2018 Operational
Insights in
Alternative Funds

Table of Contents
Marketing and Pay to Play Developments 							

3

Emerging Manager Operations and Operational Due Diligence 				

4

Private Funds With One or No Operations Professionals 					

6

Corporate Culture and Organizational Architecture 						

8

The Current State of Expense Allocations 							

10

The Challenges with Big Data 									11
Cryptocurrencies and Institutional Investors 							13

About CalALTs
The California Alternative Investments Association (CalALTs) is a not-for-profit membership organization
whose members include alternative asset managers, investors and service providers who are dedicated to the
continuing evolution of the alternative asset management industry in California. Originally founded in 2010 as the
California Hedge Fund Association (CHFA), CalALTs continues the mission of fostering meaningful connections
among its members and a vast network of thought leaders, influencers and peers who share investment ideas,
best practices and industry intelligence that drive tomorrow’s success. The organization hosts education and
networking events for members and its digital and social platforms provide members with the relationships,
information, and opportunities to generate better outcomes.

Marketing and Pay-to-Play Developments
Recent SEC Sanctions Require Advisory Firms to
Revisit the Rulebook
The SEC’s pay-to-play rule (Rule 206(4)-5 under the Advisers Act)
was adopted in 2010 to address “pay-to-play” practices under which
payments by investment advisers to state and local government
officials were perceived to improperly influence the award of
government investment business.
The pay-to-play rule generally prohibits an adviser from receiving
compensation for providing advice to a government entity within
two years after a contribution to an official of the government entity
has been made by the adviser or by any of its “covered associates.”
A covered associate of an adviser includes (i) any general partner,
managing member or executive officer, or other individual with
a similar status or function, (ii) any employee who solicits a
government entity for the adviser and any person who supervises,
directly or indirectly, such employee, and (iii) any political action
committee controlled by the adviser or by any person described
in clause (i) or (ii). Both SEC-registered advisers and “exempt
reporting advisers” are subject to the rule.

Paying the Price
In January 2017, the SEC announced sanctions against 10
investment advisory firms ranging from $35,000 to $100,000 to
settle charges that the advisers violated the two-year “timeout”
under the rule by receiving fees from public pension funds after
their associates made campaign contributions to an elected official
or candidate for political office where the office was directly or
indirectly responsible for, or had the ability to influence, the public
pension fund’s selection of the adviser
These penalties suggest that the SEC takes strict compliance with
the pay-to-play rule seriously. They also demonstrate that the SEC
continues to focus on enforcement of the rule.
Most of the contributions involved were relatively small, often
around $500. In some cases, the contributor asked for the
contribution to be returned in an attempt to cure. In others, the
adviser disclosed the contribution and sought relief from the SEC,
but relief was denied. In several of the cases, the plan was already
invested in an adviser’s closed-end fund, and the adviser was not
soliciting new investments from the plan.
In the SEC’s press release regarding the sanctions, LeeAnn Ghazil
Gaunt, Chief of the SEC Enforcement Division’s Public Finance
Abuse Unit stated, “The two-year timeout is intended to discourage
pay-to-play practices in the investment of public money, including
public pension funds. Advisory firms must be mindful of the
restrictions that can arise from campaign contributions made by
their associates.”

The SEC’s rule imposes significant compliance burdens on advisers.
However, the potential loss of the ability to receive compensation
in connection with government business for a substantial period of
time incentivizes compliance.

“New employees should be
carefully vetted with respect to
their prior contributions.”
Stay Compliant
To avoid unintentional violations of the rule, advisers should
take affirmative steps to monitor and achieve compliance with
requirements of the rule, including, for example, by updating policies
and procedures to require preclearance of political contributions.
In addition, because the rule includes a “look-back” provision that
attributes to an adviser contributions made by a person prior to the
person’s becoming a covered associate of the adviser, new employees
should be carefully vetted with respect to their prior contributions.
In addition to the SEC rule, many states and municipalities have
adopted laws and regulations that affect how investment advisers
may solicit investment advisory business from the state agencies
and municipalities that administer employee benefit plans and
other governmental investment vehicles. The SEC pay-to-play rule
does not preempt state and local pay-to-play, lobbying and related
requirements, and there are often significant restrictions imposed
by states and municipalities that exceed the SEC requirements. For
example, in some circumstances, any contribution to a particular
candidate or official (such as a state Governor) may preclude an
adviser’s ability to manage assets for a specific plan or government
entity, with no permissible de minimis contributions. Further, in
some jurisdictions, an adviser (and/or the adviser’s employees or
third party marketers acting on behalf of the adviser) seeking to
do business with a governmental plan or other public entity must
register as a “lobbyist” in order to communicate with government
officials or employees regarding investment advisory services that
the adviser would provide.
Before planning to solicit, and prior to entering into any engagement
with, a government entity, an adviser should determine which laws,
policies and requirements apply to avoid a potential violation.
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Emerging Manager Operations and
Operational Due Diligence
A Whole New World for Manager Selection

More Difficult to Launch Today?

