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assist them, and the public, in monitoring 
risk and advisor activities related to 
separately managed accounts.

“Managers have expressed concerns that 
the requirements of this proposed rule are 
burdensome, costly, and may potentially 
expose proprietary or client information,” 
comments Mark Ruddy, an attorney and 
founder of Ruddy Law Office, PLLC in 
Washington DC. “No set timeline has been 
established for the adoption of the proposed 
rule, but it could be finalised as early as the 

Recently, the SEC proposed several 
amendments to Form ADV. Generally 
speaking, these amendments would require 
registered investment advisers to disclose 
information regarding their separately 
managed accounts, including assets under 
management and information related to the 
use of derivatives and borrowings. 

Unlike the reporting requirements for 
private funds, the information reported on 
Form ADV would be available to the public. 
The SEC has stated that this information will 

Managers need more 
support as regulation 

heats up
By James Williams

OVERV IEW
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first quarter of 2016. For a lot of managers, 
it does feel like they’re hitting their head 
against a brick wall. The Fidelitys of this 
world have the means to cope with this 
amendment but for your average hedge fund 
with a small operations team, it becomes 
much more problematic.”

The amendment, if it transpires, will 
indeed cause yet another headache to 
fund managers, many of whom have been 
grasping for the Paracetamol in recent years 
as they comply with one new regulatory 
amendment after another. Understandably, 
managers with SMAs are far from happy at 
the prospect of having to share information 
on these accounts. What benefit is this going 
to serve by divulging such information? It’s 
not as if the end-investor needs protecting; 
they are the ones who own the SMA in the 
first place. 

“The biggest concern for managers is 
that by having to report on SMAs, they’ll be 
giving away sensitive information to their 
competitors,” adds Ruddy. “It’s always a 
crab shoot with our government so who 
knows if the rule is finalised early next year. 
Something gets proposed, it becomes a hot 
topic, and then it’s gone.” 

Nick Tsafos, Audit Partner at EisnerAmper, 
notes that amendments to Form ADV in 
relation to SMAs will have no impact on a 
manager’s financial statements as it is “the 
responsibility of the owner of that SMA to 
report their own figures”.

“One of the trends I’m seeing among 
some of our clients is that their assets under 
management are decreasing because of 
managed accounts, not because the hedge 
fund manager is shrinking. These structures 
are gaining popularity as US mutual funds 
want to have liquid alternative products. They 
are hiring hedge fund managers to manage 
money in such a product, typically in a multi-
manager arrangement. The mutual fund 
manager who owns the managed account 
needs to have look-through capabilities 
in order to report on all the various 
disclosures,” explains Tsafos.

In order to help its clients make sense of 
the shifting regulatory sands, EisnerAmper 
established a regulatory compliance practice 
18 months ago. From a reporting standpoint, 
one of the more challenging pieces of 
regulation to prepare for has been FATCA. 

Managers have now gone through the first 
iteration of filing and whilst it has gone 
smoothly, it has been a costly exercise, with 
Mike Laveman, Tax Partner & Co-Chair of 
EisnerAmper’s New York Tax Practice, noting 
that some managers have spent USD50,000 
to USD100,000 on compliance.

“Unfortunately, FATCA is a small dot on 
a much larger map when one considers 
Common Reporting Standards, which are 
coming,” says Laveman. “There are some 
50-plus countries that have already signed 
up to this and in theory these standards will 
become effective in 2017.

Another sobering thought. The 
Paracetamol bottle will be empty before long. 

Over at Maples Fund Services, a 
comprehensive regulatory reporting solution 
has been created specifically to take this 
increasingly onerous compliance burden off 
of managers’ shoulders. In a joint venture 
with New York-based ConceptONE LLC, 
which specialises in regulatory and risk 
reporting, MaplesFS rolled out a Regulatory 
Enterprise Risk Management (‘RegERM’) 
platform early last year. There are now 22 
clients using the platform, with an aggregate 
AUM in the region of USD45-50 billion. 

“We build the integration with all of a 
manager’s data sources including the fund 
administrator, who holds a large proportion 
of the fund’s data, the custodian, the prime 
broker, and any other key counterparties 
that the investment manager uses,” explains 
Mark Weir, Maples Fund Services’ Senior 
Vice President responsible for middle office 
operations. “Once the data is integrated  11
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Next stage of evolution in 
the ’40 Act marketplace

Interview with Bob Kern & Joe Redwine

Servicing approximately 113 liquid alternative 
funds that operate under the ’40 Act banner, 
U.S. Bancorp Fund Services (‘UBSFS’) 
is ideally positioned to understand the 
complexities of administration and compliance 
involved in with these vehicles. USBFS 
opened its doors in 1969 and since that time, 
the firm has been servicing these funds for 
over 20 years; although, back in the 1990s the 
term “liquid alternative” didn’t exist. 

Still, with 878 funds and more than USD347 
billion in assets (though Q1 2015, according to 
Morningstar), liquid alternatives represent an 
important growth driver for USBFS.

“Liquid alternatives revenue for us has 
ranged from 13 to 24 per cent in the last 
couple of years with respect to our overall 
’40 Act new business. We’re dedicated to 
servicing funds in this space and building 
new relationships,” comments Bob Kern, 
Executive Vice President at U.S. Bancorp 
Fund Services. 

Whilst the relative performance of liquid 
alternatives compared to hedge funds is 
reasonable, “the asset class loses lustre as 
it has underperformed the broader market on 
an absolute basis,” says Joe Redwine, CEO, 
U.S. Bancorp Fund Services. “We may very 
well be entering a period where traditional 
markets will come under greater stress, and 
when that inevitability occurs, the absolute 
performance of liquid alternatives will start to 
look more positive.”

In a recent presentation at the Brookings 
Institution in Washington DC, SEC 
Commissioner Kara M. Stein said that 
the liquid alternatives trend “should give 
everyone pause, and regulators and the 
public need to be asking questions about 
this development”. 

Redwine believes this is an appropriate 
comment and that the biggest challenge 
is one of education: “Education of all 
associated with or overseeing liquid 

alternative funds – the regulators, distribution 
channels, and the investors. That education 
process is taking place but needs to ratchet 
up significantly.”

At USBFS, much time and focus is placed 
on educating advisors that have historically 
only ever operated in the unregistered private 
fund market. All aspects of compliance 
are covered, both with advisors and their 
investment boards. 

“Hedge fund managers entering the ’40 
Act space don’t necessarily understand all 
the rules and regulations, the onboarding 
and launch process, the compliance costs of 
running a ’40 Act fund, etc. We bring them up 
to speed in all these areas,” explains Kern. 

“Furthermore, traditional fund houses 
who decide to launch a multi-manager 
liquid alternative also need support. The 
complexities and compliance issues apply 
not just at the fund level, but also at the 
asset level; especially with respect to more 
esoteric asset classes such as bank loans 
and derivative-based strategies, where the 
oversight and compliance demands ramp up 
quite significantly.”

Indeed, the more illiquid end of the 
spectrum is proving popular. Known as 
“interval funds”, they allow alternative fund 
managers to more closely mimic private 
fund strategies and typically use a monthly 
subscription, quarterly redemption model. 

