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Politicians, regulators and the media have all charged hedge funds with playing an
instrumental role in precipitating the financial crisis. Rightly or wrongly, industry
participants and lawmakers around the world are debating the impact of hedge funds and
how they should be regulated going forward. In the meantime, fund managers are altering
their investment methods, honing their risk management practices, re-evaluating their fund
structures and trying to repair damaged relationships with investors.
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How would you describe the performance of hedge funds
over the last 12-18 months? What kind of returns are they
generating, and how does this compare to historical trends?

Jordan: Over the past 12 months, hedge funds have posted very
positive performance numbers. According to a recent report by
Hedge Fund Research, hedge funds as a group are up close to 19
percent in 2009 and are on track for their best year in a decade.
We understand that some strategies, particularly those focusing
on convertible arbitrage and distressed debt, have enjoyed es-
pecially robust returns this year. Eighteen months ago, hedge
funds as a group were not doing well, and many individual funds
experienced sizable losses. According to a Credit Suisse/Trem-
ont study, hedge funds’ return to positive performance in such
a short time frame is not in line with historical trends. More
specifically, the report noted that it took considerably longer
for hedge funds to recover from the Asian currency crisis and
the bursting of the tech bubble than from the current economic
downturn.

Dambacher: On average, hedge funds lost 19 percent in 2008,
beating a market that sustained much greater losses during the
same period. Initial reports indicate that hedge funds have re-
turned approximately 19 percent in 2009 since January and are
on track to post their best returns in a decade. Although it is un-
clear how much of these returns are due to alpha rather than beta,
investors have started to see these returns as attractive and have
begun allocating more to alternative investment funds. As a re-
sult, the number of new hedge fund start-ups now exceeds the
number of liquidations for the first time since August of 2008.

Terblanche: Performance has varied greatly between funds and
strategies. There have been both incredibly good performers and
a disappointing number of underperformers. 2008 is probably
the year with the largest divergence between performance of the
top 30 percentile and performance of the bottom 30 percentile.
Overall hedge funds performed at approximately -18 percent for
2008, with the S&P at -37 percent and real estate down signifi-
cantly in just about every market in the world. Whilst it is a given
that investors do not tend to invest in hedge funds for relative
performance and the mean performance of -18 percent in real
terms will never be acceptable, the point is that their money was,
on average, safer in a hedge fund than it would have been in just
about any other type of investment. Performance figures (in real
terms) for 2009 are very encouraging and hedge funds are out-
performing markets.

Clipstone: Performance has generally, as I think everyone in
the world knows, been poor for the majority of funds over the
last 18 months. But there have been some bright spots. Clearly,
those that took heavy positions against the property boom, such
as Paulson, gained massively. Also, the more conservative strat-
egies and those managers who employed little or no leverage
seem to have managed to stay well ahead of the markets and gen-
erally flat during the worst of the crisis. Since the market lows
of 12 months ago, most hedge funds have been reporting good
gains, but on average the industry seems not to have recovered
the losses incurred last year.
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Hague: Most hedge funds were adversely affected by the cred-
it crunch that hit the markets last year, specifically the fourth
quarter. Between sustained losses and liquidity issues many of
these funds were forced to resort to the imposition of various
restrictions on the withdrawal of capital, including the imposi-
tion of gates. Some of those losses were so significant that funds
closed their doors. High water marks were equally significant.
This year, however, there has been a reversal and the profits that
these funds have enjoyed have, in many cases, eliminated the
prior year high water mark or come extremely close to it. Fund
managers believe that the current year profits will continue in
the foreseeable future. We have seen situations similar to this
before. In the years prior to 2000, the markets saw unprecedented
growth only to have the internet bubble burst; then we saw mar-
kets rise again only to be burst by the credit crisis. Each time we
have seen a period of growth and profitability followed by the
bursting of a bubble followed by unprecedented growth. Let’s
not forget that most hedge funds, through the use of sophisticated
trading and risk management policies, have fared better than in-
dividual accounts.

Hedge funds have been grappling with liquidity issues in the
current market. What have been the consequences of this
struggle?

O’Connor: The experience of hedge funds and their investors
during the crisis has resulted in some changes to the way we
see hedge fund liquidity being structured and provided for in the
offering documentation. The liquidity promises made by hedge
funds to their investors and the measures hedge funds took dur-
ing the crisis to resolve liquidity mis-matches — whether nego-
tiated and agreed with investors or not — have made investors
and managers more aware of the measures hedge funds can and
cannot take unilaterally, and we are seeing a reflection of this
in hedge fund terms and, more generally, a more realistic align-
ment of portfolio liquidity and the liquidity terms promised in
the hedge fund offering. Gating levels are moving upwards from
the 20 percent level, the prioritising of gated redemption requests
over new redemption requests on subsequent openings seems to
be falling out of favour: a general trend seems to be that inves-
tors do not want hedge fund documentation to provide for the
ability to side-pocket, spin-out illiquid assets, establish liquidat-
ing funds and the like, whereas managers which had to negotiate
these measures with investors during the crisis see the benefit
of having the ability to take these measures. Clearly, investors
are looking for more highly liquid funds. Regulated hedge funds
including UCITS are currently more in favour with investors and
it is a well established trend that managers are establishing these
funds where they can.

