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I.
Introduction TC "I.
Introduction" \f C \l "1" 
Trustees have a duty to invest the funds of a trust as a prudent investor would and in making and implementing investment decisions, they have a duty to diversify the investments of the trust.  The principal objective of diversification is to reduce risk.  As the realm of investment opportunities for trustees has expanded from traditional investments such as stocks and bonds to non-traditional investments such as hedge funds, private equity, commodities, and real estate, the question arises as to whether a trustee has a duty to consider and, where appropriate, utilize non‑traditional investments for purposes of diversification, associated risk management, and/or enhanced returns. With the recent enactment of the Dodd-Frank Act Volcker Rule
, consideration must also be given to whether a bank trustee may sponsor a hedge fund or private equity fund for trust account investment.

Pensions funds have invested in private equity for decades and have more recently expanded investments to include hedge funds.  It is reported that over 40 percent of large pension funds invest in private equity and between 21 and 27 percent invest in hedge funds.
  While the percentage of fund assets allocated to private equity and hedge funds is typically modest, the number of funds investing in such non-traditional assets has increased in recent years.  Data regarding the investment of private trusts in non-traditional assets is not readily available.  However, many corporate fiduciaries include non-traditional assets in the investment portfolios of their trusts.  The following discussion addresses the prudent investor rule as it pertains to non‑traditional assets, the potential benefits and challenges associated with investment in non‑traditional assets, the limitations on bank sponsored hedge funds and private equity funds, and practices to consider in the implementation of a non-traditional asset allocation program.

II.
Background TC "II.
Background" \f C \l "1" 
Investments other than traditional investments in fixed income and publicly traded equity securities are commonly referred to as “alternative investments.”  Alternative investments and alternative investment strategies include hedge funds, funds of funds, private equity, commodities, and real estate.  This paper discusses alternative investments in trust accounts generally, focusing on hedge funds and private equity in particular.

A.
Hedge Fund TC "A.
Hedge Fund" \f C \l "2" 
There is no standard definition of a hedge fund.  A hedge fund itself is not an asset class, but rather a fund that employs a particular investment strategy.  A hedge fund commonly refers to a pooled investment vehicle that generally meets most, if not all, of the following criteria: (i) it is not marketed to the general public (i.e., it is privately offered), (ii) its investors are limited to high net worth individuals and institutions, (iii) it is not registered as an investment company under relevant laws (e.g., Investment Company Act of 1940), (iv) its assets are managed by a professional investment firm that is compensated in part based upon investment performance of the vehicle, and (v) it has periodic but restricted or limited investor redemption rights.

The Volcker Rule defines a hedge fund and a private equity fund as any “issuer that would be an investment company… but for section 3(c)(1) or 3(c)(7)” of the Investment Company Act
 or “such similar funds” as the federal banking agencies, the Securities Exchange Commission (“SEC”) and the Commodities Futures Trade Commission (“CTFC”) shall determine.
  However, this definition fails to take into account the qualitative characteristics of a fund.  The Financial Stability Oversight Council (“FSOC”) has recommended that the governing Agencies
 use their regulatory authority to refine this definition.

Investments in hedge funds grew exponentially from 1998 to 2007.  It is estimated that the number of funds grew from 3,000 in 1998 to 9,000 their peak in 2007 and that the value of the assets managed in hedge funds increased from $200 billion to $2 trillion during that period.
  However, in the wake of the market turmoil of 2008, it is estimated that hedge fund assets under management had decreased by 25 percent by the end of 2008.
   A number of high profile funds collapsed and many investors sought to exit their hedge fund investments.

Hedge funds derive their moniker from the original funds founded in the 1940s which invested in equities and used leverage and short selling to “hedge” their portfolios from volatility in the stock market.  Today, hedge funds encompass a broad range of investment strategies.  

Funds of funds are another hedge fund investment vehicle.  A fund of funds is a pooled investment vehicle that assembles a mix of underlying hedge funds, controls asset allocations among strategies, monitors performance, and replaces underlying hedge funds as appropriate.

B.
Private Equity TC "B.
Private Equity" \f C \l "2" 
Private equity refers to privately managed investment pools administered by professional managers who typically make long-term investments in private companies, taking a controlling interest with the aim of increasing the value of the companies through strategies such as improved operations or developing new products.
  Private equity funds typically make long‑term investments in private companies at various stages of their existence with the expectation of appreciation of the investment.

The amount of capital raised by private equity funds grew from approximately $2 billion in 1980 to $207 billion their peak in 2007 and the number of funds increased from 56 to 432.

C.
Risk TC "C.
Risk" \f C \l "2" 
Risk in the investment context refers to the volatility of return.  There are two types of investment risk: market risk and unsystematic risk.  Market or systematic risk is the risk associated with the tendency of asset prices to fluctuate with the market.  Market risk can only be avoided by not participating in the market.
  Unsystematic or diversifiable risk is the risk associated with individual events that affect a particular asset.  Unlike market or systematic risk, unsystematic risk can be reduced by diversification.

1.

Measures of Risk TC "1.
Measures of Risk" \f C \l "3" 
A beta coefficient is a measure of systematic risk.  It is an index of the volatility of the individual asset relative to the volatility of the market.  Beta depends on the variability of an individual asset’s return, the variability of the market return, and the correlation of the return on the asset and the return on the market.  Whether an asset has more or less risk depends on the variability of the asset’s return to the variability of the market’s return.

2.