“Currently, we provide a full array of 
services to 18 interval funds. These include 
fund-of-funds, bank loan, peer-to-peer lending 
and CLO/CDO funds. One of the more 
interesting strategies is a fund that invests in 
reinsurance quota shares,” confirms Redwine. 

This serves to illustrate how far the ’40 
Act fund market has come in 75 years.

“We’re seeing more interval fund 
opportunities than ever before. At any point 
in time we’ve probably got half a dozen 
proposals outstanding,” concludes Kern. n

Bob Kern, Executive Vice 
President at U.S. Bancorp Fund 
Services

Joe Redwine, CEO, U.S. 
Bancorp Fund Services

U.S .  BANCORP FUND SERV ICES
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Independent directors and 
the split board saga

By Geoff Ruddick

There has been an extraordinary focus on 
and trend towards ‘split boards’ in the last 
few years. For most people the accepted 
definition of a ‘split board’ is having 
independent directors from different fiduciary 
firms. It is considered by some to be the 
best way to construct a board. In reality 
this is an overly simplistic definition and 
assessment of how to recruit and construct 
an effective and diverse board. 

So how did this readily accepted definition 
come to be? In some respects there is 
merit and in other respects it is simply a 
sales pitch. 

Governance is not a game. Unfortunately, 
in the past few years fundamental 
governance related issues such as board 
composition (split boards), capacity 
(numbers) and substance over form, 
(form over substance) have been used as 
marketing pitches. 

These are fundamental governance issues 
yet the sales side of the issue is increasingly 
the focus of attention. Just as numbers were 
once perceived to be the key component in 
assessing a director’s ‘capacity’ the industry 
has now come to understand that numbers 
are only one factor. 

Similarly, the concept of ‘split boards’ 
– engaging independent directors from 
different fiduciary firms, is often a material 
consideration and sometimes the key 
focus in assessing board composition. This 
narrow focus, for the most part, misses the 
fundamental objective of establishing an 
effective and diverse board.

The directors are individually and 
collectively responsible for leading and 
directing the fund’s affairs. Effective 
corporate governance is imperative, and 
recent issues, scenarios and outright 
collapses highlight this point. 

As regulators and investors continuously 

increase their focus on corporate governance 
the requirement for the appointment 
of independent directors is essential. 
Investors in particular have recently become 
increasingly interested in board composition 
and appointing directors with complementary 
skillsets. 

There is currently a trend to recruit some 
combination of an accountant, lawyer, 
ex-regulator, investment or risk expert from 
different shops to attain complementary 
skillsets. In response, there has been an 
influx of individuals into the industry whereby 
self-promotion of these skillsets, to make up 
an effective board composition, has become 
the latest marketing pitch. 

One important skillset that is often 
overlooked is corporate governance in itself. 
Possessing one of the aforementioned 
technical attributes in isolation does not 
necessarily make someone a good director. 
Perhaps even more important than having 
a director with a specific skillset, expertise, 
or being from a different fiduciary firm is to 
select directors who have a broad range of 
experience, have the innate ability to ask 
intelligent and probing questions, and know 
when and where to find expert advice when 
needed. 

It is often more effective to engage 
someone with specialised expertise when 
needed rather than recruit it on to the 
board. Ultimately, the aim is to have a board 
composition that is sufficiently diverse to 
have the necessary knowledge to provide 
effective leadership and direction.

There is certainly a greater depth of high 
quality directors in the space to choose from 
than there was a few years ago. The flood 
of new entrants into the fiduciary space can 
be partially attributed to a supply shortage 
as long standing individuals are reaching 
capacity. 

Geoff Ruddick, an independent 
fund director and head of 
funds for IMS Fund Services

IMS  FUND SERV ICES
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or deferring to a more dominant director 
still happens in ‘split board’ scenarios as 
well. Therefore, ‘split boards’ may be more 
perception than reality as many fiduciary 
firms have engaged professionals, with 
complementary skillsets, and have the 
freedom to make independent decisions. 
As such, there may already be an effective 
board in place. 

Serving as a director is a personal 
appointment and there is corresponding 
personal liability. In today’s post-Weavering 
environment passive directors are, for the 
most part, a thing of the past regardless of 
whether they serve alongside a colleague 
or someone from a different fiduciary firm. 
An effective and diverse board requires 
competent individuals with complementary 
skillsets who can work collectively 
irrespective of whether they come from the 
same shop or not. 

The collaborative aspect is equally as 
important as the individual expertise. There 
should ultimately be synergies gained so that 
the board’s collective value equates to more 
than the sum of its individual members.

Conclusion 
Looking for an independent director and 
constructing an effective and diverse board 
does not have to be an arduous, time-
consuming process, however, the decision 
should not be taken lightly. 

Remember, the directors are accountable 
for leading and directing the fund’s 
affairs. Effective corporate governance is 
critical and therefore the appointment of 
experienced and qualified independent 
directors who collectively provide a diverse 
and complementary board composition is 
essential. 

The influx of individuals with varying 
skillsets into the fiduciary space is a positive 
development, however, the industry needs to 
ensure the focus remains on the underlying 
fundamentals of good governance. So go 
beyond the ‘split board’ sales pitch – have a 
thoughtful, measured approach and give all 
aspects due consideration. n

Geoff Ruddick, Director & Head of Funds, 
IMS Fund Services a division of International 
Management Services Ltd. Tel: +1 (345) 814 
2872 or e-mail gruddick@ims.ky. www.ims.ky 

Some newcomers are simply being 
opportunistic as they are looking for a career 
transition. Most are senior people who have 
excellent experience, qualifications, pedigree, 
etc, and are able to seamlessly make the 
transition from being an administrator, 
lawyer, auditor, regulator, risk or investment 
professional, etc, to being a director. 

Others, however, have difficulty making the 
transition, as although they have impressive 
technical skills, they are unable to transition 
into a leadership and oversight role that 
goes beyond their area of expertise. 

Individual personalities can come into play 
as well. For example, some are too passive, 
lack the intellectual curiosity, or gravitas 
to effectively and appropriately challenge 
management or their fellow directors, while 
others have domineering and controlling 
personalities or simply lack the aptitude to 
participate in a collective approach. 

As it is for many things in life, the right 
balance of individualism and collectivity 
is also paramount to an effectively 
functioning board. 

Additionally, the ability to put issues 
into the appropriate context is imperative – 
sometimes the board has to provide high 
level oversight and other times a more 
detailed approach is required, but without 
becoming a micro-manager. 

Effective and experienced directors will 
be able to maintain perspective and context 
in such situations, regardless of their 
specific skillset. 

The focus in constructing an effective and 
diverse board must go beyond just looking 
at attaining a ‘split board’ and consider each 
potential director’s attributes as mentioned 
above. It is disingenuous to suggest that 
real independence and diversity cannot be 
obtained via having multiple directors from 
the same provider. 

