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been limited. Neal Lomax, a partner at law 
firm Mourant du Feu & Jeune, says: “There 
has been a drop-off in structured finance 
activity, as there has been elsewhere with 
fewer banking and finance deals. However, 
the Cayman Islands remain the jurisdiction of 
choice for offshore investment funds.”

He believes the jurisdiction will have a 
big part to play in the ongoing process of 
deleveraging in Western markets. “Given the 
traditional ability of hedge funds to provide 
liquidity in the markets, Cayman will have 
an important role to play in global financial 
recovery,” Lomax adds.

However, challenges lie ahead. The G20 
is determined to reinforce global financial 
regulation, especially for entities such as 
hedge funds that are perceived – rightly 
or not – to pose a systemic threat to 

While the past year has not been 
comfortable for the hedge fund industry, it 
has not brought any significant challenge 
to the position of the Cayman Islands as 
the world’s leading offshore hedge fund 
domicile.

In fact, the financial services industry as 
a whole is healthy, according to the sector’s 
regulator, the Cayman Islands Monetary 
Authority. The number of banking and trust 
businesses and of fiduciary service providers 
as of September 30 was unchanged from 
the third quarter of 2008. The number of 
insurance businesses was in fact up slightly 
and the number of registered mutual funds 
fell just 4.4 per cent, from 9,640 to 9,218.

In purely statistical terms, the hit to 
Cayman caused by the recession in 
European and North American markets has 

Cayman examines 
fiscal vulnerability 

as financial industry 
rebounds

By Phil Davis
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Canover Watson, managing 
director of Admiral 
Administration

Fund administration 
takes centre stage

Another trend in the industry is the 
role of the administrator as “transparency” 
agent. Institutional investors increasingly 
ask the administrator to provide special 
reports directly to investors. These reports 
include such items as assets broken out by 
broker and security type, the percentage of 
securities valued by the investment manager 
versus those valued by an administrator 
or other third party and the percentage of 
securities valued using an exchange price 
versus broker quotes.

To position themselves as closely 
as possible to the manager’s skillset, 
administration companies are increasingly 
hiring staff with similar skills. “A greater 
depth of expertise is required as the assets 
become more esoteric,” says Watson. 
“We have beefed up our staff and we also 
work with third-party pricing agents in the 
valuation space.”

But no matter the level of experience 
of administration personnel, they will 
never have the answers to all questions 
of valuation. “There is an expectation gap 
between the roles of the administrator and 
the investment manager,” says Watson. “You 
cannot exclude the investment manager 
from the process completely because they 
are the real experts and know the assets – 
particularly the complex ones – better than 
anyone else. Our part is to do everything 
to ensure consistency and that policies are 
applied, and where the issues cannot be 
resolved with the investment manager to 
escalate them to the independent directors 
where appropriate.”

That means, effectively, that there is a 
partnership, and administrators have to 
tread a fine line between understanding the 
client’s business and making sure there is a 
full separation of responsibility. n

The administrator’s time has come. Once 
a relatively obscure part of the asset 
management industry, administration is now 
in the front line of services to hedge funds. 

“Given that self-administration – or external 
administration, which is limited in scope – 
appears to be a theme underlying many of 
the recent high-profile hedge fund collapses, 
independent oversight has become central 
to the hedge fund industry,” says Canover 
Watson, managing director of Admiral 
Administration. 

The role of administrators has grown as 
the role of individual banks has reduced. “In 
the last two to three years, most managers 
have started using multiple prime brokers so 
their ability to act as a one-stop shop has 
largely ended,” says Watson. The demise 
of Lehman Brothers and Bear Stearns only 
increased this trend, as hedge funds sought 
to avoid too much exposure to a single 
prime broker.

The result was a vacuum that has been 
filled by administrators. Watson notes: “There 
was a need to have someone to consolidate 
all the information that came from the prime 
brokers, to do all the reconciliations and 
pricing checks. Having an administrator 
which already has the IT connectivity to 
multiple prime brokers for straight- through 
processing of trade activity can create 
significant efficiencies and thus cost savings 
for a fund.”

