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less conviction in the markets. “As a result, 
fund performance has been lacklustre, as 
managers continue to miss the large moves 
when they occur,” he says.

Those who have done well, Seibald says, 
are what he refers to as “stock jockeys” 
– traders that actively build specific long 
and short positions, “not those who pick 
stocks on one side and then use ETFs or 
some other form of passive instrument to 
hedge. Several risk arbitrage and event-
driven managers on our platform have also 
done well this year. The ones who aren’t 
distinguishing themselves are those trying to 
trade the market.”

Below the surface things aren’t all doom 
and gloom. Fixed-income arbitrage strategies, 
for example, are up 7.47 per cent so far 
this year. In a low interest rate environment, 
credit-focused strategies are really taking off, 
particularly those that focus on high-yield 
and stressed bonds.

Last month, Emmanuel Roman, chief 

Last year was a dismal one for hedge fund 
managers, who as a group plunged into 
negative territory for the second time in four 
years, and so far 2012 hasn’t been much 
better. Although most strategies have made 
money this year, they have lagged buoyant 
– some would say irrationally so – stock 
markets by some distance.

Many managers are unlikely to regain 
their high water marks this year, depressing 
further performance fee income, which had 
already fallen from 50 per cent of industry 
revenues in 2010 to just 25 per cent last year, 
according to a confidential Barclays report. 
That trend is unlikely to change soon in a 
market where chastened managers are more 
likely to batten down the hatches than make 
big, bold bets.

Jack Seibald, a principal at Concept 
Capital, a full-suite prime brokerage, 
acknowledges that the current low-volatility 
environment is continuing to depress trading 
activity and use of leverage because of 

Credit strategies shine in 
morose environment

By James Williams
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To be successful, it is essential that 
managers can work with the right service 
providers, which in turn must have 
appropriate software in place in order to 
deliver the right level of support.

As a software provider, Koger is prepared 
for the rise in the number of hybrid funds 
thanks to the flexibility built into its NTAS 
fund administration and transfer agency 
system, which gives users the ability to 
build complex multi-layered fund structures 
containing both liquid and illiquid assets.

As well as having a flexible system 
architecture, NTAS allows rules to be 
created easily using the system’s built-in 
rules engine, enables P&L allocations to be 
automated, and facilitates other business 
processes. Rules can also be customised to 
meet specific client needs.

NTAS boasts a full reporting suite and 
portfolio valuation dashboard reports. These 
can pull up assets from hedge funds, 
private equity funds and hybrids to be made 
available in a single report.

Managers can also take advantage of 
automated fund accounting calculations, 
support for complex waterfall calculations 
for private equity, and standard incentive fee 
calculations for hedge funds. The software 
also supports side-pockets and capital lock-ups 
as well as providing incentive fee functionality.

One Koger client running a hybrid fund 
on the NTAS platform reports that it has 
improved efficiency by enabling the fund 
to be set up as a master-feeder structure 
with multiple feeder funds. The hybrid fund 
structure shows the underlying investments 
and illiquid assets that can be moved to 
side-pockets as needed.

Complex fund structures need systems 
that make their management and 
administration as simple, efficient, and 
cost-effective as possible, a crucial factor 
in ensuring long-term success for both 
managers and their clients. n

The alternative investment industry has had 
to reinvent itself over the past few years 
following the financial crisis, which has 
resulted in the emergence of a number 
of hybrid schemes that make use of both 
hedge fund and private equity strategies.

Hybrid funds are a response by managers 
to the challenges of striving to manage 
investor expectations regarding alpha 
generation and seeking a wider range of 
investment opportunities offering better returns.

They are basically hedge funds that 
invest in a variety of illiquid assets such as 
collateralised loan obligations and distressed 
debt, held by the manager over a longer 
period than the rest of the portfolio and that 
tend to be separated into side-pockets.

Increasingly hybrid structures are being 
launched in which investors are happy 
to have their committed capital deployed 
progressively as opportunities arise and 
thereafter locked up for longer periods of 
time. In fact the hybrid approach addresses 
the liquidity problems faced by many single-
manager vehicles and funds of funds during 
the financial crisis.

These structures enable managers to 
access a variety of asset classes, from 
fixed income to real estate and private 
equity. Hybrid funds have also focused on 
distressed and intrinsic value assets in 
strategies that allow managers to acquire 
investments at attractive prices.

Most hybrid funds have highly illiquid 
portfolios of marked-to-market assets 
managed with a long-term view, using 
side-pockets that enable managers to take 
advantage of potential gains at exit or 
liquidation over the longer term.

Although hybrid funds allow managers 
to enjoy opportunities from both the private 
equity and hedge fund worlds, the operational 
and administrative challenges they entail 
should not be underestimated if managers are 
to offer an efficient service to their clients.

KOger

Hybrid funds must tackle 
operational challenges

By ras Sipko, chief operating officer at Koger
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executive of GLG Partners and president 
and chief operating officer of GLG’s parent, 
Man Group, argued at a conference in 
London that the capital constraints placed on 
investment banks today presented a great 
opportunity for hedge funds.

“I always said that 10 years ago our 
biggest competitors [for the hedge fund 
industry] were investment banks,” Roman 
said. “I envisage credit funds to do well. 
They are already the best performing 
strategy [in 2012], having returned 10 per 
cent for the year to date.”

