannot use leverage or
short selling and are prohibited from investing more than 49% of their assets in bank credits
or money market instruments. They may not invest more than 20% of their assets in a single
target fund, nor invest in more than two target funds of the same issuer or fund manager — this
is in order to ensure sufficient risk diversification. They may use currency futures and option
contracts, but only for hedging purposes. In addition, to prevent cascade effects, a German
fund of hedge funds may not invest in target funds which invest in target funds themselves
again.?®

The managers of funds of hedge funds must ensure that they possess all information nec-
essary to make their investment decisions (statutory minimum requirements). They must
continuously monitor their underlying hedge funds to make sure that they comply with their
stated investment policies and strategies, and regularly receive risk ratios. All this information
must be submitted to BaFin upon request. Furthermore, the persons responsible for investment
decisions must have adequate experience of hedge fund investing and comparable foreign
investments.

Funds of hedge funds may be publicly distributed in Germany if they allow redemptions
on a quarterly basis with at most a 100-calendar day notice. However, investors must receive
a detailed sales prospectus informing them of the features and risks of the fund, as well as
the following mandatory warning in bold print: “Warning by the Federal Minister of Finance:
investors in this investment fund must be prepared and able to sustain losses of the capital
invested up to a total loss.”

The situation regarding distribution of foreign hedge funds is also clarified in the new In-
vestment Act. The public distribution of foreign single manager hedge funds is prohibited, but
their private placement remains allowed if their investment policy is subject to requirements
comparable to those for German single hedge funds. The public distribution of foreign funds of
hedge funds is allowed once they have registered for public distribution. The registration pro-
cess imposes a series of requirements: (i) the fund of funds and its management company must
be located in jurisdictions which provide for effective public supervision of financial services;
(ii) the respective supervisory authorities have to be, in the assessment of the German Financial
Services Supervisory Authority, willing to cooperate to a satisfactory extent?’; (iii) the fund
of funds has to appoint a domestic representative and at least one paying agent in Germany;
(iv) the fund of funds must be approved by the German Financial Services Supervisory Au-
thority; (v) all the documents required for the approval must be delivered together with a
translation into German; (vi) at least 51% of the investment must be in single hedge funds;
(vii) there is a maximum of 49% liquidity; (viii) foreign exchange financial instruments may
be used only for hedging currency risks; (ix) short sales and leverage are not permitted at the
fund of funds level; and (x) minimum diversification requirements need to be observed. How-
ever, unlike for German funds of hedge funds, the following rules also apply: (xi) short-term
borrowings up to a limit of 10% of the fund are generally possible; and (xii) the role of the
custodian bank of the fund of hedge funds may be performed by a comparable institution,

3 In particular, the investment policy must be comparable for investment in private equity and commodities. The assets of these
foreign funds must be deposited in a custodian bank or a comparable facility, and their respective jurisdiction must cooperate with the
Financial Action Task Force (FATF) in combating money laundering in accordance with applicable international agreements.

26 Many offshore hedge funds use, for instance, money market funds to invest their cash. This is prohibited by the German law.

%7 The registration of funds from “exotic” jurisdictions, such as the British Virgin Islands, the Bahamas and the Cayman Islands, is
not possible because the regulatory authorities of these countries are not willing to cooperate enough with the BaFin.
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in particular a prime broker. Additional requirements apply to the detailed sales prospectus,
the content of which must correspond to the sales prospectus for German funds of hedge
funds.

The new Investment Tax Act also introduces several changes. In particular, the tax conse-
quences for domestic and foreign investment funds have now largely been equalized. In theory,
this is of advantage to foreign funds, but it also imposes more stringent requirements on these
funds. The Act now distinguishes between transparent (previously white) and non-transparent
(previously black) funds — there is no longer a middle ground (previously grey) in Germany
for tax treatment. Investors holding assets through a transparent fund have the most enjoyable
status. For private investors, capital gains are taxable at the investor’s individual tax rate if the
fund shares are redeemed within a year; any redemption or disposal after this period is entirely
tax exempt. For corporate investors, capital gains are subject to trade tax and corporation tax,
except for that portion of the capital gain consisting of income. In contrast, investors in non-
transparent funds are subject to taxation on a lump-sum basis. They are taxable on all actual
distributions plus 70% of the appreciation in the value of the share during the calendar year,
as well as a minimum of 6% of the last redemption price of the calendar year, irrespective
of whether the fund’s NAV increased or decreased during the year in question. Although this
tax treatment is more lenient than the previous quasi-penal approach to black funds, it still
prevents the distribution of non-transparent funds in Germany.

In order to qualify for the transparent tax regime and enjoy the benefits, a fund must comply
with detailed reporting and income calculation requirements, and its auditor or tax adviser
must certify that the fund’s German tax figures and investor information have been collected
under the tax law governing German funds. In addition, foreign funds must publish on a
daily basis accumulated retained earnings®® together with the redemption price. Foreign funds
must provide the Federal Tax Office, on request, with proof of correctness of their published
distributions, deemed distributions and accumulated retained earnings within three months.
In practice, this implies that a foreign fund cannot use a foreign regulatory or tax accounting
system, including the GAAP, in order to determine the figures relevant to German investors.?’
In addition, the tax certificate triggers de facto an unofficial German tax audit since the entity
confirming the tax data, according to German tax law (Box 3.13), is liable for incorrect figures
up to a maximum amount of €1 million per certificate (i.e. per share class).

In the case of a fund of funds, not only must the fund of funds comply with the same duties
regarding detailed reporting and income calculation requirements, but also each underlying
hedge fund must do the same — including the publication of its tax information in the Electronic
Federal Gazette — in order to generate an acceptable tax treatment for its German investors.
Where a fund of hedge funds invests in target funds that do not comply with these requirements,
the earnings of those target funds that are attributable to the fund of funds are taxed on a lump-
sum basis in accordance with the rules for non-transparent funds.

The new Investment Act officially aimed at creating a liberal regulatory framework for
the establishment of onshore hedge funds and the distribution of funds of hedge funds in the
German capital market. However, as one could expect, it was only a qualified success.

28 The accumulated retained earnings are the sum of the (positive) deemed distributions since 1994.

29 For example, the accounting information must be calculated on the basis of a cash-oriented accounting scheme. The relevant
definitions of dividend, interest, capital gains, securities lending, repos, bonds and derivatives, etc. are based upon the specific German
tax concept. The computation of investment income must differentiate between various income sources, because they generate either
fully taxable, semi-tax exempt or tax-free investment income. Dividends must be accounted for on the first ex-dividend day and interest
must be determined under the accrual method.
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Box 3.13 When hedging becomes costly

In Germany, investors and fund managers should tread carefully in using derivatives as part
of an investment strategy. In the past, equity gains or losses were tax-free in domestic funds,
whereas derivatives used for hedging purposes were fully taxable. Many corporations ended
up in a situation where, in a plunging equity market, their funds hedged the equity positions
only to find that they had non-deductible losses on the equity side and taxable gains from
the derivatives side. The new Investment Tax Act seems to have solved the issue for equities
as long as the corresponding gains remain accumulated within the fund. However, the issue
is still open when the underlying asset is interest or fixed income. A manager hedging fixed
income positions via derivatives is therefore likely to face the same problems.

The strict limitation with respect to the avoidance of cascade effects combined with the
complicated tax regime and administrative hurdles prevented the growth of a real onshore
German hedge fund industry. According to the German regulator BaFin, only 18 single manager
funds and 10 funds of funds based in the country were approved, and a further 10 foreign
funds of funds have approval for public distribution. In total, German-based hedge funds are
thought to have only around €2 billion of assets, while the initial forecasts cited €40 billion
to €100 billion. Nevertheless, some providers have attempted to position themselves in the
market. For instance, Lupus Alpha, a small firm based in Frankfurt, was the first manager to win
approval for a German onshore hedge fund, followed by DWS’s inaugural currency hedge fund.
And Citigroup applied to BaFin to launch a platform for hedge funds within the master KAG
investment structure, which would allow foreign hedge funds to access the German market
using Citigroup’s legal and administrative services. But without a friendlier environment, it
may take a while for the nascent German hedge fund industry to reach anything like its full
potential.

The status of offshore hedge funds and funds of hedge funds is not much better, as most of
them do not comply with the tax reporting requirements of the new Investment Tax Act and are
not willing to take on the additional burden of meeting them in the near future. Consequently,
they are considered as non-transparent funds from a tax perspective. For investors, the fastest
way to identify tax-compliant funds is in fact to use managed accounts. To meet this expected
demand, several managed account platforms have implemented measures in order to ensure
that their clients’ reporting would be German tax-compliant. But, as discussed in Chapter 4,
managed accounts are not a panacea. Not all hedge fund managers — particularly not the best
ones — are willing to operate managed accounts, and several illiquid strategies are not suitable
for inclusion in a managed account platform that requires a high level of liquidity. So German
investors still widely use structured products to access offshore hedge funds.

3.2.4 France

As a result of several years of fiscal privileges granted to life insurance products as well as
pay-as-you-go State-funded pension schemes, France is currently in a unique situation within
Europe. Simply stated, French investors greatly lack an equity culture — most of them assimilate
long-term investing in equities to gambling at casinos, and leverage or speculation to criminal
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activities. It is therefore not surprising that for many years, hedge funds were banned from
the country. French regulators allowed the use of alternative management techniques in the
context of segregated account mandates or synthetic products, but they were strictly forbidden
in French collective investment schemes. In particular, whatever its structure, no French fund
could, in practice, benefit from prime brokerage services.

The result has simply been, as usual in finance, a massive brain drain towards more accom-
modating countries. Although a large number of non-US hedge funds were run in practice by
French organizations, they were officially registered in and managed from offshore locations.
In particular, London and Geneva became the favourite destinations of French hedge fund man-
agers wishing to enjoy lower tax rates and more flexibility. Traditionally, mathematics was the
key to the French educational system and French always excelled in quantitative investment
strategies, but it was accepted wisdom that talented French hedge fund managers were easier
to find in London rather than in Paris.

Unfortunately, the perception of French authorities was also that offshore (read: out of
France) investing was almost synonymous with tax evasion. They were not able to oppose
the brain drain, although they attempted to, but they could easily prevent distribution and
canvassing. French regulators therefore retaliated by subjecting any act of solicitation from a
non-UCITS fund to prior authorization by both the Ministry of Finance and the Commission des
opérations de bourse. Of course, advertising, mailing a prospectus or an offering memorandum,
meeting with or calling potential investors as well as organizing presentations were considered
as an act of solicitation, whether these activities were carried out from within France or from
abroad. The same rule applied when marketing to banks or sophisticated investors. Predictably,
the prior authorization was never granted. Moreover, any document used to provide information
to French clients was required to be in the French language, creating an important entry barrier
for foreign hedge funds and fund of hedge funds groups. In addition, it was not permitted to
offer non-UCITS foreign investment funds in France, and violators faced the prospect of jail —
the guillotine was not far off.*

Since individual freedom cannot be totally constrained in a democracy, individual investors
could still approach hedge funds on a wholly unsolicited basis. Disappointed by the stock
market’s poor performance and worried by the almost bankrupt status of State-funded pen-
sion schemes, both institutional and individual investors became more and more interested
in alternative products. Initially, a large number of dynamic money market funds were intro-
duced, and they rapidly gained popularity. Most of them invested the majority of their assets
in traditional money market instruments, and the rest (5 to 10%) in hedge fund strategies to
obtain a higher performance. Later, bond-plus types of products were also launched around
low-volatility hedge fund strategies (fixed income arbitrage, convertible arbitrage, etc.), as
well as capital-protected notes built around hedge fund portfolios. French banks, which had
shunned hedge funds after a string of failures, gradually started lining up their offerings once
again, hypocritically waiting for “unsolicited requests”.

French regulators attempted to control this flow by creating a series of adapted investment
structures. The FCMIT (Fonds commun d’investissement sur les marchés a terme) was specif-
ically designed for managed futures funds, as well as to support the MATIF — the French
futures and options exchange. And the simplified procedure OPCVM?! (OPCVM & procédure

30 Note that the concept of a private placement exemption exists in France, but its benefits are limited in practice by restrictions on
the canvassing of securities.
31 OPCVM is the French term for UCITS.
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allégée) was a special category of fund reserved for institutional investors and high net worth
individuals. Unlike the case of standard funds, no prior approval was required to set up a
simplified procedure OPCVM, although the AMF (Autorité des marchés financiers) had to be
notified subsequently.

However, despite their hedge fund flavours, these two structures were not sufficient to
allow French funds to establish themselves as a real alternative to offshore funds. Despite
the regulation, the strong “unsolicited” demand pushed offshore hedge fund assets to over
$12 billion, and France became the second largest and fastest growing market in Europe’s
burgeoning hedge fund industry. Concerned by this trend and wishing to restore its credibility,
the AMF organized numerous consultations in 2003 and 2004 with representatives of the
French asset management industry. The goal was to draft a decent regulated framework for
hedge funds while also protecting the public. As a result, new regulations were adopted in
November 2004. They amended the existing rules, and introduced a series of new investment
structures, namely OPCVM Aria (a regles d’investissement allégées, which means “with lighter
investment rules”) and contractual funds.

The OPCVM Aria category is divided into simple Aria, Aria EL (leveraged funds) and Aria
FA (funds of alternative funds).

® The simple Aria is similar to a regular fund, except that it is able to derogate from some
risk diversification and concentration rules. Its eligible financial instruments include listed
shares, OPCVMs, French debt securitization funds (fonds communs de créances), liquid
assets (on an ancillary basis), medium-term notes, bonds and bank deposits meeting specific
criteria. A leverage of up to 2 is accepted (100% of the fund’s assets off the balance sheet),
and the fund must offer at least a monthly net asset value.

® The leveraged Aria (OPCVM Aria avec effet de levier) is similar to a regular fund, except
that it may use a prime broker and leverage its assets by up to 400% with no restrictions on
counterparty risk. It is also able to derogate from some risk diversification and concentration
rules. A leverage of up to 4 is accepted (300% of the fund’s assets off the balance sheet),
and the fund must offer at least a monthly net asset value.

e A fund of alternative funds Aria (OPCVM Aria de fonds alternatifs) can invest in other
hedge funds, called “target funds”. These funds of funds must follow the “5/10/40” rule, i.e.
maximum of 10% in one holding, and the sum of 5% or plus holding being limited to 40%.
In practice, this rule implies a minimum of 16 target funds, with a maximum of four target
funds each representing 10% of the fund’s assets and 12 target funds representing 5% of the
fund’s assets.

By July 2005, the AMF completed the regulation by specifying a list of 13 criteria governing
eligible underlying hedge funds (including non-French funds) for a fund of alternative funds
Aria — see Box 3.14.

One of the most revolutionary aspects of the new regulation is the definition of a new
framework for stock borrowing. Prior to the new regulation, the fund custodian had to be a
French bank and was responsible for the assets held by the fund. This responsibility could
not be delegated. As a consequence, prime brokers were not allowed to reuse stocks held in a
fund’s portfolio in exchange for stocks borrowed by the funds, which restricted the borrowing
of securities on a large scale. With the new Aria regulation, the delegation of responsibility
of the custodian to an AMF-approved prime broker on the control of the fund’s assets is now
possible, if it is specifically disclosed in the fund’s prospectus.



72 Handbook of Hedge Funds

Box 3.14 The 13 criteria

On the basis of article L.411-34 of the AMF General Regulations, target hedge funds that
wish to become a component of an Aria fund must comply with the following criteria at all
times:

1. The target hedge fund shares must be freely transferable, by registration on the register
of shareholders or by delivery, via a custodian.

2. Shareholders of the same share class or category should have equal rights to the capital
or assets of the target hedge fund.*

3. The target hedge fund must have the legal capacity to have its own rights and obligations
arising from the existence of its own assets and liabilities.

4. The custody of the target hedge fund assets must be held by a company which is separate
from the management company, regulated for such purpose and clearly identified in the
fund’s prospectus.

5. The target hedge fund’s assets must be segregated from the custodian’s own assets or
those of the custodian’s delegates.

6. The target hedge fund’s assets may be reused only by the custodian or its delegates, or
by any other person having a right over the target hedge fund.

7. The entity managing or advising the target hedge fund must be registered with and under
the regulatory supervision of a relevant regulatory authority.

8. Independent auditors must audit and certify the financial statements of the target hedge
fund on an annual basis.

9. Risk of loss for any investor in the target hedge fund must be limited to the amount of
his investment.

10. There must be a prospectus for the target hedge fund which describes its statutory and
management rules.

11. Investors must receive information on the evolution of the portfolio and the financial
results of the target hedge fund on at least a quarterly basis.

12. The net asset value per share (or estimated net asset value) must be made available, on
at least a monthly basis, to all investors of the target hedge fund.

13. The target hedge fund may not be established in a country whose legislation is recognized
as being insufficient or whose practices are not considered to conform to anti-money laun-
dering and anti-terrorist financing regulations, as decided by international cooperative
bodies which coordinate anti-money laundering and anti-terrorist financing activities.

Note that initially, Decree no. 89-623 added the requirement that target funds should be
listed. This severely constrained the breadth of the investment universe and often resulted
in sub-optimal portfolios. As a result, the listing requirement was abolished. However, a
target fund listed for instance on the Irish Stock Exchange would automatically comply
with eight of the above-mentioned requirements. This facilitates the screening of target
funds as investments for an Aria.

32 The fact that different shareholders may pay different management fees or support different transaction costs or have different
subscription and redemption rights is acceptable, as long as these differences do not affect the relevant shareholders’ rights to the
fund’s capital or assets.
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Finally, the AMF also approved the equalization method for Aria funds, which was previ-
ously not possible as all shareholders in French funds had to be treated equally.®

In addition, the AMF introduced the category of contractual funds (OPCVM contractuels)
which are permitted to establish their own investment rules by means of internal regulations
or bylaws, free of AMF restrictions on the type of assets they may hold, including shares in
foreign investment funds. Contractual funds are very close to a dedicated investment mandate,
except that they have a fund structure. They can have quarterly net asset value calculations,
up to three-month notice periods for redemptions and a potential lock-up period of up to two
years. They must also impose a minimum investment of €250 000.

French managers performing direct alternative management or multi-management activities
are also targeted by the new regulation. They must present a draft of general activity with the
characteristics of their new funds, and specified activity programmes have to be submitted
for approval of the fund of funds Aria, leveraged Aria and contractual funds. This essential
document, which must be approved by the AMF, should demonstrate the manager’s relevant
expertise and experience to manage alternative investments. It should also evidence that the
manager has sufficient resources, infrastructure, experience and skills to select and monitor
hedge fund investments, assess their risk and performance, and establish commercialization
arrangements. French managers must also submit a specific marketing programme to the
regulatory authorities for approval. This marketing programme should include the type of
client targeted (private wealth, institutional, etc.), and the distribution channels and means
used to approach potential subscribers, as well as the salespeople’s training on alternative
investment in general and on the product being approved.

The new French regulation is indeed a breath of fresh air for the French hedge fund industry,
but we have to realize that it is extremely restrictive for offshore funds. In particular, the
requirements for the underlying hedge funds in the case of a fund of funds Aria are only met
by 10% of the hedge funds world wide, which means that 90% of the available offshore hedge
funds do not qualify for a French fund of funds. In practice, only the contractual funds are
well suited for hedge funds in strategies such as global macro or fixed income arbitrage, or for
investing in hedge funds that do not fulfil the criteria required by the AMF. As a consequence,
structured products should continue to be the simplest way to access offshore hedge funds for
French investors. Nevertheless, as of 31 December 2005, the AMF had registered 142 funds
of funds Aria representing €16.3 billion of assets, as well as 26 contractual funds for a total of
€2.7 billion.

From a tax perspective, French investors are much better placed than those in Germany
(see Table 3.3). A French individual is taxed at his personal income tax rate on income re-
ceived from a distribution by an offshore fund and will pay capital gains tax on disposal
of his interest. In addition, if a French investor holds at least 10% of the voting or con-
trolling rights of the fund and the fund is domiciled in a “favourable” tax jurisdiction, he
will be taxed on the fund’s income proportionate to his interest, with a minimum lump-sum
payment based on net assets, should the fund not be based in a jurisdiction with a recip-
rocal tax treaty. Institutions are taxed when the fund distributes and are also subject to the
10% rule.

33 As we shall see in chapter 18, the equalization method is a process used to ensure that all shareholders pay the adequate
amount of performance fees. It may involve different treatment for shareholders that would enter a hedge fund at different point in
time.
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3.2.5 Italy

Italy is another latecomer to alternative investments. Indeed, the constant changes of govern-
ment** and the resulting regulatory changes have helped to create and maintain uncertainty
among sophisticated investors. This resulted in money flowing out of the country, particularly
to Lugano, an exquisite Italian-speaking money-management centre in Switzerland close to
the border. This is not surprising when one considers, for instance, that Italian residents were
allowed to buy offshore hedge funds, but were taxed on their gains at their marginal tax rate
(that is, in excess of 45%), whereas Switzerland has no taxes on capital gains and benefited —
at that time — from strict banking secrecy. But the supreme affront came in January 1999, when
Milan-based UniCredito Italiano, the first Italian bank to launch a hedge fund, decided to set
up its operations in Ireland. The Bank of Italy could no longer ignore the hedge fund issue and
decided to establish a new legal framework allowing hedge funds to be set up onshore.

According to this new law, any group wishing to establish onshore hedge funds in Italy needs
(1) to be authorized by the Bank of Italy; (ii) to set up a special investment management entity
(societd di gestione del risparmio, SGR) with the exclusive object of forming or managing one
or more hedge funds; and (iii) to request approval of each individual hedge fund, on a case-by-
case basis. In practice, two types of funds are available, the fondi di reservati for professional
investors and the fondi di speculativi. Both types of fund enjoy broad investment discre-
tion® but they may only be distributed through private placements to, at most, 200 Italian
investors, each with a minimum investment of €500 000.%¢ Lastly, the approved hedge funds
are subject to a 12.5% withholding tax on their NAV increase, as are ordinary mutual
funds.

