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quality as investors for the first time turn a 
critical eye on the calibre of the infrastructure 
managers have put in place.

The wave of redemptions over the past 
six months may have taken some of the 
lustre from the hedge fund industry, but not 
its rationale. Seasoned observers such as 
Nick Roe, the London-based head of prime 
finance at Citigroup, believe that institutional 
investors will soon be returning to the 
alternative market with more capital than 
ever – not least because the alternatives are 
unattractive, with interest rates at historic 
lows and equity markets nursing losses as 
much as double those suffered by hedge 
funds.

The UK as a jurisdiction has been in the 
firing line in recent times, with managers 
reported to be considering quitting in droves 
over issues such as the taxation of non-
domiciled individuals and uncertainty about 
the tax treatment of offshore fund structures. 
Yet for all the headline-grabbing reports of 

Reeling from a double whammy of losses 
last year that averaged nearly 20 per cent 
across the global industry and a wave of 
redemptions by investors disappointed by 
performance or in urgent need of liquidity, 
assailed by media and politicians for whom 
alternative investment managers represent 
a convenient scapegoat for the global credit 
meltdown, and apparently threatened by 
a new wave of tough regulation, London’s 
hedge fund industry might be forgiven for 
seeing only a bleak outlook for the new year.

But the industry’s principal European 
centre shows no sign of yielding its 
dominance any time soon. Asset bases may 
be shrinking and some funds and managers 
shutting up shop, but service providers 
say there is a significant line of new hedge 
funds being launched to take advantage of 
a market conditions that could yield outsized 
profits to the brave and the skilled. Service 
providers that have a solid business and 
good reputation look forward to a flight to 

London at the 
crossroads as hedge 
fund industry ponders 

the future
By Simon Gray
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GAM

Managers explore 
Ucits III opportunities 

By Matthew Lamb

The adoption of the Ucits III structure and 
changes to UK tax law have provided an 
attractive opportunity for many offshore 
hedge funds to launch UK onshore, regulated 
funds allowing managers to implement 
broader investment strategies within a more 
transparent framework.

GAM has long enjoyed an international 
reputation as a manager of funds of hedge 
funds, but it also has longstanding expertise 
in single-manager hedge funds, so it was a 
natural progression to offer hedge funds to a 
wider client base under a Ucits structure.

In September, GAM took advantage of 
the flexibility of the Ucits structure when it 
converted an existing hedge fund run by 
Ross Hollyman into a daily dealing long/
short Ucits III vehicle. Offerings like this one 
distinguish GAM, since its managers have 
the potential to add value on the short side 
with an absolute return mindset.

Other managers seeking to take advantage 
of the flexibility of Ucits III come from the 
long-only side of the industry and retain its 
focus on benchmarks and weightings. As 
a rule, they have sought to deliver absolute 
returns by adding a short selling overlay to 
their established long-only skills.

Perhaps not surprisingly, some of 
these managers have struggled to protect 
investors’ capital amid the market turbulence 
of recent months. While 130/30 funds have 
attracted considerable attention over the past 
few years, in practice they have tended to 
deliver lower returns in rising equity markets 
than long-only products, but provide less 
protection from volatility in difficult times than 
hedge funds.

There will always be a place for active 
long-only managers, as well as for low-cost 
exchange-traded funds that track indices, 
but the future is less certain for closet index-
trackers that charge active management 

fees. By contrast, under Ucits III investors 
can enjoy access to regulated, liquid and 
tax-efficient funds from genuine hedge fund 
specialists with a proven track record in 
delivering absolute returns and protecting 
capital in all market conditions.

Traditionally, a series of obstacles have 
stood in the way of broader investment in 
hedge funds in the UK, including esoteric 
strategies that may be hard for investors to 
grasp, the illiquidity of many offshore vehicles 
that deal monthly or even quarterly, and the 
level of fees and costs, with 2-and-20 per 
cent established as the standard formula for 
annual management and performance fees.

In addition, offshore hedge funds are 
suffering an added disadvantage following 
recent changes to the UK’s capital gains tax 
rules. When both income and capital gains 
were taxed in the UK at up to 40 per cent, 
offshore funds that did not qualify for capital 
gains tax (CGT) treatment were not at a 
significant disadvantage to their regulated 
counterparts, but this is no longer the case 
since the standard rate of CGT was reduced 
to 18 per cent early this year.