Clipstone: As has been well documented, many funds were
forced to lock-up towards the end of last year using a variety of
short and long term measures to deal with the issues, including
redemption gates to smooth cash outflows, suspensions which
commonly have become permanent where this has triggered
defensive redemptions, the distribution of underlying assets in
specie to satisfy redemptions in whole or in part and the use of
liquidating SPVs to create synthetic side pockets which hold the
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illiquid assets and allow the funds to continue trading while lig-
uidating its troublesome assets. In some extreme cases we are
even seeing open ended funds attempt to convert themselves into
closed ended funds. All this activity has eroded the industry’s
image of being a fully liquid investment product and has placed
doubts in the minds of many investors. Some of the larger in-
stitutional investors have moved to require that their funds be
invested through managed accounts, but these present their own
challenges, particularly if they are making investments parallel
to the same manager’s hedge fund. Some managers are looking
to build in protections they wished they had had 18 months ago,
but others are taking the view that such protections deter inves-
tors who may have already been burned by similar mechanisms.

Terblanche: Hedge funds and funds of hedge funds, in particu-
lar, were heavily impacted by unprecedented redemptions dur-
ing and immediately after the financial crisis. Well-performing
funds have not been spared due, in part, to the fact that hedge
funds were one of the few places where investors could turn for
cash. The most obvious consequences are that some funds have
failed or are in wind-down mode and a number of funds have
imposed gates, with a fair amount of these gates still in place.
With respect to new funds and reorganisations of existing funds,
we have noted that there is a lot more focus, from managers and
investors alike, on the liquidity terms of the funds and the under-
lying investments. Finding new capital has been tough, leading
to a trend for managers to consider alternative structures which
would give them access to a wider range of investors. Access
to capital has greatly improved over the last few months and it
looks like this will continue as circumstances normalise.

Hague: Some say that the liquidity issues that have plagued the
current markets have their roots in the excesses of the past. The
markets have withstood the problems that arose from the Bear
Stearns situation and then the Lehman bankruptcy. Between in-
vestor redemption requests and the tightening of the credit mar-
ket, hedge funds have found a lack of financing. Some, prin-
cipally those having illiquid investments in side pockets, are
finding themselves in the unfortunate situation of financing their
requests for redemptions with a continual drain on their liquid

Investor redemption requests have
increased in frequency as many
investors have attempted to redeem
their hedge fund interests to raise
much-needed cash. In order to meet
these requests, hedge fund managers
have had to sell fund assets.

NORA M. JORDAN
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capital. The result is a lack of marginable assets followed by an
inability to grow followed by the eventual closure of the fund.

Dambacher: Hedge fund managers have been focused on more
tightly matching the liquidity of their funds’ underlying portfolio
of investments with those funds’ investor liquidity terms. This
focus has been both on making sure the investments selected for
the portfolio match the liquidity terms of the fund but also, just
as important to potential investors, that the redemption terms
are only as restrictive as necessary for the investments in which
the fund will invest. The terms of fund ‘gates’ and suspension
mechanisms have also been analysed more carefully to make
sure that they do not create perverse incentives for managers or
investors.

Jordan: Hedge fund liquidity issues have strained investor rela-
tions. Investor redemption requests have increased in frequency
as many investors have attempted to redeem their hedge fund
interests to raise much-needed cash. In order to meet these re-
quests, hedge fund managers have had to sell fund assets, but
in the recent market, many assets held by hedge funds could be
sold only at steep discounts, if at all. Although redeeming inves-
tors were willing to suffer these losses because of their need for
cash, non-redeeming investors in the funds would be affected
pro rata by discounted sales. In response, hedge fund managers
have generally chosen to protect the non-redeeming investors by
enforcing contractual provisions that defer providing liquidity to
redeeming investors, such as gates and suspensions of a fund’s
NAV calculation, rather than sell assets at fire-sale prices — much
to the chagrin of investors who were trying to redeem their inter-
ests. Going forward, investors are likely to demand more favour-
able liquidity provisions in fund documents, and managers that
are able to provide such liquidity are likely to have a competitive
advantage.

To what extent have you seen a change in risk management
practices adopted by fund managers?