Offshore hedge funds may only be distributed in Italy if a series of stringent conditions are
met:

® The fund manager must be compatible with the Italian SGR fund structure.

® The fund must be regulated by an authority that applies controls comparable to the Italian
authorities.

® The country of the fund’s domicile must have cooperation agreements with the Italian
authorities.

® The fund must be distributed also in its country of domicile — many offshore funds are
prohibited from local distribution in their registration country.

® The fund must appoint a local correspondent bank as paying agent and local authorized
distribution intermediaries.

Note that structured products (such as guaranteed notes or unit-linked products on hedge funds)
are permitted, subject to satisfactory transparency and liquidity and a guarantee of the initial
capital by a bank or an investment firm authorized to deal in financial instruments for its own
account.

The Italian alternative investment industry has since grown, but at a much slower pace
than some had expected. Several firms (Kairos Partners, Ersel Asset Management or Banca
Intermobiliare di Investimenti e Gestione) have been authorized to start Italy-based funds of
hedge funds. Kairos Partners was the first to launch, with a series of four funds. Despite its

3 Prodi’s is the 60th government that Italy has had since World War 1!

335 Note that the fondi di reservati cannot implement long/short strategies because of the prudent investment rules for institutional
investors, but they can invest in units of other hedge funds.

36 Initially, the limit was 100 investors and €1 million. Further relaxations — possibly, to reduce the minimum subscription to
€250 000 and increase the number of participants to 300 — have been proposed.
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temporary monopoly, the amount of capital initially committed by Italian investors was still
very low ($86 million in total). The major reason was probably that the market was not mature
enough. Most potential Italian investors were still in the process of moving from domestic
bonds and equities to international investments and were not yet familiar with hedge funds.
Several pension funds did not like the idea of using consultants and still heeded fees more than
performance. In addition, most hedge fund managers complained about the lack of effective
prime brokerage services on the peninsula, as well as the legal difficulties when using a long
position as collateral against a borrowed stock.’’ In this context, the creation of a true Italian
hedge fund (rather than a fund of funds) was still a nightmare.

Nevertheless, Italian investors still have a keen appetite for performance coupled with a
strong aversion to risk. There is therefore an ongoing debate about the benefits that hedge
funds could bring to private and institutional portfolios, as well as numerous signals that the
market share of hedge funds should increase significantly in the coming years. There are
three reasons. First, the size of the Italian pension fund market is still very small compared to
the size of the mutual funds, which are mostly controlled and distributed by banks and their
asset management subsidiaries, but it should increase rapidly.*® These new actors are mainly
investing in bonds and equities, but are likely to increase their allocation to hedge funds in
the future. Second, although it is not yet possible to register foreign hedge funds or funds of
funds, there might be an opening for these products in the near future through the emergence of
capital guaranteed notes and other structured products, as was the case in Germany. Third, the
Milan Stock Exchange is considering changes designed to ease share trading. These include (i)
allowing trades of just one share at a time, and (ii) allowing shareholders of companies traded
on the Nuevo Mercato (the local version of the Nasdaq) to lend part of their stock, even if they
are bound by an agreement not to sell their holding. This could strengthen the Italian hedge
fund market in the coming years.

3.2.6 Switzerland

Switzerland is still the world’s premier wealth management centre, despite the emergence and
growth of an increasing number of both onshore and offshore centres. It would therefore be sur-
prising if the Swiss were not involved in some way or another in hedge funds. The fact of the mat-
ter is that Switzerland is a very important consumer of hedge funds, but not necessarily a place
to manage them. The Swiss are comfortable with hedge funds because several Swiss private
banks have been putting their wealthy clients’ money — and sometimes their own capital — into
funds such as Haussmann Holdings and Quantum for more than two decades. Several insurance
companies and pension funds have started to invest in hedge funds, though only a few of them
have so far admitted to doing so. However, very few hedge funds have chosen Switzerland as
a place of domicile.

The regulatory framework governing Swiss investment funds depends on their chosen or-
ganizational structure. Investment companies are regulated by a specific section of the Swiss
Code of Obligations, while multiple investors’ contracts and investment funds are subject to
the Law on Investment Funds and are regulated and audited by the Swiss Federal Banking
Commission.

37 Due to an incompatibility between Italy’s Civil Code and common law (and English law in general), the right of the prime broker
to hold guarantees if a hedge fund busts is not clearly established. Clarification would require a change in the Civil Code, implying a
lengthy parliamentary process.

8 The law allowing the creation of complementary pension funds only came into force in 1999.
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There was initially a strong tendency to structure hedge funds and funds of hedge funds as
closed-end investment companies, mostly to avoid the stricter rules of the Law on Investment
Funds. This gave rise to entities such as Creinvest AG (Bank Julius Baer), Castle Alternative
Investment AG (LGT), Altin AG (Banque Syz & Co.), and Alpine Select AG (Citibank), to
mention a few. These investment companies were listed on the Swiss stock exchange, and
were therefore considered as Swiss stocks — which attracted a lot of interest from domestic and
foreign investors, particularly those who could not access hedge funds otherwise. However,
the Swiss stock exchange reacted in 1997 by introducing additional rules for the listing and
necessary disclosure of such investment companies and later created a special segment for the
trading of their shares, closing the regulatory gap.>’

The amended Swiss Investment Funds Act of 1994 distinguishes three types of fund: real
estate funds, securities funds and the so-called “other funds”, the last-mentioned category
being split into “other funds” and “other funds with special risks”. Hedge funds are considered
by the Federal Banking Commission to be “other funds with special risks”, because of the
few restrictions they place on their investment strategies and the sort of financial instruments
they can use. Consequently, the creation of a Swiss hedge fund is subject to (i) meeting the
requirements of the law for such funds and (ii) successfully passing the Federal Banking
Commission’s extensive due diligence process.

This due diligence is aimed at verifying that the fund managers, as well as their repre-
sentatives and agents (i.e. administrators, custodians, trustees and auditors), have sufficient
know-how, training and experience in dealing with hedge funds, as well as a suitable internal
organization to control the particular risks attached to hedge funds. In addition, the legal basis
of the management contracts and the content of the prospectus are carefully examined. In
particular, the fund’s prospectus must explicitly disclose and explain the particular risks faced
by investors. A warning clause must specify the fund’s name and declare that the particular
hedge fund is a fund with special risks and may thus (i) be engaged in alternative investment
strategies, (ii) use alternative investment instruments and (iii) have, if applicable, an alternative
structure (e.g. fund of funds, feeder fund). In addition, the warning clause has to explicitly
mention that the investor might face the possibility of incurring considerable losses.

Once authorized by the Federal Banking Commission, hedge funds can freely advertise in
Switzerland. They are not required to impose minimum investment requirements or a maximum
number of investors. They face only a few investment restrictions, such as no investments in
closed-end funds that are not listed on an exchange or on a regulated market, and no investments
in managed accounts. The funds have no limitations with respect to markets, products, asset
classes, concentration of positions, leverage, etc., as long as this is declared in the fund’s
prospectus.

Although the law was amended in 1994, it was only in 1997 that the general public had
access to hedge fund investments for the first time, when the Federal Banking Commission
first approved two domestic and three foreign hedge funds for public sale and marketing
in Switzerland. These were AHL Alpha plc, AHL Diversified plc, Leu Prima Global Fund,
Sinclair Global Macro Fund, and Von Graffenried Olympia Multi-Manager Arbitrage Fund.
The market has since boomed, and Switzerland has become one of the leading European centres
for hedge fund investors. Private banks in particular have been key actors investing in hedge
funds and introducing hedge funds into their clients’ recommended asset allocations.

3 For more information, please refer to the Swiss stock exchange’s Reglement complémentaire de cotation des sociétés
d’investissement,
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The Swiss authorities have adopted a more pragmatic attitude to non-authorized offshore
funds? than their European counterparts. Officially, non-authorized offshore funds are not
allowed to advertise publicly in Switzerland. The notion of “advertising” includes printed
or electronic media, unsolicited mails, offering circulars, fact sheets sent to the customers
of a bank or other financial intermediary, press conferences, phone marketing, cold calling,
road shows, sponsored fund reports and visiting of potential investors. However, there is no
advertising if customers subscribe to units of investment funds on their own initiative, or if they
request information regarding investment funds on an unsolicited basis. In practice, advertising
becomes “public” if it is addressed to more than 20 potential investors during a business year,
regardless of the way in which these persons are contacted or whether these investors have
invested in the fund. Therefore, any solicitation, regardless of its form, that is targeted at more
than 20 persons is deemed to be public solicitation and therefore requires the registration of
the offering fund according to Swiss law. An important amendment to this is the Institutional
Investors’ Exemption, which allows non-registered offshore hedge funds to be offered and
sold in Switzerland to institutional investors with a professional treasury, such as banks,
insurance companies and pension funds. However, this exemption is legally and theoretically
not applicable to high net worth individuals or to independent asset managers. Well, let us say
it is seldom applied in practice and the number of “unsolicited requests” is surprisingly high.

However, this situation is likely to change, as the proposed new Federal Law for Collec-
tive Investment Schemes is expected to replace the existing regulation in 2007. This new law
adapts the existing law to the new UCITS III directive and strengthens the competitiveness
of Switzerland as a location to register collective investment schemes. Among the proposed
changes that could impact hedge funds are the creation of a qualified investor status,*’ the
introduction of a simplified prospectus, new legal forms for funds (including limited part-
nerships and companies with variable capital), the introduction of a dual approval concept
(product and managers/promoters), the recognition of prime brokers to replace domestic cus-
todian banks, and the elimination of the required written contract for the sale of non-traditional
funds. Last, but not least, the fund classification “other funds with special risk” should be
replaced by “other funds for alternative investments” — another sign of changing attitudes.

3.2.7 Ireland

Over the last 15 years, Ireland has emerged with the approval of the European Community
as a leading European jurisdiction for the registration of offshore investment funds, including
hedge funds. It has now an investor base that represents many times the size of its domestic
investor base. We will therefore look at Ireland in a different way, that is, as a potential regulated
jurisdiction to register a European hedge fund.

Ireland’s financial sector is based primarily in the International Financial Services Centre
(IFSC) in Dublin’s central Custom House Docks area. Its principal regulator is the Irish Finan-
cial Services Regulatory Authority (IFSRA). Since 1 May 2003, it has been responsible for
the supervision of all financial service firms in Ireland. It constitutes part of the Central Bank
and Financial Services Authority of Ireland (formerly the Central Bank of Ireland) but carries
out its functions in an independent manner.

40To be considered a qualified individual investor and be able to invest in foreign unregistered funds, two conditions must be
fulfilled: (i) the bank or security dealer must have a written advisory agreement with the investor for an unlimited period of time, and
(ii) the investor must provide proof of ownership of 5 million Swiss francs of assets. Note that banks, securities dealers and other
institutional investors are considered as qualified.
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The original legislation that is relevant to hedge funds can be found in Sections 126 and 127
of the 1995 Finance Act. These sections allow for a wide range of fund structures. Broadly
speaking, these can be categorized as undertakings for collective investment in transferable
securities (UCITS) and non-UCITS. Irish UCITS funds are extremely popular with traditional
asset managers. They can be constituted as unit trusts, variable capital or fixed capital compa-
nies. Once authorized, they may sell their units/shares in any European Union member State
without the need for further domestic authorization. However, UCITS funds are not allowed to
sell short, use leverage or concentrate their investments, which make them unsuitable for hedge
fund activities. Non-UCITS funds can be constituted as unit trusts, variable capital or fixed cap-
ital companies as well as limited partnerships. Because they are not subject to the constraints
of an EU directive, the IFSRA has more flexibility in its regulation and may allow them to use
a much wider and more flexible range of investment and borrowing strategies than the UCITS.

Non-UCITS funds can be divided into four subcategories:

e Retail schemes have no minimum subscription requirements, but are extremely regulated in
terms of investments.

¢ Qualifying investor funds (QIF) have a minimum subscription requirement of €250 000 per
investor and can only be marketed to “qualified investors”. Qualified investors are defined
as natural persons with a minimum net worth requirement of €1250 000, entities owning or
investing on a discretionary basis at least €25 000 000, or the beneficial owners of which
are qualifying investors in their own right. Qualified investors must self-certify that they
meet these minimum criteria and that they are aware of the risks involved in the proposed
investment. The qualifying investor fund structure is an ideal one for hedge funds because
there are no investment restrictions and no limits on leverage.

® Professional investor funds (PIF) have a minimum subscription requirement of €125 000
per investor or its equivalent in another currency. They face some investment restrictions,
such as a maximum two-to-one leverage and a maximum of 20% of their assets invested in
unlisted securities or a single issuer.

e Collective investor schemes were introduced by the Finance Act 1995 and are specifically
designed for “collective investors” (life assurance companies, pension funds, etc.). They are
tax exempt and cannot be sold publicly, and if they are set up as an investment company,
can be non-designated, meaning that there are no minimum subscription requirements and
no investment or borrowing restrictions.

The PIF and QIF are the preferred structures for establishing a hedge fund in Ireland. The
IFSRA has issued a series of notices to specify the minimum requirements, e.g. the information
to be provided in the prospectus, and the appointment of a trustee/custodian and a prime broker.
The latter must have a minimum credit rating of A1/P1 and hold a regulated broker status
granted by a recognized regulatory authority. The maximum leverage is 140% for the PIF and
is unlimited for the QIF, but the extent of the potential exposure should be disclosed in the
prospectus. The counterparties of the fund must have a minimum rating of A2/P2; counterparty
risk should be lower than 20% for the PIF and is unlimited for the QIF.

Ireland was also one of the first EU jurisdictions to open its doors to hedge fund style
investments at the retail end of the spectrum. On 29 December 2002, the IFSRA authorized
retail funds of hedge funds, and in June 2004 the minimum investment requirement was
abolished. These funds can invest in unregulated schemes, subject to a maximum of 20% of
their assets per underlying scheme. Note that a fund of hedge funds may also be established
as a PIF or QIF and invest up to 100% of its net assets in unregulated hedge funds, subject to
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Figure 3.1 Domicile of funds listed on the Irish Stock Exchange

a maximum of 40% in any one such unregulated fund. All Irish investment funds which are
available to the public are exempt from tax on their income and gains irrespective of where
their investors are resident.

Another interesting characteristic of Ireland is the Irish Stock Exchange (Figure 3.1). Created
in 1989 as part of the development of the funds industry in the IFSC, it allows for the listing of
both Irish and non-Irish funds. It is therefore widely regarded as a leading location for listing
offshore investment funds and hedge funds. Such a listing usually does not provide a large
secondary liquidity in the fund’s securities, but it may help meet specific investors’ regulatory
and technical requirements (e.g. pension funds that can invest only in listed products).

3.2.8 Spain

Spain is the latest European country to adopt new regulations for alternative investments, as the
new Collective Investment Institution (Institucién de inversion colectiva, or IIC) regulations
were approved by the Ministry of Finance on 4 November 2005. Two structures are available —
the IIC de Inversion Libre (hedge funds) and the IIC de IIC de Inversién Libre (funds of hedge
funds). Both are regulated and supervised by the Spanish regulatory watchdog, the National
Securities Market Commission (CNMV), from which the management companies intending
to manage such funds have to receive prior authorizations.

There is no restriction for hedge funds on any kind of underlying assets, but they must
follow the general principles of liquidity, diversification and transparency and submit a monthly
statistical and operational information statement to the CNMYV. Indebtedness of up to five times
the value of the hedge fund assets is possible. Distribution should only target qualified investors,
with a minimum investment of €50 000. Foreign open-ended funds may be marketed if they
are expressly authorized, comply with criteria applying to Spanish funds, and are managed by
an OECD-domiciled entity and supervised accordingly.

Funds of hedge funds must have at least 60% of their assets in Spanish incorporated hedge
funds or other similar foreign funds domiciled in OECD countries. Diversification rules must
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be followed (e.g. a maximum of 10% per underlying fund), and redemption notices are limited
to 15 days. Funds of hedge funds may be freely marketed.

The future restrictions on the minimum standards for alternative investment fund managers
will be defined soon by the CNMV. It is therefore too early to say if the Spanish case will be
successful, and there are still open issues — for instance, the tax treatment for investors in non-
Spanish non-UCITS hedge funds remains highly unfavourable. Nevertheless, all hedge fund
and fund of funds distributors are already fighting to get a slice of the pie and its associated fees.

3.3 THE SITUATION IN ASIA

Given that most of the hedge fund industry is located in countries within Europe and North
America, the Asian investor was for a long time, geographically, far from where the action
was. Nevertheless, interest in hedge funds has surged in Asia since 2003, and the competition
between Singapore and Hong Kong to become the second most important Asian financial
centre after Japan is intense. Both have recently adjusted their regulatory systems to encourage
the development of onshore hedge funds.

So far, Singapore seems to have taken the lead, thanks to the relative regulatory ease with
which hedge fund managers can set up and operate in Singapore, when compared to some other
regional locations. This is further sweetened by some tax exemptions and incentives offered
by the Singapore government to investment managers and advisers that set up in the country.

In Hong Kong, the alternative fund management industry has also experienced signifi-
cant growth, in terms of both number of funds and assets under management. According to
EurekaHedge, the number of alternative funds grew from 22 in the year 2000 to 81 by the end
of 2004 and 113 in 2005. The assets stood at HK$ 3,821 billion in the year 2000 versus almost
HK$ 9,014 billion at the end of 2004 and HK$ 11,202 billion in 2005. This growth is likely to
continue, as the Securities and Futures Commission (SFC) has appointed a board to consider
authorizing the distribution of hedge funds to the general public, and the Revenues Bill passed
by the Legislative Council on 1 March 2006 exempts offshore hedge funds from profits tax.

3.4 INTERNET AND THE GLOBAL VILLAGE

The internet is obviously a great medium of communication. It is global, borderless, instan-
taneous, convenient, and efficient. Used properly, it offers issuers the ability to provide in-
formation, conduct capital-raising activities and reach potential investors quickly and in a
cost-effective manner. Many regulators have accepted the internet as an effective media to
distribute information to investors. As an illustration, let us consider the situation in the United
States. In its release number 33-7233 (6 October 1995), the Securities and Exchange Commis-
sion stated its position very clearly:

The Commission appreciates the promise of electronic distribution of information in enhancing
investors’ ability to access, research, and analyze information, and in the provision of information
by issuers and others. The Commission believes that, given the numerous benefits of electronic
distribution of information and the fact that in many respects it may be more useful to investors
than paper, its use should not be disfavoured. Given the numerous benefits of electronic media,
the Commission encourages further technological research, development and application. The
Commission believes that the use of electronic media should be at least an equal alternative to the
use of paper-based media. Accordingly, issuer or third party information that can be delivered in
paper under the federal securities laws may be delivered in electronic format.
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Good news? Not really. What was good news for most of the money management industry
heralded the demise of hedge funds’ presence on the internet. An internet website is accessible
to millions of people, a significant number of whom could be potential investors. And this is
strengthened by the existence of search engines and hyperlinks from other sites. Therefore, a
homepage describing a hedge fund or its past performance, or indicating that it is accepting new
investors could be construed as conducting a “general solicitation or general advertising”. This
presents a significant obstacle for issuers attempting to rely on the commonly used exemptions
from the registration requirements of the federal securities laws. Consequently, hedge funds
need to be extremely cautious when using the internet.

Fortunately, in 1998, the SEC issued an instructive report entitled “Use of Internet Websites
to Offer Securities, Solicit Securities Transaction or Advertise Investment Opportunities Off-
shore”. It clearly presents its opinion as to the general application of US securities laws to the
internet activities of offshore funds, issuers and other market participants. It also establishes a
clear distinction between the active electronic targeting of US investors and the passive use of
the internet to disseminate information to selected authorized investors. Three cases need to
be distinguished:

® [n the case of domestic offerings, hedge funds must be privately placed and cannot engage
in public solicitation, including on the internet. In particular, the SEC determined that
spamming (i.e. sending out mass emails), providing offering materials for a hedge fund
on a website or offering links to this material constituted a general advertisement or
solicitation. Internet usage is therefore limited to providing fund-specific information to
qualified investors. In order to fulfil this requirement, most hedge funds have implemented
password-protected sites, whose access is only granted after the operator of the site has
confirmed that the investor is properly qualified. Most funds also request a 30-day waiting
period between granting access to their website and accepting an investment from a given
investor.

® In the case of offshore offerings, the corresponding hedge funds are off limits to most US
investors. Nevertheless, the SEC is also aware that the global nature of the internet means
that the websites of offshore funds are still accessible to US investors, and has issued a
policy statement*! on the matter. This set of guidelines states that offshore funds must
“implement measures that are reasonably designed” to guard against sales to US investors
through electronic media. Such measures must include, but are not limited to, prominent
meaningful disclaimers indicating the non-US nature of the offering,*? and obtaining proofs
of non-US residency, e.g. checking mailing address, telephone number, or area code before
sale, refusing cheques drawn on US banks, etc.

® Finally, funds concurrently conducting a security offering offshore and a private placement in
the US must take reasonable steps (meaningful disclaimers, passwords, etc.) and exercise ex-
tra care to safeguard against a US investor accessing documents originally targeted at offshore
investors. In addition, the hedge fund should not allow a US person accessing the offshore
website to participate in the US private placement, even if otherwise an accredited investor.

