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The passage of the Uniform Prudent Investor Act of 1994 (UPIA) created an
opportunity for the growth and development of Funds of Hedge Funds (FoHFs)
providing institutional investors access to the high return of hedge funds by
allowing them to diversify their risk exposure and to delegate their due diligence
responsibilities to these FoHFs. However, the global financial crisis in 2008 was
a major challenge to FoHFs. Poor returns and the flight of institutional capital
during the financial crisis have led to a major reduction of assets under
management by FoHFs. Recovery has been slow despite improved returns
subsequent to the crisis. The economic environment remains a challenge for
small FoHFs, but large FoHFs see opportunities and are attracting new capital.
This book is a collection of studies that for the first time analyses in some depth
the impact of the crisis on the FoHFs industry and the risks and opportunities
that lie ahead.

The financial crisis in 2008 and the unfortunate coincidence of the Madoff
scandal at the end of the year drew attention to the risks associated with hedge
fund investing. A number of chapters in this volume address the need to develop
new tools to calibrate — and control — these sources of risk.

Institutional clients demand increased attention to operational due diligence.
Improved transparency and oversight are essential. This has led to the devel-
opment of Undertakings for Collective Investment in Transferable Securities
(UCITS) FoHFs. This institutional framework, originally created to standardize
mutual fund structures in Europe, has come to be employed by FoHFs mainly in
Europe but increasingly in USD accounts. Because these were originally designed
for mutual funds, the improved transparency and oversight comes at the cost of
severe restrictions on the strategies and instruments available to the funds.
Among other things the investments are limited to relatively liquid securities.
This provides operational flexibility but at the same time limits the investible
universe of securities. This book examines carefully the nature of this tradeoff
and the costs that it imposes, not only in terms of operational complexity but
also in terms of potential reduction in returns. Since organizational frameworks
of this nature can increase the comfort level of institutional clients, there may be
opportunities for large FoHFs who can manage the cost and complexity of these
arrangements.



The financial crisis also drew attention to the financial risks associated with
hedge fund investments. It was thought that diversification alone would suffice
to control and even eliminate financial risk. Indeed, this was perceived to be
a major advantage of FoHFs in the period leading up to the crisis. However, the
crisis revealed that many hedge funds were not immune to the economy-wide
credit and liquidity risk that characterized that period. This exposure gave rise to
excessive tail risk at many FoHFs. A number of chapters in this book address the
need to develop new ways to measure this risk exposure and to develop
performance measures that appropriately account for it. The consensus appears
to be that there is good news. A variety of data sources suggests that FoHFs had
favorable returns even after accounting appropriately for this risk, with evidence
that large FoHFs had disproportionately higher returns.

The last section of the book addresses in some detail the legal and regulatory
risks facing the FoHFs industry both in the United States and around the world.
The UPIA, which applies to United States fiduciary investors, provides the
clearest statement of what constitutes prudent investing in English law-based
systems: a fiduciary investor must, in investing and managing fund assets,
consider the purposes, terms, distribution requirements and other material
circumstances of the fund. In the past FoHFs have relied on the somewhat
illusory benefits of diversification. Overdiversification not only leads to dimin-
ished returns; it also increases legal risk to the extent that it renders more difficult
their necessary due diligence responsibilities. At the same time there are signif-
icant opportunities for those FoHFs large enough to absorb the expenditures
associated with appropriate due diligence and the increased costs of compliance
that have arisen as a result of the financial crisis.

While the financial crisis had a significant and negative impact on most FoHFs,
the bottom line is that the industry can meet the challenges it faces and that
there are significant opportunities available for those FoHFs able and willing to
take advantage of them.

Stephen J. Brown
David S. Loeb Professor of Finance, NYU Stern School of Business
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