Hague: Large hedge funds are focusing on upgrading informa-
tion systems, and engaging independent custodians, valuation
specialists and other service providers. Small hedge funds seem
to be focusing on trading and providing better returns for their
investors rather than changing their risk management practices.
They appear to be less proactive in this regard, patiently awaiting
increased regulations and other initiatives. Proposed regulatory
changes might have a significant impact forcing the adoption of
risk management policies.

Clipstone: Some managers have tried to reduce their exposure to
single brokers and money market managers, and many managers
have become more sensitised to seeking board and (where appro-
priate) investor consent to certain decisions regarding the funds
they manage in the light of some high profile cases.

Jordan: Compliance remains a big issue for fund managers as
they seek to manage legal and reputational risk. In the wake of
the Galleon case and the SEC’s self-professed commitment to
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among other things, scrutinising their information wall policies
and procedures and examining their relationships with third-
party consultants and other sources of information. As we are
seeing with Galleon, a fund’s undoing may come not at the time
that its managers are convicted of wrongdoing, but instead at
the time that they are accused. Fund managers are also still very
much focused on basic compliance and risk management issues
such as the custody of client assets and, particularly in the case
of managers of funds of hedge funds, appropriate due diligence
of underlying investments.

Dambacher: Investors have forced managers to focus on sev-
eral areas of risk management since the economic downturn. The
risks receiving the most focus have been counterparty risk and
operational risk. As a result, multi-prime brokerage relationships
have become the norm and SAS 70 audits have become popular
tools to verify the operations of fund service providers. More-
over, investors have been asking for and receiving significantly
more information about leverage levels, governance, volatility
and risk concentrations. Investors have also been focusing on the
risks of valuation by encouraging more independent valuations.

Terblanche: Whilst it has to be pointed out that risk management
practices have always been an important consideration for the
industry there is, generally speaking, more focus on risk manage-
ment practices and more disclosure in the fund documentation.
This is being driven both by investors and from fund managers
themselves.

Have hedge funds altered their investment methods since the
onset of the financial crisis? What strategies have become
popular?

Dambacher: After adjusting the way they manage investments
to conform to the new parameters on liquidity and leverage and
unprecedented redemption pressure, managers have begun fo-
cusing on the opportunities created by the changing market land-
scape. As a result distressed debt, convertible arbitrage, global
macro and market neutral strategies have become particularly
popular. In addition, funds focused on Asian investments have
become popular and a recent increase in the number of corporate
transactions has renewed interest in merger arbitrage strategies.
The popularity of long/short equity and multi-strategy funds has
waned in comparison.

Hague: The biggest change we have seen is the diversification or
broadening of investment methods and strategies. The long-only
funds are extinct. Funds that historically not used short sells and
derivatives have done better since they changed their investment
strategies.

Terblanche: Those strategies which allow for flexibility have
adopted their approach and have been able to benefit from new
opportunities. True to the nature and dynamism of the industry, a
number of funds have been formed to take advantage of the op-
portunities presented by recent events, chief among these being
credit opportunity funds, structured credit funds, loan funds and
commodity funds.
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True to the nature and dynamism

of the industry, a number of funds
have been formed to take advantage
of the opportunities presented by
recent events, chief among these
being credit opportunity funds,
structured credit funds, loan funds
and commodity funds.

JOHAN TERBLANCHE

Jordan: We have not seen indications of funds altering their
basic investment methods since the onset of the financial cri-
sis. Distressed debt and commodities-focused strategies have
become increasingly popular. Additionally, hedge funds are
increasingly availing themselves of government-sponsored in-
vestment programs, including the Term Asset-Backed Securities
Loan Facility (TALF).

Can you describe the regulatory proposals which would affect
disclosure, transparency and corporate governance issues
for hedge funds? In your opinion, would they be effective in
practice?

Dambacher: The two most significant regulatory proposals fac-
ing the industry are the European Commission’s proposed Direc-
tive on Alternative Investment Fund Managers and the various
proposals being considered in the US Congress for registration
of investment advisers under the US Advisers Act. If implement-
ed, both would increase transparency to investors and regulators.
With some exceptions, the investor transparency required by
these proposals is the same as that encouraged by the industry’s
self-regulatory organisations prior to the recent market disloca-
tion and what any investor should expect from a well drafted
disclosure document. Similarly, the regulatory transparency re-
quired by these proposals is, for the most part, reasonably de-
signed to provide regulators with the information they need to
monitor systemic risk. That said, in many cases the major ques-
tions regarding disclosure to regulators are unanswered: Will the
disclosure become subject to public access? Will the regulator’s
implementation of new legislative proposals significantly in-
crease funds’ reporting costs? Will position level information be
required?

