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Foreword  

 

The concept of a Guide to Sound Practices for Hedge Fund Administrators was conceived during a 

meeting of AIMA members in Dublin in February 2003.  This conversation resulted in the AIMA 

Hedge Fund Administrators Summit, which was held in Dublin in Spring, 2003.  The main topics of 

discussion were, firstly, the possibility of AIMA commissioning a research paper on pricing practices 

and the problems of pricing some of the more complex investments used by hedge fund managers 

(due out in Q4 2004) and, secondly, the proposal to produce a Guide to Sound Practices for Hedge 

Fund Administrators.  It was unanimously decided at that meeting to proceed with both projects.  

At the same time, the DFIA – the Dublin Funds Industry Association – was independently considering 

a similar project.  

 

The Guide has been created by specialists in this field and looks at key areas, including 

agreements, anti-money laundering, NAV calculation, other services and the relationships between 

all parties associated with the fund.  In addition, it provides helpful examples of typical 

documentation as well as performance fee equalisation. 

 

This Guide is very much a joint venture between AIMA and the DFIA although, importantly, it is not 

jurisdiction specific and is relevant to practitioners around the world.  We agreed to produce the 

Guide as a joint effort and we would like to thank and congratulate the members of both 

associations (listed in Appendix 1), all of whom have volunteered their time and worked extremely 

hard to produce this Guide. 

 

Dermot Butler Gary Palmer 
Deputy Chairman, AIMA Chief Executive, DFIA 
Chairman, AIMA Sound Practices Committee 
 

September 2004 
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Introduction 

This Guide documents the main functions that a hedge fund administrator will engage in and 
describes the contribution that a hedge fund administrator may make to a hedge fund. 
 
The Guide seeks to identify the best practice in hedge fund administration although, as befits an 
industry the size of the hedge fund administration industry, there will be differences between 
practices described herein and practices employed by individual hedge fund administrators.  In this 
respect, the Guide should not be seen as a “benchmark” or standard against which to measure a 
hedge fund administrator’s performance but, rather, as an educational tool that describes what a 
typical hedge fund administrator will do. 

The topics covered by this Guide are: 

1. Start up phase 
2. Interaction with investors  
3. NAV calculation 
4. Completion of the service offering 
5. Support and review 

 
While considerable effort has been put into compiling the Guide, it is inevitable that there may be 
areas that have been overlooked or not sufficiently explored.  For this reason, the Guide should be 
regarded as a general overview of the services typically provided by a hedge fund administrator 
and not as a substitute for, or alternative to, professional advice.  Except where specifically 
addressed, the Guide does not describe practices that conform to any single regulatory regime or 
domicile.  It is intended to be neutral in this respect. 
 
The Guide aims to present a practical and user-friendly tool, rather than a textbook.  The Guide 
can be obtained from the following web sites: 
www.aima.org 
www.dfia.ie 
 

 
 

Start-up 
Phase 

Interaction 
with 

Investors 

NAV 
Calculation 

Completing 
the service 

Support 
& Review 



Guide to Sound Practices for Hedge Fund Administrators 5 

 

 

1. START UP PHASE 

 

1.1 Liaising with Lawyers 

Many hedge fund managers who have already established a fund in a particular jurisdiction will 
retain legal advisers on an ongoing basis who can advise in relation to the set up and establishment 
of future funds.  However, where a fund manager wishes to establish a fund in a jurisdiction for the 
first time, such a relationship will usually not already exist. The number of key participants in the 
hedge fund industry in each jurisdiction is fairly small and generally, such participants will know 
each other well.  When an onshore lawyer has been retained, he/she will usually take responsibility 
for instructing an offshore lawyer. Otherwise, the administrator may be in a position to provide the 
fund manager with a number of introductions to the relevant legal firms – this will have the added 
advantage from the administrator’s perspective of being involved in the establishment process 
from the outset. Some administrators take an even more proactive role in the fund establishment 
process, helping to draft the documents, liaising with lawyers in the jurisdiction selected and 
generally acting as “project manager”. 
 
Fund managers establishing a fund in a jurisdiction for the first time will clearly have a number of 
questions, ranging from complex operational points to regulatory issues, where applicable.  A fund 
manager can obtain useful advice and guidance from the administrator as regards the 
establishment and ongoing operations of the fund in that jurisdiction.  An administrator will be 
party to many more fund establishments than any manager ever will.  It stands to reason, 
therefore, that the administrator can offer advice from the benefit of their experience and this 
may be useful to the fund manager at the start-up phase. 
 
Notwithstanding this, many fund managers will select the lawyers first, with the choice of 
administrator often being made at a much later stage. However, there are benefits in choosing the 
administrator early in the process as it enables the lawyers and the administrator to liaise in 
relation to operational aspects of the fund structure at the outset, thereby avoiding any practical 
difficulties that may arise at a later point in the establishment process. Communication between 
the lawyers and the administrator will occur in a number of ways, from face-to-face meetings, 
conference calls or simply by way of correspondence through fax, letter or e-mail. 
 
The administrator may be able to provide useful guidance on various areas in respect of the fund 
which have an operational impact, although it is, of course, not its role or responsibility to provide 
legal or regulatory advice. Typically, the areas on which the administrator may assist will include, 
regulatory requirements (if applicable - e.g., compliance with the EU Savings Tax Directive), 
interaction with investment mangers and/or prime brokers, fee structures (in particular, 
performance fees and equalisation measures), shareholder communication, currency class hedging, 
anti-money laundering reviews, subscription, transfer and redemption procedures etc. 
 
Both the administrator and the lawyers will have a good idea of how long it will take to establish a 
hedge fund in the relevant jurisdiction and the volume of documentation required.  They will, 
therefore, be well placed to give the fund manager a realistic view of the timeframe within which 
it can reasonably expect to be operating from that jurisdiction.  Clearly, the timeframe within 
which a fund can be established will vary greatly from jurisdiction to jurisdiction, particularly if the 
relevant jurisdiction requires that the fund and, in some jurisdictions, the manager undergo an 
authorisation or approval process by the regulator in that jurisdiction. As an example, the 
timeframe may be extended if the shares of the fund are to be listed on the Irish or another stock 
exchange.  
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1.2  Prospectus Review 

The prospectus is the formal offering document, providing essential information upon which an 
investor’s decision whether to invest in the fund will largely be based. The prospectus must, of 
course, be accurate and disclose all relevant information. The administrator should review the 
operational aspects of the prospectus of the fund in detail prior to launch.  It is important that all 
operational and practical aspects of the fund are correctly reflected in the prospectus as the 
administrator will rely on the terms of the prospectus in operating the fund on an ongoing basis.  
Furthermore, it is important that the prospectus properly describes the manner in which the 
administrator will perform its duties. The administrator should review the prospectus in detail in 
relation to these operational aspects so as to ensure that there is no conflict between the relevant 
statements in the prospectus and how the administrator and manager envisage that the fund will 
operate on a day-to-day basis.   
 
The following areas of the prospectus will have particular relevance to the administrator:- 
• Description and Functions - a description of the administrator and a summary of the duties and 

functions it will undertake in respect of the fund should be provided.  Such description and 
summary will be included in the prospectus in respect of all of the service providers. 

• Interaction with Investors - sections dealing with subscription, transfer and redemption 
procedures are required.  It is important to ensure that the prospectus accurately reflects 
what will occur in practice (examples of this include the cut-off time by which redemption 
notices need to be received and, in the case of subscriptions, when application forms and 
subscription monies need to be received). 

• Anti-money Laundering (“AML”) & other Regulatory Issues - AML procedures will need to be set 
out clearly in the prospectus and the administrator must ensure that it is satisfied that the 
relevant checks required to be undertaken by it are properly reflected . It will also be 
necessary to ensure compliance with the requirements of other regulations, including, inter 
alia, the EU Savings Tax Directive and the “New Issues” regulations, where applicable. 

• Fees – the administrator will need to review the sections dealing with other fees, such as 
performance fees and whether performance fee equalisation will be applied and the 
mechanism to be used. The administrator should prepare worked examples, so that all parties 
can be sure that the fees are as envisaged (see post). It will also need to ensure that its own 
fees, if disclosed, are accurately reflected in the prospectus. 

• Valuation of Assets – the administrator should be comfortable that the prospectus reflects how 
the administrator will value all investments held by the fund. Some clients will prepare a 
dummy portfolio for the administrator to value so as to ensure that the manager is 
comfortable with the valuation mechanisms of the administrator.  Furthermore, the 
administrator should confirm that it is comfortable with, and can operate, the valuation 
principles. 

 The information in the prospectus concerning valuation of assets may be very specific in 
relation to OTC derivatives. In Luxembourg, the regulator seeks formal confirmation from the 
fund’s auditor concerning the valuation model mentioned in the prospectus. For example, this 
may be needed when the fund’s strategy is based on one OTC derivative, such as a 
performance swap for a capital protected product; the auditor will have to confirm that he/she 
is in a position to perform an independent valuation of the product and that the product is 
consistent with the proposed strategy. To do this, the auditor will have to assess the 
administrator’s valuation.   

  A number of hedge funds ensure that the valuation principles set out in the prospectus are 
fairly broad, for the sake of flexibility.  A more detailed “Pricing Policy” document will often 
be prepared and this should be reviewed with the administrator. 
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• Liaising with Shareholders – It should be clear from the prospectus how communications should 

be conducted between the investors and the administrator.  This includes how instructions are 
communicated with regard to subscriptions, transfers and redemptions.  However, it will also 
include whether subscription monies are paid to the administrator, as well as how redemption 
monies and dividends are paid to the investor. Some administrators do not provide for 
subscription monies to be paid directly to them but, instead, may provide for subscription and 
redemption monies, dividends and expenses to be paid into, and out of, a separate account 
maintained in the fund’s name with a “payment bank”. The prospectus should also clarify the 
manner in which shareholders will be notified of their shareholding in the fund once they have 
subscribed for or redeemed shares in the fund, e.g. confirmation of entry, contract or 
confirmation note, share certificate etc. 

 
 
1.3  Negotiating Agreements 

The administration agreement will reflect the contractual basis on which the fund has appointed 
the administrator.  This agreement will set out in detail the various duties which are to be 
undertaken by the administrator in its capacity as administrator of the fund.  It is important for 
both the administrator and the fund to express clearly the manner in which these functions will be 
undertaken.  As mentioned in the next section, administration agreements will usually be 
accompanied by service level agreements which reflect how the administrator will carry out its 
functions on a practical basis. 
 
The administration agreement will generally cover the following areas:- 
• Services offered by the administrator – these services will usually include (i) registrar and 

transfer agency functions, such as processing subscription, redemption and transfer requests, 
as well as maintaining the share register, (ii) NAV calculation, (iii) preparation of financial 
statements and reports, including liaising with the fund’s auditors, (iv) trade settlement 
support with fund managers or prime brokers and (v) ongoing support and review in relation to 
matters such as compliance and regulation. 

• Fees and expenses - the administration agreement should specify the level of fees payable to 
the administrator in respect of the administration services.  Such clause should also indicate 
how the relevant fees are calculated, accrued and paid. 

• Liability/Indemnity – the administration agreement should include a clause dealing with 
circumstances where the administrator may or may not be liable for any loss incurred as a 
result of the performance of its duties under the administration agreement. An administrator 
will generally only be liable for such loss or damage as a result of its fraud, negligence or 
wilful default.  The fund should normally indemnify the administrator for any losses incurred 
by the administrator in the performance of its duties.  Such indemnity shall generally not 
extend to any loss suffered by the administrator where such loss was as a result of the 
administrator’s fraud, negligence or wilful default.   

• Termination – the agreement should set out the circumstances under which each party may 
terminate the agreement, covering notice periods, termination fees, penalties and default 
provisions.   

• Governing law and jurisdiction – The agreement will generally be governed by and construed in 
accordance with the laws of the location of the administrator itself.  In the event that the 
domicile of the fund and the administrator are different, the parties must determine which 
jurisdiction would more appropriately govern the agreement and any dispute arising in 
connection with it. 

• Anti-money Laundering – the allocation of responsibilities for performing anti-money 
laundering duties and reporting requirements should be clearly set out as between the fund 
manager, administrator and any other parties concerned.  
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1.4  Service Level Agreements 

 The legal agreement, i.e. the administration agreement which the fund (or its manager) will enter 
into with the administrator, should set out the contractual arrangements between the fund and the 
administrator. These agreements would not normally describe the individual steps that each party 
should undertake in performing its obligations under the relevant contract, nor would they describe 
in sufficient detail how the parties will work together.  For this reason, the administration 
agreement should be supplemented by a Service Level Agreement (SLA).  
 