An interesting situation is that of a hedge fund posting information about itself on the internet
through a database operated by a third party information provider. The SEC addressed this

41 See “Statement of the Commission Regarding Use of Internet Web Sites to Offer Securities, Solicit Securities Transactions, or
Advertise Investment Services Offshore” (Release Nos. 33-7516, 34-39779, IA-1710, IC-23071 of 23 March 1998).

421t should be noted that the standard disclaimer “the offer is not being made in any jurisdiction in which the offer would or could
be illegal” is not considered as meaningful.
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Box 3.15 The Greedy website

It was once said that any criminal who fails to exploit the internet to promote a scam should
be sued for malpractice. Indeed, the internet offers inexpensive and anonymous access to
millions of potential victims. And these victims will even sometimes look for a scam. Not
surprisingly, with the popularity of the internet, unscrupulous individuals have sought to
take advantage of emerging technologies to defraud the public, and this includes fake hedge
fund managers.

On 13 February 2003, the SEC decided to make investors aware of their vulnerability and
illustrate how easy it is to be taken in by false statements. The Commission staff developed
a website advertising a simulated hedge fund called Guaranteed Returns Diversified, Inc.
(“GRDI” or “greedy”, for short). GRDI presented itself as “the world’s leading operator of
hedge funds”, with $17 billion of capital, 68 offices world wide, 18 years of existence and 17
successful hedge funds. The (fake) historical track record claimed an overall 39.5% annual
return, including 21% per year over the 2000-2002 bear market. By avoiding the “disclo-
sure and filing requirements” imposed by the SEC and using “offshore tax havens” to store
its monies, GRDI also claimed to be positioned to generate “a 22% return during the first
quarter after launch” and “no less than 32%” afterwards. The offering web page ended with
the words, “Remember that past performance is not indicative of future results. However,
GRDTI’s track record has been outstanding over the past 18 years and we see no reason why
those returns would not continue in the future.” Between 13 February 2003 and 22 May
2003, the GRDI web site received over 80 000 hits and submissions for application. . .

situation in two no-action letters sent in 1997 and 1998 to Lamp Technologies. This company
was primarily engaged in the business of data processing, software development, and the
creation and maintenance of internet websites. It had the intention of offering non-US registered
hedge funds the possibility of posting descriptive and performance-related information on a
common website. All these funds would be paying Lamp Technologies a fixed fee for the
posting service, independent of the number of sales and/or performance of the manager. Before
starting operations, Lamp Technologies requested the SEC’s opinion.

In its letters, the SEC confirmed that internet posting of hedge funds’ private information
on a third party website was allowed. This would not be considered as a general solicitation
nor constitute a public offering of securities if certain procedures were followed: (i) any fund
information on the site was password protected; (ii) potential subscribers to the site were pre-
screened to determine if they would qualify to invest; (iii) the screening questionnaire and
any invitation to complete the questionnaire were generic and did not mention any particular
fund; and (iv) subscribers would be required to wait during a cooling-off period of 30 days
after receiving their password before investing in any fund listed on the site (other than those
for which the subscriber was being solicited or in which the subscriber had invested or was
actively considering investing).

Finally, we should also mention that persons trading commodities, but who are not registered
with the CFTC as commodity pool operators or commodity-trading advisers, may only use
websites containing contact information. The posting of other material (e.g. performance data,
biographies) will be considered as solicitation, therefore necessitating the establishment of
specific disclosure documents in accordance with the CFTC rules.
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Box 3.16 The ICE Team

California was one of the first US states to recognize the threat to investors from unscrupu-
lous dealers intent on defrauding consumers using the internet. In 1998, it established the
Internet Compliance and Enforcement Team (ICE Team) to administer a comprehensive
programme of legal analysis, surveillance, investigation, training and prosecution. The ICE
Team obtains leads from a number of sources, which include surveillance, undercover oper-
ations, junk emails, public complaints, and referrals from other law enforcement agencies.
It also searches the internet for illegal solicitations, such as web-based bulletin boards, chat
rooms, and Usenet newsgroups.

Since the Department’s first internet securities enforcement sweep, the ICE Team has
assisted in enforcement actions against hundreds of companies and individuals engaged
in the illegal and fraudulent offering of investments and financial services, unlicensed
investment adviser and broker dealer activity, and market manipulation.

As the internet transcends national boundaries, there is also increased scrutiny and enforce-
ment by foreign jurisdictions, so hedge funds should also be cautious when posting information
that may be accessible to foreign investors (Box 3.16). For instance, in Germany, the regulatory
authority (BAKred) considers an offshore site written in the German language and providing
information about a hedge fund to be a public offer to German citizens, and that, therefore, the
fund should be regulated and taxed by the German authorities. A similar regulation exists in
the UK as concerns websites accessible to British investors. In the UK, the Financial Services
Authority issued a Guidance Release in February 1998. This Release clearly states the need
to include disclaimers and warnings on a website, indicating that the site is addressed only to
persons who can lawfully receive investment services, an approach similar to that of the SEC.
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Operational and Organizational

Structures

Did we overspend our budget, or did it fall short of our expenditure?
Regular personal problem

From a functional perspective, hedge funds are very similar to traditional investment compa-
nies. Both are separate collective investment schemes that issue shares to investors and manage
pools of securities on their behalf. The primary differences are to be found on the organizational
and legal sides. Mutual funds tend to be simple onshore organizations, while hedge funds need
to be set up using complex onshore and offshore structures.

Ten years ago, a stand-alone hedge fund manager could open shop in relative obscurity with
minimal cost and little or no infrastructure. He could operate with no internal or external control,
and still have investors flocking to invest. This is less and less the case. Regulators have turned
the spotlight on to the hedge fund industry and hedge fund investors are doing more and more
organizational and structural due diligence. Hedge fund managers can no longer hope to operate
purely as traders and outsource everything. They need to care about the quality of their organi-
zation, and so do their investors. In this chapter, our goal is therefore to “open the black box™”
and start looking at the different components that form the operational engine of a hedge fund.

4.1 LEGAL STRUCTURES FOR STAND-ALONE FUNDS

In essence a stand-alone hedge fund — or more generally an alternative investment fund — is
an unregulated pool of capital contributed by a variety of sophisticated investors. The legal
structure of this pool largely depends on who its investors will be and where the fund will be
registered. For example, an onshore private investment vehicle formed for the benefit of US
residents will be organized completely differently from an offshore investment vehicle formed
for the benefit of non-US residents.

In this chapter, we will discuss the different structures available within and outside the US to
create a stand-alone hedge fund. To keep things simple, we will denote by “onshore” anything
that is located in the US and “offshore” anything outside the US.

4.1.1 In the United States (‘“‘onshore”)

In the United States, the principal forms of business organization are sole proprietorships,
partnerships (general or limited), corporations (C or S types), and limited liability companies.
However, most of these forms are not suitable for establishing a hedge fund. Sole proprietor-
ships have no separate legal identity. General partnerships’ partners must assume unlimited
liability. C-type corporations are separately taxable entities, i.e. their profits are taxed when
realized at the corporation level and later when they are distributed as dividends at the investor
level. Lastly, S-type corporations are restricted to no more than 75 shareholders and cannot
have non-US residents as shareholders.
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(Limited Partners)
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US Limited
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Figure 4.1 A typical limited partnership structure

We are therefore left with two possible pooling vehicles that could serve the particular
needs of hedge funds, namely the limited partnership and the limited liability company. Both
are separate legal entities that are created by a state filing. Both offer the same limited liability
protection — the owners are typically not personally responsible for the debts and liabilities
of the business. Both are pass-through entities, i.e. no tax is payable at the fund level and the
tax attributes of the various investments are passed through directly to the investors. However,
there are a few differences between them.

® A limited partnership has one or more general partners and raises money from investors
who become limited partners. The general partners are responsible for running the fund and
can be held personally responsible for any debts the partnership incurs.! Limited partners,
in contrast, have no responsibility for making investment or management decisions and they
are not liable for the partnership debts. The most they can lose is their investment — though
with a hedge fund that is often a substantial amount.

e A limited liability company is a business entity with some characteristics that resemble a
corporation and other characteristics that resemble a partnership. It consists of property and
a single type of owner, who is called a member. Members are the equivalent of shareholders
of a corporation or limited partners of a limited partnership in that they own an economic
interest in the limited liability company. Unlike limited partners, some members (called
manager members) can be officers of the limited liability company and can manage and
control it. However, none of the members, including the manager members, is liable for the
debts and obligations of the company.

The limited partnership (Figure 4.1) has historically been the preferred structure in the US
for domestic funds, because it can easily accommodate investors subject to US income taxation
(pass through) and avoid the problems linked to a public offering of securities (limited number
of partners). The partnership structure also gives fund managers (general partners) the ability
to take performance fees as a profit allocation rather than as fee income, which reduces the
investors’ adjusted gross income (AGI). This can be an advantage because itemized deductions
on the investors’ individual returns are limited at higher levels of AGI.

!'In practice, general partners often take the form of a corporation or limited liability company in order to limit their liability. Note
that in the US, the principals cannot limit their liability from the application of the anti-fraud provisions of the federal securities laws.
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Figure 4.2 A typical limited liability company structure

However, limited liability companies (Figure 4.2) have recently emerged in several states
as a viable alternative.> Delaware in particular has become the home of numerous hedge funds
structured as limited liability companies because of its pro-business attitude, sophisticated
filing system and knowledgeable employees, which makes the formation process relatively
painless. In addition, Delaware generally allows more flexibility in the structure and operation
of a business entity than other states (e.g. greater ability for the shareholders to act by written
consent instead of via a shareholder meeting, and more permissible types of shareholder voting
agreements).

Note that non-US investors in a US-based hedge fund are subject to withholding tax on any
distributions, which makes US registration unattractive. Locating the fund in an offshore tax
haven eliminates the problem of withholding tax on distributions for non-US investors.

4.1.2 Outside the United States (‘“‘offshore’”)

Hedge funds domiciled outside the United States are generally structured as offshore open-
ended companies. The majority of them are registered in sunny jurisdictions such as the
Cayman Islands, British Virgin Islands, Bahamas, Netherlands Antilles or Bermuda for funds
investing in North and South America. Alternatively, Ireland (Dublin) may be used for funds
targeting Europe and willing to be registered there, while Mauritius, Hong Kong and Singapore
are the favourite offshore centres for Far East investing. The advantages offered by these
jurisdictions are obvious. They offer well-thought-through legislation, an easy registration
process, a reasonable level of confidentiality, limited reporting responsibilities, and last but
not least, a benign level of taxes. By contrast, when offshore funds come into contact with the
United States, they and their promoters encounter one of the most highly regulated investment
management jurisdictions and complex tax codes in the world (Figure 4.3).

The choice of a particular place of incorporation is extremely important for a hedge fund.
Several requirements will usually dictate the final choice, including:

® The tax-free or tax-favourable nature of the jurisdiction (profits, capital gains, distributions,
withholding taxes, deferring of incentive fees, etc.). Most offshore hedge funds operate tax
free as long as no nationals from the jurisdiction of organization are investors and local

2 Note that a few US states still consider the limited liability company as a separate taxable entity.
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Figure 4.3 A typical offshore corporation structure

operations are limited primarily to administrative operations. Therefore, the tax characteris-
tics of the underlying income no longer pass through directly to the shareholders (as in the
limited partnership) but the income is not truncated.

® The public image of the country, since this will directly affect the fund. In particular, the
Financial Action Task Force of the OECD has identified a series of jurisdictions that are
non-cooperative with respect to fighting money laundering. Most hedge funds will attempt
to avoid countries mentioned on this list to protect their image.

® The availability of competent local service providers, such as banks, lawyers, accountants,
administrators and staff.

® The various types of investment vehicles available.

® The operating costs. Some countries have developed a comprehensive scheme for the organi-
zation and administration of investment funds. This provides additional security to potential
investors, but increases the costs of establishing and maintaining a fund there.

® The convenience of the location in terms of travel time, time-zone difference, language, etc.
In particular, the time difference with European offshore jurisdictions can create important
administrative difficulties for US managers.

® The local regulations regarding confidentiality and secrecy, money laundering, restrictions
on investment policy, etc. In particular, most non-US investors do not want any information
about them reported to the US tax authorities.

® The targeted investments and their location.

® The targeted investors and their countries’ regulations.

In practice, most offshore funds maintain their custody and administration in the offshore
country, while the hedge fund adviser is located elsewhere, e.g. in the United States or Europe.

Offshore hedge funds generally attract the investment of non-US residents, who prefer to
retain their anonymity and avoid paying Uncle Sam taxes. They might not, however, escape the
scrutiny of their home tax jurisdiction, and this might result in a prohibitive level of taxation.
German tax authorities, for instance, consider any increase in the value of the fund as being
dividend income and tax it as such.

Offshore hedge funds also attract the assets of US tax-exempt entities, such as pension funds,
charitable trusts, foundations and endowments. The reason is that US tax-exempt investors are
subject to taxation in respect of unrelated business taxable income (UBTI) if they invest in
domestic limited partnership hedge funds — see Box 4-1.
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Box 4.1 Unrelated business taxable income (UBTI)

Under US income tax laws, most tax-exempt organizations engaging in an investment
strategy that involves borrowing money are liable to tax on unrelated business taxable
income, notwithstanding their tax-exempt status. In practice, UBTI includes any income
earned from investments that are financed with indebtedness. Yet, the entire strategy of
a hedge fund revolves around using leverage, which allows it to increase gains for the
shareholders. For that reason, tax-exempt investors, bodies or individuals would generally
prefer to invest in a corporation — including an offshore one — rather than in a domestic
partnership. As a result, fund sponsors usually organize separate offshore hedge funds for
US tax-exempt investors. This is the simplest way for tax-exempt entities to legally avoid
paying US taxes.

However, offshore hedge funds are usually not attractive to other traditional US investors

primarily for tax reasons. Indeed, prior to 1986, US individuals could invest in an offshore
corporation and avoid paying tax on any income from the investment until they disposed of it.
This situation changed in 1986 with the application of the so-called passive foreign investment
company (PFIC) rules. These rules were primarily designed to dissuade US investors from
deferring recognition of the income earned in a passive investment vehicle. According to
them, the income earned by an investor in a PFIC may be taxed in one of three different ways:

Qualified electing fund: the US investor elects on his income tax return to pay tax on a current
basis on the ordinary income and net capital gains from the offshore corporation, almost
as if the corporation was a limited partnership.> However, this requires that the offshore
fund issue to each US investor an annual statement detailing the investor’s share of ordinary
earnings and net capital gains generated by the fund during the year. Not all hedge funds are
in a position to calculate and supply such information. In addition, the offshore fund must
agree to allow the investor and the US Internal Revenue Service (IRS) to inspect its records
so that the income can be verified. Most offshore funds object to this requirement, which
may jeopardize the confidentiality of the other investors.

Excess distribution: US investors are taxed on a PFIC investment when they receive a
distribution in the form of a dividend or when they receive cash from the redemption or sale
of shares. To balance the implicit deferral, there is an interest charge to be paid in addition
to the tax liability.

Mark to market: if the PFIC fund is traded on an exchange, the investor can make a mark-
to-market election on his income tax return. Unrealized gain is treated as ordinary income
and unrealized loss is treated as an ordinary loss.

The choice between the three taxation approaches is at the discretion of the taxpayer. How-

ever, in practice, the first option is not always possible if the fund manager cannot comply
with the associated requirements, the second option is extremely complex, and the third op-
tion requires a fund listing, which is not always available. Consequently, most US investors
choose to stay away from offshore hedge funds. Last but not least, offshore entities are always
surrounded by an aura of suspicion by the IRS.

3 Tax losses do not pass through the PFIC investors.
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Figure 4.4 The typical hedge fund network

4.2 A NETWORK OF SERVICE PROVIDERS

Contrary to mutual funds, which tend to be large integrated monolithic structures with a large
number of staff, a typical hedge fund business is small, at least at the outset (Figure 4.4). Most
hedge funds operate through various external service providers to which certain functions are
delegated. This allows a small number of personnel to easily access a wide skill base. In return,
the service providers receive a specified fee from the fund pursuant to various agreements.

The use of specialized external service providers has often resulted in a better quality of
service at a lower cost than doing everything in house. This explains why quality hedge
funds tend to have better operational environments than traditional investment managers.* In
addition, since hedge funds are loosely regulated, spreading responsibilities minimizes the risk
of collusion between parties to perpetrate a fraud. Most hedge funds recognize these benefits
and, before starting operations, they establish relationships with all the necessary industry
service providers. Of course, the danger is that a network of service providers is only as strong
as its weakest link, and vulnerability arises in the coordination of activities between the various
service providers. It is therefore imperative to ensure that they work in harmony and that they
all perform the tasks they were initially expected to perform. Let us now focus on the various
roles of each player.

* For instance, the 1999 Global Investor/Latchly Management survey of UK traditional investment management firms highlighted
the poor support of in-house back-office for core operational functions, even in the larger firms. This problem should not occur in a
hedge fund, as an inefficient service provider would be promptly dismissed.
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4.2.1 The sponsor and the investors

The sponsor is usually the creator of the hedge fund. Most sponsors are entrepreneurs in nature —
they are former traders, stock analysts or portfolio managers who left investment banks, in-
vestment management firms and other large financial institutions to establish their own firm.
They were lured by the potential earnings but also by the idea of owning their own company
and leaving the burden of a traditional institution behind them. If the hedge fund is structured
as a company, the sponsor typically receives founder shares. If the fund is a limited partner-
ship, the sponsor (or an entity that he controls) is usually its general partner. In either case,
the sponsor controls the management of the fund apart from a limited number of major deci-
sions, and he receives an allocation of income from the fund based on performance — typically,
20% of the realized and unrealized appreciation of the fund each year over the high-water
mark.

Investors contribute capital and receive some form of ownership — in companies, they hold
shares and in limited partnerships they are the limited partners and have a capital account.
Most of the time, the sponsor will also be an investor and contribute his own capital.

4.2.2 The board of directors

Most offshore hedge funds have a board of directors to oversee the way the fund operates
and to ensure that corporate policies are followed. A board of directors normally contains
both interested and independent directors. Interested directors are typically employees of the
fund’s investment adviser. Independent directors, in contrast, should not have any significant
relationship with the fund’s adviser, which allows them to provide an independent check.
They are usually prominent individuals with diverse backgrounds in business, government or
academia, often with distinguished careers and experience.

In theory, the board of directors has a long list of duties:

e To review and approve the investment advisers’ contracts and fees, the selection of inde-
pendent auditors and attorneys, and the appointment of the fund’s transfer agent, custodian,
etc.

e To regularly verify whether the selected service providers have the relevant expertise to
work with the fund’s particular strategy. For instance, administrators must have the skills and
resources to value all the fund’s assets and not allow fund managers to overwrite valuations of
certain instruments; custodians must understand the legal aspect of ascertaining ownership
of the instruments they hold; lawyers must understand the strategy and the underlying
investments in order to recommend the disclosures and risk factors that are appropriate in
the offering documents, etc.

e To ensure compliance with the fund’s prospectus and the fair treatment of all investors.

e To oversee matters where the interests of the fund and its shareholders differ from the
interests of its investment adviser or its portfolio manager.

e To ensure that risk management guidelines are adhered to.

e To review the manager’s risk management system and check that it is relevant to the chosen
investment strategy.

e To review the operations of the fund manager himself and in particular issues such as cross-
selling between funds, allocation of trades, and personal dealings.
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In practice, however, it is questionable whether boards of directors have a sufficient under-
standing of the nature of the investment strategies utilized by hedge funds; their judgements
about investment strategy will therefore be of limited value. In addition, if ownership of a
hedge fund is concentrated in the hands of a limited number of sophisticated shareholders, the
role of the independent directors remains unclear. What criteria would they use that did not
involve substituting their judgement of risk for that of the investors they represent?

4.2.3 The investment adviser

The fund adviser is often the linchpin of a hedge fund. Most of the time closely related to
the sponsor, his role is to establish the hedge fund, organize it and run it. The activity of the
hedge fund adviser usually starts by overseeing the preparation of the legal and subscription
agreement, as well as the applicable limited partnership or limited liability company agreement
and the arrangements with external service providers. The adviser is also often in charge of
marketing and distributing the fund’s shares to investors, as well as providing periodic reports
to investors about the fund’s performance.

Having a separate entity to function as the fund adviser offers several advantages. First, it
allows the distribution of equity interests in the investment adviser entity to retain, motivate,
and compensate key personnel. Second, in many cases, the incentive compensation is paid
directly to the investment adviser rather than to the sponsor. The incentive compensation can
take the form of a performance fee, in which case it is an item of expense that is paid by
the hedge fund. Alternatively, if the investment adviser is, or is intended to become, a partner
(e.g., an investor) in the hedge fund, the incentive compensation can also take the form of a
performance allocation. The latter is a special allocation to the investment adviser’s capital
account of net investment income, realized capital gains, and unrealized capital appreciation
that would otherwise be allocated to investors.

The size and organization of hedge fund advisers varies greatly. It can range from one indi-
vidual with multiple hats and few formal procedures to large organizations with sophisticated
systems and numerous employees. However, in the US since February 2006, almost all hedge
fund advisers have been subject to many of the same requirements as mutual fund advisers —
see Chapter 3. This includes in particular registration with the SEC, the designation of a chief
compliance officer, the implementation of policies to prevent the misuse of non-public cus-
tomer information and ensure that the votes of client securities are used in the best interests
of the client, and the implementation of a code of ethics. In addition, the SEC is allowed to
inspect all registered hedge fund advisers at any time and may deny the registration of anyone
convicted of a felony or having a disciplinary record.

4.2.4 The investment manager or management company

The investment manager’s primary responsibility is to manage the portfolio of the fund from
an operational perspective and implement the recommendations of the investment adviser. The
investment manager normally covers his operating expenses by an asset-based fee.