Terblanche: The proposed EU directive on Alternative Invest-
ment Fund Managers will obviously have an impact. National
regulators are independently looking into these issues too and
may, depending on the final form of the proposed directive (to the
extent applicable) or during the interim period, impose specific
requirements. It is too early to attempt to predict the extent of the
impact; suffice it to say that there will be some sort of framework
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in relation to these issues and that it will be more cumbersome
than existing national requirements. The feeling is that a number
of the effects will be generally positive, especially on a superfi-
cial level, but only time will tell whether they will be effective in
practise in terms of investor protection and to what extent these
measures will add to cost and, therefore, impact returns.

O’Connor: The Alternative Investment Fund Managers Direc-
tive, which is probably between six months and a year away from
being adopted in Europe as a Level 1 Directive, is set to intro-
duce a harmonised approach to the management of non-UCITS
in Europe. As drafted, it will require non-UCITS to have a single
governing body with substance that is subject to prudential over-
sight under the Directive and specific management responsibili-
ties. The Directive borrows some of its content from existing
European law, such as the MiFID and UCITS Directives, but
introduces some specific requirements in the area of disclosure
and transparency, for example, while the Directive’s requirement
that funds within the scope of the Directive be independently
audited and that investors be provided with a form of offering
document with prescribed content might mean nothing new to
most hedge funds, some of the specific disclosure requirements
might not typically be made by hedge funds, for example, re-
quirements to disclose the liquidity risk management of the fund
in normal market conditions and market crises, side-pocketing
or other special liquidity arrangements, detailed valuation proce-
dures, extent and sources of leverage where systematically used
and details of any preferential treatment given to any investors.
Hedge fund managers within the scope of the Directive will also
need to provide regulators with aggregated reporting of systemi-
cally important trading data.

Clipstone: In general the draft AIFM Directive proposals aim to
codify best practice in the areas of general fiduciary obligations,
conflicts of interest, risk management and liquidity management
and provide for the appointment of independent valuers based
in the EU and also that funds managed by regulated managers
custody their assets in the EU. It also requires annual reports to
be given to the investors and the competent authorities and codi-
fies the information in relation to the fund that must be disclosed,

All of these initiatives are laudable
in theory, but in practice it is
likely to drive up costs massively,
requiring all regulated managers
to have compliance departments,
increase overheads for funds and
therefore reduce returns.

TIM CLIPSTONE
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in particular in relation to leverage. All of these initiatives are
laudable in theory, but in practice it is likely to drive up costs
massively, requiring all regulated managers to have compliance
departments, increase overheads for funds and therefore reduce
returns. However, all this regulation is largely window dressing,
as failure to observe best practice is not the biggest risk area in
hedge funds. The strategies themselves are the biggest risk area
for investors (but not to the system, as universally acknowledged
by policymakers). The reason that a hedge fund fails is rarely due
to the failure to follow best practice, but usually due to a failure
of the strategy that was fully disclosed and on which the inves-
tors took a calculated risk. On the rare occasions that things have
gone awry due to failure to follow best practice, there are usu-
ally much more fundamental issues under the surface, not least
fraud, which no amount of regulation will eliminate. Don’t get
me wrong, I am very much in favour of best practice required
by investors; however, having a Brussels bureaucrat be the final
arbiter over what a sophisticated investor needs by way of dis-
closure and safeguards seems a huge waste of time, money and
talent.

Hague: There are three significant regulatory initiatives that
might have a profound effect on the hedge fund industry. First,
the Hedge Fund Transparency Act, which was introduced in the
House in January 2009, but hasn’t progressed much further. Ef-
fectively, this Act would require more funds to register with the
SEC, yet still be exempt from the provisions of the Investment
Company Act of 1940. Funds with less than $50 million under
management would automatically be exempt. Funds with greater
than $50 million would register with the SEC, maintain books
and records as required by the SEC, cooperate with SEC requests
for information and file certain ‘publicly available information’
annually. In addition, enhanced anti-money laundering require-
ments would be required. Second, a myriad of proposed regula-
tions requiring investment advisers to register with the SEC. The
House bill (which exempts venture capital funds and small busi-
ness investment companies) would require advisers to maintain
records and submit specific reports as determined by the SEC. In
addition, advisers might be required to provide information to in-
vestors, prospective investors, counterparties, and creditors. The
Senate bill would require additional information related to valu-
ation methodology and the existence of side letter arrangements.
In addition, it would require the use of an independent custodian.
Third, the SEC proposed amendments to the Investment Advisers
Act of 1940. The proposed amendments would require a regis-
tered investment adviser to engage an independent public accoun-
tant to verify the client funds and securities for which the adviser
has custody by actual examination on a surprise basis at least once
annually and to obtain a written internal control report contain-
ing an opinion of an independent public accountant regarding the
effectiveness of controls placed in operation over the custodial
services performed by the adviser or a related person at least once
annually. In our opinion, the benefit to the investment community
of the first two initiatives would be a direct result of whether the
SEC has the resources and wherewithal to collect, process, and act
on the information received. As to the third initiative, we believe
that an annual surprise examination will not significantly increase

the protections afforded to advisory clients who invest in a regis- »



tered or unregistered investment company that is already subject
to an annual financial statement audit.

