




Contents

1Coming of age Global hedge fund survey 2011 |

Foreword ……………………………………………………………………… 2

Study results
Succession planning ……………………………………………………………… 6

Governance ………………………………………………………………………… 12

Administration …………………………………………………………………… 18

Fees and expenses ……………………………………………………………… 24

Capital raising and due diligence ………………………………………… 28

Future landscape ………………………………………………………………… 32

Methodology ………………………………………………………………34

Contacts ………………………………………………………………………36



This is Ernst & Young’s fifth annual survey of the hedge fund 
market globally, and it would not be possible without the 
generous help and support of a number of you: senior people 
in the hedge fund industry, investors and managers, who have 
given so generously of your time. Each year we pause, reflect, 
and ask you whether it is worthwhile, and each year you have 
responded with a resounding “yes.” As a result, the survey 
encompasses the views of senior representatives of more than 
90 hedge fund managers who manage some US$600b of assets 
and more than 40 investors who together have US$1t of assets, 
of which some US$130b are invested in hedge funds. To all of 
you we owe our thanks and appreciation for both your time and 
the robust and forthright views you have expressed that make 
the survey insightful and informative. 

We have expanded on a theme we started last year: juxtaposing 
the views of investors with those of managers. We believe this 
is of vital importance — if the survey plays even a modest part 
in bringing these two communities closer together, it will have 
served a useful, even powerful, purpose. In doing so, it is only 
too easy to focus on areas of disagreement. And, given the 
stated purpose of bringing the two communities closer together, 
it is right and proper to highlight areas of disagreement, but 
it is equally vital to stress the vast areas where the two are in 
accord. Imbalances make for more sensational reporting, so we 
should apologize at the outset if we have strayed too far toward 
one side or the other. 

This year we have focused more on themes of governance. 
Matters such as succession and independent oversight 
dominate the survey, rather than some of the hardy perennials 
of risk and regulation. 

Picking up some themes: 

Succession is relatively underdeveloped as a concept among 
many managers even though investors see it as increasingly 
important. The issue is often confused: does one mean 
succession of the founders, the solidity of the firm or individual 
portfolio managers? As the industry gets more institutionalized, 

despite the laments of many, key man risk is likely to be an 
increasing feature in determining where investors place their 
money. Investors appear to be ahead of many managers in 
trying to think this through, and it is becoming clear that cogent 
and cohesive succession plans — for both the business and for 
portfolio managers — will become a determining factor in their 
decisions. This is, on reflection, unsurprising: investors (who are 
increasingly fiduciaries) and managers (particularly founders) 
may have found greatness, but have not yet cracked the secrets 
of immortality — at least not in the corporeal sense.

Independent oversight from boards remains a thorny issue: 
everyone believes it is a good thing, but everyone doubts its 
practical effectiveness. Clear mandates for independent boards 
are not widespread, and not only is there confusion about 
their execution, but there is also a divergence in expectations. 
Investors tend to believe that boards have, or should have, 
far greater responsibility and accountability for matters such 
as valuations, risk management, the imposition of gates, 
suspensions and risk management policies — in general, 
holding managers to account — than managers do. Managers, 
unsurprisingly, believe that boards are more effective than 
investors do and, concomitantly, a meaningful proportion of 
investors view boards as more accountable to the managers 
than to investors. Getting this balance in governance right is 
an important challenge for the industry and, indeed, remains a 
major challenge even in the far more mature corporate arena. 
The two sides, managers and boards, are not, and should not 
be, at war, but rather work in harmony to achieve the best 
outcomes for the customers whose assets they are custodians 
of — the investors. Like an orchestra in full swing, it is always 
the discordant notes that stand out and that all members 
collectively have a duty to avoid.

Not entirely dissimilarly, administrators are seen as an 
important bulwark to the confidence of investors, but again 
there are doubts about their effectiveness where they might 
most be needed: hard-to-value and Level 3 assets. “Shadowing” 
abounds and, in many cases, is deemed to be a necessity, not 
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a luxury. It is hard to predict whether, as daily liquidity funds 
proliferate, this will continue or die out, at least at that end 
of the spectrum. It is also interesting to observe, at least in 
Europe, that while the regulators appear keen to issue directives 
forcing the externalization of the valuation process for hedge 
funds, mutual funds (even so-called UCITS IV products) can 
happily be administered “in-house.”

