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W
elcome to this Special Supplement of Grand

Cayman Magazine on the hedge fund indus-

try in the Cayman Islands.

In these pages, you will encounter some of the finest providers

of hedge fund services as well as expert views on this changing and

dynamic fund industry. 

A prime example of this dynamism presents itself just as

we are preparing to put this Supplement on press. As anyone

who follows hedge fund issues knows, an ongoing area of con-

cern is the degree to which government regulation will be

imposed further on the industry. It is probably a truism that reg-

ulators, by nature, like to regulate, and the media often times

appear to encourage them.

However, in late June, a three-judge panel of the United

States Court of Appeals for the District of Columbia dealt what

appears to be, on first reading, a serious, possibly fatal, blow to

the Securities and Exchange Commission’s authority to regulate

these funds. Unless the ruling is overturned on appeal, the

United States Congress would have to act to grant the SEC addi-

tional powers if it were to impose further rules and mandates on

the hedge fund industry.

Attorneys, auditors, fund administrators and other practi-

tioners in the Cayman Islands are watching these events with

keen interest.

As many readers know, the Cayman Islands have distinguished

themselves as the venue of choice in which to domicile offshore

funds. With more than 7,000 funds in place in Cayman, no other
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jurisdiction even comes close—and the growth of fund registra-

tions continues to increase relative to other offshore venues.

Last year, approximately 1,750 funds were licensed by the

Cayman Islands Monetary Authority and, overall, the Cayman

Islands account for nearly 80 percent of all of the registered

funds worldwide. It’s not a monopoly, but it certainly is an

enlightened endorsement of what Cayman has to offer.

While providers of hedge fund services are somewhat lim-

ited—either by legislation, customary practice, or just plain

modesty—about what they can say about the advantages of

doing business on the islands and, in particular, doing business

with their firms, we, as publishers, are under no similar

restraints, and, frankly, we are effusive about the quality, scope,

and sophistication of the fund industry here.

If it were our responsibility to determine where to situate a

new or existing hedge fund, we would look favorably on Grand

Cayman for the following reasons:

• The underlying legislation that governs the industry

here—the Mutual Funds Law of 1993—is widely thought

to provide an ideal balance between responsible regula-

tion and, frankly, common sense. The legislation is well-

crafted, comprehensive, and even visionary. Importantly,

the law is neither onerous nor needlessly arcane.

• The supporting infrastructure in Grand Cayman is without

equal in other offshore jurisdictions. The island’s legal and

accounting firms have fortified their already sophisticated

professional staffs to bring unparalleled expertise to their

offshore hedge fund clients. Many of these firms are inter-

national in scope (for example, all of the “Big Four”

accounting firms have major practices on the island), so

that fund managers have at their command the very best

practitioners in the world.

• The financial industry in the Cayman Islands is among

the best-regulated and most-emulated jurisdictions in the

world. Under the direction of the Cayman Islands

Monetary Authority (CIMA), the islands have led the way

in compliance with major international conventions and

initiatives. A “Know Your Client” approach is mandated

throughout the financial industry.

• The Cayman Islands judicial system, which in most cases

presides over disputes involving Cayman-licensed funds,

is based on British Common Law with ultimate appeal to

the Privy Council in London. Grand Court judges regular-

ly preside over complex financial cases.

• While the beauty, safety, and overall allure of our islands

might not qualify as “business reasons” to situate off-

shore funds here, it is worth pointing out that as many as

40 percent of out overnight “tourists” come to the

Cayman Islands for business purposes. With magnificent

resorts, such as the newly opened Ritz-Carlton with its

Greg Norman-designed golf course, the beachfront Hyatt,

the Marriott, and the Westin Casuarina, Grand Cayman is

an ideal destination to combine the best of business with

the best of business travel.

In closing, let us unabashedly suggest that hedge fund pro-

fessionals do not hedge their bets when it comes to selecting an

ideal offshore domicile. “Go long” on Grand Cayman. You’ll be

in the finest company! ◆
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CAN I DRINK THE WATER?

Yes You Can!
The water available in most of the hotels and

condominiums on Grand Cayman is supplied to the

highest international standards by Consolidated Water

Co. Ltd. and is safe and clean. Enjoy your stay and have a

drink on us... right from the tap! But remember you are

using a scarce and expensive commodity. PLEASE

CONSERVE WATER. And, if you want a permanent reminder

of your trip and you’re tired of T-shirts, ask your financial

advisor about ‘CWCO’ when you get home.

Consolidated Water Co. Ltd. 

(NASDAQ – ‘CWCO’)
P.O. Box 1114GT, Grand Cayman

www.consolidated-water.com

Quoted on the NASDAQ 

National Market as “CWCO”

CAN I DRINK THE WATER?

Yes You Can!





Editor’s Note: The author,

David R. Friedland, is

President of the Hedge

Fund Association, a U.S.-

based international not-

for-profit association of

hedge fund managers,

service providers, and

investors formed to unite

the hedge fund industry;

he also serves as

President of Magnum U.S.

Investments, Inc. We

asked Mr. Friedland to

prepare this article for

Grand Cayman Magazine to give our readers an overview of the

fund industry and offer some advice for investors considering

hedge funds.

