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Ron Geffner of Sadis & Goldberg outlines the tools that a hedge fund manager needs to
deal with the liquidity crises that have been affecting the industry over recent months

Managing liquidity
In a hedge fund

Ron Geffner is a
partner of Sadis

& Goldberg and
oversees the Financial
Services Group. He
regularly structures,
organises and
counsels private
investment vehicles,
investment advisory
organisations, and
other investment
fiduciaries. Ron
provides legal
services to several
hundred US and
offshore hedge funds
and private equity
funds.

ver the past 18 months, a number of
Ohedge funds have made headlines for

failing to properly manage investor li-
quidity and refusing redemption requests. This
article provides an overview of recent events
along with a description of the tools a hedge fund
manager may need when dealing with a liquidity
crisis. These are tools that can, ultimately, reduce
the pressure to liquidate a fund’s portfolio at an
inopportune time.

Recent headlines
e On 27 August 2008, Reuters reported that
Ore Hill Partners, a hedge fund that employs
credit strategies with approximately US$1.2bn,
imposed agate limiting the amount of withdraw-
als after investors sought the return of roughly
$300m. The fund was reported to have lost
6.5% through July 2008. The fund had returned
1.8% in 2007, after gaining 13.3% in 2006 and
10.95% in 2005.

e On 8 July 2008, Sandelman Partners Multi-
Strategy Fund (with assets of US$3.2bn) im-
posed a gate as a result of redemption requests
of approximately 20% of the investors and was
reported to be seeking to restructure its funds
entirely.

e On 28 May 2008, a suit was filed against
SageCrest II, LLC, a hedge fund utilising a
credit opportunity strategy with assets of ap-
proximately US$650m, for allegedly: (i) having
reneged on a redemption agreement of US$5m;
and (ii) rather than allowing the plaintiff to re-

deem its assets, SageCrest used the proceeds
from a sale of assets to repay a senior collateral-
ised debt holder.
This is a representative sample of recent liquidity
issues affecting hedge funds and there have been
many more examples of this type of activity
reported over the past 18 months.

Tools to manage liquidity

The four primary tools designed to assist hedge
fund managers with managing portfolio and in-
vestor liquidity are: (i) lock ups; (ii) side pockets;
(iii) gates; and (iv) distribution of securities in
kind. Although many hedge funds have incorpo-
rated all four tools, the specific language of these
provisions varies materially within the industry.
Given recent market turmoil, we expect to see all
four mechanisms provided in almost every hedge
fund’s offering documents, including those funds
whose portfolios are expected to be fully liquid
and easily valued. One can assume that the offer-
ing documents for both Ore Hill and Sandelman
provided for gates. Unfortunately, it is not clear
whether the offering documents provided suitable
lock-up and side pocket provisions which may
have resulted in a different outcome, or whether
certain investors had negotiated preferential
rights via side letters.

1) Lock up provisions

Traditionally, hedge funds offer investors an ini-
tial one-year lock up. However, in the past two
years, more hedge fund managers have begun re-
quiring lock ups of two, three or occasionally more
years in duration. The trend towards longer lock
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ups: (i) assists hedge fund managers in
pursuing either unconventional or less
liquid strategies; and (ii) may decrease
the volatility in performance caused by
instability of the investor base which
may change unexpectedly and force the
hedge fund manager to sell securities
at an inopportune time. Investor resist-
ance to longer lock ups is decreasing for
a variety of reasons, including:
* Established hedge funds with suc-
cessful past performance are in de-
mand and have limited capacity;
« Investors recognise that longer lock
ups may enable a manager to pursue
unconventional strategies responsive
to both short- and long-term trends,
potentially increasing returns; and
* Recognition that as the universe
of hedge funds with similar strate-
gies becomes more crowded and so-
phistication of managers grow, the
potential for outsized returns using
conventional hedge fund strategies
may decrease.

2) Side pockets

In the past year, a greater percentage of
hedge funds provided for side pockets.
Hedge fund managers who invest in
publicly traded securities, and who ex-
pect to have no exposure to illiquid or
hard-to-value securities, recognise that
the liquidity or nature of their portfolio
may change unexpectedly.