The findings suggest a significant duplication of efforts —  
a business model that is expensive and unique to the hedge 
fund industry and one that does not make economic sense. 
Hedge funds are likely to re-examine their extensive shadowing 
activities and begin to create a control environment that 
would take advantage of the administrators’ strengths while 
building compensating controls to address the administrators’ 
shortcomings. 

Due diligence processes have lengthened, and monitoring by 
investors has become more intense — a natural consequence 
of the crisis (we may well have to start referring soon to which 
one). Investors have become more concerned with operational 
due diligence and internal controls. Capital is flowing to funds 
that may at times have mediocre performance, but have robust 
infrastructure, strong management teams and reputable 
outside administrators.

Curiously, a significant number of hedge funds say they 
often don’t know why they have lost a mandate, despite their 
attempts to find out, while investors, perhaps more generally, 
point to concerns about the robustness of risk management, 
inconsistencies in the information provided and the lack of 
disciplined governance, among a series of determining factors. 

Unfortunately, it is hard to avoid concluding on anything but 
a somber note. Considerable uncertainties haunt the markets 
and if the current turmoil spills over into a crisis, 2008 may 
well pale into insignificance. Hedge funds, or at least the best of 
them, should turn this to an advantage, and some are already 
doing so. So despite the gathering storm in the markets, 
and despite the best efforts of some misguided regulators, 

managers will determinedly survive. They alert us in this survey 
to trends such as the consolidation of the industry, greater 
institutionalization and greater transparency continuing and 
being reinforced. Many are better prepared than they were prior 
to the financial crisis. Investors, too, show a keen interest in 
continuing to support the best managers but see margin erosion 
and lower fees as inevitable. The industry may well be coming 
of age, and let us hope we can look back at these dark days and 
sincerely say that this was its finest hour. 
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Historically, hedge funds have generally relied on the investment 
prowess of their founding principals to attract and retain capital. 
As hedge funds mature, they are challenged to institutionalize 
and ensure a smooth transition to the next generation of 
leadership if they are to survive. 

Nearly two-thirds of investors would agree and say that having 
a well-articulated succession plan in place is important to their 

investment decisions. Succession may not be the sole driving 
factor behind the decision to invest, but it has become more 
important. A European investor says, “I think it’s important. 
It’s something that we used to ignore but we don’t ignore any 
more.” Yet, it appears that this view may not be as widely 
held by hedge funds as less than 40% see a well-articulated 
succession plan as being important to retaining investors.

Hedge funds appear to underestimate the importance  
to investors of a clear succession strategy.

Important Neutral

38% 30% 32%

Not important

Figure 1. Importance of succession strategy

67% 26% 7%

Figure 2. Importance of succession strategy

Important Neutral Not important

How important is a well-articulated succession plan to  
retaining investors?

How important is a well-articulated succession plan to your 
comfort level for your investments in a more established  
hedge fund?

Hedge funds Investors
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Succession is new to hedge funds as the industry is relatively 
immature and is only for the first time having to cope with major 
succession issues.

Institutional investors are more demanding and expect more 
traditional succession-planning issues to have been properly 
considered, particularly those relating to how the “franchise” 
might continue to be successful.

One investor said, “This is one of the elements that we look at 
and monitor. If we’re not confident with that, in addition to any 
other things that we may be uncomfortable with, then we won’t 
invest with that firm.”

Surprisingly, investors express more confidence in their hedge 
funds’ succession strategy than hedge funds do.

How well developed is your succession strategy? How confident are you with your hedge funds’  
succession strategies?

Hedge funds Investors

Well developed Neutral

39% 42% 19%

Not well developed

Figure 3. Development of succession strategy

50% 34% 16%

Figure 4. Development of succession strategy

Confident Neutral Not confident
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The majority of investors say their primary loyalty is to 
investment professionals — not surprising given their focus on 
repeatable investment performance — and just one in four says  
it is to the founding principals. 

Hedge funds see things differently. Over half of hedge funds 
believe investor loyalty lies with the founding principals. 
Granted, for many hedge funds, the founding principals and 
key investment professionals are the same, but as hedge funds 
mature and contemplate transition, they need to focus on the 
institutionalization of investment processes and strategy and 
the retention of capable professionals to execute them. 