Investing in emerging managers, also known as “newer,” “smaller”
or “start-up” hedge funds, has become increasingly popular among
investors in alternative investments.The search for yield, need for
diversification and the interest in lower fees seem to be driving this
investor interest. Moreover, multiple academic studies have shown
that emerging managers generate investment outperformance.*
Select investors have specialized in investing in emerging managers
for many years, but the trend is gathering steam today as more
institutional investors recognize the value of start-up managers.
The definition of “emerging manager” varies by allocator and
is usually defined either in terms of how long the hedge fund
manager has existed, in terms of manager AUM or both. However,
from an operational perspective, investors remain cautious. This
is understandable as an elevated level of operational expertise
and experience is required to invest with start-up managers, as
the investor often serves as a consultant to the manager and
often there are processes and procedures for the manager that
are untested at launch. These areas of risk are easier to evaluate
as an established manager. Many investors wonder whether
the operational standards are different for emerging managers
compared to the established managers. Further, how does the
operational due diligence performed on emerging managers differ?

Despite all of the advantages outlined above for emerging
managers, it remains a challenging time to launch a new hedge
fund management firm. As mentioned above, the bar for operational
standards is high for both emerging and established managers and
firms have to navigate greater regulation than in the past. The newly
launched manager of today requires a larger infrastructure than the
emerging manager from a few years ago and thus probably requires
a greater AUM at launch or soon thereafter to fund the infrastructure
(or funding from the principals). As well, the operations team at
today’s emerging manager is generally larger in number and deeper
in experience than in the past.

The Standards are the Same
It is simple to answer the question “are the standards different for
emerging managers compared to established managers” because
they are not. Operational due diligence professionals seek to hold
the emerging manager to the same standard required of the more
established manager. Ironically, this could actually be phrased in the
reverse, when the established manager is held to the same standard
as the emerging one. This concept may sound counterintuitive
at first, but in many cases an emerging manager is in a stronger
position to establish an operationally robust organization because
it has the benefit of learning from those who have come before.
Further, an emerging manager has a blank canvas from which to
build an operationally robust firm. The newer manager can more
easily benefit from the maturity and growth of the industry and the
improved strength of the service providers within it. Further, they are
able to leverage today’s more advanced technology platforms from
the start. Finally, new managers are less likely to have firm culture,
tradition, old software and systems, unqualified personnel, and other
sunk costs dragging them down. These issues can all be challenges
for established managers. So, perhaps oddly, emerging managers
are in fact often better at establishing a “best practices” firm than
the experienced manager.

“There is also a greater
expectation of operational
quality at hedge funds, no matter
the size, than a few years ago.”
Today, emerging managers often launch with technology of the
same quality as the most experienced managers with robust
portfolio, order management, and fund accounting systems.
Because of the absolute increase in regulation as well as the
complexity of the regulation, they need to have greater regulatory
expertise in-house than they have had in the past and will likely
retain a compliance consultant. There is also a greater expectation
of operational quality at hedge funds, no matter the size, than a few
years ago. This has made it more difficult to launch a new firm and
more likely for new managers to seek out a partner or seed investor.

Operational Due Diligence = Consulting
For the investor, how does conducting operational due diligence on
emerging managers differ? First of all, it is possible that the new
manager has not yet even started trading. Therefore, the routine
and important procedures of testing the manager’s processes
cannot be undertaken. This challenge to the due diligence team’s
routine testing procedures, as well as other factors, can make the
due diligence process more time consuming. Further, conducting
due diligence testing often ends up being a form of due diligence
consulting. It is clear from the beginning that it is the manager’s
business and that they are the ones who need to make the
decisions, but day-one and early investors have tremendous
influence. Nearly every major decision made by the manager is
previewed with the anticipated early investors to leverage their
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Emerging Manager Operations and
Operational Due Diligence
guidance and experience. This may include decisions around fund
and manager service providers, personnel, systems, fund structures
and governance, as well as policies and procedures.The manager
is able to leverage the investor’s experience and receive guidance
on how to establish an institutional-quality firm. Throughout this
process the investor operational due diligence team should retain
the right to veto the investment if the manager does not heed their
advice or if they feel uncomfortable with any aspect of the operation
or business. There are usually many discussion points, but often
there are – surprisingly - fewer than with an established manager.
The experienced management firm may be more set in its ways and,
therefore, is more likely to have an area of their firm not in line with
best practices. This can prove difficult to change.
There are many compelling reasons to invest with emerging
managers, and investors may be pleasantly surprised to find that
some are even more operationally robust than many of their more
established peers. It is a more time-consuming process to invest
with emerging managers, however, and early investors need their
own operational expertise and should be prepared to play the role of
operational due diligence consultant for the manager.