In the case of an onshore fund, the investment manager is usually structured as a company
that belongs to or is affiliated to the fund sponsor. This limits the sponsor’s responsibility and
is often more efficient from a tax perspective. In the case of offshore funds, a single entity may
act as both sponsor and investment manager.
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4.2.5 The brokers

Unless a hedge fund has direct access to the market, it needs to place its orders with brokers.
The traditional solution was to use the services of an executing/clearing broker, which compiled
the best bids and offers, executed trades, and provided full reconciliation as well as limited
administrative services. These brokers were typically rewarded explicitly by a fee for custodial
and trade processing services, and competition was only about best execution, basic clearing
services and consolidated reporting statements. This was possible because there were very few
firms that catered to hedge funds in this capacity and consequently there was little pressure
on providers to improve their services. However, over the years, the increased importance of
hedge funds combined with their demand for additional services beyond simple trade execution
convinced a large number of investment banks to enter the market and develop their prime
brokerage activities.

Today, prime brokers should be seen as full service providers across the core functions of
execution and operations. Among the key services that they can offer are:

® (learing the trades: Prime brokers clear trades, which are executed with their own broker—
dealer, or if desired by the fund, which are executed with other brokers. When a fund
designates a prime broker, it instructs all its executing brokers to settle its trades with a
single firm. Then, when there is a trade, both the hedge fund and its executing brokers report
the trade to the prime broker. The latter settles the trade, custodies the securities or reports
to the designated custodian if the details match, or resolves the case with the fund and the
executing broker in the case of a mismatch. Trade allocation, confirmation and settlement
are consolidated with the prime broker, allowing hedge funds to maintain a small operations
staff but still execute complex and high-volume trades.

® Acting as global custodian: A key item of information for a hedge fund is the consolidated
reporting of trades, positions and performance. It is therefore common to see prime brokers
acting as global custodian for hedge funds.

® Margin financing: Most hedge funds use leverage to implement their investment strategy, but
commercial banks are usually unwilling to take credit exposure directly to all but the largest
hedge funds. Since prime brokers are able to take and monitor full asset collateral on their
loans, they can intermediate and provide the leverage that hedge funds require, typically
through revolving lines of credit, loans, or repurchase transactions. This streamlines the
credit and documentation process, given that the hedge fund is subject to only one internal
credit review and executes one master trading agreement and credit support annex with the
prime broker, rather than many agreements with multiple credit providers.

® Securities lending: The ability of a hedge fund to take short positions is a key part of its
trading strategy and it is the securities lending desk at the prime broker that mainly facili-
tates this process. Prime brokers maintain a securities-lending network, comprising banks,
large institutional holders and other broker—dealers, and act again as intermediaries — most
institutional securities lenders would not accept the credit risk of dealing directly with hedge
funds whereas they are more than happy to take exposure to the prime broker. Although
some pure custodians do offer limited securities lending and financing to hedge funds,
this is on a very small scale compared to the operations of prime brokers operating out of
broker—dealers.

® Risk reporting: As collateralized lenders (see below), prime brokers need to have robust risk
monitoring systems in place to protect them. It is therefore relatively easy for them to provide
customized periodic reports at no extra cost to their clients. These reports may concern the
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pricing of securities, or the risk of the portfolio (value at risk, liquidity, etc.), or may even
allow fund advisers to provide investors with some limited transparency information.

® Research: Prime brokers can provide access not only to their own research but also to third
party research, which might complement hedge funds’ own research and lead to additional
trades.

® Collateral management: To cover their exposure in the borrowing and securities lending
obligations incurred by the hedge fund and ensure their rights of legal recourse in the event
of default by the fund, prime brokers usually request some collateral. This collateral may
take the form of either a full transfer of some assets or a conventional mortgage or charge
over the hedge funds assets. Most prime brokers offer cross-margining facilities, i.e. the
positions that need collateral are grouped and margined together. Such an approach, where
offsets and hedges are taken into account, allows for the most efficient use of capital and
optimizes the collateral management process.’

® Capital introduction: Brokers are entitled to distribute private hedge fund information to
their own customers (i.e. potential hedge fund investors), even though the hedge fund itself
has no pre-existing relationship with the brokers’ customers. Prime brokers regularly arrange
for hedge fund managers to speak at various conferences they arrange, where high net worth
clients of the prime brokers are likely to be in attendance.®

® Valuation: Some brokers may also function as a source of pricing for certain types of
securities.

It is essential to understand that the prime brokerage relationship still allows hedge funds
to maintain relationships and execute trades with multiple brokers (Box 4.2), and yet provides
them with a centralized source of information and leverage. In fact, a prime broker transaction
occurs when a trade is executed by one party (the executing broker) on behalf of a hedge fund
which directs that the trade be forwarded to another party (the prime broker) for clearance
and settlement. The hedge fund then faces its prime broker as counterparty — the prime broker
mirrors the transaction with the executing broker as counterparty, effectively intermediating
between the two. The hedge fund obtains the economic benefit of the transaction, as intended,
while the prime broker assumes the credit risk of the executing broker.

Overall, the move to prime brokers was a paradigm shift that was both significant and
beneficial for the hedge fund industry. Most of the time, it resulted in simplified operational
procedures, better service and lower costs. Today, prime brokers provide a wide range of
essential services to the hedge fund universe, and many hedge funds would be unable to
carry out their investment strategies efficiently without them. However, this is also a win-win
strategy. With the development of this business model, prime brokerage-derived revenues have
burgeoned. Anecdotal evidence suggests that prime brokerage now accounts for more than
half of the equities division revenue of several leading investment banks. Big bonuses should
follow . ..

3 In the particular case of a prime broker acting simultaneously as a custodian, there exists a potential conflict of interest if the
fund defaults. Should the broker put the emphasis on holding the assets as collateral or rather as a safe custody function? This should
be clarified initially.

6 1tis likely that in the future, prime brokers will undertake more due diligence when promoting hedge funds via capital introduction
conferences. The NASD has recently stated that if a prime broker offers capital introduction services for a hedge fund, this could
be considered as a recommendation, depending upon its content, context and presentation, even when it does not explicitly suggest
a purchase, sale, or exchange of securities. Consequently, prime brokers must ensure that the recommendation is suitable for the
particular client notwithstanding the fact that the client is a qualified investor. Suitability means that the prime broker must have (i) a
reasonable basis for believing that the hedge fund is suitable for any investor (“reasonable-basis suitability”) and (ii) must determine
that its recommendation to invest in a hedge fund is suitable for the particular investor (“customer-specific suitability”). The first
condition implies that the prime broker has done a due diligence on the hedge fund, and the second that the broker knows the potential
investor sufficiently well to recommend that investment.
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Box 4.2 Trade execution

When (1) a hedge fund executes a trade with executing brokers, (2) those brokers inform the
prime broker and “give up” the trade. (3) The fund manager provides all trade information
to the prime broker. (4) The prime broker reconciles the positions between the fund and the
brokers, consolidates all securities and reports back to the fund manager (Figure 4.5).

Fund
Manager
4
1
3
Prime Executing
Broker |« Broker
2

Figure 4.5 Trade execution with a prime broker — the simplified view

In reality, the detailed execution of a trade via a prime broker is far more complex than it
first appears. As an illustration, let us review the various steps of a prime broker transaction
on a US stock executed with Morgan Stanley (Figure 4.6).

2
Executing » Settlement Agency Fund Manager
Broker (DTC, BoNY) (Client)
A ‘r
l 4
1 e
v Settlement .
4 > Systems
Fund Manager D ' 6 Operations
(Client) Liaison Team
3 Morgan 5
v .| Stanley
> 7
9
5 prmTommmeeTemeeey
v . Portfolio |
i Reporting ! kbbb f
e : 8 ' Automated |
v ) g
Y > reconcilation |
Trade date Overnight Trade date+1

Figure 4.6 Details of a trade using Morgan Stanley as prime broker

(1) The fund manager places his order with an executing broker.
(2) The executing broker submits the trade to a settlement agency.
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(3) The fund manager communicates the executed trade to Morgan Stanley Prime Broker-
age, which processes the trade into its system.

(4) The processed trade is submitted to the settlements system to set up a delivery vs
payment (DVP) or receipt vs payment (RVP) instruction to the settlement agent (e.g.
a depository trust account (DTC), or Bank of New York) vs the executing broker. The
DTC does an automated overnight match of instructions and sends back data of matched
and unmatched trades.

(5) The processed trade information and the settlements system information are submitted
to the portfolio system.

(6) The portfolio system feeds the trade and position data to the client — the client may
have a direct feed to the system or use Morgan Stanley portfolio reports.

(7) The portfolio system produces hard-copy reports for the client representative and the
operations liaison team.

(8) The client has the option of sending Morgan Stanley a feed of position and cash balance
data to be reconciled with the portfolio system data using Morgan Stanley internal
software.

(9) The reconciliation software produces reports of breaks between the client and Morgan
Stanley’s prime brokerage portfolio data.

For international trades, the process is similar, but the prime broker settlement system
sends instructions to the international depositories and agent banks. International trades
executed in a currency other than the local currency have a simultaneous transfer of cash
and securities. For offshore accounts, the prime broker can also provide automated links to
offshore administrators for communicating portfolio information.

Prime brokers’ fees vary greatly depending on the nature of the services they provide.
Moreover, obtaining comparable figures is usually hard. There are several different ways in
which prime brokerage firms can be remunerated for services rendered, e.g. directly via a
global fee or indirectly using spreads, ticket charges, stock loans or credit interest. In addition,
several prime brokers bundle their fees and use soft dollars, so that the exact amount a fund
pays for a particular service can be an elusive figure.

Today, the business of prime brokerage is concentrated in the hands of a few investment
banks (see Figure 4.7). Owing to their existing asset management, securities lending and
custody activities, these banks have natural competitive advantages and are able to offer a
complete front-to-back suite of technology products. However, as the prime brokerage business
has grown it has also become increasingly competitive and has moved from a demand-driven
to a supply-driven state. A few years ago, prime brokers were able to impose strict criteria
for being accepted as their client, such as minimum capital requirements, minimum volume
of transactions, minimum size of debit balances or volume of shorting transactions. Today, a
number of prime brokers offer capital introduction as an additional service at no extra cost
in an attempt to obtain more hedge fund business, or even serve as hedge fund incubators,
providing newly created funds with the technology, infrastructure, office space and back-office
services that they need to grow.

Several prime brokers have attempted to lock hedge fund managers into exclusive rela-
tionships by offering them value-added services such as exclusive research, tax-compliance
reporting, online communication, and trade date versus settlement date reconciliation. But the
desire to reduce counterparty risk, to preserve some privacy for their proprietary trades and
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Figure 4.7 Top ten prime brokers as of March 2006 based on the number of hedge funds as clients
(data from the CogentHedge database)

to clear and settle trades in multiple time zones has gradually persuaded the largest funds to
use several prime brokers simultaneously. This reduces the potential consequences of a major
prime broker failure but it also increases the complexity of the administrator’s task, since he
must ensure that he has all the feeds necessary to produce a daily profit and loss or position
statement. If the administrator fails in this task, or even worse, there is no administrator, the
consequences may be dramatic (see Box 4.3).

Box 4.3 The cases of Michael Berger’s Manhattan Fund and David Mobley’s
Maricopa family of funds

In 1996, Michael Berger, a 29-year-old Austrian, started a hedge fund called The Manhat-
tan Investment Fund Ltd. Following a strategy based on the overvaluation of the market,
specifically the internet sector, Berger engaged in short selling. He immediately started to
suffer losses but kept reporting large positive gains to his investors. This allowed him to
raise over $350 million of capital over a period of three years, while most short sellers were
displaying negative performance figures.

The reality came to light at the beginning of the year 2000: The Manhattan Investment
Fund had lost more than $300 million, but Berger had failed to disclose these losses. His
tricks were quite simple. The fund administrator used to calculate the fund’s net asset value
on the basis of daily statements sent by Bear Stearns that summarized the securities held by
Bear Stearns on the fund’s account. From September 1996, Michael Berger had started pro-
ducing fictitious statements from Financial Asset Management, supposedly another broker
to the fund, and sent them to Bear Stearns. The latter used both statements to compute the net
asset value, overstating the true value of the fund. As an illustration, the reported net market
value for August 1999 was $427 million, whereas the true value was less than $28 million.
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The fund’s auditor naturally requested information from Financial Asset Management. The
latter forwarded the request to Berger, who simply responded to the auditors as if the infor-
mation was coming from Financial Asset Management, again producing fictitious reports
and overstating assets. Following the fund’s collapse, several investors filed a lawsuit at
the SEC against Berger (the fund manager), Bear Stearns (the prime broker), Deloitte and
Touche Bermuda (the auditors) and Fund Administration Services (Bermuda), an Ernst
and Young LLP affiliate (the administrator). The outcome is still unknown, but the case
resulted in closer monitoring by administrators, particularly when more than one broker is
alleged to be holding a fund’s assets. In November 2000, Berger pleaded guilty to one charge
of fraud, but he was never convicted. In August 2001, he changed his plea to “not guilty”.
A federal judge in New York first ruled on 9 October 2001 that Manhattan Investment Fund
had to pay back $20 million to investors, representing fees collected. Since the fund only
has about $240,000 left, it is hard to believe that investors will ever receive anything. As
a matter of comparison, total legal costs are already above $9.5 million. Berger failed to
appear at his sentencing hearing on 1 March 2002, in New York City.

The case of David Mobley is even more striking. In 1993, he announced that he had
created a “black-box” timing tool to predict market movements and he started a group of
hedge funds (Maricopa Investment Fund, Ltd, Maricopa Index Hedge Fund, Ltd, Maricopa
Financial Corporation, Ensign Trading Corporation, etc.). Until the end of 1999, he regularly
provided statements to his investors showing stunning gains of above 50% per year without
any losing year. However, his performance was not audited, officially because it would be
too easy to copy his proprietary trading system. The reality was that during these seven
years, David Mobley used most of his clients’ money to fund his lavish lifestyle and to
actively invest in many of his own businesses as well as in local charities. All Mobley’s
close relatives held the fund’s top positions, including his older brother William (President)
and his 25-year-old son David Jr (Vice-President and Head Trader). Furthermore, it was
revealed later that David Mobley had a grand-theft indictment, had been convicted of
passing bad cheques, had made false representations on his application to the National
Futures Association and had also previously declared personal bankruptcy.

The establishment of a prime brokerage arrangement requires specific legal documentation
that sets forth the rights and responsibilities of the client, the prime broker, and any executing
dealers. This document usually includes:

® A prime brokerage agreement, in which the prime broker agrees that the hedge fund may
enter into transactions with dealers approved by the prime broker, and that the prime broker,
rather than the hedge fund, will become the party to these transactions. Lastly, the agreement
describes the procedure by which the prime broker will be notified of the transaction and
specifies a list of allowable products and the applicable limits in terms of amounts.

® A give-up agreement between the prime broker and the executing dealer, in which the exe-
cuting dealer agrees to give up its trades, on a principal basis, to the prime broker for trade
processing, subject to compliance with specified terms. As such, the prime broker becomes
the credit and accounting consolidation vehicle, managing the customer’s settlements, con-
firmations, record keeping and other administrative tasks. A give-up agreement is normally
executed as a master ISDA agreement, supplemented by a give-up agreement notice for each
prime-broker client that will execute trades with the applicable executing dealer. The give-up
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agreement notice clearly identifies the client (in our case: the hedge fund) and specifies the
allowable products, tenors and specific limits that apply to the trades that the prime broker
must accept for that client. This allows an executing broker to verify for a given trade and a
given hedge fund whether the prime broker is obliged to accept the give-up of the transac-
tion. If a trade falls outside the limits specified in the give-up agreement, the prime broker
can still be contacted for explicit approval, but he may decline the execution.

® A compensation agreement between the hedge fund and the executing broker. This agreement
provides for the compensation of losses, costs or expenses incurred in the close-out of a
position in the event that the give-up of a transaction is not accepted by the prime broker. In
practice, the risk of a prime broker rejecting a trade is minimal, but it is always preferable
to provide for such risk and its consequences in advance, rather than after the event.

Needless to say, a prime broker must always maintain a complete separation between its
prime brokerage operation and its proprietary trading desks, if any. This separation should
also include technology, research and operations departments. Prime brokers are also required
to give equal treatment to their clients’ transactions, whether executed with their own trading
desk or with other brokers.

4.2.6 The fund administrator

Historically, as long as the hedge fund industry operated on a fairly modest scale, the role of
the hedge fund administrator was rather limited. Most onshore hedge funds were internally
administered and only offshore hedge funds outsourced their valuation to external offshore ad-
ministrators, primarily to avoid US taxation.” Most of these offshore administrators were small
boutiques often seen but not heard, and they played a very limited role for hedge fund managers.

As the hedge fund industry developed and the product offerings expanded, hedge fund man-
agers had to cope with more and more challenges such as a changing regulatory landscape, the
increased demand from investors for additional services and more frequent reports, and the
request for full independent pricing and net asset value (NAV) calculation. The role of fund ad-
ministrator therefore started to strengthen and the small boutiques metamorphosed into a num-
ber of highly professional businesses, operating with the help of highly advanced technological
systems.® Today, the primary role of a hedge fund administrator is to provide back-office support
by taking responsibility for the operations, administrative, accounting and valuation services,
and the investors interface, thereby allowing the fund manager to concentrate on his trades.
However, the level and scope of work involved varies substantially, depending on the type of
hedge funds covered, their sophistication, and the activities already covered by the prime broker.

The NAV calculation is of paramount importance for a hedge fund and its investors, since its
result will be used as the basis for all subscriptions, redemptions, and performance calculations.
The first step in calculating the NAV is normally to download the daily trade activity of the fund
manager from his custodian and/or prime broker(s). Then, the corresponding portfolio listing
is matched to corporate action data supplied by various vendors to accrue dividends, coupons,
etc. Automatic reconciliation matches the portfolio to the trades fed from the manager and to
the holdings indicated by prime brokers.

7 Prior to 1998, an offshore fund using a US-based administrator would be considered as having its principal office within the US,
and therefore would be deemed taxable in the United States.

8 The dwindling number of administrators may suggest that they are gradually disappearing. The fact is that several acquisitions
took place over the past three years, thus reshaping the industry. Examples are Bisys/Hemisphere, Citigroup/Forum, HSBC/Bank of
Bermuda, Mellon/DPM, J.P. Morgan/Tranault, Northern Trust/IFMI (Barings) and State Street/IFS, to name but a few.
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The next step in the NAV calculation is to price all the positions. For non-concentrated
investments in liquid securities, fair and impartial valuations are fairly easy to achieve, as
recent transaction prices as well as marketable bids and offers are readily available from
major data feeds (Bloomberg, Reuters, IDC, etc.). But for many other less-liquid, restricted or
more complex investments favoured by some types of hedge funds, this is not necessarily the
case. Transactional prices may not be available, or securities may be difficult to value without
use of mathematical models. In such cases, the administrator must have a clear procedure
to determine a fair value for these securities independently from the portfolio manager. This
procedure should normally be outlined in detail in the offering document or in a separate
document, which must be properly approved by the fund’s board of directors.

In extreme market circumstances, when valuation becomes really problematic and the fund’s
board of directors may have to suspend dealing. For instance, during the 1998 Russian crisis,
some previously liquid Russian securities traded at US$ 11 bid/US$ 23 ask. If the valuation
formula for a particular hedge fund had stated that the NAV should be calculated on the basis
of the mid-price, then investors would have been able to indirectly buy and sell at $17. The
problem is that anyone buying or selling at the NAV would be diluting the remaining investors.
The simplest solution in such a case is to suspend dealing in the fund’s shares until markets
stabilize and become liquid.

The importance of having the fund valuation performed independently from those charged
with managing the fund cannot be overemphasized (see Box 4.4). In particular, a person who
performs, checks or approves net asset values should never receive incentives or inducements
based directly on the performance of the investment being valued, and should not report to
managers who do. People such as traders or portfolio managers should never perform final
valuations, or communicate prices to the administrator — except in very exceptional, fully
disclosed and auditor-approved circumstances. This separation of duties and independence in
mark-to-market has long been a fundamental principle of control in financial institutions, but
it is still inconsistently applied in the hedge fund industry. Not surprisingly, failures to separate
duties and lack of independence have often been important factors in recent valuation-related
hedge fund failures.

Box 4.4 Beware of valuation problems

A study by the financial services consultancy and technology provider Capco offers some
grist to the proponents of minimizing operational risk. The study investigated 100 hedge
fund failures over the last 20 years and found that half of them were caused by operational
problems rather than poor investment decisions. Valuation problems were an obvious con-
cern in a large number of cases (35%), and they were generally caused by one of the
following three factors (Figure 4.8):

e Fraud/ misrepresentation, such as a deliberate attempt to inflate the value of a fund, either
to hide unrealized losses, to be able to report stronger performance, or to cover up broader
theft and fraud. Examples of such cases include the failure of the Manhattan Investment
Fund and Lipper Convertible Arbitrage.

e Mistakes or adjustments, either for illiquid securities, or for large blocks where any
attempt to sell would move the market. Significant variations were observed depending
on which “correct” price was being used — i.e. the bid, offer or mid-point — especially
when it came to instruments where bid/ offer spreads were sizeable.
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Figure 4.8 Causes of valuation issues implicated in hedge fund failures, according to the con-
sulting firm Capco

® Process, systems or procedural problems, particularly for over-the-counter (OTC) instru-
ments that cannot be handled by automated processing systems. Faults included incorrect
pricing, but also positions being incorrectly captured on the fund’s books and records.