A SLA is usually drawn up by operational people. It should lay out the detailed operational flows in 
plain language and should, ideally, present measurable objectives for all parties. For example, on 
trade reporting, rather than merely confirming that trades will be uploaded by the administrator 
each day, the SLA might state the following: 

1. The fund manager will report trades to the administrator on a T+1 basis (T being the trade 
date); 

2. These trades will be reported to a defined email address by 10 am; 
3. The file will be of a pre-determined type and will contain agreed fields; 
4. The administrator will upload these trades each day by 12 noon; 
5. The administrator will confirm back to the fund manager the successful receipt and upload 

of the trades by 4pm; 
6. Any problems with the trade file, such as incomplete data or unrecognised securities, will 

be advised to the fund manager by 4pm. 
 
While every SLA will differ, the over-riding objective of each one is to ensure that the fund 
administration process is documented, achievable and will result in a satisfactory administration 
service being delivered.  It should also facilitate the easy identification of problems.  For example, 
if the trades in the above example are not being input on a timely basis, then it must be because 
one of the steps has failed. 
 
The SLA should ideally cover every area the fund administrator will work on.  It will cover most of 
the topics covered by this Guide including, inter alia: 
 Contact details for both parties 
 Shareholder servicing 
 Trade capture 
 NAV calculation (including details of valuation) 
 Performance fees (calculation method and examples) 
 NAV deadlines 
 Publication deadlines 
 Expense payments 
 Financial statement production 
 Anti-money laundering and related due diligence 
 Other relevant compliance matters, such as the EU Savings Tax Directive, “New Issues” 

regulations et al 
 
In order to measure performance under the SLA, a regular meetings’ schedule should be established 
between the fund manager and the administrator.  The quality of service and modifications to the 
SLA itself should be addressed at these meetings. 
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2. INTERACTION WITH INVESTORS  

 

2.1  Investor Services and Reporting 

The role of the transfer agent has changed considerably over the past decade and is continuing to 
expand. The traditional role of the transfer agent, that of simply processing investor transactions 
and issuing dealing confirmations, has long become more specialised as a result of the introduction 
of more complex fund structures, along with regulatory and compliance requirements. Systems 
development and on-going enhancements are critical in ensuring that an administrator can deal 
efficiently with the evolving nature of hedge funds.  This section gives an overview of the main 
duties and reporting requirements of the transfer agent. For consistency, the Shareholder Services 
department / Transfer Agent / Registrar, will be referred to below as the ‘administrator’. 
 
The following is a summary of the typical duties of the administrator as transfer agent: 

• Maintaining the share register and investor registration details; 
• Processing all dealing transactions including subscriptions, redemptions, exchanges and stock 

transfers; 
• Ensuring proper completion of subscription forms, with reference to requisite qualification 

requirements and monitoring the number of US and benefit plan investors; 
• Reporting all such dealing to the fund manager in a prompt and efficient manner; 
• Issuing dealing confirmation, statements and reports to investors and dealing with investor 

queries; 
• Completing all appropriate AML and client identification checks; 
• Where applicable, ensuring compliance with the EU Savings Tax Directive and “New Issues” 

regulations; 
• Processing performance equalisation; 
• Calculating and paying out trailer fees to brokers or financial advisors; 
• Calculating and paying out commission fees to brokers or financial advisors; 
• Issuing and maintaining a record of share certificates (if applicable); 
• Issuing redemption payments; 
• Processing dividends and dispatching dividend documentation; 
• Reporting as required to stock exchanges; 
• Maintaining client subscription accounts and ensuring that transfers are made to the fund’s 

account on the relevant dealing day. 
 
Communicating with Investors 
In communicating with the Investor, the administrator effectively becomes the fund’s back office. 
The administrator’s contact details will appear on dealing confirmations and statements issued to 
investors. The administrator should add value to the fund through efficient processing of investor 
dealing and reporting.  This is achieved through: 
• Deal receipt confirmations being sent to investors within 48 hours of receipt of application 

form; 
• Final dealing confirmations and regular valuation statements being issued within an agreed 

timeframe after the NAV per share becomes available; 
• convenient and secure means of communication with investors via a number of different 

channels, including automated email, fax delivery and secure web reporting platforms; 
• Investor queries being acknowledged and ideally resolved on the day of receipt; and 
• Complaints and error reports being logged and available for inspection; complaints must be 

handled and/or communicated to the fund, manager, regulator as appropriate. 
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Communicating with the Client/Fund Manager 
It is vital that the administrator can promptly report to the manager details of all dealing requests 
received by the administrator.  This is an important report, which can have an effect on the fund 
manager’s decisions, i.e. making a decision as to what underlying positions are to be liquidated to 
meet fund redemptions etc. This reporting process should be automated where possible, preferably 
with technological links to the manager’s own system.  The manager should also be informed of any 
material ad hoc queries that may arise from shareholders.  The administrator should be in a 
position to provide reports regarding the type of entity investing and their percentage holding and 
a geographical breakdown on summary compliance registers that also show if there are any 
outstanding anti-money laundering or tax declarations for investors. In normal circumstances, these 
items would always be collected before the investor is accepted and invests in the fund, although 
the obligation to do so depends on the regulation in the relevant jurisdiction. 
 
Internal Control 
Risk reduction is a vital part of the administrator’s responsibilities and procedures and checklists 
become important here.  It is critical that proper checks and balances are incorporated as part of 
the control process for investor dealing. Overall checks should also be incorporated into procedures 
ensuring that all information is sent out to investors in a timely and accurate manner. The 
administrator should ensure that the “four eyes principle” is adopted before any information 
becomes final on its system or released to outside departments, investors and/or clients. 
 
AML/Know Your Customer (“KYC”)  
Source of funds, client identification, monitoring of suspicious transactions and redemption 
payments are important parts of the AML process. Administrators should ensure that they are able 
to check investor names (and underlying investor names) against US Office of Foreign Asset Control 
(“OFAC”) and E.U. blocked person lists and to comply with the EU Savings Tax Directive (see below) 
where applicable.  All regulatory requirements must be strictly followed with regard to AML issues 
and the administrator must ensure that all staff are provided with appropriate staff training at 
regular intervals. 
 
Investor monitoring 
Application forms are becoming more and more complex and require investors to provide an 
increasing amount of data and to make a number of declarations. For example, they may require 
statements about whether the investor is a “Qualifying” or “Professional” investor and require the 
administrator to have the ability to monitor the percentage holdings of ERISA or benefit plan 
investors and whether or not investors are eligible to invest in so-called “new issues”. Another 
development is the EU Savings Directive, which is now expected to come into effect on 1st January 
2005. The Directive requires each individual investor in the EU to provide a Tax Identification 
Number (TIN) and, if such number is not available, an administrator, as a “paying agent”, must 
establish and record the investor’s date and place of birth (both town and country) by reference to 
his/her passport or other official identification. Administrators should make the necessary 
enhancements to their systems, to allow them to record and monitor this information in respect of 
each affected investor. 
 
Fund structures have become more complex over the last few years. It is essential that the 
administrator is able to service the different structures, such as master-feeder structures with 
multi-share classes that may require the administrator to be proficient in different forms of 
accounting, e.g. Series of Shares, share equalisation or partnership accounting. Although investors 
are more aware of how, for example, performance fees are calculated using equalisation, the 
administrator should provide explanations and worked examples which have been reviewed by the 
auditor.   
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Acknowledgement letter/ Order confirmation 
When an investor sends in an application to subscribe to or redeem from a fund, the administrator 
should respond, confirming the date the transaction will be processed and requesting any 
additional information that may be required in order to complete the dealing transaction. For 
example, for a subscription, complete AML and KYC processes and procedures must be followed, 
including obtaining documents (preferably, certified) such as a copy of a passport and a utility bill 
to verify an address. If the complete AML due diligence information has not been received from a 
redeeming shareholder, the administrator MUST block payment of the redemption proceeds to the 
delinquent investor until the administrator receives all of the necessary information in the proper 
form. Original redemption instructions should be required. Confirmation of receipt of the deal 
instruction to the investor should go out without delay. 
 
Subscription Note 
Once an NAV per share is finalised, the subscription application can be fully processed. For 
subscriptions, a subscription note should be sent to the investor. The note will typically show the 
number of shares issued, the price, the amount invested and the applicable dealing and NAV date. 
The note should show any applicable charges, e.g. up-front sales charge. 
 
Redemption Note 
Once an NAV per share is finalised, a redemption instruction can be fully processed. A redemption 
note should be sent to the investor. The redemption note will typically show the number of shares 
redeemed, the price and the amount redeemed, the dealing date and the NAV date. The note 
should show any applicable charges, e.g. early redemption exit fee. 
 
Shareholder Statement 
Shareholder Statements should normally be sent out to investors following the release of the NAV 
per share and completion of dealing for a particular dealing date. Statements will generally show 
the number of shares held, the latest NAV per share and the value of the holding. 
 
Shareholder Equalisation Statement 
For funds that use equalisation, a statement showing the equalisation adjustment and value should 
be sent to investors following the release of the NAV per share and completion of dealing. 
 
Fund Manager’s Report 
Some administrators will also send out the fund manager’s report along with the investor’s 
statements. Typically, the manager will send the investment report to the administrator 
electronically and the administrator will attach the manager’s report to the investor statements. 
The administrator should ensure that it is made clear in that report where figures and comments 
originate from the manager, so that the administrator assumes no responsibility for, and does not 
verify, the manager’s numbers. 
 
Trailer and Commission Fee Reporting 
Trailer and commission fees may be paid to financial advisers/brokers that introduce business to a 
fund. A fee report or statement typically shows investor details, amount invested, trailer fee or 
commission percentage and amount. A trailer fee report also shows the breakdown of all brokers 
and financial advisors that have introduced business to a fund. Administrators will often be asked 
to keep records and provide statements of such fees to the relevant agents. 
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Share Dealing Report/Creation & Liquidation Report 
When a dealing cycle is completed, a share dealing report should be produced, showing the total 
movement in capital and shares and this should be reported to the valuations department of the 
administrator and the fund manager. This report should be used as an overall control on the dealing 
process and the total number of shares on the register should equal the total number of shares on 
the share dealing report. 
 
Ad hoc Reporting 
The administrator should be in a position to provide other ad hoc reports such as an analysis of 
investors and their percentage holdings, investor activity levels over the life of the fund and NAV 
track record, in addition to advising the manager if any investors need to provide further 
compliance or taxation information. 
 
 
2.2  Anti-Money Laundering (AML) 

In many jurisdictions, AML legislation has been in force for fund administrators and other financial 
institutions for several years. However, with the events of September 11, 2001 and the introduction 
of legislation such as the USA PATRIOT Act, 2001, AML has become a “hot topic” right across the 
industry. This section is designed to provide an overview of the current legal framework affecting 
administrators based in the major financial centres of the world. In this context, it must be 
stressed that the administrator must find out what AML regulations apply in the jurisdiction of the 
fund, as well as its own jurisdiction, if that is different, and ensure that the fund complies with 
those regulations. As a matter of prudence, it is recommended that administrators should use the 
most comprehensive requirements of all jurisdictions, regardless of where the fund is set up.   
 
Money laundering is the criminal practice of disguising the ownership and movement of criminal 
funds, derived from, or used to commit, offences ranging from narcotics trafficking, terrorism, 
arms smuggling, and trafficking in human beings, to financial frauds. It now also includes tax 
evasion. The ill-gotten or “dirty” money is filtered through a maze or series of transactions, so the 
funds are “cleaned” to look like the proceeds from legal activities. 
 
European states were directed to introduce measures to counteract money laundering by the EU 
Council Directive (91/308/EEC) and The Forty Recommendations of the Financial Action Task Force 
(FATF)  (an OECD sponsored body set up to counteract money laundering on a global basis).  While 
individual countries will have framed legislation differently, the goal is to establish a “level playing 
field” for AML across Europe. 
 
The main provisions of the European approach to AML can probably most readily be illustrated using   
Ireland as an example. The relevant legislation in Ireland is The Criminal Justice Act, 1994.  This 
Act imposes certain obligations on “designated bodies” (principally, financial institutions) with 
respect to the: 
2.2.1 identification of customers; 
2.2.2 reporting of suspicious transactions; and 
2.2.3 retention of documents and records of transactions. 
 