For managers who feel comfortable with 
the dealing requirement of the directive, 
Ucits III offers the ability to use many of the 
techniques employed by offshore hedge 
funds in a structure that can be marketed 
throughout the EU combined with efficient 
tax treatment.

Of course, not all hedge fund strategies 
are suitable for conversion into Ucits III 
structures. Asset managers should not 
squeeze their investment process into 
a Ucits framework if it would constrain 
the manager’s ability to make money. In 
creating Ucits funds, GAM is able to provide 
true exposure to hedge fund strategies 
to investors, while remaining true to its 
heritage.  n

Matthew Lamb is head of 
Middle East wholesale and 
institutional clients at GAM



London Hedgeweek Special Report Feb 2009 www.hedgeweek.com | �

oveRv i ew

3 managers setting up shop in the Channel 
Islands, the Isle of Man, Monaco or Geneva, 
there’s little sign of the kind of mass exodus 
predicted by the doomsayers.

And for all the fears of a knee-jerk 
reaction to the credit crisis that might involve 
the imposition of damaging levels of public 
transparency, or constraints on strategy or 
investment techniques such as short selling, 
industry representatives believe they are 
making headway with efforts to educate 
decision-makers about how hedge funds 
operate and their true role in national and 
global financial systems.

Particularly in the wake of the Bernard 
Madoff case, there is increasing confidence 
that the Financial Services Authority’s 
approach to regulation of hedge fund 
managers not only will be considered 
satisfactory in the new market environment 
but that it offers a useful template for those 
jurisdictions – notably the US – where there 
is a consensus that oversight of the industry 
genuinely needs improvement.

Following last year’s Senate hearings in 
Washington attended by luminaries of the 
US hedge fund industry, on January 27 it 
was the turn of London-based managers 
and industry representatives to respond to 
the invitation of the House of Commons 
Treasury select committee. They faced at 
times hostile questioning from members 
of parliament on issues such as the role 
played by short sellers in the stock market 
collapse of Britain’s banks, and the slowness 
of managers to sign up to the self-regulatory 
principles drawn-up by the Hedge Funds 
Standards Board.

The previous day the Alternative 
Investment Management Association had 
got in a pre-emptive strike by reporting 
that directly and indirectly, the hedge fund 
industry employed some 40,000 people in 
the UK, mostly in and around London. In 
addition to the 10,000 employees of hedge 
fund management firms, of which there are 
reckoned to be around 500 in London, Aima 
says at least 30,000 jobs among advisers 
and service providers such as prime brokers, 
law and accountancy firms and fund 
administrators are dependent on the industry.

The industry participants at the committee 
hearing were Marshall Wace chairman Ian 
Marshall, Doug Shaw, head of alternatives 

at BlackRock, chief executive Chris Hohn of 
The Children’s Investment Fund Management 
and Stephen Zimmerman, chairman of 
NewSmith Asset Management, as well as 
Aima chief executive Andrew Baker.

They insisted that any impact of short 
selling on banks’ share prices was far 
outweighed by that of long-only investors 
fleeing stocks in which they had lost faith 
because of growing doubts over the quality 
of their assets. The managers insisted that 
the regulatory system operated by the FSA, 
which applies to managers of both hedge 
funds and traditional investment vehicles, has 
proved fully suitable to the task, arguing that it 
might well have hindered the perpetration of a 
mammoth Ponzi scheme like that of Madoff.

Baker hopes that the managers’ 
performance in what was a unique public 
presentation for the industry (although private 
equity executives were grilled by the same 
committee last year) has started to demystify 
hedge funds in the minds of politicians and 
the public, and that it will lessen the likelihood 
of ill-considered changes to regulatory and 
transparency requirements being imposed as 
a knee-jerk reaction to the crisis.

“We’ve all in favour of good regulation, 
because good regulation is good business,” 
he says. “But hopefully the idea that whenever 
there’s a problem, it must be because there’s 
not enough regulation, won’t gain too much 
traction. Just layering up on the rulebook is 
not necessarily going to help anyone.

“Madoff was a fraud, and no amount 
of regulation on this planet can be fully 
effective against fraud. Nevertheless we 
feel that hedge fund managers should be 
authorised by their local regulator, which 
is a recognition that what’s going on in 
the US [registration of managers with the 
Securities and Exchange Commission is 
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currently voluntary] probably needs to be 
made compulsory. We also need a common 
international approach on short selling, 
involving some kind of restriction on naked 
shorting selling and a uniform disclosure 
regime.”