As mentioned in the Capco report, “the devil is in the details”, namely the procedures
for obtaining prices from independent third parties on a regular basis and verifying the
capability of these third parties to provide accurate prices. In cases of hedge fund failures
due to valuation issues, Capco found that fraud and misrepresentation was the cause in
57% of cases, followed by process, procedural or systems problems (30%) and mistakes or
adjustments (13%).

According to Capco, some strategies are obviously more sensitive to valuation problems
than others. Let us mention in particular convertible arbitrage (limited liquidity, complex
option clauses), mortgages, mortgage-backed securities and asset-backed securities (limited
liquidity, high dispersion of market marker quotes), credit default swaps, OTC derivatives,
bank debt, loans and distressed debt (illiquid and difficult to model), emerging markets
(liquidity issues), and highly concentrated positions, and positions that make up a large
proportion of a single issue (high market impact).

Note that there still exist a series of hedge funds that perform their valuations internally
rather than externally. The reasons vary from a lack of confidence in external administrators
to fear of the loss of a certain amount of control, or a focus on securities that are extremely
difficult to value — in some cases, the hedge fund is the market. Our view is that this approach
is definitely not acceptable for smaller boutique funds, where generally the organization is not
large enough to allow appropriate segregation of duties and an appropriate level of checks and
balances. It might be acceptable in the case of large organizations, provided there is sufficient
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segregation of duties and that appropriate checks and balances are in place. In addition, these
funds should have a detailed written valuation policy.

In such cases, it is also essential to ensure the independence of the financial/accounting
team running the valuations from the portfolio manager. This team should report directly to
the Chief Financial Officer or the Chief Operating Officer of the fund management company,
but not to the fund manager, and should be compensated on the basis of the overall profitability
of the management company rather than directly on the performance of any of the investment
vehicles managed by the firm. In addition, the fund should regularly use an external third party
such as an independent auditor to verify the accuracy of these valuations — a periodicity of
once a year is generally not sufficient.

In addition to net asset value calculations, most administrators also provide several adminis-
trative services, such as accounting and book-keeping, payment of fund expenses, including the
calculation of performance fees and equalization factors,” preparation and mailing of reports
to existing shareholders at regular time intervals called break periods,'? help with tax assess-
ment, basic legal support and even investor relations. In the US, hedge fund administrators may
also ensure blue-sky laws compliance, prepare and file tax returns, including the realized and
unrealized capital gains, and sometimes send some of the standard reports required by the SEC.

Administrators may also act as an independent body to ensure that the rules defined in the
prospectus and other documents are respected, and that laws and regulations are followed.
This includes activities such as paying the funds’ filing fees on time, making sure that accounts
are filed, and verifying that stock exchange rules and, more generally, international rules
are followed, etc.!! Lastly, administrators also provide hedge funds with several important
documents, e.g. a full set of financial statements, including a statement of assets and liabilities,
a statement of operations, a statement of changes in net assets and a portfolio. This is often
backed up by portfolio analysis and other statistics of interest to the fund adviser, such as
value-at-risk calculations. In the author’s opinion, the administrator may supply such data but
should not participate in the fund’s risk management function. The reason is that this latter task
is judgemental and should therefore be performed by another independent party. Nevertheless,
in times of crisis, the administrator should remain proactive in the interests of shareholders.

Naturally, a fund administrator charges fees for his services. Depending on the complexity
of the fund and the number of tasks performed, the administrator’s fees may be as little as a
few thousand dollars a year or go up to as much as 0.5% of the net assets per annum. However,
to know the true amount it is important to dig deeper than the announced figure because some
fees may be hidden or not immediately disclosed.'? Needless to say, most of the administrator’s
services are common to all hedge funds, and substantial economies of scale can be gained by
centralizing these functions and using cutting-edge technology and experienced personnel.

It should be noted that some offshore jurisdictions explicitly require the use of an independent
administrator operating within their borders. These administrators are usually subject to specific
licensing, auditing and record-keeping requirements as well. They are subject to anti-money
laundering provisions, which set forth client identification and record-keeping requirements

9 The subject of equalization factors is covered in Chapter 18.

10 Break periods typically coincide with redemption and subscription dates, departures or admittance of new partners, etc. Any
action that affects the hedge fund’s capital is likely to result in a break period and in the administrative costs of valuing the entire
portfolio. Note that reducing the number of break periods to reduce administrative costs is not really effective, since a valuation must
obviously be done each time a contribution or redemption is made.

! The new EU Savings Directive, for instance, requires administrators to analyse the character (i.e. original capital, capital gain or
interest/dividend income) of any monies distributed to or redeemed by an EU resident investor in a fund and, if applicable, report the
numbers to the investor’s local tax office.

12 As an illustration, some administrators may charge a few additional basis points for the set-up of the account, for US tax
preparation services, or even for custody services ... which are sometimes already adequately performed by the prime broker.
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Figure 4.9 Top ten administrators as of November 2005 based on the assets under administration (data
from the Hedge Fund Manager/Advent Software Hedge Fund Administrator 5th bi-annual survey)

in addition to obligations to report to the relevant authority in that jurisdiction any suspicious
activity with respect to the funds they administer (see Figure 4.9).

4.2.7 The custodian/trustee

The primary duties of the custodian (referred to as “trustee” in the case of a unit trust) relate
to the requirement to take into custody the assets of the investment fund on behalf of the fund.
After all, what is a fund’s extraordinary performance if the assets are not properly recorded in
the fund’s name? For simple stocks and bonds, this is not a problem, but for more complex
financial instruments, the legal document certifying ownership may take a different shape and
form and this could cause a risk to a hedge fund if the legality of ownership is not properly
ascertained at the right time.

In addition, the custodian is in charge of providing payment when securities are bought and
receiving payment when securities are sold, as well as monitoring corporate actions such as
dividend payments and proxy-related information. Most of the time, the fund’s assets consist of
cash and securities that the custodian does not possess but maintains on an accounting system
through a central depository. Lastly, the custodian is also responsible for providing periodic
reports on the transactions within the account, and ensuring that the operations of the fund are
conducted in accordance with its constitutive documentation and the relevant regulations.

The custodial fee can be a fixed fee or a percentage of net asset value, but when a prime
broker acts as de facto custodian, he may also charge on a transactional basis (see Figure 4.10).

4.2.8 The legal counsel(s)

Legal counsels (Figure 4.11) assist the hedge fund with any tax code and/or legal matters,
and ensure compliance with domestic investment regulations as well as with regulations of
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Figure 4.10 Top ten custodians as of March 2006 based on the number of hedge funds under custody
(data from the CogentHedge database)
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(data from the CogentHedge database)
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Figure 4.12 Top ten offshore counsels as of March 2006 based on the number of hedge funds as clients
(data from the CogentHedge database)

countries where the fund is domiciled or distributed. They usually prepare the key hedge
fund documents, e.g. the private placement memorandum, the offering documentation, and
the partnership and subscription agreement, as well as all necessary questionnaires (access-
accredited investors, qualified purchasers and new issues, etc.). They are also involved in
specific transactions and may address tax issues. A hedge fund should appoint a legal counsel
in appropriate jurisdictions, including where the hedge fund is domiciled and where the hedge
fund manager is located and operates (Figure 4.12).

4.2.9 The auditors

The auditors’ role is to ensure that the hedge fund is in compliance with accounting practices
and any applicable laws, and to verify its financial statements (Figure 4.13). The audit usually
takes place annually, in conformity with the relevant legislation under which the hedge fund
is established, regulatory requirements or the constitutive documents of the fund. The auditors
report and the financial statements are then sent to investors.

Investors tend to forget that, although the work of auditors is essential, the latter do not
normally review fund valuations in detail, unless explicitly requested to do so — for example,
in the case of funds that do self-valuations. In a recent survey by PricewaterhouseCoopers
entitled “Global Hedge Fund — Valuation and Risk Management Survey”, more than 25% of
respondents stated that they rely on the auditors for an independent review and verification
of the portfolio valuation. In reality, any testing of the portfolio valuation is usually restricted
to only one specific date (the balance-sheet date on which reporting is made) and/or sample
tested. Other hedge fund reports, e.g. weekly estimated net asset values, monthly statements
and quarterly reports, usually remain unaudited.
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Figure 4.13 Top ten auditors as of March 2006 based on the number of hedge funds as clients (data
from the CogentHedge database)

4.2.10 The registrar and transfer agent

The registrar and transfer agent retains and updates a register of shareholders of the hedge fund.
He also processes and takes necessary action for subscriptions and withdrawals of shares in
the fund as well as for the payment of any dividends and distributions, if any. The registrar and
transfer agent also checks the anti-money laundering documentation, and ensures that funds
are collected, matched to their application and paid over to the fund or back to the investor.

When a fund has no dedicated registrar and transfer agent, the administrator usually performs
the function.

4.2.11 The distributors

Some hedge funds handle their distribution internally, that is, without a separate distributor.
Their investors purchase shares in the fund directly from the fund or its registrar and transfer
agent. However, in some cases, shares are distributed through a sales force, which may either
be affiliated to the fund or independent, e.g. employees of independent broker—dealer firms,
financial planners, bank representatives, and insurance agents. This sales force will contact
potential clients directly in jurisdictions where this is legally possible, or assist clients willing
to invest in the fund on an “unsolicited basis™. In both cases, investors pay for the marketing
and distribution of fund shares through a front-end load charge that usually varies from 2 to
5% of the amount invested and is deducted from the net proceeds.'?

The use of commission-based external sales forces in the US calls for great wariness.
Someone who introduces investors to the fund as a finder, does not need to be registered as a

13 Note that dealing directly with the registrar and transfer agent does not necessarily reduce this fee. In some cases, it may even
increase the fee, since some banks refund a portion of their distribution commission to their clients when subscribing to third-party
hedge funds.
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Figure 4.14 Top ten listing sponsors as of March 2006 based on the number of hedge funds as clients
(data from the CogentHedge database)

broker—dealer. However, a finder implies a one-time situation involving a one-time payment.
If the introduction of clients becomes a regular event, the distributor must be registered as a
broker—dealer in the corresponding state or with the NASD.'* Otherwise, the introduction is
not valid, which means the private placement is not valid either. If the fund loses money, the
investor who was sold his shares by a non-registered entity could sue the fund and ask for his
full investment back on the basis that the offer was not valid. In addition, the state could sue
the fund for violation of broker—dealer rules.

4.2.12 The listing sponsor

Many institutional investors are restricted or prohibited from investing in unlisted securities
or securities which are not listed on a recognized or regulated stock exchange. A listing on a
recognized and regulated exchange can therefore provide a valuable marketing tool for hedge
fund and fund of hedge funds promoters. Several exchanges dedicated to hedge funds have
been established, notably the Irish Stock Exchange, the Channel Island Stock Exchange and
the Bermuda Stock Exchange. Most of the time, these exchanges offer no real liquidity or
trading opportunities, but they facilitate the marketing of the shares/units to specific categories
of investors.

Each hedge fund that wishes to list on the exchange is usually required to appoint an approved
listing sponsor (Figure 4.14), which is registered at the exchange. The listing sponsor provides
the fund with fair and impartial advice and guidance as to the application of the listing rules
It is also responsible for ensuring the fund’s suitability for listing prior to submission of an
application, and for dealing with the exchange on all matters in relation to the application for

14 Registration as an investment adviser is not sufficient, because there is no sale of advice.
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Figure 4.15 A typical side-by-side structure

listing. When a fund has been granted a listing on the exchange, the listing sponsor usually
continues to act as the primary contact for the fund with the exchange.

4.3 SPECIFIC INVESTMENT STRUCTURES

It is often the case that hedge fund advisers need to deal simultaneously with US and non-US
investors, or to provide particular conditions to specific investors (more transparency, better
liquidity terms, etc.). Fortunately, there exists a series of well-established solutions to these
requirements.

4.3.1 Mirror funds

In mirror funds, also called “side-by-side structures” (Figure 4.15) or “clone funds”, two
separate funds are created with identical or substantially similar investment policies, a common
investment adviser, a common portfolio manager and a common custodian/administrator. The
portfolio composition of the two funds is all but identical, although tax considerations and some
differences of investment opportunities may cause portfolio and performance differences.'”
The cloning process essentially consists of facilitating bunched trades among the cloned funds
and rebalancing cloned funds that have experienced different cash flows.

Mirror funds represent an effective solution to the problems inherent in reconciling inconsis-
tent regulatory regimes, because each cloned portfolio maintains its distinct legal character and
can implement individualized investment parameters. Take, for instance, the case of a hedge
fund investing in US securities. The adviser could establish an onshore limited partnership or
an onshore limited liability company for US investors, and a separate offshore company for
non-US investors. This offshore entity allows offshore investors to remain outside the US tax
and regulatory regime while allowing them to invest in the strategy pursued by the investment
adviser. The investment adviser usually has an investment management agreement with the
offshore fund under which the adviser’s fees are paid — this permits the investment adviser to
elect tax-advantaged fee deferrals from the offshore entity.

Mirror funds are very convenient for dealing with tax planning and tax-sensitive investments.
As each type of investor has its own structure, no conflict of interests arises. However, the

15 For instance, offshore investors will not hold US real estate in their portfolio, while US investors will.
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potential conflicts of interest are usually found in the trade allocation — at the end of each day,
the trades made by the investment adviser must be allocated between the domestic fund and
the offshore fund. In addition, side-by-side structures do not provide for economies of scale in
terms of account aggregation.

4.3.2 Master/feeder structures

Rather than running separate portfolios in parallel, some investment advisers prefer to aggregate
their investments in one master fund. In such a case, the master/feeder structure is an efficient
alternative.'® Simply stated, a master/feeder is a two-tiered investment structure in which
investors invest their capital in a “feeder” fund, which in turn invests in a “master” fund
managed by the same investment adviser (see Box 4.5). The master fund has substantially
the same investment objectives and policies as its feeders and will conduct all the investment
activities. Each feeder shares in the profits and losses of the master fund according to its
contributed capital. The flow of funds is of course reversed when an investor redeems his

Box 4.5 Master fund tax allocation

Master-feeder accounting is anything but simple. As an illustration, consider the example
of a master fund with two feeders. Initially, the offshore feeder invests $1 million in the
master, while the onshore feeder invests nothing. The first month, the master earns $50 000 of
unrealized gain, which goes entirely to the offshore feeder. Then, the onshore feeder invests
$1 050000 and becomes a 50% owner of the master. The second month, performance is nil,
and the securities are sold at the end of the month. Each feeder fund will receive $25 000,
i.e. 50% of the $50 000 realized gain. For tax purposes, though, that is not appropriate, as
the onshore feeder did not participate in any of the unrealized gain from the first month.
Although taxes do not apply to the shareholders in the offshore feeder, this is significant
for the partners in the onshore feeder, who are more acutely aware of tax issues.

To avoid the problem, it is necessary to track each feeder’s historical participation in the
master in order to determine how much taxable realized gain it should receive from the
master. A possible approach is the “aggregate allocation” or “book-tax differential” method,
which works as follows. New partners acquire a percentage of the entire partnership and
not a percentage of each individual asset, and the administrator maintains a “memorandum
account” to track each partner’s share of realized and unrealized gains and losses in the
partnership.!” Moreover, a similar calculation must be performed at the onshore feeder level
to fairly distribute taxable income based on each investor’s historic participation.

Note that it is relatively simple to determine how to allocate gains and losses to the feeders
invested in a master fund when all investors participate in the gains and losses on a pro-rata
basis. However, the situation gets more complicated when some investors are restricted to
participating in some securities such as new issues, as we will see later in this chapter.

16 A master/feeder structure is sometimes called a “fund for funds” — not to be confused with a “fund of funds”. In a fund of funds,
the portfolio manager invests in funds that he/she does not manage, while in a master/feeder environment, the feeder fund and the
master fund are managed by the same investment adviser.

17 See Advent Software (2002) for examples.
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Figure 4.16 A typical master/feeder structure

shares: the master fund makes a distribution to the feeder, which in turn pays back the investor.
Thus, the feeder fund is where investing starts, but the master fund is the entity where most of
the trading activity occurs (see Figure 4.16).

There are several advantages to using a master/feeder construction:

e Each feeder fund can have its separate identity, regulator, management, fee structure, invest-
ment minimum and/or distribution channel.

e Several categories of investors can participate in the same investment strategy. As an illus-
tration, fund sponsors may find it desirable, for tax or any other reasons, to establish separate
investment vehicles for US investors and for foreign investors. Rather than establishing two
separate investment vehicles (as is the case with the side-by-side structure), the sponsor may
establish an offshore master fund with a domestic feeder for US investors and an offshore
feeder for non-US investors.

e Master/feeders remove the administrative burden of splitting trades or using average prices
to allocate securities between several funds. In the master/feeder structure, all transactions
are centralized in one place.

e Master/feeders increase the critical mass of assets. This allows for a reduction in the number
of transactions and reduces the trading costs. It also increases the collateral available for
leveraged transactions, therefore yielding better terms for both feeders.

® Incentive fees can be taken either as a profit allocation from the master fund, or at the
feeder level. In the latter case, they can be structured as a profit allocation from the domestic
partnership and as a straight fee from the offshore corporation. This allows the fund adviser
to defer recognition of the income and thus the payment of the tax liability associated with
the performance fees earned.

On the negative side, the following should be considered:

® Master/feeder constructions can result in a conflict of interests between the tax-planning
needs of taxable US investors and the lack of such needs on the part of both non-US and tax-
exempt US investors. This conflict may relate to the realization of capital gains or losses, or
the payment of withholding taxes — see Box 4.5. It may also relate to US dividend tax rules,
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as US taxable investors generally prefer their stocks not be loaned so they can potentially
earn qualified dividend income (QDI), whereas non-US and tax-exempt investors, who do
not qualify to earn QDI, prefer their stocks be loaned to generate additional income.

e Offshore investors and their feeders often have more favourable redemption terms than
their onshore counterparts. When facing adverse market conditions, offshore investors may
decide to redeem their shares, forcing the fund to realize losses and affecting the continuing
onshore investors, who do not have the option to redeem.

® Due to the duplication of entities, master/feeder funds entail additional fees in terms of
operations and organization. This will be negligible for large funds, but may significantly
affect small start-up funds.

e When an offshore feeder feeds into a master fund, the offshore administrator may have to
rely on the valuation of the master fund to produce the NAV of the feeder, but has no access
to the master fund’s underlying data. This may result in a serious problem if the valuation
of the master fund is provided by the manager.

An essential question is: Where should the master fund be located? Two common types of
hedge fund structures exist — the US master-feeder and the offshore master-feeder. The tax
implications differ for each depending on the type of investor.

¢ In offshore master-feeders, the master fund is located offshore and is typically structured
as a corporation under local law. The master fund can remain offshore and eliminate the
potential risk of being classified as a US investment company and the necessity of blue-sky
compliance, or it can choose to “check the box™ and elect to be taxed as a partnership for
US tax purposes. In the latter case, the onshore feeder will receive “pass-through” treatment
for its share of the master fund’s profit and losses.

® In onshore master-feeders, the master fund is located onshore (Figure 4.17). This allows US
investors to invest directly in the master fund without having to set up another feeder.

In both cases, US source dividends earned by non-US investors in the feeder are subject to a
30% US withholding tax.

US Taxable US Tax-Exempt and
Investors Non-US Investors
Portfolio
Adviser
Offshore
Corporation
\ 4
Master Fund

(US Limited Partnership)

Figure 4.17 A typical onshore master/feeder structure
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4.3.3 Managed accounts

Some hedge fund advisers offer managed accounts rather than fund shares to some of their
clients, typically for accounts larger than $100 million. Simply stated, a managed account can
be seen as a segregated investment account in which the investor has direct ownership of the
individual securities in the account.

From an operational perspective, a managed account simply takes the form of an account
opened by the client at a prime brokerage house or at a bank. The fund adviser receives a
mandate to manage the account by giving orders to purchase and sell securities on behalf of
the client, as if he was managing his own fund. However, this mandate can be withdrawn
without notice, and the assets are held in the name of the client in a segregated account. The
advantages for the investor are full transparency and high liquidity, since he receives daily
reports from the prime broker about his position and can easily close his position within a few
days. In addition, since it is run independently, a managed account can be tailored to his unique
circumstances and objectives, including tax considerations, risk versus return requirements,
and other financial goals.

Several financial intermediaries have taken the managed account concept one step further by
creating managed account platforms (Figure 4.18). For a fee or a retrocession, these platforms
offer the full range of middle- and back-office services as well as independent valuation and
risk monitoring to fund managers that want to offer their clients managed accounts. In this
case, the fund manager is simply employed as an investment adviser, an agent, of the managed
account platform under the terms and conditions of an investment advisory agreement. He can
still run his own hedge fund independently of the managed account platform.

Marketers often cite managed accounts as the panacea when it comes to hedge fund in-
vesting and investor protection. However, the truth is that managed accounts also suffer from
serious limitations. In particular, the monitoring of security level positions remains a challenge
in itself, which is absolutely not resolved by managed accounts. The transparency offered by
the managed account may be at the security level, but it is completely useless if the investor or

Investor
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Fund Management mandate Management
Company
Sub-management
mandate cash
E v i
i Managed — ' _
I Account Bank & Securities ! Instructions
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e ' Execution
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Figure 4.18 Organization model of an advanced managed account platform — based on Giraud (2005)
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the managed account platform does not have sufficient resources to analyse risk exposures on
a daily basis, verify the pricing of all securities, check the risk limits, etc. And just looking at
the numbers is generally not sufficient. For instance, the Beacon Hill Fund, which collapsed
in 2002, was offering managed accounts. The average leverage Beacon Hill historically em-
ployed was eight times but the most that they could use was set at 15 times. So when Beacon
Hill’s leverage rose towards 15 times prior to collapsing, no alarm bells started ringing at any
managed account platform as this was still within the maximum permitted. Indeed, managed
account owners generally require a deep infrastructure to support the ongoing legal, opera-
tional, administration, risk management and daily oversight of the account — but not many
platforms actually have all these elements.