This really depends on how each fiduciary 
provider is structured, in combination with 
the individual’s own attributes, and perhaps 
more importantly how they perceive their role 
and conduct themselves as an independent 
director. With that said, there is an argument 
that retaining individuals from different 
providers eliminates the risk of potential 
‘groupthink’. If this is indeed the case it is 
good reason for a change. 

Do keep in mind though, that groupthink 

IMS  FUND SERV ICES
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http://www.ims.ky
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we can aggregate data into our dedicated 
data warehouse, perform a series of 
reconciliations and data validation to 
ensure maximum data integrity and data 
consistency, and calculate all of the required 
metrics under the directive. 

“We then produce the regulatory filing 
for the manager in the format required for 
specific regulators, and internally review 
the filings to ensure the correct data is 
being used, that the answers in place are 
reasonable, and spot potential red flags. The 
manager then does a final review and we 
talk them through how to send the filing.” 

The new reality that fund managers 
operate in today is one where the costs 
of non-compliance far outweigh the costs 
of compliance. Nobody likes seeing their 
operating margins getting squeezed, and 
whilst some managers are looking at 
regulatory compliance from a purely cost 
perspective, others are looking at it from a 
knowledge perspective. 

“A prominent multi-billion dollar hedge 
fund client of ours has the resources, 
both staff and financial, to build out their 
own platform. However, by opting for an 
outsourced solution, they gain access to a 
community of people who are working on 
this day-in day-out. 

“This particular manager chose to work 
with us to do their Annex IV reporting 
because they found there was so much 
interpretation associated with the filings and 
they wanted a common sense approach 
based on what other people were doing; 

we are doing these filings for many different 
funds so we have a good sense of what 
needs to go into them. 

“From a cost perspective, another 
prominent multi-billion dollar manager now 
using our RegERM platform, originally tried 
to build their own platform to comply with 
AIFMD. When it came close to doing the first 
filing, various internal stakeholders disagreed 
over the interpretation of how to respond 
to certain questions. The technology they 
built didn’t provide the transparency into 
how all the Annex IV questions were being 
answered and it was ultimately a failed 
project,” recalls Weir. 

Outsourcing is really becoming a de 
facto choice for much of the alternative fund 
management community. At the end of the 
day, these are money managers. They are 
paid by investors to generate returns, not get 
bogged down in operational and compliance 
issues. Many are waking up the fact that this 
is best left to the experts. 

“Regulation is making the barriers to 
entry for new managers that much higher,” 
says Jason Brandt, Maples Fund Services’ 
Regional Head of Fund Services – North 
America. “Something as simple as opening a 
bank account is much more challenging than 
it once was. It’s therefore important when 
managers are setting up their hedge fund to 
spend the time up-front doing the necessary 
due diligence and understand the value-add 
of the service providers they choose.” 

To help US fund managers tackle the 
complexities of marketing their hedge funds,  14

5 
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CONCEPT  CAP ITAL  MARKETS

place are with Pershing, Merrill Lynch, Merrill 
Lynch Professional and Chinese bank, ICBC. 

A fifth clearing agreement is about to be 
finalised with a US bank, confirms Seibald.

“As Cowen began to explore the 
opportunity of creating a prime brokerage 
business, Concept’s name popped up 
in their discussions with numerous large 
clearing firms with which we’ve had clearing 
relationships. Five minutes into having the 
first meeting with Cowen Group, we knew 
we were speaking to the right people,” says 
Seibald, who continues: 

“From our perspective, we would become 
affiliated with a well-regarded firm run by 
like-minded people who put clients first and 
assist them in their effort to outperform for 
their investors. The financial and intellectual 
resources of Cowen would allow us to 
more rapidly develop value-added solutions 
for our clients and position us to compete 
even more effectively. Providing our clients 
access to Cowen’s respected research, its 
coveted industry conferences, and its flow 
of public offerings will also prove to be a 
significant benefit.” 

The business will be rebranded as Cowen 
Prime Services, but from a daily operational 
perspective, clients will not be affected. 

“The affiliation with Cowen is already 
bearing positive results as its recently 
announced acquisition of Conifer Securities 
will immediately expand the combined 
footprint of the newly minted Cowen Prime 
Services” says Seibald.

“There will be continued downsizing within 
the PB space as banks aim to optimise their 
balance sheet utilisation, and this makes 
it increasingly likely that more hedge fund 
managers will need to explore alternative 
prime solutions. Partnering with Cowen, 
we will offer a better landing pad for these 
hedge fund managers.” n

2015 has been a big year for Concept Capital 
Markets, LLC. Earlier this year, the firm 
entered into an agreement to be acquired by 
Cowen Group, a leading growth investment 
bank and alternative investment manager 
with a heritage dating back to 1918. 

Through its acquisition of Concept Capital, 
Cowen will add a significant prime brokerage 
arm to its overall offering. 

“Cowen is a notable name in the 
institutional equity research, sales, trading 
and investment banking business through its 
Cowen and Company brokerage, as well as 
in the alternative asset management space 
through its Ramius investment adviser,” 
explains Jack Seibald, one of Concept’s 
founders and managing members. “Though 
the firm has not been in the prime brokerage 
business, its leadership team has had a 
great deal of experience as both a client and 
provider of prime services”, he adds. 

Peter Cohen and Jeffrey Solomon, 
respectively Chief Executive Officer and 
President of Cowen Group, co-founded Ramius 
alongside several other partners in 1994. 

“Based on their knowledge of the PB 
business, Cowen made a strategic decision 
to expand into the PB space because of 
the changes taking place in response to 
regulation,” explains Seibald. These changes 
are largely a result of market regulation 
such as Basel 3, and are causing the prime 
brokerage divisions of global banks to scale 
back operations and shrink their support of 
hedge fund clients. 

Concept Capital witnessed this impact first 
hand in February when J.P. Morgan – one 
of five clearing firms that Concept had in 
place – decided to stop supporting introduced 
prime clients. That Concept leverages a multi-
clearing model meant that it was able to 
absorb the impact with minimal disruption to 
its clients. The other clearing agreements in 

Acquisition creates bigger 
landing pad for managers 

Interview with Jack Seibald

Jack Seibald, founder, Concept 
Capital Markets
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London-based Lawson Conner is able 
to offer an FCA-regulated AIFM solution. 
Although the third country passport under 
AIFMD is not yet available to US managers, 
it will be soon enough. As such, appointing 
an external AIFM to handle all the reporting 
and compliance issues of the Directive will 
be attractive to those US managers who 
do not wish to spend capital building an 
operations footprint in Europe.

“We bundle in to this AIFM service a 
regulatory concept that is unique to the FCA, 
known as an ‘Appointed Representative’,” 
comments Daniel Maycock, Director, 
Investment Management Services with 
Lawson Conner. “What this means is that 
a US manager could have placement staff 
in Europe to conduct monthly, quarterly 
meetings with investors, without their 
needing to build any European infrastructure 
and apply for a direct FCA license. We could 
also help with our AR service in terms of 
capital raising on behalf of the US manager.” 

Lawson Conner recently teamed up with 
New-York based capital raising firm, Prime 
Allocation Group (PAG), headed up by 
veteran Andrew Gitlin. PAG have a specialist 
team operating out of Europe, allowing 
US managers the ability to get in front of 
European allocators. 