As hedge funds move to establish a succession strategy, there 
is little precedent for success or models for best practices. One 
investor stated, “While some organizations may have good 
plans in place, history does not provide proof of successful 
transition planning.” It may be good to look to other industries 
for successful approaches although most industries have clear 
examples of failures to learn from as well.

Hedge funds believe investors’ loyalty lies with founders,  
but investors’ primary focus is on the continuity of individual  
portfolio managers.

To which of the following do you believe investors’ 
loyalty lies?

In which of the following is continuity most important to 
your decision to remain invested in a fund/manager?

Figure 5. Investor loyalty

Individual
portfolio

managers

Don’t know

52%

13%

9% Firm as an
institution

Founding
principal(s)

26%

Figure 6. Investor loyalty

Individual
portfolio

managers
26%

55%

Firm as an
institution

Founding
principal(s)

19%

Hedge funds Investors
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There are some clear disparities: investors are more likely  
than hedge fund managers to want founding principals to have 
“skin in the game” and leave significant assets with the fund 
upon transition. 

Addressing key man risk used to be enough; however, hedge 
funds now need to think more broadly, and if they are not 
already doing so, they are behind. Having founder equity 
remain in the fund for the next generation demonstrates clear 
confidence in the perpetuation of the franchise.

For managers, it’s important to know, not assume, expectations 
of existing and potential investors regarding the important 
elements of a succession plan. 

Succession planning is part of the overall process of creating a 
sustainable franchise that is needed not only to retain, but to 
attract, long-term investors and talented portfolio managers. 

Managers and investors agree on the key element of succession — 
increasing equity stakes of investment professionals; however, 
some disparities exist.

Please describe the elements of your strategy for 
succession planning.

Please describe the elements of your preferred strategy for 
effective succession planning.

Increasing equity 
stakes of firm’s 
investment
professionals

Positioning certain 
professionals
as the “face”
of the firm

Increasing equity
stakes of firm’s
senior non-trading
professionals

Require founding
principals to retain
equity in the 
management 
company

Require founding
principals to leave
significant assets
with the fund

83%

60%

51%

17%

47%
45% 43%

50%

35%

60%

Figure 7. Top 5 elements of succession strategy

Hedge funds Investors

Note: multiple responses allowed

Hedge funds Investors



Asian hedge fund respondents believe 
investor loyalty lies predominantly with 
the founding principal. This may result 
from a less mature industry in Asia, where 
the focus on succession planning is not 
yet paramount.

Geographical differences

North American hedge fund respondents 
believe succession planning is more 
important to investors. Investor 
responses are better aligned with the 
North American hedge fund responses. 
This may well be a sign of the relative age 
of the industry in the US.

Hedge funds North America Europe Asia

Importance of 
succession planning 46% 25% 29%

Hedge funds North America Europe Asia

Founding principal(s) 48% 35% 80%

Investors North America Europe

Importance of 
succession planning 68% 64%

Investors North America Europe

Founding principal(s) 32% 9%

Investor loyalty

Succession planning
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Boards dominate the hedge fund landscape, except for North 
America, where less than 15% of domestic funds have boards. 

There is a perception gap between managers and investors 
regarding the effectiveness of boards — almost 70% of managers 
say boards are very effective while only 45% of investors feel 
that way. Interestingly, this perception gap is greatest in Europe, 
where 90% of managers say boards are effective while only about 
30% of investors agree.

This may partially reflect the heightened attention to 
governance in Europe and investors’ view of the board’s level  
of empowerment and its sophistication in monitoring the activity 
of a hedge fund.

In a global business world where independent, effective boards 
are a prevalent best practice, hedge funds cannot be immune. 
The trick is to make boards effective while working in harmony 
with the managers.

Managers and investors agree that independence is important 
for good governance, but investors are less confident in the 
effectiveness of boards.

Important Neutral

63% 22% 15%

Not important

Figure 8. Importance of independence

68% 24% 8%

Figure 10. Effectiveness at carrying out duties

Effective Neutral Not effective

66% 20% 14%

Figure 9. Importance of independence

Important Neutral Not important

45% 29% 26%

Figure 11. Effectiveness at carrying out duties

Effective Neutral Not effective

How important is it to have a majority of independent 
directors on the board of directors of your funds?