In our experience, another key limitation is that the best hedge fund managers are in so much
demand that they do not offer investors the facility of a separate managed account.'® Indeed,
managers agreeing to — not to say, needing to — offer managed accounts tend to be:

e New hedge fund managers who are having difficulties raising assets by themselves and hope
to grow by agreeing to do a managed account.

e Established managers who have gone through a period of poor performance, or a poor
environment for their strategy leading to poor performance, or faced redemptions, and
therefore are looking for new capital.

e Managers with weak or immature operational infrastructures in their main fund. Investors
often believe that the security and protection of a managed account will be sufficient to
negate or reduce operational risks while they will help the manager on his learning curve
to improve this part of his business. Needless to say, this belief is illusory. If a manager’s
infrastructure is not up to standard in his own fund, it is not going to be sufficient to meet
the demands of running the additional burden of a separate managed account.

e Managers that the investor does not trust sufficiently to invest in his fund. Here again,
investors somehow believe that having a managed account will protect them from the risk
of fraud or other operational risks. It is again our view that if you do not trust the manager
or have any reservations about his integrity or infrastructure, then you should not invest
with him, whatever the investment vehicle. Hoping to turn lead into gold by using managed
accounts is a pipe dream.

Last, but not least, managed accounts often depend on the institution behind the managed
account platform and its trading capabilities. Divergences in execution and restrictions in
terms of trading instruments or markets may result in important discrepancies between the
managed account and the original fund, particularly when considering less liquid instruments
or OTC derivatives. Moreover, in thinly traded markets, the fund manager will be doing the
trade on his own fund, but will have to wait for approval to allow the trade to be done on the
managed account. .. possibly until after the prices have moved.

Nevertheless, despite these disadvantages, managed accounts have taken off in recent years
for a number of reasons, including (i) the greater demand by institutional investors for trans-
parency, (ii) the growing use of structured products leading to increased liquidity requirements
and (iii) the increasing appetite for investable hedge fund indices, which are largely based
on managed account platforms. Indeed, managed accounts are the only practical solution for

13 A review of the blue chip managers shows they either have never offered a managed account facility or no longer offer it. As an
illustration, Caxton terminated all his separate accounts in the mid-1990s, and Tudor and Moore stopped offering such a facility in the
late 1980s and very early 1990s when they set up their own offshore and onshore funds.
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investors wishing to invest in hedge funds but requiring extreme liquidity conditions, e.g.
weekly or daily. But they should carefully assess the real costs and benefits of their decisions
before taking the plunge.

4.3.4 Umbrella funds

Invented more than 20 years ago in Europe, the concept of an umbrella structure has become
popular among some hedge fund managers. Umbrella funds are simply a collection of sub-funds
with a common or central administration and brand. Each sub-fund has a separate investment
policy and a separate portfolio of assets, and is run by a team of portfolio managers and analysts
(Figure 4.19). A net asset value is calculated separately for each sub-fund, and shareholders
are entitled only to the assets and earnings of the sub-fund in which they have invested.

Umbrella funds are tax-efficient, since investors can usually transfer shares from one sub-
fund to another without creating a capital gain, which would be taxable. Should investment
objectives and needs change over time, investors in an umbrella fund can usually also switch
between the sub-funds available, incurring reduced or minimal charges. They also provide
fund managers with greater market proximity and quicker reaction to customer requests, as
well as cost-effective sales within a standardized marketing concept.

The danger of umbrella funds is that under some regulations (for instance the British Virgin
Islands), the rights of creditors against one of the sub-funds would apply to all the assets of the
fund vehicle, implying a potential risk of cross-liability for other sub-funds’ shareholders. One
common way of limiting this risk is for each sub-fund to trade exclusively through a separate
trading subsidiary in order to ring-fence any liabilities.

As an alternative, several countries have implemented a protected cell company (PCC)
regulation, which allows for segregation of assets and liabilities between sub-funds of an
umbrella structure. Technically, there is only one legal entity, but the assets of each sub-portfolio
are, as a matter of law, ring-fenced and are thus not available to creditors of other portfolios.
In Delaware, where most US limited partnerships are formed, similar legislation is in place.
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Sub- Sub- Sub-
Fund Fund Fund

R

Portfolio of
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Figure 4.19 A typical umbrella fund structure
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4.3.5 Multi-class/multi-series funds

Some hedge funds have a single portfolio of investments but issue different classes of shares
to investors. This typically allows, for instance, distribution and accumulation shares to be
offered simultaneously, or different expense charges to be applied, depending on the investor
type, the amount invested and/or the redemption policy.

Another reason justifying the use of multiple shares concerns the fund’s participation in the
“new issues” market. A new issue refers to the securities of a public US offering that trade at a
premium to their offered price immediately after public trading has started. According to the
US National Association of Securities Dealers, certain categories of investors are barred from
participating in new issues. Hedge funds have therefore the choice of (i) staying away from new
issues, (ii) refusing restricted investors, or (iii) establishing a specific profit allocation procedure
(e.g. separate brokerage accounts and independent verification) to isolate returns from new
issues and deny participation in new issue profits to restricted investors. The last-mentioned
choice is relatively easy to implement with multiple shares, although the accounting may be
quite complicated if multiple shares are combined with a master/feeder structure — see Box 4.6.

Box 4.6 New issues and feeders

When there is a new issue and a non-new issue class in a master/feeder structure, there exist
essentially two methods of allocating the profits and losses from new issues to the feeders:
the “pro rata” method and the “look through” method (Figure 4.20). In the former, the new
issue profit or loss is simply divided based on the feeder’s ownership of the master. In the
latter, the administrator peers into the attributes of each participant’s capital to see whether
he is new-issue-eligible or not, and then comes up with the exact ratio.

Consider the following example. Feeders 1 and 2 each invested $200 in the master fund.
Using the pro rata method, since each feeder invested $200, they would each receive 50% of
the new profit or loss from the master. Using the look-through method and drilling down into
the attributes of each partner’s ability to participate in new issues, the onshore new issue part-
ner would get 60% or $150 while the offshore new issue partner would receive 40% or $100.

Onshore Feeder Offshore Feeder
(limited partnership) (investment company)
Restricted LPs: $100 Restricted shareholders: $100
Non-restricted LPs: $300 Non-restricted shareholders: $100
$200 $200
v v
Master Fund

Restricted LPs: $50

Non-restricted LPs: $150 60% of new issues
Restricted shareholders: $100
Non-restricted shareholders: $100 40% of new issues

Figure 4.20 New issues participation and feeders — the “look-though” method
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4.3.6 Side pockets

In recent years, many hedge funds have started combining illiquid — or what are sometimes
referred to as “special” or “designated” — investments in the same pool as traditional hedge
fund assets, which are by their nature marketable. If the designated investment is held in the
general portfolio and some but not all investors redeem, the remaining investors will hold a
disproportionately large interest in the illiquid and perhaps non-marketable investments owned
by the fund. This creates a serious liquidity threat, but also a valuation issue. Since designated
investments are by their very nature difficult to accurately price until their realization or the
occurrence of a liquidity event such as a public offering or take-over, their presence in the
general portfolio may distort the net asset value (NAV) of the fund. If the distortion is on
the high side, this will benefit investors redeeming before the distortion is determined to the
detriment of those redeeming later. If the distortion is on the low side, the opposite but equally
unfair result occurs. And related to valuation is the question of the manager’s fees that are
typically based on a percentage of NAV and a performance incentive over a hurdle or high-
water mark. In extreme cases, the distortion in NAV arising from mixing liquid and illiquid
assets may be so significant as to cause the NAV to be suspended because of the uncertainty in
valuation.

Several hedge funds have resolved these issues by creating mini-funds within the hedge
fund — often referred to as “side pockets”. A side pocket is in essence similar to a single-
asset private equity fund. When the fund acquires a designated investment, a portion of every
investor’s holding in the general portfolio at the relevant time is redeemed and exchanged for
a portion of the newly issued class of shares representing this designated investment. Investors
then have two classes of shares, the original ones (in lesser amount) and a side pocket (just
created). Investors continue to keep the same redemption rights in relation to the liquid portion
of the general portfolio, but they must hold the side pocket until the designated investment
is liquidated, which may take several years. Then, the proceeds of the liquidation are either
paid to the investor or reinvested by way of subscription into the general portfolio shares. Of
course, investors that subscribe fund shares after the creation of the side pocket will not be
affected by its existence. Side pockets, however, technically remain a part of the same fund
and are included in its NAV, so their valuations must be calculated at least monthly to comply
with generally accepted accounting principles.!”

Owing to their illiquidity, side pockets must be structured properly to align the interests of
investors and the fund adviser. In particular:

® [t should be clearly specified when the fund adviser can decide that an investment will be
structured as a side pocket. Otherwise, there may be a temptation to sideline a non-producing
asset in order to maximize the performance fee on better performing investments.

e Management fees should typically be charged on side-pocket assets based on their cost,
although some advisers mark-to-market for this purpose.

® Incentive fees should be charged only on realized proceeds, i.e. at the liquidation of the
side pocket.? Note that this may result in conflicting situations if not properly understood
by investors. For instance, a poorly performing side pocket may flatten the fund’s NAV,
but the adviser will still receive a performance fee based on the positive returns from the

19 The valuation of side-pocket assets may be done using a third-party valuation firm or calculated in house by the fund manager.
In either case, the fund administrator should request documents supporting the valuations. Typically, side-pocket assets are left at cost
until their estimated fair market values change significantly and in a way that can be documented.

20 Unlike a private equity fund, side-pocket losses do not result in the clawback of fees.
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larger liquid portion. However, if the more liquid portion of the fund has a negative perfor-
mance while the side pockets do well and bring the fund’s NAV into positive territory, the
adviser will not receive any performance fee — at least until the side-pocket investment is
realized.

® The funds’ constitutional documents and offering document should clearly disclose limita-
tions on the overall level of investments which may be allocated to side pockets (typically
a percentage of the overall assets) and which may require ongoing disclosure of allocation
and realization events as they occur. It is normally the role of administrators to monitor the
agreed upon side-pocket limit to make sure it is not exceeded.

When properly used, a side pocket is a useful tool, which adds flexibility to traditional
hedge fund structures. The side pocket’s ability to segregate illiquid and liquid investments
for accounting purposes allows hedge funds to take advantage of investment opportunities
that would otherwise cause valuation and liquidity issues. Side pockets can create a potential
private equity type vehicle of reasonable size within a hedge fund. In a sense, they even provide
more flexibility than a private equity fund, because they have no fixed maturity and therefore
no requirement to liquidate at a certain date.

4.3.7 Structured products

When there are legal, tax, currency or regulatory barriers to investing directly in a hedge
fund, it is usually possible to create a structured product that miraculously accommodates the
investor’s needs and provides similar economic benefits. Structured products are discussed at
length in Chapter 26, but the key structures that are used to create them are as follows.

In most cases, a structured product involves the creation of a special purpose vehicle (SPV) —
see Figure 4.21. This SPV acquires the hedge fund shares or becomes a limited partner in the
hedge fund and issues a back-to-back structured product that investors can buy. In the simplest
case, this structured product may take the form of a zero-coupon note whose principal is linked
to the performance of the hedge fund. The final investors are then note holders rather than
direct shareholders or limited partners in the hedge fund. In more complex cases, the structured
product may be engineered to provide capital guarantees, leverage, specific coupons, etc.

Investors
(note holders)

Y
SPV

. \ Portfolio
l Adviser

Hedge Fund

Figure 4.21 A typical structured product on a hedge fund, involving a special purpose vehicle
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4.4 DISCLOSURE AND DOCUMENTS

Hedge fund advisers typically provide information on their fund in a limited series of docu-
ments. Rather than being widely distributed, these documents are restricted to serious prospec-
tive investors.

4.4.1 Private placement memorandum (PPM)

As a matter of practice, the private offering memorandum or private placement memorandum
(PPM) is one of the principal vehicles by which hedge funds are introduced to potential
investors. It is an overview document designed to provide a summary of the key elements
needed to make an investment decision. The information disclosed in a PPM varies from one
adviser to another, but it is often general in scope and includes a considerable amount of surplus
verbiage. The reason is that this document serves many purposes, including legal ones.

The cover page of the PPM usually contains the name of the issuer, a summary description of
the securities to be sold, a date and a handwritten number inscribed to help record the destination
of each PPM. In addition, the first page often includes some self-serving exculpatory language
relative to the limited and private nature of the offering and the confidentiality of the associated
information.

There is no standard but the main sections of a PPM typically include: (i) an executive
summarys; (ii) the firm and fund investment philosophy and objectives; (iii) the biographies of
key investment professionals and members of the board of directors; (iv) a summary of the
terms and conditions, including the fees and expenses; (v) the investment track record and
prior fund performance; (vi) legal and tax matters; (vii) inherent investment risks and potential
conflicts of interest to investors, which serve as a notice of caveat emptor; (viii) accounting and
reporting standards; and (ix) information concerning the use of affiliated services providers.

4.4.2 Memorandum and articles of association

The memorandum and articles of association of a hedge fund together act as its constitution.
The memorandum is the charter of the company vis-a-vis the outside world, in particular the
parties with whom the company will transact business, either directly or indirectly. The articles
(sometimes called “by-laws”) set out the regulations for a company’s internal management and
ordinarily govern, among other things, quorums for ordinary and extraordinary meetings of
shareholders, quorums for meetings of the board of directors, voting rights of shareholders and
directors, various procedural rules for the conduct of such meetings, election of directors, the
binding signatory power of the company, the frequency of subscriptions and redemptions, and
the valuation procedures.

4.4.3 ADYV form

The ADV form is simply a form filed with the SEC by registered investment advisers. The
form contains information about assets under management, types of fee arrangements, types of
investments, other business activities, adviser backgrounds (including a 10-year disciplinary
history) and a firm balance sheet — see Chapter 3.
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4.4.4 Limited partnership agreements

Investors in hedge funds structured as limited partnerships enter into a specific limited part-
nership agreement. These agreements specify the respective rights and responsibilities of the
limited partners and the general partner, who is usually the investment adviser. For example,
these documents frequently list any restrictions on the percentage of an investor’s assets in the
hedge fund that a hedge fund will repurchase at any one time.

4.4.5 Side letters

Over the past few years, the hedge fund industry has witnessed a significant increase in the
use of side letters, particularly among early-stage and institutional investors. For the record,
a side letter is essentially a document that gives an investor contractually binding assurances
from either the hedge fund or its investment manager that modify the rights and entitlements
of that investor. Most commonly and in their purest form, side letters are used to cut side
deals outside the constitutional or contractual arrangements of the hedge fund with specific
investors, sometimes to the detriment of other investors.
Common terms in side letters include:

e Different fees: Investors love to negotiate reduced incentive and management fees on their
investment. Typically, these fees are specified by a side letter between the investor and the
investment manager whereby the manager agrees to rebate to the investor a part of the fee
it receives from the fund. Note that nothing in these side letters is unfair — some investors
end up paying more in fees than others, but all investors pay the fees they agreed to at the
time of their investment.

® Secured capacity: A hedge fund’s capacity depends upon the resources of its manager and
the strategy it employs. An investor may require from the manager access to a predetermined
amount of a fund’s future capacity in excess of his previous investment.

® Preferred liquidity terms: Side letters often require a fund to provide notice of important
events such as the resignation, death or other termination of a principal of the investment
manager, a large number of redemptions, a redemption by a principal of the investment
manager, a significant fall in the net asset value per share; or an investigation by a regulator
of the fund or of the investment manager. Special redemption rights for the beneficiary of
the side letter usually accompany such notification provisions. In practice, the principle of
preferred liquidity terms is highly questionable. If a crisis occurs, certain shareholders will
have advance notice and will be able to redeem their shares sooner than other shareholders.
The early redeemers will take whatever cash and liquid assets are available, and leave the
remaining shareholders holding the baby. The remaining shareholders will actually be worse
off than if the shareholders with the side letters had never invested in the fund. The directors
of the fund have to be extremely cautious before agreeing to such terms for fear of being
held personally responsible for any loss suffered by an investor who did not have the benefit
of such a side letter.

® Key man clause: In the event that a hedge fund manager is principally owned or controlled
by a few key persons, the fund’s success will depend primarily on their skill and acumen. A
typical key man provision provides that if the key man dies, becomes legally incapacitated or
ceases to be involved in the management of the hedge fund for more than a certain number of
consecutive days, the manager will notify the investors who may then immediately redeem
their investment.
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Transparency: some investors may require additional information or specific reporting re-
garding the fund’s portfolio.

Grandfathering: Grandfathered investors are ensured that, if there is an adverse change in
the terms of the offer of shares set out in the subscription agreement or the private placement
memorandum for new investors (e.g. an increase in the management fee), this change will
not apply to their existing and future investments.

Payment of redemption proceeds: Side letters often include a term stating that redemption
proceeds shall be paid all in cash rather than in securities-in-kind, and within a certain
period of time, which is usually sooner than the time period set out in the private placement
memorandum.

Most favoured nation: As the use of side letters has become more common, investors have
sought to protect themselves from less favourable terms or conditions than those provided
to other investors. An investor having the most favoured nation status is ensured that no
other current or future investor will be offered more favourable terms for investing unless
the same terms are offered to him.

As the use of side letters by hedge fund investors appears to be increasingly common, several

questions and concerns arise:

Do any terms of the side letter result in a breach of fiduciary obligation by the hedge fund’s
general partner, managing member or board of directors? If the answer is positive, then
the side letter might be non-enforceable, as fiduciaries to a hedge fund owe an identical
obligation to each investor. In such a case, it is preferable to create a separate class of shares
for any investor who requests specific terms or conditions. Otherwise, the directors of the
fund may be in breach of their fiduciary duties and may be personally liable for the losses
of these other investors, if any.

How can the adherence to numerous side letters be monitored, and in particular, how can one
avoid conflicting side letters? If a hedge fund is subject to the terms of several different side
letters, it is essential to ensure not only that the terms of individual side letters are tracked,
but also that no conflict arises.

Do the fund’s offering documents disclose that certain investors have received preferential
terms?

Does the systematic demand for the same type of side letter indicate that the hedge fund’s
offering documents are “biased””? Whenever possible, the manager should attempt to address
investors’ genuine concerns in an organized and comprehensive manner, e.g. by building
common side-letter items into the corporate documents.

Some regard side letters as “ticking time bombs”. However, side letters are also useful,

particularly for investors who have specific needs or reporting requirements that may not be
covered by a hedge fund’s offering documents. In order to avoid any detonation, hedge fund
directors and investment managers should therefore simply ensure that their side letters are
not unfairly advantageous to some or prejudicial to others.



5
Understanding the Tools Used

by Hedge Funds

Give me a lever long enough and a place to stand and I will move the world
Archimedes

Before going into detail about the various hedge fund strategies, we believe that it is useful
to introduce the basic tools used by hedge funds to implement their trades, namely, buying,
selling, short selling, buying on margin, using derivatives and leveraging. Several of these tools
are not used in the traditional investment world, which explains why people often have trouble
understanding them, or perceive them to be extremely complicated and/or purely speculative.
In this chapter, we will therefore cover the basic mechanics and rationale of each of these tools
and provide a good understanding of the subject-matter.

5.1 BUYING AND SELLING USING A CASH ACCOUNT

The key to successful investing —buy low and sell high —is one of the oldest pieces of investment
advice on record. It sounds so simple that one could hardly argue with it. In terms of operations,
the strategy involves two basic transactions, buying long and selling at a later date, hopefully
at a higher price. Its profit simply equals the difference between the sale price and the purchase
price.

Buying long is the most common strategy, at least from an individual investor’s perspective.
A hedge fund buying long has some cash and simply exchanges it for the security that it wants
to hold. In a sense, the transaction can be represented as a swap (see Figure 5.1). Once the
transaction has been concluded, the hedge fund has no further commitment. It fully owns the
security and enjoys all its benefits (dividends, coupons, voting rights, etc.).

Selling is simply the opposite of buying long. A hedge fund wanting to sell a security that it
no longer wishes to hold exchanges it for cash (see Figure 5.2). Once the transaction has been
concluded, the hedge fund has no further commitment. It fully owns the cash, and can use it
for any purpose.

Buying long and selling are called cash transactions, because they do not involve any
loan and do not require any collateral. All the flows take place at the same time, and do not
involve any future commitment. By contrast, other transactions are based on some form of
lending and therefore require the posting of collateral and repayment of the loan. In this case,
a securities company — typically a brokerage firm — will lend some securities or some cash to
the hedge fund and will hold other assets in the fund’s account as collateral for the loan. The
collateral in this case is termed margin and can be made up of cash, securities or other financial
assets.

The two major transactions requiring collateral are buying on margin and selling short. Both
are usually confusing for neophyte investors. While conventional security transactions involve
only two parties, the buyer and the seller, margin transactions involve a third party, the security
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Figure 5.1 Flows resulting from a long buy operation
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Figure 5.2 Flows resulting from a sell operation

lender. This is because both buying on margin and selling short imply borrowing an asset.
When buying on margin, the hedge fund borrows some cash; when selling short, the hedge
fund borrows a security. In the following, we attempt to clarify the differences between these
two strategies by looking at the detailed flows they generate.

5.2 BUYING ON MARGIN
5.2.1 Mechanics

Simply stated, a hedge fund buying on margin has no cash, but would like to buy a security
that it expects to appreciate in the future. It therefore borrows some money from a broker and
exchanges it for the security. Naturally, the broker will ask for some kind of collateral to secure
the loan (see Figure 5.3).

