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EXECUTIVE SUMMARY

To the best of our knowledge this survey is the
first to empirically document the practice of due
diligence among investment advisors, manag-
ers, and allocators to the alternative investment
industry.

The key findings are that these managers and
advisors take the practice of due diligence
seriously, follow a generally consistent set of
practices, but modify approaches based on
affiliation, Assets under Management (AUM),
and strategy. Consistent application of prac-
tice includes verification of manager credentials,
vendor and third party relationships, and audi-
tor tenure and reputation. Before making an
investment decision, the typical amount of time
devoted to due diligence is one-to-three months
and over 20 percent of respondents typically
devote more than six months to due diligence.
Fewer than 15 percent of organizations allow
investments without additional approvals sub-
sequent to the due diligence process.

Over 85 percent of respondents always or usu-
ally engage in background checks. In terms
of rating the efficacy of different approaches
to background checks, interviewing managers
comes first, followed by reviewing personal
recommendations and professional references,
and then by examining public records. Private
investigators were judged useful, but less so than
other approaches. Over 80 percent of respon-
dents have decided not to invest with a manager
because of discoveries in background checks.

The survey indicates that understanding and
assessing a fund manager’s leverage and liquid-
ity risks are key concerns. This includes an
understanding of what conditions may prompt

a change in fund leverage. For the majority of
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respondents, it is always or usually important to
understand the degree to which leveraged inves-
tors are allowed in a fund. Style drift is of less
concern and more likely a function of strategy.
However, a fund manager’s sector, industry,
market capitalization, and geographic concen-
trations will be critically evaluated. Using
databases to screen for managers is viewed with
caution and many respondents indicate they use
databases more for benchmarking purposes.

The majority of respondents indicate that intu-
ition has a strong or very strong influence on
investment decisions, and over half have formal
debriefing processes to capture and evaluate
intuitive reactions.

Strong agreement exists regarding the importance
of fund valuation methodologies. Likewise, a
majority indicate they will not allocate to illiquid
or negotiated markets unless they understand
Almost
half of respondents are more concerned with
asset valuation and liquidity than they were 12
months ago. A high level of position transpar-

the manager’s pricing methodology.

ency is required by over half of respondents, but
required levels of position transparency vary by
strategy and fund manager.

The survey data also reflects slight variations in
practice depending on affiliation (Fund of Funds
vs. Family Office) and Assets under Management
(Less than vs. Greater than $1 billion).




INTRODUCTION

The alternative investment industry has expe-
rienced tremendous growth over the last 25
years. The industry has evolved from using a
simple strategy for hedging stocks in a portfolio
to creating complex financial instruments to
gain exposure to exotic markets. The substan-
tial increase in allocation to alternatives has
moved hedge funds, private equity, and other
types of non-traditional investment strategies
“front and center” on every investor’s radar
screen. Estimates vary, but recent projections
put hedge funds assets—perhaps the largest cat-
egory within the alternative investment space—
at US$2.4 trillion at the end of 2007, with the
number of hedge funds over 8,000. Private
equity is also growing, but not as rapidly as in
the past.

Due to strong investor demand and the desire
to provide diversification to institutional port-
folios, allocations to alternative investments
will continue to grow. As a result, fund man-
agers in the alternative space will come under
greater scrutiny in the areas of due diligence,
transparency, valuation, and other important
aspects of the alternative investment process.
In addition, asset allocators are showing an
increasing desire to identify and apply “Best
Practices” in the alternative space. This raises
important questions. What are the prevail-
ing practices in the alternative space and how
much variation exists among investment man-
agers? Despite the importance of alternative
investments to institutional investors, the lack
of reliable information on trends in prac-
tice prompted the Greenwich Roundtable and
Quinnipiac University to begin a series of sur-
veys to answer these important questions. What
follows is the initial survey in the series: Survey
of Due Diligence Practices among Alternative
Investment Managers.

The survey was jointly developed by the School
of Business at Quinnipiac University and the
Greenwich Roundtable. The survey is designed
to collect empirical data on due diligence prac-
tices among Roundtable members and to pro-
vide a baseline for measuring ongoing trends
in due diligence practices among managers and
organizations allocating to or advising on allo-
cations to the alternative investment and hedge
fund spaces.

The Greenwich Roundtable is a non-profit
research and education group focused on alter-
native investing. Its members are sophisticated
private and institutional investors who col-
lectively represent over $1.2 trillion in assets
under management. This group largely influ-
ences the investment preferences for the alterna-
tive investment community. The purpose of the
Greenwich Roundtable is to provide a forum
for the leading practitioners of wealth creation
and investment philosophy to express their
point of view.

Quinnipiac University is a private, coeduca-
tional university with 5,400 undergraduate and
2,000 graduate students in schools of business,
health, communications, and law. The College
of Liberal Arts contains the division of educa-
tion. Quinnipiac consistently ranks among the
top universities with master’s degree programs
in the Northern region in US News and World
Report’s America’s Best Colleges and is home to
the nationally renowned Quinnipiac University
Polling Institute.
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SURVEY DESIGN AND DISTRIBUTION

The survey questions were developed in the
summer of 2007 and owe much of their con-
tent to the Greenwich Roundtable’s series on
due diligence best practices. The body of the
survey contains five sections covering the fol-
lowing dimensions of due diligence: processes,
background checks, investment decisions, fund
managers, fund management, and transparency.
The survey questions were carefully reviewed
and vetted by a panel of experts from academia,
the professional ranks, and members of the
Greenwich Roundtable. The questions provide
quantitative data as well as extensive qualitative
commentary and observations.

The survey was distributed in September 2007
via email to 370 members of the Greenwich
Roundtable. Each email contained a unique and
secure website link to the survey questionnaire.
Respondents were assured of anonymity in their
responses.

Generalization of the results comes with certain
caveats. First, the population sampled is from
a unique investor organization, the Greenwich
Roundtable. Its membership may not be repre-
sentative of the general population of allocators
to the alternative investments and hedge fund
spaces. In particular, members may have a dif-
ferent level of commitment to the application of
due diligence practices. They may have unspeci-
fied geographic biases (northeast). In addition,
those members who chose to respond to the
survey may have certain outlooks or commit-
ments to due diligence practices not shared by
the entire membership or by the broader invest-
ment community. Nevertheless, the member-
ship represents a sophisticated, experienced, and
influential component of the financial commu-
nity. Collectively, the Roundtable membership
controls in excess of $1.2 trillion of assets under
management. Therefore, the survey provides a
unique and important look at how this group
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of investors operates. In particular, this is the
first survey that provides empirical data on due
diligence practices in the alternative investments
space.




|. RESPONSE STATISTICS
AND DEMOGRAPHICS

Three hundred and seventy Roundtable members received email invitations to complete the sur-
vey. Sixty two members completed the survey for a 17 percent response rate.