“Unregulated pools of capital with high fees that are

only available to those who have the stomach to

withstand high volatility and who can afford to

lose the entire investment.”

This is the false, single-dimensional portrayal of hedge

funds that has historically been perpetuated by the media and

less-informed participants in the financial industry who may see

hedge funds as a threat to their livelihood. As a result, many

investors are misinformed about hedge funds and have a nega-

tive perception about what this investment alternative really is

and what it can do for them. Nonetheless, hedge funds have

continued to grow in popularity and are now the investment of

choice for many pension funds, endowments, family offices and

high net worth individuals. Should you be investing in hedge

funds? This article may help you better decide.

A hedge fund is a term commonly used to describe any

fund that charges performance fees and that isn’t a conven-

tional investment fund—that is, any fund using a strategy or set

of strategies other than investing long in shares (unit

trusts/mutual funds), bonds, money markets (money market

funds), real estate, venture capital or LBOs (leveraged buy-outs).

Hedge fund strategies, also referred to as alternative investment

strategies, include selling stocks short, hedging against market

downturns by short selling or by using options, investing in

asset classes such as currencies or distressed securities, and uti-

lizing return-enhancing tools such as leverage, derivatives, and

arbitrage.

There are more than 9,000 hedge funds in the world today

with the vast majority registered in the Cayman Islands. The

general investing public, however, probably hasn’t heard of

most of them as advertising and other regulatory restrictions

attempt to keep hedge funds away from unsophisticated

investors. Recently imposed SEC registration requirements

imposed on hedge fund managers have raised the barrier to

entry for hedge fund managers and raised the cost of managing

a hedge fund. These regulations do not, however, change the

fact that hedge funds continue to be managed in a largely regu-

latory free environment. This lack of regulation gives hedge

funds defensive (as well as opportunistic) flexibility that unit

trusts, which are subject to strict regulatory control and disclo-

sure requirements, generally don’t enjoy. Despite the fact that

there is no formal regulation stipulating what hedge funds can

and cannot invest in, most hedge funds do manage their funds

within written mandates, and generally keep their investments

and strategy within an area of specialization. This happens

because many hedge fund investors are sophisticated individu-

als, professionals managing funds of hedge funds, or institu-

tions, who demand that hedge fund managers invest within

their mandate as specified in the hedge fund’s offering memo-

randum.

For example, if our company, a manager of funds of hedge

funds, were to find a market neutral fund manager suddenly

making unusual returns due to a large directional exposure in

the equity market, we would redeem our investment because

we have other specialist managers who take a directional view

on the equity market. Investors can also take comfort in the fact

that the vast majority of hedge funds are audited, are adminis-

tered by an independent administrator, and have their assets

held by a reputable custodian bank or prime broker.

While media stories about hedge funds in the past have

usually focused on funds generating exciting returns, the vast

majority of hedge funds make consistency and stability of

return, rather than magnitude, their primary goal.

Historical data indicate that a diversified portfolio of hedge

funds generates more consistent returns than unit trusts/mutu-

al funds. Hedge funds, unlike unit trusts and mutual funds,

have the ability to make money in both up and down markets

through the use of derivatives, short selling and other strategies

not available to traditional unit trusts. During the bear market

of 2001 and 2002, hedge funds, unlike other long only invest-

ments, were able to offer investors an asset class that pre-

served capital, and in many instances appreciated. This was in

contrast to unit trusts and mutual funds, that experienced loss-

es in line with, and often even greater than those suffered in

equity markets. 

Hedge funds were able to preserve and grow capital during

2001 and 2002 because many hedge funds, as the term implies,

“hedge their bets.” They may sell shares short to cover them-

selves against a drop in stock prices. They may buy put options,
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which give them the right to sell a stock at a specified future price,

in order to lock in a sell price in the event of a severe market drop.

They may buy interest-paying bonds or trade claims of compa-

nies undergoing reorganization, bankruptcy, or some other cor-

porate restructuring, counting on events in a company, rather

than more random macro trends, to affect their investment. 

By the same token, these defensive strategies tend to cause

hedge funds to under-perform unit trusts and mutual funds in

bull markets, and certainly that was the case with many strate-

gies during the first quarter this year as equity markets staged a

strong recovery. However, with the bear market of 2001 and

2002 still fresh in investors’ minds, many investors have turned

to hedge funds to help preserve their wealth, and perhaps you

should too. 

There are a variety of strategies for investors to consider.

The more conservative of these strategies are generally not cor-

related to equity markets and deliver steady profits with low

volatility.

More aggressive hedge funds that seek high returns, albeit

with higher volatility, are also available. These strategies gener-

ally have a directional bias to the market, either long or short

(long/short equity), or seek to speculate on future market moves

in equity markets, currency markets and global currency funds.

Aggressive funds have the potential to enjoy large gains, but

unless the fund manager is perceptive enough to identify mar-

ket turns in advance, the fund may be susceptible to volatile

returns. 

The broad range of hedge fund strategies and the many

complex styles available can confuse the average investor.

Unless you have a real understanding of the characteristics and

risks associated with the different hedge fund strategies, the

best approach for investing in hedge funds is to use a consult-

ant well versed in hedge fund strategies or to invest in an estab-

lished fund of hedge funds. 

