PR THE [sasor
About the
Greenwich Roundtable

Greenwich Roundtable
Research Council

Introduction:
Letter from the

Executive Director

Table of Contents

BEST PRACTICES IN HEDGE FUND INVESTING:
DUE DILIGENCE FOR EQUITY STRATEGIES




T‘le l.Juri)os:e (;f .tile
31'{3611@%(:11 Roﬁn_dtaiale Sympo-
_gigms is to discuss and provide
current, cutting-edge education
on alternative investing. Our
mission is to reveal the essence
of both trusted and new investing

styles, and to create a code of

best practices for the alternative

& e
L

investment industry.

@ SrPRING 2005

ABOUT THE DODREENWIDH QDUN‘lPTABLE

The Greenwich Roundtable is & not-for-profit
research and educational organization located
in Greenwich, Connecticut, for investors who
aliocate capital to alternative investments. It is
operated in the spirit of an intellecrual cooper-
ative for the alternative investment commurnity.
Mostly, its 120 members are institutional and
private investors,

The purpose of the Greenwich Roundtable is
to discuss and provide current, cutting-edge
information on alternative investing., Our mis-
sion is to reveal the essence of both trusted
and new investing styies, and to create a code
of best practices for the alternative investment
industry.

© Greenwich Roundrable 2005

The Greenwich Roundtable hosts monthly,
mediated sympositums at the Bruce Museum in
Greenwich, Connecticut. Attendance in these
forums is limited to members and their invited
guests. Selected mvited speakers define complex
issues, analyze risks, reveal opportunities, and
share their outlook on the future, For the past
10 years, the Greenwich Roundtabie has hosted
some of the leading managers, scientists, and
policy makers of our day.

Stephen McMenamin, of Indian Harbor LLC,
formed the Greenwich Roundtable in 1995 and
15 its Executive Director. Its Board of Trustees,
whose membership reflects a cross section of
the alternative investment community, sets the
direction of the Greenwich Roundtable,
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Besr Praciices in Hedge Fund Investing: Due
Diligence for Equity Strategies is the first
coflaboration of its kind...between investors
and managers. The managers are members of
our Research Council who have generously pro-
vided the resources to produce this publication.
Each manager was nominated and appointed
for his support of best practices or, quite simply,
his interest in demystifying the hedge fund
investment process. Their business activities can
be held out as a standard for all to follow.

The investors are members of our Education
Committee. Their backgrounds are broad and
diverse. They hail from the family office, bank
proprietary capital, or fund of funds communi-
tics. They are all seasoned investors in a broad
range of strategies that equity
long/short, arbitrage, managed futures, relative
value, distressed debt, credit, asset backed, and
global macro. All are limited partners, sophisti-
cated investors, and the quality of our discovery
process was exceptional. We have essentially
unlocked wisdom that has never before been

include

made public.

Indeed, the goal of this publication is to help
demystify a topic that has been shrouded in
myth and, by doing so, help improve the level of
cducation among those who wish to better
understand the community of active hedge fund

o
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investors, Our hope is that Best Practices in
Hedge Fund Investing may become an effective
educational tool for the broader community of
qualified private and institutional investors,
especially those currently evaluating an active
hedge fund investment program. We hope that
it might alse be a practical reference for aca-
demics and policymakers with an interest in
understanding the hedge fund industry from an
investor’s perspective. Perhaps even experienced
allocators will find this document to be a help-
ful review to reexamine long-standing practices
and habits of mind,

Best Practices in Hedge Fund Investing: Due
Diligence for Equity Strategies is a work made
possible through the generosity of a few hedge
tund managers. The members of the Research
Councii of the Greenwich Roundtable have
provided the critical financial resources that
were necessary to bring this valuable knowledge
to the investor community. The members of the
Research Council were selected for their prior
good deeds in raising professional standards
within their industry. Now they wish to help the
buy-side raise their standards. They also share
our belief that education is one of the greatest
needs in the marketplace.
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INTRODDUGCTICGN:

LETTER FROM THE EXECUTIVE DIRECTOR

Inside this first issue of the planned series of
Best Practices in Hedge Fund Investing you will
be treated to an informed examination into the
art of due diligence. The scope of this issue will
be confined to examining equity-oriented
strategies. Early in the process of gathering
ideas on due diligence, it was clear that we
needed to focus on one strategy at a time. The
universe of hedge fund strategies is enormously
broad and diverse, Any single method of
inquiry applied to all due diligence would
become generic. Future issues will approach
strategies m other asset classes such as managed
futures, fixed income, and asset-backed markets.

Performing due diligence on hedge fund man-
agers is difficult because it is necessarily a
dynamic process, The investor must exhibir the
skills of an accountant, a trader, an investment
analyst, a psychotherapist, a business manager,
a human resources manager, and a headhunter,
By definition, hedge funds are organized to
exploit inefficient pricing and anomalies, which
makes the art of asking questions one of the
greatest challenges for investors. The best
investors are those whe have developed not
only a good bedside manner, but also a wide

understanding of the mechanics of many differ-
ent capital markets. They approach the due dili-
gence process with an open mind and an atti-
tude of respect for the hedge fund manager’s
skill — but also with a healthy dose of skepti-
cism. The due diligence process is vital to estab-
lishing rapport in the relationship between
investor and hedge fund manager,

It is difficulr to articulate a process so depend-
ent on judgment and experience. Most experi-
enced investors agrec on a few comnion areas
of inquiry. These include a review of marketing
material, investor correspondence, legal docu-
ments, interviews with key professionals, a
review of regulatory and professional records,
background checks, and an evaluation of
investment performance, Beyond this, individ-
ual opinions override consensus on the issue.
Despite the differences of opinion, we approach
the practice of due diligence with the assump-
tion that the degree of agreement may be some-
what disguised. There are practical reasons why
this is so. First, experience and judgment figure
so decisively in the process. Few investors
approach this process in exactly the same way.
Second, the sequence of an allocator’s process
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and the emphasis applied to any area will
always reflect his sophistication regarding that
topic. Third, due diligence is an iterative process
with the prospective investor rarely taking a lin-
ear approach but, more practically, shifting
from topic to topic to uncover important details
as experience directs, We have attempred to
highlight the key areas of inquiry in a sensible
order of importance.

As the broad flow of investment and human cap-
ital from traditional strategies into non-tradi-
tional approaches continues, the need for
research into this cruciat aspect of investing has
never been greater. The Securities and Exchange
Commission {SEC) has imposed a registration
rule on the hedge fund industry. The SEC staff
felt compelied to create a “culture of compli-
ance” to “legitimize” the industry. But a culture
of compliance already exists. Investors perform-
ing due diligence create a market-based compli-
ance culture, Tt is not the “specter of an investi-
gation” but the needs of sophisticated investors
and the possibility of investor redemptions that
keeps everyone honest.

We believe Best Practices in Hedge Fund
Investing: Due Diligence for Equity Strategies
may be the first qualitative treatment of the
practice. For two years, our purpose has been to
uncover “soft” aspects of performing hedge
fund due diligence. Qur emphasis is on devel-
oping an interpretative discussion whenever a
flag is raised. There have been many generic
investor questionnaires circulated. Most were
focused on collecting quantitative dara.
Quantitative analysis is backward looking.
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Qualitative analysis is more useful as a forward
looking tool. In his initial review of the litera-
ture, Mark Pearl discovered that no one trans-
lated the answers into conclusions, We do
include most of the guantitative questions in an
attempt to provide the investor with a compre-
hensive manual, But the aim of this serjes is ta
help investors identify exceptions and interpret
what they are hearing,
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Iry to assess how

genuine a manager’s edge is.

Is the edge intangible as in a
sixth sense, or derived from a
tangible mix of experiences, or
a certain quality of experience?
How is the edge different

from that of other major

competitors? How sustainable

is this edge? =~
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. STRATEGY,
MARKET OPPORTUNITY

INVESTMENT PROCESS, AND

A critical first step in any evaluation of a
bedge fund investment is the establishment of a
proper context for the evaluation. The question,
to borrow Joe Dimenna’s phrase, is “what ball-
park are we in?” Context is everything: does the
prospective evaluaior have an appropriate
understanding of the investment opportunity
and the visks that attend to it? Does the portfo-
i manager understand the context in which bis
strategy and organization are being evalnated?
Clarifying a set of shared assumptions between
bedge fund manager and hedge fund investor
ensures that both parties possess a commnon
vocabulary for the successful conduct of the due
diligence process. Once the context for the eval-
uation is properly understood, it is possible to
proceed with a more nuanced investigation of
the investrnent strategy, the portfolio manager’s
investment philosoply, the character of the
organization, the portfolio manager’s edge, and
other relevant fund particulars.