*FINalternatives “Emerging Hedge Funds Outperform Established
Peers,” July 2017; Preqin Global Hedge Fund Report, 2017 (Pages
121, 153)

“There are many compelling
reasons to invest with emerging
managers, and investors may
be pleasantly surprised to
find that some are even more
operationally robust than many
of their more established peers.”
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Private Funds With One or No Operations
Professionals
Best Practices to Create a Single-Person Operations Team

“There are seemingly more
managers that have decided to
keep a single operational resource
in place.”

For first-time private equity (PE) or venture capital (VC) funds,
one of the key decisions the founder will make is how to initially
structure its operational functions and what internal resources are
necessary. In the hedge fund world, prime brokerage teams are
generally able to help guide the founders; however, there does not
appear to be a comparable resource for PE/VC managers.

Making the Right Choice
Founders may be limited to seeking general advice from friends,
former colleagues, outside counsel, or placement agents. There are
typically a few routes a founder may take:
1.

2.

3.

Completely outsource all back office functions and split
oversight responsibilities among the deal team. This approach
is common for managers with a small first-time fund (AUM
~ $100Mn) as the manager’s revenue may be insufficient
to support a full-time operational professional. The primary
concern with this structure is that the fund’s non-investment
functions become a distraction for the deal team from their
primary day-to-day roles and may not provide adequate
segregation of duties. Additionally, the deal team, who have
likely not worked in a back office capacity, may not have the
best understanding of the roles that certain service providers
will play and exactly what services are actually needed.
Hire an experienced CFO, maintain the accounting function inhouse, and outsource all other non-investment functions. From
an institutional investor’s perspective, a first-time fund hiring an
experienced CFO is highly preferable. The founder can focus on
raising capital and lining up the deal pipeline, while taking a less
hands-on approach with the fund formation process, regulatory
registrations, and structuring the firm’s policies and procedures.
The obvious potential limiting factor is that experienced
CFOs will generally command a competitive compensation
package. In addition, a small first-time fund may execute 1015 transactions over the fund’s three to four-year investment
period, which may not be sufficient activity to keep a seasoned
professional adequately engaged.
Hire a senior accounting professional (who could one day
transition into the role of CFO) to oversee all outsourced
service providers. Most established PE/VC firms have in
place a seasoned CFO with a solid supporting cast. For many
Directors of Finance or Controllers at such organizations there
may be limited upward mobility and they would welcome the
opportunity to potentially move up faster to a CFO role. Such
a candidate would likely be more affordable and, if adequately
vetted, be capable of structuring and managing the noninvestment functions.

A One-Stop CFO
It is generally preferable for first-time funds to have at least one
internal operational resource, which should be sufficient given the
anticipated workflow for the first fund. However, is a single person
operations team sufficient once the manager has launched its
second or third fund? For now, we will hold off on calling this a trend
in the industry. What we can say is that there are seemingly more
managers that have decided to keep a single operational resource
in place, while the size of the deal and business development teams
keep pace with the growth of the business.
A single person operations team may lead to the following questions
from institutional investors:
•
•
•
•

Is the operations professional able to handle all of the internal
demands?
Is there adequate oversight over the service providers?
Is there a potential business risk should the operations
professional leave?
Does the manager place limited value on the operations function?

So how do operations professionals that do not have the ability to
scale internal resources with the growth of the business create a
reasonable operational structure, while satisfying the institutional
investor? The following guidance is suggested:

Service Providers
Hire strong, well-established service providers. Sounds simple.
Luckily, all service providers that you’ll likely speak with will have
experienced teams with little turnover, provide you with white glove
service, and have state of the art technology that will simplify your
life. Unfortunately, that may not always be the case, which is why
the initial due diligence process and reference checks are vital.
Walk through each service that you will use and get a complete
understanding of the service provider’s workflow, who is involved,
where technology is used and where there are manual interventions
to complete a task. Have a clear understanding of where there are
potential operational risks in the processes. It is surprising to hear
how much time CFOs spend on working through issues with LP
portals or tracking down their IT consultants for simple technology/
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Private Funds With One or No Operations
Professionals
desktop issues. Additionally, if there are legacy service providers
in place that are not living up to expectations it is better to replace
them quickly than to try to grind on. Your service providers should
feel like a partner, a member of your staff. It should not feel as if you
are dialing into a call center where you will be prompted five times before
you speak to someone who will then transfer you to someone else.