A fund of hedge funds is a diversified portfolio of hedge

funds that allows investors to access a variety of hedge funds

with a relatively small investment. Typically, the minimum

investment in a hedge fund ranges anywhere from $250,000 to

$5 million, whereas the average minimum investment into a

fund of hedge funds ranges from $50,000 to $250,000. Further,

by investing in a fund of hedge funds, investors are able to

access a wide range of different hedge fund strategies, provid-

ing wide diversification often with exposure to a variety of mar-

kets, with one easy-to-administer investment. 

As a result of this added diversification, funds of hedge

funds are often able to provide more consistent returns than

individual hedge funds. Consequently, funds of hedge funds are

ideal investment vehicles for investors who are seeking stable

returns and who do not have the time, expertise, or resources to

analyze, identify, and monitor the hedge funds most suitable for

their portfolio.

If you prefer to select individual hedge funds yourself, as

opposed to investing in a fund of hedge funds, the following are

some important tips:

• Always understand what it is the fund manager is doing.

If the fund manager is not willing to provide the level of

transparency that allows you to understand their strategy,

and if the fund manager refuses when asked to disclose

the fund’s largest holdings and exposure, do not invest. 

• You can also help avoid fraud by performing extensive due

diligence on a manager. A prudent investor can perform

background checks on the manager before investing in a

fund. Contact any universities the fund manager claims to

have attended. If he or she misrepresents their education,

would you trust this manager with your savings? 

• A visit to a fund manager’s office can also be beneficial.

Is the back office in good order? Are there checks and bal-

ances in place that make fraud less likely? A first-hand

look may detect signs that either confirm or raise con-

cerns about your choice of hedge fund manager.

• Verify all statements made by the fund manager, espe-

cially those made in the offering document to attract

investors. Contact the administrator, prime broker, audi-

tor, and custodian to ensure that they have, in fact, been

employed by the fund.

• When looking at past performance numbers, verify

whether they are audited. 

If this sounds like too much work to perform prior to invest-

ing in a hedge fund, use a consultant to assist you in your choice

or invest in a fund of hedge funds. Well-established funds of

hedge funds and competent consultants can provide these serv-

ices for you. They dedicate themselves to understanding the

vast array of hedge fund strategies, identifying the leading man-

agers implementing these strategies, and performing extensive

due diligence

So, next time you hear that hedge funds are unregulated

pools of capital that are only available to those who have the

stomach to withstand high volatility and who can afford to lose

the entire investment, you’ll know better. You may even know

enough to invest in one. ◆
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Mark your calendars for November 16, 2006. In red.

On that special evening, Hedge Funds Care will put on its

second annual Cayman “Open Your Heart to the Children” ben-

efit at the Ritz-Carlton, Grand Cayman, resort. Not only is the

event one of Cayman’s grander get-togethers, it is also one of

the island’s most important and most successful fundraisers.

The proceeds from the gala will be donated to organizations

united in their commitment to fight child abuse in the Cayman

Islands.

As a whole, the Cayman Islands have benefited enormous-

ly in recent years from the hedge fund industry. Funds domi-

ciled here—more than 7,000 of them—have provided high-pay-

ing jobs in the private sector and contributed substantial rev-

enue to the government in licensing and registration fees.

Glen Wigney, who initiated the idea of bringing Hedge Funds

Care to the Cayman Islands in 2005 and serves as Chairman of

Hedge Funds Care Cayman, said, “We have made it a stipulation

as part of all the grants that the selected organizations make it
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part of their mandates to increase

cooperation amongst themselves.

This should create more value to

the projects and generate more

long-term success to the individual

programs.”

Wigney, along with Chris

Carpenter, Secretary to the Board

of Hedge Funds Care Cayman,

oversee the operations of the local

chapter. They are supported by an

executive team which includes

representatives from Appleby

Spurling Hunter, Citco, Deloitte,

dms Management Ltd., Ernst &

Young, KPMG, Ogier, Maples &

Calder, PriceWaterhouseCoopers,

Rawlinson & Hunter, Walkers, and

UBS Fund Services.

One of the characteristics that

distinguishes Hedge Funds Care,

both in the Cayman Islands and

throughout its growing organiza-

tion, is the thoroughness in which

it conducts its business. The chari-

ty brings an uncommon busi-

nesslike approach to its philan-

thropy, with an insistence on per-

formance and accountability,

thereby engendering confidence

in a most-important audience: The

supporters who write the checks.

Because of volunteer support,

overhead costs throughout Hedge

Funds Care are kept low, and it is estimated that 85 percent of what

the organization nets are distributed, via grants, to local charities.

According to Peter Cockhill of Ogier, chairman of the

Cayman Grant Selection Committee, all of the proceeds raised

in the Cayman Islands are donated locally. The grant process

last year began with reaching out to Cayman institutions

involved in the eradication of child abuse. These institutions

were invited to submit proposals to the committee, outlining

their current structures and how they intended to use any grant

funds they might receive.

“We then arranged meetings with each of these organiza-

tions so that we could see their operations and discuss how the

funds could be best utilized.”