AL Dvimviimw

= How is the strategy best categorized (diver-
sified longfshort equity, evenr-driven,
long/shore technology, ete.)?

¢ What is the manager’s investment philoso-
phy and what are the core principles that
inform this strategy?

The core philosophy may reguire some
efaboration, but the manager should be
intellecrually disciplined enough to articu-
late this in a clear, concise, and easily
understandable way,

¢ What professional experiences were instru-
mentzal for the manager in the development
of his investment philosophy or approach?

( D

How has the current strategy evolved over
time?

What factors might cause the strategy to be
altered -- however subtle these changes
might be? What is the fund manager’s vision
for how the organization can cantinue to
improve over time?

Be careful of style drift. In particular, try to
assess if the manager has fundamentally
changed his strategy to accommodate an
undue increase in assets or 1o capitalize on
opportunities in which he has little expert-
ise. Is the manager making logical adjust-
ments to profit in a changed environment
that is still fundamentally consistent with his
investment philosophy?

How unique is the strategy? Does it attempt
to exploit persistent market inefficiencies or
is it a less viable, shorter-term strategy?
What is the hedge fund manager’s edge?

Tiy to assess how genuine a manager’s edge is.
Is the edge mrangible as in a sixth sense, or
derived from a tangible mix of experiences, or
a certain quality of experience? How is the
edge different from that of other major com-
petitors? How sustainable is this edge?

What is the specific range of securities or
markets invested in for the strategy  {e.g.,
listed equity, ADRs, fixed income, cash,
ET¥s, options, OTC derivatives, swaps, for-
wards, PIPEs, private equity, commeodities,
¥FX, and others)?

Do the key investment professionals possess
the specialized knowledge and experience to
invest successfully in the identified securities?
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Should their experience permit them to oper-
ate successfully in the range of markers
required by the strategy?

Does the portfolio manager have experience
managing liabilities (e.g., funding, equity
fockups) as opposed to simply managing
assets (i.e., picking stocks)?

Which countries or regions does the manager
mvest in?

Beware of the reduced liquidity and latitude
for hedging in certain emerging markets.
Also, beware of managers who are investing
in higher risk, emerging markets if their expe-
rience and specialization may not be an
appropriate mazch,

What are the critevia for long- and short-
security sclection? What is the process for
generating investment ideas, or the selection
and implementation of trades?

How does the manager approach investment
rescarch? How are potential positions identi-
fied or screened? Are guantitative models or
software used? To what degree does the man-
ager use prumary research or consultants, and
how rigorous does this effort appear to be?
What is unigue abour this approach to
research? What capacity does the manager
have to generate, consistently, a truly original
investment thesis?

Which indices or group of peer investment
managers may be most appropriate to under-
stand the market dynamics refevant o the
strategy? Are there certain indices or strate-
gies that might be ideal for benchmarking
purposes?

BesT PRACTICES IN MEDGE FUND INVESTING: DUE DILIGENDGE

« Whart are the security valuation methoedolo-

gies that are important to a manager? Does
the manager employ a bottom-up or top-
down stock selection approach? Do the ana-
lysts create their own financial models? How
does the manager develop research ideas in
concert with less experienced analysts? Oy,
more broadly, how does the manager lever-
age the capabilities of all investment profes-
sionals involved in the research process?

Carefully review current and historical invest-
ment examples. Ensure thar these examples
represent a broad mix of investment outcomes
{e.g., unfavorable as well as good).

Try to make sure that vou are being present-

ed with more than just a select number of

highly polished and carefully verted invest-
ment examples.

Do the examples tie in with your under-
standing of the manager’s investment philos-
ophy and investment edge?

What professional mistakes have been
mstructive for the portfolio manager? Are
any lessons reflected in current investment
practices?

It is important to understand these examples
in the context of any important risk-manage-
ment discipline (e.g., position sizing, industry
exposure limit, sell discipline) thar have been
previously articulated.

B AN AG D RMEINT

Try to understand how the manager’s overall
investment  philosophy  influences  his
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approach to smaller day-to-day rules and
guidelines regarding portfolio construction
and risk management,

Review the range of gross and net exposure
the portfolio manager has employed, or may
employ, in the management of the fund.
What are the current position and exposure
ranges for the fund? Whar have been the his-
torical limitations and minimums in terms of
position sizes and exposures?

Has the manager ever exceeded these lim-
its? If so, in what context did this occur?
Are limitations noted in the offering mem-
orandun?

Seek to understand the way in which the
manager wilt likely deploy capital on both
the long and shorr sides of the hoal in favor-
able or unfavorable marker environments
for the strategy.

What is the typical number of positions in
the portfolio?

How many of the positions are really mate-
rial to the portfolio? Is the number of posi-
rions realistically manageable? In other
words, can the manages and his team really
know the positions well?

What is the typical minimun and maximum
long and short position size at cost and upon
appreciation?

Develop a solid understanding of the way
in which the manager approaches position
concentration for both Jongs and shorts.
How large has the manager let a position
ger {long and short) and in what context?
Was this discipline always applied or was it

adjuszed in practice?

Try vo understand the degree of risk created
by position concentration, especially in less
liquid markets; alternately, try to understand
the weakening effect of an over-diversified
portfolio — as well as the risk of not knowing
the portfolio. Do you sense that the number
of positions in the portfolio is a function of
the fund’s (possibly larger} asset size and less
driven by a risk-management discipline?

What, if any, is the fund’s limit to sector
concentration?

~ To whar degree does the manager seem to

appreciate the risks posed by excessive
industry or marker capitalization concentra-
ton? Does the manager demonstrate an
appreciation for the risk posed by style,
beta, or market cap mismatches potentially
embedded in a given investment portfolio?

What kind of geographic exposure does the
fund’s strategy have? What is the fund’s
exposure to emerging markets?

Pay attention to liguidity risks implicit in
certain approaches or strategies.

What is the range of market cap exposure,
particularly to small and micro cap securi-
ries? What is the manager’s definition of
small cap {or, the market cap segments for
investment)?

Be careful to scrutinize the liquidity risk
unplicic in smaller capitalization strategies.
Try to assess the additional impact of other
variables on liquidity such as position con-
centration, asset growth, investor concentra-
tion, redemption terms, e,
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Is leverage used in the portfolio? To what
degree will leverage be employed in the
portfolio and in what context? What par-
ticular environments or circumstances
would prompt a reduction in the use of
leverage? An increase?

Does the manager manage beta exposure?
Gauge whether a manager is sufficiently
sensitive to potential beta mismatches in
strategies where it is commonly found (i.e.,
long small cap value will tend to be short
kigher beta small cap growth).

TrRADINE

Who makes trading and execution decisions?
Who informs a backup vote?

Is there a separation between portfolio man-
ager and trader? Who reviews and oversees
trades? Does the trader only execute wrades,
or does he have some portfalio management
authority over a prescribed carve-out of cap-
ital? How does the fund avoid the probiems
that can arise from having several individuals
with trading authority?

How and why are positions sold? How
important are catalysts?

Are there different types of positions such as
core and trading positions?

Are there systematic or quantitative ele-
ments to the strategy? If so, what are they
and how were they developed? When is the
manager’s judgment sufficient to override
such a systemartic or quantitatively driven
investment discipline?

What is the average holding period? Whar is
the annual average turnover of the fund?

Best PracTices IN HEDSE FUND INVESTING! DUE DILiGENGE W&
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Is there a stop-loss policy? How is it executed?

Strict stop-toss procedures are more impor-
tant for some strategies than for others. For
exampte, in more trading- and arbitrage-ori-
ented strategies, strict stop-loss procedures
are vital due to the amount of leverage and
position concentration that is sometimes
employed. With many equity-oriented strate-
gies and distressed managers, stop-loss disci-
plines are typically explained with a greater
degree of ambiguity. The sell discipline is
understood to be more art than science.

Understand the portfolio manager’s rolerance
for losses. What is the manager willing to
lose in a position before cutting ir back, or in
the portfolio before reducing total leverage?
Gerting married o a position or a story is

" one of the most common reasons for incur-

ring a substantial portfolio loss.