Jordan: The United States House has passed a bill that would
require nearly all hedge fund managers to register with, and dis-
close extensive information to, the SEC and other regulators. The
United States Senate is considering a similar legislative proposal.
Both the House bill and the Senate proposal call for hedge fund
managers to disclose information currently deemed confidential,
including their use of leverage, trading and investment positions
and trading practices. Moreover, the House bill, unlike the Senate
proposal, allows the SEC to promulgate rules requiring hedge fund
managers to disclose to their prospective investors, current inves-
tors, creditors and counterparties such information as is necessary
to further the public interest, investor protection or the assessment
of systemic risk. Whether these legislative initiatives will actually
be effective in achieving their purpose, identifying and mitigat-
ing systemic risk, remains to be seen. In particular, it is unclear
precisely what having this information would enable regulators
to do. There is also a danger that regulators will find themselves
awash in complex and hard-to-parse data that ultimately obscures,
not reveals, systemic risk.

Is increased regulation the answer? If you could influence
policymakers, what would you suggest is the optimum amount
of regulation for the funds industry?

Terblanche: Again, it is too early to say but, if one keeps in mind
the primary catalysts for the credit crisis and the fact that banks
are highly regulated, the sceptics have a strong argument. One
has to question how effective increased regulation would be and
the cost impact thereof, which in turn impacts returns. Does the
means justify the end? Can regulators cope with the enormous
amounts of paperwork that will be generated? Can they do so in a
timely manner in order to avoid potential issues or will the effect
simply be a tougher, more expensive and more time consuming
entry? A ‘one size fits all’ approach is far from ideal. It is im-
portant to take into consideration and to balance the needs of the
industry, investors and the market. I think that it is crucial that one
takes into account the type of product and the risks inherent in a
specific strategy and reconcile that with the type of investor who
can access the product to determine how much regulation (if any)
is justified.

Jordan: Whether increased regulation is the answer depends in
large part on the problem that you are trying to solve. It is doubtful
that increased regulation of hedge funds would protect investors
from those bent on committing fraud, for example. Also, investors
themselves are demanding and, in many instances, receiving en-
hanced transparency and other more investor-friendly terms from
fund managers. The market appears to be adapting to investor de-
mand ahead of regulatory reform.

O’Connor: It is probably safe to say that it is no longer a matter
of debate as to whether there will be greater regulation of hedge
fund activity and I think most people involved in the industry
would broadly accept the principle that certain focused regula-
tory measures, for example, greater transparency of systemically
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Most people involved in the
industry would broadly accept
the principle that certain
focused regulatory measures
are appropriate.

DONNACHA O'CONNOR

important trading information, minimum standards in the areas
of governance, disclosure to investors, valuation and custody, are
appropriate. The concern in Europe, however, is whether the Al-
ternative Investment Fund Managers Directive will be a propor-
tionate response with a sound prudential basis.

Clipstone: Increased regulation is a quick salve for many but does
not seem to me to be the answer to the issue. Regulation is un-
likely to be able to appropriately cover all different flavours of
funds and their strategies and associated risks and attempting to
over-proscribe the terms of a commercial relationship runs the risk
of stifling innovation by forcing managers into a one size fits all
regulatory regime. I think the Cayman approach of requiring there
to be disclosure of all information necessary for the investor to
make an informed decision as to whether to subscribe in a fund
gets closest, although I would add that there probably should be
an ongoing obligation to provide investors with information spe-
cific to the fund necessary for them to make an informed choice as
to whether to redeem or remain invested. Clearly, however, such
obligations do not lend themselves to tick-boxes as, deliberately,
the delineation of such terms would be fact specific and any body
of law would take time to become established. Their effectiveness
also requires that managers are concerned about the consequences
of non-compliance. Absent this broad obligation to provide appro-
priate information, let buyer beware — we are in a grown up market
and not selling to granny. The current approach as proposed seems
to me to require regulated managers to dance in a treacle of com-
pliance with no real reduction in the risk of the investments and
with no real alternative for managers in the EU to avoid this by
establishing their funds in Cayman, BVI or other non-EU hedge
fund centres, other than leaving Mayfair altogether.

