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Due Diligence Primer

“Unless you enter the tiger’s lair,
you cannot get hold of the tiger’s
cubs.”

- Pan Ch’ao, The Art of War

someone else manage any part

of my portfolio is an idea that I
approach with caution. And yet I
allow this for a portion of my assets
because there are certain strategies,
asset classes, or managers that I
want access to.

So I take due diligence very
seriously.

My first rule of due diligence is
that I don’t invest a dollar with a
firm until I perform an on-site visit.
To some of you, this might seem
like an obvious place to start. But
you would be surprised at how
many times managers have told me
that they rarely get individual
investors coming out to see them.

I know you can’t judge a book by
its cover, but it’s a start. I recall my
first visit to a hedge fund of funds
(HFOF) shop. While being escorted
back to the conference room, my
immediate observation was that
there were no televisions running
financial news, no flickering com-
puters, no ticker tapes. It was like
walking through a library. That said
to me that these folks knew their job
— which was to find the best hedge
fund managers in the world, allocate

I’m a control freak, and letting

capital to these stars, and let them
address the day-to-day movements
in the markets.

It also said to me that this group
had little ability or inclination to
react to the events of the day. That
was a little disconcerting.

In the end, my conclusion was
that the absence of “noise” reflect-
ed a confidence in their ability to
identify the right people, to run not
only client money but also much of
their own.

Since visiting other fund of funds
shops over the years, I have found
that to be more the rule than the ex-
ception. Nevertheless, it’s that kind
of detail that can be ascertained only
in person.

It’s the same as looking into
someone’s eyes or shaking their
hand. Yes, it’s a digital world, but
when it comes to money, there’s no
substitute for doing business the
old-fashioned way. Jump on a plane
if you have to and get to know who
you’re investing with.

Let’s take a look at some of the
other items to think about when
conducting due diligence. Most of
my comments will apply to private
investment partnerships in general.
But throughout this piece, I may
specifically refer to hedge funds or
HFOFs since they’re what we have
been discussing lately.
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Materials to review

Private Placement Memoran-
dum (PPM) and Partnership
Agreement — These are tediously
long documents that discuss the
offering and the obligations of the
investor and the general partner.
Getting involved in a hedge fund
takes some work, and conferring
with an attorney and an accountant
who have a firm grasp of these
documents is a prudent idea.

Audited financial statements —
I like to see a well-recognized
accounting firm or one that has a
reputation for working in the hedge
fund industry as the auditor. One
recent hedge fund fraud involved
the creation of a fictitious account-
ing firm, so just a little work should
have sent up a red flag. There are no
guarantees, of course, that a big-
time auditor is an all-clear signal —

Continued on next page
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Due Diligence Primer
(continued from p. 1)

Enron’s auditors were Arthur
Anderson. It’s just one piece to the
puzzle.

Past quarterly letters — I
especially like to review past letters
during particularly difficult and
prosperous periods. And then ques-
tion the abnormal drawdowns
(losses of capital) or profits. 'm
typically looking for a smooth ride.

K-1 — Classification of income
will be important to
taxable investors. The
same fund can have tax
exposures that vary
widely from year to
year, but it’s worth a
look. Long-term gains
and qualified divi-
dends receive the
friendliest tax treatment
— a plus for funds held in taxable
accounts.

I have found that most fund oper-
ators do not provide the second,
third, and fourth items unless specif-
ically asked for.

Key third-party vendors

This information is typically
provided in the PPM, but contact
information is usually not provided
unless asked for. Contacting these
vendors and confirming informa-
tion is a prudent idea.

Auditor

Law firm

Custodian of assets

Fund administrator

Prime broker (for hedge funds;
typically not for fund of funds)

Portfolio questions

Strategies of the underlying
manager — Be sure to understand

“€All things being
equal, a fund that
is 100% long with
no leverage can be
riskier than a fund
that is 150% long
and 80% short.””

each strategy used in the fund. We
discussed several strategy examples
in the June 2006 newsletter issue,
but there are many more. I recently
read about one hedge fund fraud
where the language used to describe
the investment strategy was incred-
ibly convoluted. So much so that it
became obvious that the intent was
to mask a strategy that made abso-
lutely no sense.

One simple question I would
expect a rather direct answer to is,
“How do you control risk?”

Amount of leverage — How
much leverage does the underlying
funds use? How much, if
any, does the HFOF use?
Remember, the use of
leverage does not neces-
sarily equate to higher
risk. All things being
equal, a fund that is 100%
long with no leverage can
be riskier than a fund that
is 150% long and 80% short.

Manager turnover — What are
the turnover rates? High manager
turnover rates may indicate that not
enough effort or research has been
put into selecting the underlying
manager on the front end.

Number of managers — Typi-
cally, HFOFs engage 10 to 50 man-
agers in a fund.