Understanding the risks a manager is willing
to take if he is meaningfully profitable or
unprofitable for the year is extremely useful.
More trading-oriented managers and strate-

gies will tend to press their bets when they

are up and invest more conservatively when
they are down. '

What specific shorting experiences do the
manager and traders have? Is shorting used
to hedge or to generate alpha? If shorting is
meant 1o generate alpha, has it actually done
50 in practice? Will the manager employ any
other shorting or hedging strategies? What
range of instruments will be used to short or
hedge {e.g., derivatives, ETFs)? How costly
has the use of hedging instruments been and,
mere pointedly, how has the employment of
these instruments or strategies added value?
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How is new capital deployed? Is there a
trade allocation policy among different
fands and managed accounts? Whar is the
policy for hot issues and nonparticipatory
shares? Is there a process of liquidation to
meet redemptions? What is it?

MARKET pEpomT LN (g

What is the breadth of the investment uni-
verse that the manager’s strategy will target?
How diverse or fiquid are the public compa-
nies, sectors, or regions that are targeted for
the strategy?

As a guide for the appropriate size of the
fund, consider the asser size of other suc-
cessful funds that employ the same strategy,
What is the range of asser bases? Does the
manager propose to cap the fund S assets at
a sumilar level? '

What conditions are favorable to the strate-
gy? What are the current conditions for the

strategy?

How much money is cunently f!owmg mnto

- the mategy’ Is the strategy. congested? Is
there any reason to suspect, that it is poised

1o suffer from dumrushed returns gomg for-
ward?

To what degree can the strategy be under-
stood to have cycles?

- Where is thc—: cycle mday’ Beware of con-

spicuous outperfmmance when. the stmtcgy
Is concluding the most buoyant segment of
an investment cycle. . -

What market factors or combinations of fac-
tors may be particularly challenging for the

BeEsT PracTices In Mepce Funp
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strategy? Are there certain points in an invest-
ment or economic cycle that would pose par-
ticular challenges for a successful execution of
the strategy? Does the manager have experi-
ence navigating through such environments
in his current strategy incamation?

What kind of external shocks is the strategy
most vulperable to?

Is the strategy long or short volatility?

Does the fund accept leveraged cquity (i.c.,
accept capital from leveraged fund of funds or
from individuals who are employing leverage
directly to their personal investment}?

Be careful if a portfolio manager seems
blithe about any implied risks to the stabili-

. ty of his capital base.
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. TEAM AND ORGANIZATION

Aﬂocamrs will often focus on investment activi-
1y Lo the exclusion of other aspects of a bedge fund
organization. However, the quality of a firm’s
buman capital will comtain, perbaps, the strongest
clues about its prospects for sustainable success. In
simple terms, an nvestment with a hedge fund
manager is a bet on a few key individuals and their
team. Moreover, the success of the organization
reguires both investment and business manage-
ment qowmen, skills that ravely veside in equal pro-
portion fn any single fvestment professional. To
properly evaluate a bedge fund organization, it is
imporiant 1o not only review is personnel, bt also
consider what depth of professional talent will be
required 1o execute the imwvestment strategy and
make the organization succeed. The culture of a
hedge fund organization reflects its founders (or a
few key principals) and it is important to under-
stand how those individuals view the organization
they have started, their approach to building a
business, and how they view their roles relative 1o
other key professionals at the firm.

A KEY INVEETMENT PROFESSIDNALS

¢ Review the academic training and profession-
al background of each of the key investment
professionals. Carcfully assess the guality of
work experience of those individuals.

¢ s the length and depth of work experience
appropriate? Whart hedge fund experience do
the principals have?

© Does rthe experience of the principals suggest
-they will be successful in the execurion of
* their current strategy? Be careful with man-
- agers who recast or re-invent their skill set
- based on market demands.

¢ Does the manager have any prior perform-
ance record that can be shared? Is the per-
formance or track record relevant for the
strategy you are trying to evaluare?

BeEsT PrRApTICES IN HEDGE FunD INVESTING: DUE DILIGENGE
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How are investment and business decisions
made by the firm’s key principals? What is
the structure for investment decision-making
versus operational decision-making and busi-
ness management? What kind of input do
other investment professionals and senior
back office professionals have in their respec-
tive areas of responsibility?

What were the circumstances that caused
them to Jeave their previous positions? Are
there any non-compete or legal issues from
previous positiong?

If relevant, is a former employer investing in
their current fund? I not, why not? Keep in
mind there are circumstances where an
investment by a previous employer may not
be appropriate or even desirable.

How are investment professionals compen-
sated? To the degree possible, review com-
pensation for al! investment professionals,

Try to understand whether the proper incen-
uve structure exists for both pringipals and
employees to pursie investment success in a
productive way that meshes with your com-
mon investment objectives. -

Does one of the key principals have CFQ,
operational, or investor relations experience?

An experienced COO or CFQ can reduce sig-
nificant business distractions and allow. for

the fund manager’s enhanced focus on prof-

itable investments.

Has the team worked together fn the past?
Da the skills of the investinent team appear
to complement one another? Is there a skill
set or role thar is obviously missing?

Grcater separa-

tion of duties can enhance
the long-term vitality of a
hedge fund. Ir can also
help reassure investors
that multiple sets of unre-
lated eyes are watching

over the business and

the portfolio, ~
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¢ Assess the personality and the character of

the team members with respect to their
integrity, attitude, work habits, reputation,
and expectations for success.

Are the key investment professionals’ incen-
tives aligned with the investors? Whar are
their personal capital commitments? Of the
entire staff, what percentage of their net worth
resides in the management company and in
the fund? Will the portfolio manager commu-
nicate a reduction in the level of personal
investment held in the fund? If so, how?

Alternatively, for more longstanding fund
managers with very substantial sums invested
in the fund, does the carrent fee structure cre-
ate potential disincentives for appropriate risk
taking? In other words, are limited pastners in
danger of paying for a very expensive form of
cash management? Have former alpha gener-
ators turned into mere asset gatherers?

What is the policy for personal trading
accounts? What is the process to review per-
sonal account activity? Who reviews it and
how often?

1f trading'.is permitted, are there any Limirs
placed on the amount of time spent and the
kinds of instruments traded? What instru-
ments are traded separately from fund
activities? Is there a potential for any indi-
vidual to front run the fund’s trading or
Ivestment acriviry?

Have any of the fund principals ever been
involved in a lawsuit? Do any of the fund
principals possess an official disciplinary
record (pending or past)? Have there ever
been any regulatory infractions, fines, or sus-
pensions from any regulatory agency or pro-
fessional organization? What are the details?

¢ What are the provisions for the absence of
the key man? Who has the ahility te fill in
on a short-term or long-term basis?

¢ What happens if the portfolic manager
becomes incapacitated or deceased? s there
a Hquidation process for extraordinary
events? How long would such a liquidation
take? What would the impact of this
liquidation be on the portfolio and on the
markets the manager invests in? Is there key
man msurance?

[, Foouemers A Fasoimsans

« Are the founders or principals the key
investment professionals? What is their level
of involvement in the firm or fund?

s Have there been gaps in their professional
history? Have there been failed funds or
other ventures?

Be wary of unexplained gaps n resumes, In
addition, be wary when failed predecessor
funds are involved. Discover, specifically, whar
¢ happened and understand what the manager
" may have learned from the experience.
Although failure can be instructive, muluple
. failures or a string of brief professional stints
should be reviewed with grave concern.

O, Brary

¢ How many staff members are there? What is
the ratio of back office to investment profes-
sionals? Review {or sketch out) an organiza-
tionaj chart,

¢ How many investment professionals are on
staff? Review their biographies. How Jong
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have they been employed by the firm? 1n the
industry? Has there been a pattern of organi-
zational turnover?

A significant number of new staff can require
time 1o work effectively together and such a
* phenomenon can affect the effectiveness of an
 investment organization,

Beware of heavy turnover at either the senior
or junior staff levels. Portfolio managers who
seem unable to preside over a stable organi-
zation should be evaluated with greater
scrutiny. The abiliry and commiument to keep
talented professionals and employees who
have been encouraged to develop their skills
should be evident, An inability to do so may
be a sign of a congenitally poor business or
personnel manager. It also may reflect an
unhealthy ego on the part of the principal.
Broadly construed, these circumstances can
breed employee disloyalty, turnover, and pos-
sibly elevare key man risk.

Is the depth of the organization sufficient for
tle assets under management? What are the
growth plans for the fund and the organiza-
tion as a whole?

It is better to grow assets into infrastructure
than vice versa.

Are there any branch offices?