For the avoidance of doubt, a hedge fund administrator operating in Ireland would be regarded as a 
“designated body” and should follow the steps below when performing AML procedures for a hedge 
fund. 
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2.2.1 Identification of customers 
As part of the investor identification procedures, generally, administrators should only accept new 
investors into a fund after: 
• Confirming the identity of the investor and, if applicable and appropriate, the principal 

beneficial owners on whose behalf it is making the investment; investment in many jurisdictions 
applies a standard as to beneficial ownership requiring identification of those with 10% or 
greater ownership or control of any legal entity, although some jurisdictions differ, such as 
Guernsey, which imposes a 5% reporting threshold; or 

• If the investor is investing on behalf of other underlying investors, confirming the identity of the 
investor and those underlying investors; or 

• Determining that it is acceptable to rely on the investor due diligence performed by a third 
party with regard to the investor, provided that third party is a “Designated Body”. 

 
The typical documentation required to verify investor identity is listed at Appendix 2. 
 
2.2.2 Reporting of suspicious transactions 
All employees are required to report suspicious activities immediately to their AML compliance 
officer, also referred to as the Money Laundering Reporting Officer (“MLRO”).   The MLRO is 
responsible for investigating suspicious activities and determining (sometimes, if appropriate, in 
consultation with legal counsel) whether to file suspicious activity reports with the authorities, 
usually the police. 
 
The MLRO should maintain a copy of all suspicious activities reports submitted to the authorities 
and their response. These records are usually required to be maintained for 5 years after the 
relationship with the investor/client has ceased (whichever is the longer), although there may be a 
requirement to hold them for longer in some jurisdictions . 
 
2.2.3 Retention of documents and records of transactions 
 
Material Verifying Evidence of Identity 
Copies of all documents used to identify an investor must be maintained for a period of at least 5 
years after the relationship with the customer has ended, unless the requirement in the jurisdiction 
of domicile of the fund is that they should be held for a longer period. 
 
The following are examples of the types of documents that the administrator should retain as part 
of its investor records retention policy: 
• Original subscription applications, redemption requests and any instructions from the investor 

pertaining to account maintenance issues; in some jurisdictions, copies of these documents may 
suffice; 

• Copies of all documentation reviewed in connection with investor identification procedures or 
enhanced due diligence procedures; 

• The completed AML “check list” or similar due diligence documentation; 
• Any reports or documents submitted to law enforcement or regulatory authorities concerning 

suspicious activity of an Investor. 
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All ‘inactive’ or ‘closed account’ files should normally be maintained in an offsite storage facility.  
‘Inactive’ or ‘closed accounts’ are defined as investors who have fully redeemed from a fund and 
for whom there are no pending transactions on the account.  All such files may be stored on disk 
but all original documentation should be maintained in an offsite storage facility and may also be 
copied onto disk.  
 
Transaction Records 
Original transaction records must be maintained for a period of at least 5 years and, in some 
jurisdictions, may be required to be held for a longer period. Copies may be acceptable in some 
jurisdictions. Copies of bank statements evidencing individual transactions should also be 
maintained for at least 5 years and, in some jurisdictions, for longer. 
 
Conversions - Transfer of Records from Prior Administrators  
In circumstances where funds change administrators, the regulations may contain no specific 
guidance as to what compliance checks should be carried out by the new administrator to 
determine the level of AML compliance for the fund. 
 
It is recommended that the following process be carried out when records are taken over from a 
prior administrator: 
• Complete inventory of all AML and transaction documentation;   
• Screening of all investors in the fund against the OFAC and Non-Cooperative Countries and 

Territories (“NCCT”) lists; 
• Follow up with each investor to provide any outstanding documentation which is deemed 

appropriate; and 
• In circumstances where there is a delay in the transfer of records, a letter of representation 

should be obtained from the prior administrator to certify that due diligence has been carried 
out on all investors that are being transferred to the new administrator. 

 
Employee Education 
Administrators are required to provide all employees with a training session on AML policies and 
procedures.  It is recommended that all employees receive AML training sessions on, at least, an 
annual basis. This should include modules with respect to AML laws, regulations and trends in 
money laundering.  The MLRO should retain records of all AML training sessions for a period of 5 
years. 
 
 
2.3 Equalisation  
 
The Concept Explained 
With the advent and development of performance fees, “equalisation” has become increasingly 
popular over time.  We examine what it is, how it works and most importantly, what an 
administrator should be doing when implementing equalisation. 
 
Hedge funds usually charge performance fees based on the value added to each shareholder’s 
investment on a periodic (e.g., annual) basis.  If all shareholders invest at the same NAV on the 
same day and the fund is completely closed (i.e. it does not permit additional investors to invest or 
redeem), then all investors would suffer their proportionate performance fee.  There would be no 
need for equalisation because all shareholders will have been treated fairly.  
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However, when there is active subscription and redemption activity in a fund, equalisation is 
necessary to apportion the performance fee fairly amongst shareholders. The situation may be 
complicated further by the use of “high water marks” – the point at which the fund’s last NAV per 
share was at its highest – as a benchmark against which any performance is measured. 
 
Equalisation is a means of ensuring that inequities do not occur between shareholders when a 
performance fee is levied. There are a number of methods of implementing equalisation but each 
method seeks to achieve the same goal – to ensure that every shareholder is charged his/her fair 
share of performance fees based on how his/her own investment in the fund has performed.   
 
Series of Shares and Consolidation procedure  
For funds that use the Series of Shares and Consolidation method of achieving the equitable 
allocation of incentive fees, a new series of shares is issued on each dealing day, usually at a fixed 
price per share. The incentive fee is then calculated separately in respect of each series of shares. 
When an incentive fee is paid on that Series of Shares and on the initial “Lead” Series of shares 
that was issued when the fund was launched, then the two Series of Shares will be consolidated 
into the initial Lead Series.  Thus, the investor will redeem his/her existing Series of Shares and 
reinvest the proceeds into the Lead Series at the current NAV per share.  Thereafter, the investor 
will only have Lead Series, which will often be the only NAV per share that will be published. If an 
incentive fee is not paid on either or both of that series of Shares and the initial “Lead” Series of 
Shares, then the two Series of Shares will not be consolidated until such time as an incentive fee is 
paid on both of the Series of Shares. 
 
The challenge of providing electronic transfer agency solutions as well as meeting the requirements 
of a wider range of investors increases the importance of choosing a hedge fund transfer agent who 
has invested and has the ability to continue to invest in systems and communications 
infrastructures.  Investors in a fund of hedge funds may require more frequent reporting from 
transfer agents and web-based communication channels are an important first step which all 
transfer agents should have under active consideration.  Following closely behind are on-line 
enquiry and dealing solutions. Web-based reporting solutions will not necessarily replace traditional 
solutions, not least because regulators are likely to insist that fax and traditional mail channels 
continue to be offered to investors in the near term. 
 
Some funds use the Series of Shares and Consolidation Method of eliminating inequalities in the 
allocation of incentive fees, as described here, but if there is a significant volume of investors this 
method can quickly become very cumbersome. As a result, one of the equalisation methods has 
become popular as an efficient method of achieving the same end result.  In short, equalisation 
adjusts the number of shares an investor owns, thereby ensuring that the hedge fund maintains 
only one NAV per share, per class. 
 
Appendix 3 explains the terminology of equalisation, the inequities that can arise and three of the 
more common methods of equalisation used today. 
 
Sound Practices  
What should administrators do to ensure that they calculate equalisation efficiently and accurately?   
 Systems: most hedge fund administrators will have well recognised and reputable equalisation 

software which eliminates the need for manual calculation.  Once the number of investors and 
/ or the volumes of subscriptions and redemptions become large, manual calculations would 
become onerous and be prone to error.   
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 Training/Understanding: it is essential that the administrator understands the concept of 

equalisation, the method being used and the details of the calculation, as a system is only as 
good as the input information.  The fund accounting team dedicated to the administration of 
the hedge fund should be properly trained to be able to assess the equalisation information 
obtained from the system. The fund accounting team must be able to assess the reasonableness 
of the information provided by the system relative to the performance and activity of the fund. 

 
 Pre-launch Preparation: the administrator should discuss the details and mechanics of the 

equalisation method chosen with the fund manager in advance of the launch date. The 
administrator should also read the prospectus to ensure that what has been described therein is 
consistent with the stated aim of the manager, that the method described complies with the 
administrator’s systems and explains the administrator’s calculation of equalisation, whether 
manually or automatically. The administrator should then set up a model, to “walk through” 
the various scenarios and get agreement from all parties (manager, administrator and auditor) 
that it is operating effectively, in accordance with the terms of the prospectus and with the 
intentions of all of the parties.  This should help to reduce the risk of errors and disagreements 
later.  

 
 Analytical Review: finally, an analytical type review of the results of the performance fee 

realised and equalisation balances should be performed by the administrator, or the manager, 
as a “sanity check” on the results for the year. This is not a precise reconciliation but rather a 
high level review to see if the results “make sense” in terms of the activity and performance of 
the fund and the timing of subscriptions and redemptions during the period. 

 
 Investor statements: the administrator should be equipped to submit regular statements to the 

fund’s investors, showing the amount of equalisation credit accruing to them. Most of the 
modern equalisation systems will have the ability to provide such information. 
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3. NAV CALCULATION 
 
The calculation of the NAV of the fund is often seen as the only job of the administrator but, as can 
be seen from the above two sections, it is in fact just the next step in ensuring the smooth running 
of the fund.  Having helped with the start up of the fund and with the investor dealing, the 
administrator now performs the most important function, calculating the NAV of the fund on a 
timely basis. 
 
The calculation of the NAV is a vital task because the price at which investors buy and sell the 
shares or units of the fund is based on its NAV.  It is also the key determinant in calculating the 
fees that the manager earns.  Therefore, it is difficult to overstate the importance of accurate and 
timely calculation of the NAV.   
 
The starting point for the calculation of the NAV is to build up the trade history of the fund, in 
order to have an accurate picture of the fund’s assets.  Then, up to date prices – where possible, 
obtained from an independent source - need to be applied to those assets in order to work out 
their value. In order for the administrator to gain confidence that its record of the fund’s holdings 
and prices is accurate, reconciliations with the statements provided by the prime broker, custodian 
or the manager must be performed.  Finally, fees will be calculated and the NAV finalised.  Thus, 
there are five basic steps in the calculation of NAV. 
 
 
3.1 Trade Capture 
 
There are two basic types of transactions that an administrator will need to be able to process – 
transactions reflecting investor activity and those relecting trading activity.  As most hedge funds 
only allow subscriptions and redemptions on an infrequent basis (e.g., monthly or quarterly) and 
tend to be aimed at high net worth or institutional investors, the investors’ activity tends to be less 
voluminous in comparison with other types of investment funds.  Nevertheless, efficient 
communication is required between the investor dealing teams and the valuation teams to ensure 
that the valuation system is updated for all investor dealing.  In some administration companies, 
these two functions may be combined. 
 
Conversely, the level of trading activity can sometimes vary as between hedge funds, depending on 
the strategy the fund is pursuing. Irrespective of the volume of trading, it is desirable that the 
trading activity of the fund is properly reflected in the valuation systems of the administrator as 
soon as possible. Most prime brokers are able to send an electronic trade file to the administrator 
on a daily basis, detailing all the trades done that day, and many managers may also be able to do 
this; in any event, it is preferable to obtain the information from the prime broker, clearing broker 
or other counterparties and get the manager to confirm that the statements received from those 
counterparties are full and complete. Although sometimes unavoidable, it is not prudent to take 
manual feeds from the manager or from any other party. The method of communication will differ, 
depending on the technological sophistication of the manager, but should be electronic.  Common 
methods include SWIFT, FTP or CSV / Excel files that are emailed to the administrator.   
 
Once these files have been received, the administrator should be able to upload the trades 
automatically onto its system.  Administrators should seek to avoid any manual interface here in 
order to minimise the risk of error.  It is important to examine each link in this process, to ensure 
that the risks of error are minimised. 
 

Start-up 
Phase 

Interaction 
with 

Investors 

NAV 
Calculation 

Completing 
the service 

Support 
& Review 



Guide to Sound Practices for Hedge Fund Administrators 18 

 
 
 
The next stage is to accumulate the positions that the fund holds.  This means simply that the 
number of securities held by the fund (long or short) in each position needs to be calculated and 
reconciled to the broker records.  Obviously, this should be done every day so as to ensure a 
smooth month-end NAV process.   
 
Once this has been completed, the administrator knows the assets of the fund, the holdings and the 
remaining cash.  The next step is to apply prices to those assets in order to value them. 
 
 
3.2 Security Pricing 
 
Security pricing is a high-risk area for administrators, managers and prime brokers. It requires high 
quality data feeds, automated price validation systems and highly experienced staff.  The risk of 
applying the wrong prices to a fund is ever present and extreme care is required to avoid this and 
any consequent reputational damage to the manager, administrator and prime broker. 
 