“Your service providers should
feel like a partner, a member of
your staff.”
Timed Expectations
Develop clear expectations with service providers as to when
deliverables are expected. Capital account statements, financial
statements, audits and K-1s should have clear timelines as to
when drafts are expected and how long from that point it should
take to finalize. An inability to consistently deliver information to
LPs in a timely manner will result in additional scrutiny placed over

the operational functions. And let’s make sure the documents are
uploaded on the LP portal correctly!

Document Policies
As a matter of best practices, all of the firm’s operational policies
and procedures should be well-documented. The manager should
be prepared to show investors their valuation policy, investment and
expense allocation policy, transaction approval process, and any
relevant compliance policies requested. Off-the-shelf policies should
be avoided. The firm’s operational policies and procedures should
be an actual representation of the firm’s practices. Additionally,
having in place well-structured operational workflow documents
are key to avoiding any business disruptions, should the operations
person cease to remain with the firm.
In closing, there are PE/VC firms where having a single operations
professional makes sense. The LP base might be small and stable,
capital is deployed methodically over the commitment period, or
the fund and investment structures are simplistic. However, finance
and accounting are only a piece of the operations function. Legal,
compliance, and technology are areas where expanding regulations
and continued cybersecurity threats require engagement and focus.
And so, organizations that choose to keep a “lean” operations team
should expect heightened scrutiny from institutional investors.
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Corporate Culture and Organizational
Architecture
Learning the Relationship Between Firm Culture
and Quality
While investment prowess and organizational infrastructure of
private fund advisors are primary decision factors for investors,
corporate culture and the organizational architecture have become
important considerations in the allocation of capital process.
The primary focus in evaluating the operational infrastructure has
been to ensure the organization has appropriate policies, procedures
and controls in place to facilitate trade settlement and calculate an
accurate Net Asset Value. Such protocols also mitigate the risk of
operational error which can cause material impact to the reported
value of an investment in the fund or account. Controls include
ensuring the back office is staffed with competent and qualified
personnel in key roles such as COO, CFO and CCO as well as back
office supporting roles. It also includes appointing appropriate
service providers in the areas of fund administration, audit, tax
and legal with policies and procedures in place to mitigate the
risk of accounting errors or misappropriation of assets. Assuming
these basic operational requirements are met, the next level of due
diligence include the private fund advisor’s corporate culture, design
and policies.

“Fund managers need to ensure
they have a culture free from any
type of harrassment.”
Crafting Your Culture
The objective of evaluating corporate culture, organizational
design and policies from the perspective of an allocator is twofold.
First, investors want to ensure the manager has a culture that
appropriately incentivizes the employees and retains talent.
Second, they want to ensure they are aligning themselves with
organizations that have appropriately mitigated risks that could
cause organizational disruption, bad press, or worst case litigation
or significant business impairment.
The tone from the top is always important in establishing the
corporate culture. Private fund managers should have a culture
of compliance and a culture emphasizing the importance of
appropriate back office policies and procedures. This includes not
only a willingness to maintain appropriate policies and procedures
as it relates to the operations surrounding the investment portfolio
and funds, but also in relation to running the organization.
Particularly in light of recent headlines, fund managers need to

ensure they have a culture free from any type of harassment.
Training in this area is becoming an important focus and while many
managers may not be subject to state requirements in terms of
harassment training, best practices would dictate that they should
provide such training within their organization.