Baker and his colleagues would be 
happy to see the FSA’s approach adopted 
worldwide. “It’s an excellent template,” he 
says. “It has three elements, the upfront 
authorisation of the manager, which is very 
rigorous; an approved person’s regime 
involving a ‘fit and proper’ register, which 
means people have to be suitably qualified 
and pass the ‘sniff test’; and a specialist unit 
capable of monitoring the bigger players with 
systemic significance. We think that’s a very 
powerful combination.”

He defends the Hedge Fund Standards 
Board against scorn that a year after 
the launch of the initiative to encourage 
managers to adopt common standards 
voluntary, only 34 had signed up to the 
code of practice. “You’ve got to give it time 
to work,” Baker says. “It’s a comparatively 
recent initiative – managers only had to 
conform to the standards as of December 
31, so beating them up as of January 27 is 
slightly unfair.”

He notes that some managers that have 
expressed reluctance to sign up to the 
standard formally do in fact adhere to them 
in practice, attributing their reticence to “the 
burden attached to having to provide third-
party authentication”, especially for firms with 
a range of investment businesses. But he 
believes that some initially hesitant members 
of the industry may have changed their 
minds about signing up to the standards 
as a result of the public pressure on the 
industry. Hohn told the Commons committee 
that TCI was in the process of adhering.

Baker is bullish about London’s position 
as a centre for hedge fund management 
despite the depredations of the past year’s 
market performance. However, he notes that 
the problems associated with the insolvency 
of the London-based Lehman Brothers 
International (Europe) did represent a black 
mark for the jurisdiction, as US managers 
with assets trapped in the administration 
process drew unfavourable comparison with 
bankruptcy procedures on the other side 
of the Atlantic. “What happened to Lehman 

represented a blow to London’s reputation,” 
he says.

He is echoed by Roe, who notes that 
in the wake of the collapse, Citigroup had 
to reassure clients who were concerned 
about the perceived risks of doing business 
in London. “From a US perspective, the 
insolvency laws in the UK were a concern,” 
he says. “People worried about the UK 
broker-dealer aspect asked whether we 
could give any guarantees from our parent, 
and what those guarantees actually meant. 
They also asked whether it was possible 
for US funds to do all their international 
business through the US broker-dealer.”

However, Roe believes any damage to 
London as a jurisdiction was probably short-
term in nature. “If the insolvency laws [can 
be amended] and if regulators play a more 
active rather than reactive role, that would 
help. But from a global perspective London 
is more highly regulated as a hedge fund 
centre than any other around the world, and 
the problems mostly involved things beyond 
the fund world’s control.”

Baker adds: “We’ve been here many 
times before in terms of potential threats 
to London’s position. Clearly all kinds of 
measures need to be taken not just in 
our industry but right across the financial 
services industry, from infrastructure to 
changes to the bankruptcy law, from 
recovery of the banking system to making 
sure there is no further tinkering with the 
personal tax regime. All these things are 
important in the eyes of potentially footloose 
international managers.”

Efforts are already underway to see how 
the UK bankruptcy provisions can be adapted 
to ensure they do not inflict collateral damage 
on the financial services industry in future. 
“Our existing bankruptcy code is very good 
at dealing with a widget manufacturer dealing 
in tangible assets, but once you get into the 
intangible arena and across borders it gets 
much harder,” Baker says. “A Treasury review 
is underway at the moment to which we have 
had input. Two very important measures are 
needed, a short-term fix so that if, God forbid, 
another Lehman happened, the bankruptcy 
would be handled in a different way, and a 
longer-term fix, to come up with a bankruptcy 
code that can cope with a global financial 
supermarket.” n
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Software brings 
new focus to research

By Mark Rice
One powerful lesson of the global market 
turmoil of the past 18 months is that hedge 
fund managers and other investment firms 
need to have better control of the voluminous 
research data that underlies their due 
diligence efforts and investment decisions.

Investment firms have long benefited from 
technology that supports such functions 
as portfolio accounting, performance 
measurement, income management, 
settlement, risk, investor relations and 
trading. Until recently, however, there was no 
workflow assistance for the core functions of 
researching and selecting investments.