For example, in September 2007,
Hedge Funds Review reported that
Absolute Capital Management was
adding side pockets in four of its funds
to transfer illiquid assets into the side
pockets to stabilise the funds after
days of turbulence and redemption
requests following the resignation of
its CIO. Typically, hedge fund man-
agers that use side pockets agree to
cap them at 10-30% of the portfolio.
Recently, however, many hedge funds
have been launched seeking to capital-
ise on investments in real estate, pri-
vate equity and hard-to-trade debt in
structures with side pockets with no
cap or higher caps.

3) Gate provisions
Hedge fund managers are also increas-
ingly imposing ‘gates’ (limits on the

percentages of fund capital that can be
withdrawn on a scheduled redemption
date). A gate of 20% is common. The
gate provision allows the manager to
increase exposure, or to maintain cer-
tain investments, and extend the fund’s
investment horizon for a particular is-
suer or sector when the manager be-
lieves that the fundamental investment
thesis has not changed. In response to
volatile securities markets, hedge fund
managers have been reducing the per-
centage needed to trigger their gates
from 20% to 15%.

4) Securities in kind

In the event of a withdrawal by a group
of investors representing a significant
percentage of the hedge fund’s portfo-
lio, but not large enough to trigger the
gating mechanism, a manager may de-
sire to distribute securities in kind.

By returning a combination of cash
and a pro rata share of the less liquid
or illiquid securities to the withdraw-
ing investors, the manager is protecting
the fund’s remaining investors as they
will not be left with a higher concentra-
tion of the less liquid or illiquid secu-
rities. The manager may alternatively
offer those withdrawing investors the
opportunity to transfer the securities in
kind to a separate vehicle to be liqui-
dated by the manager in the future as
mutually agreed.

Legal counsel

Prior to launching a fund, a manager
should not underestimate the risk of
poor performance, portfolio volatility
or the volatility of the investor base.
Each manager should spend time with
their legal counsel to ensure that the
fund’s offering documents contain the

provisions best suited to that manag-
er’s investment strategy. For example,
when asked about implementing side
pockets, many managers presume that
they will not invest in illiquid or hard-
to-value securities. This may be naive
because new products emerge over the
life of the fund and over time positions
may become illiquid or difficult to value
due to some unforeseen circumstances
arising in the marketplace.

Further, liquidity crisis occur for
many unexpected reasons. A loss of
6.5% was enough to cause a crisis for
Ore Hill (reported to have only lost
6.5% through July 2008). With regard
to Sandelman, it appears that redemp-
tion requests from approximately 20%
of the investors was significant enough
to cause a liquidity crisis.

Implement early

The four tools (side pockets, length-
ened lock-ups, gates and distribution
of securities in kind) minimise two of
the largest risks that have traditionally
affected hedge funds: the mobility of
hedge fund investors and the prema-
ture liquidation of the fund’s portfolio.

After adopting these features, hedge
fund managers must be careful to not
alter these features by entering into
side letters with any investor as it
may affect the use of these features
with other investors. While these are
safety valves to be used only in the dir-
est of circumstance, they also limit the
size of the risk to a hedge fund manager
that the performance of the portfolio
might suddenly disintegrate. This sta-
bility is highly desirable to hedge fund
managers and allows for longer-range
planning.

The most important thing to keep
in mind is that if these liquidity tools
are not in place prior to the develop-
ment of a crisis, it is often too late to
implement these procedures as in-
vestors’ consent would be required.
Finally, many of these features serve
to protect the interests of long-term
investors, as it reduces the risk that a
large investor with short-term interest
will invest in the fund and withdraw a
short time thereafter, causing volatility
in the portfolio.
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A NEW DAWN FOR
FUND ADMINISTRATION

‘

AT TENNYSON,
WE DO THINGS A LITTLE DIFFERENTLY

Our big idea for fund administration is really quite a simple one.

Good old-fashioned service.

You get reporting that’s never late, incomplete or inaccurate.
No systems hassle, with total integration of front, middle and back office.
Knowledgeable, friendly staff who respect your time

and give you the answers you need - fast.

