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At a breakfast meeting with senior Bank of
England officials in the wake of this
summer’s credit crunch, Jon Moulton, a
prominent private equity investor, had to
explain what a CLO was. It is alarming that
innovation in financial derivatives appears to
have been so swift that some central
bankers do not understand collateralised
loan obligations. 

With the redistribution of risk through
securitisation leaving “experts” struggling in
its wake, some question the Financial
Services Authority’s proposals to allow retail
investors wider access to hedge funds –
many of whom use complex portfolio
management techniques.

“The problem with hedge funds is that
there is no definition, they can be anything
they want,” says Justin Urquhart Stewart of
Seven Investment Management. “Put that
proposition in front of an individual private
investor and you have the opportunity to
create absolute chaos.” Such concerns have

grown following the difficulties experienced
this summer by a number of hedge funds –
not only those with direct exposure to credit
derivatives, but also those following
seemingly unrelated investment strategies. In
the first week of August, for example,
contagion spread from credit derivatives to
quantitative equity funds.

Judging the hedge fund industry on the
basis of one crisis period, however, would
be unfair. Indeed, while concerns prior to this
summer focused on the potential for hedge
funds to create systemic risk, the crisis has
instead highlighted the shortcomings of
investment banks. It is always possible to
point out individual spectacular failures, but
Dan Waters, director of retail policy at the
FSA, has gone on record to say that hedge
funds may be less volatile than standard
authorised funds.

The inevitability of a wider range of
investment products entering the retail
market has been recognised by the FSA. EU

O V E R V I E W

LONDON Hedgeweek Special Report Jan 2008 www.hedgeweek.com | 3

Pragmatism underpins
cautious approach to

UK retail market
By Vince Heaney

➧ p6



London

Hong Kong

New York

Zurich

Berlin

Tokyo

� GAM is one of the largest and best-resourced hedge fund investors in the world, with more
than 20 years’ experience and £15 billion invested in alternative investments.

� A team of more than 100 specialists based in London, New York and Hong Kong, cover
the global hedge fund universe; a separate team of 10 focuses solely on operational due
diligence.

� At the 2007 Financial News Awards GAM was recognised for its excellence in funds of
hedge funds by winning:

– Best Manager Selection Process, Fund of Hedge Funds
– Best Due Diligence Process, Fund of Hedge Funds
– Best Client Reporting, Fund of Hedge Funds
– Best Product Development, Fund of Hedge Funds.

� GAM has been awarded ‘Best Group’ for investment process by Hedge Funds Review
(2004, 2005 and 2006).

� GAM’s flagship fund of hedge funds, launched in 1989, has delivered consistent long-
term performance with low correlation to equities and bonds. The fund is AAA rated by
Standard and Poor’s.

For further information about GAM’s funds of hedge funds, please contact Bridget
O’Callaghan on +44 (0) 20 7393 8733 or email info@gam.com            www.gam.com

Funds of hedge funds solutions built on solid foundations

GAM Multi-Manager

This advertisement is for Investment Professionals only, and should not be relied upon by, or passed to, retail investors. Past performance is not indicative of future
performance. All data as at 31 December 2007. This is not an invitation to subscribe for any product and is by way of information only. Issued and approved by GAM
London Limited, 12 St James’s Place, London, SW1A 1NX, authorised and regulated by the Financial Services Authority. GAM is a company of the Julius Baer Group.



In any market, the longer a sustained bull
run continues, the lower the average quality
of a manager becomes. In addition, once
single-country funds in particular grow above
their optimal size, they lose the ability to
move as nimbly as they once did and
become more constrained in their investment
practice. 

With a complex and ever changing
market, the process of evaluating a
manager’s suitability for inclusion in a fund
of hedge funds requires a strong local
presence and extensive investment
experience coupled with a rigorous research
process. Investors new to the region, or to
hedge funds, are unlikely to be able to afford
to build the necessary infrastructure for
themselves, or may not even want to do so.

The new mantra, then, is early
identification of creative and innovative
hedge fund managers. An experienced fund
of hedge funds manager with a well-
structured investment process that includes
multi-layered risk management capable of
addressing investment, portfolio, operational,
process and opportunity risks, can offer a
more practical and cost-effective solution to
identifying and investing in promising
emerging managers and their developing
strategies.

Many might question the risk involved in
investing in new managers. However, this
can be minimised by making a relatively
modest initial investment and the reward can
be enhanced by growing the scale of
investment quickly while the manager’s
exploitable edge remains at its sharpest.
Identifying a promising new manager and
making an appropriate investment is only
part of the story. Knowing when to exit an

investment is what sets apart a really good
fund of hedge funds manager. 

At GAM we believe that active investment
management is a vital ingredient for long-
term success when investing in hedge funds.
All our research suggests that hedge funds
display limited persistency in performance.
As a result, investors basing their decisions
purely on historical data are likely to be
disappointed. Our fund of hedge fund
investments are driven by bottom-up
research and close monitoring of allocations
to ensure that each fund delivers in line with,
or above, expectations. Rigorous research
is critical and our extensive investment in
this process and the breadth of our analysis
continues to develop, allowing us to gain
better insight into hedge fund strategies and,
specifically, hedge fund managers. Further,
GAM’s gradual approach to early stage
investing ensures that only limited risk is
passed on to our investors, while allowing
us to build strong relationships with a wide
array of managers. This is also supported by
a due diligence and monitoring process,
conducted by an independent team.