This absence had become more glaring 
because of changes in the research process 
over the past decade, with investment banks 
scaling back the production of research 
for the buy-side. Managers today conduct 
a larger proportion of primary research in-
house and draw from a disparate array of 
sources in making investment decisions. 
The research data that firms generate and 
receive resides in a wide variety of systems 
and in diverse formats – notes saved on 
an individual’s PC or in a notebook on a 
shelf, e-mail content, web links and contact 
management systems.

While asset managers may have a much 
broader range of data and analysis on 
which to base their decisions, they face 
a major challenge in trying to collate and 
organise the diverse components of the 
research process. At the same time, senior 
management needs the ability to see a 
global picture of the research being carried 
out throughout the organisation.

This also applies to fund of hedge 
funds managers in the wake of the losses 
resulting from the alleged Bernard Madoff 
fraud. Facing greater regulatory scrutiny, 
fund of funds firms now recognise the need 
to carry out due diligence more effectively, 
as well as to make their findings more 

readily accessible and their decisions clearly 
supportable.

The trend toward increased diversity of 
research materials and the critical importance 
of due diligence are driving firms to seek the 
same efficiency gains in investment decision-
making that they have experienced in trading 
operations and back-office functions. In the 
current environment, systems that might have 
been seen as desirable a couple of years ago 
have now become vital. Saving an analyst 
even 30 minutes during a busy earnings 
period by eliminating the need to search 
through several databases for key information 
can be invaluable.

Until recently, organisations that 
recognised the importance of bringing 
information technology to bear upon their 
research efforts believed they had to develop 
their own in-house systems. Now, however, 
research management solutions (RMS) 
from independent developers, which enable 
firms to centralise and integrate research 
information from multiple sources, have 
begun to capture the interest of the industry.

Among its many advantages, an effective 
RMS resolves the nagging issue of research 
data being scattered among multiple, disparate 
systems. It provides a centralised electronic 
framework for saving, organising and 
searching all of a firm’s research materials, in 
ways that suit its investment process.

This allows users to concentrate on their 
primary tasks of analysis and decision-making 
rather than wasting time searching for material 
already in their possession. And as well as 
assisting the work of individual researchers 
and portfolio managers, they facilitate the 
sharing of information by multiple teams or 
offices and provide a structure that eases 
executive oversight of research activities.

Hedge fund managers have been the 
early adopters of RMS, whether in large, 
institutional-style groups or in smaller 

Mark Rice is senior vice-
president and general 
manager of the Tamale 
business unit with Advent 
Software (www.advent.com/
tamale)
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firms with just a handful of investment 
professionals. Portfolio managers in smaller 
firms often conduct much of their own 
research, and automated organisation and 
centralisation of research materials can help 
free up scarce human resources.

Meanwhile, demand is growing among 
traditional asset managers, particularly after 
the turmoil in the markets over the past few 
months that has heightened the focus on 
due diligence and transparency in decision-
making. Not only are firms benefiting from 
research teams being able to manage their 
work more efficiently, but senior executives 
are insisting on the ability to access research 
in real time as information is discovered. As 
well as gaining direct access to researchers’ 
output, senior managers are anxious to 
ensure that their intellectual capital does not 
disappear when employees leave the firm.

Regulators, too, are recognising the value 
of systems that organise the research that 
underlies a firm’s investments. A number 
of larger firms are already using RMS to 
respond to investor queries and to meet 
regulatory requests for audit trails on 
investment decisions. With root-and-branch 
review of investment regulation underway 
in many jurisdictions, this is likely to 
become more important in the future. And 
in the worst-case scenario, documentary 
evidence of thorough due diligence in the 
decision-making process may be crucial to 
asset managers defending lawsuits from 
disgruntled investors.

The first RMS was developed by Tamale 
Software and launched in late 2004. Advent 
Software’s acquisition of Tamale, completed 
in the autumn of 2008, now gives the product 
the momentum offered by Advent’s global 
reach in the asset management industry. 
Today, Advent Tamale RMS has emerged as 
a leader in the research management field, 
providing a robust and efficient alternative to 
the often lengthy and costly process of in-
house development. Its arrival on the world 
stage is timely, as firms are becoming aware 
that failings in the way they have traditionally 
handled research materials can lead to 
costly investment mistakes.