As Maycock adds: “Whilst partnerships 
like that of Lawson Conner / PAG help make 
it easier for capital raising and distribution 
in Europe, what is particularly intriguing is 
the recent legislative changes regarding 
alternatives asset allocations amongst 
European institutional investors. The 
Netherlands and Germany just significantly 
increased the percentage of alternative 
assets that can be held in their portfolios 
with other countries expected to follow suit. 
The question US managers should be asking 
is, ‘Can your firm afford to miss out on 
Europe?’”

One aspect of regulation that is changing 
the way hedge funds operate is Basel 3 and 
the impact it is having on prime brokerage 
divisions; something that will affect all 
managers, not just those in the US. 

Those strategies that rely on leverage, 
such as fixed income arbitrage, face the 
prospect of higher financing costs for the 
privilege of using a bank’s balance sheet, or 
else moving their assets elsewhere. 

“I would think that large custodial banks 
would potentially benefit from this upheaval 
taking place so that large hedge funds will 
be able to custody their unencumbered 
assets and still retain the ability to do their 
securities trading with the PB – basically to 
have the ability to move cash back and forth 
as they see fit. It would seem a logical step,” 
suggests Frank Napolitani, Director, Financial 
Services at EisnerAmper LLP.

“The sense we are getting is that there’s 
going to be a further period of downsizing 
of the exposure by global primes to 
hedge funds,” says Jack Seibald, one of 
the founders and managing members of 
Concept Capital Markets, LLC. 

“We expect to see further retrenchment of 
prime brokerage in some of the big names 
and that will have a tangible impact on the 
hedge fund business. What might have 
been considered an acceptable client to 
these primes until recently, are no longer 
being viewed as such; maybe due to the 
construction of the portfolio, the asset 
classes being traded, amount of leverage, 
and amount of revenues being generated for 
the prime. As a result, some large managers 
are perhaps starting to feel unloved.

“There are going to be a smaller number 
of larger, more lucrative prime brokers in 
future,” suggests Seibald. 

Aside from bank regulation, hedge fund 
managers who decide to broaden their 
product offering by moving in the liquid 
alternative space can expect to come under 
increased scrutiny from the SEC to ensure 
that the strict rules and restrictions of the 
1940 Investment Company Act are being 
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adhered to. Since 2008, AUM in alternative 
mutual funds has grown from USD46 billion to 
more than USD311 billion at the end of 2014. 

Speaking at the Brookings Institution, 
Washington DC, SEC Commissioner Kara 
M. Stein said: “We continue to see more 
investment firms pressing to move into this 
area.  An official at the Commission had an 
interesting description for alternative mutual 
funds.  He called them ‘bright, new, shiny 
objects in the marketplace that are also very 
sharp and fraught with risk.’” 

Ruddy says that with increased usage 
there’s going to be increased supply “and 
with that there’s going to be increased 
scrutiny. Everyone wants to try and 
differentiate themselves, they get close to the 
line and that’s when it becomes problematic 
in the eyes of the regulator. That’s just 
history repeating itself. 

“Our government tends to be reactive 
when something reaches a certain tipping 
point. When something gets so big – as we 
are seeing with alternative mutual funds – it 
becomes a target issue, almost overnight,” 
comments Ruddy.

Seibald is adamant that the basic premise 
is “flawed”. 

“You’ve got an alternative strategy that is 
designed to generate alpha and to do that 
you need to assume some additional risk; in 
other words, volatility. For that to make sense 
in a retail wrapper is questionable; it’s a 
mismatch. And whenever there’s a mismatch 
between the objectives of the manager and 
those of the end investor, it’s an accident 
waiting to happen,” comments Seibald. 

He adds that he is perplexed at the ease 
with which the regulators have approved ’40 
Act alternatives. “Of course, ’40 Act funds 
are a great, low-cost vehicle compared to 
investing directly in a hedge fund but the 
risks, to a certain extent, are the same; if 

not greater. And what I mean by that is, in 
a liquid alternative an investor can make a 
decision every day.

“In a hedge fund, you’re locked up for 60, 
90 days. The retail investor, historically, has 
panicked at the wrong time and got excited 
at the wrong time, generally speaking. If 
something happens mid-month, and the 
markets crash, how many people do you 
think will try and redeem their ’40 Act 
investment? A lot. 

“I’m not saying a hedge fund is any 
better or worse a vehicle but the investment 
objectives – regardless of the fund structure 
– have to be aligned between manager and 
investor. And for me, that just isn’t the case 
with these liquid alternatives.”

To support US hedge fund managers who 
move into the liquid alternatives space, US 
Bancorp Fund Services is able to provide a 
strong custody and compliance programme 
to provide daily collateral management. 

“Derivatives such as swaps that are 
used in a liquid alternative compounds 
the complexity with respect to maintaining 
compliance with the ’40 Act rules and we 
have a strong custody and accounting 
heritage to be able to handle these 
complexities for our clients as their 
administrator,” says Bob Kern, Executive Vice 
President at U.S. Bancorp Fund Services. 

To handle multi-manager liquid alternatives, 
Kern says that they have had to make some 
changes to the onboarding process by 
setting up trade communication, collateral 
management and cash communications. “We 
have a dedicated team to provide the same 
level of service and reporting, regardless of 
whether these are portfolios of 5, 10, or 15 
sub-advisors. The complications arise in that 
we are doing that trade communication not 
once, but multiple times depending on the 
number of sub-advisors, so we’ve worked to 
refine and automate the reporting process. 

“The same thing applies to collateral 
management on a daily basis, ensuring that 
the portfolio remains compliant as well as 
the manager and each sub-advisor. We use 
various compliance testings on the fund’s 
assets and have built them to specifically 
handle either ’40 Act multi-manager liquid 
alternative strategies, or pure play alternative 
fund strategies. Ongoing compliance is a key 
service offering,” concludes Kern. n
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Tax implications of trading 
swaps with prime brokers

Interview with Nick Tsafos & Mike Laveman

There are some early signs that the effects 
of Basel 3 are changing the way that hedge 
funds do business with their prime brokers. 
In today’s new reality, primes are becoming 
more prescriptive over how the bank’s 
balance sheet is being utilised to support 
clients’ trades. To mitigate the costs of 
trading physical securities, some managers 
are beginning to use more synthetic 
instruments. 

“We are starting to hear from our clients 
that their prime brokers are steering them 
towards certain instruments that are more 
beneficial from a capital perspective,” says 
Nick Tsafos, Audit Partner at EisnerAmper 
LLP, one of North America’s leading 
accounting and advisory firms. 

“If they enter into a derivative-based 
transaction to mirror what the equity 
instrument would do from a performance 
perspective, they need to know what the tax 
ramifications will be.”

A total return swap is inefficient from a 
tax perspective because the end-user “is 
generally subject to ordinary income tax 
treatment not capital gains treatment when 
marked to market at the end of the year,” 
explains Mike Laveman, Tax Partner & 
Co-Chair of EisnerAmper’s New York Tax 
Practice. “Moreover, the IRS has come out 
recently with a couple of notices on basket 
option contracts.”