Hague: The SEC has recently announced its plans to increase
enforcement efforts. In addition, it has disclosed several compre-
hensive steps to reduce the chances of frauds within the invest-
ment industry. These steps include restructuring the enforcement
division, assessing and improving the use of risk assessment
techniques, improving fraud detection techniques, hiring staff
with specialised expertise, and expanding its training programs.
We believe that these initiatives will allow the SEC to be more
informed and responsive. We also believe that these initiatives
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are not, in effect, an increase in regulations of the funds indus-
try. The investment community itself is demanding more from
the funds industry — more transparency, the use of independent
custodians, administrators, and valuation agents, more internal
governance, etc. The appropriate amount of regulatory oversight
of and response to such information filed should allow for suffi-
cient regulatory responses and oversight. In addition, the assertion
requirement would require investment advisers to acknowledge
their ethical responsibilities. A better trained and informed SEC
along with a more demanding investment industry should pro-
vide the right balance of regulation and investor due diligence
and oversight.

Dambacher: Additional regulation is inevitable and in some
circumstances necessary. Regulation can be effective in setting
reasonable standards for disclosure to investors and providing
regulators with important information for managing systemic
risk. Unfortunately, however, several of the regulatory proposals,
especially those of the proposed Directive on Alternative Invest-
ment Fund Managers, are not driven by investor protection or
management of systemic risk but out of protectionism, politics
or a lack of a basic understanding of the industry being regulated.
If policymakers sincerely believe hedge funds are systemically
relevant, they should carefully consider the costs and benefits of
any regulatory proposal as it could have profound affects on the
allocation of capital.

Do you believe that current trends may result in the
‘institutionalisation’ of the hedge fund industry, in which
their traditional alternative approaches to investing are
diminished?

Clipstone: Inevitably, if the AIFM directive comes into force in
anywhere near its current format, the regulated managers will re-
quire not only a compliance team, but also need their star portfo-
lio managers to oversee whatever form of stress testing or similar
is required by the EU in relation to their strategies and to complete
mounds of paper to prove that they have gone through this proce-
dure. Many of the star managers left banks or other institutions to
get away from these demands so that they could pursue their strat-
egies for investors who trusted their model. I think that requiring
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such formalistic compliance is likely to stifle creativity, flexibil-
ity and talent amongst the managers that remain and is likely to
cause many talented individuals to look away from the industry
or look to base their operations outside the EU’s proposed big
brother regime. In short, the regulated funds are likely to have to
have compliance teams and will need to find portfolio managers
who are willing to work following highly formalistic compliance
regimes — this sounds like institutionalisation to me. I suspect the
more entrepreneurial or maverick minded managers will go else-
where. Is this what the EU wants from its alternative investment
funds industry? It sounds safe, but is it?

O’Connor: I think that increased regulation and institutional in-
vestors continuing to shape the industry will significantly reduce
the number of boutique managers and managers will become big-
ger and/or more institutional in their approach. The increased con-
straints on risk taking, liquidity and the use of leverage that have
been experienced by managers over the past two years would
seem to mean that the approach to alternative investing has al-
ready changed.

Hague: Current trends will lead to the institutionalisation of the
hedge fund industry. Regulations and investment community
demands will drive more consolidation, resulting in less small
funds, less focused and innovative investment strategies, and less
entrepreneurial initiatives.

Terblanche: Although I certainly hope that this will not be the
case, there is a real risk that there will be at least some sort of
institutionalisation of the industry and this will necessarily impact
the industry in a number of different ways, chief among them be-
ing the loss or curtailing of the nimbleness and creativeness which
makes it such an exciting and efficient area. Some of the knock-on
effects may be that differentiation on returns are likely to be flat-
tened, certain new strategies may not be employed and investors’
choices and returns will be diminished.

Jordan: At the moment, current trends generally are not pointing
towards an ‘institutionalisation’ of the hedge fund industry. Regu-
latory reforms in the United States that are aimed specifically at
the industry are currently limited to registering advisers to hedge
funds and requiring them to make certain disclosures. These re-
forms do not seek substantive regulation of the investment activi-
ties of hedge funds themselves, although at least one SEC com-
missioner has called for such regulations. Nor do market-based
best practices initiatives, such as the MFA’s ‘Sound Practices for
Hedge Fund Managers’, which are increasingly relevant, specifi-
cally attempt to constrain fund managers’ investment activities.
Such initiatives generally focus on compliance, risk management
and disclosure while allowing hedge fund managers to pursue
a wide variety of investment strategies. In the European Union,
however, the proposed Directive on Alternative Investment Fund
Managers attempts more substantive regulation. Among other
provisions, the Directive would impose certain liquidity require-
ments and leverage limitations on hedge funds.