A degree of concern has been expressed
in recent months about the apparent growing
correlation between the returns from hedge
funds and more traditional forms of
investment. To some extent, that concern is
somewhat exaggerated and misguided. The
hedge fund industry is a perfect example of
the Darwinian theory of evolution and in this
context it becomes increasingly important for
hedge fund managers to continue to identify
new investment opportunities and for fund of
hedge funds managers to track their
changing strategies if out-performance is to
continue. Only the fittest survive. ■

G A M
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regulations – the Product Directive of UCITS
III – permit mainstream funds aimed at retail
investors to include certain types of
derivatives and fund of hedge funds.  Other
EU jurisdictions – France, Italy, Spain,
Germany and Ireland – have introduced
retail-focused fund of hedge funds. UK
private investors can already gain access to
hedge funds by direct investment in offshore
funds, although traditionally this has been
the preserve of high net worth individuals, or
by investing in listed hedge funds. The
development of lower-cost hedge fund
replication products has added a further
dimension to the growing popularity of
absolute return strategies.

Sensibly, the FSA wants to bring products
aimed at retail investors under its jurisdiction,
so that it can offer an appropriate level of
consumer protection. The regulator has been
studying the question for some time, first
canvassing opinions back in 2002. The
current proposals were set out in March
2007 in Consultation Paper 07/6 on Funds of
Alternative Investment Funds (FAIF). After
receiving feedback, a policy statement is
expected in the early part of 2008.

The FSA proposes to introduce retail-
oriented FAIFs into the existing regulatory
regime for Non-UCITS Retail Schemes
(NURS). The principle change to the
regulations would be to lift the existing 20
per cent investment restriction into
unregulated investment schemes by NURS,
which would allow the development of
onshore funds of hedge funds. The
proposed FAIFs would be UK domiciled and
their investment portfolios subject to
regulation, but would be allowed to invest up

to 100 per cent of their assets into
unregulated schemes such as hedge funds
and private equity.

A policy statement and final rules were
expected from the FSA before the end of
2007. Outstanding tax issues, however, which
are still under discussion with HMRC and
which were brought more sharply into focus
with the proposed changes to capital gains
tax in the autumn pre-budget statement,
prompted the regulator to announce a
postponement in mid-November. 

Regulations governing the taxation of
investments in offshore funds originally grew
up as a response to investors’ attempts to
avoid punitively high rates of UK income tax
in the 1970s. Legislation was introduced
under which gains on any investment in an
offshore fund would be treated as income
and taxed accordingly, unless the fund
achieved distributor status. 

The stipulations for distributor status are
not well suited to the structure of hedge
funds. The fund must distribute at least 85
per cent of its income under UK accounting
rules and invest not more than 5 per cent of
its assets in other non-distributing funds. An
offshore fund of funds would struggle with
the second criterion. The 85 per cent
distribution is designed to prevent investors
rolling up income within the offshore fund.
But for a hedge fund that turns over its
positions far more frequently than a long-only
fund, this requirement would effectively
amount to a need to distribute trading profits.
Hedge funds are interested in attracting a
global investor base, of which the UK market
is just one part; therefore the vast majority
have not pursued UK distributor status. 

“Of a universe of about 12,000 hedge
funds, probably less than 20 have UK
distributor status,” says Peter Astleford,
partner at international law firm Dechert LLP.
“If UK retail investors put money into
unregulated alternative investments – mainly
hedge funds – they will be investing in a
universe of funds without distributor status,
so will have an income tax liability.” 

While UK authorised funds enjoy an
exemption from tax on capital profits, income
profits are taxable. Unless the tax rules are to
be different for FAIFs, profits on investment in
a hedge fund made by a FAIF would be likely
to be taxed. A second layer of taxation would

O V E R V I E W
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At Prime Fund Solutions, the part of Fortis Merchant Banking dedicated to servicing the 

alternative and traditional investment community, we are committed to building strong and

lasting relationships within the global investment industry. Focusing on the future needs and
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One of the new mantras in the asset
management sector is the convergence
between traditional and alternative asset
management styles. Today, investors are
becoming more literate on how to invest and
on product options that generate higher
returns quicker and in a safely-regulated
environment. This evolution is one that
poses various challenges for fund
administrators and custodians, especially if
they seek to accommodate different types of
investment strategies on the same platform.

Indeed, a fund manager can find it very
hard to differentiate himself from his peer
group when managing long-only funds.
These funds perform the same way and
hardly beat the index. Thus, it can be a big
challenge to control the growing hunger of
investors seeking returns, especially when
the expertise of the long-only houses is in
long-only products. While traditional asset
managers have kept the two strategies
separate until recently, this is now changing.
They are now taking advantage of changes
in legislation governing funds to employ
techniques hitherto confined to alternative
managers and vehicles.