On 8th July 2015, the IRS issued two 
notices, (Notice 2015-47, 2015-30 IRB 1, and 
Notice 2015-48, 2015-30 IRB 1) on the use 
of basket option contracts as potential tax 
avoidance transactions. 

“If you have an options contract on 
an underlying basket of 10 securities, 
the objective of the manager is to hold 
that contract over say a 12-month period 
to realise long-term capital gains. Even 
though they are controlling the trades on a 
short-term basis in the underlying basket, 

the IRS views this as tax avoidance, ” 
adds Laveman. 

Laveman adds that one issue that can 
create problems is determining whether the 
fund is regarded as a trader or an investor. 

A trader fund is anything that puts on 
frequent numbers of trades whereas an 
investor fund is one that employs more of a 
buy and hold strategy. 

“The implication here is how fund 
expenses and some of the pass-
through items in the portfolio affect the 
end investors,” says Laveman. “Earlier I 
mentioned the mark-to-market regime for 
swaps. You could get whipsawed badly if the 
instrument appreciates by USD1 million, say, 
after year one and gets treated as ordinary 
income, and falls back to zero after year two. 
That amount is considered to be an expense 
of the fund.” 

Laveman says that one tax structuring 
option for managers who start using 
derivatives is to put more investors into 
the offshore fund, which is regarded as a 
Passive Foreign Investment Company (PFIC). 

A PFIC may have onerous US tax 
consequences including ordinary income 
treatment upon distributions from the 
offshore fund or redemption of the offshore 
fund stock. However, provided the offshore 
fund agrees to provide an annual PFIC 
Information Statement, the shareholder may 
be permitted to make a Qualified Electing 
Fund (QEF), which preserves capital gain 
treatment. 

“Under the QEF regime the fund would 
report its share of annual net long-term 
capital gains and net ordinary income which 
a US investor would report on its tax return. 
Net ordinary income would generally include 
expenses and mark-to-market swap losses, 
which may not be deductible to the investors 
in the domestic fund if the fund was treated 
as an investor,” concludes Laveman. n

Nick Tsafos, Audit Partner at 
EisnerAmper LLP

Mike Laveman, Tax Partner 
& Co-Chair of EisnerAmper’s 
New York Tax Practice

E ISNERAMPER LLP
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The US has seen a real resurgence in 
activism over the last couple of years. Last 
year, for example, there were 247 activist 
campaigns; the highest number since 2008 
when 284 were recorded according to 
FactSet data. 

Over the last 10 years, assets in activist 
hedge funds have grown six-fold to an 
estimated USD120 billion according to a 
report by AIMA, written in conjunction with 
law firm Simmons & Simmons. And investor 
interest continues to build. 

This is being helped, in part, by the 
strong performance of this sub-set of the 
hedge fund universe. According to Hedge 
Fund Research, the HFRI Fund Weighted 
Index (a global benchmark of hedge fund 
performance) has returned 5.33 per cent over 
the last 12 months. By comparison, the HFRI 
Activist Index has returned 12.09 per cent. 

According to eVestment’s February report, 

activist hedge funds accounted for almost 
all of the USD2.6 billion in new assets in 
February that flowed into event-driven hedge 
fund strategies, of which activism is a sub-
set. Indeed, a paper produced last year by 
Schulte Roth & Zabel LLP in conjunction 
with Mergermarket, entitled “Shareholder 
Activism Insight”, found that an astonishing 
98 per cent of corporates and activists in 
the US and Europe expected the volume of 
shareholder activism to increase “over the 
next 12 to 24 months”. 

Eleazer Klein is co-head of the Global 
Shareholder Activism Group at Schulte 
Roth & Zabel. He comments: “Shareholder 
activism continues to be on an upward trend. 
I think this is due to a confluence of different 
factors including more capital flowing in to 
the space and the growing recognition that 
activism is a legitimate asset class. 

“We have a UK and European activism 

Short-term activism 
could wane once rates 

start to rise
By James Williams

INDUSTRY
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A new way of accessing 
Europe’s EUR19trn market

Interview with Daniel Maycock

When AIFMD was introduced into European 
law two years ago, it set a new benchmark 
globally for fund governance. This shut 
out the majority of US hedge funds from 
marketing to a significant number of 
European investors.

“US hedge funds have woken up and 
realised that there are actually some practical 
solutions that exist within the market to 
help managers to access European capital. 
Working with third party AIFM/UCITS 
ManCos, setting up their strategies on 
platforms or simply getting support to privately 
place funds under Private Placement,” says 
Daniel Maycock of Lawson Conner, a market 
leader in investment management solutions 
for the hedge fund industry. 

 “We are seeing a significant uptake in 
demand for managers wishing to establish 
parallel fund structures but who do not 
wish to undertake the burden of applying 
for the regulatory approvals to become 
an AIFM in Europe. As such, appointing a 
third party AIFM works particularly well for 
mid-sized managers, as they have a much 
quicker route to market and have a trusted 
partner who truly understands the European 
regulatory landscape,” explains Maycock.

“We still see some US managers shying 
away from Europe, despite it being a market 
with in excess of EUR19 trillion of investable 
assets; that’s a market no one can stay 
away from. Selecting a partner in the right 
jurisdiction is paramount for success though, 
as investors will always want to see where 
you are regulated. The regulated entities 
within Lawson Conner are all FCA-registered, 
something investors prefer over AIFMs 
regulated in other jurisdictions in Europe. 
One could argue that this is because the 
FCA carries the gold standard globally in 
financial regulation and consequently the UK 
is a harder market in which to establish an 
AIFM,” says Maycock.

That may be so. If, however, US managers 
feel it is too early to start establishing a 
footprint on the ground, the other option 
available, at least until 2018, is to privately 
place their offshore fund under NPPR rules. 
To support non-EU managers, Lawson 
Conner has built a solution referred to as 
“EU Access”. 

As Maycock explains: “When AIFMD was 
implemented, a lot of clients were confused 
as to what that meant from a European 
capital raising perspective. Most wanted to 
continue marketing their existing offshore 
structure and most had received conflicting 
views from legal counsel about their ability 
to do this. We saw this as an opportunity 
to structure a simple, practical and cost 
effective solution through private placement.”

Maycock stresses that despite there being 
29 EU Member States, private placement 
should be viewed as a viable alternative 
to the marketing passport; after all, the 
vast majority of investable assets are 
concentrated in a core number of markets 
including the UK, the Netherlands, Germany, 
the Nordics and Switzerland (although it lies 
outside the EU).

“EU Access provides a full-service 
approach to private placement compliance. 
We assist managers to attain all the relevant 
regulatory licenses with the regulators 
and provide all reporting, notifications and 
necessary disclosures both during and after 
the marketing phase.