It is also vitally important to consider the independence of the pricing process.  Wherever possible, 
the administrator must independently price the assets of the fund.  This is essential to preserve the 
actual and perceived independence of the NAV process and to protect the manager from 
accusations of bias.  If the pricing environment of the fund is not rigorous, then the investors could 
be exposed to the risk of incorrect pricing.   
 
However, there will be occasions when valuations of certain instruments can only be made by the 
manager and the issuer of the instrument, or by the manager alone.  In such situations, it is 
important that the method of valuation is agreed with the administrator and the auditor before the 
fund is launched and that there is some way for both of them to check the pricing of the 
instruments during the life of the fund.  The administrator should be able to assess the 
“reasonableness” of the manager’s and/or product issuer’s price.   
 
 It is also important that, if a dispute on pricing should arise, there is an agreed procedure for 
resolving the disagreement.  This procedure should be agreed before the fund is launched or, at 
least, before trading commences in the problematic instrument(s).  The parties to such an 
agreement should be the manager and the counterparty, as well as the administrator, who may in 
some cases have obtained a third party valuation (s), and the auditor. 
 
In order to consider the challenges facing administrators in security pricing, it is important to 
distinguish between exchange traded securities and those that are not.  
 
Exchange traded securities: these are publicly traded and, therefore, their prices are publicly 
available to the administrator.  Most administrators will have the capability to price exchange 
traded securities at certain times during the day, such as 10am or 4pm, as well as the traditional 
close of business prices.  However, merely capturing the prices is not enough; those prices need to 
be validated.  
 
Equities: it is pretty straightforward for the administrator to capture equity prices.  There are 
many vendors that can offer price feeds to the administrator.  But it is important to recognise that 
the administrator’s work only starts when the prices are captured.  Once captured, the prices need 
to be validated or checked. Each administrator should pose the following questions: 

1. Should the administrator compare 2 different sources, or perhaps 3?   
2. How can the administrator be satisfied that the prices captured are valid?   
3. What are the tolerances used?   
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4. How do the tolerances vary from exchange to exchange?   
5. Is the validation flexible?   
6. How are stale prices treated?  
7. How liquid is the market?  
8. How is the primary market/exchange defined? 
9. What time of the day is the portfolio priced? 

 
Clearly, what is suitable for equities quoted on the NYSE may not be suitable for equities quoted in, 
say, Zimbabwe, so the administrator’s procedures should reflect this. 
   
Fixed Income: a lot of fixed income securities operate in the same way that equities do and the 
same principles apply.  However, certain fixed income securities are harder to price because they 
are thinly traded or not quoted.  The administrator needs to be able to source prices from brokers 
who can reliably give quotes for these securities.  It should be evident that rigorous internal control 
is required here.  For example:  

1. How many brokers are used?   
2. Is a simple average used or are the outliers discarded?   
3. What validation procedures are used?   

 
Clearly, the harder a bond is to price, the more work the administrator needs to put into the 
pricing.  The resources of the administrator will be tested on these positions.  
 
The administrator should consider using the pricing services available from providers such as 
Bloomberg, Reuters, etc., as part of this process, with regard to both equities and fixed income 
products.   The pricing procedures adopted must also be implemented on a consistent basis at each 
valuation point. 
 
Over The Counter (“OTC”) or Unquoted: the fact that the prices of these securities will be harder 
to find does not absolve the administrator of its responsibility to price these positions 
independently. How can this be done?  There are two avenues the administrator must explore.  
Firstly, a counterparty valuation should be obtained.  Generally, the counterparty’s valuation is a 
good indication of the value of the position because often only the counterparty can release the 
fund from the position. Furthermore, in some jurisdictions the administrator is obliged to value the 
position based on the counterparty’s valuation.   
  
However, this is not enough on its own.  The administrator needs to have internal capability to 
price these positions, either within its own pricing department or by availing of the expertise of a 
third party vendor.  The administrator needs this internal capability because:  

• the counterparty’s valuation might not be available; 
• the counterparty’s valuation is not sufficiently accurate because they have not updated their 

model;  
• the counterparty has made unreasonable assumptions on some input criteria; and   
• the counterparty’s valuation is not an independent price source because the counterparty 

has a clear vested interest in the price and, therefore, a clear conflict.  
 
In some cases, the administrator may be required to rely on prices determined by the manager, 
using its own pricing model for some specific complex derivatives instrument, for example. 
Although this is not desirable, there may be no alternative. In such cases, the administrator should:  
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1. ensure that the valuation procedure whereby the administrator is obliged to value the fund’s 

portfolio on prices based on the manager’s pricing model or formula is fully disclosed in the 
offering documents and the administration agreement; 

2. ensure that the manager discloses both to the administrator and the fund’s auditor how the 
pricing model works and permits the auditor to carry out spot checks from time to time, to 
verify correct application of the pricing model; and  

3. if possible, install the pricing model on its own system so that it can check the prices provided 
by the manager. 

 
Armed with their own sources and the counterparty’s valuation, the administrator should be in a 
position to value the OTC position competently. 
 
Security pricing is a highly skilled area, requiring highly trained and knowledgeable staff.  It should 
not be done by “part-timers” nor should there be duplication of effort.  Ideally, each security 
should be priced once for all funds holding that security at that time.  Control of this function is 
one of the central obligations of the administrator, who should be employing common pricing 
procedures across all of the funds it administers. 
 
 
3.3 Reconciliations 
 
In calculating a reliable NAV, it is not sufficient that the administrator merely captures the trades 
and prices the securities.  A thorough and complete reconciliation to the prime broker and other 
brokers needs to be carried out.  This is important simply because the administrator needs to make 
sure that its accounting numbers are backed up by physical assets held by the custodian, prime 
broker and/or other brokers. 
 
In considering what should be reconciled, the simple answer is: everything.  All assets held by the 
fund should be reconciled between the administrator’s records and those of the relevant third 
parties; this will include assets or collateral held with prime brokers, futures brokers, CFD 
counterparties, OTC counterparties, custodians or any other group. 
 
The reconciliations should encompass nominal holdings, value and transactions entered into during 
the period.  In short, the administrator should be able to show that the prime broker is reflecting 
the same trades, holding the same positions and valuing those positions in line with the 
administrator’s own records.  Any material break in reconciliation must be resolved before the NAV 
can be finalised. 
 
It is preferable that the reconciliation is electronic. The purpose of the reconciliation is to resolve 
the differences and this must, by definition, be done manually.  Therefore, when examining the 
administrator’s reconciliation process it is important to focus not only on how they do the 
reconciliation but also on how they resolve the differences. 
 
 
3.4 Expense Calculation 
 
It is often overlooked but the calculation of the expenses in a hedge fund is very important.  The 
fund must accrue its expenses on a timely basis so that it has sufficient accruals to meet expenses 
as they fall due. 
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Administrators will accrue all known variable and fixed fees.  The variable fees may include those 
for management, administration, custody and performance.  The fixed expenses usually include 
audit fees, listing expenses, establishment costs, legal expenses, directors’ fees and others.  The 
administrator should coordinate this with the manager to ensure all expenses are being identified. 
 
The most important fee from the manager’s perspective is the performance fee.  It is a key source 
of revenue for the manager and it is why many managers launch their hedge funds.  The 
performance fee calculation is also of great importance to investors because it directly influences 
the value of their investment and often the form of that investment – whether they get 
equalisation credits or Series of Shares when they invest.  The efficient, accurate and timely 
processing of these equalisation credits or Series of Shares is very important to the investor and the 
manager – this really does need to be highly automated. 
 
The technology used to calculate the performance fee should also be highly flexible so that it can 
incorporate changes to hurdle rates or high water marks. 
 
 
3.5 NAV Calculation and Reporting 
 
The final step in calculating the NAV of the fund is to calculate the NAV per share of each class in 
issue.  In order to do this, the administrator will typically do the following: 
• Calculate the allocation ratio for each class in issue; 
• Allocate the income, expenses, gains and losses for the fund based on the above allocation 

ratio; 
• Adjust for any share class specific items, such as hedge gain/loss, new issue profits, differing 

management and performance fees; 
• Calculate the NAV per share; 
• Agree the NAV with the fund manager; 
• Distribute the NAV. 
 
Some US managers elect to defer receipt of their fees for a period of up to 10 years, in order to 
defer tax liabilities. In these cases, the fees are usually reinvested into the fund. This is a relatively 
common practice and the administrator must ensure that this is accounted for properly. The 
administrator, in order to avoid reputational risk, must also ensure that the manager has taken 
professional advice as to supporting documentation and methodology with regards to the deferral 
of these fees.  
 
 A NAV must then be properly allocated between classes of shares or feeder funds.  It must also 
accommodate class-specific items such as currency hedging or new issue trading. 
 
(An in-depth survey of instrument pricing and NAV calculation practices in the hedge fund industry 
is being undertaken currently by AIMA.  An appendix providing a summary of pricing methodologies 
will be added to this Guide by the end of 2004.) 
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4. COMPLETING THE SERVICE 
 
It is the primary job of the hedge fund administrator to calculate the fund’s NAV and deal with its 
investors but it may well be the case that the administrator offers other services. For the sake of 
completeness, these services are dealt with in this section. 
 
 
4.1 Custody Services 
 
Custodial services are necessarily more complicated for hedge funds than for long-only funds. 
Hedge funds will take long and short positions in securities, which will require ready access to 
securities lending and financing facilities.  Hedge funds typically have more involved derivative 
strategies than long-only funds; in turn, this implies more complicated custody and collateral 
arrangements.  As a result, a hedge fund will usually engage a prime broker to take care of many of 
the custodial services required.  This is in contrast to the long-only mutual fund business. 
 
When a long-only mutual fund decides to purchase a particular security, it passes on details of the 
trade to its custodian who will take physical (or electronic) delivery of the security from the 
transacting broker for simultaneous exchange of cash.  The fund’s account on the books and 
records of the custodian will show the fund’s holding of the security, which will be held in common 
with the like assets of the custodian’s other customers, separate and apart from the assets of the 
custodian and of its affiliates, segregated and unencumbered.  As such, the fund should be 
protected from failure of the custodian, as client assets held by the custodian can be specifically 
identified. 
 
In the case of hedge funds contracting with a prime broker for custodial and other services, 
custodial services may be considered secondary to more “front-office” considerations of the prime 
broker, such as availability of financing, ability to source borrowed stock to settle short positions, 
ability and willingness to deal with the fund on a variety of instruments, levels of required margin, 
etc. 
 
It is accepted that minimum service level requirements must be provided and it is only above this 
level that additional factors, such as those described above, are relevant. 
 
It should be noted that in some jurisdictions, particularly those within the European Union, there 
may be a regulatory requirement to appoint a custodian in addition to a prime broker. In other 
jurisdictions, a hedge fund may rely solely upon a prime broker to act as it broker and de facto 
custodian; it goes without saying that, in these jurisdictions, the fund may appoint a custodian as 
well as a prime broker, if it wishes.   
  
Given the difference in emphasis, it is hardly surprising that the custodial arrangements for hedge 
funds are significantly different from those applicable to long-only mutual funds, albeit with the 
same theoretical purpose.  The regulatory regime for funds using prime brokers typically requires 
fully paid securities to be maintained in segregated accounts. Securities acquired on margin or for 
which financing has been provided may not be required to be segregated and might be available to 
the broker to use for its own purposes; the overall activity of the fund and the contractual 
agreement between the parties will dictate whether that is to be the case. In the case of an Irish 
fund, securities will be available to the prime broker. In the US, there are limitations on the amount 
of fund assets a prime broker can use/rehypothecate, by reference to the value of the fund’s 
obligations to the prime broker. For the purposes of hedge fund administration, such legal 
differences should not impinge on the procedures of the administrator, although the actual  
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reporting provided may be considerably more complicated.  The same basic principles should be 
applied – the prime broker’s reported holdings should be reconciled to the fund’s portfolio at each 
valuation point. 
 
While in practice the hedge fund will obtain most of its settlement and clearing facilities from the 
prime broker, it is often possible for the fund to avail itself of the services of the custodian bank 
(which may be affiliated to the administrator, the prime broker or the clearing broker). These 
services might include:   
• the custodian can support other arrangements of the fund that are not facilitated by the prime 

broker.  Although the prime broker may be acting as a global sub-custodian, not all of a fund’s 
assets may be in its possession.  For example, a fund’s strategies may involve holding physical 
securities for which the prime broker is not equipped to provide custody.  In such instances, the 
custodian has a role to play in terms of asset custody in the traditional sense. 