Table 1.1 indicates response rates by type of organization. Fund of Funds affiliations provided
the largest proportion of responses (46.8 percent), followed by Family Offices (27.4 percent).
Consultants, Corporate Plan Sponsors, Endowments, Foundations, and Proprietary Investors pro-
vided smaller numbers of responses. The large number of responses from Family Offices and Fund
of Funds allow statistical comparisons between these two groups. We note in the body of the text
all cases in which the distribution of responses differs between these two affiliations.

TABLE 1.1 TYPE OF ORGANIZATION

My firm or organization can best be described as

Answer Options Response Percent | Response Count

Consultants 6.5% 4

Corporate Plan Sponsors 4.8% 3

Endowment 3.2% 2

Family Office 27.4% 17

Fund of Funds 46.8% 29

Foundation 3.2% 2

Insurance Company 0.0% 0

Private Bank 0.0% 0

Private Investor 0.0% 0

Public Plan Sponsor 0.0% 0

Proprietary Investor 1.6% 1

Other 6.5% 4
answered question 62

Most of the respondents or their firms focus on either the public markets or a combination of
public and private markets. Only two respondents primarily focus on private markets.

TABLE 1.2 PuBLIC/PRIVATE MARKET FOcCcus

My organization’s principal focus is on

Answer Options Response Percent Response Count

Public Markets 35.5% 22

Private Markets 3.2% 2

Both 61.3% 38
answered question 62
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Survey respondents represent firms and organizations with a wide range of Assets Under
Management (AUM). Table 1.3 reveals AUM ranging from less than $100 million, to greater than
$10 billion. As with affiliation, we suspect responses may vary by level of assets under manage-
ment. Where appropriate, we test statistical differences in responses between those with less than,
versus more than, $1 billion in AUM. We note in the body of the text all cases in which the distri-
bution of responses differs between these AUM levels. Note from Table 1.4 that slightly more than
half of respondents are from firms with over $1 billion in AUM.

TABLE 1.3 ASSETS UNDER MANAGEMENT

My organization has assets under management of
Answer Options Response Percent Response
Count

Less than $100 million 9.8% 6

$100 million to $500 million 21.3% 13
$500 million to $1 billion 13.1% 8

$1 billion to $5 billion 24.6% 15

$5 billion to $10 billion 9.8% 6
Greater than $10 billion 21.3% 13

answered question 61

TABLE 1.4 ASSETS UNDER MANAGEMENT
(LEsSs THAN $1 BILLION VS. GREATER THAN $1 BILLION)

My organization has assets under management of
. R
Categories Response Percent esponse
Count
Less than $1 billion 44.3% 27
Greater than $1 billion 55.7% 34

Respondents classified themselves by job title and years of experience. Just under half (45.2 per-
cent) of the respondents are in Portfolio Management and about a quarter (24.2 percent) are in
investment research. Additional percentages can be found in Table 1.5. Years of service range
from one year to 48 years. However, the mean and median years of service are 13 and 10 years
respectively.
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TABLE 1.5 PRIMARY JOB FuUNCTION

Please select the category that best describes your primary job function
Answer Options Response Percent Response
Count

Portfolio Construction 9.7% 6
Portfolio Management 45.2% 28
Investor Relations 4.8% 3
Investment Research 24.2% 15
Operations, Compliance, or Risk Management 3.2% 2

Other 12.9% 8

answered question 62
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Il. THE DUE DILIGENCE PROCESS

Respondents were asked several questions regarding due diligence processes at their firms. Overall,
we found a strong commitment to the due diligence process. However, for certain due diligence
practices, we find significant variation between Fund of Funds and Family Office affiliations. Not
surprisingly, the variation indicates a slightly more formularized approach in Fund of Funds and,
in some cases, quicker decision-making in Family Offices.

A key concern is the frequency with which investment advisors and managers follow formal due dil-
igence processes. Table 2.1 indicates that just over 53 percent of respondents rarely or never deviate
from formal due diligence processes in selecting new funds or fund managers. Another 16 percent
sometimes follow informal processes. However, about 32 percent usually or always do so.

TABLE 2.1 FORMAL VS. INFORMAL DUE DILIGENCE PROCESSES

While it may be desirable to follow a formal due diligence process, in practice we

follow an informal process when selecting new funds or fund managers.

. Response
Answer Options Response Percent
Count
always 19.4% 12
usually 12.9% 8
sometimes 14.5% 9
rarely 21.0% 13
never 32.3% 20
answered question 62

Several respondents added comments stressing the need for a degree of flexibility in due diligence
practices. This view is perhaps best expressed by the following comment:

While a formal process is clearly important, I think it is equally important to evaluate what infor-
mation you have and not “screen out” a fund due to a lack of some “required” information. If the
information I can find is enough to mitigate my risk (which is appropriate for the expected return),
an informal process is sufficient.

We do find that responses to this question vary significantly by affiliation, with less formal pro-
cesses at Family Offices. Among Family Office affiliations, 41 percent always or usually follow
informal processes, while 24 percent of Fund of Funds respondents always or usually follow infor-
mal processes.