Names of managers — This is
called transparency. I like to ask the
HFOF for a list of underlying man-
agers. Since this is the secret sauce
of the firm, it is not uncommon for
such a request to be refused. Even
with the most secretive firms,
though, larger fund positions can
often be found in the audited
financial statements. Some HFOFs
will verbally provide the manager
names to existing clients. Still others
provide excellent transparencys;
sharing each manager name
quarterly in a written report along

with some insights from the under-
lying manager.

Trading by HFOF — Does the
HFOF rely exclusively on its man-
agers, or does it take any positions
itself? While not typical, I actually
like seeing an HFOF trying to add
value. Especially if it is being done
to mitigate risk. An example might
be buying index put options to pro-
vide an additional layer of protec-
tion against a market dislocation.

Attribution of returns — Where
and how are returns being gener-
ated? We’re looking for a repeatable
process, not for one-time lucky
strikes.

Performance numbers — I want
to see the monthly numbers for the
entire life of the fund and focus on:

¢ Number of up months versus
down months — For market neutral
funds, I like seeing at least 80% up
to down month ratio. For HFOFs
that are more directional in nature, I
can deal with something in the 70%
range as long as the drawdowns are
small.

¢ Largest drawdown — I am
really sensitive to drawdowns. Any-
thing over 3% in market-neutral
strategies starts to get me pretty
uptight. Over 7% in directional
strategies isn’t very good for my
nervous system either. As a refer-
ence point, the S&P had a 40%
drawdown from 2000 to 2002.

¢ Compounded annual re-turns
and consistency of returns — This
is all a function of how much action
you want. Just remember, any hedge
fund that is capable of 50% returns
in a quarter is also capable of 50%+
losses just as quickly. There are no
free lunches. Personally, that game
is not for me.

Statistical measures — My
favorites to look at are alpha, beta,
standard deviation, and Sharpe ratio.
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For a refresher on the definitions,
usefulness, and shortcomings of the
measures, please review the July
2006 newsletter issue. The best way
to bring meaning to these measures
is to compare, compare, compare.
Compare funds with different strat-
egies; compare funds with similar
strategies run by different firms.

Pro-forma numbers — These
are basically worthless. A new fund
will assemble a collection of man-
agers. Then, using the historical
returns of each manager, they will
develop a chart showing the month-
ly pro-forma returns for the fund
going back in time some period of
years. I understand that a fund of
funds has to start somewhere; I just
don’t put any value on pro-forma

numbers. It’s really just data mining.

Terms and conditions

Each PPM has its own set of
rules, so these are by no means firm
definitions. But they’re a start to get
a feel for some of the terms one will
come across.

Management and incentive fees
— As mentioned in the past, focus-
ing on net returns after fees is the
most important issue. But I would
say that 1.5% to 1.75% in total fees
is about average.

Placement fee — This is the
equivalent of a “load’ or a fee just
for the joy of making the invest-
ment. What gall! To even ask for a
third layer of fees just irritates me
beyond words. The fee typically
runs between 1% and 3% of invest-
ed capital. It is usually negotiable
and can be waived completely. If
they will not waive it, we can
always walk away and take our
money with us. I also find that it is
more commonly found at broker-
age firms than when doing business
directly with a boutique HFOF.

Minimum investments — These
are usually negotiable too. I'm
really not thrilled about having more
than 8% of assets in any one HFOF
or more than 2% or 3% in any one
hedge fund.

Gate — A gate limits the amount
of money that can be redeemed or
withdrawn at one time by an
investor. A full redemption could
theoretically take years. The
presence of a gate will be typical in
funds that pursue strategies that hold
illiquid investments. Illiquid invest-
ments might include the debt or
equity of private companies or real
estate.

Side pockets — Side pockets
provide a way to segregate less
liquid investments from the more
liquid ones. Liquid securities might
be priced daily. Illiquid ones might
be carried at cost until sold for a
profit or loss. Side pocket invest-
ments may prevent a limited part-
ner’s ability to fully redeem from
the fund until such time as those
investments are disposed of. It’s not
necessarily a negative, just pretty
much a fact of life if a fund is going
to hold less liquid investments.

Side pockets can be abused. For
example, an investment that has
depreciated can be thrown into the
side pocket, carried at cost, and not
have an adverse effect on reported
returns or incentive fees collected.

Lockup period — This period is
the initial period one must wait
before having the ability to redeem
any interests. One year is typical,
but some funds will have a longer
lockup to match up with the strat-
egy or commitment periods to the
underlying funds.

Redemption (withdrawal)
periods — Quarterly, semi-
annually, and yearly are typical.
Hedge funds are often referred to

Background Checks

Here are a few other items to
think about under the theme of
getting to know your manager:

Litigation (state and federal)
— Check pending lawsuits,
judgements, tax liens, etc.

Periodical search

¢ Free search: Google, Yahoo,
Ask.com, clusty.com, and
zoominfo.com.

e Paid search: LexisNexis —
check out the AlaCarte program
at www.lexisnexis.com/
alacarteinfo/. You pay only for
each article retrieved.