Later, once the hedge fund has enough cash and no longer needs the loan, it will pay it back
with interest, and receive back its collateral. The cash may come from the sale of the security
that was bought on margin, or from any other source (see Figure 5.4).

Cash lender

Cash Collateral

Cash

v

Market
(Seller)

Hedge fund

A

Security

Figure 5.3 Flows resulting from initiating a buy on margin transaction
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Figure 5.4 Flows resulting from closing a buy on margin transaction

There are several reasons for a hedge fund to buy on margin. First, buying on margin is
an efficient way of borrowing against the securities already held in a portfolio, using them
as collateral. The proceeds of such a loan can be used for both investing and non-investing
needs. The interest rate charged is usually lower than in bank loans, and the repayment terms
are much more flexible. Second, buying on margin increases the buying power and allows
a greater amount of securities to be purchased per dollar of capital (i.e. leverage). Indeed, a
fund manager buying on margin does not need to fully pay for his purchase — he just needs to
post some collateral. With little cash or even no cash, it is therefore possible for him to take a
position and enjoy its rise in price without really paying for it.

Brokerage firms also find several advantages in margin trading. They make money on both
the margin accounts (from the interest they charge on the loans) and the trading (from the
higher commissions they receive, due to the larger transaction sizes that leverage allows).
Since margin loans are always secured by collateral, the default risk of a borrower is relatively
limited. Indeed, the only risk is that the collateral plus the securities held in the margin account
decline in value to a point where they are worth less than the loan balance itself. This raises
two new questions. First, which type of collateral should be accepted? Second, how can one
prevent the value of the collateral from dropping below the balance of the loan? To answer
these questions and to prevent the excessive use of credit to purchase securities, most regulatory
bodies and exchanges have enacted rules that govern margin trading. Whatever the country,
these rules should cover three dimensions: minimum margins, initial margins and maintenance
margins.

To open a margin account with a broker and before any trade takes place, an investor must
deposit a minimum margin. This rule primarily targets small investors; it is not really relevant
to hedge funds, because the corresponding amount is small. For instance, in the United States,
the National Association of Securities Dealers (NASD) and the New York Stock Exchange
(NYSE) now impose a minimum of $25 000 in cash or fully paid securities in order to open a
margin account.! Of course, amounts differ in other countries and markets.

The initial margin requirement represents the minimum amount of funds an investor must
put up to purchase securities on credit. For example, with a 50% initial margin requirement,

! Note that this amount used to be only $2000 in the early days of electronic trading.
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the maximum amount of credit an investor can obtain from his broker to purchase stocks is
50% of the stocks’ value. An investor willing to buy one share of common stock valued at
$100 per share must do so with at least $50 of his own funds or additional collateral.

In the US, the Federal Reserve sets the initial margin requirement as part of its monetary
policy. Since 1934, it has changed 23 times, and even at one time reached a full 100% payment.
The current rate, setin 1974, is 50%. As a matter of comparison, the initial margin requirement
in the 1920s was usually around 10%. It resulted in high levels of margin debt and unstable
stock prices, and created perfect conditions for the stock market crash in 1929.

The maintenance margin represents the minimum amount of funds an investor must have
on his margin account to maintain an open position. It is expressed as a fixed percentage of
the total market value of the securities held on margin. For instance, in the US, the NASD and
the NYSE impose a minimum 25% maintenance margin requirement on their customers.

The positions purchased on margin are marked-to-market each day, which results in their
regular revaluation. The gains, or losses, associated with the daily price changes are applied to
the margin account. If the value of the margin account falls below the maintenance margin, the
hedge fund receives a margin call. This is basically a request to deposit additional collateral.
The fund manager can respond either by selling a part of his open position to reduce his
exposure, or by depositing additional cash and/or new securities, until the maintenance margin
requirement is met. The cash transferred due to a margin call is referred to as the variation
margin.

Of course, security lenders prefer having a collateral made of stable assets, such as cash or
T-bonds, while hedge funds prefer using risky securities (including the shares they purchased
on margin) to secure their loans.? Most of the time, security lenders use a haircut table, which
defines those securities that are accepted as collateral and the rule to determine their marginable
value (usually a percentage of the market value). The riskier the asset considered, the more
severe the haircut — for instance, cash and T-bills are usually taken at 100% of their value,
while a diversified portfolio of stocks may only be accepted at 50 to 70% of its value.

Regulators may change the minimum margin rules whenever market conditions justify it.
Brokerage houses must follow these rules, but they may freely apply more stringent require-
ments to their clients if they want to. In practice, most brokers officially request higher margins
than the minima set by regulators and exchanges, but they may further differentiate their mar-
gin requirements and haircut tables by individual stocks and by the trading behaviour and
credibility of their customers.

5.2.2 Buying on margin: an example

Let us now illustrate the mechanisms of buying on margin. Consider the case of a hedge fund
buying on margin 10 000 shares at $10 each. Its broker applies the 50% initial margin and the
25% maintenance margin requirements.

The current market value of the purchase is $100 000. In accordance with the 50% initial
margin requirement, the hedge fund would need to deposit collateral or safe securities worth
$50 000 into its margin account. The broker would lend the remaining $50 000 and execute

2 In the US a few securities cannot be used as collateral, e.g. penny stocks (stocks trading below $5), initial public offerings (not
marginable for 30 days), mutual funds held for less than 30 days, securities held in a retirement account, and securities held in a
custodial account.
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the purchase transaction. The hedge fund account would then appear as follows:

Assets Liabilities
Long stocks 100 000 Debit balance 50000
Equity 50000

The debit balance consists of the amount due to the broker, plus interest on this loan amount,
while equity is defined as the difference between the current market value of the long stocks
and the debit balance. The fund’s equity covers exactly 50% of the market value of the stocks
held long. The basic accounting equation is:

Equity = Assets — Liabilities
For margin investing, this equation changes slightly to:
Equity = Market value of long stocks — Debit balance

The equity will therefore change as the current market value of the long stocks rises and falls
and as interest is added to the debit balance. For the sake of simplicity, let us ignore interest
and focus on stock price movements.

If the stock price goes up, say to $12, the value of the assets will increase to $120 000. On
the liability side, the corresponding gain would be credited to the fund’s equity. The fund’s
equity would then cover 58.33% (70 000/120 000) of the market value of the stocks held long.
The hedge fund account would appear as:

Assets Liabilities
Long stocks 120000 Debit balance 50000
Equity 70000

If the stock price goes down, say to $8, the value of the assets will decrease to $80 000. On
the liability side, the corresponding loss would be attributed to the fund’s equity, which would
fall to $30 000. The fund’s equity would then cover 37.5% (30 000/80 000) of the market value
of the stocks held long, which is still acceptable since it is above the minimum maintenance
margin. The hedge fund account would appear as follows:

Assets Liabilities
Long stocks 80000 Debit balance 50000
Equity 30000

To trigger a margin call, the value of the hedge fund’s equity needs to equal 25% (the mainte-
nance margin) of the value of open positions. The corresponding threshold stock price can be
calculated as:

Equity = (Long stock value — Debit balance) = 0.25 x Long stock value
That is:

(10000 x Stock price — 50000) = 0.25 x 10000 x Stock price
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Solving yields a stock price equal to $6.6667. If the stock price reaches this threshold value,
the hedge fund account will appear as follows:

Assets Liabilities
Long stocks 66 667 Debit balance 50000
Equity 16667

The fund’s equity then covers exactly 25% (16 667/66 667) of the market value of the stocks
held long. Any additional drop in the stock price would further reduce the equity value, leading
to insufficient coverage of the position. The broker would have to issue a margin call — a request
to increase the amount of equity.

As an illustration, let us say that the stock price falls to $6 per share. The hedge fund account
appears as follows:

Assets Liabilities
Long stocks 60 000 Debit balance 50000
Equity 10000

If the fund decides to respond by depositing an additional amount of $5000 in its margin
account, the cash deposit will be applied against the debit balance. The new account status will
look like this:

Assets Liabilities
Long stocks 60 000 Debit balance 45000
Equity 15000

The equity finances exactly 25% of the long stock position. However, any subsequent decrease
in the stock price will prompt a new margin call from the broker. It would therefore be safer
for the fund manager to deposit an amount larger than $5000, or to liquidate some shares to
reduce its exposure.

Note that if the hedge fund manager ignores the margin call or is not reachable, the broker
is entitled to protect his interests without prior notice and bring the equity coverage into an
acceptable range by selling a portion of the long stock position. The fund manager has no right
to control such liquidation decisions. For instance, in the case of a diversified portfolio, the
broker can freely decide which securities among the ones collateralized will be sold. The fund
will be held responsible for any losses incurred during this process.

5.3 SHORT SELLING AND SECURITIES LENDING

Short selling — selling something that you do not own yet — is neither very complex nor
entirely simple. Nevertheless, it is a concept that many investors have trouble understanding
and its practice is among the most controversial activities on financial markets. Since it benefits
from falling prices, short selling is regularly criticized, particularly during times of crisis or
following major price declines. The general idea seems to be that short selling is malevolent,
morally wrong, and even against the word of God (Proverbs 24:17: “Do not rejoice when your
enemy falls, and do not let your heart be glad when he stumbles.”). However, as we will see in
this section, reality is not that sombre, and short sellers also provide markets with important
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Figure 5.5 Flows resulting from initiating a short sale transaction

benefits. Moreover, short selling is now a key tool used by hedge funds, but it is also a long-
standing market practice for other market participants such as market makers, broker—dealers
and investment banks. In order to understand market reactions, it is therefore necessary to
understand how short sellers operate.

5.3.1 Mechanics of short selling

Although short selling is commonly considered as one transaction, it really consists of a series
of basic operations.

The hedge fund sells a given number of securities that it does not yet own.* The buyer of the
securities is not aware that this is a short sale, but the short seller needs to make arrangements
to cover his delivery obligations before they fall due. Note that in some instances short sellers
make no delivery arrangements, either before or following the normal settlement date, and
let the open position run as long as market rules allow or until the market or settlement
system takes action to close the position out (Figure 5.5).

The hedge fund borrows the same number of securities from a security lender and contracts
to retransfer an equivalent number of the same securities at some point in the future to the
lender. The security lender receives a daily fee from the hedge fund, which is a function
of supply and demand for the borrowed securities. In addition, the hedge fund has to put
up collateral to provide the lender with a perfected security interest until the securities are
returned. This collateral can be either in cash or other acceptable securities, to at least the
value of the securities borrowed.

The hedge fund delivers the securities to the buyer with full legal ownership, including
voting rights. The sale proceeds are credited on the hedge fund account.

At some later date, the hedge fund will repurchase the same number of securities from the
market.

The purchased securities will be returned to the lender. The short position is then closed (see
Figure 5.6).

3 In some cases, the hedge fund may have already borrowed the necessary securities before selling them short.
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Figure 5.6 Flows resulting from closing a short sale transaction

To introduce some terminology, as soon as the stock has already been borrowed or is known to
be available at the time of sale, the transaction is commonly called a covered short. If the seller
does not yer own the stock he is selling and has made no provision to borrow or otherwise
provide for delivery of stock to the purchaser by the settlement date, the transaction is referred
to as a naked short. If shares are not found by the time the transaction must be settled, there is
a failure to deliver shares to the buyer.

Note that a huge increase in naked short selling could create a virtually unlimited quantity of
shares, even to the point that a normal market based on supply and demand could be seriously
distorted. One of the arguments frequently used against naked short selling is that brokers
and dealers accommodate stock price manipulation by permitting naked short sales to occur
when there is no possibility of actually delivering shares to the buyers. However, naked short
sales are not always associated with an attempt to manipulate prices. In fact, they can even
sometimes protect investors from price manipulation. For instance, market makers such as
intermediaries on the NYSE or the Nasdaq may choose to sell short if there is a sudden but
temporary series of buy orders on a stock with no real fundamental justification. Their short
sale will avoid an unjustified run-up in the stock’s price and stabilize the market.

During a short sale operation, the securities lender has in essence turned his security position
into cash while still retaining the economic benefits of ownership. This implies that there are
in fact two positions to consider when analysing a short sale: a “real” position occupied by the
buyer of the security sold short, and a “phantom” position held by the entity lending the security
to the hedge fund. As a consequence of the phantom position, the hedge fund is responsible
for any corporate action with respect to the stock lender. For instance:

e [f the corporation whose shares are held short pays a dividend, the hedge fund must pay the
amount of the dividend to the stock lender.

® [f the corporation whose shares are held short splits two-for-one, the hedge fund owes the
lender twice as many shares.

e [fthe corporation whose shares are held short spins off, the hedge fund is short two securities:
the original security and the spin-off security.

o [f the corporation whose shares are held short makes a rights offering, the hedge fund must
go into the marketplace and deliver the rights to the stock lender.

Technically, short selling does not require any initial investment — it just requires find-
ing a security lender and having enough collateral. Nevertheless, short selling involves
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important risks:

® A market risk. Short sellers must buy back an equivalent number of the same securities that
were sold. They are therefore exposed to the risk of the price of shorted securities rising
rather than falling.

® A recall risk. Borrowed securities may be recalled at any time by the lender. If the short seller
is unable to find an alternative lender, he will be forced to close his position and repurchase
the securities in the open market at any price. This is called a short squeeze, or a market
corner (see Box 5.1).

® A liguidity risk. With less liquid securities, the market may dry out and the sort seller may
be unable to find securities to buy, making it difficult for him to close out his positions.

Box 5.1 Examples of early short squeezes

The oldest short squeezes in the US date from the 19th century and involved well-known
industry barons, in particular Cornelius Vanderbilt and Daniel Drew.* For instance, the first
Harlem Corner (Figure 5.7) occurred in 1863, when Vanderbilt bought stock in the Harlem
Railway Company at around $8 to $9 a share and the New York City Council passed an
ordinance allowing him to build a streetcar system the length of Broadway. The stock rallied
to $75, but Daniel Drew conspired with members of the Council to sell the stock short,
repeal the ordinance, and thus force the price down. Vanderbilt secretly bought the entire
stock of the company, and forced short sellers to settle at $179 per share after the repeal of
the ordinance.

Traded volume Stock price ($)
60 000 - T 200
The first Harlem Corner
+ 180
50000
160
140
40000 -
120
30000 - 100
-+ 80
20000 -
-+ 60
-+ 40
10000 -
+ 20
0 ’ 0

24/08/1863

Figure 5.7 Stock price (black curve, right hand scale) and volume chart (grey shade, left hand scale)
of the first Harlem Corner

4 See for instance Allen and Gale (1992) or Chancellor (2000).
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Figure 5.8 Stock price (black curve, right-hand scale) and volume chart (grey shade, left-hand
scale) of the second Harlem Corner

Vanderbilt then decided to get authorization for his Harlem Railway extension directly
from the New York State Legislature. Hoping for revenge, Drew conspired with the unwary
state legislators, spread news about the likely passing of the legislation, pushed up the price
of the Harlem Railway, then proceeded to sell the stock short, defeated the bill and forced
the price down. The stock price dropped from $150 to $100 in two days. Vanderbilt bought
more shares than were actually in existence and forced short sellers — including Drew — to
settle at $285. This was the second Harlem Corner (Figure 5.8).

However, Vanderbilt was not always successful when fighting Drew. For instance, in
March 1868, Vanderbilt was doing battle over the Erie Railroad Corporation — he was
buying the shares while Daniel Drew and Jay Gould were short-sellers. At some point,
Vanderbilt had bought more shares than were in existence, and thought he had won the
battle. But Drew was a director of the company and surprised Vanderbilt by converting a
large hidden issue of convertible bonds into common stocks and flooding the market with
these new shares. This allowed him to cover his shorts and avoid the short squeeze.

Another famous example of a short squeeze occurred in spring 1901, as J.P. Morgan and a
group of investors led by Edward Harriman fought for control of Northern Pacific Railroad
(Figure 5.9). Harriman started by acquiring $40 million of the common stock, running just
a few thousand shares short of gaining control, but J.P. Morgan went out to acquire the rest
of the stock and his purchase sent prices soaring from $114 to $147 in five days. Noticing
the unusual and unjustified increase in the stock price, a group of short sellers built a large
short position. However, on 9 May, they realized that they could no longer cover their shorts
and the price jumped from $170 to $1000 during the day. The volume traded was 3 336 000
for the day, a record not broken until 1925. Morgan and Harriman agreed to settle with the
short sellers at $150 the next day.
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Figure 5.9 Price and volume chart of Northern Pacific around its short squeeze

The cost and difficulty of short selling is determined by supply and demand in the securities
lending market. Generally, it is relatively easy to borrow most large cap stocks in established
markets at a cost varying from 25 to 75 basis points per year. It is much harder to borrow
securities that have low institutional ownership or that are in high demand for borrowing —
typically the stocks many people believe to be overpriced. The cost may then increase dra-
matically, and the recall risk may be high. This leads to an interesting paradox: the securities
lending market works well, except when everybody wants to use it to sell short, in which case
it works very badly.’ This paradox explains why most hedge fund managers do not want to
disclose their short positions — the cost of borrowing securities rises when other investors are
also trying to short.® A key indicator to monitor is therefore the short interest, i.e. how many
shares have already been sold short. Last but not least, secrecy might be preferred if the short
seller wants to avoid being sued or harassed by the firm he is currently shorting.

If we ignore all lending and execution costs, it should be clear that a hedge fund engaged in
a short position will make money only if the repurchase price is lower than the original sale
price; the hedge fund will incur a loss if the repurchase price is higher than the sale price.
Consequently, the most obvious reason to short is to profit from an overpriced security or
market. More sophisticated hedge fund strategies may also use short selling as a hedge for

3 A good illustration of this phenomenon is the internet bubble period. D’ Avolio (2002) studied data on loan supply, loan fees,
and recalls from a large lending intermediary from April 2000 through September 2001. Although most stocks could be borrowed to
sell short for a cost of no more than 20 basis points per year, about 9% of the stocks (called the “specials”) had loan fees in excess
of 100 basis points per year, and the most difficult stocks to borrow had loan fees in excess of 25% per year. D’ Avolio also found the
unconditional probability of recall to be about 1% for a particular day, 2% over a month and 18% over the entire 18-month period.
The median time to reborrow the stock from another lender was nine days.

% The question of short sale and short position disclosure has been raised by regulators several times in the past. In the US, the
Subcommittee on Commerce, Consumer and Monetary Affairs of the House Committee on Government Affairs held hearings on the
market role of short selling and introduced a bill in 1990 that proposed requiring the public reporting of material short positions.
The US Congress did not take any action on the bill.
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other long positions with offsetting risk, or as a way to speculate on spreads, i.e. the difference
between two securities, as we shall see in Part II of this book.

Short selling relies heavily on securities lending, i.e. the practice of security holders making
their securities available for a small fee to sellers in the market, on condition that equivalent
securities be returned to them at a future date. Securities lending existed in the US in the 19th
century, but it only really gained momentum in the 1970s and 1980s with the liberalization of
regulations that had previously hampered the practice. Today, available official data suggest
that the US market size of open securities loan positions is close to $3 trillion.

The primary source of securities lending remains portfolios of beneficial owners, such as
institutional investors, pension funds and insurance companies. These investors are willing to
generate additional revenue on their long-term strategic holdings and they are motivated by the
desire to reduce custody fees for their portfolios. Although the returns on securities lending
are relatively small, particularly for the most liquid securities, a few basis points may matter in
a field as highly competitive as asset management. The second source of securities lending is
financial firms such as banks and broker—dealers acting as either agents on behalf of beneficial
owners, or as principal. For them, securities lending has turned out to be a business in its own
right, much more than an extension of a firm’s basic inventory management process. Most
broker contracts allow the lending of securities held in their margin accounts, and several firms
even borrow securities in advance, with the expectation that others will shortly be prepared to
pay more to borrow them (Box 5.2).

Box 5.2 Shorting and short squeezes

Before April 1932, US brokers could and did lend the shares of their clients without requiring
their secure written authorization. The New York Stock Exchange announced the end of
this practice on 18 February 1932, but most brokers were slow to request the necessary
authorizations. This led to several memorable squeezes, in which share lenders were able
to extract substantial concessions from borrowers. For instance, on 31 March 1931, US
Steel (Figure 5.10) — generally the most actively traded issue on the NYSE and easy to
borrow for shorting purposes — was loaned at a premium of 14% per day, i.e. an annualized
cost of more than 180% per year to maintain a short position. These high premiums did
not last for long, as brokers suddenly woke up and more shares became available for
lending.

Regulation SHO

In the US, Regulation SHO was adopted by the SEC and came into effect on 3 January 2005.
Its goal is to control the potentially manipulative effects of abusive naked short selling and

extended fails-to-deliver of outstanding short positions. Among other things, Regulation
SHO:

® Prohibits a broker—dealer from executing a short sale order for his own account or the
account of another person, unless the broker—dealer: (i) has borrowed or entered into
an arrangement to borrow the security; (ii) has reasonable grounds to believe that the
security can be borrowed so that it can be delivered on the date delivery is due; and
(iii) has documented compliance with this provision.
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Figure 5.10 Evolution of the daily premium needed to borrow US Steel shares

e Mandates all clearing brokers to close out any fail-to-deliver in “threshold securities” by
purchasing securities of like kind and quantity 10 days after the normal settlement date.’

The rules include exemptions for market makers engaged in bona fide market-making
activities, and for certain transactions between brokers. Prior to this rule, it was common to
see some funds giving a vague indication to their broker, and therefore selling a share that
neither they nor their broker possessed. It was usually not a problem, because if the fund
or the broker bought back the missing stock the next day, the fund would be “flat” by the
time it was to be delivered anyway. However, in some cases, the stock was hard to locate
and borrow, and this would lead to a fail-to-deliver situation.