Advent Tamale RMS has been designed to 
provide a user-friendly mechanism to transfer 
files created in standard applications such 
as Microsoft Office, including meeting notes, 

contact information, spreadsheet models, 
investment analysis, proprietary and broker 
research, calendar entries and web-based 
news. With plug-ins for the applications they 
use most frequently, investment professionals 
can save documents to a shared research 
repository with a single click.

The system then indexes all material 
automatically and makes it searchable for 
the system’s users. Tight integration with 
everyday software tools makes the system 
easy to implement and use for researchers 
and portfolio managers. One fund of funds 
client recently did a search for Madoff 
across their entire research database and 
instantly discovered 41 funds with some 
form of affiliation, but were quickly able to 
determine that they had no exposure. This 
invaluable information would previously have 
taken days or weeks to consolidate.

The ease-of-use focus extends to remote 
access facilities, including an e-mail adapter 
that allows users working outside the office 
to send materials such as company visit 
notes directly into the system. Users can 
also download the database onto a laptop to 
work offline, and their data will synchronise 
automatically the next time the computer 
connects to the company’s network.

Integration also extends to data from 
Excel models. Portfolio managers can 
bring up from their models key figures on 
the stocks or credits they are considering, 
alongside market data from third-party 
providers or accounting figures that may 
not be in the system. Integration with 
market data and research providers enables 
the system to filter sites automatically for 
particular companies.

Firms that make the strategic move to 
a research management solution stand to 
realise significant benefits in the front office: 
replacing tedious manual data collection 
and collation with automation; freeing staff 
to focus on decision-making and client 
service; centralisation of critical research 
data and standardising the research 
process; improved compliance readiness; 
and, above all, more thorough and accurate 
due diligence, leading to better investment 
decisions. In today’s turbulent markets, when 
firms are more pressed than ever to ‘work 
smart’, a solution like Advent Tamale RMS is 
essential for navigating the storm. n

Advent  SoFtwARe
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the future”
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The collapse of Lehman Brothers last 
September was the flashpoint of a year that 
saw the prime brokerage world – along with 
that of its hedge fund clients – transformed 
by the ongoing credit crisis and grisly 
economic backdrop. But for those funds and 
brokers that come through the turbulence 
intact, the new landscape offers a broad 
range of opportunities for the coming years, 
according to Nick Roe, the London-based 
head of prime finance at Citi.

While the hedge fund assets that 
were locked up in London after Lehman 
Brothers International (Europe) went into 
administration garnered headlines for a 
while, Roe argues that just as important was 
the spotlight turned on rehypothecation – the 
use by prime brokers of hedge fund assets 
as collateral for the borrowing they need to 
provide funding to those clients.

“I believe the regulations regarding 
rehypothecation will change, with 
prime brokers forced into much more 
transparency,” he says. “But it won’t go 
away, because most hedge funds couldn’t 
cope with the changed economic conditions 
if prime brokers weren’t able to make use of 
some of their assets to deliver the required 
levels of funding.”

The sudden focus on credit risk in prime 
brokerage relationships and the need by 
newly-fledged commercial banks Morgan 
Stanley and Goldman Sachs to reduce 
their levels of leverage has unquestionably 
benefited Citi and other prime brokers with 
large universal banks standing behind them. 
However, Roe says he and his colleagues 
have been wary about any sudden 
expansion of their business.

“We made a firm decision not to take 
on brand-new customers, but to provide 
our existing customers with additional 
capacity within their accounts,” he says. “We 
recognised the danger of putting a great 

deal of pressure on our own balance sheet 
and processing capability, so we took a 
measured approach. However, it did enable 
us to consolidate a number of key global 
relationships where previously we’d not had 
a very significant proportion of the client’s 
financing business.”

As difficult as the current environment 
has proved for hedge funds, Roe believes 
that the survivors will benefit from market 
opportunities not seen for a decade. “Hedge 
funds are down around 20 per cent on 
average, and they’ve suffered redemptions 
on top of that, so the market is probably 
resetting in size to something around its 
level of 10 years ago, but then spreads 
have probably widened out to their level of 
10 years ago too, and the prime brokerage 
market has been reduced to the number of 
competitors around 10 years ago,” he says.

