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What to look out for when
making your selection

Phil Irvine, director of advisory services at Liability Solutions, looks at how to sift
through more than 2,500 funds from some 500 providers to find the right one for you

The term ‘hedge fund’ is used to describe a very
wide range of investment vehicles that share certain
similar characteristics. Commonly, hedge funds are
domiciled offshore, have broad mandates (from
very cautious to extremely aggressive), close to new
investments once they reach a certain size, have
higher fees (typically with a performance element to
them) and tend to have worse liquidity terms than
most bond or equity funds.

Generally, most managers have a significant per-
sonal stake in the funds they manage and aim to
achieve positive returns in differing market condi-
tions.

With over 8,000 hedge funds in existence and as-
sets exceeding $2 trillion, there is plenty of
evidence of the return profile of such funds and the
de-correlation benefits that they can bring to a typ-
ical institutional investor’s portfolio.

However, as the 2001 Myners Review noted when
discussing Hedge Funds [Page 157 (Section
12.21) ]: “the selection of funds is crucial, and must
take place on the basis of careful research....”

Given the different types of risks that exist in
hedge funds, as advisers, we would always argue
that a well-diversified portfolio of hedge funds
should be selected to achieve the investment objec-
tives. This article explores the four stages that
should be undertaken in selecting an external man-
ager in order to construct an optimal hedge fund
portfolio or fund of hedge funds.

Stage 1 - Defining the investment

mandate

There are a number of issues that need to be ad-

dressed in this stage, which include:

e Determining the fund of funds position in the
portfolio (e.g. separate asset class or designed
for a particular investment purpose) and the size
and number of mandate(s).

e Setting the investment risk objectives (in terms
of volatility, maximum drawdown and downside
deviation) and agreeing on a realistic Libor-re-
lated return associated with this target.

¢ Deciding upon the degree of correlation (or de-
correlation from other assets in the portfolio)
that is to be targeted.

e Choosing between an investment in an existing
product or selecting a manager to create a be-
spoke portfolio.

A common objective is for the hedge fund portfolio
to target a Libor plus 3% to 4% return with a volatility
of 5% or lower, typically with a worst month of less
than 3%. For portfolios in excess of £50 million, a be-
spoke account should be considered that can be
tailored to specific client objectives.

Stage 2 - Identifying managers

With close to 3,000 fund of funds products on
the market, identifying appropriate managers is
typically achieved with the aid of a consultant, al-
though there are a variety of databases and
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specialist media that can shed light on this area.

There are two common approaches where
care needs to be taken. Firstly, focusing only on
the best-known brands may not necessarily lead
to the best choice. The nature of hedge fund in-
vesting is that it is subject to restricted capacity.

Funds that focus on particular niches to ex-
ploit value can lose their competitive advantage
and nimbleness as they grow larger. Similarly,
asset gatherers at the fund of funds level can find
it difficult to put the very large inflows of cash to
work in an effective manner.

While there may be comfort with the brand, it
is worth considering how important the fund of
funds activity is within the group, how quickly
the fund of funds assets have grown, and
whether or not the investment and client serv-
ices resources have matched the rate of growth.

Secondly, while past performance numbers
are clearly an important element, it is strongly
advised that this is not the main driver for selec-
tion. A number of hedge fund strategies have a
return profile similar to selling insurance (i.e.
mostly steady, profitable returns with occasional
sharp losses). Hence, a very steady return pro-
file may disguise some very high risks within the
strategy.

Another issue to be aware of is the use of lever-
age at the fund of funds level. Clearly, a
leveraged fund of funds will produce far higher
returns in benign periods than an un-leveraged
one. Therefore, straight comparisons between
the leveraged and un-leveraged over short time
periods are likely to be flawed.
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Stage 3 - Selecting manager(s)

The process of selecting an appropriate fund of
funds manager should be approached with a similar
ideology and expectations to that of investing in tra-
ditional long-only managers. So, as in the selection
of a traditional manager, the trustees need to be sat-
isfied with the fund of funds manager in at least the
following areas:

1) Organisation

The fund of hedge fund management group must

be able to demonstrate that they are of a pedigree

that meets the standards of the institutional client.

To make sure of this, areas that should be ad-

dressed include:

e Who owns the group - is it solely owned by the
staff or is it owned wholly or partly by a larger or-
ganisation?

e How financially secure is the organisation?

e Over what period have the assets under manage-
ment grown and has this growth occurred in a
controlled manner?

e What business functions are outsourced and
what is the quality of these external service
providers?

2) People

It is essential to judge the capability of the specific

team that will be managing your assets. Questions

relating to this area include:

e What experience do the key personnel have and
does this experience match the areas/strategies
where the fund invests?

e How long have they been with the group and can
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they justifiably take credit for past successes?

e What is the total number of staff and how many
are investment professionals?

e What is the longevity of the current investment
team and to what degree has there been staff

turnover?

3) Investment process
The process can be split into two areas: strategy se-
lection and manager selection.