How effective is the board of directors of your funds at 
carrying out its duties?

How important is it to have a majority of independent 
directors on the board of directors for the funds in which  
you invest?

How effective do you consider the board of directors at 
carrying out its duties?

Hedge funds Investors
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Investors desire increased responsibility with investment 
guideline compliance, approving NAVs, resolving disputes on 
valuation and setting risk policies. For each of these areas, most 
managers say that they, rather than the board, currently have 
responsibility and accountability. 

In Europe, both hedge funds and investors see the board as 
ultimately responsible and accountable for significantly more 
than their counterparts in North America. 

A hedge fund manager in Europe questions the temptation 
to place so much responsibility with boards: “In reality, the 

board has limited technical knowledge to be able to assess 
some of these issues. Ultimately, it’s the manager that has the 
responsibility and accountability for all the functions.” 

These disparities raise several important questions: for what 
should boards be responsible and accountable? Do directors 
have the knowledge and wherewithal to effectively perform 
these functions? And will the changing regulatory environment 
invite greater scrutiny of board activities by regulators?

Investors want greater board accountability in several key areas.

Which of the following currently has the ultimate 
responsibility and accountability?

Which of the following should have the ultimate 
responsibility and accountability?

Compliance with
investment guidelines

Resolving disputes
over valuations

Reviewing and
approving NAV

Imposing gates and
suspensions of redemptions

Establishing overall risk
policy and thresholds

Figure 12. Type of responsibility

69% 22% 9%

65% 9% 9%17%

50% 25% 15%10%

30% 51% 18%1%

72% 17% 11%

Manager Board Administrator Undecided

Compliance with
investment guidelines

Resolving disputes
over valuations

Reviewing and
approving NAV

Imposing gates and
suspensions of redemptions

Establishing overall risk
policy and thresholds

Figure 13. Type of responsibility

36% 45% 17%2%

29% 29% 18%24%

19% 48% 16%17%

17% 60% 18%5%

38% 38% 22%2%

Manager Board Administrator Undecided

Hedge funds Investors
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This clearly raises the question whether hedge fund boards can 
raise their credibility in investors’ eyes and show that they can 
provide effective oversight and fulfill fiduciary responsibility 
rather than be perceived as a check-the-box compliance 
answer: “Yes, we have a board.”

One investor in North America stated that, “On average, the 
boards of directors are weak. There are some very good boards 
out there, but on average, they’re there for cosmetic reasons.”

Managers and investors agree boards should be accountable to 
investors and funds, but fewer investors believe that is the case  
in practice.

In practice, to whom is the fund’s board of directors 
accountable?

To whom should the board of directors be accountable?

In practice, to whom is the fund’s board of directors 
accountable?

To whom should the board of directors be accountable?

Hedge funds Investors

14% 75% 11%

Figure 14. In practice, accountable

Manager Investors/funds Don’t have board

5% 84% 11%

Figure 16. Should be accountable

Manager Investors/funds Don’t have board

36% 38% 26%

Figure 15. In practice, accountable

Manager Investors/funds Don’t have board

2% 74% 24%

Figure 17. Should be accountable

Manager Investors/funds Don’t have board
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Only one in five investors says that the board of directors is 
consistently empowered to challenge management decisions 
compared to three in four hedge funds. An investor in North 
America suggested, “Generally, a board is capable but not close 
enough to the details of the operations — and as a result, the 
governance structure breaks down.” 

But despite this perception gap between managers and 
investors, a significant number of investors claim that the 
board has taken action on valuation or risk management or 
terminated a manager or trader. 

The challenge for the industry is not only to empower the board 
to have more effective responsibility but also to make sure it 
has the independence and knowledge and is fully engaged to 
carry out its responsibilities on behalf of investors.

Eighty percent of investors believe that boards are not 
empowered, or have limited power, to challenge the decisions  
of management.

Does the board of directors of your funds have enough 
power and knowledge to challenge the decisions of the 
management team and/or service providers?

Does the board of directors of your funds have enough 
power and knowledge to challenge the decisions of the 
management team and/or service providers?

Figure 18. BOD empowered to challenge management decisions

75%

Board is empowered 
to challenge 
management

Board is not 
empowered

25%

Figure 19. BOD empowered to challenge management decisions

47%

19%

Board is empowered 
to challenge 
management

Board is not 
empowered

Board is sometimes
empowered

34%

Hedge funds Investors



On empowerment, the perception gap 
between managers and investors is  
widest in Europe.