AMONG INVESTORS IN ALTERNATIVE INVESTMENTS
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c¢ I he review of a

fund’s prospectus prior to
the investment is, without

doubt, absolutely neces-

sary. 9
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TABLE 2.2 REVIEW OF A FUND’S PROSPECTUS

As part of our due diligence process, we review a fund’s prospectus.
. Response
Answer Options Response Percent
Count
Always 93.5% 58
Usually 3.2% 2
Sometimes 1.6% 1
Rarely 0.0% 0
Never 1.6% 1
answered question 62
TABLE 2.3 VERIFICATION OF MANAGER CREDENTIALS
Verification of the manager’s credentials is important to our due diligence process.
. Response
Answer Options Response Percent
Count
Strongly Agree 82.3% 51
Agree 16.1% 10
Neither Agree nor Disagree 0.0% 0
Disagree 1.6% 1
Strongly Disagree 0.0% 0
answered question 62

Formalized due diligence processes may encompass a number of important dimensions. From
Table 2.2 we find little variation with respect to review of a fund’s prospectus. Fully 93.5 percent
of respondents always review a fund’s prospectus. Likewise (Table 2.3), we find that 98.4 percent
of all respondents agree or strongly agree that verification of a manager’s credentials is important
to their firm’s due diligence process. Responses indicate a bit less consistency regarding verifica-
tion of relationships with vendors and third party service providers. Note in Table 2.4 that 77.4
percent of all respondents always or usually verify these relationships. However, this ranges from
about 53 percent in Family Offices to 90 percent of those with Fund of Funds affiliations. A
similar significant variation occurs by AUM. For example, 59 percent of respondents with AUM
under $1 billion always or usually verify vendor and third party relationships compared to 89
percent for those with AUM greater than $1 billion.
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When asked to elaborate on issues related to verification via third party providers and vendors,
several respondents noted that vendors, especially auditors, are reluctant to confirm relationships.
Also, the necessity to make quick decisions may preclude such verifications.

If available, 84 percent of all respondents always or usually analyze prior audited financial state-
ments (Table 2.5). Likewise, over 90 percent of respondents agree or strongly agree that evaluation
of the tenure, credentials, and reputation of a fund’s auditors is critical to the due diligence process
(Table 2.6). Auditor reputation appears to be an important decision variable. Note from Table 2.7
that over 44 percent of respondents indicate that their firms have decided not to invest in a fund
because of the auditor’s reputation.

TABLE 2.4 VERIFICATION OF VENDORS AND THIRD PARTY SERVICE
PROVIDERS

Our due diligence process includes verification of relationships with vendors
and third party service providers.

Answer Options Response Percent Response

Count

Always 59.7% 37
Usually 17.7% 11
Sometimes 11.3% 7

Rarely 8.1% 5

Never 3.2% 2

answered question 62

TABLE 2.5 ANALYSIS OF PRIOR AUDITED FINANCIAL STATEMENTS

Unless a fund is newly launched, our due diligence process includes analysis of

prior audited financial statements.

Answer Options Response Percent | Response Count

Always 75.8% 47

Usually 8.1% 5

Sometimes 11.3% 7

Rarely 4.8% 3

Never 0.0% 0
answered question 62
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TABLE 2.6 EVALUATION OF AUDITOR’S TENURE, CREDENTIALS,
AND REPUTATION

Evaluation of the tenure, credentials, and reputation of a fund’s auditors is critical to our

due diligence process.

Answer Options Response Percent | Response Count

Strongly Agree 62.9% 39

Agree 27.4% 17

Neither Agree nor Disagree 6.5% 4

Disagree 3.2% 2

Strongly Disagree 0.0% 0
answered question 62

TABLE 2.7 AUDITOR REPUTATION AND INVESTMENT DECISIONS

Have you ever decided not to invest in a fund because of the reputation of the fund’s

auditors?
Answer Options Response Percent | Response Count
Yes 44.1% 26
No 54.2% 32
We do not verify the reputation of the fund’s

. 1.7% 1
auditors

answered question 59

Table 2.8 categorizes responses regarding verification of fund assets. Note that 62 percent of
respondents always or usually confirm the value of a fund’s assets via the prime broker or a third
party administrator. However, statistically significant responses occur across organizational
affiliation and AUM.  For example, while 53 percent of Family Offices always or usually inde-
pendently confirm asset values, over 70 percent of Fund of Funds do so. Thirty-three percent of
firms with AUM under $1 billion rarely or never independently verify the value of fund assets.
But, fewer than 10 percent of respondents with AUM greater than $1 billion rarely or never verify

fund assets.
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TABLE 2.8 INDEPENDENT CONFIRMATION OF FUND ASSETS

As part of our due diligence process, we independently confirm the value of a
fund’s assets via the prime broker or a third party administrator.
R
Answer Options Response Percent SR I . .
Count ¢¢ A t is becoming
always 50.0% 30
usually 13.3% 8 increasingly difficult to
sometimes 16.7% 10
rarely 8.3% S confirm a fund’s assets
never 11.7% 7
answered question 60 as administrators and

prime brokers refuse to

Respondents answered a series of questions about the typical, maximum, and minimum amount N
. . . . . take on liability, but the
of time their organizations devote to the due diligence process on a single manager. As Table 2.9

indicates, the most common response was one to three months (43.5 percent of responses). Just ) )
confirmation process

over 19 percent typically devote two weeks to one month and another 19 percent typically devote
three to six months. About10 percent of firms devote less than two weeks and another 9 percent

. . nn rlook
typically take six months to one year. cannot be overlooked

TABLE 2.9 TYPICAL TIMES DEVOTED TO DUE DILIGENCE simply because it is

AMONG
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Before making an investment, we typically devote to the due diligence difficult. 99

process on a single manager.

Answer Options Response Percent Response

Count

less than one week 4.8% 3

one to two weeks 3.2% 2

two weeks to one month 19.4% 12

one to three months 43.5% 27

three to six months 19.4% 12

six months to one year 9.7% 6

more than one year 0.0% 0
answered question 62
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TABLE 2.10 MAXIMUM TIMES DEVOTED TO DUE DILIGENCE

Before making an investment, the longest amount of time we have taken to complete the
due diligence process on a single manager is .
Answer Options Response Percent Response
Count
less than one week 1.6% 1
one to two weeks 1.6% 1
two weeks to one month 4.8% 3
one to three months 12.9% 8
three to six months 16.1% 10
six months to one year 19.4% 12
more than one year 43.5% 27
answered question 62

TABLE 2.1 1 MINIMUM TIMES DEVOTED TO DUE DILIGENCE

Before making an investment, the shortest amount of time we have taken to complete the
due diligence process on a single manager is .