Regulators have understood these
changing needs and opened new limits to
traditional asset managers with the prime
objective to protect investors. One of the
new techniques available is to go short
using derivatives, which has prompted many
big investment houses to offer 130/30 funds
and other short extension strategy variants.
At the same time, alternative asset managers
are grasping the opportunity to reach a wider
audience such as institutional investors
and/or well-informed investors by using
regulated fund vehicles and eschewing the
traditional offshore hedge fund domiciles of
the Caribbean and the British Isles for
European Union member states such as
Luxembourg.

Investors can now fully benefit from new
regulated investment schemes using
complex alternative strategies in a protective
environment.

Funds today, whether they are run by
traditional managers going alternative or
hedge fund managers seeking a mainstream
clientele, are increasingly bringing together a
mix of assets ranging from well-established
blue-chip equities to extremely exotic
derivatives. Administrators are increasingly
being called upon to deliver a platform that
can straddle these extremes and deliver NAV
production whatever the fund’s asset mix.

We are also witnessing growing public
interest in other alternative investments such
as private equity and real estate, areas in
which Fortis Prime Fund Solutions is a
leading service provider. 

How can administrators support the needs
inherent to alternative funds or hybrid funds
including alternative strategies? At Fortis
Prime Fund Solutions, we are convinced that
part of it can be achieved by a global IT
infrastructure that brings a 24/7 servicing
model. This calls for the building of
additional pricing capability to encompass
automatic feeds for both straightforward and
highly complicated assets from diverse
sources. Fortis Prime Fund Solutions has
built an efficient data management system
that can, in addition to other functionalities,
obtain pricing for a comprehensive range of
securities and could be upgraded to handle
future market developments. 

In changing times, a helping hand is
required. Fortis Prime Fund Solutions can
offer a set of value added services that can
contribute to generate higher returns for
asset managers and the vehicles they are
managing, by tailored cash management
solutions, securities lending and borrowing,
bridge and leverage financing, to name but a
few. ■

F O R T I S
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then apply when the investor sells its interest
in the FAIF, making FAIFs an inefficient form
of investment as compared with offshore
funds of hedge funds.

Unfortunately, altering the rules to achieve
a level playing field between onshore and
offshore investments is not straightforward.
“There are significant problems with all the
foreseeable ways to change the current
regime to make a UK FAIF scheme tax
appropriate,” says Fiona Sheffield, tax partner
at Ernst & Young. “Each potential change
has a prejudicial effect on another type of
product.” This suggests that the FSA’s early
New Year timetable for announcing the new
rules may prove optimistic.

There is greater cause for optimism on
offshore funds ability to achieve distributor
status. “HMRC has made clear indications,
both in the consultation document (on
offshore funds) and in the pre-budget report
that they are going to make it easier for
offshore funds to obtain distributor status,”
says Ms Sheffield. 

At the same time as the Inland Revenue is
exhibiting a more pragmatic approach,
Gordon Brown is proposing to make
distributor status far more attractive –
although, paradoxically, this is an unintended
consequence of his efforts to remove some
of the tax privileges enjoyed by private
equity. The Chancellor proposed in the pre-
Budget report to introduce a flat 18 per cent
rate of capital gains tax – compared with
current maximum rates between 40 and 24
per cent depending on eligibility for taper
relief. The gap will widen between
investments in funds taxed as income and
those as capital gains. “If by achieving
distributor status the tax rate for UK investors
in offshore hedge funds is cut to 18 per cent
from 40 per cent then more funds will have
an incentive to apply for that status,” says
Dechert’s Astleford.

Demand for greater exposure to hedge
funds is clear, as is the willingness of the
regulator and the tax authorities to
accommodate this trend in a sensible
controlled fashion. Less clear is whether
there will be sufficient appetite from funds of
hedge funds to meet retail demand with
suitable FAIF products.

According to a survey of fund of funds by
AIMA only a minority would be interested in

the retail market. “For those funds that are
part of a larger organisation with an
established distribution network it would
make evident sense to add additional retail-
based hedge fund products,” says Emma
Muggeridge of AIMA. The majority of
managers surveyed, however, only intend to
address sophisticated institutional investors
and are not particularly interested in retail
customers. “Oversimplification does not lend
itself well to the hedge fund business,” says
Robin Bowie, chairman of Dexion Capital. “It’s
a good idea for people to have hedge funds
in their portfolio, but only if they know what
they are doing and are properly advised.”

Appetite from funds of funds for the retail
sector will also depend on the extent of
product regulation that the FSA applies to
FAIFs and what restrictions are made on
redemptions and lock-up periods. The final
details will not be known until the FSA
releases its policy statement in the first part
of 2008 – tax negotiations with the Inland
Revenue permitting.

The pragmatic response of the FSA to
growing popularity of hedge funds and the
regulator’s belief in principles-based
regulation are grounds for optimism that a
workable solution can be found. This should
allow funds of hedge funds access to a
broader range of eligible investors and to
maximise investor numbers.

In turn, the UK retail customer will gain
exposure to sophisticated investment
techniques with less volatile returns than
many of the long-only products currently
available to them. ■

O V E R V I E W
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The quest for alpha has resulted in a major
shift of assets to hedge funds. And while
hedge funds, big and small, pounce on the
various opportunities to make healthy
returns, many are unaware of the technology
and operational infrastructure requirements
that prevail in the new investment age. 