Assisting in the selection process was Hedge Funds Care

Executive Director Doris Schwartz and Dr. Bart Grossman of the

University of California at Berkeley, who was selected as a third-

party independent child welfare academic to assist in the grant

selection process.

“It was important to have people with fresh eyes to look at

the potential recipients and to be able to give objective opinions,”

said Cockhill. “This is an important cause, and we wanted to

make sure that we got it right.”

Both Doris Schwartz and Dr. Grossman visited Grand Cayman

in February to meet with prospective recipients, review their pro-

posals and operations, and help refine the selection process.

Following those visits, Hedge Funds Care in March made

grants of $122,000 to a number of Cayman organizations which

participate in combating child abuse. These institutions included

the Children and Youth Services Foundation, the National

Council of Voluntary Organisations, the Cayman Islands Crisis

Center, the Department of Children and Family Services, and the

National Gallery, which will assist in the creation of a child abuse

quilt to be prepared by school children throughout the island.

—

The story of Hedge Funds Care illustrates how an industry, espe-

cially one with a seemingly “cold” reputation as hedge funds,

can be sensitized and mobilized to offer their energy and their

financial resources to benefit the public good. It is further a text-

book tale of how “one man can make a difference.” In the case

of Hedge Funds Care, that man is Rob Davis.

In 1998, Davis, a former school teacher, was head of sales

at Bank of America Securities Prime Brokerage in New York.

The financial industry had been generous to him, and he began
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doing some soul searching about how he and the fund industry

might “give something back.” Perhaps it was his memories as a

teacher of seeing the ravages of parental or societal abuse on

some of his students that continued to motivate him.

In February 1999, Davis, through his drive, personality, and,

frankly, contacts, had organized a major black-tie gala at the

Pierre Hotel on Fifth Avenue in New York. Major underwriters

included Ernst & Young, Bear Stearns, Goldman Sachs, and

other blue-ribbon financial firms. Literally and figuratively, it

was a night the stars came out.

When the cash was finally counted, the first Hedge

Funds Care event had raised $542,000 to fight child abuse.

The following year, a similar fundraiser brought in more

than $700,000, and inquiries began to come in from other

cities interested in establishing their own Hedge Funds Care

chapters.

Davis, being an effective executive, knew that if Hedge Funds

Care were to realize its full potential—and the initial evidence was

that that potential could be enormous—it would have to be organ-

ized and administered in a responsible, professional manner.

Fortuitously, about this time Davis met Doris Schwartz who

had a Master’s Degree in social work and child development and

a successful career managing nonprofit organizations. They spent

long hours discussing the structure and goals of Hedge Funds

Care and in 2001, Schwartz came on board as Executive Director.

To date, the organization appears to be going from strength

to strength. It has chapters in New York, Chicago, Denver,

Boston, San Francisco, Atlanta, Toronto and London, in addition

to the Cayman Islands. Discussions are currently taking place to

expand to Dublin in 2007. Hedge Funds Care has raised more

than $18 million and given out more than 250 grants to organ-

izations fighting child abuse.

Earlier this year at the New York City fundraising dinner at

the Marriott Marquis Hotel, retiring Senior Partner of Ernst &

Young, Joel Press, was honored for his humanitarian and phil-

anthropic endeavors. Press, a founding supporter of Hedge

Funds Care, is a frequent visitor to the Cayman Islands. The gala

New York affair raised more than $1.7 million.

According to founder Rob Davis, “The good news is that all

across the world, awareness is growing about the scope of the

terrible scourge of child abuse, and people and governments are

making protecting our children from the resulting trauma a

greater priority than ever before. It is evidenced by the growth

of Hedge Funds Care in major cities around the world as exem-

plified by the tremendously successful efforts of the Grand

Cayman chapter this past year.

“Because of these efforts, people who would take advantage

of the innocent ones are facing a new ballgame, and they better

watch out. As the hedge fund community continues to grow and

provide resources to the experts who man the front lines in pro-

tecting and saving our children, their ability to perpetrate their

evil and get away with it is well on the way to being over.” ◆
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The Global Hedge Fund Practice of Ernst & Young, which

is represented locally by the Cayman office of Ernst &

Young, is by far the world’s largest provider of audit and

tax services to the hedge fund industry.

Approximately 40 percent of all hedge funds worldwide—

from startups and boutique funds to multi-billion dollar funds

that employ complex investment strategies and structures—rely

on Ernst & Young for their fund expertise.

How did Ernst & Young establish this leadership position in

this growing industry?

According to Michael Serota, who along with Arthur F. Tully

heads up E&Y’s Hedge Fund Practice, “First and foremost, our

practice is built on outstanding client service. Our professionals

both in the Cayman Islands and worldwide are knowledgeable,

diligent, and responsive.”

Ernst & Young also got

somewhat of a “head

start” in the industry when

Senior Partner Joel Press

(recently retired) founded

the firm’s Hedge Fund

Practice more than 15

years ago. Known as the

“father of the industry,”

Press, along with his col-

leagues at Ernst & Young,

recognized the growth

potential of the hedge fund

industry which today has

$1.5 trillion in global assets under management. That number

is expected to grow to $2 trillion by year’s end, and $4 trillion

by 2008 (see sidebar).