The changing nature of the hedge fund 
industry itself has also enhanced the 
role of the administrator. The complexity 
of many of the assets, particularly the 
more illiquid ones, has created a need for 
strong, independent valuations. “Checks 
and balances are expected by investors, 
and daily reconciliations are now routine to 
ensure there are no breaks,” says Watson .

ADmiRAl  ADmin iStRAt ion
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stability. The G20 is also seeking greater 
transparency and co-operation on tax issues 
from offshore jurisdictions.

As a result, to its dismay, Cayman 
found itself in April on the Organization for 
Economic Co-operation and Development’s 
so-called ‘grey list’ of jurisdictions that 
had signed up to international standards 
of transparency and co-operation in tax 
matters but had yet to implement them to 
a satisfactory level. However, the Cayman 
authorities moved rapidly to put the 
situation right, signing a number of bilateral 
agreements in short order. A total of 14 
agreements have been signed to date and 
more are being negotiated.

The efforts bore fruit rapidly, with the 
OECD in August recognising Cayman 
(soon followed by the British Virgin Islands) 
as having implemented its tax standard 
after reaching the threshold of 12 tax 
information exchange agreements with 
other jurisdictions, deeming the jurisdictions 
to have “substantially implemented the 
internationally agreed tax standard”.

Service providers believe that justice 
has been done. Says Lomax: “Cayman has 
long understood the importance of effective 
regulation. As long ago as 2000 it was 
one of the first non-OECD jurisdictions to 
adopt the principles of transparency and 
exchange of information, and there has 
been a tax information agreement in place 
with the US since 2001.” In 2005, Cayman 
agreed to report the savings income of 
EU-resident investors to their home country 
tax authorities in line with the EU Savings 
Tax Directive.

However, Cayman must also face up to 
fresh legal and regulatory changes, notably 
proposed legislation in the US and Europe 
that appear designed to make it more 
attractive for promoters to establish alternative 
funds in onshore jurisdictions. The European 
Union’s proposed Directive on Alternative 
Investment Fund Managers would, in its 
current form, discriminate against hedge 
funds domiciled outside Europe and the funds 
of non-EU based managers.

For instance, Andrew Baker, chief 
executive of the Alternative Investment 
Management Association, says: “The 
apparent restriction on funds of hedge 
funds investing more than 30 per cent in 

third-country alternative investment funds is 
concerning.”

The problem is not necessarily the letter 
of the law as it stands now, but the fear of 
investors that regulation will increasingly 
become more draconian for offshore 
jurisdictions and the funds they service. At 
the margins, regulation may cause a loss of 
business to Cayman, with onshore structures 
preferred by nervy investors.

To some extent, the solution to this 
challenge lies within the grasp of Cayman, its 
government and its service providers. If the 
territory can improve an image that has been 
a regular target of onshore politicians and 
regulators – often unfairly, say many local 
professionals –it should be able to retain the 
vast majority of its business.

Peter Heaps, managing director of Carne 
Global’s Cayman office, says: “We need to 
improve corporate governance by bringing 
onshore skillsets to the offshore locations. 
Investors require the same high standards 
everywhere.”

One way of reassuring the investment 
community is to improve the quality of 
offshore fund directors, he says, and 
encourage them to be more proactive. “In the 
past some directors have been very passive, 
acting effectively in a nominee capacity,” 
Heaps says. “They have improved, but they 
still need to ask more questions about the 
funds and discharge their responsibilities 
better. In essence, they need to get the 
[investment] advisor to comprehend that the 
fund is not their fund and their money, it is 
the investors’ capital.”

In addition, transparency on Cayman 
funds, their owners and investors is limited. 
Says Heaps: “At the moment, it is very 
difficult to obtain details of any fund in the 
Cayman Islands; there is no repository of 
information.” This has historically been seen 
by detractors as a sign of secretiveness, he 
argues, and is negative for the jurisdiction’s 
image. CIMA is currently looking at ways of 
providing more transparency about the funds 
it oversees, and is considering a scheme to 
post certain details on its web site.

But Cayman’s service providers are 
not content to sit back and wait for the 
authorities to take the lead. Gray Smith, 
a partner at law firm Appleby, says: “It is 
important that the industry keeps adapting 

oveRv i ew
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Investors are embracing risk again and the 
hedge fund sector has bounced back to 
life. But things are not quite the same as 
they once were, and perhaps never will 
be. For a start, the wave of restructurings 
and liquidations is not yet over. In addition, 
the difficulties suffered by managers and 
investors alike have accelerated the trend 
towards new fund structures.