“As we have the compliance knowledge of 
what can and can’t be done from a marketing 
perspective, EU Access can be utilised as a 
way for non-EU managers to feel in control, 
and in compliance of local private placement 
rules and regulations. The incredible demand 
we have had for the service has really 
surprised us and it looks like everyone wants 
a piece of the EUR19 trillion European capital 
pie,” concludes Maycock. n

Daniel Maycock, Lawson 
Conner

LAWSON CONNER
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Taking away the AIFMD 
burden

Interview with Scott Price
Development and Client Management 
for North America for Maitland, says that 
Maitland is in a powerful position to assist 
US alternative managers in the EU through 
Maitland’s multi-jurisdictional reach and 
AIFMD capabilities.

“Maitland has AIFMD mancos both in 
Luxembourg and in the United Kingdom, as 
well as a white-labeled product solution,” 
says Price. “Fund clients can focus on their 
core activity of portfolio management but 
outsource to Maitland’s AIFMD-compliant 
manco all the duties envisaged in the AIFMD 
including risk management, compliance 
monitoring, regulatory reporting and investor 
due diligence.”

Maitland has also established its own 
comprehensive AIFMD compliant SIF 
(Specialised Investment Fund) platform, 
for product construction and innovation in 
the EU. This is a Luxembourg domiciled 
alternative investment umbrella fund with 
multiple sub-funds each with flexible 
investment strategies allowing managers to 
invest in a range of alternative asset classes 
and have their “own brand” that comes with 
a ready-made EU passport. 

Many alternative funds and their managers 
are still weighing up the options in terms 
of the AIFMD. It may seem overwhelming 
to some to implement the changes needed 
to attract investors in the EU but we would 
remind them that the AIFMD is rapidly 
becoming the minimum accepted standard.

So if the costs are too high to go it alone 
initially, managers should consider partnering 
with a service provider as a way of testing 
the waters before developing a full-fledged 
AIFM presence later. The more regulatory 
risk and compliance functions that can be 
outsourced, the less managers have to 
worry about what changes to make to their 
operations and business models – and 
the better chance they have to focus on 
delivering alpha. n

For US-based hedge fund managers that 
already have a presence in Europe – and 
are confident they can meet the AIFMD’s 
substance and reporting requirements – it 
makes sense to apply for AIFM authorisation. 
But what about US managers with European 
investors but no European presence? Or US 
managers with no current European investors, 
but the desire to expand into Europe in the 
future? Maitland can assist.

Maitland is a relatively new brand name 
in the United States market, having acquired 
Admiral Administration in 2012. Following 
its full integration into the Maitland group, 
Admiral has now rebranded to “Maitland”.

Maitland is a fast growing global 
institutional fund administrator. It is fully 
independent and manager-owned with $210 
billion of assets under administration and 1000 
employees across 14 offices in 12 countries. 

Maitland is not only a fund administrator 
but also a global advisory group, with 
its roots as an innovative law firm in 
Luxembourg in 1976 offering cross-border 
structuring solutions to corporates and 
some of the world’s wealthiest families. This 
in-house legal and tax expertise, as well as 
Maitland’s independence, set it apart from 
most other fund administrators – and mean 
that it is ahead of the game when it comes 
to administrators moving up the advisory 
services chain of added value.

Worldwide, Maitland provides services to 
a wide range of onshore and offshore fund 
structures including alternative investment 
funds, endowments, mutual funds, and 
annuities. The global client base consists of 
over 3500 portfolios, comprised of traditional, 
alternative, and mutual funds.

In the North American market, Maitland 
remains focused on Admiral’s 19-year niche 
in alternative fund administration, providing 
customised solutions for hedge funds, hybrid 
funds and private equity & real-estate funds. 

Scott Price, Head of Business 

Scott Price, Head of Business 
Development and Client 
Management for North 
America for Maitland

MAITLAND
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also been operating for the last couple of 
years, is Philadelphia-based The Horton 
Fund, run by industry veteran Joe Manko. 
The name of the fund comes from the Dr 
Seuss books. One of the characters is 
Horton the Elephant who hears the cry of a 
speck of dust and places it on a red clover 
for safety. “The idea of the Horton Fund was 
to look for companies that no one else can 
see because we’ve always got our ear to the 
ground,” says Manko. 

“We are a collaborative activist fund that 
focuses on small and micro-cap stocks; 
good companies trading at cheap valuations 
that need help to increase in value and 
attract bigger investors. They tend to fall 
beneath the radar and aren’t covered by sell-
side research teams. Our philosophy is to 
seek out the gems.”

Some commentators believe that the 
energy sector in particular could yield such 
gems given the dramatic drop in the oil price 
since the summer of 2014. One of Eberwein’s 
core areas of focus happens to be energy. 
He notes that between October 2013 and 
September 2014 performance in the fund 
was strong, but in the last 12 months it has 
been slightly more challenging. 

“Activism is very much a bottom-up 
company specific exercise. Whenever the oil 
price drops 50 per cent, however, no amount 
of activism is going to help push the stock 
price up if it’s an energy company,” says 
Eberwein. “We had three or four years where 
the oil price was around USD100 and if you 
looked at the energy sector you could find a 
stock that was up 50 per cent and another 
stock that was down 20 per cent. Most of 
the time in energy, even though everyone 
obsesses over the oil price, the company 
specifics are the most important factor; what 
management teams are doing. And activism 
can be useful because many of the top 
CEOs aren’t great capital allocators.

“Their training is in petroleum engineering, 
geology, drilling, etc, and they rise to 
become CEO of an energy company and 

practice where activism is more slowly 
accepted than in the US and Canada 
where it is recognised as a legitimate tool 
when dealing with companies. However, as 
activism continues to grow and become more 
accepted, we should see the evolution of the 
strategy with institutional investors getting more 
comfortable putting pressure on companies.” 

One sign that a strategy is flourishing is 
the amount of new talent coming to market. 
The likes of Bill Ackman at Pershing Square 
Capital Management and Paul Singer at Elliot 
Management are well-established big-hitting 
names. But a raft of new managers – some 
with decades of experience just not in 
running their own fund – are building strong 
reputations and giving investors plenty of 
options when it comes to capital allocation. 

One of those newer managers is 
Connecticut-based Lone Star Value 
Management LLC, set up by Jeff Eberwein 
in 2013. Eberwein has a rich pedigree, 
having worked as a portfolio manager for 
Soros Fund Management and Viking Global 
Investors. Although neither are traditional 
activist shops, Eberwein had a reputation for 
hands-on value investing. 

“I would typically meet management 
and board members and would often write 
letters to the management and board on 
topics such as dividend policy, acquisitions, 
stock buybacks. We wouldn’t make those 
letters public however,” says Eberwein. “I left 
Soros at the end of 2011 and had a 1-year 
non-compete. I started Lone Star Value 
Management in 2013 and the fund officially 
launched on 1st October 2013.”

Eberwein looks for deep value situations. 
During 2012, and free to invest his own 
personal capital, Eberwein ended up joining 
the boards of five different public companies. 

“A few large shareholders at these 
companies thought it would be helpful to 
add someone with experience on Wall Street 
to the board. So I was already thinking 
about starting my own activist fund in 2012, 
focusing on small-caps because you can 
really get close to management and help 
steer the direction of a company. I bought 
stock in the five companies whose boards 
I sat on and I rolled those positions, along 
with external capital, into the fund when it 
launched a year later,” recalls Eberwein. 