“The compensation plan should
be designed to align the interests
of the employees and staff with
investors while maintaining the
stability of the staff both on the
investment side and back office.”
Approaching Compensation
Another important consideration is compensation philosophy.
The compensation plan should be designed to align the interests
of the employees and staff with investors while maintaining the
stability of the staff both on the investment side and back office.
The foundation of the compensation plan is a balance of salary
and bonus as it relates to each person’s roles and responsibilities.
Those employees directly involved in the performance of the
portfolio should have a larger share of their compensation in
bonus form, whereas the back office staff should have a more
stabilized compensation plan. Some firms may provide back office
staff with low base salaries with significant performance related
bonus compensation. In years of poor performance, they may see
significant departures of their back office staff which can cause
stability concerns and raise red flags with investors.
Additional elements to consider in the design of the firm’s
architecture include benefit plan offerings such as 401K plans
and health insurance coverage. Most firms offer a 401K plan and
some form of matching or profit sharing contributions from the
employer. Some private funds may allow employees to invest
in the private funds via the 401K plan or a deferral of bonus
compensation. Each private fund manager has a unique strategy
and a unique compensation philosophy, so these benefits need to be
contemplated in that context. Health insurance coverage is another
important element in employee satisfaction and retention. Many
private fund advisors subsidize some or all of the premiums for their
employees. Those managers that aren’t offering top notch benefits
packages and covering some of the costs may be at a disadvantage
to their peers in the industry.
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Corporate Culture and Organizational
Architecture
Another consideration in the evaluation of the organizational
architecture is corporate level insurance coverage. Private fund
organizations need to have appropriate insurance coverage to
withstand litigation and liability. An organization must think critically
about the corporate insurance needs including, but not limited to,
management liability insurance such as Directors and Officers/
Errors and Omission insurance (D&O and E&O), Employment
Practices insurance, workers compensation insurance, and more
recently cybersecurity insurance. An insurance broker with an
understanding of the business can be helpful in identifying where
the risks may be.

Keep Your Organization in Order

“A well designed organizational
architecture and a solid culture
of compliance can help protect
an organization from unforeseen
disruptions and can differentiate
an organization to allocators.”

While investment prowess will continue to be the primary criteria for an
allocation of capital to a private fund manager, the industry continues
to evolve so managers and allocators must be more thoughtful in
the nuances of running successful private fund businesses. A well
designed organizational architecture and a solid culture of compliance
can help protect an organization from unforeseen disruptions and can
differentiate an organization to allocators.
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The Current State of Expense Allocations
Why Paying Attention to Private Fund Expenses
is Important
Fund expenses are important to think about because they absorb
investment performance and investor returns. More important, they
support the infrastructure of the fund, and are meant to strengthen
the overall quality of the fund. With that said, investors should
conduct diligence to ascertain whether all expenses put through the
fund are permitted in the offering memorandum and are industry
standard. Additionally, one should evaluate the vendors and whether
they are objectively selected and fees are appropriately negotiated.
Lastly, the existence of cost allocations across accounts should be
analyzed to ensure that the process is operationally sound.

Authorized Expenses
A fund’s offering memorandum outlines, usually in detail, what types
of expenses the fund will be allowed to pay. If a particular expense
category is not detailed in the agreement, for example insurance or
software, and the manager is expensing to the fund E&O insurance
or risk management software, then this would be an item for further
consideration.

“Looking at dollars may make
more sense than AUM ratios.”
Ratio vs Dollars
Historically, many investors focused solely on the expense ratio and
not on absolute dollars. One reason was that fund administration
costs are typically derived on AUM, and this made up a material
percent of the overall annual run rate. However, over time it was
noted that other standard operating costs such as audit, tax,
directors, and corporate services are usually not AUM driven, and
it was found that the fees could vary widely by service provider
and by teams within the same service provider due to lack of fee
standardization and the existence of relationship driven negotiated
rates. Further, it became apparent that funds are permitted to pay
for other support costs that may be viewed by some as manager
overhead, including market data, software, research, expert
networks, insurance, research travel; all of which are not capped in
dollar value and are not based on AUM values. As such, looking at
dollars may make more sense. Every fund should however have an
annual budget.

Vendors
The subject of vendor due diligence should not be ignored in
the discussion of expense allocations. Today, managers should
conduct formal initial and periodic ongoing vendor due diligence to
demonstrate to investors that they objectively selected the vendor,
that the vendor is qualified and independent, and that the fees are
market rates. This analysis folds into the integrity of the fund’s
cost structure, addresses conflicts of interest, and helps ensure the
validity of the run rate.

Expense Allocation Process
Executing expense allocations amongst manager accounts can
be a complex process, could be prone to error, and often involves
related party transactions. For practical purposes, managers often
pay vendors directly out of their corporate bank account, and are
subsequently reimbursed by the funds. This is done to avoid, for
example, sending the auditor seven different wires for one invoice.
The allocation process can become even more complex because
research or deal related legal costs may be allocated across various
funds managed by the same manager and the allocations need to
be pro rata for the relevant participants, either for each deal (e.g.
legal fees on a bank debt deal) or for the overall cost of a general
research charge (e.g. market data). If done incorrectly, the funds
would not be treated equitably and the fund performance would be
incorrect.
Another consideration is the existence of separately managed
accounts or funds of one. Do SMAs pay any ancillary operating
costs? If they negotiated out of paying operating expenses such
as expert networks, is the manager covering the SMA’s percentage
of the expert network fees, is this a conflict of interest, or does the
manager allocate all costs to just the commingled funds even if
managed accounts are say, 20% of firm AUM? These considerations
should be important investor concerns, and they continue to be an
SEC point of evaluation.