While branch offices for a farge research
team may be beneficial, long distance portfo-
lio management has shown a less compelling
track record of success. Portfolio manage-
ment by ‘principals in. disparate branch
offices often suffers from poor communica-
tion and isolated decision-making, and can
even create the conditions for rogue trading.

BesT PRACTICES IN HEDGE FuND INVESTING: DUE DIL.IGE:NBE(
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Regardless of the size of an organization, who
is responsible for the following functions?
— CIO

— COO

e CEOY

— Research

— Trading/Risk Management

— IT/Systems/Programming

— Operations/Back Office/Audic

— Compliance/l.egal

— Marketing/Investor Relations

Are these functions separated?

To the degree possible, separation among key
professional functions (e.g., COQ, CIOQ,
CFrO, Marketing, Compliance} is betrer,
Greater separation of duties can enhance the
long-term vitality of a hedge fund organiza-
tion. This knowledge can also help reassure
investors that multiple sets of unrelated eyes
are watching over the business and the port-
folio, -

Try to understand where the range of profes-
sional responsibilities naturaily lies in what-
ever size organization you are attempting to
assess. Specifically, try to understand how
smaller organizations concentrate the num-
ber of professional responsibilities managed
by key individuals. This can represenr a
potentially significant (and hidden) level of
investment risk. '

Under-qualified employees in key roles or nepo-
usm 0 the hiring of personnel for key organi-
zational roles should be viewed with caution.

1 Among larger hedge fund organizations, a higher
standard for this skill set should probably apply.
For, example, do any key professionals possess
treasury or cash management skills? Do any pro-
fessionals have experience actively managing
asset-liabifity paps?
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modating liquidity terms
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underlying assets are not

highly liquid. -
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. FEE STRUGBTURE AND TERMS

Tbe evaluation of a fund’s fee siructure and
terms is essentially an exercise in understand-
ing the value proposition of a particular bedge
fund investment. Much of this will depend on
the circumstances and environment in which
you gre considering the investment opportuni-
ty. Market forces will bave a large say in dic-
tating what these terms are likely to be, but
ethical considerations are important 1o bear in
mind too. Ultimately, an investor must deter-
mine whether the terms and conditions for
this investment are reasonable and fair.
Unreasonable and unfair terms may suggest
something about the market environment bui
they also may convey something important
about the motives of the fund’s principals gs
well,

¢ What are the management and incentive fees
for the fund that is being evaluated? How
are these fees calculated and accrued?

Are the fees for this fund appropriate given
what other similar funds charge?

How often does the fund pay iwself fees:
annually or quarterly? Does the fund use a
rolling claw back for.its fees? '

How does the portfolio manager make use
‘of his management and performance fees?
Is the management fee invested in the
business?

¢ Who participates in the carry, and to what
degree do less senior professionals have the
incentive to contribute to the investment
success of the fund? Is this expected to
change over time?

¢ How many share classes are there for each
fund? I there is more than one class, what

Are there different fees and terms for
onshore and offshore investors?

Does the class structure allow one class to
inherit risk from the other? Do cross-liabili-
ties exist between the classes or funds? For
example, does the class with lower leverage
assume the risk of the higher leverage class?

Try 1o appreciate the character of the strate-
gy’s liquidity relative to rhe liquidity of the
different share classes, and how much capi-
tal resides in each share class. Is the bulk of
the capital principally invested in one share
class? What are the implications for the sta-
bility of this fund’s capital base?

What expenses are charged to the fund, in
addition to management and performance

fees?

Standard fees usually include items like

administration, audit, and other profession-

al expenses. However, a manager sometimes
will expense the firm’s overhead, including
T&E, rent, salaries, and bonuses to the
fund. If this is the case, get an understanding
of whar the percentage charge to the fund
has been in prior years. Is it in line with
industry standards? Are you willing 1o
accepr this?

Is the manager incubating new or separate
strategies at the expense of current investoyrs?

Sometimes a large fund will begin to incu-
bate start-ups 1o access emerging talent (and
to develop a proinising substrategy that can
help diversify firm capiral), or have proxim-
ity to a ralented individual who could not be

-persuaded to.become a full-time employee.

If this is the case, what is the fund’s arrange-
ment with the newly incubated manager

BEST PracTicEs IN HeDoe FUND INVESTING: DuEs DILIGENGE



strategy, and has the larger fund informed
investors as to how they are compensated?

Is there a high water mark or hurdle rate?
How are they calculated? Is the high water
mark reset?

Ask what percentage of assets are under warer
and how Jong they have been under water. If
the fund has experienced a drawdown, how
. much performance does the fund have to
accrue to earn performance fees? If this is an
unreasonable amount, beware of the built-in
temptation for a manager to swing for the
fences and risk even more substantial capital
losses,

What is the liquidity/redemption policy?
Lockup? Notice period? Is the liquidity provi-
sion for investors consistent with the liquidity
of the underlying securities of the fund?

e

Beware of funds that give unduly accommo-
dating liquidity terms to investors when the
underlying assets are not highly liquid. Ask if

any investors have side letrers with more

forgiving liquidity terms. If so, in a liquidity
crunch, these investors will have an unfair
advantage. Be careful to understand the
liquidity profile of your investment relative
to other investors (especially a fund’s largest
investors).

If there is an early redemption fee, is it payable
to the fund or the management company?

“The fee should be payable to the fund, not to

the management company.

Have there been any prior liquidity suspen-
sions? Are there pending changes to the
redemption policy?
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IV, RISK MANAGBSEMENT

Many mvestors begin with the assumption
that investment risk is the most important issue
to assess in considering or monitoring a hedge
fund investment. However, many studies of the
bedge fund industry underscore the degree to
which operational risk is the source of hedge
fund failure or blowups. A firm’s risk manage-
ment processes will have imprortant quantitalive
and qualitative aspects and this can span the
arrangement of IT systems, writien procedures,
and certain intuitive aspects of the portfolio
manager’s approack to managing his business.
The key is 10 uncover all the rocks and take
great care in zmdersmnding the mandgenment
philosophy that can tie this all together. Global
financial markets consistently undergo rapid
change and, therefore, it is important to under-
stand the portfolio manager’s commitment to
investing in risk management and, more gener-
ally, to the consistent improvement of his hedge
fund organization.

A FProRTeroLIm Rise

¢ Invite the manager to articulate his risk-
management philosophy.

Is the process meticulously thought through
or does it seem more intuitive? Be wary of
portfolio managers who do not seem to have
a disciplined risk management process.

¢ Does the manager have written policies and
procedures that communicate an approach
to risk management?

Obtain a copy of any relevant documenta-
tion or procedures. Make a detailed review
that includes operational, liquidity, and
counterparty risk.

How does the manager gauge risk? Whar risk
measures does the hedge fund manager use
internally? Which are most important to him?

Which portfolio, market, factor, or security-
specific risks are most relevant to consider?
Are there particular risks in specific types of
investments or trades? How is that managed
or hedged? The composition of different
risks for a fund can vary considerably even
among apparently similar eguity-oriented
strategies. The following list is not meant to
be comprehensive but it may serve as a rudi-
mentary point of reference:

— Equity market risk

— Interest rate risk

— Credir risk

— Liguidiry risk

— Volarility risk

— Basis risk

- Foreign exchange risk

~~ Counterparty risk

~— Leverage

Which sensitivity measures are employed for
risk management purposes? Such measure-
ments could include, but are not limited by,
the following list:

— Equity and interest rate delta

— Equity and interest rate gamma

— Equity and interest rate vega

- Theta

— Rho

- Duration and convexiry

A thoughtful evaluation may uncover the
possibility that particular strategies may
have risks which are only, perhaps, hinted at
in the more generic list of investment and
market factor risks. For example, some risks
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have issues or problems been surfacing? Are
there any current operational issues the firm is
dealing with? To what degree do you sense thar
problems are being anticipated?

that are conspicuous for equity long/short

may include, but are certainly not limited by,

the following list:

-— Position, sector, or industry concentration

— Market cap or geographic mismatches
embedded in the portfolio ¢

— Style mismatch or beta mismatch
embedded in the portfolio

— Directional risk posed by an unusually
aggressive posture (net short or net long)

— Liguidity profile of individual holdings

Follow the money. How does the money flow
into and out of the fund? Where is it kept?
Who signs the checks for the company and
fund in which you are mnvesting? Is there a
co-signer? Is one of these individuals a third
party? Do vou fully understand the path that
A the money takes? What is the role of inde-
¢ Is the portfolio stress-tested? pendent third parties?