According to a recent report, cutting-edge
organisations including hedge funds are
seeking out alternative investment
opportunities wherever a healthy return is to
be found. But the report by Tabb Group
entitled “Alternative Investments 2007” predicts
that the shift in assets under management will
also affect how technology infrastructure is
implemented and operations are structured.

Investment strategies are evolving fast and
hedge funds use various methods, including
investing in over-the-counter derivatives,
long/short strategies or arbitrage
mechanisms, to outshine the competition.
But this presents a challenge. “Hedge funds
moving into more complex instruments such
as derivatives on equities, bonds, swaps,
CLOs, CDOs, etc will find managing these
instruments on spreadsheets increasingly
challenging in terms of maintaining accuracy
and efficiency. Moreover any potential
investors would not look on this favourably,”
says Chris Cattermole, European Geneva
Sales Manager, Advent Software EMEA.

The alternatives arena has brought with it
a demand for more robust operational
processes and technology solutions.
Accordingly, hedge funds must re-evaluate
their systems and capacity needs. Cattermole
affirms that hedge funds looking to attract
new monies, especially from institutional
investors, are finding an increasing need to
invest in their operational infrastructure. “This
also applies to those funds wishing to retain
their large investors,” he adds.

Take for example some larger hedge

funds who have invested in their technology
infrastructure. Apart from being able to better
cope with the market turbulence, they have
also been able to cope with market
dynamics. Improving business processes
such as communication, documentation, data
and workflow management can increase
productivity and efficiency. It can also ensure
minimal downtime and complete
transparency to end-users and management,
with no disruption to work environments.

And with continued pressure on hedge
fund regulation from various jurisdictions,
policy concerns – voluntarily or otherwise –
also need to be met and refurbished. It is
better to be safe than sorry in an
environment where there is a rising voice for
more regulation. “Regulatory pressures are
making hedge fund firms reconsider their
infrastructure options. The ability to
demonstrate transparency into the operation
with solid audit trails, robust compliance and
reporting mechanisms is becoming a
requirement for hedge funds and the need to
have an appropriate platform is becoming
paramount,” explains Cattermole.

Many hedge funds are turning to solution
providers that offer an integrated hosted
infrastructure with all the components that
hedge funds require. Cattermole sums up,
“Corporate agility is increasing in importance
for organisations and the flow of information
is critical. Access to timely and accurate
information across the organisation from a
single source ensures much higher quality
decision making in the front office. Being
able to understand your firm’s positions and
exposures in real time is a powerful tool in
today’s unforgiving market.” 

When a hedge fund has been supplied
with all the technology it needs to run its
business, it can concentrate on what it does
best – how to seek alpha. ■

A D V E N T
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Headlines about the ongoing crisis in
financial markets have been difficult to ignore
and problems at specific hedge funds have
formed part of the unfolding story. Indeed,
large losses at two Bear Stearns mortgage
credit funds were one of the catalysts for
market volatility in July and August. It would
be wrong, however, to conclude that 2007
has been a disastrous year for hedge funds.

For a start, the hedge fund industry now
comprises more than 7,500 funds and 2,400
funds of funds, but it is still the small number
of failures that grab most media attention.
“The problems suffered in the summer by
some credit funds were well-publicised. Less
well-documented is that a handful of funds
were short sub-prime mortgages and were
part of a group of funds that at the end of
October were up more than 100 per cent for
the year,” says Ken Heinz, president of
Hedge Fund Research (HFR), the alternative
investment database and index provider.

The most recent performance data from
HFR paints a relatively upbeat picture. The

hedge fund industry attracted a record
USD194.5bn in new investor capital in 2007,
bringing total assets under management to
USD1.87trn.

Inflows for 2007 outpaced the previous
year’s USD126.5bn and represent a 54 per
cent year-on-year increase. However, the
fourth quarter inflow of USD30.4bn was well
below the pace set in the first three quarters
of the year, making 2007 the third consecutive
year to end with a fourth quarter drop in the
rate of new capital coming into the industry.

The HFRI Fund Weighted Composite Index
returned 1.37 per cent in the fourth quarter
and 10.24 per cent for the year. For the third
year running, the HFRI Emerging Markets
Index was the top performer on an annual
basis, adding 3.89 per cent in the fourth
quarter, and returning 25.03 per cent for the
year. Short selling led all strategies for the
quarter, returning 5.94 per cent, but was up
just 3.98 per cent for all of 2007.

Relative value arbitrage and event-driven
attracted the most new assets in the fourth

C O M P E T I T I O N
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Trading in OTC derivatives has grown
dramatically in the last few years and firms
have faced a number of challenges in
processing and settling these trades in a
timely way. OTC derivatives are important
risk management tools. For hedge funds,
OTC derivatives have become an extremely
popular investment with deep pools of
liquidity making it an absolute must for them
to enter into this market. 

As in many fast growing markets, there
are concerns about the ability of the market’s
infrastructure to accommodate its growth
effectively. Are hedge funds capable of
handling the volume of activity in a manner
that does not create undue risk especially in
a meltdown environment? 