Summary
Overall, the industry standard expense ratio is around 20-30 basis
points, and is typically higher for credit funds which may have
legal related deal fees, valuation agent costs, and higher fund
administration and audit fees due to the complexity of the valuation.
The dollars become relevant because the ancillary costs mentioned
above are generally not larger if the fund size is larger. Having said
this, larger hedge funds generally should have expense ratios on
the lower end of the range. In the end, current best practices call
for written expense allocation policies and detailed budgets to be
shared with investors, if requested.
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The Challenges with Big Data
Make Sure the Numbers Add Up
As the hedge fund industry evolves, financial institutions have
been increasingly incorporating big data and its analysis into their
strategies. Hedge funds are using alternative data sets such as
bespoke web data mining, credit card data, social media/sentiment
data and satellite imaging/geo-location data. While progressive,
the trend has caused various complexities for the hedge funds
that utilize the information. Alternative or “big data” is not only
exponentially growing but also often inconsistent and complex in
formatting. As hedge funds decide whether or not to incorporate
alternative data sources into their investment process, they must
consider various implementation and maintenance challenges.
Considerations should include the overall anticipated impact to the
business, resourcing talent, compliance policies and procedures and
an ongoing evaluation of alternative data sources. While all facets
should be evaluated, each fund should weigh considerations based
on their specific needs and circumstances.

Business Impact
Hedge funds need to evaluate the use of alternative data in the
context of their existing infrastructure and determine how it will
influence the data implementation. Do you have the right talent inhouse? Do you want to internalize the process, partially outsource
or fully outsource? Based on the resourcing decision, what type of
technology infrastructure will you need to add? Will you be leveraging
machine learning or data visualization? Do you have the appropriate
systems and storage to use and analyze the alternative datasets?
Regardless of which approach you take, the cost of alternative
datasets and associated analytics can be quite high and the value of
data will differ greatly for managers. Within the context of your firm,
you will need to consider the cost of the data, the time to implement
the data and the alpha generated in context of the investment strategy.

“Consider the cost of the data,
the time to implement and the
alpha generated in context of the
investment strategy.”
Moreover, sourcing the appropriate data sets can be a time
consuming job. Given the volume, velocity and variety of alternative
data, you will need to research the plethora of data set providers,
consider whether the service provider is supplying underlying data

or derived/summarized data and consider how confident your team
feels about the analysis in the context of making or supporting
investment decisions.

Resourcing Impact
Fully internalizing the talent and technology is a significant
investment and time consuming project. Anticipate starting with
at least 2-3 people and up to a year of work before investment
insights can be garnered. The resources hired will influence the
decisions on your technology stack and source data. Your firm may
have an edge given the proprietary nature of fully internalizing, but
that needs to be weighed against cost and time. As an alternative
to fully internalizing, you can engage with intermediaries to either
partially or fully outsource the work. There are a variety of vendors
in this space that all provide varying levels of services. Some solely
provide data sets, others will help you source the data set based
on what you are trying to accomplish, while others can assist with
aggregating data and performing analytics on the data.

Attracting and Retaining Talent
There is a lot of competition for talent in the data analytics realm,
so funds should focus on branding and distinguishing your firm’s
value proposition from others. Candidates want to see commitment,
so will have less interest in firms that are using alternative data
for a trial run. Additionally, applicants will want to see breadth and
scope of the data to ensure the role remains interesting. As with any
role, providing opportunities for continuing education as well as an
excellent interview experience can help secure the candidate.

Hiring Considerations
Defining the scope of the role and the type of hire your firm needs
is critical. The firm should be careful not to rely on titles alone when
narrowing down the talent pool. Titles in this space can miss the
mark given how nuanced roles are within alternative data landscape.

Compliance Considerations
Managers need to be mindful of a variety of legal issues that
could arise from alternative datasets, including but not limited to
computer crime laws, privacy violations, breach of contract claims,
intellectual property claims, personally identifiable information (PII)
and material non-public information (MNPI) concerns to name a
few. Given all of these risks, managers should protect their firm by
defining processes and procedures to onboard a new alternative
data provider.
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The Challenges with Big Data
As part of this process, managers need to be thoughtful about
where data is coming from, how the provider accesses it, and
whether the provider is allowed to share the data. Some questions
to answer prior to engaging with the provider include:
1.
2.
3.
4.
5.
6.