As Neal Lomax, a partner at law firm 
Mourant du Feu & Jeune, says: “We are in 
uncharted territory; the hedge fund industry 
has never been in a comparable situation.” 

The restructuring which started last year 
and is still ongoing at some funds, is largely 
due to a vicious spiral of redemptions 
followed by distressed asset sales, leading 
to a fall in NAV and further redemptions. Law 
firms such as Mourant du Feu & Jeune have 
been called on to give advice on suspending 
redemptions and NAVs, on gates and lock-
ups, on side pockets and restructurings and 
liquidations. 

“A fund may be restructured into a 
liquidating entity to hold and dispose of 
illiquid investments or as an ongoing entity in 
which the manager continues to manage the 
portfolio on behalf of investors who elect to 
remain invested,” says Lomax. “Alternatively, 
it may be converted into a listed closed-
ended vehicle.” Investors in such a vehicle 
might benefit from greater certainty on 
pricing, transparency and the ability to exit 
the fund by selling in the market, he adds.

Investors have also needed to protect 
their assets, and some of the larger ones 
have engaged law firms to obtain freezing 
and disclosure orders. Directors, too, 
concerned about their positions, have sought 
advice on their duties and on regulatory and 
compliance issues. Some have even brought 

claims against their own managers for 
breach of duty.

However, while a relatively small number 
of claims and counter-claims are meandering 
their way towards courthouses, the rest of 
the industry is now busy launching new 
funds and attempting to extract returns from 
existing ones.

But, scarred by the liquidity problems 
that ruined many a fund, there has been 
a marked shift towards “hybrid funds”, 
representing a convergence of the 
traditionally separate asset classes of hedge 
and private equity. These types of fund 
are not new, but the trend towards them 
has accelerated as hedge fund managers 
scramble to manage liquidity by side 
pocketing illiquid or difficult-to-value assets, 
often in return for restructured upside fees 
that are paid only on realisation of the 
underlying assets.

Lomax notes: “Managers will seek to 
structure new funds so that the duration 
and liquidity of the fund matches as closely 
as possible the duration and liquidity of the 
assets in the fund’s portfolio. For example, 
hedge funds with a mandate to invest in 
less liquid assets may incorporate fund 
terms more traditionally associated with 
private equity funds. These structures are 
attractive both to managers seeking to lock 
in assets and to investors looking at fees 
and predictability.”

The rationale for these funds has been 
created by the rising chorus of criticism 
of the traditional hedge fund model – 
particularly with regard to returns and 
manager remuneration – combined with 
the increased cost of stock borrowing and 
higher margin requirements at brokerage 
houses. n

The rise of new 
fund structures

mouRAnt Du Feu  &  Jeune

Neal Lomax, partner at law 
firm Mourant du Feu & Jeune
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and that the regulator is industry-friendly. 
But as much impetus for regulatory change 
comes from the law firms themselves as 
from the regulator.”

The Cayman government has been 
quick to move when it sees an opportunity 
to improve the attractiveness of the 
jurisdiction to service providers and their 
clients. This year it has enacted legislation 
on mergers and consolidation, instituted 
a new insolvency regime, made changes 
to the anti-money laundering regime and 
tabled amendments to the exempted limited 
partnership law.

Close co-operation between industry, 
government and regulator has been a major 
feature in the islands’ success to date. 
Says Lomax: “The Cayman government, 
the monetary authority and the financial 
services community will continue to review 
and enhance the regulatory framework, with 
a particular and renewed focus on liquidity, 
risk management, transparency and failure 
resolution.”

This relationship has been tested in 
recent months by the fiscal difficulties 
experienced by the islands. In October, the 
government secured a GBP38m loan to 
prevent an immediate fiscal crunch caused 
by a drop in revenues across the financial 
services industry, which underpins much of 
the local economy, including the close of 
some funds and the decline in assets under 
management across the industry. The UK 
government, which runs the external affairs 
of the British overseas territory, told the 
Cayman government it should implement 
fiscal reforms urgently, including perhaps the 
introduction of a corporate income tax.