Answer Options Response Percent Response

Count

less than one week 19.7% 12
one to two weeks 11.5% 7
two weeks to one month 42.6% 26
one to three months 24.6% 15
three to six months 1.6% 1

six months to one year 0.0% 0
more than one year 0.0% 0

answered question 61

Table 2.10 classifies responses to a question about the longest amount of time taken to complete
the due diligence process on a single manager. Examining the aggregate responses, over 43 percent
of firms have taken more than one year. But the interesting story emerges when we differentiate
between affiliation and AUM. We find that Fund of Funds offices take significantly more time to
complete their due diligence processes. About 83 percent have taken more than six months and 62
percent have taken more than a year to evaluate a single manager. By comparison, Family Offices
have taken more than six months only 24 percent of the time and more than one year only 18
percent of the time. Organizations with the AUM greater than $1 billion have taken more than
six months 72 percent of the time and more than one year 57 percent of the time. For those firms
with under $1 billion of AUM, the rates are 46 percent for more than six months and 21 percent

for more than one year.
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Table 2.11 shows responses to a question about the shortest amount of time to complete due dili-
gence. The most common response is two weeks to one month (42.6 percent), followed by one
to three months (24.6 percent), and less than one week (19.7 percent). We find no statistically
significant degree of variation across affiliation or AUM with respect to the shortest amount of time
to complete due diligence on a single manager.

While many due diligence practices are objective in nature, intuitive judgments also appear to be
important. To gauge the role of intuition in the due diligence process, we asked respondents the
degree to which intuition about a prospective fund manager influences investment decisions. From
Table 2.12 we note that approximately 70 percent of respondents indicate that intuition has a
strong or very strong influence on investment decisions. Response rates were consistent across
affiliation and AUM. About one-third of respondents provided additional comments on the role
of intuition in investment decisions. The overwhelming theme in these comments is that while
intuition cannot be the sole basis for an investment decision, intuition or “gut feelings” about a
potential manager should not be ignored.

The survey also inquires about the role of formal debriefing processes that capture and evaluate
intuitive reactions (Table 2.13). Overall, (61.3 percent) always or usually utilize a formal debrief-
ing process. However, these results vary significantly by affiliation. In particular, Family Offices
appear to use a less formal approach to evaluating the role of intuition. For example, 76 percent
of Fund of Funds offices always (41 percent) or usually (35 percent) use a formal debriefing process
while fewer than 30 percent of Family Offices always (12 percent) or usually (18 percent) do so.

TABLE 2.12 THE ROLE OF INTUITION IN DUE DILIGENGE

Intuition about a prospective fund manager has influence on our investment

decisions.

Answer Options Response Percent | Response Count

a very strong 19.4% 12

a strong 50.0% 31

a modest 25.8% 16

little 3.2%

no 1.6% 1
answered question 62

AMONG INVESTORS IN ALTERNATIVE INVESTMENTS

¢ C C hat we always

fail to realize is that
intuition is based on prior
experience. It takes years
to have a trustworthy
reaction to a manager —

don’t ignore it. 99
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TABLE 2.13 FORMAL DEBRIEFING OF INTUITIVE REACTIONS

Our firm uses a formal debriefing process to capture and evaluate intuitive

reactions that arise during the due diligence process.

Answer Options Response Percent | Response Count

always 35.5% 22

usually 25.8% 16

sometimes 19.4% 12

rarely 8.1% S

never 11.3% 7
answered question 62

The final question on due diligence processes investigates the relationship between due diligence
processes and ongoing fund monitoring. Table 2.14 indicates different approaches. Over half
of all respondents (56.4 percent) rarely or never treat due diligence and ongoing fund monitoring
as separate activities. However, fewer than 33 percent usually or always treat due diligence and
monitoring as separate activities. These different approaches do not appear to be related to either
affiliation or AUM.

TABLE 2.14 DUE DILIGENCE AND ONGOING FUND MONITORING

Our firm treats due diligence and ongoing fund monitoring as completely sepa-

rate activities.

Answer Options Response Percent | Response Count

always 17.7% 11

usually 14.5% 9

sometimes 11.3% 7

rarely 14.5% 9

never 41.9% 26
answered question 62
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I1l. DUE DILIGENGCE AND BACKGROUND OHECKS

Survey respondents were asked about their use of background checks before selecting fund manag-
ers. The take away from this section is that background checks and concerns over ethical behavior
do influence investment decisions. Table 3.1 indicates that over 71 percent of respondents always
conduct background checks and another 15 percent usually do so. Qualitative comments are con-
sistent with the irregularity of conducting background checks.

TABLE 3.1 UsE OF BACKGROUND CHECKS

We __ engage in background checks before selecting fund managers.
Answer Options Response Percent Response Count
always 71.2% 42
usually 15.3% 9
sometimes 10.2% 6

rarely 1.7% 1

never 1.7% 1

answered iuestion 59

TABLE 3.2 SPECIFIC APPROACHES TO BACKGROUND CHECKS

Please rate the overall efficacy of the following specific approaches to conducting background
checks
Answer Obtions Extremely | Somewhat | Not Very | Not At Response

P Useful Useful Useful | All Useful Count
Examining ‘pubh‘c recprds for 97 23 4 3 57
legal or ethical violations
Conducting interviews with 48 10 0 0 53
managers
Hiring private investigative ser-
vices to conduct background 17 18 15 4 54
checks
Relying on peronal )8 2 5 0 59
recommendations
Relying on professional 2 )8 ) ) 53
references

answered question 59
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c¢ B ackground checks

have uncovered managers
who have lied about
educational background,
bio’s, previous legal
disputes, and criminal

records. Y

20

Respondents rated the efficacy of specific types of background investigations. As indicated in
Table 3.2, over 82 percent find that interviews with managers are extremely useful. With regard
to examination of public records, 48 percent find it to be extremely useful, while another 40
percent find it to be somewhat useful. Similarly, over 47 percent of respondents find personal rec-
ommendations extremely useful and approximately 45 percent find professional references to be
extremely useful. This contrasts with responses to the usefulness of private investigative services.
Here responses are fairly evenly split among extremely useful (33 percent), somewhat useful (33
percent), and not very useful (27 percent). We do find that ratings of private investigative services
differ by affiliation. For example, respondents with Fund of Fund affiliations find these services
to be extremely useful 40 percent of the time as opposed to 7 percent for Family Offices.

The strongest evidence that background checks affect investment decisions is in Table 3.3. Over
76 percent of respondents indicate that their organization has decided not invest with a manager
because of discoveries in a background check. Given the opportunity to elaborate on discoveries
from background checks, respondents cited a wide range of inappropriate and potentially illegal
activities. However, the most common issue uncovered by background checks seems to be mis-
representation of credentials.