Today Ernst & Young’s fund practice includes more than

1,000 professionals providing services out of the Cayman

Islands as well as New York, San Francisco, Dallas, Los Angeles,

Chicago, London, Toronto, Bermuda, Bahamas, Dublin

Luxembourg, Sydney, Hong Kong, Curacao, and other locations.

Ernst & Young provides fund services in the following core

areas:

AUDIT SERVICES
The firm’s audit approach is “client-centric.” It is based on a

thorough examination of client concerns, needs, and expecta-

tions. Working with the client’s management team, Ernst &

Young professionals develop a flexible audit framework with a

systematic approach to planning, identifying risks, and provid-

ing an audit tailored to the client’s needs.

Audit services practition-

ers draw upon extensive reg-

ulatory knowledge and expe-

rience, best practice insights,

and propriety technology.

TAX SERVICES
At Ernst & Young, experi-

enced tax professionals pro-

vide tax assistance tailored

to the specific needs of the

hedge fund industry. This

includes expertise in hedge

fund taxation, fund and orga-

nizational structuring, tax minimization planning, on-call

advice, and tax compliance at the international, national, state,

and local levels. The firm also offers assistance on related per-

sonal tax matters, including estate, trust, gift, and foundation

planning.

REGULATORY AND COMPLIANCE
In the current environment of increased scrutiny of the hedge

fund industry, issues such as risk governance, regulatory pre-

paredness, and compliance are critical to business success.

Ernst & Young's Regulatory Compliance team is comprised of

former supervisors, regulators, and industry practitioners who

provide a unique ability to develop practical and robust

approaches to risk and regulatory issues facing the hedge fund

industry.

In addition to providing core Audit, Tax, and Compliance

services, Ernst & Young offers a comprehensive suite of specialty

services of specific interest to hedge fund clientele. These include:

ERNST & YOUNG
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• Organizational and operational structuring for start-up

hedge funds

• Reviewing partnership agreements and fund documents

to help assess adequacy of disclosure and structure

• Advising on distribution, valuation, and partnership allo-

cation models

• Outsourcing evaluation—introducing clients to attor-

neys, hedge fund administrators and software providers,

and assisting with related fee structures

• Advising on infrastructure, operations, business develop-

ment, system and technology needs.

The World’s Leading Provider of Audit and Tax 
Services to the Hedge Fund Industry



ERNST & YOUNG

THE CAYMAN ADVANTAGE
While the Hedge Fund Practice of Ernst & Young provides serv-

ices worldwide, Michael Serota called the Cayman Islands juris-

diction “critical” to the future growth of the industry: 

“The Cayman Islands by a wide margin is the largest off-

shore domiciliary in the world,” Serota said, “and we see that

leadership position continuing well into the future.” Among

Cayman’s advantages to the fund industry, Serota pointed to an

“enlightened forward-looking approach, an understanding of the

industry, supportive legislation and regulation, and an unsur-

passed professional infrastructure that includes auditors, attor-

neys, fund administrators, and other service providers.”

Dan Scott, Managing Partner of the Cayman office of Ernst

& Young, agrees:

“The number of hedge funds registered or licensed in the

Cayman Islands now exceeds 7,100, and in 2006 is increasing

by more than 100 new funds each month. Our Cayman practice

has achieved a leadership position in this dynamic market by

providing unparalleled knowledgeable and personalized service

to our clients—the same approach practiced by the global firm.

“Importantly, our Cayman staff has instant access to the

resources of the global Ernst and Young network, which includes

more than 100,000 professionals throughout 130 countries. For

our growing client base, it’s a winning combination.” ◆
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Arthur F. Tully, who along with

Michael Serota co-directs  Ernst &

Young’s Global Hedge Fund

Practice, delivered the keynote

address to the 2006 GAIM

Conference in the Cayman Islands.

In his remarks, which are excerpt-

ed here, he highlighted seven

major trends that he believes will

influence or shape the future of

the hedge fund industry:

1) GROWTH
The recent growth of the global hedge fund industry has been
astounding, and the best is yet to come.The first hedge fund was
launched in 1949 when Alfred Jones pulled together $100,000 and
put it to work in the market. From that day, it took the industry 55
years to gather its first trillion dollars.The second trillion will take
just two years, from 2004 to 2006. And we’ll add a trillion dollars
a year through 2008.

2) FUNDS OF FUNDS
Funds of funds assets doubled last year, and they now hold almost
$600 billion in assets, or 40 percent of all hedge fund assets
under management. That spectacular growth is particularly
important because it comes from a new and potentially huge
source of capital: pension funds and endowments. These
investors are attracted to funds of funds because, in part, they
help manage risk through diversification.

3) INSTITUTIONALIZATION
Major investment banks are starting to buy hedge fund firms, and
others are starting to offer their own hedge funds.Why? Because
they see the same growth trends we are all witnessing in the indus-
try. To a certain extent, these banks have no choice: They can
either develop their own funds or see their best traders leave for
the greener pastures in the hedge fund industry.

4) FEES
As hedge funds have become more complex, they have boosted
their fees. More and more funds have raised their fees from 1 to 2
percent (management fees) and 20 percent (performance fees),
with star managers now earning as much as 4 and 40. But investors
aren’t just throwing money around—they are fee savvy, and they

focus on performance. So while fees are rising, we are seeing
increasing pressure on certain kinds of fees, particularly on the
fees charged by funds of funds. It comes down to this: Fees must
be justified by performance.

