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Due Diligence Defined

Due Diligence defined:

1. Making sure a client’s money i1s actually invested in a
manner consistent with what they think they bought.

2. Making sure a client’s money 1s protected with actual
checks, balances, and safeguards, from subscription to
redemption.

3. Making sure a client is aware of all material risks they will
be exposed to, other than market risk, if they allocate to a
particular manager.




Commonly Missed Areas of Diligence

Is the money still there?

Netting risk in the management company?

Just how “independent” are those month-end marks?
Month-end price testing includes everything?

Collateral management as “canary in mineshaft” of
counterparty exposure.

Frankenstein spreadsheet for month-end partnership
allocations?



The New Model of Diligence

Actual Testing! Interviewing provides proof of nothing.

Real Diligence Reports — CIO files are stuffed with diligence
reports containing nothing but manager representations.

Timing of Docs Requests — ask too soon before the visit and
you’ll get the most beautiful pile of docs you ever saw ... ask
too late and you’ll get a beautiful pile of docs emailed to you 1
week after you leave ... in each case you’ve accomplished
nothing other than CYA, and not true risk identification.

Experience — has the diligence person ever worked at an actual
hedge fund? Not a fund of funds, not a prime broker, not an
administrator, etc.

END
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Back To Basics: The Five “P’s” Revisited

Product

— What do you want? Lots of work in advance of seeing a manager
* Risk/Return/Drawdown?
* How do you want your risk?
* How does it combine with your existing portfolio?

Philosophy

— lsitintuitive... After being explained
People

— Skill sets

— Style drift vs. opportunity set
Process

— Looking for inconsistencies

— Looking broadly for inconsistencies
* Compensation, turnover, mid- and back office sytems

Performance
— Lagging Indicator
— Proof statement for all the rest

| f you can’ tobablydmwlnditn uintd,erysawlnd i



Applying the five P’s:
Some boring ways to save money

Look for inconsistencies
— “We seek the largest return per unit of risk”
— Terms and conditions that don’t match strategy
— Internal communications that don’t match marketing story
— Turnover, catalysts, leverage and other underutilized indicators

The Biggest Inconsistency: Performance as an indicator and proof
statement

— Bayou
— Madoff

Products morph: Continue your due diligence after investing.
— Amaranth
— West coast convert arb manager



Terminal Uniqueness

 Terminal Unigueness Is When

* A manager thinks they have created something so unique that they
— Won't tell you the process in adequate detail
— Think they’re smarter than anyone and everyone

* Resultsin increased likelihood of
— Reinventing the wheel
— Model risk
— Group think

 Terminal Unigueness is related to:“It’s proprietary”

To which the appropriate answer, after polite inquiries, is
“So Is my money.”’

Lukomnik’s Rule #1: It’s worth missing a top manager to avoid a fraud.
There’s always another manager willing to take your money.



Good Due Diligence

* |sfit for purpose
* Takes time

* Takes preparation

— Read the documents in advance
e “Return for unit of risk”
» “Catalyst”

— Understand terms and conditions
— Understand the instruments traded

— Understand the firm’s dynamics
* Who are the decision makers?
* How are they compensated?
* What information do they get? When? How?

* Looks for inconsistencies



Good Due Diligence

* Understands manager’s sensitivities

* Establishes the diligencer’s bona fides with the manager
— Managers are more forthcoming if
* They know why you’re asking what you’re asking
* Believe you know what you’re talking about
* Understand your investment strategy
* Understand your decision-making process
* |s creative in solving informational problems
— Lagged data, redacted data,
— Use alcohol

e Continues after the investment is made

Lukomnik’s Rule #2: There is no such thing as good due diligence
if you have already decided to make the investment
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Is There Really a Problem With Hedge Fund Fraud?

é We | maybe, but mostly not in the way the press
would have you believeé

0 [ Re g a individaats ]who commit fraud by marketing themselves as hedge
fund managers and bucketing the profits for themselves: In my view, these
people are fraudsters and have little to do with the concerns surrounding the
legitimate hedge fund industry. These fraudulent individuals use the term
0 h e dfguen d@s@ hook to illegally solicit funds from the public. From a
regulatory standpoint, this behavior is not a hedge fund problem, per se dit

is essentially an issue of fraud.o
- Ron Lukken, CFTCCommissioner




The Case of the Pink Rhinestone -Encrusted Lamborghini

Photo:
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What Goes Into Legal and Regulatory Due Diligence?