TABLE 3.3 IMPACT OF DISCOVERIES IN BACKGROUND CHECKS
ON THE INVESTMENT DECISION

Has your organization ever decided not to invest with a manager because of discoveries in a

background check?

Answer Options Response Percent Response

Count

Yes 76.3% 45

No 16.9% 10

Not Sure 6.8% 4
answered question 59

TABLE 3.4 IMPACT OF ALLEGATIONS OF UNETHICAL BEHAVIOR
ON THE INVESTMENT DECISION

Has your organization ever decided not to invest with a manager because of allegations of
unethical behavior?

Answer Options Response Percent Response

Count

Yes 81.4% 48

No 10.2% 6

Not Sure 8.5% S

answered question 59
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Table 3.4 reveals the impact of allegations of unethical behavior on investment decisions. Over 80
percent of respondents indicate that their organizations have decided not to invest with a manager
because of allegations of unethical behavior. These percentages are consistent with the 80 percent
(Table 3.5) of respondents who have decided not to invest with a manager because of a prior fund
blowup.

TABLE 3.5 IMPACT OF PRIOR FUND BLOWUPS ON THE
INVESTMENT DECISION

Has your organization ever decided not to invest with a manager because of a prior fund
blowup?

Answer Options Response Percent Response
Count
Yes 81.4% 48
No 11.9% 7
Not Sure 6.8% 4

answered i]uestion 59

We find a cautious willingness to allocate to fund managers proposing to trade in new products or
markets. About 53 percent sometimes and just over 10 percent often invest with managers trading
in new products or markets. However, 37 percent rarely or never do. When asked to elaborate,
respondents cited reasons such as a prior track-record entering new products or markets, the trans-
ferability of existing skill sets to new products or markets, and the fact that “new products and
markets are most likely to present real economic or financial inefficiencies.”

TABLE 3.6 INVESTING WITH A MANAGER TRADING IN NEw
PRODUCTS OR MARKETS

How often have you invested with an experienced manager who proposes to trade in new
products or markets?

Answer Options Response Percent Response Count
Frequently 8.5% S
Often 1.7% 1
Sometimes 52.5% 31
Rarely 28.8% 17
Never 8.5% S
answered question 59
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V. DUE DILIGENGCE AND

INVESTMENT DECISIONS

Respondents were asked about the typical, the longest, and the shortest time frames from end of

due diligence until investment (defined as funds transferred). With respect to typical time frames

(Table 4.1), the most common response is one to three months (48.3 percent) with another 32.8

percent indicating two weeks to one month. When asked about the longest amount of time to

investment (Table 4.2), the most common response is one to three months (31 percent). However,

just over 22 percent of respondents indicate that a year or more can pass between the end of due

diligence and the actual transfer of funds. In Table 4.3 we find that over 37.5 percent of responses

are less than one week and another 35.7 percent are one to two weeks. Based on some of the

previous differences across groups, we might suspect that times to investment might vary by affili-

ation or AUM. However, we find no statistically significant differences in responses by affiliation

or AUM.

TABLE 4.1 TYPICAL TIME TO INVESTMENT

(funds transferred)?

After completing the due diligence process, what is the typical amount of time to investment

Answer Options Response Percent Response Count
Less than one week 1.7% 1
One to two weeks 15.5% 9
Two weeks to one month 32.8% 19
One to three months 48.3% 28
Three to six months 0.0% 0
Six months to one year 0.0% 0
More than one year 1.7% 1
answered question 58

TABLE 4.2 LONGEST TIME TO INVESTMENT

ment (funds transferred)?

After completing the due diligence process, what is the longest amount of time to invest-

Answer Options Response Percent Response Count
Less than one week 0.0% 0
One to two weeks 0.0% 0
Two weeks to one month 8.6% 5
One to three months 31.0% 18
Three to six months 19.0% 11
Six months to one year 19.0% 11
More than one year 22.4% 13
answered question 58
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TABLE 4.3 SHORTEST TIME TO INVESTMENT

After completing the due diligence process, what is the shortest amount of time to invest-
ment (funds transferred)?

Answer Options Response Percent Response Count
Less than one week 37.5% 21

One to two weeks 35.7% 20

Two weeks to one month 19.6% 11

One to three months 7.1% 4

Three to six months 0.0% 0

Six months to one year 0.0% 0

More than one year 0.0% 0

answered i]uestion 56

Table 4.4 presents data on the types of approvals that are required prior to investment. The most
common responses are investment committee or board approval (58.6 percent) and executive level
approval (29.3 percent). Differences do arise between Fund of Funds and Family Offices with
regard to the types of approvals required for funds transfer. A quarter of Family Offices require no
other approvals after completion of due diligence, while only 12 percent of Fund of Funds require
no other approvals. In cases where additional approvals are requird, 73 percent of Fund of Funds
respondents require investment committee or board approval versus 38 percent of Family Office
respondents. On the other hand, Family Offices respondents require executive level approval about
38 percent of the time, versus 23 percent for Fund of Funds affiliations. Requirements for investor
approval and external legal review do not vary significantly across affiliation.

TABLE 4.4 REQUIRED APPROVALS

After completing the due diligence process, what other approvals are required before invest-
ments are made? (Please check all that apply)

Answer Options Response Percent Response Count
No other approvals are required 13.8% 8
Investment committee or board approval 58.6% 34
Executive level approval 27.6% 16
Investor approval 12.1% 7
External legal review 15.5% 9

Other 12.1% 7

answered iuestion 58
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V.DUE DILIGENCE AND FUND MANAGERS

The survey asks several questions about identifying potential managers as well as concerns about
style drift, liquidity, and leverage. Managerial databases get mixed reviews, and respondents offer
qualified concerns over the issue of style drift. Concerns about liquidity and leverage are high.

From Table 5.1, approximately 23 percent of respondents usually or always utilize manager
databases. However, about 44 percent rarely or never use screens. These results are consistent
across type of offices and AUM. About half of respondents provided additional comments on
their opinions of manager databases. Respondents caution that databases have, “...too much
survivorship bias,” and that the “...truly excellent managers do not feel compelled to include their
performance and contact data.” The most common use of manager databases seems to be for
benchmarking purposes.