Another US activist manager, which has  26

“Shareholder activism 
continues to be on an 
upward trend.”
Eleazer Klein, Schulte Roth & Zabel
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How to generate 
regulatory alpha

Interview with Mark Weir & Jason Brandt

The recent swathe of regulation has meant 
that managers face an incredible drain on 
internal resources, leading to increased 
headcount, increased operating costs, and 
distraction from core competencies.

To overcome this, ConceptONE and 
Maples Fund Services, a division of 
MaplesFS, recommend a robust Regulatory 
Enterprise Risk Management (‘RegERM’) 
system to ease the burden on managers. 
This integrated approach builds efficiency into 
reporting workflows and populates myriad 
filings, from Annex IV to Form PF, CPO-
PQR, EMIR, with accurate data. Drawing on 
their collective experience, the firms have 
co-authored a white paper entitled, “Achieving 
Regulatory Alpha through Regulatory 
Enterprise Risk Management”, where a 
number of considerations are presented as 
to how RegERM offers a clear path to make 
reporting more predictable and streamlined.

“By implementing a robust RegERM 
strategy, institutions of all sizes can benefit 
from accurate and timely compliance to 
regulatory reporting as well as significant 
synergies with existing operational processes 
including creating increased flexibility and 
economies of scale in portfolio analytics, due 
diligence processes, and client reporting,” 
the paper notes.

Mark Weir, Maples Fund Services’ Senior 
Vice President responsible for middle 
office operations and one of the paper’s 
core authors, notes a number of important 
observations in the marketplace. “The current 
regulatory environment has managers 
grappling with a growing number of new 
regulations,” says Weir. “This is creating a 
sense of regulatory fatigue syndrome whereby 
managers may be unconsciously exposing 
themselves to risks of non-compliance.

“Managers have also come to realise 
that not complying with the regulatory 
environment is a specific risk to the portfolio. 

By putting a solid operational infrastructure 
in place, managers can ensure that they 
are in full compliance with global regulation 
and that their integrated regulatory reporting 
system can act as a hedge against 
reputation risk and/or financial penalties.”

Effectively hedging the risk of regulatory 
reporting and compliance requires three 
key elements, says Weir: data and 
reporting experts, purpose-built technology 
and comprehensive advisory services. 
Individually, there are plenty of third party 
offerings but few that combine all three. 

Furthermore, Maples Fund Services has 
the benefit of being able to leverage the 
expertise of Maples and Calder, a leading 
law firm that also sits within the Maples 
group. “Where the opportunity has presented 
itself, we’ve actively tried to participate in the 
shaping of regulation,” explains Jason Brandt, 
Maples Fund Services’ Regional Head of 
Fund Services – North America. 

Having these elements in place can 
generate the “regulatory alpha” noted in 
the white paper; on the one hand, it is a 
hedge to guard against non-compliance. On 
the other hand, it is a way for managers 
to circumvent cost expenditure that arises 
from building in-house systems that might, 
ultimately, fail. 

“One recent industry survey showed 
that 15 percent of hedge fund employees, 
on average, are compliance professionals. 
That doesn’t even take into account IT and 
data management staff. There is a way for 
managers to circumvent this trend, and that’s 
by appointing an outsourced service provider 
to deliver a comprehensive solution,” 
concludes Weir.

By implementing a robust RegERM strategy, 
institutions of all sizes can benefit from 
accurate and timely compliance to regulatory 
reporting as well as significant synergies with 
existing operational processes. n

Mark Weir, Senior Vice 
President, Maples Fund 
Services

Jason Brandt, Regional Head 
of Fund Services – North 
America, Maples Fund 
Services
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Ruling curbs ability to 
prosecute insider trading

Interview with Mark Ruddy

In December 2014, the US Court of Appeals 
for the Second Circuit handed down a 
landmark insider trading decision in United 
States v. Newman. This decision seemingly 
curbed the Government’s ability to prosecute 
insider trading cases by increasing the 
Government’s burden of proof. 

This April, the same three-judge panel 
that handed down the decision in December 
denied the Justice Department’s request to 
reconsider the Court’s decision. 

The Second Circuit held that a “tippee” 
who was tipped inside information by an 
insider of a company could only be held 
criminally liable for insider trading if (i) 
the insider breached a fiduciary duty by 
disclosing the inside information to the 
tippee in exchange for a personal benefit, 
and (ii) the tippee knew of the tipper’s 
breach and of the personal benefit conveyed 
to the insider. 

The Court also suggested that the 
Government can no longer infer a personal 
benefit from a personal relationship 
between the tipper and tippee, and must 
demonstrate proof of a meaningfully close 
personal relationship that is objective and 
consequential. The Government essentially 
held that a personal benefit could not be 
inferred from “the mere fact of a friendship” 
between the tipper and tippee. 

Mark Ruddy is an attorney and founder of 
Ruddy Law Office, PLLC in Washington DC. 
In his view, the Newman ruling has made life 
more difficult for the US Government. 

“It is my understanding that the 
Government is evaluating its investigations 
that may be filed in the Second Circuit, 
and, where possible, determining whether it 
would be strategically advantageous to bring 
certain cases in other circuits where the law 
is more favourable. 

“However, the fact that most insider 
trading cases are brought in the Second 

Circuit means that, if another circuit is 
chosen, the Second Circuit’s decision may 
be persuasive in guiding the decisions of 
the other circuits. They will look to what 
the Second Circuit has done or has said,” 
explains Ruddy.

In an unlikely scenario, the US 
Government may be assisted by the support 
of Congress if any of the recently introduced 
insider trading bills makes their way into 
law. On April 3, 2015, the New York Times 
reported that lawmakers have introduced 
three bills in response to Newman. Ruddy 
points out that members of Congress are 
working to establish a “Newman fix.”

 “The securities laws are supposed to 
be construed in a flexible manner and 
developed by the courts so that they can 
evolve with time. The minute you introduce 
a bright line rule is the minute that someone 
exploits a loophole,” remarks Ruddy.

Nevertheless, the Newman ruling should 
not be interpreted by fund managers to 
mean that it is now acceptable to loosen 
their policies governing the use of inside 
information. Its applicability is limited in 
numerous ways.

First, Newman only applies to the Second 
Circuit; it has yet to be seen whether other 
circuits will fully embrace this standard. 
Second, the SEC’s burden of proof in a civil 
enforcement proceeding is substantially 
lower than the Government’s burden of 
proof in a criminal matter (“recklessly” vs. 
“willfully”). Third, even the appearance of 
impropriety or the public announcement 
of an SEC investigation is sufficient to 
cause significant harm to a fund manager’s 
business. 

In short, says Ruddy, fund managers 
should view Newman as a defence to insider 
trading and not an “invitation to amend or 
expand current policies regarding the use of 
information resources.” n

Mark Ruddy, founder, Ruddy 
Law Office, PLLC

RUDDY LAW OFF ICE   PLLC
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short-term and boost the fund’s performance 
but is that really how the company 
should be looking to grow its business?” 
questions Manko.

According to Eberwein, activism can be 
split into two categories: financial engineering 
activism and true operating activism. 