Did the vendor obtain the data legally and can they redistribute
it? Will it be anonymized or aggregated?
Do you understand the License Agreements and Terms of Use?
Does the data have any restrictions?
Can you continue to receive the data in the future?
Is the data public?
Are they promising exclusivity?

Conclusion
Each firm will have unique circumstances that will dictate the right
approach to alternative data. However, while devising your strategy,
be realistic regarding the timing of what you are looking to achieve
and the price you are willing to pay. While determining resourcing,
account for the high levels of competition for talent and consider
ways to retain that talent once they come onboard. Engage with
your compliance and legal team to ensure your firm is building all
the necessary safeguards into your compliance program. Finally,
perform ongoing evaluation to ensure your firm is still reaping
investment benefits from the new analytics.

Your firm should also potentially take preventative measures in your
contractual agreements by including (i) indemnification clauses, (ii)
notification when the provider is subpoenaed, and (iii) notifications
when the provider changes its data curation method.

“Managers should continually
evaluate if they are gaining the
appropriate insight and alpha for
their expenditures.”
Ongoing Evaluation
There are both explicit and implicit costs of data analysis that
require ongoing evaluation to ensure the overall cost benefits
continue to make sense for your firm. Managers should continually
evaluate if they are gaining the appropriate insight and alpha
for their expenditures. As more managers use the data in their
investment process, the alternative dataset may lose its investment
or predictive value over time. You should constantly reevaluate
the dataset for the insight provided, particularly when the data is
being applied to different use cases than originally planned. The
data strategy should be communicated and worked on with the
investment professionals on a continual basis to ensure both short
and long term success.
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Cryptocurrencies and Institutional
Investors
Make Sense of the Mania

Are they securities or commodities?

The assets commonly referred to as cryptocurrencies have been
in existence for over a decade, but in 2017 they gained widespread
attention due, for the most part, to the meteoric rise in value of Bitcoin.

The regulations are taking shape slowly, but some important
precedents exist. Regulators apply the ‘Howey Test’ (a 4-part
test designed by the Supreme Court during the 1946 case of SEC
v Howey) to determine whether certain transactions qualify as
investment contracts. Cryptocurrency tokens which are designed
for fundraising are squarely in the cross-hairs of the Securities and
Exchange Commission (SEC), who classifies these types of initial
coin offerings (ICOs) as “securities.” Therefore, funds which trade
these types of securities tokens have largely the same regulatory
requirements of typical hedge funds.

This article will seek to help define cryptocurrencies through the lens
of institutional investors and to discuss the current state of best
practices with respect to funds trading this new type of asset.

What are cryptocurrencies?
Cryptocurrencies are not a homogeneous asset type. In fact,
as we will discuss, the emerging regulations acknowledge
various functional differences among cryptocurrencies. What
all cryptocurrencies have in common is the concept of a ‘token’
and a ‘network’. Simply, a token is a unit of measurement of a
cryptocurrency, and the network is the encryption platform which
validates transactions of those tokens.

“Some tokens are designed for
the express purpose of raising
funds for the entity who issues
the token.”

By contrast, regulators have classified Bitcoin and other similar
virtual currency tokens as “commodity tokens” excluding them from
the federal securities laws. By extension, funds that trade exclusively
in commodity tokens, “crypto funds,” are currently not considered
investment companies and are able to bypass many of the federal
regulations required of traditional hedge funds. Further, most of
the trading in commodity tokens is in the form of forward delivery
contracts, which are largely exempt from the requirements of the
Commodity Exchange Act.

What’s different operationally?
There are operational implications for crypto funds. While there
currently is greater flexibility in solicitation, there is also a higher
standard of disclosure, and some interesting tax and custody
considerations.

Solicitation
Functionality can differ among the various cryptocurrencies in
circulation. For example, the best-known cryptocurrency, Bitcoin,
exemplifies the function of a virtual currency token. Bitcoin tokens
enable peer-to-peer payment transactions over a decentralized
validation platform. However, offering a means of payment is only
one type of functionality offered by cryptocurrency tokens. Other
cryptocurrencies offer functionality to simplify and standardize
contracting terms. Still others support decentralized platforms for a
wide variety of applications, such as voting and prediction markets.
Notably, some tokens are designed for the express purpose of
raising funds for the entity who issues the token.

Typical hedge funds are limited in the types of investors they
may solicit by the regulations under the Investment Company Act
(Regulation D), and may seek exemptions under 3(c)(1) or 3(c)(7).
The regime is designed to limit speculative investing to “accredited
investors” and a small number of non-accredited investors with
the net-worth and sophistication to manage the burden of the risk.
Crypto funds, by contrast, are not limited in the number of nonaccredited, sophisticated investors they may have. This flexibility
currently presents an opportunity to managers of crypto funds to
solicit from a broader pool of potential investors.

