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What are hedge funds®?

Size and performance of hedge funds
Asian hedge fund industry

Regulatory oversight

Operational risks

Valuation risks

Conflicts and abuses

Frauds in hedge funds

(c) ComplianceAsia Consulting Pte Ltd, August 2007



Not legally defined term

Variety of structures usually in offshore low tax countries
Specialist investment techniques

Performance based fees

Broad mandates

Use leverage

Pursue absolute returns

High trading volumes

High minimum investments

Professional investors
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Stand Alone Fund
Suitable where fund raising is limited to non US investors

Master Feeder Fund :-
Allows US taxable investors in invest in tax efficient manner
Eliminate performance differences between pools
Increase AUM and fee by pooling into master fund
Economies of scale in operations and administration
Simply risk management
Single trading entity (master fund)
Single asset pool for credit lines
Introduce multiple feeder funds for different classes of investors
Removes duplicated counterparty agreements (esp ISDAs)
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Prime Broker
Clear trades
Custodian
Margin financing
Stock lending
Cash and position reports
Executing brokers settle all trades with prime broker
Fund Administrator
Valuation of positions
Strike NAV
Portfolio & partnership accounting
Reconciliation of trades

Shareholder services (treasury, subscription, redemption)
Premium cost for middle & back office functions
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Incubator Typical investment size US$10-50 million
Take equity or revenue sharing under side letter

Offer marketing capabilities and infrastructure or
operational support

Seeder Typical investment size US$10-50 million
Revenue sharing or fee breaks under side letter

Possible marketing but no infrastructure

Day One Typical investment size US$1-25 million

Investor . :
Fee breaks or extra capacity under side letter
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8000 funds
5% close every year
More than US$1000 billion in AUM at end 2005

Bank revenues from hedge funds in 2004
US$25 billion
1/8 total revenues

33%-50% daily activity on NYSE and LSE from hedge funds
Over 50% of trading volume in some instruments
Amplified impact on market due to strategies adopted
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Figure 1: Industry Growth over the Years
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Relative sizes of Asian hedge funds

Figure 2: Growth in Number of Funds by Size
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AUM by strategy and geography

Figure 3: Breakdown of Industry AuM by Strategy
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Figure 4: Breakdown of Industry AuM by Geography
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Location of managers

Source: Eurekahedge

Figure 5: Top 10 Manager Locations for Asian Hedge Funds
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What do the investors get?

Figure 10: Average Returns Split between Investors and Managers for Different Types of Funds
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Funds not regulated in most jurisdictions
Managers are regulated in UK, US and HK

Moral hazard and regulatory arbitrage
False expectation of amount of regulatory oversight
Balance regulation against ease of relocation

Not required to provide information to regulators

Greater transparency than generally believed
Institutional due diligence
Detailed investor newsletters
Market disclosures
More transparent than investment bank prop trading desks
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Regulators claim to regulate manager not fund but stated
concerns actually about funds

Disclosures

Side letters

PPMs

Focus on mis-selling

Inappropriate valuations

Side pockets

Risk management procedures

Stems from misunderstanding about retail involvement
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Under resourced start-ups

Segregation of duties

Middle and back office functions under-developed
Detection and treatment of errors

Rapid growth

Lack of independent oversight/directors
Regulators view of outsourcing
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Complex assets with no public price

Quality of administrators pricing

Reliance on hedge fund manager to price
Reliance on direct market counterparty to price
Valuation models

False independent pricing

Audit quality
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Over-reliance on service providers

Second tier prime brokers

Family and friends in Asia

Unregulated pools of money

Lack of clarity on regulatory position of private equity funds
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AIMA response on |OSCO report
Softing only small role in hedge fund manager’s trading decision

Performance fees means incentive not to overtrade and to achieve
best execution

Principals have invested own money in fund so incentive not to
engage in harmful activity

Softing disclosed in PPM and due diligence process
AIMA not want to end softing

Discourage start-ups due to high technology costs
Up to 50% initial costs are softed
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Side letters give certain investors preferential terms to
invest
Cheaper fees or shorter lock up terms
Not illegal but fund could be breaching fiduciary duty to be fair to all
investors if the side letters not disclosed

FT's Lex column:

“Nobody could seriously object to the idea of another guest at the same
hotel getting a cheaper room deal. They would however, have legitimate
cause for concern if others had negotiated priority access to the exits in
case of an emergency”.
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Regulators new obsession

Is it really such an issue?