Geographical differences

European and Asian hedge funds 
overwhelmingly believe that it is important 
to have independent boards. Yet, the 
majority of North American hedge fund 
managers do not agree. 

Hedge funds North America Europe Asia

Importance of 
independence 46% 90% 75%
Effectiveness of 
carrying out duties 50% 90% 85%

Hedge funds North America Europe Asia

Board is empowered 62% 95% 90%

Investors North America Europe

Importance of 
independence 64% 71%
Effectiveness of 
carrying out duties 50% 29%

Investors North America Europe

Board is empowered 19% 18%

Empowerment

Independence
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Hedge funds are clearly responding to investor desire as the 
majority of the industry now outsources to administrators in 
some capacity.

Both hedge funds and investors believe it’s the role and 
responsibility of the administrator to calculate and issue the 
NAV. Nearly two-thirds of both groups agree that administrators 
have a very positive impact on investor confidence. 

The survey results show that the perceived benefits of 
outsourcing to an administrator are not in all cases aligned with 
the experience of the hedge funds. Managing risk of error is not 

a strong reason for hedge funds to outsource to administrators, 
but investors believe that is a key benefit. 

A hedge fund respondent said that, “It offers our investors a 
level of comfort that their asset values are being looked at and 
calculated independently.”

Surprisingly, few hedge funds or investors note the independent 
reconciliation of a hedge fund’s investment positions to 
custodians and brokers as a key benefit of the administrator even 
though this has become an area of significant focus in the wake 
of the Madoff scandal.

Managers and investors cite independent valuation as the top 
benefit of using administrators. 

What are the primary reasons you use an independent 
administrator?

What do you believe the benefits of an independent 
administrator are?

Figure 20. Reasons for using administrator

47%

55%Investor desire

Market standard/
best practice

Ability to provide an
independent valuation

More efficient than
doing in-house

Helps to manage
risk of error

22%

20%

10%

Figure 21. Benefits of administrator

36%

74%55%
Ability to provide an

independent valuation

Improved reporting
efficiency

Helps to manage
risk of error

19%

Note: multiple responses allowed

Hedge funds Investors



20

It’s apparent from their responses that investors favor 
independence in valuation. Yet, the feasibility of conducting 
independent valuation for anything but the most transparent 
and liquid assets is questionable. 

One hedge fund manager in North America stated that, “The 
problem is, as a fund, you have however many highly paid 

investment professionals whose jobs are to analyze complex 
securities, and then you are handing them off at the end of the 
quarter to a less qualified individual who is supposed to come up 
with valuations on these securities.”

Investors want managers to outsource valuation, but most hedge 
funds perceive risks in doing so.

Do you perceive any risks in fully outsourcing valuation? How important is it that a hedge fund completely outsource 
valuation to an administrator?

Figure 22. Perceive risk in fully outsourcing

71%

7%

Yes

No

Don’t know

22%

Hedge funds Investors

Important Neutral

74% 12% 14%

Not important

Figure 23. Complete outsourcing
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Just one in four hedge funds or investors is confident that 
administrators can effectively and accurately value Level 3 assets. 

There is a clear mismatch between that which investors are 
demanding and what is actually happening as it relates to 
valuation. Most administrators currently do not take responsibility 
for valuation and, in many cases, do not have the resources to 
value independently complex securities and Level 3 assets.

A hedge fund manager in Asia says that, “Often the 
administrator has limited access to fully understand the 
management of that asset whereas internally we may have 

taken considerable time to model frameworks on the Level 3 
asset.” An investor in North America added that, “It’s almost 
impossible for the administrator — given the resources and 
access — to know the assets as well as the manager, and as a 
result, it’s difficult to question the valuation.”

This begs fundamental questions: what level of comfort should 
investors have in an administrator’s valuation of investments? Who 
ultimately should be responsible and accountable to investors?

Investors and hedge funds question the effectiveness of 
administrators in adequately valuing Level 3 assets. 

How effective is your administrator at valuing Level 3 
assets?

How effective is your administrator at valuing Level 3 
assets?