This represented a dramatic swing from 
the fiscal position of most of this decade, 
when the islands’ budget was in good health 
as thousands of hedge funds were launched 
and other financial services business 
flocked to its shores. The government was 
confident enough about the sustainability of 
its revenue base to launch a sizeable public 
investment programme.

But the bill for that expenditure is now 
coming due, just as tax revenues are 
suffering with the decline in tourism and 
financial sector activity. Although funds 
do not pay direct taxes, the industry has 
contributed strongly to other economic 

activity that brings sizeable tax revenues. Car 
import duties, for example, have been an 
important source of revenues.

On June 30, the country was nursing a 
cash deficit of KYD81.1m (GBP63m), while the 
proportion of net debt to revenue was 86 per 
cent, exceeding a UK-imposed cap of 80 per 
cent. In late August, the government stopped 
paying its suppliers, and a war of words with 
London ensued after the UK government 
refused to guarantee a larger loan to clear 
Cayman’s budget shortfall.

The situation is, to a large extent, 
resolving itself as hedge funds and other 
financial sector businesses rebound, but 
some observers say the islands need 
to diversify the tax base to avoid similar 
situations in the future. The last thing it 
wants is to have to levy new taxes on 
business and reduce its competitiveness.

Peter Hughes, managing director of 
administration firm Apex Fund Services, 
says: “Cayman had to be bailed out by the 
UK government basically because of its 
focus on hedge fund servicing. If this starts 
to shift onshore, there will be a major threat 
to the islands.”

He argues that while other offshore 
locations have fiscal problems too, they 
may have broader bases. “In Bermuda, fund 
servicing is a smaller part of what they do,” 
says Hughes. “Banking and insurance are 
significant sectors there too.” That said, 
Cayman also has a significant banking 
sector, and in recent years it has carved out 
a useful niche in captive insurance vehicles 
for smaller businesses.

Smith says a general examination of the 
jurisdiction’s finances every now and again 
is no bad thing. “We are having healthy 
discussions now,” he says. “Before, the way 
the government managed its finances was 
never really talked about, so this can be 
seen as a positive development.”

Complacency seems the one factor 
that could derail the Cayman juggernaut. 
It commands such a position in the hedge 
fund industry that only wilful neglect could 
alter it. As Smith says: “The barriers to entry 
are too high for other offshore centres to 
take a significant share. There is no real 
reason for investors to go anywhere else – 
most say, ‘If the system ain’t broke, there’s 
no need to fix it’.” n

6 

Gray Smith, partner at law 
firm Appleby
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eRnSt  &  Young

Focusing on oversight 
in the post-Madoff 

world
For the hedge fund industry, the Madoff 
affair did not so much change the rules of 
the game, as embed them more rapidly and 
more deeply.

It has not only helped to enshrine the 
principle of the independent administrator, 
for instance, but created a desire for even 
greater oversight to ensure the quality 
of the Net Asset Value (NAV) and daily 
reconciliations.

Jeff Short, a partner in Ernst & Young’s 
Financial Services Office, explains: “In the 
past, the investment manager may have 
been involved in the calculation of the NAV 
either directly or through an affiliate. This 
has changed so the fund now has their own 
independent administrator calculating the 
NAV. Dovetailing into this post-Madoff, is 
increasing investor demand for Statement 
on Auditing Standard (SAS 70) reports of the 
independent administrator.”

The reports fall into two categories: Type 
I focuses on the validity of the controls in 
operation at the administrator to ensure they 
complete the specified control objectives; 
Type II tests the controls.

“Some administrators have had SAS 70 
reports in place for several years,” says 
Short, “but there is additional demand for this 
now.” The larger administrators have mainly 
completed Type II reports, while smaller and 
mid-sized providers are just now starting to 
rise to the challenge. 

The post-Madoff world also has to 
contend with greater regulation, not least of 
which is the anticipated re-establishment of 
the requirement for hedge fund managers 
with US-based investors to register with 
the SEC. 