With investors keen to find yield, it’s been 
a good year for New York-based distressed/
stressed shop Phoenix Investment Adviser, 
which focuses exclusively on US junk bonds 
trading at depressed prices. Says founder 
and chief investment officer Jeff Peskind: 
“We try to shoot for equity-type returns in 
the bond market, and we’ve exceeded our 
annual target returns already.

“Earlier in the year we had quite a large 
exposure to home builders. More recently, 
we’ve been active in buying bonds of Indian 
casinos. We don’t make sector bets, though, 
we just wait for individual companies to fall 
out of favour.”

Typically this occurs when bonds get 
downgraded to CCC, forcing bondholders 
to sell into the secondary market at a 
discount. “We usually buy bonds at around 
60 cents on the dollar,” Peskind says. “If our 
assessment is right, the company doesn’t go 
bankrupt, and the bonds climb to 90, we sell 
them.” With around USD50bn of US bonds 
trading below 80, there’s no shortage of 
buying opportunities.

Performance remains a key priority for 
managers, but as the industry, both in the US 
and globally, becomes more institutionalised, 
there’s an increasing need to expand 
operational expertise – which means added 
cost. There’s no surprise that middle- and 
back-office functions are being outsourced, 
and that managers of all sizes are turning 
to firms like Princeton-based CurAlea 
Associates for independent support in their 
risk management processes.

The firm positions itself as a ‘virtual chief 
risk officer’, providing an additional layer of 
objective expertise in portfolio construction 
and position sizing. Rather than crunching 
numbers, CurAlea’s expertise lies in 

interpretation and explaining exactly what 
those numbers mean.

“We’re helping portfolio managers with 
portfolio construction and position sizing 
by quantifying the risk contribution from 
individual securities or groups of securities, 
and highlighting any potential vulnerabilities 
in the assumptions of the risk models,” says 
co-founder Peter Ort.

“We don’t preach a particular risk 
framework, as we don’t believe there’s only 
one way to manage risk. To be effective, a 
risk process has to be in consonance with 
the client’s investment philosophy. We don’t 
tell clients that now is the time to increase or 
reduce risk. Rather, we help them understand 
better their overall portfolio risk levels and 
marginal risk contribution from the positions 
in the portfolio, and how that fits in with their 
long-term risk and return objectives.”

This year, Ort says, some long/short 
equity managers have underperformed 
because they were cautiously positioned 
in the summer months in anticipation 
of another period of market turbulence. 
“Consequently, they didn’t participate in 
much of the market rally in August and 
September,” he says.

Investors appreciate managers using 
specialists like CurAlea; it inculcates further 
trust. Risk management is an inexact science, 
so why not use extra help? Anything that can 
differentiate a manager from its peers has to 
be an advantage, particularly as capital-raising 
remains devilishly tough.

Regulatory, compliance, reporting and 
investor pressures make for a heady cocktail 
of costs, raising barriers to industry entry 
and making it even harder for small- to 
mid-sized managers to expand their asset 
base. According to Hedge Fund Research, 
there were 245 fund launches in the second 
quarter, down from 304 over the previous 
three months and the lowest quarterly total 
since late 2010.

Ted Jasinski, general manager of Admiral 
Administration’s office in Richmond, says that 
around 70 per cent of new fund launches 
have been in the long/short equity space. 
And while six years ago launches of 
USD20m-25m were the norm, “a launch of 
USD10m-15m is considered good today”, he 
says. “We’ve heard that one group backed 
with Goldman Sachs capital of USD60m-70m 

Strategy  Overv i eW
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Esoteric structures gain 
favour with US institutions 

interview with ted Jasinski

Ted Jasinski, Admiral 
Administration

The emergence of esoteric products such 
as private equity-type hybrid funds means 
the alternatives space is starting to get a 
whole lot more alternative, according to 
Ted Jasinski, general manager of Admiral 
Administration’s Richmond-based office.

“Where we as a firm have done well and 
where we’ve seen a lot of capital being 
raised is in these esoteric products,” he 
says. “The space is not too crowded and the 
endowments and institutions seem to like it.”

Over the past five years, Admiral’s 
US office has seen significant growth in 
both number of clients and assets under 
administration, with the biggest growth in 
assets coming from these private equity 
hybrid structures.

The reluctance for banks to lend is 
making life difficult for firms, who now need 
access to alternative funding channels. The 
ability of fund managers to step into the 
breach, building hybrid structures that can 
deliver steady returns with low volatility and 
that have no market exposure, is proving 
highly popular with institutions that need to 
find good yield.

“These hybrid funds are trading in 
anything from farm leases to patents and 
copyrights, royalties, aircraft leasing, even 
windmill leasing,” Jasinski says. “A group 
doing asset backed-lending that was our 
first private equity hybrid client three or four 
years ago has grown from USD50m to about 
USD600m. They’re still gaining traction.”

“These new structures really cater to 
the institutional market. They’re returning 
anywhere from 8 to 15 per cent per annum, 
higher in some cases. Banks are still 
cleaning up their balance sheets, so it’s a 
great environment for structured finance 
activity.”

Admiral is not targeting solely hybrid 
structures. The firm continues to bring on 
clients across the board; long/short equity 

managers make up the majority of its current 
pipeline. This is both good and bad news – 
good news in that new talent is continuing 
to come on stream, giving administrators the 
opportunity to partner with what might be the 
next billion-dollar manager.