Frank De Maria, Managing Director of
Business Development at The Depository
Trust & Clearing Corporation (DTCC), says
that a primary issue in OTC derivatives
processing is a relatively young
infrastructure, which is having a direct impact
on operational efficiency and the industry’s
reputation. “In an environment where OTC
derivative trading is growing in popularity,
market participants are focused on
harnessing appropriate industry infrastructure
to gain efficiency in this area. Similar to how
the cash markets adopted to its growing
volumes nearly 30 years ago, the OTC
derivatives market is continuing to evolve,”
he affirms. 

DTCC Deriv/SERV’s Trade Information
Warehouse, a comprehensive electronic
platform for servicing derivatives contracts
from confirmation through to final settlement,
provides a viable automated solution to both
buy- and sell-side participants. The
Warehouse provides for a centralised global
repository where all trade records are kept
and allows for centralised settlement of
payments between credit derivatives trade

counterparties. As each OTC transaction is
unique, this is an important development,
because until now there has not been a
single place where a net position for OTC
derivatives transactions has been maintained.

“The Warehouse also provides
opportunities for future functionalities,” adds
De Maria. “For example, it is possible to take
the data that the Warehouse has stored over
time and use it to provide valuation services.
All hedge funds are looking to improve their
daily processing capabilities in this area and
the DTCC platform creates efficiency,
reduces risk and lowers cost.”

DTCC Deriv/SERV has the largest
community of users for automated post-
trade processing services with a customer
base of over 1050 global derivatives dealers
and buy-side firms in 31 countries. De Maria
explains: “The DTCC Deriv/SERV platform is
designed to provide appropriate
infrastructure and a full range of services. All
major global derivatives dealers use this
platform to process OTC derivatives
products, and our matching and
confirmation service enables market
participants to manage their OTC credit,
equity and interest rate derivatives
instruments on a single platform. The
service is also free for buy-side firms.”

A recent report by Celent states that
global technology spending on OTC
derivatives processing will increase from
USD187.8m to USD232.5m by 2011. But, it
adds, the buy side is not as actively involved
in these automation efforts as is needed, as
they look for technology that effectively
meets their needs. That may come in an all-
purpose platform that helps sustain industry
growth and also provides an essential
structure for managing the volume surge
during turbulence. Are the hedge fund
managers listening? ■

D T C C
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quarter, bringing in USD9.9bn and USD5.3bn
respectively. For the year, relative value
arbitrage brought in the most new assets,
totalling USD45.9bn. Equity hedge was next
with USD41.5bn, although the strategy attracted
just USD14m in inflows in the fourth quarter.

Funds of funds saw net new inflows of
USD11.3bn in the fourth quarter and
USD59.2bn for the year, compared with
USD49.7bn in net new assets in 2006 and
USD9.5bn in 2005. Globally, USD798.6bn is
invested in funds of funds, according to HFR,
with total assets invested in the category
increasing by almost 22 per cent in the past
year. Fund of funds performance was up 1.85
per cent in the fourth quarter of 2007, and
10.12 per cent for the year, according to the
HFRI Fund of Funds Composite Index.

“It was another record year for hedge
funds when it came to attracting new assets
in spite of the slower pace in the fourth
quarter,” says HFR’s Heinz, who confirms
that there are now more than 10,000 hedge
funds in the industry. “The trend in strategy
allocations suggests investors are not
chasing the best performers, and are
anticipating continued opportunities in
arbitrage and event-driven.”

Looking ahead, any outflows appear likely
to be more than offset by continuing
strategic inflows. “If market conditions remain
difficult in 2008, which we think they will,
then inflows will remain strong,” says
Thomas della Casa, head of research,
analysis and strategy at Man Group. 

Barry O’Brien, director of business
development at fund administrator LaSalle
Global Fund Services Europe, also noted an

optimistic outlook among hedge fund
providers. “It is very much business as usual,”
he says. “Of course some individual funds
have lost their shirts, but that is a cyclical
phenomenon. In the late 1990s emerging
market funds suffered in the Asian crisis,
which was followed by the technology crisis.
Certain discrete areas have been severely
affected this year, but others are expanding.”

In 2007, market volatility has resulted in a
greater variance in the performance of both
managers and strategies than in recent
years, which for an industry that promotes
itself on its ability to generate alpha is a good
thing. “The hedge fund industry fee model
has attracted a lot of mediocrity, but the fees
are set at levels that are not synonymous
with mediocrity,” says Robin Bowie, chairman
of Dexion Capital. “It is now an ideal
environment for hedge fund managers to
exploit opportunities and show their worth.”

With this greater variation in performance,
manager and strategy selection will be even
more important than usual in 2008, and there
is a renewed belief in the benefits of
diversification. “Achieving a return of Libor
plus 500 basis points with a fund of funds is
a much better bet than investing in credit at
the same level,” says Bowie.

Both Man Group and LaSalle Global have
noted a trend towards a greater relative
focus on fund of funds rather than hedge
funds. “In 2008, we will see a revival of the
diversified fund of hedge funds. In recent
years investors wanted high returns, more
leverage and specialised exposure. Now they
are starting to value diversification more
highly again,” says della Casa. 