“I regard myself as an operating activist 
manager because I’m chairman of the board 
of several companies and have changed 
management, got companies sold, changed 
strategies; basically a lot of the things you 
would see a private equity manager do. 
This is a more permanent opportunity set. 
There are thousands of companies out there. 
My portfolio is concentrated in 15 positions 
which I typically hold for two to three years 
so I only need to find four or five really good 
ideas each year. 

“Financial engineering is more temporary 
in nature. It has more to do with low interest 
rates and how much value you can create 
by goading management to buy back stock. 
At Lone Star, we look for small-cap stocks 
that are cheap and need to make dramatic 
changes to close the value gap; that’s a 
long-term play,” says Eberwein. 

There are activists that push for change 
just for the sake of it; their only agenda is to 
make returns and part of the criticism that 
people levy at activists is, ‘Are you trying to 
improve a company or are you just trying to 
make short-term returns?’ There are, however, 
large well established activist managers who 
are well respected. Take Cevian in the UK; 
they are a highly regarded manager. They are 
very concentrated in terms of what they look 
for and quite often, companies welcome them 
when they show up. 

“There’s a wide range of managers in 
the activism space, some more and some 
less experienced, and that’s only going 
to continue as more and more people 
get attracted to it. The seasoned activist 
managers out there do, in my mind, bring 
real value to companies,” argues Klein. 

they aren’t necessarily good at investing 
company cashflows for the long-term benefit. 
They don’t really have the training to do 
that. There are plenty of companies in the 
energy space that are poor capital allocators. 
So I do think energy is a fertile sector for 
activism, in general, but not because of the 
falling oil price.” 

Klein agrees. In his mind, the talk seems 
to be out of proportion to the reality in terms 
of what’s going on in US energy. 

“Everyone’s been saying that the sector 
is rife with activist managers; I haven’t 
seen that yet. The problem with energy 
is that market prices are way down. That 
means that companies are making less 
money. It’s not that there are necessarily 
major internal problems that need fixing; 
it’s a market problem. There are going to 
be opportunities in any distressed area 
where companies need to consolidate or 
try to sell certain assets. I’m not suggesting 
that any distressed area doesn’t represent 
opportunities for activists, it’s just not an 
obvious play in my opinion because I don’t 
see an abundance of clear fixes that an 
activist would be jumping on,” says Klein. 

Activism is a polemic subject. There 
are critics who state that hedge fund 
activism is unhealthy because it focuses on 
short-termism and is all about generating 
maximum value for shareholders at the 
expense of all else; indeed Steve Denning, 
writing in Forbes in February 2015, 
highlighted what he called the seven deadly 
sins of activist hedge funds. 

“Investors should look at the manager’s 
background; do they have a lot of experience 
in working with businesses? Are they willing 
to roll their sleeves up and get their hands 
dirty? In my space of the market, there is 
no such thing as short-term. We focus on 
collaboration, so you really have to build 
the trust of the management and have the 
same objectives when it comes to trying to 
improve the business. I often refer to the 
leverage of logic; if what you are proposing 
makes sense, chances are institutional 
investors will support you.

“But there are short-term managers. They 
see what the bigger activist funds are doing 
and call themselves an activist just because 
they support the big guys. A share buyback 
or special dividend might be good in the 

23 “Activism is very much a 
bottom-up company specific 
exercise.”
Jeff Eberwein, Lone Star Value 
Management LLC
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Manko’s approach is not to engage 
in fights with management when trying 
to initiate change. Given that the Horton 
Fund analyses a universe of some 3,200 
companies, typically within the infrastructure, 
industrials, telecoms, and, to a lesser extent, 
medical technology sectors, if management 
aren’t open to change “we quickly move on 
to the next one. We always look for like-
minded people. We would regard ourselves 
as more of a European-style activist 
manager. Our aim is to buddy up with 
management and collaborate.”

Eberwein is willing to go further. The 
fund’s philosophy is to look for stocks that 
are cheap relative to the intrinsic value of 
the company – this could some sort of asset 
value, liquidation value, takeover value, 
private market value etc. The next question 
is to determine why the stock is cheap. Is 
it because management is doing something 
wrong? Do they have the wrong strategy? 
Are they destroying shareholder value? 

“I then think about how to close the gap 
between the intrinsic value of the company 
and it’s share price and that’s when I get 
involved with management. I try to also meet 
people on the board, explain what I’m seeing 
and why I’m investing. My preference is 
always to start off friendly and constructive. 
There are times when that works,” says 
Eberwein. He says that it often doesn’t, 
however, because management knows they 
are underperforming and they entrench 
themselves. 

“They keep the board stale and basically 
adopt a mindset of wanting to protect their 
empire. I then move in to phase two, which 
involves putting out public press releases 
to explain why I think a stock is cheap and 
here’s what they should do. This second 
phase often yields results but if it doesn’t I 
will reluctantly enter phase three, if there is 
no other way to instigate change, and that is 
to run a proxy battle. We had several proxy 
battles in 2014 and we won every one of 
them. Maybe it’s a coincidence, but so far in 
2015 we haven’t run any.” 

Most activist managers will look to engage 
on a private basis before they cross the 
5 per cent ownership threshold to try to 
enact change. Sometimes they might want 
board seats, sometimes they push for share 
buybacks, spin-off divisions and so on. 

One evolutionary aspect that has led to 
the continued growth of activism, according 
to Klein, is that companies have become 
more sophisticated, by and large, in 
engaging with activists. 

As a result, they might agree to settle or 
come to some arrangement with an activist 
investor at the point where they still remain 
private; phase two that Eberwein refers to 
earlier. 

“If that doesn’t happen, usually the next 
step will be to cross the 5 per cent threshold 
and go public with your position to up the 
pressure on the company. If that doesn’t result 
in change, an activist might then put forward 
a slate of directors to get elected,” says Klein. 
Asked whether he thinks the barriers to entry 
for new activist managers have risen, he 
responds: “I don’t believe they have. There’s 
so much interest in activism today that if you 
know what you’re doing, or can convince 
investors that you have a valid campaign, 
you’ll be able to raise assets because people 
better understand what activism is. 

“A number of years ago you needed 5 
per cent, and preferably closer to 10 per 
cent, to garner enough credibility to conduct 
a campaign. That’s not the case anymore. 
If your story is strong enough and people 
believe in what you’re doing, you can do a 
campaign with only a 1 per cent stake in the 
company.” 

Eberwein is in no doubt that activism has 
become more socially acceptable and that 
the trend will continue, not just in the US but 
globally. “I do think the financial engineering 
aspect may wane, however. It’s more a 
function of the low interest rate environment 
we’ve been in,” suggests Eberwein.

As a final word of caution to investors 
– and managers thinking of entering the 
activism space – Manko offers the following 
concluding remark: “Activism is a lot harder 
than some people anticipate. There are 
some companies who need a kick, but 
activism is not a publicity game. And I think 
some managers think that it is. A good 
manager is one who is willing to do the hard 
work it takes to be successful.” n
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“Activism is a lot harder than 
some people anticipate.”
Joe Manko, The Horton Fund