TABLE 5.1 MANAGER DATABASES

We screen manager databases to help identify fund managers.

Answer Options Response Percent Response Count

Always 8.8% S

Usually 14.0% 8

Sometimes 33.3% 19

Rarely 26.3% 15

Never 17.5% 10
answered question 57

Fewer than 57 percent of respondents agree or strongly agree with the statement that it is extreme-
ly important to identify managers who can avoid style drift (Table 5.2). About 72 percent agree,
or strongly agree, that their firms have been successful in identifying managers who avoid style
drift (Table 5.3). However, several respondents added qualifying statements regarding style drift.
For example:

Style drift can be positive or negative, depending on the reasons. In other words, searching for
new opportunities with the required skill-set is a good thing, while just going into new strategies
to put additional money to work is bad.
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TABLE 5.2 IMPORTANCE OF IDENTIFYING MANAGERS WHO
AVOID STYLE DRIFT

It is extremely important to identify managers who can avoid style drift.
. R
Answer Options Response Percent esporse
Count
Strongly Agree 24.1% 14
Agree 32.8% 19
Neither Agree nor Disagree 39.7% 22
Disagree 3.4% 2
Strongly Disagree 0.0% 0
answered question 57
TABLE 5.3 SUCCESS IN IDENTIFYING MANAGERS WHO
AVOID STYLE DRIFT
Our firm has been successful in identifying managers who avoid style drift.
Answer Options Response Percent Response Count
Strongly Agree 15.8% 9
Agree 56.1% 32
Neither Agree nor Disagree 28.1% 16
Disagree 0.0% 0
Strongly Disagree 0.0% 0

answered iuestion 57

TABLE 5.4 ASSESSING CONCENTRATION EXPOSURE

My firm always assesses a fund manager’s exposure to
(please check all that apply).
Answer Options Response Percent Response Count
Sector concentration 94.7% 54
Industry concentration 84.2% 48
Market capitalization concentration 87.7% 50
Geographic concentration 89.5% 51
Other (please specify) 28.1% 16
answered question 57
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Table 5.4 reveals consistent views regarding the importance of assessing a fund manager’s expo-
sure to sector concentrations (95 percent), industry concentrations (84 percent), market capitaliza-
tion concentrations (88 percent), and geographic concentrations (90 percent).

Liquidity risk appears to be a key concern. Table 5.5 indicates that 75.4 percent of respondents
strongly agree that assessing the liquidity risks in a manager’s investment strategy is a critical com-
ponent of due diligence. Another 17.5 percent agree with the statement suggesting that about 93
percent of respondents agree, or strongly agree, that assessment of liquidity risk is a critical due
diligence practice. Breaking down the responses by affiliation reveals that Fund of Funds affili-
ations are more likely to strongly agree with this statement. For example, 96 percent with Fund
of Funds affiliations strongly agree, while only 56 percent for Family Offices do so. Qualitative
comments echo the importance of liquidity assessment. A typical comment is, “The most elusive
and most difficult criteria to assess.” The relationship between lock up periods and liquidity is
also noted, “Does the manager’s lock-up period correspond to the investment strategy?”

TABLE 5.5 IMPORTANCE OF ASSESSING LIQUIDITY RISKS IN A
MANAGER’S STRATEGY

Assessment of the liquidity risks implicit in a fund manager’s investment strategy is critical
to our due diligence process.

Answer Options Response Percent Response

Count

Strongly Agree 75.4% 43
Agree 17.5% 10
Neither Agree nor Disagree 5.3% 3
Disagree 1.8% 1
Strongly Disagree 0.0% 0

answered iuestion 57

TABLE 5.6 IMPORTANCE OF ASSESSING THE DEGREE OF
LEVERAGE A MANAGER EMPLDOYS

An understanding and assessment of the degree of leverage that a fund manager may

employ is critical to our due diligence process.

Answer Options Response Percent Response Count

Strongly Agree 78.9% 45

Agree 21.1% 12

Neither Agree nor Disagree 0.0% 0

Disagree 0.0% 0

Strongly Disagree 0.0% 0
answered question 57
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As with liquidity, strong consensus emerges with regard to the importance of assessing leverage. All
respondents (100 percent) agree or strongly agree that understanding and assessing the degree of
leverage that a fund manager may employ is critical to due diligence (Table 5.6). Succumbing to a
temptation to split hairs, the breakdown between agree and strongly agree is statistically significant
across affiliation. In particular, 92 percent of Fund of Fund versus 69 percent of Family Office
respondents strongly agree.

A question about the importance of a manager’s experience and expertise in managing liabili-
ties follows the same pattern. From Table 5.7, just over 91 percent of all respondents agree or
strongly agree that reviewing liability management skills and experience is critical to due diligence.
Examining affiliation more closely we find a statistically higher proportion of Fund of Funds (68
percent) versus Family Offices (33 percent) strongly agree with the statement.

TABLE 5.7 EXPERIENCE AND EXPERTISE IN MANAGING LIABILITIES

Review of a manager’s experience and expertise in managing liabilities is critical to our due

diligence process.

Answer Options Response Percent Response Count

Strongly Agree 55.4% 31

Agree 35.7% 20

Neither Agree nor Disagree 8.9% S

Disagree 0.0% 0

Strongly Disagree 0.0% 0
answered question 56

Respondents are more consistent with regard to the issue of sell discipline. Almost 88 percent agree
or strongly agree that understanding a manager’s sell discipline is a critical step prior to allocation
(Table 5.8). Similarly, 98.2 percent of respondents indicate that understanding a fund manager’s
idea generating or instrument selection process is always or usually critical to the due diligence
process (Table 5.9). The importance of this view is perhaps best articulated by the comment that
the question offers a, “blinding glimpse of the obvious.”

AMONG INVESTORS IN ALTERNATIVE INVESTMENTS
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TABLE 5.8 UNDERSTANDING A PORTFOLIO MANAGER’S

SELL DISCIPLINE

Before allocating to a fund, we must understand the portfolio manager’s sell discipline.

Answer Options

Response Percent

Response Count

Strongly Disagree

Strongly Agree 54.4% 31
Agree 33.3% 19
Neither Agree nor Disagree 8.8% S
Disagree 3.5% 2

0.0% 0

answered question

57

TABLE 5.9 IDEA GENERATING AND INSTRUMENT SELECTION PROCESS

Understanding a fund manager’s idea generating or instrument selection processes is
critical to our due diligence process.