The strategy mix is also shifting to reflect a
less benign macroeconomic outlook for 2008.
Distressed asset trading, for example, is
definitely on managers’ radar. Parts of the
credit market, such as the industrial segments
of the corporate credit market have come
under pressure from long liquidation, despite
company fundamentals – such as interest
cover and cash flow – remaining sound. This
creates opportunities for hedge funds to
exploit the difference between intrinsic value
and oversold market valuations.

Andrew Lodge, managing director of
Nedgroup Investments, a fund of hedge
funds, aims for a wide distribution of assets
across different strategies, but says, “we do
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In summer 2007 hedge funds found
themselves being the target of erroneous
and adverse media coverage, implying that
the sub-prime crisis – and the liquidity
squeeze that followed thereafter – was
somehow caused by hedge funds. As a
result, hedge funds (traditionally not very
transparent and bashful of all PR and media
contact) are beginning to realise that there
are benefits of having “good PR”. This is
clearly evidenced by the increasing respect
attributed by securities regulators and hedge
fund investors to organisations like AIMA
(the Alternative Investment Management
Association www.aima.org) and the Hedge
Fund Working Group (www.hfwg.co.uk),
which are leading the way in new initiatives
to strengthen the character of hedge funds.

The Hedge Fund Working Group, for
example, has identified five key areas in this
regard. These include disclosure to investors
and counterparties, valuation, prudential and
risk issues, fund governance and activism. 

Out of these five key areas, two stand out
as being especially important: valuation and
fund governance. With regards to valuation,
while uncommon in the vast majority of
hedge funds, there are instances where fund
directors have insisted on the establishment
of specific provisions for unexpected losses
arising from the irregular pricing of illiquid
fund assets. The offset to these specific
provisions is the deferral of a comparable
percentage of incentive fees due to the
manager. By recommending and organising
such a provision, the fund directors are,
arguably, acting prudently and responsibly,
as the provisions will be released when
actual sale proceeds for these assets are
realised. This does not conflict with the use
of model based pricing; investment banks
use model based pricing but may also
establish provisions where positions are not

readily marked to market. It is recognised
that these will not apply for all classes of
illiquid fund assets but should be a good
starting point in some cases and this
mechanism is especially useful for close-end
type funds or “closed” open-end funds.

On the topic of fund governance, it is no
good having external fund directors who
have made it their professional career to be
on the boards of as many funds as possible
at a annual fee of as low as USD2,500. In
these cases, it is not uncommon for
limitation of personal liability clauses, which
are aligned to their fees, to be embedded in
their service agreements. Best practice
would be for managers to have truly
independent directors who are paid a higher
annual fee and who can offer experience,
knowledge on good governance practices
and possibly investor contacts as well.

Sigma Partnership (www.sigmallp.com), a
specialist compliance advisory and
accounting services firm, has also made
initiatives to better the role of hedge funds. It
pioneered a series of monthly briefing notes
in early 2006 on issues of topical interest to
managers, investors, participants and other
interested service providers and the current
distribution figure is over 1,000. Many of
these notes are subsequently re-distributed
by recipients, often law firms, and the
eventual coverage is a lot greater. Topics
have ranged from guidance on the need to
change LLP agreements due to new
accounting guidelines, MiFID regulatory
matters, and taxation and governance
issues. Forthcoming briefings will include
professional and pragmatic commentary on
some of these key areas.

It is clear that the role of hedge funds in
today’s world needs to be more transparent
and “user-friendly”. Initiatives described
above are paving the way forward. ■
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make some tactical asset allocations and we
are expecting distressed debt trading to do
well in 2008. We are also optimistic about the
prospects for funds getting involved in
providing mezzanine financing: the banks
have pulled back and so the deal flow and
value opportunities are improving.”

As well as taking the place of traditional
financial intermediaries, hedge funds look set
to benefit from greater economic uncertainty.
For example, the continuing stress in money
markets is a possible threat to strategies in
fixed income relative value, but also creates
opportunities. “There are currently very varied
opinions about the macroeconomic outlook,
which means that price action after central
bank policy changes is quite marked,” says
Man’s della Casa. “This movement in yield
curves creates opportunities to both take
profits and enter new trades. Twelve months
ago yield curves just weren’t moving.” 

There has also been a shift of emphasis
within specific strategies, such as credit.
“There are three launches that we are aware
of in December from managers looking to
exploit opportunities in the credit market,”
says O’Brien. “Some areas, such as CDOs
have diminished, but other credit-focused
strategies have expanded significantly.”

Opinions are more divided on the
prospects for quantitative funds, after the very
poor performance of several high-profile
funds in the first half of August. “There’s an
inherent inflexibility in those funds,” says
Andrew Lodge. “There is very little human
intervention in the models and they may have
had their time.” In November, however, when
many hedge fund strategies recorded losses,
equity market neutral – in which there is the
highest concentration of quantitative funds –
recorded a modest gain for the month. 

One new area of quantitative investment,
however, gained traction in 2007: hedge fund
replication. Just as passive index tracking has
become an important part of the mutual fund
industry, as the hedge fund sector matures
interest is growing in low-cost index-based
products, which use proprietary algorithms to
replicate the performance of hedge funds.
Goldman Sachs, JP Morgan and Merrill Lynch
have already launched hedge fund “clones”
and the market has also attracted new
entrants such as New York-based Index IQ.
By definition a passive investment strategy

can only replicate beta not alpha. But gaining
access at a lower cost to the alternative betas
offered by hedge funds – the risk premia
earned by isolating asset characteristics that
are rewarded – has obvious appeal.