AIMA has introduced guidelines about disclosure

Investors know to ask the question

Avoid issue by offering different share classes to different investors
Potential problems

Old arrangements not being monitored and fund not complying the
side letters

Large withdrawals on short notice trigger ISDA event of default

If institutional investors insist on them why are they investing in the
fund?
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“Side pockets" for illiquid investments can be up to 15-20%
of NAV

Different redemption provisions to prevent investors from
withdrawing capital associated with them until liquidity is
achieved

Main purposes

Allow investments in high-yielding illiquid assets to boost long-term
returns

Avoid valuation dilemma that arises every reporting period from
owning such assets

Allocate profits/losses to investors in the fund when the investment
IS put into side pocket
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Do managers have experience in running distressed
operating companies?
Distort valuations

Investors cannot estimate the value of their total investment in fund
because a significant part is tied up in side pocket

Who is properly valuing investments?

Frauds

Once liquid securities become illiquid transferred to side pocket to
hide losses and write them off later

Non disclosure

Many investors unaware of side pocket until sold and profits or
losses realised
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Essentially segregated portfolios directed by hedge fund
manager

Investors get daily access to data on fund's holdings,
leverage positions and NAV

Problem in lack of internal controls
Allocations
Preferential treatment
Attitudes towards errors
Error handling procedures
Back office resources
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Stock lending earns US$8 billion each year for brokers
US$1.6 trillion in securities lent every day

Calpers earnt US$129.4 million via stock lending in March
2006 financial year

Voting rights lent with shares
Triggered SEC and FSA concerns
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Poor record keeping means over-voting is common

UBS, Credit Suisse, Deutsche and Goldmans paid US$2.35 million
to NYSE in 2006 to settle charges in relation to over-voting

At Deutsche, NYSE found over-voting in 23 of 27 cases examined
Substantial shareholding disclosures not effective

Hold just below 5%

Even if disclosure, not require to reveal voting preference
Impeding corporate governance in listed companies

Borrowers may vote against interests of stock owners
Laxey Partners seeking to break up British Land
Owned 1% of stock and day before record date borrowed up to 9%

Proposals defeated but Hermes, Scottish Widows and Barclays had
to apologise to British Land for lending shares
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Allegations that hedge funds swinging outcomes of votes by
borrowing shares

Henderson Land case in 2005

Owned 73% of Henderson Investments and offered shareholders a
premium to re-purchase outstanding shares

Surge in borrowing in Henderson Investments prior to vote after no
borrowing for 7 months

One fund borrowed heavily and had shorts in place
Proposal voted down and share price fell 18% following day
SFC examining voting practices
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Calpers monitors stock lending programme

Prohibits lending on its 30 largest equity holdings so they are
available to vote

Monitors next 300 largest holdings to recall them for voting

Withdrawal from stock lending
Some traditional managers no longer lending stock
Concerned not getting back securities in time to vote

Negative effects
Impact on duty to fund investors to achieve best possible returns
Recall options make borrowing more expensive
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Anatomy of a hedge fund collapse

Anatomy of a hedge fund collapse
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Lipper & Company

Beacon Hill Asset Management
Tradewinds International

Orca Funds

Ashbury Capital Partners
Manhattan Investment Fund
Bayou

Wood River

Charles Schmitt & Associates
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2000-2005 SEC bought 51 cases against hedge fund
managers

Total amount lost estimated at US$1.1 billion

Fake fund
Hedge fund is sham

Fraudster obtains client money and disappears

False valuations
Deliberately issuing false valuations
When investment or trading strategies go wrong
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