Follow the trade. After an investment decision
is made, how is the idea executed? Is the trade
executed electronically? Is the process paper-
less? What is the frequency of broken trades?

If s0, under what conditions? What assump- ¢
tions are made? Who reviews the stress tests?
How often are they performed? Have they
ever been acted upon? Ask for examples.

¢ Does the fund have an individual who is <
responsible for risk management? What
training has this individual had? What other
responsibilities in the firm does this individ-
ual have?

How consistently has the fund experienced
operational or back office errors? Is the man-
ager content with the service provided by the
prime broker(s) and other key back office
service providers?

How fluent and comfortable does the man-
ager seem in discussing the character of the
fand’s back-office processes and operational
discipline(s)? Does the manager seem dis-
tracred or preoccupied with trade reconcilia-
tion or broken trades?

¢ Has the manager ever had a significant draw-
down? If so, whar were the circumstances?
What kind of risk management failure might
this represent? How might the fund’s invest-
ment disciplines been improved under the
circumstances?

e DPERATIONAL BISKs

To the degree it is relevant for specific invest-
ment and trading strategies, try to make sure
you have a sufficient understanding of some of
the following risks:

¢ How are the distinct responsibilities for the
fund’s front and back office arranged and,

ideaily, separated? — Counterparty risk
~— Ratings of counterparties
¢« Are the operational, back office, and adminis- — Degree of equity concentrations by

trative professionals scasoned? Whar chal-
lenges have these professionals encountered
since the fund’s inception (or at a prior firm)?
In general, how do they appear to have adapt-
ed 1o these challenges? With what frequency

BeEsST PracTices In HMEDEE FunDp

counterparty
Financing liquidity risks |
Tenor of financing terms

Sensitivity of income to changes in
financing rates B
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¢ What precautions has the portfolio manager

taken in light of a possible catastrophic fail-
ure prompted by a computer, systems, soft-
ware, telecommunications, fire, or terrorist
attack? Is there a disaster recovery plan?

Are there provisions if a key service provider
{e.g., prime broker, administrator) js sud-
denly unavailable? Are there provisions for
the loss of the portfolio manager or other
key investment professionals?

Loy

What is the hedge fund manager’s definition of
liquidity? How many days would it take ro lig-
uidate the portfolio in an orderly fashion?
What is the definition of an orderty liquidation?

How do reduced trading volumes affect the
liquidity of the relevant markets or instru-
ments? What is the impact on the marker of
a typical investment for this strategy?

‘Who is on the other side of the tades that
the .srr_.‘ate'gy'-typically execures? Is there a
dominant dealer? Is that dealer monopoliz-
" ing the liquidity in that inscrument?

De the liguidation terms of the fund make
sense or match the lquidity of the fund’s
mstruments or markerplace?

Be very wary of funds that provide generous
liquidity terms relative to the liquidity of the
instruments and securities trafficked in by
that given strategy.

Has the manager installed appropriate terms
to prevent a run on the bank? Are there “gate
provisions” installed to protect remaining
investors? How do any “gate provisions”
impact your specific interests as an investor?

¢ What is the percentage of average trading

volume held in the largest positions?

Has the manager filed 13-D or 13-G forms
with the SEC? Do the positions reflected in
the filings make sense for the strategy? Can
restricted or private instruments affect the
portfolio’s liguidity profile?

Will a significant redemption alter the port-
folio by leaving the most illiquid instruments
with remaining investors? Be wary of this
possibility, particularly if there are side let-
ters and preferved redemption terms for
SOmme Mvestors,

¢ What is the maximum position size, long

and short, with respect to average daily trad-
ing volume? Has the manager ever exceeded
these parameters?

¢ To what degrec can the manager be under-

stood to traffic in heavily shorted securities?
How sensitive is the strategy to short squeezes?

Does a manager intend to hold any private
issues? Will private issues be side pocketed?
How are they marked and what is the pro-
cedure for marking them?

2 LEVERAGE

Invite the portfolio manager to discuss his
rationale for employing leverage in the
application of the strategy.

¢ How does the hedge fund manager define

leverage? How does the manager define
excessive leverage?

¢ What is the typical amount of leverage used?

What is the maximum leverage that would be
employed at any time? What is the maximum
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(and minimum} amount of leverage that has
been used at any particular time in the operat-
ing history of the fund? Is the fund ever man-
aged without leverage? What facrors might
prompt the manager to reduce leverage?

What conditions would create the perfect
storm, where portfolio leverage would pose
problems for the strategy or the portfolio
manager?

How many brokers or banks extend leverage
to the fund?

BesT PRACTICES IN HEBGE Funp INVESTING! DUE DILISENGE
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How much of the borrowing terms are
avernight terms?

How much are less than 20 days? How much
are greater than 90 days? How has that

changed over the past 12 months? Do the * 1"

terms of rheir assets match their liabilities?
Can counterparties change the financing
haircut with less than 90 days notice?

Has leverage ever been revoked? If so, abtain
an explanation.
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V. MANAGEMENT COMPANY, FUND STRUDTURE,

AND ASSET Base

A?? evaluation of the bedge fund’s manage-
ment company should be focused on what kind
of business it is. A number of basic questions
should come to the fore: Who owns it and what
individuals have the biggest interest in its long-
term success? Are the principals commiitted to
building a real money management business or
is it simply q one-off mvestient partnerships
Are there any conflicts of interest? In the final
analysis, an investor needs to wunderstand if
there is a true alignment of incentives betiween
the prospective investor and the portfolio man-
ager in regards to their investment objectives.

A MANAGGEMENT DCMBANY

«  What is the legal entity? What are the details
of its state or country formation? Where is
it domiciled?

Is the country of domicile a well-known or
an unknown jurisdiction? Is ir a well-
respected jurisdiction?

¢« Are they repistered as an Investment
Advisor, Commodity Trading Advisor (CTA)
or Bank Holding Company? Are they regu-
lated under the U.S. Securities and Exchange
Commission {SEC), National Association of
Securities Dealers (NASD), the National
Futures Association (NFA), the Financial
Services Authority (FSA), Bank of England,
or the Federal Reserve Bank?

Do you fully understand the kind of infor-
mation implied by the various mix of regis-
traticns thar may apply to a portfolio man-
-ager or investment advisor? Use an in-depth
review of these information sources to deep-
en your understanding of the investment
professionals and the organization as a
whole. Anticipate your plan for consistently
reviewing these affiliations and registrations

for your eventual monitoring regimen as you
consider a prospective investment. Caution:
Registrarion with regulators does not always
provide a seal of approval.

What is the ownership strucrure?

Simple is better!

Who are the owners? Cerrain employee(s) or
an mstitution{s)? Bear in mind that a cultural
difference may be reflected in the ownership
structure. For example, institutions com-
monly own UK, funds, whereas U.S. funds
tend to be employee-owned.

Does the manager own a significant percent-
age of the fund or management company?
What percentage of his net worth is invested
in the fund or the management company?
Does the manager have an upfront policy for
highlighting any material changes to his per-
sonal investment in the fund?

Are there any joint ventures or partnerships
through which business is conducted that
may cause a conflict?

Do they offer a crossover (public and private
securities) fund that may either add value to
research or may create a liquidity problem?

Do they operate a mutual fund? Do they
have a long-only separate account business?
Take care to understand what conflicts of
interest may be present and which ones the
manager has anticipared,

In what other partaerships and businesses
do the principals operate or maintain a sig-
nificant interest?

Daes the management company own a broker
" dealer? Is ir disclosed? Are trades recaptured

by the hedge fund? Does it present any con-

- flicts or does it add value? Why or why not?
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Do the principals sit on any boards or have
time-consuming obligations such as privare
equity Investents?

Are there any direct relationships with other
hedge funds? For example, does another hedge
fund provide seed capital? Is that seed money
from the hedge fund manager’s personal capi-
tal or is it provided by his investors?

Seed capital from larger hedge funds can mit-
igate start-up risk when they act as a mentor
to the new fund. This stands in contrast to
broker-sponsored funds whose mentoring
ability is limired.

If the hedge fund has a spensor relationship,
scek to understand the agreement. Does the
sponsor have capacity or other special
arrangements?

Does a sponsor dominate a new fund’s capacity?

Does the sponsor share its infrastructuse
with the hedge fund? If so, can the sponsor
sec the trades?

Can the sponsor piggyback on these trades?
" Do they share ideas that can negatively
- impact capacity or trading nimbleness?