Answer Options

Response Percent

Response Count

always 84.2% 48
usually 14.0% 8
sometimes 1.8% 1
rarely 0.0% 0
never 0.0% 0

answered i]uestion 57
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VI. DUE DILIGENCE AND FUND MANAGEMENT

The survey also investigates the relationship between due diligence and ongoing fund management
with questions ranging from leverage and trading issues to liquidity valuation concerns.

With respect to fund leverage (Table 6.1), almost 75 percent of respondents feel it is always critical
to understand the specific conditions that may prompt a change in fund leverage. Another 22 per-
cent believe it is usually critical to do so. Differences in levels of concern register across affiliation.
About 53 percent of those with Family Office affiliations, compared with 88 percent of Fund of
Funds affiliations, believe it is always critical to understand the specific conditions that may prompt
a change in fund leverage.

TABLE 6.1 UNDERSTANDING CONDITIONS THAT MAY CHANGE
A FUND’S LEVERAGE

Understanding the specific conditions that may prompt a change in a fund’s leverage is
critical to our due diligence process.

Answer Options Response Percent Response Count
always 74.5% 41

usually 21.8% 12
sometimes 3.6% 2

rarely 0.0% 0

never 0.0% 0

answered question 55

TABLE 6.2 UNDERSTANDING THE DELINEATION BETWEEN
PORTFOLIO MANAGEMENT AND TRADING

Before allocating to a fund, we must understand the specific delineation between portfolio
management and trading.

Answer Options Response Percent Response Count
Strongly Agree 38.2% 21

Agree 43.6% 24

Neither Agree nor Disagree 18.2% 10
Disagree 0.0% 0

Strongly Disagree 0.0% 0

answered iuestion 55
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Overall, respondents also show a concern regarding the delineation between portfolio manage-
ment and trading (Table 6.2). Just under 82 percent agree or strongly agree with the statement
that they must understand the specific delineation between portfolio management and trading
before allocating to a fund.

Responses indicate slightly less concern about the degree to which a manager allows levered inves-
tors into the fund. Table 6.3 reveals that while 45.5 percent of respondents indicate that it is
always important to know, and another 16 percent feel it is usually important, just over 25 percent
indicate it is only sometimes important. Finally, 13 percent find it rarely or never important.

TABLE 6.3 DEGREE TO WHICH MANAGERS ALLOW LEVERED
INVESTORS INTO THE FUND

It is important for us to understand the degree to which the fund manager
allows levered investors into the fund.
Answer Options Response Percent Response Count
always 45.5% 25
usually 16.4% 9
sometimes 25.5% 14
rarely 7.3% 4
never 5.5% 3
answered question 55

Respondents categorized their observations regarding the level of leverage used by investors (Table
6.4). Fewer than two percent feel that levels are extremely high. However, 45.3 percent feel levels
are high and an additional 41.5% percent feel that levels are moderate.

TABLE 6.4 0OBSERVATIONS OF INVESTOR LEVERAGE

Based on my observations, the level of leverage used by investors is

Answer Options Response Percent Response Count
extremely high 1.9% 1

high 45.3% 24
moderate 41.5% 22

low 7.5% 4
extremely low 3.8% 2

answered question

53
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Table 6.5 indicates a strong concern with understanding a manager’s approach to valuation. About
80 percent strongly agree and another 18 percent agree that understanding a fund’s valuation meth-
odology is critical to the due diligence process. Without placing too much practical significance
on the breakdown of these proportions, the percentage of responses in the strongly agree category
are 95 percent for Fund of Funds and 60 percent for Family Offices. This may point to a slightly
stronger concern over understanding valuation methods in Fund of Funds offices. A similar empha-
sis appears in responses to pricing methodologies (Table 6.6). Just over 89 percent of respondents
agree or strongly agree with the statement that they do not invest in illiquid or negotiated markets
unless they understand the manager’s pricing methodology. However, those with Fund of Funds
affiliations strongly agreed with the statement 84 percent of the time, while Family Offices strongly
agreed about 38 percent of the time.

TABLE 6.5 UNDERSTANDING A FUND’S VALUATION METHODOLOGY

Understanding a fund’s valuation methodology is critical to our due diligence process.

Answer Options

Response Percent

Response Count

Strongly Agree 80.4% 45
Agree 17.9% 10
Neither Agree nor Disagree 1.8% 1
Disagree 0.0% 0
Strongly Disagree 0.0% 0

answered iuestion 56

TABLE 6.6 IMPORTANCE OF UNDERSTANDING A MANAGER’S

PRICING METHODOLOGY

pricing methodology.

We do not invest in illiquid or negotiated markets unless we understand the manager’s

Answer Options

Response Percent

Response Count

Strongly Agree 65.5% 36
Agree 23.6% 13
Neither Agree nor Disagree 7.3% 4
Disagree 3.6% 2
Strongly Disagree 0.0% 0

answered question
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37



€ R egarding concerns

over asset valuation, one
does not want to be the last

guy to find the exits. 99

IR

Respondents were given the opportunity to elaborate on the pricing methodologies they observe to
be most useful in determining a manager’s marks. Nearly half of those taking the survey provided
comments. Third party verification is a clear preference, but more than one person commented
along the lines that, “consistency of mark is almost more important than method.”

Almost half of respondents have increased sensitivity to asset valuation concerns. Table 6.7 sug-
gests that about 18 percent of respondents strongly agree and another 29 percent agree with the
statement that they are more sensitive to asset valuation concerns now than twelve months ago.
However, over 23 percent disagree or strongly disagree with the statement.

TABLE 6.7 SENSITIVITY TO ASSET VALUATION CONCERNS RELATIVE
TO TWELVE MONTHS AGO

We are more sensitive to asset valuation concerns than we were twelve months ago.