• the fund may employ a foreign currency hedging strategy in a master/feeder structure at a 
feeder level, where the prime broker maintains only the assets at the master level.  In such an 
instance, there is a role for a custodian to play in terms of settling and probably executing the 
necessary foreign exchange transactions through its own books. Alternatively, an account for 
the feeder fund may be set up with the prime broker and foreign exchange transactions carried 
out through that. 

• in certain jurisdictions, the custodian may be required to monitor the rehypothecation 
employed by the prime broker.  This would involve monitoring how much of the hedge fund’s 
assets are exposed to the credit-worthiness of the prime broker. 

• for a fund of hedge funds, where there is no prime broker, the custodian can usually offer short 
term financing and leverage to the fund.  This can greatly assist in the operation of the fund of 
hedge funds. 

• lastly, the fund may maintain accounts with more than one prime broker or futures broker, 
which may involve the custodian acting as a cash collection or clearing agent, initiating the 
transfer of funds between brokers and indeed paying out fees and expenses of the fund from a 
directly maintained cash reserve. Often, however, one prime or clearing broker will be deemed 
the lead or clearing prime broker and monies will be moved into and out of the fund, or master 
fund, account held with the prime broker, who will settle with the other brokers on the basis of 
payment against delivery. 

 
 
4.2 Banking & FX Services 
 
Introduction 
Hedge funds present banking issues which do not often arise with traditional mutual funds. These 
include the use of cash collateral for security lending transactions and margining for certain types 
of derivatives. Cash management and cash forecasting are generally more important in the hedge 
fund environment, given the limited dealing and liquidity compared to mutual funds. In addition, 
there may be more parties involved in the banking relationship, including prime brokers and other 
brokers as well as the custodian. 
 
The administrator can assist in a lot of these issues.  One of the basic things they can do is to 
arrange to have a bank account opened for the hedge fund, with either an affiliated custodian or 
third party bank.  This will maintain independent accounts, reducing the manager’s ability to 
access the cash inappropriately, and allowing many cash transactions to be done under the 
supervision of the administrator, thereby lightening the burden on the manager. It is imperative  
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that the manager is not able to give any third party payment instructions on behalf of the fund 
without the administrator’s countersignature; this is both to avoid any conflict of interest and to 
provide security for investors, who are increasingly concerned that a manager should not have any 
such ability. 
 
Unless it is authorised to do so, the administrator must ensure that it does not carry out any 
investment management or investment advice on behalf of the fund. Subject to that overriding 
caution, services that the administrator may offer in connection with such an account include: 
 
 Investor transactions: The administrator will collect subscriptions prior to the money being 

passed to the prime broker; it will also pay out redemptions to investors. 
 
 Cash collateral: The use of collateral is a key part of securities lending arrangements; the 

administrator can help with these arrangements, by monitoring collateral accounts, advising of 
any surplus or deficit collateral balances and even paying money to or receiving money from 
such accounts. 

 
 Margin calls: Margin payments are required when transacting business in exchange traded 

derivatives and some securities. These margin payments are set by the exchanges and clearing 
houses to protect against price movements. Increasingly, there is a requirement to provide 
margins on OTC transactions either at a clearing house or directly with the counterparty to the 
transaction. This is a methodology for reducing credit risk and thereby facilitating larger 
trading limits. The administrator should ensure that the cash flows associated with all margin 
amounts are accurately and completely reflected in the fund’s accounts. Some administrators 
offer a service to managers, which effectively takes over the management of all margin related 
activity. 

 
 Dealing cash flow forecasting:  Dealing in the units of hedge funds generally occurs on a 

monthly basis, although some funds may deal more or less frequently. Accordingly, the 
forecasting of cash available to the manager for investor dealing is very important.  The 
administrator may be responsible for this task. If so, it will need to ensure that it has systems 
and procedures in place to communicate with the various parties (including the prime broker) 
in order to provide accurate forecasts. 

 
 Cash management/treasury:  Cash management and treasury activities may be complex in a 

hedge fund environment, where there may be various accounts maintained with several 
parties. The fund may be charged interest for borrowing money from one party when in fact it 
is in a net cash surplus position overall. The interest rate earned on surplus funds from one 
party may not be as high as from another. In general, cash management is the responsibility of 
the manager – however, in some cases, the administrator may carry out this function. Where 
this is the case, the contractual agreements between the parties should clearly specify the 
responsibilities and methodology and the administrator should ensure that its systems and 
processes are adequate to monitor the fund’s cash position on a frequent basis and decide the 
optimal level of cash balances to be maintained with the various parties. Often, this is 
outsourced to a professional cash manager.  

 
 Foreign currency: The administrator may be able to assist in the management of FX 

transactions.  Examples may include converting foreign currency subscriptions to US dollars or 
payment of redemptions in non-US dollar balances.  The administrator may also be able to 
provide, or arrange for an associated company to provide, FX facilities to the fund manager, 
thereby allowing them to trade FX, if they so wish; all trading decisions, however, must be 
made by the manager and not the administrator. 
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As with all cash accounts, the administrator must ensure that it has adequate provisions to ensure 
that only authorised movements are approved, that payments/receipts are not missed and that 
there is appropriate segregation of control over the cash accounts. Administrators that offer this 
service “in-house” (as opposed to outsourcing to a cash manager) must ensure that they are 
properly authorised/licensed to provide these services by their own regulator. 
 
 
4.3 US Tax Services  
 
The following is a brief overview of some of the US tax issues facing US funds and non-US funds that 
have contact with the US and a summary of the more frequently encountered matters related to 
the structural and reporting requirements of hedge funds. Advice should, of course, be obtained 
from US tax advisers in respect of any vehicle or transaction under consideration.  
 
Many hedge funds seek to attract US investors (both taxable and non-taxable) to invest in their 
funds.  If they do, this may give rise to a requirement for US tax reporting requirements. 
Administrators will therefore need to have staff and systems to produce the often intricate 
information required for US tax reporting.  In addition, the administrator should be able to identify 
when a tax decision has to be made and alert the relevant tax decision makers, while not taking 
responsibility for the tax decision.    
 
US income tax regulations provide a “safe harbour” in respect of US tax for a fund that invests in 
stock and securities (including commodities) for its own account.  It is because of this that a non-US 
hedge fund avoids US tax when it has a US stock account and trades securities in the US. Note that 
this safe harbour does not cover items of income from effectively connected trade or business 
activity in the US (“ECI”), the activity being factual in nature.  For such activity, a withholding tax 
regime applies.  Note also:- 
• that a general partner is deemed to be in a trade or business and for that reason, generally, 

special care should be taken if the general partner is to be owned by a non-US person; 
• as activities of hedge funds evolve, there is a greater possibility of them generating ECIs;  
• other than the withholding tax regime that applies to ECIs, there is another withholding regime 

that would require the fund/broker/intermediaries to withhold US tax on items such as US 
dividends paid to a foreign person; and 

• with ECI income, foreign investors might be required to file a US tax return. 
 

Where US tax exempt investors, such as employee benefit (pension) funds (who would normally 
invest in an offshore fund rather than a US partnership, in order to avoid “Unrelated Business 
Taxable Income” (“UBTI”), which includes income derived from leveraged investments, a strategy 
often used by hedge funds), are to be accepted in an offshore fund, it will be necessary to have a 
US style supplementary application form.  

 
Background - Structuring: Structuring of the hedge fund is of key importance from the outset.  For 
US tax payers, the use of a “flow-through” entity (i.e. an entity that is classified as a partnership 
for US tax purposes) is necessary to avoid double taxation and to preserve the tax attributes of the 
income derived by the entity.  The limited partnership (LP) and the limited liability company (LLC) 
have generally emerged as the entities of choice for US based investment vehicles. Typically, they 
are established in Delaware.  
  
An entity which is classified as a partnership is a flow-through entity for tax purposes, meaning  
that the investors, not the fund, are taxable on income, expenses, gains and losses incurred by the 
fund.  The investors recognise the tax effects of the fund’s operations, regardless of whether any  
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distribution is made to such investors.  This differs from a US domestic corporation, which incurs an 
entity-level tax on its earnings and whose shareholders may incur a second level of tax when the 
corporation’s profits are distributed to them.  
 
Any business entity that is not required to be treated as a corporation may elect to be classified as 
a partnership for tax purposes under “check-the–box” entity classification regulations.  There are 
certain regulations determining whether an entity may elect not to be treated as a corporation.  A 
US domestic eligible entity can file a special election Form 8832, “Entity Classification Election” or 
may be treated as a partnership for US tax purposes (as long as the entity has two or more 
members).  To take effect for a current year, the Form 8832 must be filed no later than the 75th 
day after the effective date (e.g. Form 8832 would be required to be filed on March 16, for a entity 
electing for partnership treatment commencing with the tax year beginning January 1).  A foreign 
eligible entity can also file the election described above or be treated as a partnership if it has at 
least two members and at least one member does not have limited liability.  If the election is not 
made on a timely basis, while there are some possible remedies, these are not guaranteed to 
succeed and it could create significant tax issues for the US investors. The “check-the-box” rule is 
such that an entity, even one that is otherwise a corporation, is treated as a partnership for US tax 
purposes if it makes the election within 75 days of the start of the year to which is relates.  
  
Depending on facts and circumstances, a partnership could be classified as a publicly traded 
partnership (a “PTP”) for US tax purposes and it will then be taxed as a corporation and subject the 
partnership’s earning to an entity–level tax. 
 
A typical master feeder structure usually has 3 entities involved: a master (usually, a foreign 
limited liability entity which elects to be treated as a partnership for US tax purposes), a US feeder 
(a US flow through entity - e.g a Delaware limited partnership) and a foreign feeder (a corporation 
- e.g a non-US hedge fund). Usually, US tax exempt entities invest in the foreign feeder fund 
because the foreign feeder blocks the application of UBTI and a US taxable person invests in the US 
feeder so that he/she/it receives its flow through income.    
 
Administrator Operational Issues: The administrator needs to have an understanding of the tax 
reporting requirements, as well as the systems and staff to support these requirements.  It should 
also be aware of election dates and will alert the fund manager of such time sensitive 
requirements.  
 
Section 475(f) Mark-to Market Election: The calculation of taxable income for US investors in a 
fund is based on a realisation event, not on economic income (i.e., there is generally no tax on 
unrealised gains and losses).  In addition, there are a significant number of complex tax limitation 
rules which, when applied, could create a negative tax position for US investors (i.e., taxable 
income well in excess of book income).  In those funds which employ a strategy which is likely to 
have these adverse tax consequences, funds will often make an Internal Revenue Code Section 
475(f) election to calculate taxable income on a mark-to-market basis.  This avoids the negative 
tax consequences described above.  In order to make such an election, however, there are strict 
time frames which must be adhered to.  If the election is being made for the first year of the 
trading entity, it must be made within the first 75 days of the tax year.  In order to make the 
election in the first year, such election is merely placed in the taxpayer’s books and records; 
nothing is filed with the IRS until the subsequent year.  If the election is being contemplated for a 
year other than the first year of existence, the time frame changes and the advisors should be 
better able to address it on a timely basis.  
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Such an election cannot be made by any hedge fund; there are certain criteria a fund must meet in 
order to make the election.  Usually, it will be a trader with a certain volume of trading and a fund 
might make the election because of the high administrative burden of providing information to 
calculate US taxes while the fund only generates short-term capital gains.   
 
If the fund does not make the election for the initial year of operation, it will have to do so by 
filing it with the prior year tax return (i.e., filed with the 2003 return if making the election for 
2004) and file Form 3115 with the IRS for change of accounting method.  The unrealised gain/loss 
prior to making the election will have to be recognised (there are different recognition rules for 
unrealised gain and unrealised loss). 
 
K-1s: Investors in flow-through fund vehicles are partners and must pay tax currently on their share 
of the taxable income generated by the fund, regardless of whether there are any distributions.  In 
order for a partner to know what its share of taxable income is, a partnership must prepare a Form 
1065, which includes individual Schedule K-1s (“Partner’s Share in Income, Credits, Deductions, 
etc.”), and provide the Schedule K-1s to the respective partners.  This is required for every partner 
who had an interest in the fund during the tax year and / or who received an allocation of income 
earned by the fund during the tax year.  Most administrators will have the systems to provide the 
informational input to the K-1s.  
 
An allocation of income, deduction, credit, etc. will generally be respected for tax purposes if it 
follows the partnership agreement and the allocation has “substantial economic effect”.  The 
allocation cannot distort the economics of the partners’ financial arrangements.  
 