Like we said, it's simple.

So why isn’t everyone doing it?

DISCOVER THE TENNYSON DIFFERENCE TODAY

Call Tony Stocks on: +44 (0) 20 7518 8200 for more information
or email: tonystocks@tennysonfunds.com

Tennyson

Fund Solutions

tennysonfunds.com
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Darren Stainrod of UBS Global Asset Management believes future success lies with
combining client-focused service with taking advantage of developments in technology

Changing times

n important task for a hedge fund man-
Aager is to find an administration service

that best suits their needs. As the bou-
tique players accommodate start-ups and small-
er- to middle-tier operations with a cost-effective
and often more personalised service, and with the
big players often offering increased technology
capability and a wider suite of services for top-
tier operations, it can be difficult for managers
to know which way to turn. As institutional de-
mands continue to intensify, there is, as a result,
increasing pressure on administrators.

As the industry faces these changes, and
with constant talk of mergers and acquisitions,
UBS, one of the world’s leading hedge fund
administrators, which aims to cater mostly for
funds of US$100m and upwards, is continuing to
offer advice to start-up funds. Although most of its
business originates through existing, established
funds, its flexible set-up can also accommodate
middle-tier clients.

With these issues in mind, Darren Stainrod,
head of the Americas fund services business
at UBS Global Asset Management, is perfectly
placed to give an insight into the administration
of funds on the US East coast.

“From an institutional point of view, the bar has
been raised a lot higher,” he says. “We see it in the
increased number of physical visits to our offices
in Cayman and Toronto, with people looking
closely at processes and demanding things like
SAS70 certification from administrators and for
detailed questionnaires to be completed.”

Stainrod has also noticed more cases where,
with consent of the manager, the books are
scrutinised in correspondence with the investor
as well as the increased use of a full-service
independent administrator such as UBS.

“Quite rightly, you are seeing a reluctance
to accept the light-NAV, shareholder services-
only approach, with little or no administrative
activities actually taking place, in the name of full

administration,” he says. “As a result, there are
a number of questions being asked and a lot of
verification, validation and reconciliation needing
to be done to ensure all assets and liabilities are
properly recorded and valued.”

In the past, what may have been a quick, tick-
the-box process has now become very detailed.

A complex role

Another issue is coping with accountancy
changes in the US. As managers are looking
for alpha in more complex products, and with
the introduction of regulations like FAS 157
requiring the categorisation of investments into
various buckets, the role of the administrator is
increasingly complex.

With its sophisticated accounting and portfolio
systems, this is an area that UBS is very much
involved with. Stainrod explains: “There is a
significant amount of liaising with the managers
needed to make sure everyone agrees with the
categorisation of the securities. Next year we will
go a step further, as the proposed changes are that
some of the complex products currently reported
on a net basis will be broken out.”

Naturally, carrying out these procedures re-
quires a good deal of work. Cooperating with man-
agers to ensure that data is provided and agreed
upon, and the provision of figures for the auditors
to go into the financial statements is all done with,
what Stainrod calls, “a team approach”.

This approach is aided by UBS’s focus
on personalised service. Having historically
developed out of a wealth-management, bank-
focused service, UBS’s approach combines
intimate private banking style client relationships
with the advantages of constantly improving
technology. Stainrod recognises the frustration
for a client not knowing who they should be
talking to and disapproves of clients being passed
from one person to the other depending on their
query or request.

Darren Stainrod

is Head of Fund
Services Americas,
at UBS Global Asset
Management, and a
member of the Fund
Services Management
Board. Based in the
Cayman Islands, he
is responsible for the
overall management
and development of
the Fund Services
business in the
Americas region.
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“We have some competitors with a larger It can also offer access to its prime brokerage
technology spend but who are not on the end of team based in the investment banking division.
the phone,” he points out. “As we grow so does our However, client choice is paramount so operating
technology, but our contact model ensures that an open architecture model, as Stainrod explains,
clients have access to a dedicated team. Where demonstrates the flexibility of UBS.
competitors have different departments for the “We're certainly not a closed shop,” he says. “We
various parts of the business, we combine them have interfaces with all the major prime brokers, so
within one group and have one primary point of we can, and do, link up with providers both within

contact to provide a seamless service.” and outside of UBS. It is all down to the best fit for
a fund and our open architecture approach allows

No need to compete us to be flexible.”