But also bad news because, Jasinski says, 
“pricing has been so competitive that we’re 
being driven to levels approaching cost just 
to pick up some accounts in that space. 
You’ve got to bet on growth with these 
managers. Even the largest administrators 
are bidding for emerging managers.”

Admiral’s game plan is to get to 100 
clients in the US market within the next few 
years. “By broadening our product line and 
having a diverse book of clients trading 
various asset classes and strategies, our 
goal is to be a complete admin shop that 
can service emerging managers as well as 
large and established alternative industry 
players,” he says.

So far this year the firm has landed two 
large accounts, one from HSBC, the other a 
USD300m long/short equity fund that broke 
away from Citi. Says Jasinski: “We’re proving 
we can compete with the big guys, yet at the 
same time provide a higher touch with our 
relationship model. To us, a USD3m manager 
is just as important as a USD300m manager.”

By taking on hybrid funds, Admiral has 
had to adapt its internal operations and 
become more flexible. Advent Geneva 
can handle complex instruments, entailing 
minimal adjustment from a portfolio 
accounting perspective.

“However, from a transfer agency side 
and reporting perspective, we’ve had to 
research and invest in new systems and 
allocate specialised accountants to handle 
customised waterfall calculations, systemised 
capital calls, valuation, etc.,” Jasinski says. 
“We now feel we can service any type of 
alternative product in the industry.” n

admiral  admin iStrat iOn
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Key considerations for 
Form PF and FATCA

interview with daniel new, Jun li and danielle ryea, ernst & young

Daniel New

As its twin regulatory pillars – Form PF and 
FATCA – begin to cement themselves into 
the bedrock of the alternatives industry, US 
hedge fund managers have to focus their 
attention on getting “mission-ready.”

Although firms with less than USD5bn in 
regulatory assets under management have 
until March and April 2013 to prepare their 
Form PF filing, Daniel New, executive director 
in the financial services office at Ernst & 
Young LLP, cautions that managers should 
not take a blasé approach.

“Over this summer, Form PF probably 
wasn’t top-of-mind for most managers, but 
now that the fall is coming we expect to see 
traction build,” he says. “A lot of clients are 
starting to gather data and put the necessary 
processes in place. Hopefully, this will allow 
them to commence mock filings before 
year-end.”

Danielle Ryea, a senior manager in the 
financial services office, adds: “Our approach 
to prepare firms for the 2013 filing date is 
to perform all essential tasks in the next 
few months, with the aim of carrying out a 
mock filing before year-end, using September 
2012 data.

“These tasks include completing fund 
scoping, creating a data dictionary, mapping 
the source of all necessary data, conducting 
the mock filing, and drafting policies and 
procedures for Form PF reporting.”

New recommends that because this is the 
first of a recurring set of filings with the SEC, 
managers should think about developing a 
“standardised set of policies and procedures 
that can be repeatable”.

This involves a twofold consideration. 
First, regarding data processing, where 
is the data coming from, when is it due, 
who supplies it, and who reviews and 
approves it?

Second is interpretation. Form PF is a 
complex and nuanced document. Managers 
should decide on and document various 
interpretations to help in the data collection 
process, ensuring the right data is being 
used in the right sections of the report.

To facilitate this, managers should hold 
internal discussions, take outside counsel, 
read the FAQs on the SEC web site and 
determine “how to interpret certain questions 
and what kind of data needs to be provided”, 
New says.

Ryea adds: “The SEC will be reviewing 
financial and trading data over a period 
of filings to analyse trends and patterns 
that may indicate whether private funds or 
investment managers pose a systemic risk to 
the market. The manager must strive to have 
accurate and reliable data every reporting 
period.”

Having already helped clients with the first 
wave of filings, Ernst & Young has identified 
key challenges of which managers should 
be mindful. First, understand the questions. 
“Take your time prior to filing to go through 
the questions,” New says. “Make sure you 
understand them, run a mock filing and get it 
reviewed and filed.”

Then identify the source of the data. 
Invariably, there will be a data gap that will 
require managers to source data internally 
within the business, or externally through 
their administrators or custodians.

“It’s a case of making sure you can gather 
the data in the right format, and in a timely 
manner,” New says. “Mapping each question 
and being able to source where the data is 
to answer that question is helpful. The firms 
that put in the time and effort found it easier 
doing their first filing in August.”

At present there is no industry consensus 
on whether investment managers should 

ernSt  &  yOung

Jun Li

Danielle Ryea
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should all be involved, although each 
manager has to find the right balance.

According to Li, there are three important 
tasks when conducting a FATCA readiness 
assessment, starting with conducting a 
legal entity analysis. “Understand all the 
legal entities that the fund has a direct 
relationship with, or with which it has some 
contractual obligation, such as an investment 
management agreement,” he says. “That 
will tell you which entities are in scope 
for FATCA and what they have to do by a 
certain date to become compliant.”

Next, managers need to look at their 
existing investor base. Larger, more complex 
entities running multiple sub-funds may 
well need to delegate the review of investor 
information to a third-party adviser such as 
their fund administrator.

“It really depends on what the manager is 
currently capturing in its systems and from 
subscription documents,” Li says. “That will 
enable them to figure out where the gaps 
are, and what will need to change to capture 
that additional information.”