26% 24% 50%

Figure 24. Effectiveness of valuing level 3 assets

Effective Neutral Not effective

25% 31% 44%

Figure 25. Effectiveness of valuing level 3 assets

Effective Neutral Not effective

Hedge funds Investors
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The majority of hedge funds that outsource to administrators 
perform robust shadowing procedures primarily to mitigate 
the risk of error. 

One hedge fund manager in North America said, “We have a 
responsibility to manage the administrator. We follow them on 
a monthly basis and sample their work to make sure that our 

estimates are in line with their calculations. Random checking 
followed by monthly checks.”

One manager in Europe said, “We view it as a key part of risk 
management that allows us to have a complete record that we 
can reconcile.”

Shadow accounting is clearly important to investors.

If your administrator calculates and issues NAV for the 
fund, do you shadow?

What is the primary reason you perform shadow accounting or 
processing?

How important is it for your hedge fund managers to 
perform shadow accounting?

Figure 28. Reasons for performing shadow accounting

25%

65%55%
Back-up to mitigate

the risk of error

Need to keep
separate records

Back-up to mitigate
business continuity risk

10%

Hedge funds Investors

Figure 26. Perform shadow accounting

84%

Yes

No

16%

76% 9% 15%

Figure 27. Shadow accounting

Important Neutral Not important
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The shadowing procedures performed by hedge funds span 
several areas. In many cases, this results in a replication 
of the work that their administrator is performing, which 
then requires reconciliation between the fund’s and the 
administrator’s systems. Administrator IT systems have 
become more robust, and many administrators are recording 
all trades each day on behalf of 75% of hedge funds. But in the 
vast majority of cases, complete shadowing is still performed. 

One hedge fund manager in Europe stated that, “We have 
to have our own records. We can’t rely on third parties. As a 
regulated firm, we have to have them and can’t outsource that 
to an administrator. But having an outside administrator is a 
form of back-up and insurance. We see it as our responsibility 
to have our own records.”

Another manager remarked, “We do it because we look at 
the portfolio in different ways. We want more depth. For 
timeliness, it’s better because we can drill down and get the 
information we need more quickly.”

These results suggest that there is significant duplication of 
effort — a business model that is expensive and unique to the 
hedge fund industry and a business model that might not make 
economic sense.

In the long term, hedge funds will likely re-examine their 
shadowing activities and begin to create a control environment 
that would take advantage of the administrators’ strengths 
while building compensating controls to address the 
administrators’ shortcomings.

Hedge funds perform shadow accounting on a wide range  
of activities. 

Figure 29. Current perform shadow accounting on ... 

Calculation 
of NAV

Investment
valuation 
non-OTC 
(listed)

Trade
processing 

Investment
valuation 
OTC 

Cash
reconciliation

P&L 
production
and allocation

Cash/
collateral
management

Risk 
reporting

Partner/
shareholder
activity

Investor
reporting

Trade
reconciliation

85% 84%
80% 80%

77% 76% 76%

71%

64%
60%

39%

For which of the following functions of your operating model 
do you currently perform shadow accounting?

Note: multiple responses allowed

Hedge funds
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Increased regulation and investor scrutiny have resulted in 
significant changes in how the industry operates, increasing 
costs for compliance, regulatory reporting and other 
infrastructure items. These increases and the trend toward 
outsourcing, coupled with the extensive shadowing performed 
by the funds, are elevating costs and resulting in margin 
compression across the industry.

As a result, a renewed area of focus is one that evaluates how 
expenses should be shared between the investment manager 
and the fund and what expenses at the investment manager 

should be covered by the management fee. An example is 
shadow accounting. Seventy-six percent of investors agree 
that it is important to perform, yet only one in three believes 
it is appropriate to pass these related costs through to the 
funds. Does the management fee support such expenses in an 
environment of tightening margins? This will likely also be a factor 
as hedge funds rechallenge their extensive shadowing activities. 

Additionally, many of the increased costs around regulation are 
being passed to the funds, and most do not object to that.

Investors largely object to the costs of shadow accounting and 
marketing being passed through, but few object to a range of 
costs that many hedge funds don’t yet pass through. 

Which of the following costs do you currently or expect  
to pass on?

Which of the following costs do you not object to passing on?