Is the situation much better with the SHO rules? Not necessarily. Complaints are regularly
heard that some brokers evade the requirements by passing fail-to-deliver positions from
one to another. What is more, Regulation SHO has unintentionally created opportunities for
short squeezes. The threshold securities list obviously identifies stocks where short sellers
(1) are active and (ii) did not find the necessary securities. Certain traders have reportedly
made large purchases of stocks listed as threshold securities, driving their price up, and
putting pressure on short sellers as their positions lose money and their prime brokers issue
margin calls. If the short sellers cannot meet these margin calls, they must close out their
positions by purchasing the shares, driving the price still higher.

7 Rule 203(c)(6) defines “threshold securities” as publicly traded securities where (1) for five consecutive settlement days, aggregate
fails-to-deliver at a registered clearing agency are 10 000 shares or more; (2) the volume of fails in a security is equal to at least 0.5% of
the reported total shares outstanding in the security; and (3) the security is included on a daily list published by an exchange identifying
securities that exceed specified fail-to-deliver levels.
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5.3.2 A detailed example

Let us now illustrate the mechanisms of selling short with an example. Take the case of a hedge
fund selling short 10 000 shares at $10 each. Its broker applies the 50% initial margin and the
30% maintenance margin requirements.

The current market value of the short sale is $100 000. First, the hedge fund has to check
with its broker to ensure that the shares are available for borrowing. Then, it needs to deposit
safe securities worth $50 000 into its margin account, and leave the proceeds of the short sale
as collateral.® The hedge fund account would then appear as follows:

Assets Liabilities
Cash 100 000 Short position 100 000
T-bills (collateral) 50000 Equity 50000

The short position represents the market value of the short stocks, while equity is defined as
the current market value of the assets minus the current market value of the short stocks. The
cash comes from the sale of the shorted stocks.

If the stock price climbs from $10 to $11, the (absolute) value of the short position increases.
Since the value of the assets does not change, the corresponding loss is absorbed by the equity.
The new hedge fund account would then appear as:

Assets Liabilities
Cash 100000 Short position 110000
T-bills 50000 Equity 40000

Now, the new equity amount represents 36.36% (40000/110000) of the value of the short
position, which is still above the 30% maintenance margin. Note that the equity is computed
as a percentage of the short position, because this is what changes when market prices change.

One may wonder which stock price will create the first margin call. With a 30% maintenance
margin, we have:

assets — market value of short position = 0.30 x market value of short position
That is:
$150000 — (10000 x Stock price) = 0.30 x 10000 x Stock price

Solving for the stock price and rounding yields $11.54. Assume that the stock price climbs
suddenly to $12 per share. The hedge fund account then appears as follows:

Assets Liabilities
Cash 100000 Short position 120000
T-bills 50000 Equity 30000

The equity value now represents 25% (30 000/120 000) of the short position — less than the
required 30% maintenance margin. The broker will therefore issue a margin call. The fund
manager must respond by depositing an additional amount of $6000 in the fund’s margin
account. The cash deposit will be added to the cash amount held on the assets side and to the

8 In the US, Regulation T requires that 150% of the value of the position at the time the short is created be held in a margin account.
This 150% is made up of the full value of the short (100%), plus an additional margin requirement of 50% of the value of the position.
A less conservative broker could allow the fund to purchase other risky securities later on with the short sale proceeds.
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equity on the liabilities side. The new account status will be as follows:

Assets Liabilities
Cash 106 000 Short position 120000
T-bills 50000 Equity 36000

The equity now represents exactly 30% (36 000/120 000) of the short stock position. However,
any subsequent increase in the stock price will prompt a new margin call from the broker.
It would therefore be safer for the fund manager to deposit an amount larger than $6000.
Alternatively, the fund manager may also use some of the cash to buy back some shares and
return them to the lender, thereby reducing his short position. Note that if a hedge fund ignores
the margin call, its broker may use the cash to buy back and close the short stock position, or
to bring the equity coverage into an acceptable range. The hedge fund will be held responsible
for any losses incurred during this process.

Once again, prime brokers have a key role to play in the short-selling process. Large prime
brokers are more likely to have access to hard-to-borrow securities. In addition, they can often
offer some sort of cross-margining facilities, i.e. positions held by the hedge fund in various
instruments which all require collateralization are grouped and margined together, taking into
account offsetting risks and hedges. Such an approach allows for the most efficient use of a
hedge fund’s capital and optimizes the collateral management process.

5.3.3 Restrictions on short selling

Despite its potential attractiveness, short selling is not widely practised. In fact, it is amazing to
observe how our current financial system and its constellation of laws, regulations, institutional
norms, variations in practice and fine print are obviously set up to encourage individuals to
buy stocks, but not to sell them short.

Since short selling increases the supply of long sale orders in the market, which in turn
increases the potential for both disorderly and manipulative trading, the common conjecture
seems to be that short sale restrictions can reduce the severity of price declines. Consequently,
many regulators have imposed a series of specific short sale constraints that mechanically
impede short selling, or at least restrict it to some market participants and/or some liquid
securities. These constraints vary from one market to another (see Figure 5.11), but some
examples are:

e In Sweden, traders can go short without having borrowed the shares in advance, while
individual investors must borrow the shares before they go short.

® In Greece, prior to 2001, short selling was only available to the members of the Athens
Derivatives Exchange.

® [n Brazil, a short seller must have a domestic legal representative.

¢ In Hong Kong, until 1996, short sales were only allowed for specific securities designated
by Hong Kong Exchanges and Clearing Ltd.

e In Taiwan, foreign and institutional investors are prohibited from shorting, and individuals
can only short with special authorization from the Ministry of Finance.

® In Chile, short selling and securities lending are allowed, but they are rarely used because
lending is considered an immediate, taxable sale at the highest price of the stock on the day
it is lent.

e In Turkey, stock lending is treated as a normal transaction and as such is liable to capital
gains tax.
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Figure 5.11 Evolution of the number of countries allowing short selling

In addition, several exchanges require short sales to be executed only in a plus tick or more
commonly in a zero-plus tick situation (Table 5.1). A plus tick (also known as an up-tick) rule
means that the short sale can only take place at a price higher than the last previous transaction
in that security. A zero-plus tick rule requires the short sale to take place at a price that can
be the same as the immediately preceding transaction but higher than the last transaction in
that security at a different price.’ Both rules are intended to prevent the short selling of a stock
that is already declining in price in order to avoid sending stock prices into a free fall. Not
surprisingly, no exchange has yet prohibited buying at a price above the last traded price, even
though one could argue that it pushes stock prices up.

In some countries, the crusade against short selling has been even more strident. In 1995, for
example, the Malaysian Finance Ministry proposed mandatory caning as the punishment for
short sellers, and declared that the beating would be “light, similar to the punishment carried
out on juveniles” — see Jayasankaran (1995).

These extreme views that regulators seem to have about short selling appear to derive,
at least in part, from the relative opacity that surrounds short sales and securities lending.
Since securities lending is a private agreement, it is extremely difficult to distinguish a normal
sale from a short sale. In addition, a few financial intermediaries (e.g. prime brokers) have
information on short positions and stock borrowing figures, while most market participants
do not, leaving those with the information in a privileged position. Several jurisdictions and
markets have therefore decided to improve the transparency of short selling by publishing

9 The tick condition that a security is trading in at any given time is indicated on quotation terminals by a “+” or a “—" next to the
symbol. On the consolidated ticker tape, a “4” symbol next to the price indicates a plus tick or zero-plus tick from previous trades.
Note that, in practice, the strict up-tick rule is hard to apply. Short sellers must never be second in line at a given price, as that would
cause the short sale to execute on a zero tick, which is prohibited. Similarly, short sales cannot be easily broken up and executed in
multiple pieces, as each transaction sent to the tape would have to take place on an up-tick.
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Table 5.1 Summary of short selling practice in various countries
Short Short
selling selling
Country permitted? practised? Short selling details and restrictions Tick rule
Albania No No
Argentina Yes No Only allowed for 16 stocks and cannot last more
than 360 days in a row. Securities lending is
rare and occurs only between brokers
Australia Yes Yes Liquid securities only, and maximum 10% of the Yes
capital issued may be sold short. Not allowed
during takeovers. Disclosure is required
Austria Yes Yes
Belgium Yes No No organized market for securities lending
Brazil Yes Yes Disclosure on securities lending
Bulgaria No No Short selling is prohibited
Canada Yes Yes Disclosure is required Yes
Chile Yes No Not market practice for tax reasons and cannot  Yes
last more than 360 days in a row
China No No Short selling is not permitted
Colombia No No Securities lending is not permitted
Czech Republic  Yes Yes Possible but the securities must be bought or
borrowed in the market before the settlement
Denmark Yes Yes
Ecuador Yes No Not market practice for tax reasons
Egypt No No Short selling is not permitted
Estonia No No Short selling is not permitted
Finland Yes No The transfer tax laws place a serious burden on
the activity
France Yes Yes
Germany Yes Yes
Greece Yes Yes Short selling has recently been introduced as part  Yes
of the ADEX securities lending programme
Hong Kong Yes Yes Liquid securities and underlying securities of a  Yes
derivative or an approved exchange-traded
fund. Extensive disclosure
Hungary No No Short selling is not recognized market practice
India No No Not allowed for foreign investors, but local
investors (i.e. retail investors and
broker/dealers on proprietary books) are
permitted to short sell in the market
Indonesia Yes No
Ireland Yes No Securities lending is limited
Israel Yes No Short selling in the market is permitted only
under certain conditions and circumstances
Italy Yes Yes
Japan Yes Yes Disclosure is required Yes
Jordan No No
Lithuania No No
Luxembourg Yes Yes
Malaysia No No Short selling and securities lending were
suspended during the Asian crisis of 1997
Mexico Yes Yes Liquid equities only, with restrictions for foreign Yes

investors. Disclosure required

(Continued)
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Table 5.1 Summary of short selling practice in various countries (Continued)

Short Short
selling selling

Country permitted? practised? Short selling details and restrictions Tick rule

Morocco No No

Netherlands Yes No Although permitted, short selling is rarely
practised. Disclosure required

New Zealand Yes No Not market practice for tax reasons

Norway Yes Yes Reporting required

Pakistan No No Short selling is not allowed

Peru Yes No Reporting required

Philippines Yes No Rules are not clearly defined

Poland Yes No Although permitted, short selling is rarely
practised

Portugal No No

Russia Yes No Short selling is not a recognized market practice

Singapore Yes No No restriction, but the exchange may declare a
security ineligible for short selling if
speculative activity is excessive

Slovakia No No

South Africa Yes Yes

South Korea Yes No Prohibited to insiders and available only for Yes
designated securities. Naked short sales are
not permitted

Spain Yes No Reporting required

Sri Lanka No No Short selling is prohibited

Sweden Yes Yes Disclosure required

Switzerland Yes Yes

Taiwan No No

Thailand Yes No Short selling is allowed only for securities listed
in the SET 50 index. Disclosure required

Turkey Yes No Short selling is allowed only for securities listed
in the ISE-100 Index. Disclosure required

United Kingdom Yes Yes

United States Yes Yes Short selling is permitted Yes

Venezuela No No

Zimbabwe No No

Source: International Encyclopaedia of the Stock Market, Handbook of World Stock, Derivative and Commodity
Exchanges, and various foreign nationals linked to the finance industry.

aggregated data on short sales. For instance, in April 2003, Hong Kong introduced a disclosure
requirement for short economic interests with a view to improving the transparency of the
economic interests of substantial shareholders in a company. The major benefit is that investors
can then see the extent of aggregate short selling in any particular security and draw their own
conclusions from that information. Of course, there must be a limit to the disclosure level as
well as to the public transparency, because knowledge of individual market participants’ and
market makers’ open short positions could jeopardize their trading strategies and expose them
to increased risk of being caught in a short squeeze. Hence, information is usually aggregated
per security and published on an anonymous basis. So far, we are not aware of any exchange
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Table 5.2 Example of a few short-selling disclosure regimes

Country Information required Frequency Collector/Publisher
Australia Aggregate net short position per security Daily Exchange
Canada 20 largest short positions Daily Exchange
Hong Kong  Short sales per security Twice daily Exchange
Japan Balance of margin transaction per “daily Daily Exchange
publicized stock™
Lending balances for “standardized Daily Margin lenders
margin transactions”
Balance of margin transaction per issue ~ Weekly Exchange + JSDA
Total balance of margin transactions Weekly Exchange + JSDA
Trading values of short selling Monthly Exchange + JSDA
United States Aggregate short position per security Monthly Self Regulated Organizations

(e.g. AMEX, NYSE, NASD)

publishing real-time information. The most frequent disclosure is twice daily, in Hong Kong
(see Table 5.2 and Figure 5.12 in Box 5.3).

Note that another approach to disclosure adopted in several jurisdictions, including Spain,
Sweden and Brazil, is to publish securities lending figures rather than short sales. In some coun-
tries these figures may provide a reasonably precise proxy for short-selling activity. In others,
they are less useful because stock lending is also used for other activities, e.g. receiving divi-
dends by parties to whom they offer some particular advantage (exercising voting rights, etc).

5.3.4 Potential benefits of short selling

Despite all the arguments advanced by its opponents, short selling brings with it numerous
benefits which should not be overlooked. In particular:

e Short selling contributes positively to market efficiency by conveying into the market nega-
tive information about securities, facilitating price discovery and reducing the likelihood of
overpricing of securities and irrational exuberance. This is borne out by Lamont and Thaler
(2003) and Ofek and Richardson (2003), who furnish empirical evidence that the restricted
availability of shares for borrowing inhibited short selling and contributed significantly to
the recent dot-com bubble.

e Short selling constitutes the first line of defence against financial frauds and even unjustified
bubbles. Rumours, false press or internet releases, and unexpected purchases may all cause
a run-up in stock prices, which may be followed by a sudden collapse, as the manipulators
sell their shares to the unwary. Without short sellers as a counterweight, the magnitude and
duration of such fraudulent surges are likely to be much greater.

e Short selling facilitates dealer liquidity provision, particularly where that service guarantees
liquidity on a continuous basis. For instance, by going short, a market maker or dealer can
meet a customer buy order when he does not hold the relevant securities in inventory, thus
facilitating liquidity and continuous trading.

e Short selling facilitates the implementation of several arbitrage strategies, which keep related
prices properly aligned (statistical arbitrage, pairs trades, etc.).
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Box 5.3 The pulse of the market: short interest

The monthly or daily short interest in a market is not necessarily representative of the
intra-day shorting activity. As an illustration, Diether, Lee and Werner (2005) studied the
first six months of 2005 and found a tremendous amount of short-term trading strategies
involving short sales. According to their study, short sales represent on average 27% of
Nasdaq share volume while the monthly short-interest for the same period was only about
3.1% of shares outstanding. Most of the short-term short-sale strategies cannot be explained
by the activities of equity and options market makers, which are exempt from short-sale
rules. Short selling by exempt traders represented only 7.8% of reported share volume,
leaving the remaining 18.9% unexplained.
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Figure 5.12 Evolution of the short interest ratio for the Escala Group stock. The short interest ratio
is the ratio of the number of shares sold short over the average daily trading volume

Unlike investment banks and financial intermediaries, short sellers have no conflict of in-
terests because they have no ties with the companies they are targeting (see Box 5.4). Their
research is independent, and sometimes visionary. In 1989, for example, the House Committee
on Government Operations (Commerce, Consumer and Monetary Affairs Subcommittee) held
hearings about the alleged evils of short selling, featuring testimony from three supposedly
victimized firms. Later, the SEC charged the presidents of two of these three firms with fraud,
and their stock prices collapsed.

5.3.5 Alternatives to securities lending: repos and buys/sell backs

As we have seen, short selling requires an efficient market of securities lending. In practice,
when borrowing securities is difficult, there are several alternative ways of obtaining exactly
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Box 5.4 When Osama bin Laden sells short

Following the 11 September 2001 attacks in the US, David Ruder, chairman of the SEC
from 1987 to 1989, raised the question of whether terrorists may have profited from their
attacks by short selling stocks. Indeed, there had been a sharp increase in short selling
of the stocks of American (+20%) and United Airlines (+40%) during the month before
11 September. The trading activity far outpaced the rise in short selling for all stocks on the
New York Stock Exchange — or other major airline stocks as a group (+11%) on the Big
Board, according to a computer analysis released by the New York Stock Exchange. After
11 September, Chicago Board Options Exchange data showed 1575 put options purchased
in United Airlines’ parent company five days before the attacks, whereas, on an average
day, only 390 such put options are purchased. Investors also bought 2258 put options in
American Airlines’ parent company, compared with 220 on a typical day, and insurance
and other stocks also experienced an upswing in short sales.

Federal securities and law enforcement investigators immediately started looking at un-
usual trading activities in the stocks of AMR Corp. and UAL Corp., the parent companies
of American and United, as well as a number of other securities in the days leading up to
the terrorist attacks. Their general conclusion was that there were a number of legitimate
reasons for the increase in short selling that had nothing to do with terrorism. For instance,
the airline industry was in serious financial trouble even prior to the attacks, as business
and consumer travel demand slacked off in a weakening economy. Both AMR and UAL
had posted huge second-quarter losses in July and said they could be in the red for the rest
of the year. Moreover, short selling on the exchange had continued to increase month after
month.

It is interesting to note that a similar claim was made in 2005 in the UK following the
London transit system attacks, as it appeared that some had profited by short selling the
British pound in the 10 days leading up to the attacks. At that time, the pound had fallen
by about 6% (approximately 1.82 to 1.72) against the dollar for no apparent reason. The
fall did not go unnoticed by investigators, who wondered whether the terrorist masterminds
had decided to make some money out of their action or whether other investors with inside
information about possible attacks had taken advantage of that knowledge. Despite vigorous
efforts to find out who was behind the short selling, hopes are slim that the culprits will be
found.

the same economic outcomes, although the legal form and accounting and tax treatment may
differ. Let us mention two of them.

Sale and repurchase agreements (repos)

These are a good substitute for direct securities lending, and they form the bulk of bond lending
transactions. In a repo transaction, one counterparty (called the “seller”) agrees to sell securities
to another (called the “buyer”) for a fixed amount of cash, and simultaneously undertakes to
repurchase the same security at a future date and at a fixed price. In a sense, the seller acts
as a security lender — he owns the security, and lends it as collateral to borrow cash. The
lending fee is implicitly equal to the difference between the initial selling price and the agreed
repurchase price — it is usually translated into an interest rate which is referred to as the repo
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rate for that security. The buyer acts as a security borrower — he has invested money at the repo
rate, but obtained the security as a collateral.'” Most of the time, the principal of the loan in a
repo transaction is less then the full price of the collateral security in order to further protect
against any potential losses due to counterparty default. The difference between the price of
the collateral security and the loan amount in a repo is referred to as a haircut.

Repos are frequently used by hedge funds to finance their positions and manage their
leverage. On the flip side, reverse repos are often used as short-term investments. Note that while
repurchase agreements can be negotiated for any term, the majority of repurchase agreements
are for overnight terms and the counterparties often choose to renew the repo by renegotiating
the repo rate on a daily basis.

Buys/sell backs

These are similar in economic terms to repos, but are structured as two independent transactions,
i.e. an immediate sale and a purchase for a future settlement date. In a buy/sell back transaction,
the purchaser of the securities receives absolute title to them. In particular, he retains any
accrued interest or dividend/coupon payment during the life of the transaction — although from
an economic perspective, the repurchase price takes into account these elements. In practice,
buys/sell backs apply almost exclusively to bonds.

5.4 DERIVATIVES

Financial derivatives are another useful weapon in the trading panoply of hedge funds, and
yet they too are widely criticized. The term “derivatives” refers to a large number of financial
contracts in which a payment or delivery depends on the value of an underlying asset, interest
rate or index. A derivatives contract therefore derives its value from the value of another asset
or quantity, hence its name. In this sense, although most investors do not perceive them as
such, simple bonds are derivatives because they derive their price from the level of interest
rates — who said that all derivatives were risky and speculative?

Financial derivatives are not new. They have been around for years and are an integral part
of a market economy. Market historians found evidence of derivatives in ancient India, Israel,
Greece and Rome, as well as in medieval Europe and Japan (see Box 5.5). More recently, in
1865, the Chicago Board of Trade organized a large-scale agricultural futures market. However,
the real development of derivatives started when the United States and other industrial nations
abandoned the Bretton Woods system of fixed currency exchange rates. This resulted in extreme
fluctuations in currencies and interest rates, and was followed by an inflationary oil price shock.
Both elements created a strong demand for new hedging instruments that would facilitate the
transfer of various risks to institutions which, because of their greater financial reserves and/or
financial talent, were better able to manage them.

In 1973, the Chicago Board Options Exchange (CBOE) opened for business and started
trading options. This was the first time that an exchange itself had acted as counterparty rather
than being just the venue where the contracts were negotiated. But trading options without a
model was like wandering in the desert without a compass. Fortunately, the same year, Fischer
Black, Myron Scholes and Robert C. Merton provided the first reasonable mathematical model

10 Some people call the buyers activity a reverse-repo transaction.
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Box 5.5 The first derivatives users

Possibly the most ancient surviving story of two parties entering into a contingent claim
contract can be found in the writings of Aristotle, who recounted that Thales, the Greek
philosopher from Miletus, used to forecast in the stars the quality of the next season’s harvest.
He then made option-like agreements with olive-press owners in Chios and Miletus, in which
he undertook to pay them some money upfront in exchange for later exclusive access to
their olive presses if needed. When the harvest came, all producers suddenly needed these
olive presses and paid Thales high prices to use them. In a sense, Thales bought call options
on the olive presses to sp