 “For some of our clients, it involves 
considerable work to prepare,” says Mike 
Mannisto, also a partner in Ernst & Young’s 

Financial Services Office., “Some will have 
to expand their staffing to deal with it.” 
Some funds have more work to do than 
others in this respect. Notes Mannisto: 
“Many had fully prepared several years ago 
when the SEC first required registration, 
but some later deregistered. The proposed 
Alternative Investment Fund Managers 
Directive, whose impact is ostensibly limited 
to European hedge fund managers, could 
affect a wider constituency, Ernst & Young 
believes. “Many of our clients will have 
to consider this directive because they 
have global businesses, with operations 
and clients in Europe, the US and Asia,” 
says Short. 

The events of the last year or so have 
amplified the attention paid to corporate 
governance issues too. “Investors are 
asking to what extent independent directors 
managed difficult situations over the last 12 
to 18 months, for instance,” says Short. 

In addition to hedge funds feeling the 
effect of the Madoff affair, the lingering 
after-effects of the banking crisis are also 
having an impact on the sector. Personal and 
corporation tax is being raised – or is likely 
to be raised – in many developed countries 
as governments rebuild their finances. 
“We are seeing interest from investment 
managers considering moving to Cayman,” 
says Mannisto. There are some investment 
managers with a physical presence already 
in the Cayman Islands, while others are 
considering Cayman because of the potential 
tax benefits, the existing world-class 
infrastructure and technology, the island’s 
status as a hedge fund leader, and the 
overall high quality of life. n

The views expressed herein are those of 
the authors and do not necessarily reflect the 
views of Ernst & Young.

Mike Mannisto and Jeff Short 
are partners in the Financial 
Services Office of Ernst & 
Young. Both are based in the 
Cayman Islands.
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At the end of last year it was possible to 
believe that the hedge fund industry might 
be drastically reduced in size over the 
next couple of years, and that the Cayman 
Islands, home to the vast majority of the 
world’s offshore funds, would be in deep 
trouble too. However, confidence has 
recovered quickly, and sentiment has turned.

While most service providers have 
had a lean year, few have thrown in the 
towel. In fact, according to the Cayman 
Islands Monetary Authority, the number of 
administrators on the island with full licences 
rose from 99 to 100 over the difficult 12 
months beginning in September 2008.

There are a number of reasons for this, 
not least the amount of restructuring and 
liquidation that has taken place, but most of 
the process is now complete, according to 
Gray Smith, a partner at legal firm Appleby. 

“The restructuring of funds that went 
wrong has nearly worked its way through 
the system now,” he says. “However, a 
few funds failed to meet the terms of the 
arrangements they made with shareholders 
and are having to restructure again.”

Nevertheless, the emphasis is now on 
new funds, and this is likely to keep the 
service provider industry busy for the best 
part of 2010. Ingrid Pierce, head of the 
Cayman hedge fund practice at law firm 
Walkers, says: “Interest in launching new 
funds was somewhat patchy in the summer, 
but over the past couple of months this 
turned into solid instructions for the end of 
2009 and early 2010.”

The new funds are either restructured 
versions of funds that suffered large 
redemptions and falls in net asset value and 
are offered to existing clients under more 

Service providers 
come to grips 

with new investor 
requirements

By Phil Davis
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tR in i tY  FunD ADmin iStRAt ion

New opportunities 
for third-party 
administrators

The improved economic outlook has 
encouraged managers to launch a raft of 
new funds. In fact, the creation of new 
funds has nearly matched the number of 
liquidations over the last year, meaning the 
total number of funds in the Caymans is 
barely down from its 2007 high.

The difference is that the average 
fund size is now reduced. While smaller 
funds can be nimbler and create value 
more easily, setting them up in an era of 
drastically increased demands by investors 
and regulators can be expensive. John 
McCann, managing director of Trinity 
Fund Administration, says forward-thinking 
administrators can save on these costs. 
“We can effectively be project managers, 
co-ordinating all parties and providing para-
legal services that reduce the overall set-up 
to the fund. We want to partner with the fund 
rather than offer a service at an hourly rate.”

Once set up, smaller funds are also 
subject to the same rigours of their larger 
cousins and require the ability to produce 
daily NAVs, monitor valuation policies, keep 
track of their counterparties, measure their 
end of day leverage and keep abreast of the 
regular changes in accounting standards. 
Few can do this on their own, and many will 
outsource these activities, creating enhanced 
opportunities for third-party administrators. 