D&O insurance Non-travel
research
expenses

Tax
examinations

Regulatory
registration

Research-
related travel

Cost of shadow
accounting

Regulatory
examinations

Marketing
expenses

Trader 
compensation

Figure 34. Top selection criteria

Hedge funds Investors

72%
67%

49%

64%

47%

57%

42%

33%

55%

29%

36%

27%

67%

13%

29%

9%

62%

43%

Hedge funds Investors
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Significantly more hedge funds say they have offered graduated  
fees for larger mandates this year as compared to the prior year,  
and others offer fee concessions for more stringent liquidity  
terms — a sign that investor pressure on fees has not abated. 

While the size of mandates does influence fees, other factors, 
such as liquidity terms and lock-ups, may also play a role. One 
hedge fund manager in North America stated that they “do not 
have graduated fees for larger mandates, but we do for longer-
term investments.”

Fee and margin pressures are causing more managers to offer 
graduated fees in return for larger mandates.

Has investor pressure to lower your management fees caused 
you to offer graduated fees for larger mandates?

2010
Offered graduated fees 

for larger mandates

2011
Offered graduated fees 

for larger mandates

Figure 32. Graduated feeds for larger mandates in 2010

15%

Yes

No

85%

Figure 33. Graduated feeds for larger mandates in 2011
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Smaller players will find it harder 
to bear costs in the new regulatory 
environment and will find capital too 
expensive to allow them to operate on 
the same footing.

— Asian hedge fund

The smaller players will find pressure 
to contract margins and have a more 
difficult time entering the business. 
Profit margins in the business will fall.

— North American hedge fund
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Many hedge funds still believe that performance is the most 
important selection criteria. A hedge fund manager in North 
America summed up the hedge fund view, saying, “It is 
performance, performance and performance. We are liquid 
here. We can do managed accounts. We can do all of that  
stuff — but at the end of the day, you are only as good as your 
last performance.”

Managers are more likely to point to recent performance 
than are investors. Investors are more likely to point to 
transparency of portfolio holdings and performance attribution 
than are managers. 

The view of due diligence has changed over the past several 
years, particularly with the high-profile scandals that have 
impacted the industry. While the long-term repeatable 
investment performance of the funds is still a large priority, 
investors have become more concerned with the operational 
due diligence and controls side of the business. Capital is 
flowing to funds with robust infrastructure and highly regarded 
management teams who use reputable outside administrators, 
despite mediocre performance on returns at times. 

Recent history has taught us that a hedge fund can recover 
from poor performance more easily than from issues of 
operational credibility, scandal or fraud.

Hedge fund managers’ and investors’ top four selection criteria 
appear well aligned though in different orders of priority. 

In order of importance, what are the three most important 
selection criteria investors consider when selecting a manager?

In order of importance, what are the three most important 
selection criteria you consider when selecting a manager?

Long-term
investment
performance

72%

43%

50%

71%

45%

56%

31%
27%

12%

19%
24%

14%

9%
13%

10% 11%

0%

39%

Hedge fund
management
team

Clarity and 
consistency of
investment
philosophy

Risk
management
policies and
oversight

Recent 
investment
performance

Transparency
of portfolio
holdings and
performance
attribution

“Star” manager Liquidity terms Fees

Figure 34. Top selection criteria
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Note: multiple responses allowed
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As one hedge fund manager says, “We have no idea. If an 
investor decides not to invest with you, they don’t tell you why.  
If they see a red flag, they’re very unlikely to tell you.”

When the managers cite reasons, they point to a mismatch 
between their investment strategy and the investors’ strategy, 
recent performance, fees and a host of other causes.

Investors cited numerous red flags that cause them to pass on 
an investment after a fund passes their initial screening criteria. 

They most often point to concerns about the risk management 
policies, inconsistencies in information and lack of an 
independent board or administrator. Few point to performance 
or strategy mismatches, which are likely initial screening tools.

One investor stated that, “Red flags include provider names 
that are not well recognized, improper cash controls and 
sloppy operations.”

Many managers don’t believe they’re getting the  
“straight answer” when an investor passes on investing.

Figure 35. Reasons for loss of mandate

38%

15%

11%

9%

9%

8%

8%

4%

3%

3%

Reasons not communicated
by investors

Investors preferred alternate
investment strategy

Recent poor performance

High fees

Size of fund

Unfavorable liquidity terms
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from hedge funds
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investment strategy

Lack of transparency into
holdings and reporting

Concern about risk
management policies

Figure 36. Reasons for passing on investing
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management policies
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Concerns about
regulatory risk
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High fees

When your firm loses a mandate after passing an investor’s 
initial screening criteria, what is the most frequent 
explanation an investor has given for not investing in one of 
your funds?