Rather than throw in the towel, Roe 
says, hedge fund managers are fighting to 
restructure their businesses and hang on for 
better times. “Many hedge funds are looking 
to restructure their operation and keep their 
business solvent, even at a low level of 
assets. We are seeing a temporary reduction 
in assets under management, but soon there 
will be enormous appetite from institutions 
such as pension schemes and sovereign 
wealth funds to put a lot of assets into the 
absolute return world.”

“This represents a great opportunity for 
the prime brokers still engaged in the market 
– those that have always had a tight funding 
operation and have based their operations 
on internal equity rather than gross prime 
revenue. Citigroup didn’t try to get market 
share too quickly or buy it, but sought to 
grow steadily and make sure we ran a 
profitable business. Over the next two or 
three years there’s a great opportunity for us 
to become one of the top two or three prime 
brokers globally.” n

Back to the future for 
prime broker survivors

By Simon Gray
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London’s hedge fund industry is confident 
about its long-term future but participants 
acknowledge that the year ahead is likely 
to be a difficult one, as managers adjust 
to the impact of 2008’s turbulent markets 
and negative performance, as well as the 
ongoing surge in investor redemptions. But 
many are already looking ahead to a future 
rebound in institutional investment and are 
exploring new ideas that may provide them 
with an early opportunity to resume growth. 

While providers of services and 
technology to the industry also acknowledge 
that the difficult market environment and 
economic climate are an issue, overall any 
enhancement of hedge fund operations, 
reporting and transparency that emerges 
from the current global regulatory rethink, 
as well as investor insistence, are likely to 
increase rather than diminish the role played 

by third-party providers and by technological 
aids to asset management and operations.

Right now managers are more focused 
on trying to build on December’s upbeat 
performance figures, which brought to 
an end a six-month losing streak for the 
industry, but there are no illusions about 
the difficulty of the current environment. “It’s 
going to be rocky for at least another six 
months,” says Andrew Baker, chief executive 
of the Alternative Investment Management 
Association. “There will be an evolution of 
strategies. Anything that relies on access to 
leverage will struggle.

“However, we believe the business model 
remains intact. A number of players in the 
industry could well go back to the strategies 
that were successful in the 1980s and 1990s 
before a lot of leverage was available. The 
hedge fund industry still has a very great 

Industry regroups 
to brace for another 

challenging year
By Simon Gray
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delivered through a single point of contact, backed up by a team of 

professionals. That’s because we believe successful hedge fund 

administration is all about the relationship we build together, which 

can give you confidence to focus on your core business. It’s what we 

call ‘You & Us’.

Find out more by visiting www.ubs.com/fundservices

or e-mail us at fundservices@ubs.com
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Service providers see 
flight to quality

By Guy Martell
The past year has seen extensive 
redemptions from hedge funds, especially in 
the final quarter of 2008, as a result of global 
economic uncertainty and poor performance 
in many markets and strategies. As a result, 
a large volume of capital that was previously 
allocated to alternative investments is now 
sitting in cash. That capital must ultimately 
be reinvested in more productive assets 
– but what criteria will govern investors’ 
decisions?

The first decision is whether to return to 
the alternatives arena or to invest in more 
traditional products. Over the past decade 
and more, alternatives and notably hedge 
funds have become an area in which first 
high net worth individuals and latterly 
institutions have become increasingly 
comfortable investing, and it seems likely 
that significant amounts of capital redeemed 
over the past few months will eventually be 
reallocated back into alternatives.

However, the decision-making process is 
likely to be a more rigorous and painstaking 
one than was usual in the past. There will 
be much more intense scrutiny of funds, 
managers and strategies on the part of 
potential investors, and no aspect will be 
examined more carefully than the operational 
environment maintained by managers. More 
than ever today, the appointment of an 
independent administrator to the investment 
relationship is an essential precondition for 
many investors.

Having the right operational and service 
infrastructure in place is particularly 
important for managers of funds of hedge 
funds, some of which have found their 
manager selection and due diligence 
processes exposed to unflattering 
examination in recent months. The creation 
of dedicated operational due diligence teams 
has previously been limited to the larger fund 
of funds managers, but it is likely to extend 

much more widely throughout the sector 
in the future as investors demand more 
sophisticated risk management arrangements 
and closer scrutiny of underlying managers.