On the other hand, with the creation 
of smaller funds, there are less assets 
to compete for. Does this mean more 
competition and a possible shake-out among 
hedge fund service providers? 

“There is certainly more competition,” 
says McCann, “but the long-promised shake-
out is not likely to take place now. The 

Madoff fraud, if there are any positives to 
be taken from it, has put the focus firmly on 
operational risk, which is something that we 
have been preaching about for years. He 
has become the poster-child for independent 
fund administration.” Mr McCann points 
to a Tabb Group report showing that fund 
administrators are now considered the most 
important counterparty to hedge funds after 
the prime broker. “Of the last 100 hedge fund 
failures, nearly 70% were due to operational 
risk rather than performance risk. These 
were primarily failures of safe custody and 
failure to obtain independent verification of 
valuations.”

Even the “elephants” of the hedge fund 
industry have now appointed independent 
administrators, he says. “It has been a 
natural evolution that has been talked about 
for years, but it has taken a single big blow-
up to make it actually happen.” 

Risk management from administrators is 
in particular demand, at both the operational 
and management level. Says McCann: “It is 
within the remit of the manager to ensure 
that policies are implemented, but the 
administrator can act as an early warning 
signal should any faults appear.”  

While the emphasis on risk management 
is grounded in good sense, McCann believes 
other shifts within the industry in the post-
Madoff era are less wise. For instance, while 
managed accounts are in vogue, they can 
actually lead to greater risk than investing 
directly with the manager. McCann warns: 
“You are responsible for your own money, so 
if the manager leverages a strategy ten times 
and the trade goes against him, you could 
lose more than your original investment.” n

John McCann, managing 
director of Trinity Fund 
Administration
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attractive terms, or brand new funds seeking 
to take advantage of market inefficiencies 
thrown up by the credit crisis and ensuing 
economic recession.

The strategies of the latter group are 
often highly targeted, according to Pierce. 
“Few funds these days try to be all things 
to all people,” she says. “Strategies are 
often targeted at a specific asset class with 
a specific set of investors in mind. More 
managers are prepared to send out draft 
documents to significant clients and potential 
clients to determine whether a strategy 
works for them, and then refine it depending 
on the feedback.”

A track record is essential for managers 
of new funds. Says Pierce: “We are mainly 
seeing break-out managers that used to be 
with good shops. We suspect the bankers 
are coming too but we haven’t seen 
them yet.”

Appleby reports that fund launches are 
considerably smaller than previous vintages. 
“USD50m is the new USD500m,” Smith says, 
adding that a portion of the invested capital 
is often sourced from the management team 
itself. “They are injecting their own money 
while they get back into the game and 
establish a track record, so if the big money 
returns next year they can show the strategy 
works and raise third-party funds.”

Managers from the UK, the European 
Union and the Middle East have been first 
to take up the opportunity. Says Smith: 
“European and UK managers seem to be 
livening up more quickly than their US 
counterparts. I thought the US would have 
been off the mark quicker, but I expect it to 
catch up soon.”

Service providers are being asked to deal 
with different structures from the past in 
order to address the hot issues of liquidity, 
transparency and fees. Many new funds 
now offer greater liquidity, sometimes daily. 
Others have gone to the other extreme 
and are asking for longer lock-ins, but 
with performance fees based on longer 
timeframes too.

“The ability to impose lock-ups depends 
very much on the strength of the individual 
manager,” Smith says. “Many are frankly 
desperate for cash and are taking their 
chances by offering monthly liquidity with 
the possibility of losing their whole fund 

if performance drops off for more than a 
month or two. The days when hedge fund 
managers considered whether they would 
accept a client or not are gone.”

Smith says some investors are still 
pushing for side-letters, which is a 
sensitive issue given the more stringent 
guidelines issued by organisations such 
as the Alternative Investment Management 
Association. Investors that allocate large 
amounts of money more frequently ask for 
their own class of shares.

Transparency is also concentrating the 
minds of investors and managers. Most 
investors now demand that hedge funds are 
clearer about when and how gates will be 
imposed in times of distress. Says Pierce: 
“Many complained that they didn’t really 
know what they were signing up for.”