When a fund has passed your initial screening criteria, what  
are the “red flags” that cause you to pass on investing with  
that fund?

Note: multiple responses allowed
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A significant number of investors attribute the increasing length 
of due diligence to an increase in investor sophistication. They 
also point to more focus on risk management and third-party  
due diligence. 

One investor in North America points to the maturing of the 
industry by saying, “The awareness of risk management has 
increased. As a result, best practices are much more thorough 
than they were 5 and 10 years ago — and as a result, the 
process takes quite a bit longer.”

Responses by hedge funds point to an increasingly cautious 
environment where investors have been forced to become more 
sophisticated and educated. A hedge fund manager in Asia 
responded by saying that, “Investors are taking more factors 
into the approach than previously. They are taking a more 
informed process before committing funds to hedge funds.” 

 

Managers and investors point to increasing investor 
sophistication as the key driver of longer due diligence. 

Figure 37. Reasons for extension of due diligence
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Figure 38. Reasons for extension of due diligence
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Note: multiple responses allowed
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Regulatory uncertainty continues to be top of mind for both 
managers and investors. However, until such time as global 
regulation is clearly defined and rules finalized, the fog of 
uncertainty will remain. The industry is feeling significant 
pressure to reduce its opaqueness in order to alleviate investor 
and regulator demands and concerns. Many hedge funds 
are reacting by institutionalizing their operating models and 
providing more reporting, although some would say reporting 
does not equate to transparency. The responses �— outsourcing, 
increased reporting, expanded risk management — have clearly 
increased the cost of doing business in a time period where 
alpha generation has been a challenge, resulting in an overall 
decrease in revenues and a squeeze on profit margins. Smaller 
managers appear to suffer disproportionately and barriers to 
entry are increasing: exactly the opposite effect of what might 
be systemically desirable.  

It is clear that investor preference is to have more independent 
oversight and involvement in their funds’ operations. However, 

is the better response to provide greater clarity in the roles 
that managers, administrators and boards play in ensuring 
effective operations and oversight of hedge funds? Investors 
and regulators need a better education in the capabilities 
(and accountability) of each so that governance is addressed 
holistically and not from a functional compliance point of view.  

Those managers that listen to their investors by planning for 
succession, solidifying a sustainable franchise, and developing 
an operational infrastructure to meet investor demands 
around risk management and corporate governance will have 
a leg ahead in the race to raise funds. Over the last several 
years, investors have been willing to forgive less than stellar 
performance from managers; however, they have not shown 
tolerance for organizations lacking the internal control, 
governance and infrastructure to eliminate compliance- and 
regulatory-related issues.

Regulatory uncertainty is a key concern, but clarity and 
education may reduce the industry’s mystique and serve as keys 
to future success. 

What will be the biggest trends or developments in the 
hedge fund industry over the next one to two years?

What will be the biggest trends or developments in the hedge 
fund industry over the next one to two years?

Uncertain impact
of regulation

Consolidation
of funds in the 
industry
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Figure 7. Top 5 elements of succession strategy
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The purpose of this study is to record the views and opinions of 
hedge funds and investors globally. Topics covered in the study 
include succession planning, governance, administration, fees and 
expenses, capital raising, due diligence and the future landscape.

Greenwich Associates conducted:

• � Ninety-two telephone interviews from July to September 2011 
representing nearly US$600b in assets under management

• � Forty-two telephone interviews with institutional investors 
(funds of funds, pension funds, endowments and foundations) 
representing more than US$1t in assets, with over US$130b 
allocated to hedge funds

Hedge fund and  
investor profile

Total 
respondents

Hedge funds 92

By geography

North America 52

Europe, Middle East, Africa 20

Asia 20

By assets under management

Less than US$1 billion 16

US$1 billion — $4.9 billion 38

US$5 billion and more 38

Investors 42

By geography

North America 31

Europe, Middle East, Africa 11

By type of organization

Funds of funds 20

Pension funds 13

Endowments and foundations 9

Total respondents 134
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