A Review Investment Terms A Compliance and Controls
A Redemptions A SAS 707
A In-kind Distributions A Form ADV I
A Conflicts of Interest A Results of regulatory

. examinations
A Key Man
o A Policies and Procedures manuals
A Side Pockets
. _ A Interview with CCO, CRO
A Valuation
. _ _ _ A Review DDQ
A Review Service Providers
A _ A Reconciliation process
A Independent Admin
o A Disaster recovery test results
A Prime Broker(s)

A A Audit exceptions
A Structure

A Domicile
0OBut I n trying tMadoff] stated,o v e r a [fraud],
olt's very easy i f you want. You must
check It "' s ablsolutely a must. 06

)0l nterview dbdofBer rSéErCd L .Avail abl e at



http://www.sec.gov/news/studies/2009/oig-509/exhibit-0104.pdf
http://www.sec.gov/news/studies/2009/oig-509/exhibit-0104.pdf
http://www.sec.gov/news/studies/2009/oig-509/exhibit-0104.pdf
http://www.sec.gov/news/studies/2009/oig-509/exhibit-0104.pdf
http://www.sec.gov/news/studies/2009/oig-509/exhibit-0104.pdf

oOoFraudo? Maybe not. But you shoul

A Study?! of 444 due diligence reports worked up by a major hedge fund due diligence
firm spanning 2003-2008 concluded:

A The Bad News:
A 41% of the funds in the sample have a legal or regulatory problem.
A The Worse News:

A 21% of the funds misrepresent past legal and regulatory problems, and 28%
make incorrect or unverifiable representations in other areas.

Failure to Use Internal Asset
Large Audit Firm Pricing

Misrepresentation

1) Brown, Stephen J., Goetzmann, William N., Liang, Bing and Schwarz, Christopher, Trust and Delegation (November 11, 2009). Available
at SSRN:hiip://ssm.com/abstract=1456414

d


http://ssrn.com/abstract=1456414

More Bad Newséé

A Misrepresentation, the failure to use a large auditing firm and the use of internal asset
pricing have a high correlation to legal and regulatory problems and operational risk.

A Funds with external asset pricing tend to underperform funds that price their own
portfolios, suggesting that external asset pricing provides a check on inflated return
reporting.

eAnd the I mplications:

A With significant rates of misrepresentation, you cannot simply rely on the Due
Diligence Questionnaire alone!

eBut you knew

t hat



Legal and Regulatory Due Diligence Pitfalls

AOver-reliance on DDQ/Manager Disclosure AMisrepresentation

Alnaccuracy

AOver-reliance on Manager-provided *Reference may not know any more than you!

Reference . . .
In Ponzi scheme, early investors tout their

strong returns

*Manager may be better at hiding the facts

*Over-reliance on Manager Interviews :
than you are at uncovering them

FOver-reliance on Pedigree *Sam Israel (Bayou) had a fine reputation

ORel yi ng -hma hodgepodgel of industry contacts,
guile and intuition is not only no longer necessary, it is no
| onger eflfective. o

1) Shain Randy: oOHedge Fund Due Diligence: Professional Tools to I nvesti g:e
Inc., 2008.



Peopl eds Bad Behavitor Often Repeats

A Wood River Capital Management

A International Management Associates (swindled NFL Players)
APrior to their oOoOhedge funddé fraud, princi
A Incurred tax liens

A Bounced checks

AHad | awsuits filed against themé

Especially in Times of Stress.

1) Shain(2008).



Resources for Legal and Regulatory Due Diligence

A Search Court Records:

A Public Access to Court Electronic Records (PACER)

A
A Securities Industry

A National Futures Association

A

A The Investment Adviser Registration Depository

A
A FINRA Broker Check

A
A Due Diligence Questionnaires

A Managed Funds Association.

A
AProvides both the o06Sound Pr actfilable ®DQ (bothfre¢e dge Fund s ¢

A OFAC Search Tool . Determine if investor or counterpar
Sanctions Program Listings

A


http://pacer.psc.uscourts.gov/
http://pacer.psc.uscourts.gov/
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http://pacer.psc.uscourts.gov/
http://nfa.futures.org/basicnet
http://www.iard.com/
http://brokercheck.finra.org/
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http://www.managedfunds.org/
http://apps.finra.org/rulesregulation/ofac/1/Default.aspx
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Jon Lukomnik is the managing partner of Sinclair Capital L.L.C., a strategic consultancy to corporations, institutional investors and the investment management industry. Mr. Lukomnik’s
corporate governance consultations have included service to Coca-Cola and Pfizer, reviewing Korea Telecom’s governance prior to final privatization; creating the tools the International
Finance Corporation (IFC) uses to evaluate the governance of emerging market banks; representing creditors in the bankruptcy reorganizations of WorldCom/MCI, Adelphia and Dana; and
advising activist investors. He is currently the lead consultant for the IFC’s financial crisis reaction project designed to build capacity to train bank directors in emerging markets. Mr.
Lukomnik also serves as program director for the IRRC Institute, which provides thought leadership at the intersection of corporate responsibility and the informational needs of investors.