The allocation of ordinary (i.e. non capital related) income and deductions is generally done based 
upon the relative book partner capital accounts at the beginning of each accounting period, as 
these items are generally considered to have been economically earned in such period.  The 
allocation of capital gains and losses is more complex as such realised gains and losses often relate 
to economic gains and losses which have occurred over more than one accounting period.  In order 
for the allocation of taxable gains and losses to meet the substantial economic effect criteria set 
out above, the fund must ensure that the tax gain or loss is allocated to the partners who received 
the benefit from the economic gain or loss. 
   
 
There are generally two acceptable approaches for allocating taxable gains and losses, known as 
the layering approach and the aggregate approach.  The administrator should be able to offer both 
of these two approaches; however, the aggregate approach has become much more prevalent in 
recent years.  While a complete discussion of the two approaches is beyond the scope of this 
publication, suffice it to say that there are a significant number of interpretational issues or 
conventions which different accounting firms employ when using or reviewing these allocation 
methodologies.  In order to assure timely completion of the tax return process, it is helpful to run 
through the mechanics of your particular system with the accounting firm prior to year end to 
assure acceptability or to provide time to address any issues.  
 
Effect of Foreign Partners in a Fund: If a US domestic fund has foreign partners, certain 
withholding requirements may arise.  Withholding issues on funds conducting securities activities 
are complex.  An investment partnership with foreign partners will also have a withholding 
obligation on certain income items.  Generally, the income which is subject to withholding tax is 
withheld at a rate of 30% of the current 15% income tax rate on US dividends (unless reduced by 
treaty); for example, for US dividends paid to a foreign person at $100, the federal tax withholding  
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would usually be $30. The administrator needs to be aware of this withholding obligation, should 
receive copies of the relevant Forms W-8 BEN and have systems in place to record and withhold as 
necessary. As mentioned earlier, there is also a withholding tax regime that applies to ECIs.  
 
PFIC Reporting: PFIC reporting issues will arise when a US taxable investor invests in a foreign 
feeder or a foreign fund which is treated as a corporation for US tax purposes.  As this investment 
vehicle is a corporation and not a flow-through vehicle, a US taxable investor does not currently 
include their share of the taxable income of the fund on their tax return, absent an affirmative 
action.  The US investor will then pay tax plus interest on disposition of the interest in the PFIC and 
be subject to an onerous taxing regime.  As an alternative, if a fund decides that it is willing to 
provide PFIC statements to its investors, a US investor may make a Qualified Electing Fund (“QEF”) 
election and include his/her share of the fund’s taxable income.  It should be noted that there is no 
requirement by the Internal Revenue Code that a fund provide PFIC statements, although funds or 
their documents may agree to provide them and a time frame for doing so.  It should be noted that 
if PFIC statements are to be provided, there is no specific ”filing” time other than that provided in 
the fund documents or specified by the fund manager.  It should also be noted that allocations of 
taxable income for purposes of calculating the income on the PFIC statements are not made in a 
fashion similar to the partnership feeder, but are typically based on a weighted capital average for 
the year.  
           
Reporting Requirements: Each fund is required to file an informational tax return on Form 1065, 
“US Partnership Return of Income”.  Attached to the form is a Schedule K-1 for each partner who 
had an interest in the fund during the tax year and / or who received an allocation of income 
earned by the fund during the tax year.    
 
Form 1065 must be filed with the IRS by the 15th day of the fourth month following the fund’s year 
end, although an extension may be granted.  However, many partnership agreements require that 
the K-1s be provided to the partners within 90 days of the fund’s year end.  The general partner 
also typically provides a letter with the K-1s, explaining unusual items and state / local 
information.  Timing is usually crucial and a well prepared and organised administrator works to 
meet the deadline. 
 
 
4.4 Financial Statements 
 
Hedge funds usually produce two sets of financial statements each year, comprising audited annual 
financial statements and unaudited semi-annual financial statements. Where hedge funds are 
established as investment companies, the company law provisions of the relevant jurisdiction will 
invariably require that an audited set of accounts be prepared in respect of the preceding financial 
year.  Similar requirements (whether legislative or regulatory) are generally imposed on non-
corporate fund vehicles such as unit trusts and investment limited partnerships. While some 
jurisdictions do not require a fund to produce semi-annual financial statements, very often listing 
requirements or investor expectations will dictate that such statements are produced. 
 
The content of financial statements will vary from jurisdiction to jurisdiction but, at a minimum, 
both sets of financial statements will include a profit and loss account, balance sheet and 
commentary from the fund manager on the performance of the fund for the period under review.  
The annual audited financial statements will also include an auditor’s report. Since the annual 
financial statements are required to be audited, they generally take longer to produce than semi-
annual financial statements.  Another difference may be that the semi-annual financial statements 
contain fewer notes (and less disclosures) than annual financial statements, although due to 
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increased corporate governance demands, many administrators are now producing semi-annual 
financial statements with similar disclosures to the annual ones. 
 
As the disclosure environment under which most hedge fund financial statements are produced is 
rapidly changing, the annual audit helps ensure that the administrator keeps abreast of new 
developments. 
 
The administrator’s role in producing both sets of financial statements is central.  There must be 
adequate mapping of balances from the administrator’s systems to the financial statements and 
data collection for certain disclosures.  For the annual statements, it will liaise with the auditors to 
ensure that the audit review is done on an orderly basis and that all queries are addressed in good 
time.  Many administrators provide the large audit firms with view-only, web-based access to the 
accounting systems for the funds audited by that firm.  This allows the auditors to do much of their 
work remotely.  
 
Semi-annual financial statements are usually prepared by the administrator without referral to the 
fund’s auditors, who would not be expected to issue a report on such statements. The 
administrator will usually facilitate the filing of financial statements with the relevant authorities 
within the required deadlines.   
 
 
4.5 Technology 
 
Core Functionality: Technology is key to the hedge fund administration business. A competent 
administrator will have automated processes in place for as much of the administration process as 
is possible. Core areas for technology are:  
• Fund accounting - it is essential that all core portfolio fund accounting takes place on a robust 

accounting system which is capable of tracking a wide range of investment instruments and 
currencies. Of particular importance for hedge fund strategies is the ability for accounting 
systems to handle short sales and derivatives. It is also important to recognise that new 
investment instruments are being created on an ongoing basis. Any core fund accounting system 
needs to be flexible enough to be able to deal with new instrument types, which may be 
created in the future. 

• Share registration/transfer agency - on one level, shareholder servicing for hedge funds is 
relatively simple – dealing periods tend to be less frequent than for long only funds and high 
minimum investment requirements and restrictions on distribution tend to lead to funds having 
a rather modest number of investors. However, as described in Section 2.1, on other levels 
share registration issues can be far more complex for hedge funds than for traditional mutual 
funds. Hedge fund share registration systems must be able to: report to clients for fractions of 
shares; deal with incentive fee equalisation methodologies in an automated fashion; deal with 
multiple currencies; and be flexible enough to cope with the often complex fund structures 
employed by hedge funds. 

• Hedge fund share registration systems must be able to obtain the necessary information from 
investors to comply with:- 

i. all relevant AML due diligence requirements; 
ii. the EU Savings Tax Directive, if applicable; and 
iii. the “New Issues” regulations, if applicable. 

 
Increasingly, investors are able to access their hedge fund reporting using web tools provided by 
administrators. 
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Pricing: Like all funds, it is crucial that hedge fund investments are priced in a consistent, timely 
and independent fashion. Accordingly, it is imperative that all hedge fund administrators have 
automated links to major industry pricing sources. It should be noted, however, that hedge funds 
often invest in unlisted or OTC instruments which can be difficult to price using conventional 
pricing vendor sources. As such, all pricing automation employed needs to be flexible enough to 
take feeds or inputs from a multitude of pricing sources. 
 
Data capture and Reconciliation:  In order to maintain the integrity of data, it is important that 
hedge fund administrators have the ability to capture trade and position files in an automated 
environment and are able to implement automated reconciliations of such data.  
 
Additional Functionality: It is important to note that hedge fund administration continually 
evolves and different administrators create different client servicing propositions and different 
business models. Some of the additional technology led services being delivered by some 
administrators today include: 

• web based delivery of portfolio reporting to managers 
• web based delivery of investor reporting to shareholders and limited partners 
• middle office services, including trade matching and collateral management 
• risk reporting 
• performance attribution reporting 
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5. SUPPORT & REVIEW 
 
 
5.1 Relationship Management  
 
The hedge fund administration business includes service providers with widely differing business 
models, ranging from the more institutional structure of custodian banks to the more boutique 
nature of many niche service providers. As a consequence, hedge fund administrators approach the 
area of client relationship management in very different ways. Some groups have dedicated 
relationship managers whilst others simply see relationship management as a core part of their 
staff’s duties.  
 
Whilst approaches to this topic may differ, the core aspects of relationship management do not. 
The key to successful management of this part of the business is clear setting of service 
expectations and good communication between the service provider and its clients. Some of the 
areas this touches on are as follows: 
• The administrator must ensure that the hedge fund manager knows exactly what its core 

processes entail. In other words, it is not enough to contract simply to produce valuations. The 
administrator must communicate in detail what its valuation sources will be and what its review 
processes entail so that the manager’s expectations are appropriate prior to the administrator 
commencing work. This is typically achieved through a service level agreement (ref 1.4 above). 

• Detailed delivery schedules must be agreed between the administrator and the fund/investors 
to ensure consistency. Again, this must be more than simply providing a time for NAV delivery. 
Details for items such as receipt of trade files, processes for solving reconciliation issues etc. 
must be agreed in advance between the administrator and the client. 

• The administrator must remember that in dealing with investors and potential investors it is 
acting as the fund’s agent. As such, it must conduct itself in a professional manner at all times. 

• Errors and problems need to be raised with the client as soon as they are discovered. The hedge 
fund administrator should also be prepared to take an active role in resolving all such problems, 
irrespective or whether it feels that it is to blame for the issue. 

 
 
5.2 Monitoring of the Restrictions placed on the Fund’s Activity 
 
Unlike long-only funds, hedge funds are generally not available for purchase by the general public 
and so are typically not subject to investor protection restrictions that are imposed on such retail 
investment vehicles. 
 
Hedge funds are usually established in jurisdictions with a light regulatory regime or under a 
regime which includes “light touch” regulation for sophisticated or professional investors. 
 
It is more usual to find the fund voluntarily adopting investment restrictions in its offering 
documents at the behest of a particular client or client grouping.  Hedge funds are typically held by 
a much smaller number of investors than retail mutual funds.  Indeed, single investor funds are not 
uncommon.  As a consequence, hedge funds tend to be much more closely tailored to specific 
investor needs rather than the “one size fits all” approach of retail mutual funds.  It is not 
uncommon to see particular (if generous) restrictions regarding leverage, net long and short 
exposure and specifying particular derivatives strategies in a hedge fund’s prospectus, where a 
retail fund will talk generically about efficient portfolio management methodologies. 
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It will often fall to the administrator to police many, if not all, of these limits and tolerances.  As 
such, the administrator should consult with the fund promoter at an early stage to ensure that the 
required information can be reliably and efficiently extracted from the fund accounting systems. 
 
 
5.3 Company Secretary 
 
Most jurisdictions will require that hedge funds established as corporate vehicles must appoint a 
company secretary.  The day-to-day duties of a company secretary to a regular “non-fund” 
company can generally be divided up into three categories and will include matters such as (i) 
dealing with shareholders, including dispatching circulars, notices of meetings, financial 
statements and all other material to shareholders, (ii) preparing agendas, convening board 
meetings and general meetings of the company and attending and taking the minutes at such 
meetings and (iii) preparing and filing all necessary returns in the relevant companies’ registrar’s 
office.   
 
Some hedge fund companies issue both voting and non-voting shares. Typically, the voting shares 
have no interest in the assets of the fund or in any distributions except for repayment of the par 
value of the shares on liquidation; they are usually issued to the management company or held by 
nominees on behalf of management for administrative convenience. The non-voting shares are 
issued to the investors, whose subscriptions are segregated into the fund’s account. 
 
A number of these duties, in particular, those duties relating to shareholder services, tend to 
overlap with certain of the administrator’s duties. Since the administrator, rather than the 
company secretary, maintains and updates the share register of the fund, it is the primary point of 
contact for the shareholders. Therefore, some administrators are well placed to provide company 
secretarial services to corporate hedge fund vehicles, whether as company secretary of record or 
at a practical level only, with a director or other person / entity being named as the secretary of 
record.  
 