Answer Options Response Percent Response Count
Strongly Agree 18.2% 10

Agree 29.1% 16

Neither Agree nor Disagree 29.1% 16

Disagree 14.5% 8

Strongly Disagree 9.1% 5

answered question 55

A similar story unfolds with respect to changing concerns regarding liquidity. About 44 percent of
respondents strongly agree (14.3 percent) or agree (30.4 percent), agree with the statement they are
more sensitive to portfolio liquidity issues than twelve months ago (Table 6.8). This leaves about
34 percent that neither agree nor disagree with the statement and about 21 percent that disagree
or strongly disagree. Apparently liquidity and valuation concerns are high, but only increasing
for about half of respondents. Two comments about liquidity and asset valuation concerns might
explain this result. “This has always been critical to our process.” “Why should one be more
sensitive now versus 12 months ago?”
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TABLE 6.8 SENSITIVITY TO PORTFOLIO LIQUIDITY ISSUES
RELATIVE TO TWELVE MONTHS AGO

We are more sensitive to portfolio liquidity issues than we were twelve months ago.

Answer Options Response Percent Response Count
Strongly Agree 14.3% 8

Agree 30.4% 17

Neither Agree nor Disagree 33.9% 19
Disagree 12.5% 7

Strongly Disagree 8.9% 5

answered question 56

Our final question in this section concerns the interrelationship among a fund’s asset structure,
liability structure, liquidity, counterparties, and leverage The results are in Table 6.9. Overall,
about 84 percent of respondents strongly agree (54 percent) or agree (30 percent) that review of
these interrelationships is critical to the due diligence process. However, among our sample of
respondents, Fund of Funds affiliations were more likely to strongly agree with the statement than
Family Offices, 68 percent to 27 percent.

TABLE 6.9 INTERRELATIONSHIPS AMONG A FUND’S ASSET STRUCTURE,
LIABILITY STRUCTURE, LIQUIDITY, COUNTERPARTIES, AND LEVERAGE

Periodic review of the interrelationships among a fund’s asset structure, liability structure,
liquidity, counterparties, and leverage is critical to our ongoing due diligence process.
Answer Options Response Percent Response Count
Strongly Agree 53.6% 30

Agree 30.4% 17

Neither Agree nor Disagree 8.9% 4

Disagree 7.1% 4

Strongly Disagree 0.0% 0

answered question 55
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VIil. DUE DILIGENCE AND TRANSPARENCY

Respondents were asked to classify their organizations’ approach to various transparency con-
cerns. Overall, the responses indicate concerns with transparency, but flexibility in approaches,
especially with regard to strategies. Responses also indicate a concern over improperly aligned
compensation structures.

Table 7.1 indicates that slightly over half of respondents (57.4 percent) agree or strongly agree
that their firms require a high level of position transparency from all fund managers. However,
60 percent of all responses indicate that required levels of position transparency usually or always
vary by fund strategy (Table 7.2). This mirrors the 56 percent of responses indicating the required
level of position transparency usually or always varies by fund manager (Table 7.3).

TABLE 7.1 REQUIRED LEVEL OF POSITION TRANSPARENCY

Our firm requires a high level of position transparency from all fund managers.

Answer Options Response Percent Response Count
Strongly Agree 24.1% 13
Agree 33.3% 18
Neither Agree nor Disagree 25.9% 14
Disagree 13.0% 7
Strongly Disagree 3.7% 2
answered question 54

TABLE 7.2 VARIATION OF POSITION TRANSPARENCY BY
FUND STRATEGY

Our required level of position transparency varies by fund strategy.

Answer Options Response Percent Response Count
always 14.8% 8
usually 46.3% 25
sometimes 24.1% 13
rarely 9.3% S
never 5.6% 3

answered question 54
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TABLE 7.3 VARIATION OF POsITION TRANSPARENCY BY
FUND MANAGER

Our required level of position transparency varies by fund manager.

Answer Options Response Percent Response Count
always 13.2% 7

usually 43.4% 23
sometimes 26.4% 14

rarely 13.2% 7

never 3.8% 2

answered question 53

Respondents were asked about their requirements for transparency with regard to compensation
issues. Results indicate that alignment is more important than complete transparency. In par-
ticular, 53 percent of respondents always or usually require complete compensation transparency
(Table 7.4). However, 89 percent always or usually view an improperly aligned compensation
structure as a red flag (Table 7.5).

TABLE 7.4 TRANSPARENCY REGARDING COMPENSATION

Our firm requires complete transparency regarding compensation of a fund’s
investment professionals.

Answer Options Response Percent Response Count
always 21.8% 12

usually 32.7% 18
sometimes 10.9% 6

rarely 23.6% 13

never 10.9% 6

answered question 55
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TABLE 7.5 COMPENSATION ALIGNMENT

An improperly aligned compensation structure is a red flag.
P l Answer Options Response Percent Response Count
¢« ot only is always 33.9% 19
) ] usually 57.1% 32
an improperly aligned sometimes 3.9% 5
rarely 0.0% 0
compensation structure never 0.0% 0
answered question 56
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SUMMARY

This survey establishes a comprehensive base-
line empirical record of due diligence practices
among a sophisticated and influential group of
investment professionals managing allocations
to the alternative investment space. The survey
documents the overall due diligence processes
and provides insight on background checks,
investment decisions, selection of fund manag-
ers, ongoing fund management oversight, and
transparency. Results indicate that the invest-
ment managers and advisors take the practice
of due diligence seriously and generally follow a
consistent set of practices. However, in certain
areas, they modify approaches by affiliation,
AUM, and strategy. Leverage and liquidity are
key concerns, as are a fund manager’s sector,
industry, market capitalization, and geographic
concentrations. Background checks, allegations
of unethical behavior, and prior fund blowups
all influence investment decisions. Not all due
diligence practices are objective. In particular,
a positive role for intuition is clearly evident.
Strong agreement exists regarding the impor-
tance of understanding fund valuation meth-
odologies. Allocation to illiquid or negotiated
markets are not likely unless a manager’s pricing
methodology is clearly understood. Position
transparency is important, but required levels
of position transparency vary by strategy and
fund manager.

Due diligence practices are important to the
entire investment community. We believe this
survey adds to the empirical understanding of
investment practice. Obviously, additional data
are required to fully document and understand
due diligence processes, and we hope to gain
additional knowledge and insight with future
surveys.
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Matthew L. O’Connor, Ph.D.
School of Business

Quinnipiac University

275 Mount Carmel Avenue
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203-582-8297
Matthew.oconnor@quinnipiac.edu

Or

Toni Robinson

Business Manager

The Greenwich Roundtable, Inc.
P.O. Box 4019

Greenwich, CT 06831
203-625-4522
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