The hedge fund industry faces a flight 
to safety, on a number of different levels. 
Investors will pay much more attention 
than in the past to the quality of service 
providers used by fund managers, including 
administrators but also auditors, prime 
brokers and lawyers, and this development 
is likely to benefit top-tier firms in each 
area. Institutional investors in particular will 
favour operational risk frameworks involving 
service providers that offer the assurance of 
a well-established name and solid corporate 
background.

This heightened level of scrutiny is not 
a one-way process. Just as investors are 
examining the credentials of the service 
providers to funds they are considering 
allocations to, an administrator in 
discussions with a prospective new client 
will seek its own assurances.

For example, we would want assurances 
that the manager was overseen by a 
recognised and respected regulatory 
authority with real substance to their 
supervision, and that they were using 
counterparties about which we had good 
working knowledge. All service providers, 
whether administrators, prime brokers or 
lawyer, have responded to developments 
over the past six months by putting in place 
enhanced review procedures when taking on 
new clients.

Another aspect of the flight to safety is 
that more exotic investment approaches are 
likely to be subjected to careful examination. 
Strategies that have proved highly volatile 
over the past year would require a very 
strong business case for us to take on and 
would have to satisfy our own risk and 
compliance requirements. n

Guy Martell is head of 
business development and 
client relationships for 
alternative fund services in 
Europe at UBS Global Asset 
Management
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deal to teach the traditional investment 
management industry in terms of efficient 
risk management and use of alternative 
instruments, and we see the convergence 
between the traditional industry and hedge 
fund techniques continuing.”

At least for now, it seems that one victim 
of the crisis is the long-running initiative by 
the Financial Services Authority to open up 
investment in funds of alternative funds to 
a more retail market. Launched more than 
three and a half years ago, the plan has 
been through repeated stages of industry 
consultation but at present it’s still not 
clear when the proposed regime will come 
into force. In the current environment, it’s 
certainly not a priority for the industry.

“I suspect it will remain on the back 
burner for the time being,” says Baker. 
“Retail investors are still redeeming their 
investments. Risk aversion is immense, and 
until people see the [authorities response to 
the problems made apparent by] the Madoff 
affair, I suspect it will be very difficult for a 
provider even with the perfect product to 
drum up a lot of demand.”

To some extent, providers have 
sidestepped the problem of authorisation of 
alternative products for a broad market by 
using the provisions of the European Union’s 
2002 Ucits III directive to launch funds that 
use hedge fund techniques but benefit 
from the Ucits ‘single passport’ that allows 
unfettered distribution throughout the EU.

One such investment house is GAM, 
the London-based alternative asst manager 
owned by Swiss private bank Julius Baer, 
which has been examining opportunities 
to bring its range of single-manager funds 
to a wider investor base. “As long as the 
managers felt comfortable with the daily 
dealing aspect, which was something many 
retail investors wanted, we could convert 
some of our existing managers into the new 
Ucits III world,” says Matthew Lamb, head 
of Middle East wholesale and institutional 
clients. Most recently, in September the firm 
converted Ross Hollyman’s GAM European 
Systematic Value Hedge fund into a tax-
efficient, daily dealing Dublin Ucits III fund.

According to Lamb, the key to the 
success of these products is that they 
are run by hedge fund managers with an 
absolute return mindset, rather than long-only 

managers that are being invited for the first 
time to add short positions to their portfolios. 
“Hedge fund managers can add value on 
the short side, even though they might not 
always deliver absolute returns,” he says. But 
more importantly, when they look at a stock 
or a sector, they are not thinking about its 
weighting in the benchmark.

“The Ucits structure will hopefully make 
that ability to generate alpha more accessible 
to the retail investor and multi-manager 
investors rather than just funds of hedge 
funds, family offices and high net worth 
individuals. What one has to avoid is long-
only index-tracking managers jumping on the 
hedge fund bandwagon by launching Ucits 
III structures, as a lot of people are doing 
with 130/30 funds. At GAM we’re evolving 
our business rather than jumping on some 
new bandwagon, which is something we try 
to avoid.”

Service providers see as many 
opportunities as problems in the wave of 
change sweeping through the industry in 
the wake of the credit crunch, according to 
Guy Martell, head of business development 
and client relationships for alternative fund 
services in Europe at UBS Global Asset 
Management, whose London-based team 
deals with clients in Europe, the Middle East 
and Africa that use UBS’s service centre for 
alternatives in Ireland.