5) CONVERGENCE
Let’s turn to another hot topic: the convergence between private
equity and hedge funds. An increasing number of hedge funds are
investing in private equity deals. Some funds are using up to 40 to
50 percent of their capital to invest in private equity. Some hedge
funds are taking things a step further and actually launching private
equity funds. For their part, some private equity funds are starting
to launch their own hedge funds, so that when they make distribu-
tions from the private equity fund, they can direct their clients into
their hedge funds. Obviously, the lines are blurring.

6) NEW PRODUCTS AND STRATEGIES
Loan origination is one hot spot. Hedge funds have figured out that
they can compete with banks on the loan front. They’re winning
business because they have less bureaucracy and can execute loans
faster.Another place investors are looking into is life settlements,
where they can buy a life insurance policy for a discounted lump
sum, hoping to reap the benefits of an early claim.With new prod-
ucts, new strategies, and new investors, it all adds up to new
growth.

7) INCREASED REGULATION
[In the U.S. and elsewhere], the outlook for more regulation or
regulatory interest is clear. In the end, outside of the demands that
increasing regulation will place on management, the costs of com-
pliance with future laws can be expected to be significant.

One final thought: This is an industry of innovation, vigor, and

intelligence. It is by nature thinking analytically and for the long-

term, about every industry, nation, and investment product they

put their money into—and so they should, and no doubt will, apply

those same powers of insight to their own industry. I have great

confidence that the industry will meet its enormous potential.

Arthur F. Tully

SEVEN TRENDS THAT WILL SHAPE THE FUND INDUSTRY



The hedge fund sector initially

started with a well-founded

concept that generated

above-market returns for the finan-

cially astute. As the years pro-

gressed, money flowed into the sec-

tor in endless waves, as did the

number of people willing to invest.

With all of these parties now chas-

ing the same prize, in a market that

is seen to be tightening, it is feasible

that returns will recede back to rea-

sonable levels, putting pressure

amongst the players to maintain

market share and continue to pro-

duce “above-market” returns. 

Whether as a result of these

pressures, changing economic times

or otherwise, there appears to be a

growing number of financial collaps-

es emerging in the investment man-

agement sector, not to mention those

outside the sector such as Enron,

Parmalat, WorldCom, and Delphi.

These issues have the public at large

contemplating why such problems

arise and why they did not get identi-

fied and resolved early on. Whatever

the reason, notable events such as

Refco, Bayou, and Philadelphia have

brought increased concern and criti-

cism to the sector, while at the same

time causing regulators to push for

more rules for greater conformity and

transparency. With schemes being

concocted to perpetrate fraud or hide

problems becoming ever more com-

plex and creative, not to mention

bold, it is imperative that the various

stakeholders take a more active role

to ensure that interests are protected — investment knowledge

alone may not be adequate. 

When there is suspicion of financial troubles, whatever the

cause, it is imperative that stakeholders address the situation

immediately. More often than not, these very situations are

unknown territory to the players involved, requiring appropriate

expert advice to remedy matters. It is in these circumstances

that forensic and insolvency practitioners are often called upon

to review and assess the situation, which may include a detailed

review of the underlying assets, an assessment of management,

or a review of the checks and balances in place to protect the

various stakeholders. In certain situations, exit strategies may

be developed, discussed and implemented. The ability to insti-

gate such a review may come from a variety of angles, and it is

important that expert advice be sought to ensure that proper

protocol is followed and rights are protected.  

Where fraudulent activity is evident, it is the forensic and

insolvency practitioners (likely in tandem with legal professionals)
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When things don't go as planned . . .

WITH ALL OF THESE PARTIES NOW CHASING 

THE SAME PRIZE, IN A MARKET THAT IS SEEN 

TO BE TIGHTENING, IT IS FEASIBLE THAT RETURNS 

WILL RECEDE TO REASONABLE LEVELS



Warning Signs

• Recurring losses, deteriora-
tion in financial ratios and
other benchmarks or indus-
try problems - the obvious
signals. 

• A delay in publishing/pro-
ducing financial information
or lack of communication -
good news usually comes
faster than bad news. 

• Unnecessary changes in
accounting policies - are
changes being made to
reflect things more accu-
rately or to make them look
better? 

• Significant management
changes - an exodus of
those in the know might be a
sign of a sinking ship. 

• Knowledge of trouble with
material counterparties -
are you exposed to a domino
effect of others in trouble?

KINETIC PARTNERS

that are called upon to investigate, and possibly take control of

the situation in order to limit ongoing damage, trace and recov-

er misappropriated assets, or to commence legal actions in an

attempt to put value back in the hands of the rightful stake-

holders. Reviews of the past dealings of the company, or its

management, may also be conducted to confirm or dispel the

suspected fraudulent activity. In the majority of these situations,

the forensic or insolvency practitioner is appointed through the

courts to legitimize its powers and define its mandate. With the

globalization of the industry, cross border or multi-jurisdictional

issues frequently arise requiring comity amongst the varying

court and insolvency regimes, not to mention regulatory agen-

cies. The recognition of a court-appointed officer often assists in

facilitating this. 