 
5.4 Directors 
 
A hedge fund will usually require professional directors, either for the fund itself or the 
management company.  Furthermore, a number of jurisdictions (e.g., Ireland, Jersey and Bermuda) 
will require that at least two directors of the fund be resident in the jurisdiction in which the fund 
is established.  For these reasons, a practice has developed over the years whereby certain 
administration companies may offer the service of providing an executive of their company to act 
as a director of the fund in order to comply with the relevant corporate and regulatory 
requirements of the jurisdiction.   However, this is not a service always offered by administrators 
and, in fact, some administrators have strong views as regards their independence being 
compromised by having one of their executives sitting on the board of directors of a fund for which 
they act as administrator.   
 
On the other hand, some administrators believe that their independence is not compromised, any 
more than the independence of the fund manager is compromised if a member of the manager’s 
executive should act as a director of the fund.  Administrators are employed by the fund and have 
a fiduciary duty to look after the interests of the fund and its shareholders.  Some administrators 
believe that, by providing a Director, they are able to enhance that fiduciary duty. 
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Some funds may be advised that directors provided by an administrator should not be appointed to 
the fund, to avoid potential legal issues as to conflicts of interest and, in the case of the UK, 
because a director that is a nominee of the administrator could be deemed to be a representative 
of the UK fund manager and thus make the fund vulnerable to UK tax.  In the case of a fund seeking 
listing on the Irish stock exchange, the fund must have at least two directors who are independent 
from both the promotion or sale of shares in the fund and the management of the fund’s assets. 
 
It is clear that where such a service is offered by the administration company, an executive of the 
administration company may be particularly useful as a director of the fund since that person will 
be very familiar with all aspects of the day-to-day operations of the fund and can bring a level of 
expertise and knowledge as regards local rules and regulations that directors representing the 
promoter/fund manager would not ordinarily have. 
 
 
5.5 Management Companies/General Partners 
 
Where a hedge fund is established as a unit trust, the trust does not have a legal personality in its 
own right and is therefore unable to contract with other parties directly. Although the trustee acts 
as principal on behalf of the trust, the trust deed establishing the trust will appoint a management 
company to carry out the management and, sometimes, the administration of the trust. Some funds 
will appoint a manager and an administrator. The directors of the management company will 
assume similar responsibilities to the directors of a corporate fund vehicle.   
 
It is sometimes the case that a corporate hedge fund will appoint a management company which 
will be established by the promoter and appointed by the corporate fund as manager of the fund. 
The establishment of a management company in these circumstances is often for tax purposes. 
 
Generally, management companies will delegate the majority of their activities to a third party 
fund manager and administrator.  In these circumstances, the management company’s compliance 
and filing requirements are usually undertaken by the fund administrator directly. Such duties 
generally include regular financial reporting to the relevant regulatory authority and notifications 
in respect of any changes of ownership or directors of the management company.   
 
Where a hedge fund requires the services of a General Partner (“GP”), for a fund established as a 
limited partnership - usually for a US feeder vehicle - , the lawyers will normally assist in the 
establishment and operation of the GP; the administrator may also be able to offer this service.   
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APPENDIX 1 – Working Group 

Co-ordinated by AIMA and the DFIA 

 

 

 

 Administrators  
1 BISYS Hedge Fund Services Ronan Daly 
2 Custom House Administration & Corporate Services Ltd. Dermot Butler 
3 Fortis Prime Fund Solutions Philip Craig 
4 HSBC Brian Wilkinson 
  William Jones 
5 International Fund Managers (Ireland) Ltd Eamonn Fallon 
6 PFPC International Ltd Kevin O’Doherty 
7 SEI Investments Malcolm Sargeant 
   
 Accountants  
8 Ernst & Young Aidan Tiernan 
  Ratan Engineer 
  Eric Felton 
9 PricewaterhouseCoopers Olwyn Alexander 
  William Taggart 
  Mary Tang 
 Lawyers  
10 Berwin Leighton Paisner Timothy Spangler 
11 Dillon Eustace Lorcan Tiernan 
12 McCann FitzGerald Mark White 
13 Schulte Roth & Zabel International LLP Christopher Hilditch 
14 Simmons & Simmons Steven Whittaker 
15 Tannenbaum Helpern Syracuse & Hirschtritt LLP Michael Tannenbaum 
   
 Managers  
16 Cambridge Place Investment Management LLP Nick Aspinall 
17 Eclipse Capital Management, Inc. Jim Klingler 
18 KBC Alternative Investment Management Ltd David Allen 
19 Pioneer Alternative Investment Management Ltd Colm Torpey 
   
 Prime Brokers  
20 FIMAT International Banque SA (UK) Simon Elvidge 
21 Goldman Sachs Daniel Harris 
  Robert Keogh 
   
 Consultant  
22 Meteora Partners David Miller 
   
 Associations  
23 The Alternative Investment Management Association Mary Richardson 
 The Alternative Investment Management Association Florence Lombard 
24 The Dublin Funds Industry Association Declan Casey 
 The Dublin Funds Industry Association Gary Palmer 
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APPENDIX 2 
 

Typical documentation required to establish investor identity. 
 
It is imperative to comply with the AML requirements of particular local jurisdictions and 
regulation, including as to KYC requirements. It may also be useful to refer to AIMA’s AML “Matrix”, 
when it is published, as an example of sound AML practices. 
 
Under legislation in specific jurisdictions, “designated bodies” are required to take reasonable 
measures to establish customer identity. The robustness of local processes required to obtain 
identification documents should be considered by the administrator and confirmation obtained that 
other parties and introducing parties are regulated in a robust jurisdiction. For example, the 
processes for obtaining a driver’s licence may be quite different in Ireland or, say, Zimbabwe or 
Russia and regulation in those countries may be very different.  
 
It is always necessary to consider the Financial Action Task Force (“FATF”) Recommendations and 
best practices; for example, the requirement to identify beneficial owners of more than 10% of a 
corporate applicant (or 5%, in the case of Guernsey). When considering identification of the 
beneficial owners of a corporate vehicle, the administrator should take into account such 
recommendations and best practices, in addition to local requirements. For example, if the local 
requirements are not as stringent, the administrator should carefully consider whether to follow 
the higher standards, in order to maintain its international reputation.  
 
While identification measures may be defined in each jurisdiction, it is recommended that, at 
least, the following documentation be obtained to establish customer identity (N.B. Depending on 
the jurisdiction, sometimes two copies are required and those copies may have to be notarised, 
apostillised or certified): 
 
Individual Investor 
• Passport, Identification Card or Driver’s Licence including clear photograph and signature; 
• Copy of recent utility bill or bank/mortgage statement to validate investor’s address. 
 
Corporate Entity 
• Certificate of Incorporation or Certificate to Trade; 
• Memorandum of Association, Articles of Association, Limited Partner Agreement or other 

formation and authorisation documents; 
• Certified Authorised Signatory List; 
• Certified copies of the identification documents of at least two of the 

Principals/Directors/Partners. 
 
Trust Accounts must provide copies of: 
• Certified copy of Trust Deed or Power of Attorney granting the Trustees authority to act; 
• Certified Authorised Signatory List; 
• Certified copies of the identification documents for at least two of the Trustees. 
 
Financial Institutions/Intermediaries must provide copies of: 
• Certification or Letter of representation stating that it is a body domiciled in a FATF-compliant  

country and as such, reasonable AML checks have been carried out on its clients and 
• Certified Authorised Signatory List.  
 
While such certification or inclusion on the List may be indicative, it should be borne in mind that, 
in some cases, that may not provide sufficient reliance if the country does not yet have strong 
enough AML regulations in force. 
 
Reliance on Intermediaries or other Third Party Parties 
The MLRO should be directly responsible for the determination of circumstances in which the 
administrator may appropriately rely on third parties for the performance of Investor Identification 
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Procedures.  
 
• Where the investor is introduced by an intermediary who is a Designated Body in a Prescribed 

Country (“DBPC”), the intermediary should confirm by letter that it has established the 
investor’s identity, holds evidence of the identity and will, if requested, furnish the 
administrator with a copy of such documents.  It should be noted that in certain jurisdictions, 
although being defined as a DBPC, the body may for local regulatory reasons be unable to 
provide the administrator with copies of such documents, except under court order or with 
permission of the underlying investors.  In such circumstances, the MLRO should supply a formal 
certificate that must be signed by the intermediary or third party before any investment is 
accepted.  Some administrators require that the subscription application form for the fund 
requires every intermediary which is a DBPC to confirm that it has obtained from the underlying 
investor for whom the DBPC is acting as custodian or nominee a waiver to disclose its AML due 
diligence files to a competent authority  

• Where the investor is acting as an intermediary for an underlying investor and the intermediary 
is from a country other than a Prescribed Country, the identity of the intermediary and the 
underlying investor must be established. 

 
Prohibited Investors 
The administrator should not accept an investment from or on behalf of any investor whose name 
appears on the (i) the List of Specially Designated Nationals and Blocked Persons maintained by 
OFAC – see post) but noting that, in some cases, inclusion in that List may have occurred for 
political reasons rather than any connected with criminal activities or deemed instability (e.g. 
Cuba); or (ii) from a NCCT as determined by the FATF; or (iii) such other lists of prohibited persons 
and entities as may be mandated by applicable law or regulation.  
 
For example, in the case of an Irish fund with an Irish administrator, a UK based CTA and prime 
broker can deal with Cubans. This is prohibited for US entities and they would be required to 
“freeze” and report. For a non-US based/regulated entity, they do not need to prepare the annual 
report listed below.  A  US  based  administrator  would  be  required to take the following  course  
of  action.  If a true positive match is discovered, the fund  should  be  notified  as appropriate.  
The application should, as appropriate, be 'blocked/frozen'  per appropriate OFAC guidelines and 
may necessitate a report to  OFAC within 10 business days of discovery.  An annual report must  be  
prepared  by 30 September in each year, containing details of all blocked property as of 30 June in 
that year. 
 
Foreign Shell Banks 
The administrator should not accept investments from or on behalf of a Foreign Shell Bank.  With 
respect to Investors that are Foreign Banks, the administrator should obtain a representation that 
the bank either (i) has a physical presence; or (ii) does not have a physical presence but is a 
Regulated Affiliate of a banking institution established in an approved jurisdiction. 
 
High Risk Investors 
The following are examples of types of investors that may be deemed to present high risk factors 
with regard to money laundering or terrorist financing: 
• Politically Exposed Persons (as defined by the Basel Committee on Banking Supervision) or any  

Senior Foreign Political Figure, any member of a Senior Foreign Political Figure’s immediate 
family; and any close associate of a Senior Foreign Political Figure; 

• Any Investor resident in, or organised or chartered under the law of, a Non-Cooperative 
Jurisdiction; 

• Any Investor resident in or organised or chartered under the laws or a jurisdiction that has been 
designated by a regulatory authority such as the Irish Financial Services Regulatory Authority 
(“IFSRA”) as warranting special measures due to money laundering concerns; 

• Any investor who gives any employee reason to believe that its subscription funds originate 
from, or are routed through, an account maintained at an ‘offshore bank’ (a Foreign Bank that 
is barred, pursuant to its banking licence, from conducting banking activities with the citizens 
of, or with the local currency of, the country that issued the licence, but does not include a 
Regulated Affiliate) or a ban organised or chartered under the laws of a Non-Cooperative 
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Jurisdiction; or 
• Any investor who gives any employee reason to believe that the source of its subscription funds 

may not be legitimate. 
 
High risk investors should be subject to enhanced due diligence procedures. 
 
 
Screening - OFAC and NCCT Control List 
 
A:  Prospective Investors 
OFAC is a bureau of the United States Department of Treasury.  OFAC oversees the enforcement of 
various economic sanctions instituted by the United States Government against pariah nations, 
narcotics traffickers, terrorist organisations and other specifically designated nationals. 
 
Administrators may utilise an AML/OFAC tracking solution. Before accepting any subscription into a 
fund, the administrator should review all pertinent name and address information against an OFAC 
tracking database in order to determine whether the prospective investor is a ‘listed’/prohibited 
investor. Any potential matches should be reported to the MLRO.  If, in the discretion of the MLRO, 
the match is a ‘false positive’, the investment should proceed.   
 
If a true positive match is discovered, the fund should be notified as appropriate.  The application 
should be ‘blocked/frozen’ per appropriate OFAC guidelines and may be required to be reported to 
OFAC within ten business days of discovery.  An annual report must be prepared by 30 September in 
each year, containing details of all blocked property as of 30 June of that year. 
 
The administrator should also screen the investor against the NCCT List.  This is a list of non-
cooperative countries or territories as determined by the FATF. The administrator should not 
accept investments from individuals or corporate entities that operate or are incorporated in non-
co-operative countries or territories. IFSRA, for example, distributes amendments to this list. 
 