Martell believes that the industry 
turbulence is already encouraging managers 
and their investors in a flight to quality with 
regard to service providers, although he says 
this may benefit not only big players with a 
global reputation but niche administrators 
that “have a strong value statement and 
specialise in certain strategies and specific 
parts of the value chain, in terms of both 
services and products”. However, he adds: 
“More enhanced due diligence could 
potentially provide a challenge to some 
smaller administrators.”

He is doubtful about whether investors 
and managers are necessarily looking for 
the one-stop shop for prime brokerage, 
administration and custody promoted by 
some global providers. “The more you can 
demonstrate the independence of each 
service provider, the greater the operational 
integrity of that infrastructure,” Martell says. 
“Where prime brokers operate under the 
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same roof as the fund’s administrator, that 
does not necessarily impair in any way 
the independence between the functions 
provided by that organisation, but they are 
likely to be asked those questions more in 
the future.”

However, Nick Roe, head of prime 
finance at Citigroup, says that being able to 
offer a comprehensive range of services is 
opening up new types of opportunity in the 
alternative investment market. He points to 
the agreement announced late last year with 
Danish pension scheme ATP to implement 
an alpha-based investment strategy that 
Citi had already helped to devise in a 
consultancy role.

Says Roe: “We have now helped ATP 
launch its first fund, a Luxembourg Sicav 
for which we are the prime broker, fund 
administrator and custodian, and they will 
continue to launch a series of funds over 
the next few quarters. Now other pension 
schemes have seen what ATP has done and 
want to do the same.

“This is where prime brokerage will 
evolve. What we can achieve with the 
holistic packaging of all the products within 
Citi for alternative asset managers is very 
compelling. For pension funds, there’s only 
one place to go for this suite of services, a 
bank that has the technology to put on your 
desktop, the prime brokerage and hedge 
fund administration ability, custody and 
structured products. We’re now able to offer 
packaged services in which we work very 
closely with our partners in other areas of 
the group.”

One important result of the events of 
the past year, according to Roe, is that 
hedge fund managers have paused in their 
rush to develop multiple prime brokerage 
relationships. Previously, he says, managers 
saw the value of having as many as four or 
five prime brokers in order to increase the 
efficiency of their funding, and to exploit the 
strength of different institutions in particular 
geographical regions, economic sectors or 
asset classes.

But now things have changed, and not 
only because hedge fund managers have 
been forced to confront for the first time 
the possibility that a prime broker might 
go bankrupt. “Now they can’t be with five 
prime brokers because two of them want 

to get out of the business or haven’t made 
their mind up whether they should be in 
it,” he says. “Plus assets are reduced by 
50 or 60 per cent and [the funds] are no 
longer meaningful enough to those five 
prime brokers to exert the power of the 
commission dollar.

“So they need to rationalise those 
prime brokers down to one or two really 
meaningful partners whom they can trust 
in credit terms and which can provide as 
much as they can possibly get in terms of 
finance, global reach and product mix. They 
need solid partners in a time of volatility, 
so managers are consolidating rather than 
diversifying.”

Meanwhile, the renewed focus on due 
diligence and also the closer examination 
of fund managers’ operational capabilities is 
opening up new opportunities for providers 
of technological solutions geared to the 
industry, according to Mark Rice, a senior 
vice-president in the Tamale business unit 
acquired last autumn by Advent Software. 
Tamale, which enables firms to centralise 
and organise research materials of all kinds 
in a central resource, was launched in 
the US in 2004 and is increasingly gaining 
traction among European managers, he says.

“This concept of total knowledge 
management has been bolstered by the 
recent market turmoil,” Rice argues. “In the 
past hedge funds were often dependent 
upon a single prime broker, but now they 
have diversified that are being forced to do 
themselves things that they hadn’t done 
before. They’re buying Advent accounting 
systems because they need to track all their 
own investment positions and carry out 
reconciliation. They also have to be more 
diligent in the way they choose and monitor 
their prime brokers, and in the investments 
they are choosing.”

He says the effects of these trends are 
visible throughout Advent’s business. “Sales 
of Geneva have really accelerated, again 
because of the need to be more self-reliant. 
UK hedge funds have always been a bit less 
reliant on their prime brokers than those in 
the US. They were always required to have 
an internal system, but we’re seeing more 
demand for the ability to calculate the full net 
asset valuation of the fund to check up on 
the providers.” n
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