“Passive indexing accounts for about 17
per cent of the mutual fund industry,” says
Adam Patti, chief executive of IndexIQ. “We
won’t get to an equivalent level in the hedge
fund industry next year, but that is the kind of
future market growth we are thinking about.” If
hedge fund replication does gain widespread
popularity, it could lead to downward pressure
on fee structures at those hedge funds whose
performance is not exceptional.

While it is clear that fund providers are
relishing the prospect of more turbulent
markets, there are also indications that
investor demand remains buoyant – at least
for the right kind of hedge fund investment.
At the start of December Dexion Absolute,
the biggest UK listed fund of hedge funds,
raised GBP460m from investors, which was
more than double its original target. “There is
strong demand for good quality funds, which
are large and liquid,” says Dexion’s Robin
Bowie. Some smaller funds, however, have
struggled to raise as much capital as they
had hoped and there is definitely an element
of “size begetting size” in the current
fundraising environment.

It is perhaps unsurprising that in a year
during which illiquidity – the inability to sell
an asset at the expected price – was the
main cause of market distress, investors
should show a preference for large vehicles
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As PerTrac Financial Solutions continues to
grow its client base and expand its suite of
product solutions for both the hedge fund
manager and investor communities, its office
in London is taking on an ever more important
role as a centre for new product development,
as a base for support for customers
throughout the world, and as a focus for sales
and marketing efforts outside the Americas.

London has long been a crucial market for
PerTrac, of course, given its position as an
international capital for the hedge fund industry
and as home to a number of important
investor institutions. PerTrac already has some
200 London-based clients on the manager side
and even more among institutions and funds
of hedge funds, providing the largest share of
its European business.

To cope with the growth of its European
client base and of the region’s alternative
investment industry, PerTrac has focused
extensive resources on the London office. In
the past two years, the number of personnel
has doubled, with additional hires made in
technical support, training, professional
services, sales and development. As a result,
clients in London and mainland Europe now
receive local time zone support, in-office
training, and personal access to sales and
account managers.

In addition, the Middle East appears to
offer substantial growth potential for the
alternative investment industry in general and
PerTrac in particular, as was evident in Asia
three years ago, and it may well be the next
region in which PerTrac decides to establish
a permanent presence. In the meantime, the
London office is responsible for sales and
support in the Middle East, because of the
time zone advantage over the group’s US
operations and because the city remains an
important conduit for hedge fund investment
from the region.

This is an important time for PerTrac’s
business and strategy development due to
the legal, regulatory and market changes that
are increasing the reach of alternative
investments. As investing institutions in
continental Europe, Asia and the Middle East
often require higher degrees of transparency,
hedge fund managers are turning to
technological solutions to manage, analyse
and disseminate an increasing amount of
often complex information.

With the launch of PerTrac’s portfolio
management solution for hedge fund
investors, the firm is now offering three
distinct products to its clients. Following the
PerTrac Analytical Platform, the product that
literally made the company’s name and is
now an international standard in the industry,
the acquisition two years ago of Whittaker
Garnier brought the PerTrac CMS workflow
solution into the company’s product suite.

The CMS product was created in the
London office and the portfolio management
system has also been largely developed
there, one factor in doubling the London-
based development staff over the past two
years, and firmly establishing the office as
one of PerTrac’s two key product
development centres.

Further growth is expected as the blurring
of the boundaries between traditional and
alternative assets enables PerTrac to expand
its market beyond its existing clientele,
where it is a big player in a relative small
sector. As traditional managers move into the
hedge fund space and hedge fund managers
diversify into long-only products, the firm is
already seeing opportunities to expand into
the mainstream asset management market.
With so many irons in the fire, the influence,
size and importance of PerTrac’s London
office, and of its European clients, can only
continue to grow. ■
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offering ease of entry and exit. However,
given the greater variation in performance in
2007, the best managers are finding
themselves able to demand tighter, not
easier redemption terms. Indeed, some have
put forward the argument that very short
notice periods added to the summer’s
volatility by allowing panic withdrawals. 

Increased volatility has also prompted a
demand from some institutional investors for
greater transparency from hedge funds.
O’Brien, for example, notes an emerging trend
towards managed accounts rather than funds
with a unit trust structure. For hedge fund
managers there is a fine balance to be struck
between meeting clients’ requirements and
protecting the proprietary nature of trading
strategies. It is, after all, difficult to create
alpha if everyone knows the exact details of
the strategy being followed. In the aftermath
of the August turmoil there has also been a
greater demand for evidence of sound risk
management and valuation processes.

Interest in risk management and
transparency was also apparent among
policymakers in 2007. Germany used its
presidency of the G7 in the first half of the
year to press for increased transparency at
hedge funds and proposed a global
database of hedge fund investments.
Recommendations from the Financial
Stability Forum, an international grouping of
central banks and financial regulators,
however, stopped short of calling for tighter
regulation. 

Germany and others pushing for action,
such as the ECB, were mollified by efforts
instead to establish a voluntary code of best
practice. 