Third is the onboarding process. From 
January 1, US entities will need to make 
certain their onboarding process is capable 
of capturing all necessary information on 
new investors. Most clients are now focused 
on this because of the looming deadline, 
Li says.

“However, to figure out what needs to 
be tweaked in the onboarding process, 
managers must look at the existing 
information they have on file,” he says. “You 
can’t do one without looking at the other.”

The key message is that managers 
shouldn’t worry too much about every 
detail, although they can’t ignore FATCA 
completely. “It’s a fine balance,” Li says. “All 
the counterparties and investors may be 
asking for information, so you need to move 
at a steady pace, keeping up to date with 
the regulation and meeting all the immediate 
deadlines, while not expending too much 
time and effort internally.” n

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

release Form PF reports to potential 
investors. “The data on Form PF will be 
non-public and won’t be released by the 
regulators,” Ryea says.

“It will be each firm’s decision as to 
what data on Form PF will be shared with 
investors. However, the level of pressure that 
potential investors will put on managers to 
release such data is still unknown.”

The Foreign Account Tax Compliance 
Act is a significant piece of legislation that 
aims to prevent tax evasion by US residents 
holding accounts abroad and is set to 
affect US companies and foreign financial 
institutions (FFI) in equal measure.

FATCA will require FFIs to report to the 
Internal Revenue Service or the Department 
of the Treasury information on their 
US-owned accounts. Failure to do so will 
lead to a 30 per cent withholding tax on 
any US-sourced dividends, interest or gross 
proceeds.

Jun Li, a partner in Ernst & Young’s 
asset management tax practice, says many 
US hedge fund managers are currently 
assessing the extent to which they will need 
to comply with FATCA – an unwieldy piece 
of legislation at more than 300 pages. Rather 
than trying to absorb every detail, managers 
should use a tax adviser to simplify matters 
and create an “action-oriented agenda”.

Says Li: “Right now they have to focus on 
what is immediately due, what they have to 
comply with, and what the consequences 
will be if they don’t carry out certain actions 
by certain deadlines.”

For US funds, the imminent deadline is 
January 1 next year, at which point their 
investor onboarding systems must be 
operational for new subscriptions. For FFIs, 
the compliance deadline is July 1, 2013.

“The FATCA readiness assessment is vital 
because it will help managers scope out 
whether it will be a considerable burden for 
the firm, or one that can be dealt with over a 
short time period,” Li says.

The first step is simply getting the 
right people in the same room. Due to 
the legislation’s complexity, Li advises 
that representatives from tax, operations, 
accounting, investor relations and legal 
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is a top 20 launch, so it really shows how 
tight the market is.”

Seibald believes the calibre of new talent 
coming into the industry is improving. “The 
resumés of managers launching new funds 
have become more impressive over the past 
12 months, and so have their average levels 
of assets under management,” he says.

Todor Todorov, an investment analyst for 
hedge fund research at Towers Watson in 
New York, believes that an exciting new 
trend is established managers exploring 
new strategies using so-called ‘smart beta’. 
This involves return drivers that are separate 
from manager skill – pure alpha – but cannot 
easily be achieved using passive strategies.

“This is basically a reaction to what 
investors are looking for,” Todorov says. 
“More established managers are launching 
smart beta strategies, giving clients a more 
efficient way to access diversified return 
drivers to which they don’t necessarily have 
exposure in their portfolios.”

Credit and distressed strategies continue 
to attract the smart money, and US high-yield 
bonds have become one of the most popular 
areas of investment. According to Peskind, 
Phoenix has raised more than USD200m this 
year to reach an all-time high of USD525m 
under management. “There’s still a decent 
spread for high-yield bonds in relation to US 
Treasuries, with around 550 basis points of 
additional yield,” he says. “Historically, that’s 
been fair value.”

Probably the biggest issue for hedge fund 
managers at the moment is the colossal 
volume of new regulation with which they 
are having to cope, and that arguably 
represents a bigger burden that that imposed 
on other areas of the financial industry.

According to Ron Geffner, the partner 
overseeing the financial services group at 
law firm Sadis & Goldberg and a former SEC 
enforcement attorney, the general sentiment 
among managers of alternative investment 
vehicles is that “it’s too much all at once, at 
a time of economic uncertainty.

“The key regulatory changes over the 
past 24 months include the registration of 
many managers as investment advisers, 
Form PF, and the expiration of the Section 
4.13(a) (4) exemption under the Commodity 
Exchange Act at the end of 2012, requiring 
managers either to register [with the CFTC] 

as commodity pool operators or to modify 
their investment style. You also have FATCA 
and the Jobs Act coming on line.”

One piece of legislation that seems 
to encapsulate the negative sentiment 
surrounding hedge funds, especially in the 
light of the Galleon insider trading case, is 
the Dodd-Frank whistleblower provision. This 
is intended to facilitate the early detection 
of fraud by encouraging people to come 
forward with information that the SEC can 
use to investigate possible wrongdoing.

“In addition to all of the regulatory 
obligations that managers face, Dodd Frank 
codified rules regarding whistle-blowers,” 
Geffner says. “Managers are strongly advised 
to review their policies and procedures to 
provide employees with a channel for their 
complaints.” But Peskind says that while 
regulation is an issue for managers, it’s far 
from a deal-breaker. “Our view is that we’ll 
be ready, willing and able to comply with 
whatever regulation comes down the line,” 
he says. “It’s a bit more of an administrative 
burden, but not a terrible one at this point.”

