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Institutional capital

This year has seen continued increases
in allocations to hedge funds as

investors remain interested in using
market-neutral and other non-correlated
strategies as a way to hedge themselves
against overall market risk. But 2003 has
proven to be a challenging environment for
investors looking to find new funds and
managers to whom to allocate capital.
While market-neutral strategies have
under-performed the overall market as
expected during a market upturn, the
market has also witnessed the first Chapter
11 bankruptcy filing for a hedge fund –
Lancer Partners LP, amid similar stories of
mismanagement and fund closures due to
poor performance. Also overhanging the
investment climate for funds, especially in
the US, has been increased regulatory
concerns although it remains unclear in
what form, if any, such regulation will be
proposed or enacted.

With investors having increased assets
to allocate to funds yet at the same time
displaying a cautious attitude, the difficulty
of finding new funds has been compounded
by the fact that many of the top performing
funds have capped out at maximums
designed to give them the needed flexibility
to enter and exit positions quickly without
having an impact on the overall market and

their positions. With top-performing funds
closed to new investment and a large
number of other funds not meeting
investors’ expectations, it is a challenging
environment for the start-up fund seeking
capital and the investor attempting to
allocate capital to the fund sector.

Sources of capital for the start-up fund
For the start-up hedge fund, institutional
capital is increasingly difficult to obtain
and increasingly unavailable to the fund
with assets under management of less than
US$100 million. Lack of access to the insti-
tutional market has left the start-up fund
looking more than ever to friends and
family, family offices, and trusts as sources
of capital. US$100 million has recently
become the measuring stick for access to
institutional capital in large part due to the
fact that the funds of funds have
experienced exponential growth. Many
funds of funds now have assets under
management of at least US$2 billion. As a
result of their increased size, amounts allo-
cated to each of the underlying funds by the
majority of funds of funds are usually no
less than US$100 million. On one hand,
funds of funds are increasingly desirous of
finding new managers especially as their
assets under management have grown
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since their own limited partnership
agreements often prohibit them from
allocating more than US$100 million to any
one fund or manager. On the other hand, in
light of their increased size, they are forced
to write such enormous cheques to any
fund they invest in that they are
increasingly limiting their search to funds
with over US$100 million in assets.

Start-up funds
For the start-up fund, taking large amounts
of capital from one institutional investor,
even if it is obtainable, has its own risks
which superior performance alone may not
overcome. Especially in the case of a fund
of funds investor, the fund of funds may
have to reallocate its portfolio for various
reasons, none of which may be related to
the performance of the underlying fund.
The investor could therefore end up
withdrawing from the underlying fund no
matter how well the fund has performed.
This could leave the underlying fund at
some substantial risk of having its strategy
compromised if a large percentage of the
fund’s assets are suddenly withdrawn for
reasons unrelated to its own performance.

With the increasing absence of
institutional capital for new funds with less
than US$100 million in net asset value,
family offices – which often have more of
an appetite for and better understanding of
risk – have helped to fill the gap. Family
offices and universities are increasingly
seen as a major player in providing the
needed seed capital to new funds.

Institutional investor’s are drawn to
seeding new funds for a number of
reasons. First, with the lower performance
of the fund industry in 2001 and 2002 and
the growth in the number of funds, the
seed investor can demand a more lucrative
deal than it could previously, and certainly
a considerably better deal than if it would
invest in an established fund. Additionally,
the seed investor may perceive an
opportunity to find a new and more
esoteric strategy that may not be as
overcrowded with investment dollars.
Since many of the top-performing hedge
funds are closed to new money, investors
have been forced into becoming seed
investors if they want to pursue above
market returns in the alternative sector.

Strategies currently favoured by investors
Investors are becoming increasingly fickle
about the types of funds as well as strate-
gies in which to invest. Despite their
growth, high fees have caused some
investors to shun funds of funds in lieu of
multi-manager strategies. While funds of

funds were perceived as an attractive
way to allocate risk, the reduced yields
seen this year and in 2002 have some
investors more concerned about layering
the funds of funds’ fee over those of the
underlying fund. Some investors also
believe funds of funds lack the flexibility
they needs in today’s markets. In volatile
markets, investors want to be in a
position to switch allocations quickly. For
these reasons, funds with multi-manager
strategies have seen increased capital
flows since these funds can change
allocations between managers without
waiting for the withdrawal dates which is
required with fund of funds investments.
Funds of funds have also grown so large
that there is increasing concern their
returns will be diluted as they add more
managers and underlying funds.

Investors are also increasingly
concerned with the discipline of the
manager and the strategy, as much as
performance. Therefore, performance
above the fund’s comparative index will
not necessarily result in new allocations
from the investment community.
Investors will look through the
performance and focus on whether or not
the manager has been true to his
strategy, rather than having secured
better performance by deviations from his
articulated investment strategy. It
therefore becomes critical for the
manager to show the investment
community a well-defined and clearly
articulated investment strategy in
addition to robust performance.

Among the funds considered trend-
setters, the more esoteric the strategy,
the better. Investors realise that a fund
with a popular strategy seeking
substantial capital inflows is likely to
have a more difficult time meeting its
performance objectives. Attempting to
find the fund that doesn’t have hundreds
of competitors in its chosen strategy is
one of the challenges facing today’s
institutional investor who desires to
invest in alternative investments.