In addition to his corporate governance work, Mr. Lukomnik has advised asset managers on product development, acquisitions, risk management, distribution, and how to fix broken
products and processes. He has provided due diligence, fund selection and portfolio construction services to various institutional investors. He currently serves on three investment
committees. Mr. Lukomnik is a Director of Sears Canada, where he chairs the investment and nominating committees and serves on the audit committee; and a Trustee for the Van Eck
mutual fund complex, where he chairs the nominating committee and serves on the audit committee. He is also a trustee on two litigation trusts. A frequent author in both academic and
practitioner publications, Mr. Lukomnik co-authored the award-winning book, “The New Capitalists: How Citizen Investors Are Reshaping the Corporate Agenda” (Harvard Business School
Press, October 2006) and writes a monthly column for Compliance Week.

Mr. Lukomnik co-founded the International Corporate Governance Network; chaired the Executive Committee of the Council of Institutional Investors, co-chaired of the Conference
Board’s working group on hedge funds, and was the only non-lawyer on the Bar Association of the City of New York’s Committee on Corporate Law. He also is a co-founder of
GovernanceMetrics International, the global corporate governance rating service (now owned by UBS, State Street and ABP). As Deputy Comptroller for the City of New York in the 1990’s,
Mr. Lukomnik was investment advisor for defined benefit plans totaling US $80 billion in assets, as well as the City’s own treasury. During Mr. Lukomnik’s tenure, the City’s pension funds
materially outperformed the average large pension fund in America, resulting in some $4 billion in excess return during his tenure. His efforts on behalf of the City’s treasury program were
honored with an Alexander Hamilton award from the National Association of Corporate Treasurers.

Upon leaving the City, Mr. Lukomnik served as Managing Director, Head of Strategic Planning and Business Development for CDC Investment Management Corporation, which was one of
the ten largest hedge funds in the world at the time. He was part of the leadership team that increased revenues from $30 to $67 million, while achieving a 37% return on equity over two
years. The firm attracted more than 100 top institutional clients, including supranationals, central banks, pension plans and financial institutions. He may be reached via e-mail at:
Jlukomnik@Sinclaircapital.com.

Jeffrey K. Rathgeber, Managing Partner
Email: jrathgeber@pelorusadvisors.com | Tel: 860.247.7700 ext 703

Jeff is a founding Partner of Pelorus Advisors and brings world-class operational due diligence experience. Prior to joining Pelorus, Jeff was the Chief Financial Officer of the hedge fund
manager Topos LLC in Stamford, CT. As Director of Finance at Sailfish Capital Partners where he served from its inception in 2005, Jeff was responsible for all portfolio and investor
performance reporting. Prior to Sailfish, he was the CFO of DTAP Capital Advisors, a global macro hedge fund. From 2001 to 2004, Jeff managed the Controllers group at SAC Capital where
he was responsible for hedging the foreign currency exposure in the firm's trading portfolios. Jeff is a member of the International Association of Outsourcing Professionals (IAOP) and the
Professional Risk Managers International Association (PRMIA). He is a 1992 graduate of NYU with a Bachelors degree in Accounting.
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Philip Thomas, a securities and regulatory attorney specializing in investment adviser legal and compliance issues, is a member of the Financial Services and Banking group of Garrity,
Graham, Murphy, Garofalo & Flinn. Most recently, Mr. Thomas was the Director of the Private Funds Regulatory Practice at a New York law firm, where he served registered investment
advisers managing pooled investment vehicles. Prior to this, Mr. Thomas was the Chief Compliance Officer and Deputy General Counsel of SB Schonfeld Fund Advisors LLC. While at
Schonfeld, he led the organization of a number of private investment funds and structured and managed the compliance program of three investment advisers. Before this, Mr. Thomas
founded a boutique hedge fund regulatory consulting practice. He began his alternative investments career in 1995 at Merrill Lynch, where he was a key member of the team that brought
to market Merrill’s first fund-of-hedge-funds. Mr. Thomas received his J.D. from Rutgers School of Law-Camden and graduated from Hamilton College, with honors, in 1992. He is a former
US Navy officer who served both on active duty and in the Reserve Component.
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