SEC/Edgar Search
(www.sec.gov/edgar.shtml) and
Freedom of Information Act
requests can be made by re-
quest.

Educational checks — Do
they tell the truth, stretch the
truth, or completely fabricate it?

Previous employer checks —
The real information is obtained
by contacting colleagues and
bosses rather just the Human
Resources department. HR is too
scripted.

Client references — I like to
speak with clients who have
investments similar in size to my
own.

as illiquid, but I really don’t see it
that way. In the alternative
investment world, this is actually
excellent liquidity. With private
equity and venture capital, you’re
talking about a 10 to 12 year
proposition.

Continued on next page

September 2006

www.substantialinvestor.com

Page 3



Due Diligence Primer
(continued from p. 3)

Hurdle — This is the minimum
return that must be produced for
investors before paying incentive
fees to the manager. For example, a
fund might have a 10% incentive
fee after clearing the rate on the 90-
day treasury (the risk-free rate). If
the T-bill yield is 5%, and the man-
ager produces a return of 8%, then
the investor will pay the incentive
fee on 3% (8%-5%).

As logical as the concept of a
hurdle sounds (to investors at least),
there are many funds that do not
offer a hurdle clause. Thus, they can
take in enormous incentive fee rev-
enue for middling performance.
Doesn’t seem fair, but then again,
whoever said life is fair? Investors,
however, do have the last word —
we can always just move-on.

High water mark — This is a
very desirable clause for the investor.
In fact, the absence of a high water
mark is a deal killer for me. Very
simply, the fund manager cannot
charge an incentive fee unless the
fund reaches a higher high. For
example, an investor places
$100,000 in the fund. After the first
year, the fund drops 10% to $90,000.
In the second year, the fund appre-
ciates 11% to $99,900. The manager
is not entitled to receive an incentive
fee on the 11% gain because the fund
has not yet cleared the $100,000
opening balance (or high water
mark). Throughout the life of the
fund, the high water mark should
constantly be reset.

Investigation firms

If you want to have a professional
firm get involved in the process,
here’s a couple you can look into.
First Advantage Corp. and Kroll (a
division of Marsh & McLennan) are
two publicly traded companies that
perform investigative work and

background checks. I put calls into
both firms; only First Advantage
returned the call. So they get the
mention: www.fadv.com/
Intelligence/due diligence.html. As
always, we never receive compen-
sation from any firm or individual
that we mention. And a mention is
not an endorsement or recommen-
dation.

I spoke with Aaron Smith, Direc-
tor of Marketing for First Advan-
tage. Randy Shain, who runs the
division, was away when I first
made contact, but he also reached
out upon his return.

The firm claims to be the largest
provider of background informa-
tion into hedge fund managers as
they work for nearly half of the 50
largest HFOFs.

Aaron indicated that a report on a
hedge fund or HFOF and its primary
principal would start at approxi-
mately $2,000. For each additional
principal, add about $1,000. When
you think about it, that amounts to
2% on a $100K investment or 20
basis points on a $1M investment.
Not a large cost on those sums. To
perform similar reports on private
equity, venture capital, or real estate
firms, the cost would be about
double.

A final report takes roughly four
weeks, but they usually have pre-
liminary results in seven to 10 days.
A report does not offer an opinion or
a qualitative ranking but rather
provides a summary of findings.

Credit rating agencies

Moody’s has recently begun a
service where they issue a rating on
the operational risk of a hedge fund.
This should not be confused with a
rating on the performance of the
fund or its ability to repay debt. This
is a report on how well or poorly the
management team runs the business.

To perform such a rating requires
the cooperation of the hedge fund,
so my guess is that you’re going to

see a bias toward the better firms
going in for this sort of exercise. In
addition, it might take some time
before there is an expansive list of
funds from which to choose.

It is, however, a step in the right
direction. If this kind of service
gains traction in the marketplace,
we might one day get to the point
where if a fund does not have a
rating, that’s a red flag in itself.

Disclaimer: When it comes to
due diligence, you can do
everything right and still be wrong.
Last year, several very experienced
and successful hedge fund of funds
and consultants got burned by a
very public hedge fund fraud case.
Hundreds of millions of dollars
were lost. No matter what you do or
who you engage, there is always the
opportunity to lose 100% of your
capital in any investment but espe-
cially in private investment part-
nerships. The best defense remains
diversification, diversification, and
more diversification.

Please remember: Private
investment funds generally involve
various risk factors and liquidity
constraints, a complete discussion of
which is set forth in each fund’s
offering documents, which should
be provided to each prospective
investor for review and consider-
ation. Each prospective investor
should be required to complete a
Subscription Agreement, pursuant to
which the prospective investor shall
establish that he/she/it is qualified
for investment in the fund, and
acknowledges and accepts the
various risk factors that are associ-
ated with such an investment.
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Balance of newsletter article content and Model Portfolios (Pages 5-7) provided exclusively to
members. Disclosure information on the following page.
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