Daes a sponsor use its equity in the new fund
to drain off profits, thus reducing the incen-
tives or the motivation of the entreprencur?
Can the sponsor continue to add value
beyond the initial investment?

- .Are there any special arrangements with the
* sponsor that can create 2 burden on the new
manager? Is there a sunset provision for this
. relationship? In other words, is the econom-
- ic relationship designed to diminish over
time? Does the portfolic manager retain the
right to buy back the sponsor’s interest?
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What is the history of the hedge fund’s man-
agement company and what are the company’s
development plans?

Aggressive asset gathering in one or many
funds may reveal business priorities that are
not aligned with the interests of most
investors, Is the management company more
focused on gathering assets than on generat-
ing performance? Again, explore the derails
of the principal’s and the institution’s level of
co-investment and business ownership. Are
the more obvious incentives for obraining
management or incentive fees?

Has the management company recently reor-
ganized itself out of a murual fand strucrure?

Why? If ves, how is its investment strategy

different?

Who is on the Board of Directors? What
authority does the board have, if any?

Do not overestimate the influence of a Board
of Directors. Currently, they are hired by the
hedge fund manager and have little independ-
ence, Many boards are transparently estab-
lished for marketing and public relations
during an initia} capital-raising phase.

FLIND S7TRLCTURE

What funds are offered by the management
company? How are they structured? For
example, is it a master-feeder structure?

Does the offshore fund run pari passy with
the domestic fund? If not, why?

Understand the zllocation process berween
funds if they are not organized as a master-
feeder structure,
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¢ Is there more than one strategy? If so, is
there synergy in the application of the vari-
ous strategies?

Ideally, you should want the key profession-
als” investment and business success ro be
focused on the fund in which YOu are invest-
ed. You want them to have a substantial per-
sonal investment in the same fupd in which
your capital is invested.

D0 Assrr Base

What are the total assers under managemnent of
each fund and of the management company?
What is the historical growth in assets under
management for cach vehicle and in aggregare?

Are the assets under management appropri-
ate for the strategy? Whar is the anticipated
growth in assets and does this appear to be
measured/disciplined? Are the strategy and
investment processes scalable as assets under
management grow?

Are there capacity constraints?

. Is the manager realistic in determining the
- capacity? Is the manager érearjllg a false
sense of urgency? Is the manager. manufac-
turing hype 1o raise money by setting a soft
close?  Will growing the assers beyond a cer-
tain point result in style drife? :

This may be 2 good time for you to under-

stand the composition and stability of the

manager’s investor base. Tt may also be an

.:opporr_une_ time to discugs your  potential

fature capacity needs to determine /if the
: .mzu_éa_ger will be able to meet them. '

Have there been periods of substantial

redemptions? If so, is there a reasonable
_explanation? Were redemptions met without

5
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delay, a gate, or interruptions? Was perform-
ance negatively affected by the redemptions?

What has been the rate of asser inflows?

Does the fund have a disciplined policy for

taking money in? Have the principals estab-

lished any limits on inflows? Does the port-

folio manager have control over inflows?

Are there separately managed accounts? Are
these accounts subject 1o special arrange-
ments like structured notes? What percent-
age of assets is managed separately from the
fund? How are the separate accounts struc-
tured? Are the liquidity terms of the fund
different from the separate accounts?

Undue administrative and business compli-
cations are always the enemy. Less compli-

-cated business and decision-making struc-
: tures generally allow for berter professional
focus and rtighter alignment of incentives

between the manager and the investors’

. interests.

What is the composition of the investor base?

Msit diversified or is there concentration among
a few outsized investors? Is it concentrated in
" one category of investor? For example, how
- big is each of the three largest investors?

Try 1o understand the relative stability and
. sophistication of the marginal fund mvestor.

Also, pay attention to the mix of offshore

: and onshore investors, and the manager’s (or
-organization’s) level of direct familiarity
- with those investors. S

Is there a “Most Favored Nation” clause?
If not, get an explanation of any different
terms offered to other investors such as better
liquidity, fees, transparency, ete,
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UANTITATIVE QEVEEW_ _

Al.’ocatov's who are less familiar with hedge
fund strategies but skilled in various aspects of
quantitative analysis often court problems when
they emphasize guantitative analysis over
importani qualitative dimensions of the process.
As Pensions & lavestments noted, “Most [allo-
cators] do not know how 1o evaluate bedge fund
stralegies and, thus, tend to rely upon statistical
tools that give a totally inaccurate picture of the
riskiness of a given manager.” (P&1 4/30/01).
Many experienced hedge fund investors appear
to view quantitative anglysis as a valuable
complermnent, rather than a substitute, for more
qualitatively drawn judgments. Deploved intelli-
gently, certain quamtitative disciplines can help
confirm the wisdom of more gualitatively
drawn judgments and assist in highlighting
aspecis of the investment strategy that warrant
further investigation,

¢ Review monthly performance of the hedge
fund since its inception and confirm the own-
ership of the record. Consider prior track
records for key principals if the degree of own-
ership is material and can be accounted for.,

¢ What are the return goals for the fund? Has
the performance objective been consistently
achieved?

« s performance consistent with your, the
prospective investor’s, expectations?

¢« Compare monthly, guarterly, and annual
track records to appropriate peer groups and
market indices. How does performance com-
pare with that of similar funds and strategies?

¢ What are the volatility parameters for the
fund? Does the funds recorded standard
deviation fall in line with what the portfolio
manager has suggested in interviews and in
marketing documents, or the prospectus?

HEST PRACTIGES IN HEPGE FUND INVESTING: Due DIHLIGENCE

Is the fund’s volatility outside of its expected
parameters or beyond the volatility you would
reasonably expect of other similar strategies?
Is the track record audited?

Is the track record pro forma?

Be wary of pro forma track record. Most

- investors do not consider the evaluation of
pro forma wrack records to carry much ana-
lytical value. It is important to understand

the methodologies used to construct the fro-
forma wack record and the limitations of

- those methodologies.

Consider how assets under management may
have changed over the life of the track
record, Gather data on the assets by fund,
strategy, and for the firm in aggregate.

* Has an increase in assets appeared 1o affect
- performance? S '

Has the track record been achieved with a tiny

- amount of assets? If so, was the manager able
- 1o use smaller capitalization instruments that
.~ the fund may be too large to take advantage of
now? In general, is the process that generated
~ the present track record repearable?

. Are separate accounts included in the track
. record? If not, are they attempting to.disguise
. the true amount of assets under management

in the strategy? Be aware that separate

~accounts can hide a fund’s rrue measure of
- capacity and continued growth, '

What percentage of the track record is attrib-
utable to the current team managing the hedge
fund? Are the individuals who created the
track record stll there and are they still as
actively involved in the investment process?

nantitative
analysis can help shed new
light on the character of a
strategy but should be
evalonated in the context
of all other research,

including qualitatively

drawn judgments.
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Determine who is the owner of the fund’s
track record. Understand who was responsi-
ble in precise terms. Understand who had
authority for investment decision-making.

Seek ro understand the nature of a new
hedge fund manager’s ser of responsibilities
at his previous employer, Does the manager
have actual portfolio management experi-
ence? Portfolio management requires a very
different sikitl set than that of picking stocks.

Have there been any changes to the strategy
over the life of the track record that should
cause the record to be reviewed in segments?
Examples of this may include a new hedging
discipline or a marked increase or decrease
In gross exposure.

New funds often require time to ramp up
exposure,

If some key investment disciplines are being

applied differently due to adjustments or les- .

sons learned, be certain to segment the per-
formance history accordingly.

Review the correlation of the hedge fund’s
track record to relevant market indices and,
to the degree it is appropriate, the portfolio
for whichk inclusion is being considered.
Review correlations over different and
revealing intervals of time such as periods of
market dislocation. Understand the fund’s
correlations in the context of its strategy, its
chosen exposures, and its performance during
notably difficult market environments,

Use correlation analysis as a tool ro enhance
your understanding of the fund strategy but
beware of its obvious limitations. In particu-
lar, correlations can be relatively unstable

and may change dramatically in different
market environments, Quantitative analysis
can help shed new light on the character of
a strategy bur should be evaluated in the
context of all other research, including qual-
itatively drawn judgmenrs. Correlation
analysis is most helpful as a complement to
rigorous qualitative assessments.

Review all drawdowns from peak to trough.
How quickly did the fund recover? What
are the longest monthly positive streak and
the longest monthly negative streak?

What kinds of drawdowns are acceptable to
the manager? Ask the manager what kind of
drawdown should prompt a call from the
nvestor.