This edge, combined with on-going investment - This flexibility will be one of the defining factors

in its people as well as technology - along with in UBS’s competitiveness, while speculation
its reputation for confidentiality and depth of surrounding mergers and acquisitions within the
operation, positions UBSwell. Offeringanintimate  hedge fund administration sector continues. This
service, while being able to make significant year has already seen a number of deals come
investments in state-of-the-art technology, means together and there are rumours in the market
UBS does not need to compete with the boutique about a further period of impending change.
players who may offer a cheaper service. Stainrod Stainrod predicts that financial institutions,
adds: “There is space in the market for the especially large investment banks, may start to
boutique players alongside larger administrators dominate, with a number of players buying in or
such as UBS. We are not competing with the making large investments to develop their own
boutiques as we look to service the mid- to large- business.
tier clients whereas boutiques may take on the “I think there will be further polarisation in the
smaller start-ups.” industry between those willing to make the big IT
What UBS is able to provide over the boutique  spend and those who can’t,” he concludes. “Those
players is what Stainrod calls a one-stop shop for ~who can’t will instead opt to operate at a smaller
hedge funds. Where a boutique player would have client level. As the industry continues to change,
to look to a partnership arrangement to provide we can combine the client-focused service while
the foreign exchange, banking and short-term taking advantage of developments in technology
borrowing facilities, as well as other products, UBS  and automation to support the ever-increasing
can provide this all in one place. complexity of fund products.”
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A global professional services boutique focused
exclusively on the asset management industry

Kinetic Partners provides a full range of audit and
assurance, tax, consulting, forensic and corporate
recovery services to the asset management industry.

With on-call
some of the world's largest hedge fund
managers, our highly specialised teams
provide bespoke solutions ensuring
our clients receive the best advice.

relationships with

Operating as one seamless team,
and structuring our business around
client needs, we are well positioned
to provide innovative solutions

to the asset management industry.

Julian Korek
t: 41212661 2200
e: julian.korek@kinetic-partners.com

Neil Morris
t: 412126612200
e: neil.morris@kinetic-partners.com

Christopher Lombardy
t+1212661 2200
e: chris.lombardy@kinetic-partners.com

Regulation & compliance

B SEC & state registration for investment advisers & broker dealers
B Development & review of compliance infrastructure, manuals

& policies & procedures

M Support & preparation for SEC examinations

Forensic & corporate recovery
H Litigation support & expert witness
M Fraud & financial crime investigation
B Solvent & insolvent liquidation

Risk management
M Operational risk reviews

B Enterprise-wide or specific risk management reviews
H Due diligence for FoF & asset allocators
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Kinetic Partners

setting new standards in professional services

www .kinetic-partners.com

LONDON

® NEWYORK ® CAYMAN ® DUBLIN ® GENEVA
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[TOTAL EGUITY]
Return on Equity = Nova Scotia

Nova Scotia has the formula for success. We deliver a great return
on your back-to-mid-office Financial Services and IT operations
with our highly educated workforce, competitive business costs and
unbeatable quality of ife. Qur enviable nearshore location on Canada's
East Coast allows you to do business from Europe to the wester US
on the same day. Nova Scotia offers equity for your business growth.

Retuiiion Fquity -

lle've got the equity. We've got the expertise. You've got a call to make.

Success in Nova Scotia.

Youcangetthere from here.

In Nova Scotia, you're in good company: Butterfield Fund Services, Citco Fund Services, Flagstone Management Services,
Marsh Captive Solutions, Meridian Fund Services and OC Financial Services (a division of Olympia Capital) are some of
the many financial services and insurance companies generating returns in Nova Scotia.
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Nova Scotia Business Inc.

Opportunity. Growth. Prosperity.