The Hedge Fund Working Group,
established by 14 leading hedge fund
managers based mainly in the UK, this
month published best practice standards for
hedge fund managers following consultation
with the industry and other interested parties.

The publication of the standards has been
welcomed by the Alternative Investment
Management Association (Aima), which will
be involved in implementing them, and
follows the issuing of a consultation
document by the group last October.

The body of voluntary standards includes
recommendations for managers to adopt an
independent process for valuing portfolios

and to put in hand robust governance of
funds, in order to handle conflicts of interest
between managers and investors.

The report also recommends enhanced
disclosure to investors and urges managers
to create a comprehensive risk management
framework, an important consideration in the
context of financial stability.

The Hedge Fund Working Group was set
up last year in response to concerns about
both the growing impact of hedge funds and
financial stability. The standards aim to
address these and other issues through
increased disclosure to investors and other
counterparties.

“Our final report is the result of extensive
consultation within the financial industry,
which has helped us to refine the standards
and in some important respects make them
more rigorous,” says the group’s chairman,
Sir Andrew Large

“Now it is up to investors to help take this
forward. This is a voluntary, market-led
initiative based on disclosure. It is the
investors who can provide the market
discipline to ensure these standards are
widely adopted.”  Compliance with the
standards will be voluntary and will operate
on a comply or explain basis. 

A Hedge Fund Standards Board is being
set up to act as custodian of the standards.
The board’s trustees will be responsible for
updating the standards in the future and for
encouraging convergence with the similar
initiative currently being taken by the
President’s Working Group in the US.
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Members of the group will initially act as
interim trustees of the new Hedge Fund
Standards Board and Sir Andrew Large will
be interim chairman until permanent trustees
are appointed. Aima chairman Christopher
Fawcett will become a trustee. 

According to the working group, Aima will
also have a key role in developing aspects of
the recommendations included in the report
and in acting as a channel for guidance for
the industry as well as consultations on
future changes. The association has
welcomed the publication of the report,
describing it as ‘a substantial undertaking by
leading hedge fund managers [that] offers
high-level thought leadership on key issues
surrounding the industry.

Aima notes that the report endorses its
own work in defining and promoting best
practice standards for the hedge fund
industry and says it will work with the Hedge
Fund Standards Board to mesh the
standards with its own recommendations.

The association shares the working
group’s desire to see convergence of the
various sets of standards drawn up for the
hedge fund standards and has expressed its
commitment to leading these efforts, while
not underestimating the challenges inherent
in doing so. It will consult with its members
on the development of the standards by the
board and may develop guidance on them if
called upon to do so by its members and
investors.

“This report is a substantial achievement
by this group of leading managers,
particularly given the time frame and the
market conditions,’” says Aima deputy chief
executive, Andrew Baker. “We believe this
initiative is the right approach for the hedge
fund industry. The working group’s
endorsement of Aima’s leadership and its
substantial body of work in industry
practices is welcomed, and we are very
much looking forward to working with the
board and the rest of the industry to oversee
convergence of standards.”

The working group was set up last July to
address issues raised about financial stability
by the G8 and the Financial Stability Forum
as well as other concerns about the hedge
fund industry. Its terms of reference were to
explore a range of issues covering in
particular valuation, disclosure of financial

information and risk management.
The working group received more than 75

written submissions from interested parties in
the industry, its investors and suppliers
during the two-month consultation period and
held 26 face-to-face discussion sessions. 

The members of the group are Nagi
Kawkabani, co-chief executive, Brevan
Howard; Klaus Jäntti, chief executive,
Brummer & Partners; Bernard Oppetit, chief
executive, Centaurus Capital; Stuart Fiertz,
president, Cheyne Capital; Michael Hintze,
chief executive, CQS; Jeffrey Meyer, chief
executive, Gartmore; Manny Roman, co-chief
executive, GLG; Paul Ruddock, chief
executive, Lansdowne Partners; Rob Standing,
founding partner, London Diversified; Stanley
Fink, deputy chairman, Man Group; Paul
Marshall, chairman, Marshall Wace; Michael
Cohen, managing partner and chief
investment officer for Europe, Och-Ziff Capital
Management; Michael Alen-Buckley,
chairman, RAB Capital; and George Robinson,
founding partner, Sloane Robinson.

The London-centric nature of the working
group reflects the city’s dominant role for
hedge fund management in Europe.
According to EuroHedge, UK-based hedge
fund managers had USD415bn of assets
under management at the end of June last
year, some 80 per cent of the USD539bn in
total assets managed or invested in Europe.

The FSF noted in October that, “The
issuance of draft best practice standards…is
a notable step towards improved
transparency and discipline and a
recognition by the sector of its
responsibilities as a significant force in the
financial system”

Importantly, the FSF has also recognised
that this “significant force” has not been the
prime cause of financial market instability in
2007. At the request of the US government
the FSF is now studying regulated financial
institutions’ liquidity, market and credit risk
practices.

At the end of a year in which a long
expected return of market volatility has
tested the resilience of most financial
institutions, London’s hedge fund industry,
with its focus on setting pragmatic best
practice standards, is well placed to meet
clients’ needs in a more challenging
investment environment. ■
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