3a) Strategy selection

e What is the strategic asset allocation policy and
how has it been formulated?

e Are there set ranges per strategy and how often
are they reviewed?

e How successful has the manager been in antici-
pating or reacting to changing market
conditions?

e What examples can be provided of past alloca-
tion decisions and how have they added value to
performance?

3b) Manager selection

e What is the process for sourcing new managers
and how does the approval process work?

e What degree of transparency is required before
investing in that manager?

e How does the operational due diligence process
work and does the due diligence team have a
power of veto?

e What ongoing monitoring is undertaken on ap-
proved hedge funds?

4) Portfolio construction

The portfolio construction phase is where the ap-

proved manager list, coupled with top-down

strategic views, are combined to achieve client ob-
jectives. Issues to be addressed include:

e How many single-manager hedge funds are in
the portfolio and why this number?

e How big is the largest hedge fund position in the
portfolio and what percentage of the fund’s as-
sets are in the top five and 10 managers?

e How well diversified is strategy allocation within
the portfolio?

e [sleverage or hedging applied at a fund of hedge
funds level?

5) Performance
Past performance numbers should be primarily ex-

amined to gain an insight into the risks that were

being undertaken in the portfolio, rather than to

infer the future likely returns. Questions may in-

clude:

¢ From what date does the performance start and
is this a sufficient period to judge the risks that
emanate from the type of investments the fund of
funds is making?

e How does their performance compare with their
peer group or investment objective?

e What were the worst and best months or periods
and why?

e What is the correlation of the returns of the fund
of funds to equities and bonds and has it been
within expectations?

Stage 4 - Negotiation of terms and

conditions

Our advice is to select your managers first and then

negotiate fees and other terms, rather than the

other way around. The fees, liquidity and the qual-

ity of investment reports are essential parts of the

selection process and questions could include:

e At what size will the manager offer a managed
account?

e (Can the structure of fees be altered i.e. a single
flat fee or a performance fee only structure?

e What are the redemption requirements of the
product?

e Are there ‘lock-up’ periods or exit penalties?

e What degree of transparency and risk reporting
will be provided?

Conclusion

In summary, the addition of hedge funds into a
portfolio of long-only assets can improve the over-
all risk/return profile of the portfolio. However,
there are different types of risks that are associated
with such investments and they need to be under-
stood and managed.

We believe that selecting managers primarily on
the basis of a quantitative screen, based on past per-
formance numbers, could lead not only to an
inappropriate selection, but could expose clients to
possibly large, unexpected risks.

Our one golden rule and, if there were only one
piece of advice that we could offer, it would be that
there is no substitute for visiting a range of fund of
funds managers in their offices to acquire a good
understanding of how they select managers, con-
struct portfolios and manage risk.
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LLIABILITY SOLUTIONS
ADVISORY SERVICES

Liability Solutions is a FSA and NASD regulated, institutional investment consultant special-
ising in funds of hedge funds and an independent placement agent of hedge funds.

Our consultancy service offers independent, specialist investment advice to institutional
clients who are considering absolute return, liability-driven and fund of hedge funds solutions.
We assist financial institutions in their understanding of the absolute return and fund of
hedge funds market place and work closely with them in developing their investment strat-
egy in this area. Our placement activity brings us into contact with the majority of the world’s
funds of hedge funds and gives us first-hand experience of both their resources and invest-
ment capabilities.

For further information contact us:
Liability Solutions

17¢ Curzon Street, London W1J 5HS, UK
Tel + 44 (0)20 7659 6964

Fax + 44 (0)20 7659 6969
www.liabsol.com
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NewFinance

CAPITAL LLP

NewfFinance Capital LLP is the investment adviser to the Opus funds — a range of multi-strat-
egy and specialised funds of hedge funds. NewFinance Capital also provides advisory
services to investors for managed accounts. NewFinance Capital is authorised and regulated
by the Financial Services Authority (FSA) and registered as an Investment Advisor with the US
Securities & Exchange Commission (SEC). NewFinance Capital has assets under manage-
ment in excess of $ 5 billion at 1 August 2007. Marc Hotimsky and Georges Saier founded
NewFinance Capital in 2002 combining 50 years of experience in global risk management
and capital allocation, identification and management of traders and risk takers, and control im-
plementation and supervision. NewFinance Capital’s clients benefit from the unique
combination of exceptional management, a top professional team, and market-leading tech-
nology for risk management and portfolio construction. NewFinance Capital is founded on
the long-term relationships forged over many years by the partners and the team with in-
vestors, hedge fund managers, and global leaders in the financial industry. NewFinance
Capital is today a wholly-owned subsidiary of Schroders plc operating as a separate entity
within the Schroders Group.

For further information contact us:

Thorkild Juncker

New Finance Capital LLP

100 Brompton Road, London SW3 1ER, United Kingdom
Tel +44 207 591 2500

Fax +44 207 589 5632

www.newfinancecapital.com
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