With hedge fund performance lacklustre 
at best this year, it is understandable that 
investors are once again looking critically 
at fees. That trend could give additional 
momentum to the upsurge in smart beta 
approaches as investors tire of paying for 
alpha that often seems hard to discern.

“A lot of what managers are delivering 
is beta masked as alpha,” Todorov says. 
“Investors increasingly understand that when 
the book returns from a hedge fund are split 
into traditional beta and alpha, some of that 
alpha is in fact smart beta. The fees should 
be structured to reflect this.”

He insists he is not dismissing the ‘2 and 
20’ model as the wrong fee structure, period, 
but argues that it could deliver rewards 
that are excessive for some strategies but 
insufficient for others. “What we don’t agree 
with is that it should used as a universal 
model,” Todorov says. “There are so many 
different strategies that it’s impossible for 
them all to charge the same fees.

“We believe managers should be 
incentivised properly for delivering alpha. A 
fair split would be for one-third to be paid to 
the manager and two-thirds to the investor. 
After all, they’re the ones putting their money 
at risk.” n
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Introducing brokers need 
wider arsenal of weapons

interview with Jack Seibald
portfolio information that’s helpful from an 
accounting standpoint, and allows managers 
to slice and dice their portfolio to understand 
better how their performance is being derived.”

Whereas some firms tend to stress 
capital introduction early on to prospective 
clients, Concept Capital does the opposite, 
according to Seibald, because it’s not 
something that can be controlled.

“We can control the quality of service 
we provide clients, including execution 
capabilities, and trade reconciliation,” he 
says. “What we can’t control is whether 
or not an institutional investor will like a 
manager that we introduce to them.”

With respect to custody solutions, Concept 
Capital has done a lot of work developing 
its internal risk control systems to monitor 
clients’ activity, both in real time and through 
post-trade analysis and review – again in 
anticipation of a more discerning approach 
on the part of clearing firms.

“Banks have been tightening up in 
appraising the capital structures of firms they 
allow to introduce client accounts, and on 
the amount of clearing deposit required of 
such introducing brokers,” Seibald says.

“Even more importantly, clearing firms 
have become more interested in whether 
introducing firms have invested in the right 
tools to mitigate the risks, both financial and 
reputational, to both our business and theirs. 
They want brokers to demonstrate that they 
have the systems in place to identify clients 
properly and monitor their activity carefully 
to manage risk and prevent issues from 
occurring.”

This increased focused on internal 
controls has helped strengthen relationships 
with clearing firms. Partnership, Seibald 
says, is something the firm has always 
taken seriously: “We understand we have an 
important duty not only to protect our clients 
and our firm, but also the clearing banks 
with whom we do business.” n

Unless an introducing broker can demonstrate 
a wide array of services to support clients’ 
needs on one hand, and instil robust 
operational risk controls to satisfy the 
increased demands of clearing houses on 
the other, they won’t remain competitive in 
today’s world. Cognisant of this, Concept 
Capital has moved quickly in recent years 
to build a wide range of services for the 
investment management community.

Jack Seibald, one of the firm’s principals, 
admits the industry is being squeezed by 
increased regulatory requirements and client 
demands, but this is not something that took 
the firm by surprise. “We understood that 
this was inevitable, and laid the groundwork 
through significant investment over the past 
several years to develop our capabilities,” 
he says.

Of the 30-plus introducing brokers 
operating a few years ago, fewer than 
half that number now exist, for numerous 
reasons. First, clients’ needs have expanded 
materially and firms have to be able to 
satisfy those needs.

Says Seibald: “You have to provide clients 
with a host of solutions such as multiple 
custodian options and multiple asset class 
execution and clearing capabilities, with 
the execution and reporting technologies 
necessary to make them institutionally sound 
in the eyes of allocators. Moreover, we have to 
provide a variety of EMS and OMS solutions, 
as managers like to trade in a manner to 
which they’ve become accustomed.”

Reporting capabilities have also been a 
key focus. Concept Capital’s ConceptONE 
portfolio analytics and risk reporting solution 
is built on a combination of industry-leading 
software, including Advent Geneva, coupled 
with proprietary data warehouses and custom 
analytics. “We believe this offering sets us 
apart from many of the firms we have been 
competing with over the years,” Seibald says.

“It provides the client with comprehensive 

Jack Seibald, Concept Capital
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Data warehousing the key 
to multi-tech conundrum

interview with lonnie macdonald

“I get RFPs from clients all the time for 
complete middle-office services,” comments 
Lonnie Macdonald, president of JD Clark & 
Company, the hedge fund administration arm 
of UMB Fund Services. “We need to be there 
to deliver them.”

In recent times, there’s been a concerted 
effort by fund administrators to increase their 
value proposition by delivering a wider range 
of services, not just in traditional back-office 
areas but also in the middle-office space.

According to Macdonald, this is driven by 
investment advisers and their clients wanting 
better access to high-quality data – which in 
turn presents a unique technology challenge. 
Administrators have to demonstrate their 
ability to create ad hoc reports when clients 
need them, often using a patchwork quilt of 
technologies.

“What you need is a data warehouse that 
these different technologies can plug into, 
and then you can pull the relevant data into 
a web portal,” Macdonald says. “Typically, 
these systems won’t talk to each other, but 
they will talk to a data warehouse.