She reports that Walkers is also getting a 
lot more requests for due diligence work, so 
that investors fully understand the liquidity 
terms, how they operate and whether 
the manager actually has the power to 
implement liquidity restrictions at short notice 
or whether the power actually lies with the 
board. Fund directors and managers also 
require advice on this issue. “Diligence work 
is trickling in at the moment, but I wouldn’t 
be surprised if this becomes a much bigger 
part of the work we do for our clients,” 
Pierce says.

Fees at new and existing funds are 
under review, with the management fee now 
mostly ranging between 1 and 1.5 per cent 
rather than the traditional 2 per cent, while 
performance fees are typically around 15 
per cent rather than 20 per cent as in the 
pre-2007 world. There has also been an 
increasing shift to variable performance fees, 
with lower levels in the early years of a fund 
increasing as the fund matures and proves it 
can deliver sustainable returns.

There is little doubt that Cayman providers 
have huge experience in setting up funds, 
and the jurisdiction is a hub for innovative 
structures, but there is some concern that 
funds are paying too much for access to 
these services, particularly now that fund 
sizes are smaller.

“There is a long-held perception that 
Cayman is cheap for fund formation and 
servicing, but this situation has reversed 
over the years,” says Peter Hughes,  17

Ingrid Pierce, head of the 
Cayman hedge fund practice at 
law firm Walkers

12 
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Focus on due 
diligence raises 
new challenges

Andrew Edgington, ICG 
Management Limited

Many experienced independent directors 
have shown their mettle over the past 
year, working with managers and lawyers 
to help resolve the myriad problems that 
have arisen. “An individual client can get 
the benefit of the collective experience of 
our team of directors and how we have 
resolved the issues of other funds in similar 
circumstances,” Edgington says. 

And the ability and experience of 
independent directors is now regarded as 
a crucial factor as the industry starts to 
grow again and new funds are launched. 
The independent director who has overseen 
the creation of a number of different funds 
over a long timeframe can instinctively 
recognise potential pitfalls in the fund 
documents and can act as an interface with 
lawyers. “We work with counsel so the new 
offering document is as robust as possible,” 
Edgington says. “Lawyers will tell you a lot of 
problems can be avoided if the documents 
are well constructed in the first place. The 
documents of many existing funds can be 
five to ten years old and the language often 
does not have the flexibility that is standard 
in new funds today.”

With the greater level of investor due 
diligence being performed, independent 
directors are being questioned on the 
number of directorships held and their other 
activities. “In order to ensure the delivery of 
robust service levels, we need to be able to 
respond promptly, personally and in detail 
to issues that may arise,” Edgington says. 
“Even though the position is non-executive 
and does not require daily attendance to the 
affairs of the fund, when I’m on a board I 
need to be available at all times, even while 
on holiday.” n

Due diligence has been thrust to the 
forefront of the alternative investment 
industry in the wake of the Madoff scandal 
and the Lehman Brothers collapse. All 
participants in the investment arena now 
perform greater due diligence on their 
partners, counterparties, suppliers and 
clients, and this has significant implications 
for independent non-executive directors. 

One of their key roles is to help funds 
meet rising investor standards and withstand 
greater scrutiny. At the same time, all 
independent directors should be performing 
their own due diligence on the funds on 
whose boards they are invited to sit.

Andrew Edgington, of ICG Management 
Limited, which provides independent non-
executive directors to funds, says: “We have 
to be as comfortable with the structure 
as the investors.” Potential concerns may 
centre on the exposures run by the manager, 
compliance and risk controls, the experience 
of the investment team, the capabilities of 
the service providers – including onshore 
and offshore counsel and the administrator.

As far as raising standards for funds to 
withstand third-party scrutiny, one of the 
key roles of the independent director is to 
monitor service providers to the fund and 
provide constructive input and challenge 
to issues and proposals. Says Edgington: 
“Our model is to encourage regular board 
meetings, push for regular reports from the 
investment manager and to receive ongoing 
feedback from the administrator. We also seek 
to ensure that there is an agreed valuation 
framework in place so that issues with 
valuation and pricing policies, for instance, 
can be clearly identified and resolved in an 
expedient manner or avoided altogether.
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Ucits are also popular among retail investors 
in Asia, and to a lesser degree in South 
America and Africa, Heaps says, and the 
right structure for the right investor and 
environment is important to help oil the 
wheels of the global hedge fund industry.