Changes in structure, internal controls,
valuations and risk management
Attempting to adapt to ever changing
market conditions and investor
expectations has resulted in some new
funds rethinking their fee structures. For a
number of years funds have justified their
performance fee to investors by not
charging the performance fee while any
capital account deficit still existed due to
negative performance. This provision, often
called a ‘deficit make up provision’ or ‘high
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water mark’ was rarely of much significance
during years of continued positive
performance. 

However, over the past several years
these provisions have had some unintended
consequences as funds have been forced to
operate with little or no performance fee
allocation, even with positive returns
where the capital accounts had an accumu-
lated deficit. Multi-manager funds and
others where performance bonuses are
needed to attract and retain key managers
and other personnel have been forced to
close or restructure as a result of the
inability to pay key personnel and keep
them properly incentivised. With many
investor capital accounts now having
accumulated deficits from several down
years, many funds are now rethinking these
deficit make-up provisions and arguing that
they do not offer investors what they are
looking for if the effect is not to permit the
fund to retain key staff, or in the worst
case, cause the fund to cease operations
while it is attempting to make up
accumulated deficits. Some funds are
therefore approaching investors and
offering reduced performance fees until the
investors have made up the deficit plus
some percentage return on capital rather
than the more customary ‘deficit make-up
provision’.

Other factors
Valuation policies, management, internal
controls, risk monitoring, along with
regulatory and documentation controls are
other factors which are in the forefront of
most investors due diligence checklists
these days. The recent bankruptcy filing of
Lancer Management’s domestic fund and
the action by the Securities and Exchange
Commission seeking to appoint a receiver
for its offshore fund underscores an
increasing emphasis on fair, consistent and
verifiable valuation policies. 

A fund utilising derivatives and/or a
strategy of investing in liquid securities where
the management’s own estimates of valuation
are going to be provided to the funds’
accountants must be prepared to undergo
increased scrutiny. The choice of competent
professionals in the areas of law and
accounting will give the investor some
comfort, but ultimately the investor will want
to see that the manager’s valuation policies
and practices follow generally accepted
accounting principles (GAPP) which typically
requires the use of ‘fair value’ in determining
the value of an investment. 

Use of consultants to access capital
Funds continue to employ a variety of

methods to raise capital, including in-
house marketing staff, prime brokers and
outside consultants. Each of these methods
has its own strengths and weaknesses. If
the fund utilises the services of an outside
consultant, the manager essentially has
another partner in his management
company along with the seed investor.

However, since it is paramount that a
fund wishing to access the institutional
market be positioned professionally from
start-up, the new fund may well look to
utilise the services of a consultant to raise
the seed capital and present it to the
institutional marketplace. The leading
consultants prefer to enter into an
exclusive arrangement with the fund
manager. Although such an arrangement
usually means structuring an arrangement
whereby the consultant will be allocated up
to 20 per cent of the incentive fee earned
on new monies in the fund, the alternative -
going it alone and raising the capital by
oneself or with a myriad of non-exclusive
relationships with finders - may prove to be
much more difficult, albeit less expensive.

Exclusive arrangements
The institutional investor may prefer
dealing with a consultant who has an
exclusive arrangement with the manager.
Institutions would rather deal with a
consultant they know and trust, and the
consultant in turn will know how to
position the fund and what information the
institutional investor is seeking. A fund’s
in-house marketing staff, if it has one, may
lack the in-depth knowledge necessary to
access the institutional investor database
and may not be experienced to position
the fund appropriately to the institutional
market. The consultant may also help in
acting as a liaison with the prospective
investor on due diligence issues. 

Due diligence already is in the forefront
of every investor’s mind and yet even
institutional investors can be unsure of
how to ask the appropriate questions to
obtain satisfactory due diligence. The
consultant who deals with a number of
institutional investors will be
knowledgeable on such issues and should
have the fund prepared to provide due
diligence in a format conducive to the
institutional investor.

Introductions through the prime
brokers are another source to access
capital. Although many prime brokers
offer to assist funds in introducing them
to investors, this is an ancillary service
which they will usually provide at no cost
and therefore the incentive to assist the
fund in its capital raising efforts may not

be on par with that of an outside
consultant. Also, the understanding of the
fund that the prime broker has would
usually not be as deep as the consultant
and therefore the prime broker’s role in
this regard will be more of an introducer
than a true advocate who is promoting the
fund. The prime broker will invite the
funds to present at investor conferences,
however institutional investors normally
do not send their more senior people to
such conferences and therefore the oppor-
tunity to present to a true interested party
may be more haphazard than when
utilising an experienced consultant who is
regularly in touch with decision makers
among the institutional investors. 

In the US the role of the prime broker
in raising capital for its fund clients has
recently come under scrutiny by the
National Association of Securities Dealers
(NASD) which has made clear in a recent
Notice to Members that the capital
introduction services offered by the prime
brokers for funds must comply with the
NASD’s rules regarding suitability. The
NASD takes the position that these
services can constitute a recommendation
by the prime broker as to that particular
investment, and when making a
recommendation the prime broker must
ensure the recommendation is suitable for
the particular client even if the client is
otherwise qualified by net worth.

Conclusion
Accessing capital for the start-up fund is
becoming increasingly difficult as the
institutional investor for various reasons
is looking to larger funds. The start-up
fund therefore must be increasingly well
structured in management, risk
monitoring, internal controls and
valuation policies. As result of increased
due diligence and more competitive
capital markets, it may want to consider
a consultant to assist them in positioning
the fund for future growth.
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