“You have to look at the best way to bring 
all of that data together in a cohesive fashion 
so that it can be accessed and interpreted 
by clients” – particularly important when data 
is increasingly accessed through mobile 
devices such as iPads and other tablets.

Macdonald thinks there are several reasons 
why investment advisers have become more 
dependent on fund administrators. “First, 
transparency: both advisers and investors 
want to understand what’s driving portfolio 
performance (or not),” he says.

“Second is a shift in managers’ mentality. 
They want to remove anything that isn’t part 
of the investment process and outsource 
middle- and back-office functions. It doesn’t 
make sense to hire people and buy the 
technology when they can step outside and 
use a third party.

“Thirdly, the markets now are more 
complex. Regulation has tightened. 
Managers are trading a dizzying array 
of instruments. What were once global 
markets now feel like local markets. Finally, 
specialisation is driving change. People are 
focusing more on strategies in which they 
feel comfortable delivering alpha.”

How is UMB Fund Services reacting to 
these new demands? Establishing a data 
warehouse to support different technologies 
has been one major step, but Macdonald 
enumerates a number of other developments 
over the past 12 months.

“We’ve built proprietary technology for 
our investor servicing and general ledger 
platform, called FastPro, and recently, we’ve 
brought that platform up to speed to deliver 
more reports with the additional information 
that investors are asking for. We’ve also 
been integrating our systems with Advent 
Geneva, which we bought 18 months ago 
because of the complexity of instruments our 
clients are now trading.

“We’ve also built a custom transfer agency 
platform for ‘40 Act alternative funds, which 
went live at the start of the summer, with 
SunGard. They developed our existing mutual 
fund transfer agency platform, but it wasn’t 
set up to handle the levels of subscription 
documents in registered alternative funds.”

The next big project is to build out a full 
service middle-office platform for all fund 
structures – which Macdonald, mindful of the 
need for different technologies to connect 
seamlessly with the data warehouse model, 
estimates will cost millions of dollars.

“Middle office is constantly improving 
as technologies continue to evolve. We 
can’t say exactly how much it will cost to 
deliver; it requires a more fluid approach. 
Once managers have executed front-office 
functions, we want to be in a position to help 
them from that point onward.” n

Lonnie Macdonald, UMB Fund 
Services

umB Fund Serv iCeS
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If there’s one tangible benefit to the way 
regulation is reshaping the hedge fund 
industry, it’s that service providers have to 
work in even closer collaboration with each 
other than they did previously. This is good 
news for investment advisers and their 
investors.

“There are a lot more compliance and 
reporting requirements in the industry,” 
says Jun Li, a partner in Ernst & Young’s 
asset management tax practice. “That 
places greater emphasis on law firms, 
tax advisers and administrators to work 
more collaboratively together, because if 
something is miscommunicated, the cost to 
the manager of non-compliance could be 
significant.”

There’s no doubt that enhanced reporting 

and accounting procedures are both raising 
the veil of secrecy surrounding hedge fund 
management and inculcating a culture 
of best practice. Unfortunately, this costs 
money. Small and mid-sized managers have 
to weigh up the positives of strengthening 
their operational infrastructure versus the 
negatives of having to hire more staff, further 
eating into their management fees.

One thing is clear: non-investment 
processes are now just as important as 
actual portfolio management. Says Ernst & 
Young’s Daniel New: “It’s part of a new client 
due diligence process.

“Institutional investors are asking to 
spend time with the chief compliance 
officer to get an understanding of the 
governance structure and of the compliance 

Regulation pushes the 
envelope for operational 

excellence
By James Williams
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Administrators adapt to 
middle-office needs

interview with toni pinkerton and Kim Waldman

Increased regulatory and investor pressures are 
inexorably raising the barriers to entry in the 
hedge fund industry. Managers launching today 
face an uphill battle to raise assets yet must 
also use third-party administrators to reassure 
investors, creating tension between cost issues 
on one side, and pressure to generate alpha 
and increase assets on the other.

Maples Fund Services is aware of this and 
has enjoyed considerable success working 
with US start-ups, helping to lift the firm’s 
assets under administration by 30 per cent. 
“At the start of the year we introduced a 
product called Incubator,” says Kim Waldman, 
director of business development, America.

“It’s designed to address the specific 
concerns of new managers in developing a 
track record and demonstrating to investors 
that they’ve implemented best practices from 
fund inception.”

The model provides robust corporate 
governance, independent administration and 
valuation, and industry-leading technology: 
everything a manager needs to hit the 
ground running without incurring prohibitive 
operational costs.

“Where Incubator differs from managers 
joining a platform and leveraging its 
infrastructure is that they are able to establish 
their own vehicle, so when they are ready to 
raise third-party capital, they can convert that 
vehicle into a fund structure while ensuring 
the track record is preserved,” says global 
head of fund services Toni Pinkerton.

Service providers have needed to evolve 
quickly to meet managers’ increased needs, in 
particular for more insightful, effective reporting 
in response to greater investor due diligence.

Middle-office support is now essential for 
any serious service provider, but Pinkerton 
notes: “Warehousing data in Advent Geneva 
doesn’t achieve much unless you can deliver 
it to clients in a way that allows them to 
make investment decisions, and supports 

their Form PF filings and investor reports. 
It’s using innovation to take things one 
step further. That’s where the extra layer of 
reporting really does add value.”