The MLRO should also submit a suspicious transaction report to the relevant authority (for example, 
in Ireland, the Garda Siochana Money Laundering Investigation Unit, and in the UK, the National 
Criminal Intelligence Service or “NCIS”).  
 
B: Existing Investors 
Existing investors in the fund should be reviewed monthly or at each time the OFAC lists are 
updated.   The MLRO should retain monthly screening review results. 
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APPENDIX 3 
 

Performance Fee Equalisation 
 
Terminology  
 
Table 1 provides some definitions which are necessary to understand the “jargon” surrounding 
equalisation. 
 
Table 1: Definitions 
• NAV = Net Asset Value 
• Gross NAV = NAV before accrual of incentive fee 
• Net NAV = NAV after accrual of incentive fee 
• High Water Mark NAV and Loss Carry Forward = respectively, the higher of the NAV at the date 

of subscription and the previous highest NAV at which an incentive fee was paid or, if the fund 
loses value, in addition to no incentive fee accruing to the manager, a loss carry forward 
calculated, whereby the fund must recoup prior losses before any fee can begin to accrue.     

• Incentive Fee / Performance Fee = A fee charged by the investment advisor, based on the 
appreciation of the fund (usually at 20%). 

• Hurdle Rate = This is a benchmark return which is the minimum performance required to be 
achieved by a fund before an incentive fee will be charged.  It might be a 5% per annum return, 
or LIBOR, for example.  If the fund’s NAV does not appreciate by more than this hurdle rate, 
then no incentive fee will be accrued or paid. Practice can differ with the calculation of the 
incentive fee once the hurdle rate has been reached.  Some Advisors calculate the incentive fee 
on the entire positive performance, once the hurdle rate has been reached, whereas others will 
only charge incentive fee on the positive performance in excess of the hurdle rate. 

• Performance Period = The period over which the fund will assess the performance to determine 
whether an incentive fee should be paid.  This is usually a year but can be a quarter or a month.  
The advantage of a shorter period is to “crystallise” the incentive fee and improve the 
investment advisor’s cash flow. 

Inequities:  The nature of inequities that can arise when charging an incentive fee on a fund, 
where there is no method of equalisation in place, are twofold - i.e. “unfair clawback” and “free 
ride”. 
Unfair Clawback: A fund will accrue an incentive fee as the fund increases in value during the 
performance period.  In the absence of an equalisation mechanism, a new investor during the 
performance period would pay only the Net NAV after incentive accrual for new shares.  If the fund 
subsequently lost value, the incentive fee accrual would reverse to the benefit of all shareholders, 
including the new investor.  This would be inequitable because all shareholders would benefit from 
the reversal when only the original investors suffered the cost of the original incentive fee accrual.  
Free Ride:  If the fund has lost value prior to the issue of new shares, new investors may benefit 
from a “free ride” until the Loss Carry Forward has been recovered at the fund level.  This is 
inequitable because the new investors have not paid the incentive fee, even though they have 
personally benefited from a positive return on their individual investment.  This situation arises 
when an investor buys into a fund during the performance period, at a NAV which is lower than the 
net asset value at the beginning of that period.  In the absence of equalisation, a performance fee 
calculation would be levied on appreciation of the fund’s NAV over the value at the beginning of 
the performance period.  However, the investor who bought in during the period at a lower NAV, 
would not be charged a performance fee on the appreciation from the lower NAV (at the time of 
subscription) to the NAV at the beginning of the period.  This is referred to as a “free ride”.  
Depending upon how this situation is accounted for (i.e. in the absence of equalisation), it can be 
to the detriment of the investment advisor, the original shareholders, or both.  
 
Equalisation is implemented to ensure shareholder equity while still maintaining only one NAV per 
share, to facilitate the calculation of an incentive fee at the fund level.  There are a number of 
different methods of implementing equalisation, and they can be tailored to individual fund 
requirements.  There is a small number of equalisation software providers.  Most systems can be 
tailored to individual requirements and specifications and can also generate share registers, 
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transaction reports, incentive fee reports, shareholder statements and loss carry forward 
information on a shareholder and tax-lot basis, which can be very advantageous for producing tax 
return information to investors.  
Equalisation Methods: There are numerous methods of implementing equalisation, which are 
generally variations on a theme as the differences in the results are minimal. Detailed below are 
the three most common methods of implementing equalisation, together with their advantages and 
disadvantages.   
1. Equalisation Shares Approach 
Using this approach, individual adjustments are made to shareholder accounts by issuing a small 
number of equalisation shares each month, if necessary.  Such adjustments are based on each 
shareholder’s individual circumstances (e.g. his/her high water mark NAV, the NAV at the time the 
shares were purchased, the current NAV, etc.), to ensure the appropriate amount of incentive fee 
is paid.   
 

Scenario 1: If the fund appreciates continually, there will be no impact as the incentive fee 
will simply accrue on the appreciation above the previous high water mark NAV at 20%.  

 
Scenario 2: If the fund gains, and then loses those prior gains, it refunds the associated 
incentive fee that had been accrued on the prior gains by issuing equalisation shares (and 
adjusting the high water mark NAV) for those shareholders who were already invested when 
the fees were originally accrued.  This results in the shareholder having a greater number 
of shares and a lesser high water mark NAV, the product of which should always equal the 
value of that shareholder’s original investment.  (e.g. 100 shares @ $100 per share is the 
same as 105 shares @ $95.238: $10,000).  

 
Scenario 3: If the fund falls below the high water mark and then recovers to above the 
lowest NAV that it hits, it will also issue equalisation shares and will adjust the high water 
mark for each investor impacted.  This is to ensure that the fund can charge an incentive 
fee at the fund level, across all shareholders, as it makes the necessary adjustments to 
each shareholder’s number of shares at an individual level, and then levies an incentive fee 
at the fund level. 

 
Under this method, the fund always accrues an incentive fee when the fund has increased 
in value from the prior month even though it may not exceed the high water mark NAV for 
each shareholder and even though the fund may be in an overall loss position.  It 
compensates shareholders for this incentive fee accrual, as required, by issuing 
equalisation shares.  The calculation is done by determining the dollar amount to be issued 
in equalisation shares and then dividing that by the current NAV and issuing the equivalent 
number of shares to the shareholder.  This is all maintained on the shareholder register and 
is simply reported to the shareholder on periodic statements as equalisation shares. 

 
The primary advantage of this method is that, unlike some other methods, there are no 
separate balances (equalisation factor or depreciation deposit) to track and report to 
investors.  Additionally, there is one NAV for the entire fund and for all shareholders, as 
adjustments are made to the number of shares to ensure that this is the case. 

 
One disadvantage is that as more shares are issued, it dilutes the ownership interest in the 
fund, and reduces the stated NAV per share.  In order to determine the true performance 
of the fund, you must factor in the number of new shares that were issued during the 
period, as a simple comparison of opening and closing NAV is not meaningful. Additionally, 
shareholders must be informed of the new share issues as well as the monthly NAV to 
enable them to determine the total value of their investment.  Finally, equalisation shares 
may be issued each month, and not just in the first year of investment (as with other 
equalisation methods).  This increases the need for shareholder-specific reporting on a 
monthly basis. 

2.  Equalisation Factor / Depreciation Deposit Approach 
With this approach, the fund calculates a Gross NAV and a Net NAV.  (See Tables 1 and 2 above for 
definitions and illustration).  The difference between the Gross and the Net NAV is called 
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equalisation.  The high water mark for the fund may be reset annually, at the beginning of each 
performance period assuming an annual performance period.  
 
A shareholder investing at an interim date (i.e. during the performance period) invests the net NAV 
plus either an equalisation factor or a depreciation deposit.  If the fund has increased in value 
during the performance period, the new investor pays the gross NAV to place the same amount of 
funds at risk as existing shareholders.  If the fund retains its performance by the end of the 
performance period, the equalisation paid will be refunded in shares at the end of the year.  If the 
fund loses value, the equalisation will be lost for that period, but is refundable in the future if the 
fund recovers that value.  This avoids the unfair clawback inequity discussed above. 
 
If the fund has lost value before an interim subscription, a depreciation deposit is charged on the 
new investment.  As the fund recovers its prior losses the deprecation deposit becomes payable to 
the investment advisor as performance fee.  This prevents the free ride inequity discussed above. 
 

Scenario 1: If an investor subscribes for shares during the performance period and the fund 
has appreciated since the beginning of the period, he/she will pay the Gross NAV per share, 
but only the Net NAV per share will be invested in the fund and the difference will be put in 
an account for that shareholder as an equalisation factor.  This is to ensure that each 
shareholder has the same amount of funds “at risk” in the fund. 

 
Scenario 1.1: If the fund maintains or improves its performance from the date of the 
interim subscription to period end, the equalisation factor will be converted into 
additional shares for that investor and will be added to his/her total number of shares.  

 
Scenario 1.2: If the fund depreciates from the date of the interim subscription, the 
equalisation factor balance remains on the accounts, and may be returned to the 
investor when the fund does appreciate over the NAV at the time of the interim 
subscription, in some future performance period. 

 
Scenario 2: If an investor subscribes for shares during the period and the fund has 
depreciated since the beginning of the period, he/she will pay the Gross NAV (which equals 
the Net NAV as there is no incentive fee accrued) per share and an amount for a 
depreciation deposit.  This amount is calculated as 20% of the difference between the 
current NAV and the high water mark NAV.  What this represents is the amount of incentive 
fee which that investor should pay, if the fund appreciates to the high water mark 
following subscription.  

 
Scenario 2.1: If the fund does appreciate to the high water mark (or higher) by the 
period end, the depreciation deposit is paid to the investment advisor as an incentive 
fee.  This avoids the “free ride” inequity outlined above. 

 
Scenario 2.2: If the fund does not appreciate to the high water mark by the period 
end, the depreciation deposit balance remains on the accounts, and may be returned 
to the [investment advisor] when the fund does appreciate over the high water mark in 
some future period.  

 
The advantage of this method is that the equalisation factors and/or depreciation 
deposits tend to clear themselves within a year or two of arising, thereby placing all 
existing shareholders on the same basis.  This eliminates the need for monthly 
adjustments to every shareholder’s account on an ongoing basis, and means that such 
adjustments are usually just required for new shareholders in the first year or two of 
their investment.   

 
The disadvantage of this method is that the depreciation deposit must be held in risk 
free treasury bills or some other risk free investment.  Investors and the investment 
advisor usually prefer that 100% of their investment be actively invested in the fund to 
achieve superior returns. 
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3.  Equalisation Adjustment Approach 
This method is similar to the Equalisation Factor/Depreciation Deposit approach, except that no 
depreciation deposit is collected.  Instead, free rides are prevented through a mandatory 
redemption of a small number of shares at period end, the proceeds of which are paid to the 
[investment advisor] based on the gains earned by that particular investor. 
 
Under this approach, an investor who subscribes during the performance period always pays the 
Gross NAV to place the same amount of funds at risk as other investors.  At the end of the 
performance period, a fund level incentive fee is calculated based on the fund’s hurdle rate or its 
loss carry forward position.  After the fund level fee is determined each investment is reviewed and 
a separate investment-level incentive fee is determined based on individual circumstances.   
 

Scenario 1: If an individual investment is not being charged enough incentive fees for the 
period (e.g. he/she may have bought into the fund at a lower NAV than the high water 
mark NAV), a small number of shares are automatically redeemed and the proceeds are 
paid to the [investment advisor] as a performance fee.  This prevents a free ride. 

 
Scenario 2: If an individual investment is being charged too much incentive fees for the 
period (e.g. he/she may have bought into the fund at a higher NAV than the high water 
mark NAV), a small number of shares are automatically issued to compensate the investor 
for an incentive fee that was accrued but is not payable to the investment advisor.   

 
One advantage of this method is that it is the only method which allows for a minimum rate 
of return or a hurdle rate to be achieved before any incentive fee becomes payable.  
Mathematically, it is extremely difficult for either of the other two methods outlined above 
to handle a hurdle rate correctly.  Another advantage of this method is that no subscription 
funds are allocated to risk-free investments. 

 
The disadvantage of this method is that shareholders may find the loss of a few shares at 
the end of the performance period unappealing.   

There are a number of other methods and variations on the methods outlined above, but the three 
methods discussed are generally the most common ones used to date in the industry.  Fund 
promoters usually outline the use of equalisation in the fund’s prospectus, typically including an 
example to allow the potential investor to truly understand the calculation. There are simpler, less 
precise methods than those outlined above, however the more sophisticated investors will demand 
that equalisation be implemented, as when the amounts to be invested are large, such adjustments 
can be material to an overall return earned by an investment. 
 