Perhaps the greater threat to the offshore 
fund industry stems from the EU’s proposed 
Alternative Investment Fund Managers 
Directive. Peter O’Dwyer, a director of Trinity 
Fund Administration, says: “EU alternative 
funds may in future be able to get a Ucits-
style EU passport, which may enhance their 
competitiveness versus Cayman funds.”

However, the directive is likely to undergo 
a number of changes that could, at the 
very least, prove chaotic. “Fund managers 
are confused about whether to domicile in 
the EU or go to Cayman and Bermuda,” 
Hughes says. “At the margins, offshore will 
lose business to onshore under the current 
proposals.”

Cayman will come under particular 
pressure from well-regulated jurisdictions in 
Europe, he believes, such as Luxembourg 
and Dublin, and Malta could also benefit. 
“Malta is well-regulated and is practical in 
how it applies its rules,” Hughes says. “It 
is also low-cost and usually cheaper than 
Luxembourg and Ireland, and it is tax-
efficient, too.”

However, many observers believe the 
European directive cannot achieve its aims. 
Says John McCann, managing director 
of Trinity Fund Administration: “It does 
not address systemic risk. They have 
clearly stated that hedge funds did not 
cause the crisis, so they are spending a 
disproportionate amount of time looking in 
the wrong places.” He points out that hedge 
funds are leveraged on average just 1.4 
times, compared with as much as 70 times 
for major banks, and that to date no hedge 
fund has looked for a taxpayer bailout.

“This represents a protectionist move,” 
McCann says. “The directive will have to 
be changed or watered down before it 
is passed if it is to have any chance of 
achieving its publicly stated objectives of 
allowing the industry to operate, yet offering 
greater investor protection and improved 
operational risk management.” He and other 
Cayman industry professionals hope that 
wiser counsel will prevail in Brussels. n

managing director of Apex Fund Services. 
“It costs USD30,000-USD40,000 to set up 
a simple fund in Cayman, but in Bermuda 
the same structure costs just USD20,000 to 
USD25,000.”

However, many Cayman service providers 
insist clients are satisfied with overall cost 
levels. Says Pierce: “There are variations 
between firms, but many of our clients use 
providers in Cayman and they don’t feel that 
it has become too expensive overall.”

The satisfaction of clients will be of 
paramount importance as the Cayman fund 
industry prepares for battles ahead. The first 
has already arrived in the shape of the EU’s 
Ucits III directive, which was modified in 
ways that allow these retail-authorised funds 
to encompass many hedge fund strategies. 
Following the liquidity problems at the end of 
2008, Ucits III funds – with their strict liquidity 
rules – have become more popular.

However, the liquidity requirements and 
investment restrictions of Ucits III funds 
affect their appeal to certain investors. 
Andrew Edgington of ICG Management, 
which provides independent non-executive 
directors to funds, says: “Many strategies 
favoured by institutional investors will not 
be fully deliverable within Ucits funds. Also, 
the set-up and operational costs involved 
with Ucits funds can be higher than for 
funds established solely for sophisticated 
investors.”

Edgington says there is a need to 
understand the liquidity traits of a hedge 
fund’s strategy. “Ucits funds now can follow 
a strategy which has a significant exposure 
either directly or indirectly to illiquid assets. 
This could create considerable future 
problems if the need to satisfy investor 
liquidity outstrips the strategy’s liquidity at the 
time of receiving redemption requests.”

Others believe that Cayman and Ucits 
structures can exist happily side-by-side. 
Peter Heaps, managing director of Carne 
Global’s office, says: “With changes to the 
Ucits regime, 60 to 70 per cent of the world’s 
hedge funds can now be deployed in a 
Ucits. In one way that’s competition, but in 
another it’s complementary.”

He argues that in Asia and the US, the 
Cayman vehicle is firmly entrenched via the 
master-feeder structure, but for European 
distribution Ucits funds are likely to dominate. 
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Peter Hughes, managing 
director of Apex Fund Services