With offices in London, Dublin, Cayman and New York,

Kinetic Partners is a true global professional services boutique

focused solely on the investment management industry. 

By concentrating our expertise and structuring our business

around client needs, Kinetic Partners is well positioned to pro-

vide innovative solutions to asset, wealth and fund managers,

investment banks and prime brokers, as well as administrators,

custodians, transfer agents and other intermediaries supporting

the investment management sector. Kinetic Partners recruits

highly skilled industry specialists and organizes them in multi-

disciplined teams allowing our clients’ issues to be addressed

quickly and effectively. We seize opportunities where the com-

petition has become complacent or where we feel we can offer

something better, which will add real value to our clients. Our

strong values ensure the quality of our team and the service to

our clients is unparalleled. ◆



CAYMAN NATIONAL



T he Cayman National Financial Group provides a broad

range of financial services in the banking, insurance,

investment and fiduciary sectors. The group also carries

out specialist Fund Administration work for a fast-growing client

base. Cayman National has gained a reputation for providing excel-

lent service to its clients. Christopher Lumsden, Head of Fund

Services, explains why Cayman National continues to go from

strength to strength:

“The main issue that currently faces local fund administra-

tors in Cayman is not how to attract new business but how best

to manage business growth. 

“The management of growth/capacity is probably most

challenging for boutique administrators such as Cayman

National. The boutique’s strength and reputation rest on high

service standards with staff being conversant with the individ-

ual complexities of each client’s business—thus the boutique

must manage expansion, particularly personnel additions, intel-

ligently to stay ahead of the game.”

In attracting new business, boutique administrators are

generally more reliant on recommendations than the global

players and therefore client satisfaction is paramount. “At

Cayman National, a significant proportion of our new busi-

ness is derived from existing client referrals,” says Lumsden.

“While this is an excellent indication of the high levels of

service we provide, it also underlines the importance of pro-

tecting the quality of our work. We place great emphasis on

growing our capacity in advance and in anticipation of busi-

ness expansion to ensure that we retain our high service

standards.”

The Cayman Islands are well

positioned to cater to the needs of

the hedge fund industry due to the

widely recognized excellence of the

professional service providers includ-

ing accountants, attorneys and

administrators and to the user-

friendly legal, regulatory and tax environment. This has been

underlined as the Cayman Islands has maintained its dominant

position as the domicile of choice for hedge funds during the

recent period of unprecedented growth of the sector. 

The main source of growth in the hedge fund sector over

recent years has stemmed from institutional investors’ accept-

ance of hedge funds as a mainstream asset class and resultant

inflows of capital. Greater institutional participation has impact-

ed fund administrators, as institutions typically conduct detailed

due diligence on the administrators’ operation: the most suc-

cessful administrators are organized to meet the standards

required by the institutional investors. Lumsden explains how

Cayman National meets the criteria: 

“We operate with defined policies and procedures which

are overseen by an effective compliance department. We take

great care to recruit highly and appropriately qualified staff. The

IT systems we use are very robust and we have a well-designed

and proven business continuity plan. All of our pricing and val-

uation work is conducted entirely independently of investment

advisors.”

Regarding the ability of fund administrators to maintain

their standards, the primary resource constraint is the shortage

of appropriately qualified and experi-

enced staff. Regardless, Lumsden has

not experienced a staffing issue due

to the strength of Cayman National’s

local reputation: 

“For over 30 years the Cayman

National group has based its opera-

tions in the Cayman Islands and, while we are expanding inter-

nationally—for example, the recent establishment of a new

Fund Administration business in the Isle of Man—the focus on

the Cayman Islands will always remain. The stability of Cayman

National and its long-term commitment to these Islands is

attractive for many prospective employees, especially those

seeking to build a career as opposed to those looking for a tran-

sient job opportunity.

“We have been able to attract a high number of suitably

qualified staff for every vacancy advertised, and we enjoy a very

low rate of staff turnover. These factors contribute significantly

to our ability to provide exemplary service to our clients and

augur well for our future.” ◆

CAYMAN NATIONAL

THE MAIN SOURCE OF GROWTH 

IN THE HEDGE FUND SECTOR 

OVER RECENT YEARS 

HAS STEMMED FROM INSTITUTIONAL

INVESTORS’ ACCEPTANCE OF 

HEDGE FUNDS AS A MAINSTREAM

ASSET CLASS AND RESULTANT

INFLOWS OF CAPITAL.

Providing ‘Boutique’ Fund Services at Their Best
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PROTECTING YOUR ASSETS, 
AND YOUR REPUTATION

P.O. Box 1102 GT
Bermuda House, 4th Floor

Cayman Financial Centre
Grand Cayman, Cayman Islands

Tel:  +1-345-946-0081
Fax: +1-345-946-0082

LEARN MORE ABOUT WHAT KROLL CAYMAN 
CAN DO FOR YOU...

1. INSOLVENCY SERVICES

2. CORPORATE RESTRUCTURING

3. LITIGATION SUPPORT

4. FORENSIC SERVICES

5. INVESTIGATIONS

KROLL (CAYMAN) LTD.