Waldman believes that data aggregation 
per se has been the key issue for managers, 
which in turn has spurred MaplesFS to 
develop new platforms. “For us it’s been 
driving our success – the way we address 
managers’ needs, providing information 
proactively and in response to client 
requests,” she says. “This led to the launch 
of our managed accounts platform a couple 
of years ago.”

After developing the ability to provide 
aggregated reporting across the platform, 
the firm consolidated its reporting across 
the complete spectrum of assets, enabling 
managers and their investors to take a 
holistic view of the entire book. “This has 
been driven by the institutional investor 
base moving toward more direct investing in 
alternative assets,” Pinkerton says.

The evolution shows how far 
administrators have come in meeting these 
middle-office requirements. “It’s also helped 
us develop expertise in risk analytics,” 
Waldman says. “It comes down to having 
sophisticated platforms robust enough to 
provide managers with information in the 
format they require.”

The fact that the SEC has devised a 
framework for regulatory reporting has 
necessarily caused managers “to approach 
the way they report data in a different way”, 
Pinkerton says. For service providers, the 
challenge is to be flexible enough to support 
the managers’ unique needs.

No two managers will ever report things 
the same way. Waldman adds: “That’s why 
it’s so important to partner with clients. What’s 
valuable to one manager is not valuable 
(in term of value proposition) to another. 
Partnership takes on a whole new meaning.” n

Toni Pinkerton, Maples Fund 
Services

mapleS  Fund Serv iCeS
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infrastructure. Have there been any 
regulatory issues? What systems do they 
have in place? The better answers you can 
offer, the better shot you have at getting the 
money.”

A clear demonstration of how the mindset 
of managers – both in the US and globally 
– has changed post-2008 is the sharp 
increase in hedge fund assets available for 
prime custody. Managers have responded 
to investor concerns about counterparty 
risk by using a multi-prime model, and now 
increasingly, it seems, a multi-custodian 
model.

Last month BNY Mellon, in conjunction 
with research and consulting firm Finadium, 
issued a report indicating that available 
assets for custody had shot up 40 per 
cent since 2010 to an estimated USD684bn. 
Significantly, the number of hedge funds 
with USD1bn or more in assets using prime 
custody agreements has jumped from 15 per 
cent in 2008 to 50 per cent today.

Michele Cottone, head of prime custody 
product management at BNY Mellon, 
says some of the larger managers were 
heading down the prime custody path even 
before the financial crash to safeguard 
their unencumbered assets (fully paid-for 
securities).

The push, she says, was coming primarily 
from institutional investors putting pressure 
on hedge fund managers to comply with 
the same kind of requirements they demand 
of traditional long-only managers in terms 
of transparency and full disclosure of 
information. “It really changed their mindset,” 
Cottone says. “Managers recognised that 
they needed to take actions similar to those 
of their traditional counterparts”.

One would have thought that the messy 
unwinding of Lehman Brothers’ London 
operation would have driven more European 
managers to reappraise their prime 
brokerage relationships and move more 
aggressively into establishing prime custody 
agreements.

Interestingly, the opposite has happened. 
“Despite the fact that Lehman was unwound 
in a more orderly fashion in the US, most 
managers there now deal with a custodian in 
a significant manner,” Cottone says. 

As a result, BNY Mellon now holds more 
than USD155bn of prime custody assets, 

out of USD525bn in total assets under 
administration and custody. “We’re also 
seeing more encumbered assets come our 
way,” she says. “Unless these assets need 
to be used for financing purposes, they don’t 
need to be kept with the prime broker.

“Hedge fund investors are increasingly 
saying that they want an independent 
third party to sit in the middle between 
transactions. Primes realise that while the 
assets may not necessarily sit with them, as 
long as the custodian can support the model 
they use to conduct rehypothecation, it isn’t 
as a big a concern as perhaps it once was.”

Best practice is now a central issue for 
managers of all sizes. Even firms starting 
out below the threshold for SEC registration 
are thinking more about compliance and 
“structuring themselves accordingly so that 
when they need to register as an adviser, 
they’ll have everything in place”, according 
to Jeffrey Rosenthal, partner in charge of the 
financial services practice at accounting and 
advisory firm Anchin Block & Anchin.

“Previously it was a lot easier to start 
a fund,” Rosenthal says. “These days you 
need high-quality service providers – an 
independent administrator, an industry-
experienced accountancy firm, a well-known 
attorney and a chief compliance officer in 
place – and to be fully prepared for when the 
SEC does its examination.”

Not being ready, and potentially ruining 
their reputation overnight because the SEC 
has flagged up issues, is the last thing 
managers want. Whereas in the past a 
compelling investment strategy might have 
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down the line their requirements change, we 
can adapt our solution and evolve with their 
business needs.”

It seems to be working. MaplesFS has 
enjoyed revenue growth in double digits 
in 2012, while assets under administration 
have grown from USD28bn to USD36bn. 
It’s a similar story at UMB Fund Services, 
where assets have grown from USD16bn 
three years to approximately USD26bn, but 
Lonnie Macdonald, president of the group’s 
hedge fund administration business JD Clark, 
is well aware of the challenges that service 
providers face.

The first, unsurprisingly, is the global 
economy. Although the S&P 500 index is 
up 13.5 per cent this year, Macdonald says 
much of that gain is down to the “morphine 
drip” of Federal Reserve chairman Ben 
Bernanke’s programme of quantitative 
easing.