Cryptocurrency Functions

Disclosure

•
•
•
•

The burden of disclosure for Crypto funds is significantly higher
than that which is already required of hedge fund managers. In
addition to the “material information” disclosure required under
the Securities Act and Exchange Act, there are many other unique
considerations. First among them is the evolving landscape of
regulations covering these new asset types and the funds who
trade them. Second, investors need to be counseled on their

Means of payment
Contracting
Decentralized applications
Fundraising
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need for individual treatment, especially if they are residents of
foreign or multiple jurisdictions. Also, the markets through which
cryptocurrencies are traded are unregulated, there is a lack of oversight
from law enforcement, and this presents unique risks to disclose.

Transactions on a cryptocurrency network use a digital signature
for validation. The security of a digital signature is enforced through
the use of encrypted public/private keys, ensuring that an attempted
intrusion would invalidate the transaction.

Additionally, each cryptocurrency has risk considerations based on
the unique functionality of the individual token. For example, the
anonymity of counterparties offered by some tokens encourages
use of those tokens for illegal transactions such as money
laundering. These and other issues need to be clearly explained to
investors by crypto fund managers.

The primary safety concern, therefore, is in the safekeeping of the
private key. The more people (including custodians) and computers
with access to the key, the greater the risk of theft. Therefore,
storage risk for cryptocurrencies must reside with the manager, as it
cannot be effectively outsourced to a third party.

“Each cryptocurrency has risk
considerations based on the
unique functionality of the
individual token.”
Tax
An interesting case emerges with crypto funds and the use of
in-kind distributions and redemptions. In-kind distributions and
redemptions are generally considered negative to investors, as they
are a method to be used in a “break glass” emergency to protect the
cash reserves of the fund. With crypto funds, the opposite becomes
the case. For a fund, liquidating a cryptocurrency token to fund
an investor redemption would generate a taxable event. However,
distributions and redemptions in-kind present an opportunity to
minimize taxable gains and allow the investor to handle recognition
of their taxable gains according to their own needs.

Custody
The role played by custodians is that of a trusted third party verifier.
They generate trust primarily through the functions of transaction
validation and safety. Custodians validate transactions by controlling
the flow of funds in and out of the fund and maintaining auditable
records. They also implement safety controls to help avoid external
threats such as identity thieves.
In the case of cryptocurrencies, involving a third party custodian
actually makes the cryptocurrency assets less secure. The
network of a cryptocurrency itself, the encryption platform which
verifies all the transactions of a given cryptocurrency, provides the
functions of security and validation automatically. (A discussion of
“blockchain” is beyond the scope of this article, but it, for example,
is a cryptocurrency network which validates transactions of Bitcoin.)

What are best practices for crypto funds?
While there is some precedent to help guide the compliance of
crypto funds, the regulations are actively evolving around this asset
type. The ambiguity of current regulations should be considered a
risk rather than an opportunity for fund managers.
Regarding solicitation, while there may be an opportunity for crypto
funds to target a broader selection of small investors, managers
should still heed Regulation D guidelines.
In the selection of a cryptocurrency portfolio, crypto funds should
avoid any tokens which are used for raising funds, and would
therefore be considered securities. Crypto fund managers should
assemble their universe from tokens which have been categorized
(or closely resemble those already categorized) by the SEC as
currencies. Also, given the interest in this area, regulators are likely
to issue updated guidance, so managers are advised to regularly
evaluate their universe of potential holdings.

“Crypto funds should avoid any
tokens which are used for raising
funds, and would therefore be
considered securities.”
As discussed regarding custody, safeguarding the private keys for
a cryptocurrency token is best performed by the fund manager
themselves, as sharing and transmitting the key significantly
increases the risk of theft.
Crypto funds are best suited to encourage distributions and
redemptions in-kind rather than liquidating to currency.
Plan for regulatory changes. Develop thorough disclosures about the
trading strategy and risks of regulatory changes, including ‘catch-all’
exceptions to permit the fund to comply with future regulations.
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Know your customers. While this may seem rudimentary, it is
amplified by the nature of anonymity in cryptocurrency transactions,
and their prevalence in money laundering schemes.
Seek experienced consultants and counsel to review risks,
disclosures, status of new cryptocurrencies and establish controls
protecting the fund’s unregulated status.

In conclusion
While this article introduced the best practices related to crypto
funds, institutional investors would be well advised to understand
that cryptocurrencies are not homogeneous, and their ability to
perform various functions will inform the development of future
regulations.
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