As an investor, whart is the maximum draw-
down you would expect from this manager?

What is the biggest positive and negative
month?

Do these outlier months make sense in the
context of your expectarions for rthe fund’s
performance and its supposed risk manage-

- ment disciplines?

Understand drawdowns and large upswings
i the context of the market environment in
which the fund has operated. Is the fund’s
performance too dependent on a lucky call
or two? Is good performance the result of a
single outsized bet that worked and is
unlikely to be repeatable? Has the basic
portfolio posture (and the returns the strate-
gy has generated) simply been the benefici-
ary of a market environment for which it is
perfectly suited?
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Gather returns data on a detailed attribution
basis by longs and shorts, sectors, different
instruments, substrategy, or market capital-
ization. Review your understanding of the
fund’s return drivers and contrast this with
your study of the funds actual sources of
return in practice.

Does the attribution analysis confirm your
understanding of where the manager made
money? Is there a surprisingly strong or
weak performance in certain segments of
the portfolio?

Whar does the atribution analysis suggest
about the manager’s true level of stock pick-
ing or portfolio management skill?

Is the manager a proven talent in selling short
or in deploying portfolic hedging strategies
and how can you tell?

Obtain, if it is permitted, a few historical
portfolios, using dates chosen by the evalua-
tor for review prior to an investment.

These portfolios should be obrained directly
from the prime broker rather than the hedge
fund manager to ensure data integrity and
independence. This test should demonstrate
the manager’s consistency in the application of
the strategy over time, as well as the portfolio
manager’s adherence to stated risk disciplines.

Is the fund managed with a degree of tax sen-
sitivity in mind? What percentage of returns
is realized and unrealized?

Bearing in mind that the offshore investor is
indifferent 1o tax consequences, arve the
onshore and offshore funds being managed
in a substantially different way? Are differ-
ences in the application of the onshore and
offshore strategies a source of distraction?

BEST PRACTICES IN MEDGE FunND INVESTING: DUE DILIBENCE (
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Is there a commit-
ment to maintaining a

dialogue of substance and

quality? <~
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VII. OPERATIONS AND TRANSPARE NEBY

An earlier section emphasizes the imporiance
of understanding the operational sources of
bedge fund investment risk. However, the issue
of information disclosure and lransparency are
of critical relevance in understanding and mon-
itoring these types of risks. That satd, there is a
big difference between portfolio transparency
and transhecency. The former implies a more
substantially active role on the part of the man-
ager in identifying and clarifying key risks for
his investors. The latter implies a sinmple com-
mitment to provide a clear view of portfolio
holdings and may not be very helpful in inform-
ing the investor. Ultimately, the key issue is the
degree of trust and comfort you have in your
relationship with the portfolio manager(s) and
whether you believe you have the latitude 1o
stay on top of the risks that matter. The best
msurance policy for this is an investor’s convie-
tion about the integrity of the person with
whomt be is investing.

¢ What are the backup procedures for the hedge
fund’s operations? Is offsite trading readily
available? Are there frequent backups of
trade, client accounts, and research data?

© What transparency is provided to the
investor? Does anyone have special trans-
parency agreements or side letters?

¢ Would the manager allow the prime broker
to provide a monthly or quarterly portfolio
for the investor’s reviews?

This procedure can significantly reduce the
potential for manager fraud, as well as give
the investor insight as to how the manager
invests, and whether the manager adheres to
his disciplines,

¢ How daes the manager communicate to
investors? How often?

S
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Does the manager’s Letrer to Investors
reveal what is really going on in the portfo-
lio? Is there a commitment to maintaining a
dialogue of substance and quality?

¢ Are manager’s meetings with investors dis-
couraged? Why?

¢ Are those responsible for investor relations
sufficiently experienced and informed enough
to provide an in-depth and useful dialogue?

¢ Has the hedge fund manager ever delayed his
estimates of the fund’s net asser value? Why?
Is the delay our of the manager’s control?

¢ How frequently are performance estimates
available to investors? Are mid-month or
weekly estimartes available?

¢ What information is available to investors

on a monthly, quarterly, and annual basis?

The following list represents ongoing infor-

mation that should be considered funda-

mental for educated investors:

— Size of fund and growth of assets under
management

~ Net and gross performance by share class

= Top 10 holdings and position weightings
{Many funds will not reveal current
short positions, but should agree to
characterize the positions.)

- Participation by sector, market cap,
geographic region, or asser class

— Net and gross exposure information

— Factor and risk exposure information

— Information regarding any changes in
the firm, fund strategy, and personnel

¢ Is there appropriate disclosure of the charge-
ter of the fund’s overall balance sheet or the
degree to which certain asset/liability gaps
may be present? Is the notional value of
derivatives disclosed?

INVESTING! DUE DiLIGENCE




VHILTHIRD PARTIES

Mosri hedge fund managers depend on a
range of third-party service providers to help
manage their business and fnvestment activities.
Evaluating the quality of the third-party ven-
dors, as well as understanding the intersection
of in-house and third-party business manage-
mend, s critical {o wunderstanding how disci-
plined the hedge fund business and investiment
processes truly are. The perspective of the third-
party providers can also provide important illy-
mination on the bedge fund manager’s skill as a
manager of a business. Generally, third-party
vendors can bring additional efficiencies 1o the
managemeni of a bedge fund business, but the
engagement of these services also involves ced-
ing control of certain business and investment
activities. How a manager chooses to balance
the cost and benefits of such arrangements is an
important area of focis for a prospective hedge
fund investor.

AL ALDITOR

Contact the auditor. Cultivate a relationship
and speak with the account leader.

¢ When was the last audiz? How often are the
books audited?

Has the auditor ever beer changed? Why?
Carefully scrutinize turnover in key vendor
relationships but especially with the prime
broker and auditor. If fraud is occurring,
these vendors will likely know before you do,
and many firms have shown a willingness to
shun business they think will eventually
bring them trouble.

¢ Where did the audits take place? How was
information collected?

¢« Is there also an outside accountant?

BesT PRADTICES IN MEDRGE FUND INVESTING: DUE DILIGENBE(

¢ IHave there ever been any valuation issues
that have arisen during an audit? Are there
any other issues?

Ever since the episode of fraud at Manhattan
Capital where the auditor failed to identify
the fraud, audirors are refuctant ro release
any derails to investors. They usually refer
the mvestor to the annual audited financial
statements. This is why it is essential that an
investor read through the audited financial
statements as far back as they are available.

« Ask for the financial statements to come
directly from the auditor. Review them in
detail, paying particular artention to the
Auditor’s Notes, the Financial Statement, and
the Auditor’s Report or Statement, Go back to
the auditor directly to clarify anything in these
sections or for the statements in general.

Compare year-end assets, subscriptions,
redemptions, (i.c. cash flows), and NAV to
your notes with the manager.

Review expenses. Do they seem in line with
those of the funds peers? In percentage
terms, have the expenses changed materially
from year to year?
2. PRIME BRORKER
Contact the prime broker. Cultivate a relation-
ship with the prime broker and speak with the
account leader,

¢ Does the fund use multiple prime brokers?
Who are they?

Has the fund manager ever changed prime
brokers? Why?

Understand that the prime broker stands
ahead of the investor in the fund’s capiral

7
v It is essential that

an investor read through
the audited financial stare-
ments as far back as they

are available. *
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structure, Understand thar the prime broker
can liquidate the fund to take its capital first,
leaving what is left for the investorn
However, they also have an incentive to
shun relationships that might create liability,
and many firms have demonstrated a record
of doing so.

¢ Who are the counterparties? Who 1s the cus-
todian?

For many strategies, it is very important
that there be a prudently diversified group
“of counterparties to the fund. This helps
to insulate the fund’s operations from
market dislocations that could affect a
counterparty’s ability to serve its contrac-
tual responsibiliries.

¢ What are the credit ratings of any counter-
parties to the fund?

ldeally, the disposition of the fund’s assets
should reflect proportionally the different
ratings of its counterparties,

¢ Does the fund get contractual settlements
from their prime brokers?

¢ Has the fund been assessed fees by their
prime brokers for operational errors?

¢ Obtain permission from the portfolio man-

~ ager so that you are able to contact the
prime broker directly to confirm the fund’s
assets under management before formally
investing in the fund.

20 ADMINIGTRATIR

Conzact the administrator. Establish a relation-
ship and speak with the account leader.

3
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Are they a respecred, well-known adminis-
trator?

Do they have a full-service agreement or just
a record-keeping agreement?