“Second, and more importantly, fund 
administration is a fee-based business 
and everyone is under pressure, including 
fund managers,” he says. “It’s pretty tough 
delivering first-class technology solutions 
when your fees are being cut, but you’re 
still expected to deliver. Prime brokerage 
revenues are down big-time, yet they’re 
still expected to stay right on top of their 
business, just like we are. That’s probably 
the industry’s biggest challenge.”

been enough to secure new investors, 
today they also have to demonstrate their 
operational cutting edge.

“All things being equal, if investors 
are deciding between two management 
companies, both of which can demonstrate 
good performance, they’ll probably go with 
the one that has the better infrastructure in 
place,” New says.

Adds Li: “Hedge fund managers are 
striving toward a best-in-class model, from 
accounting to the customer relationship 
management system, risk reporting and 
middle office; even the office facilities and 
data security should be top-notch. That’s 
what institutional investors are asking about 
during their due diligence questionnaire 
process.”

For administrators, this requires innovation 
and flexibility to adapt to managers’ 
changing needs. Everybody needs data 
delivered faster, in specific ways, and in 
specific formats. Far from taking a cookie-
cutter approach, administrators need to be 
more consultative.

“If we can help managers look at their 
portfolios more effectively through a tailored 
solution, it’s far more helpful than a one-
size-fits-all approach to analytical and risk 
reporting,” says Toni Pinkerton, global head 
of fund services at Maples Fund Services. 
“We’re telling our clients that if two months 
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realised gains before year-end.
He notes that the difference between 

economic income and taxable income 
coming from a hedge fund is primarily a 
result of unrealised gains and losses: if a 
gain is unrealised, it is still economic income 
and not subject to taxation until it becomes 
realised. Rarely do investors complain when 
economic income is higher than taxable 
income because of a large build-up of 
unrealised gains, but they do when the 
opposite is true.

“More managers are looking closely at 
their portfolios from a tax perspective than 
probably did in the past,” Rosenthal adds. 
“If you recognise income earned for 2012, it 
can escape the new Medicare Tax and any 
potential increase in capital gains taxes.”

A side effect of regulatory change in the 
industry is likely to be consolidation, both 
between service providers and between fund 
managers. This is already well underway 
in Europe, with Man Group having recently 
acquired London-based Financial Risk 
Management with its USD8bn in assets to 
take the group’s total fund of hedge funds 
assets to USD19bn.

Meanwhile, family offices that have 
expanded into the business of managing 
external money have started to revert to 
type to avoid the new regulatory burden. 
Says Rosenthal: “I’ve seen consolidation 
among the many family offices we work 
with. I would estimate that the majority of 
them have returned all their external investor 
capital as a result of registration.”

As for administrators (and prime brokers), 
Macdonald thinks the industry will continue 
to see firms deciding that they have taken 
their business as far they can on their own 
and that they now need the backing of a 
larger organisation.

“Look at GlobeOp and SS&C, or Goldman 
Sachs selling its business to State Street 
– that’s a big deal,” he says. “Even with 
USD200bn in assets under administration, 
Goldman decided it wasn’t a big enough 
scalable business for them!

“When we bought JD Clark three years 
ago, I kept my eye out for other deals, and 
continue to do so. There’s going to be more 
consolidation. I think it’s positive, certainly for 
the managers, to be working with stronger, 
more stable institutions.” n

The demands that administrators 
themselves are placing on technology 
vendors to innovate is a good thing for the 
industry. “If it were only one or two firms 
pressuring them, you wouldn’t get the same 
level of innovation and change,” Macdonald 
says. “It’s a good thing we’re all pushing in 
the same direction.”

Managers have to be even more 
competitive in all aspects of the business to 
stand out from the crowd, and the fact that 
billion-dollar managers are increasingly using 
prime custody is having a trickle-down effect. 
Says Cottone: “Smaller firms are following 
suit because they realise their bigger 
counterparts have gotten to that milestone 
by adopting best practices to stay ahead 
of their investors’ needs. They’re becoming 
more proactive.”

Whereas previously BNY Mellon received 
few if any RFPs from hedge fund managers, 
the number is now increasing. “They want to 
show they’re doing the same due diligence 
as traditional asset managers do for their 
institutional investors,” Cottone says.

The next major challenge for most US fund 
managers will be preparing their first Form 
PF filing. An SEC staffer offers two pieces 
to advice to the next wave of managers 
preparing to file: “First, pay attention to the 
form now. We’ve heard from first-time filers 
that it takes time to prepare for the questions, 
so don’t leave it to the last minute.

“Secondly, we understand that this is 
the first filing and that it’s not going to be 
perfect. The adviser registration form [Form 
ADV] has existed for over 10 years and been 
refined numerous times. Likewise, Form 
PF will be amended as we become more 
familiar with the data. I would refer managers 
to Item 4 in the filing: if in doubt, just explain. 
Don’t over-analyse and worry about putting 
together perfect answers.”

Taxation is another potential headache 
for managers. Regardless of the election 
outcome, all unearned income – capital 
gains, interest dividends – will be subject to 
an additional 3.8 per cent Medicare Tax from 
January 1.

“This will affect anyone earning more 
than USD200,000, which basically includes 
everyone that invests in hedge funds,” 
Rosenthal says. “People must decide 
whether it makes sense to take some 