Dambacher: The extent of industry institutionalisation depends

on the cost of regulation to the industry and individual manage- »



ment companies. The higher the costs, the greater the barriers of
entry will be for start-up managers, potentially stifling industry
innovation. Nonetheless, over the last several years many ‘institu-
tional’ fund managers have proven that they can be as innovative
and successful as ‘entrepreneurial’ fund managers. Unfortunately,
whether or not increased costs give rise to larger and more ‘insti-
tutional’ investment management companies, costs will increase
and investors will likely bear those costs.

Has the relationship between hedge fund managers and their
investors been tested by the global economic downturn?
What underlying issues need to be resolved to satisfy investor
demands?

O’Connor: The demand for greater liquidity and greater regula-
tory oversight are major themes. Many managers are responding
to this by providing more frequent liquidity, or at least clearer
liquidity terms, and are looking to set up regulated hedge funds
where possible. The Irish Qualifying Investor Fund and European
UCITS are major beneficiaries of the move towards greater regu-
lation. Because of this trend, the industry needs to stay engaged
with the legislative process, and with regulators, in order to be
able to contribute to the shape of future law in this area.

Clipstone: The relationship between investors and managers has
come under a great deal of strain in the last 18 months, although
what is often lost sight of is that many of the investors in alterna-
tive fund products are themselves alternative fund managers or are
in the investment management business. As such, they fundamen-
tally understand the pressures other managers are facing. Some
of the biggest strains we are seeing are between pension fund in-
vestment teams and the funds they invest in. Many of the largest
in the US in particular are looking (and always have looked) for
managers to provide them with preferential liquidity terms or as-
surances. These used to take the form of side letters, but recently
many are seriously looking at managed account structures in an
attempt to give themselves unfettered access to their assets and to
try to keep themselves apart from lock-ups cause by other inves-
tors redeeming. However, these structures do not entirely solve
the conundrum for a variety of reasons.

Hague: Investors today have felt the impact of fraud. Madoff
may have been the largest case of fraud but it was not the only
case. The SEC has been extremely diligent in its prosecution of
fraudulent activities of fund managers lately. Many cases have
been brought to light recently. Some of these have resulted from
the liquidity crisis where the manager could no longer support
their fraudulent activities due to an inability to obtain liquidity.
These frauds have resulted in a lack of trust by investors to the
point that investors want more transparency; they want access to
the underlying books and records and access to the fund’s pro-
fessional advisors. The fund managers, on the other hand, don’t
want to provide that transparency. Several years ago, there was
very little transparency — the advisers contended that they did not
want to disclose their proprietary trading strategies and positions.
Gradually, the investment community has gained more access and
information. It will be very interesting to peer into the future to
see what the impact on transparency would be when and if the
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various proposals for fund manager registration evolves.

Jordan: The global economic downturn has affected relation-
ships between hedge fund managers and their investors. To ad-
dress liquidity concerns stemming from the downturn, many
hedge funds suspended redemptions, imposed gates and took
other related measures that generally are viewed with disdain by
investors. Moreover, because many hedge funds posted negative
returns in line with the market downturn, investors have begun
to rethink their allocations to hedge funds, which had previously
been viewed as a separate asset class uncorrelated — or at least
only loosely correlated — with the broader market. To satisfy in-
vestor demands, hedge fund managers must reconsider liquidity
provisions and redouble their efforts to provide absolute returns
with little or no market correlation.

Dambacher: The vital trust between investor and manager has
been strained by the liquidity crisis caused by the economic
downturn but some managers have navigated the crisis better
than others by effectively communicating with investors at ev-
ery opportunity. As capital begins to flow back into the indus-
try it is becoming clear that those that had open dialogue with
their investors, even when applying gates, suspensions or other
liquidity management tools, will see larger allocations than
those that failed to provide timely information to their inves-
tors. As a result, managers have also become more accommo-
dating to investors’ requests for additional transparency, realis-
ing that transparency can help rebuild a relationship of trust.

Terblanche: Fund managers have, more than ever before, had
to pay attention to investor relations. Communication and trans-
parency are critical to this process. Managers whose funds have
performed well have, of course, found it easier to manage the re-
lationships and have generally been able to count on the backing
of their investors. Hedge fund investors do not want to influence
the management of the assets of the fund and they understand and
appreciate the fee structures and the business model. Disclosure,
risk management and independent checks and controls are priori-
ties — fund managers are aware of these issues and, where needed,
are taking the appropriate steps to ensure that investors are com-
fortable with the offering.
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In what way will the lessons learned during these difficult
times affect the way hedge funds are structured in the future?
What changes in fund documentation do you expect to see?