Hoew often is NAV calculated? When can
ivestors expect to receive estimates and
final NAVs?

By what means and how often does the
administrator receive the trades? Do they get
trades from the manager or from a direct
feed provided by the prime broker?

Position and trading information must come
from an independent source, and not the
manager.

How do they receive pricing? Do they
receive it directly from a market data ven-
doy, from a third-party pricing agency, o
from the manager?

The administrator should price a portfolie
independently from the manager.

Some illiquid securities may be difficult to
independently price. In those sitvations, the

administrator should have written policies

on valuation.

If the manager does not price the entire
© portfolio, whar percentage does he price?

Be very diligent in understanding a manager’s

- influence on the portfolio valuation.

In the case of less liquid securities, do they
set the price with quotes from more than one
source?

Has there been any restatement of month-
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end NAV? When? How often has this

occurred?

Through the administrator, develop an
understanding of the pattern of recent
redemptions and subscriptions. Compare this
information to what has been discussed with
the hedge fund manager.

Ask the administrator for NAVs since incep-
tion. Compare this to performance numbers
given by the hedge fund manager.

MARKETING RELATIDNSHIPE

1s there an external or outsourced marketing
relationship?

Whar kind of an agreement exists berween
the fund and the marketing agent? s it an
exclusive agreement? Are there multiple mar-
keting agents?

Where do the fees payable to the marketer
cone from?

Investors who come in to a fund through a
marketer or placement agent should not be
disadvantaged in any way, and should not
pay higher fees or expenses.

Does the agent add value or communicate
with the investor after the initial meroduc-
ton? lIs there a sunset provision for its
i[lV()lVCﬂ1CHt?

What is the reputation of the marketing
agent?

Good agents are concerned with fund due dili-
gence, determining investor suitability, and
managing appropriate expectations. Some
agents are more focused on rapid asset gather-

BeEsST PRACTYICES In HEDGE FuND INVESTING: DUE DiLIEENEE(‘
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ing rather than creating a stable base of long-
terim: investors, Agents can often have a crude
incentive to encourage a manager o raise more
capital and raise it more abruptly than might
be prudent.

Does the agent clear trades for the fund? This
may create a conflict of interest.

Remember that intreductions by reputable
brokers do not constitute an endorsement.
Moreover, must
understand that prime broker-sponsored
marketing introductions, for example, do

prospective investors

not include due diligence.

Is the agent registered with  the
National Association of Securities Dealers
(NASD) {http://www.nasd.com), or the
Financial Authority  (FSA)
(hrep/iwww fsa.govaak/) in London?

Services

Crr-eER

Try to understand the marginal benefit of addi-
tional third-party providers versus the added

complication of additional vendor relationships.
Also, attempt t¢ understand what services may

be better handled in-house.

What other functions are outsourced by the
management company?

— Trading

— TFront/Back office

— Accounting

— Research consultants

— Risk management

— Operational consultants
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Enally, and most

importantly, would yon
INVest your own money or

our family’s money with
¥

this manager?

D SPRING 2005 .

A

IX INTUITION, JUDGMENT, AN D EXPER! ENCE

No amount of due diligence can completely
replace the importance of experience and intu-
ition when investing with a hedge fund manager.
Some of the following questions are suggested
as a simple means of checking your gut before
formulating a final investment decision.

* Do you feel comfortable with your level of
understanding of the strategy and risks that
attend to the investment? Can you explain it
well to others? Investors and allocators
should stick to the rule that they only invest
in what they understand and where they can
properly assess the risks,

¢ Can you trust this manager? Does he have any
personal or emotional issues? Are there hints
of issues with integrity, ego, arrogance, pride,
“affluenza,” complacency, carelessness, exces-
sive optimism, or any personal difficulties?

¢ Do you feel pressured to make an invest-
ment? Is this a “hot” manager? Is the fund
closing quickly? Have you been given

enough time to properly perform your due
diligence? Does the manager appreciate your
fiduciary obligation to do complete and
proper due difigence? Were you expecting to
fiil in the blanks later?

Do you believe the manager is truly commit-
ted to the fund and the interests of the limjred
partners?

Fundamentally, is the manager staying true
to his core investment philosophy and doing
what he said he would be doing?

Finally, and most importantly, would you
invest your own money or your family’s
money with this manager? If you cannor
confidently answer yes, you should not
invest with this manager personally, or on
behalf of your client,




X DOCUMENTS

A eritical first step before underiaking time-
intensive due dilipence is 1o obtain and evaluate
the full range of available marketing materials,
legal documeriation, and audit information.

i3

Offering Memorandum and Subscription
Agreement

Take note of the guality of the prospecrus.
Does it include the appropriate biographies
of the management team? Is it written in
clear understandable language? Is there a
clear statement of the funds strategy and
investment process? Age the risks disclosed
and clearly explained?

Audited Financial Statements

If possible, try 10 evaluate statements going
back three years. Audited financial state-
ments should be closely investigated in the
context of manager interviews regarding
EXPENses,
administrative expenses.

transparency, and legitimate

Pay parricularly close attention fo a change
in auditor becavse here such changes may
very well entail a vendor seeking to aveid lia-
bility associated with fraudulent practices.

Marketing Materials

Qualitative review of the markering materials
and the manager’s own correspondence
should help delineate particular nuances of
the strategy that is being executed, as well as
the philosophy that animates the approach.
—- Marketing materials

— Annual Reports 1o investors (three years)
— Monthly/Quarterly Reports to investors

Due Diligence Questionnaire

RFPs — might be seen as akin to Wall Street
research. A due diligence questionnaire can
be a nice way to fill in any gaps in the story
but it is not a substitute for doing your own
homework on the fund, strategy, principals,
and the organization as a whole.

Investment and key personnel biographies

Organizational chart of the hedge fund’s
g g
management company and the hedge fund’s
investment team

Review the biographies of each of the key
investment and back office professionals to
understand the strengths and weaknesses of
the organization. Try to conceptually link the
precise skill sets the key professionals possess
and the ideal requirements for an organiza-
tion trying to execute that strategy.

List of references that should be contacted by
the evaluator '

To the degree possible, the evaluator should
seek to complement formally offered refer-
ences with supplemental industry references
generated through their own nerwork of
investment industry contacts.

Careful interviewing of current (and especially
past) vendors, and third-party service providers
should also help.

A background check on the managen key
emplayees, and the firm is desirable. This can
be outsourced to an investigative firm. The
added expense of a full background check
can help add a level of fiduciary comfort but is
unlikely 1o convey much color on key intangi-
bie areas such as motivation, work habits, and
managerial/operational expertise.

ake note of the
quality of the prospectus.
Does it include the appro-
priate biographies of the
management team? Is it
written in clear understand-
able language? Is there a
clear statement of the
fund’s strategy and invest-
ment process? Are the risks

disclosed and clearly

explained?
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¢ Historical portfolios: the dates chosen by the
evaluator

Try to understand if past portfolio holdings
mesh with your understanding of the invest-
ment strategy and risk management disei-
plines you have read about in the prospectus
and have come to understand in the inter-
VIew process,

« Prime brokerage agreements and other
financing agreements

Independent confirmation of the fund or
firm’s assets via the prime broker is often
considered an important final step before a
formal investmenr is made.
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Greenwich Roundtable, Inc. is a not-
for-profie corporation with a mission
to promote education in aiternative
investments, To that end, Greenwich
Roundtable, Inc, has facilitazed the
compilation, printing, and distribu-
tion of this publication, but cannot
warrant that the content is complete,
accurate, or based on reasonable
assumptions, and hereby expressly
disclaims responsibility and liability
to any person for any loss or damage
arising out of the use of or any
reliance on this publication.

Before making any decision utilizing
content refecenced in this publica-
tion, you are to coaduct and rely
upon your own due diligence includ-
ing the advice you reccive from your
professional advisors.

In consideration for the use of this
publication, and by continuing ro
read beyond this notice, you release,
and forever discharge Greenwich
Roundtable, Inc., its current, former,
and future members, trustees, direc-
tors, officers, agents, employees, and
successors (collectively, “Releasees™)
of and from any and all actions,
causes of action, suits, claims, or
demands whatsoever, of any kind or
description, in law or in equity,
whether or not well founded in law
ar in fact, which you have, had, or
may ever have against any of the
Reieasees arising out of any reliance
made by you on this publication
including, without limitation, partial
or complete {osses of the value of any
investment, penalty or punitive dam-
ages, all legal and court costs, and
attorney fees.
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