Kroll Cayman provides insolvency, restructuring, recovery, and other

advisory services to its clients. Importantly, Kroll Cayman does not offer

any audit services and, therefore, avoids issues of conflict of interest —

either actual or perceived. Kroll Cayman and its clients have direct

access to Kroll’s broad range of services worldwide.



It was only 18 months ago that Kroll (Cayman) Limited was

launched in the Cayman Islands following the buyout of the

insolvency and restructuring practice of one of the “Big

Four” accounting firms. But in that relatively short time, all the

reasons that motivated this forward-thinking group of profes-

sionals to make the move have come home to roost. While

some at the time observed the departure from the mainstream

accounting profession with an eye of skepticism, the reality is

that the Kroll Cayman team have seized the opportunity that

they saw in the market and the business is booming as a result.

And no more so than in the world of hedge funds.

Managing Director and 30-year veteran of the Cayman

insolvency and restructuring business, Jim Cleaver, commented,

“Back in 2004 we really began to see the effects of increased

regulation of the audit industry and especially the impact on our

ability to act as liquidators of hedge funds. Rather than waste

our energy on debating ad nauseam what we could and could

not do, we took the view that we would be better off getting rid

of the problem and concentrating on the work.”

The problem is that if a potential liquidator of a hedge fund

is employed by a firm that also provides audit services, they

have to establish not just whether they have any conflicts in rela-

tion the hedge fund itself, but also whether their firm audits any

of the investors in the hedge fund. Given that many of these

investors are themselves subject to audit requirements, this can

be a time consuming exercise, usually when time is not a luxu-

ry that the practitioner has at his or her disposal.

Commenting on Kroll

Cayman’s conflict checking pro-

cedure, Gordon MacRae, who

has worked alongside Cleaver for

the last 16 years, said, “We now

turn around our conflicts checks

in less than 24 hours. It is so much more of a streamlined

process in comparison to what we had to do in the past. It real-

ly does allow us to be very responsive to clients’ needs. As a

result, the number of enquiries coming through the door has

increased substantially, and without the audit considerations,

we are able to accept a much higher percentage of the work we

are asked to do.”

Hedge fund liquidation work generally falls into two cate-

gories: contentious and non-contentious. 

The contentious work usually consists of the high profile

collapses following a market crash or outright fraud where sol-

vency can become a real issue. Unlike most mutual funds,

where the extent of losses are usually restricted to the funds

invested in the first place, hedge funds that engage in highly

leveraged transactions can find themselves exposed to massive

losses that far exceed the amounts initially invested. In these

cases the Kroll Cayman team often find themselves as plaintiffs

against defaulting parties as they seek to recover funds for the

creditors and investors.

The non-contentious hedge fund liquidations can either be

a case of the fund simply coming to the end of its useful life

when it was always intended it would be wound up or where the

fund has not performed according to expectations, and a deci-

sion is taken to close it down.

The latter can often be a prudent

decision to make as experience

has shown that it can be at that

very point in time that there is a

temptation to use more creative

methods to restore performance—that ultimately can lead to

disaster.

Whatever the case, the Kroll Cayman team have demon-

strated that just as they faced up to their own challenges, they

bring that same pragmatic approach to each and every engage-

ment, placing them as the pre-eminent insolvency and restruc-

turing firm in the region. The universal attraction of the approach

taken by Kroll Cayman is now being realized beyond the shores

of the Cayman Islands and earlier this year a BVI office was

opened to focus on the opportunities there. Richard Fogerty, also

a Kroll Cayman partner, commenting on the expansion into BVI,

said. “We see real opportunities in the BVI to leverage off what

we have achieved in Cayman and offer the independence that is

now being demanded in the global market.”

And what about any further expansion plans for Kroll

Cayman? Watch this space! ◆
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KROLL (CAYMAN) LTD.

“WE NOW TURN AROUND OUR 

CONFLICTS CHECKS IN LESS 

THAN 24 HOURS. IT IS SO MUCH MORE

OF A STREAMLINED 

PROCESS IN COMPARISON TO 

WHAT WE HAD TO DO IN THE PAST. 

IT REALLY DOES ALLOW US 

TO BE VERY RESPONSIVE TO 

CLIENTS’ NEEDS.”

Providing Insolvency and Liquidation
Services to the Hedge Fund Industry



Office address:
Windward Three, 2nd Floor

Corporate Centre
Peninsular Way

SafeHaven
Grand Cayman

British West Indies

Mail address:
North Star Fund Managers

(Cayman) Limited
CIBC Financial Centre - Third Floor

P.O. Box 694 GT
George Town, Grand Cayman

British West Indies

The Specialist Fund Manager
• leverage bond funds

• currency funds
• equity funds

North Star Fund Managers
(Cayman) Limited

Tel: 001 - 345 945 73 10
Fax: 001 - 345 945 73 11
E-mail: nstar@candw.ky





Foresight is nothing without insight.

ey.com/cayman   Phone: (345) 949-8444   Fax: (345) 949-8529

The Cayman Islands are the world's leading domicile for the

registration of hedge funds, and Ernst & Young in Grand Cayman is

a leading provider of audit services to these funds. For

unsurpassed expertise and unsurpassed service, we invite you to

consider Ernst & Young for your audit needs.