Hague: There will always be differences between what an inves-
tor wants to see in a fund document and what rights a manager
is willing to give them. Most offering documents are stale, as
they are infrequently updated. Plus, they often contain general,
if not vague, disclosure language. Several documents include
the infamous term ‘other’ when describing investment strategies
— something that has allowed advisers to stray from the prescribed
trading strategy recently to chase investment returns, thereby in-
creasing risk to the fund. Therefore, we might see more current
disclosure documents with tighter language. As noted above, we
think that there might be changes in the area of governance. In-
vestors want someone or some group to review what the fund
manager does. We are not referring to the auditor here since the
annual audit is historical in nature and the audited financial state-
ments portray what happened during the past year. We are refer-
ring to an outside, independent board of director representation
similar to the board of directors or the audit committee of a public
company. This group would be charged with the responsibility
to review transactions and events, assess risk management, meet
with the auditors, etc. Another change might be total transparency
wherein investors would be able to access the fund’s investment
portfolio on a real time basis. Obviously, there are issues with
valuation because of the lack of ready markets for several invest-
ment types. But, the use of custodians and administrators that can
provide such access is in place currently and might be the norm
for all funds in the very near future. Another change would be
in the area of liquidity. Investors want the ability to have more
frequent access to their money. Again, there would be issues for
illiquid and/or non-exchange traded investments being valued.
Yet, there might be mechanisms that would allow for more timely
redemptions.

Dambacher: Fund structures have traditionally been driven
primarily by the different tax laws around the world rather than
financial regulation. Nonetheless, the EU Directive on Alterna-
tive Investment Fund Managers has the potential to significantly
change the way funds are structured by introducing unnecessary
protectionism which have the potential to exclude non-EU funds,
non-EU managers, non-EU administrators, non-EU auditors, non-
EU valuators and non-EU depositories. Investors, however, will
also be an important influence on fund structures as they demand
more disclosure regarding counterparty risk, liquidity terms af-
fecting the liquidity profile of investments, and fees tied to the
timing of redemption rights.

Jordan: The balance of power between hedge fund managers
and investors has shifted. We are seeing investors negotiate, and
sometimes receive considerably more favourable terms, includ-
ing reduced fees. Investors are also more conscious of their con-
tractual or statutory rights and are increasingly willing to seize
opportunities to renegotiate terms (e.g., when investor consent
is required to restructure a fund or to approve a merger). Going
forward, we expect more hedge funds to establish single-investor
funds for large investors. These funds generally invest alongside
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one or more hedge funds run by the manager. From an investor’s
perspective, one advantage of such an arrangement is that it gen-
erally provides greater transparency. As a practical matter, single
investor funds also offer increased liquidity. When the investor
in such a fund puts in a redemption request, the absence of other,
non-redeeming investors simplifies the fund manager’s decision
framework as he needs to only consider what is in the best interest
of the redeeming investor.

O’Connor: There are obviously still hedge funds being set up
that trade illiquid assets, but investors’ general lack of appetite
for illiquidity in their hedge fund investments has meant that
more hedge funds with liquid strategies are being set up. A lot
of hedge fund managers are setting up UCITS, not only because
those funds have regulatory oversight and greater distribution
potential, but also because they are required by law to provide
fortnightly liquidity. It looks like a lot of hedge funds that trade
illiquid assets are not providing for their ability to take a lot of the
defensive measures that they now know should be provided for
in their documentation — these measures seem to be exactly the
type of measures investors don’t want even thought side-pocket-
ing or gating might be in the best interests of investors in most
circumstances where there are large redemption requests. There
is certainly an overall move towards greater transparency in fund
documentation.

Clipstone: There is a tension currently for managers between,
on one hand, wanting to have the full array of protections devel-
oped over the last 18 months and, on the other, not wanting to
design a completely unmarketable product. We are finding that
the ultimate shape of the funds and the protections they have
built into them are little different to how they looked before,
with the possible exception of explicit disclosure regarding liq-
uidating SPVs. However, the detail in the constitutional docu-
ments in Cayman and BVI structures will need to take account
of the various cases coming out of the Cayman and BVI courts
on suspensions of redemptions, the manner in which investor
remedies may be pursued and the new winding-up provisions
in Cayman.

Terblanche: The hedge fund model has been severely tested and
has emerged from the fracas with a few bruises, but has generally
been reinforced and will be improved as a consequence. One of
the positives of recent events has been the weeding out effect that
the combination of circumstances and events have had — a number
of hedge funds have left the arena and natural selection ensures
that those who have survived are, generally, better suited to the
marketplace. The medium and long term effect is the solidifica-
tion of the industry and this will be to the benefit of investors spe-
cifically and everyone involved in the industry generally. There
will be more focus on liquidity terms, disclosure, risk manage-
ment, counterparty risk, re-hypothecation of assets and general
exposure to service providers and counterparties. Increased regu-
lation will have an effect on the funds themselves and this will
translate into changes to the fund documentation. The extent of
these changes are unclear at the moment. It is clear, however, that
there will be further changes in the landscape and that these will
affect everyone involved. l
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