Hedging TC "2.
Hedging" \f C \l "3" 
Hedging is the taking of opposite positions to reduce risk, such as the risk of price fluctuations.  By way of example, a portfolio manager that holds a portfolio of investments it expects to appreciate in value (long) may buy a futures contract (short) that matches the composition of the portfolio to hedge against an adverse price movement.  The Volcker Rule limitations on proprietary trading specifically permit risk-mitigating hedging.

III.
General Standard of Prudent Investment for Trustees TC "III.
General Standard of Prudent Investment for Trustees" \f C \l "1" 
A.
General Rule TC "A.
General Rule" \f C \l "2" 
A trustee has a duty to the beneficiaries to invest and manage the funds of the trust as a prudent investor would, in light of the purposes, terms, distribution requirements, and other circumstances of the trust.

1.

Reasonable Care TC "1.
Reasonable Care" \f C \l "3" 
The Prudent Investor Rule requires the exercise of reasonable care, skill, and caution and is to be applied to investments not in isolation but in the context of the trust portfolio and as a part of an overall investment strategy, which should incorporate risk and return objectives reasonably suitable to the trust.

2.
Diversification TC "2.
Diversification" \f C \l "3" 
In making and implementing investment decisions, the trustee has a duty to diversify the investments of the trust unless, under the circumstances, it is prudent not to do so.

3.
Delegation and Costs TC "3.
Delegation and Costs" \f C \l "3" 
Under the Prudent Investor Rule the trustee is required to (i) conform to the duties of loyalty and impartiality, (ii) act with prudence in deciding whether and how to delegate authority and in the selection and supervision of agents, and (iii) incur only costs that are reasonable in amount and appropriate to the investment responsibilities of the trusteeship.

B.
Fiduciaries Other than Trustees TC "B.
Fiduciaries Other than Trustees" \f C \l "2" 
The Prudent Investor Rule is the standard for investment for trustees.  In many states it is not the standard for executors (unless so provided under the will) or guardians.  It is also not necessarily the precise standard for non-trustee investment advisors.  Such advisors may be subject to a standard of care that requires that they act in the best interest of their clients in a responsible manner and make recommendations that are suitable based on the client’s particular circumstances and situation.

C.
Basic Principles of Prudent Investment for Trustees TC "C.
Basic Principles of Prudent Investment for Trustees" \f C \l "2" 
The following discussion makes numerous references to the Prudent Investor Rule under the Restatement Third, Trusts as the Restatement is the source of the Uniform Prudent Investor Act, all or substantial portions of which have been enacted in many states.  However, it is important to remember that while Restatements provide important and useful guidance, they are not binding on a state court unless adopted by the supreme court of the state.
 

1.
Modern Investment TC "1.
Modern Investment" \f C \l "3" 
Arbitrary restrictions on trust investments are unwarranted and often counterproductive.  Trust investment law should reflect and accommodate current knowledge and concepts.  Accordingly, no investment is per se prohibited.

2.
Principles of Prudence TC "2.
Principles of Prudence" \f C \l "3" 
The principles of prudence under the Prudent Investor Rule provide that:

· Sound diversification is fundament to risk management and is therefore ordinarily required.

· Risk and return are so directly related that trustees have a duty to analyze and make conscious decisions regarding the level of risk appropriate to the purposes, distribution requirements, and other circumstances of a trust.

· Trustees have a duty to avoid fees, transaction costs, and other expenses that are not justified by needs and realistic objectives of the trust’s investment program.

· The duty of impartiality under traditional income-and-principal rules generally requires a balancing of return between production of current income and protection of purchasing power.

· Trustees may have a duty (and the corresponding authority) to delegate as prudent investors would.

3.
Duty of Caution and Risk Management TC "3.
Duty of Caution and Risk Management" \f C \l "3" 
The duty of caution requires the management of non-market risk (through diversification) and the undertaking of market risk appropriate to a trust.   There is no objective legal standard for a degree of risk that is appropriate under the Prudent Investor Rule.  Risk tolerance varies from trust to trust and may vary from time to time for a particular trust.  Investments or techniques that may be characterized as “risky” (e.g., venture capital, borrowing, and options or futures transactions) are not prohibited “as long as they are employed in a manner that is prudently designed to reduce the overall risk of the trust portfolio or to allow the trust, in appropriate circumstances, to achieve a higher return expectation without a disproportionate increase in the overall level of portfolio risk.”

4.
Diversification TC "4.
Diversification" \f C \l "3" 
Asset allocation among asset classes (e.g., traditional cash and cash equivalents, fixed income, and equity classes; and alternative private equity, commodities, real estate, and hedge funds) is a first step in the diversification of the investments of a trust.  Diversification is achieved through the combination of asset classes whose returns are not correlated.  There is no defined set of asset categories to be considered.  The duty to diversify does not require that all categories be represented.

5.
Costs TC "5.
Costs" \f C \l "3" 
Active investment strategies, particularly active investment strategies utilizing alternative investments, may incur substantial costs.  Fees may be layered, or computed based on performance or on the value of assets which are difficult to value.  The costs associated with due diligence and monitoring may be greater than those for traditional assets.  A determination as to whether increased costs may reasonably be expected to be compensated by increased returns is required.

6.
Delegation TC "6.
Delegation" \f C \l "3" 
A trustee is required personally to determine the investment objectives for a trust.  However, a trustee is not required personally to perform all investment functions and may, where prudent, delegate investment authority.  The Introductory Note to the Prudent Investor Rule provides:

[T]he principles of prudence recognize that, with proper attention to cost concerns, prudent investing may require or at least benefit from expert assistance in investment matters.  Thus, the prudent investor rule views delegation from a positive perspective.  Nonetheless, the terms of the delegation, the competence of the agents, and the supervision or monitoring of agents’ activities all remain critical aspects of prudence.  The need for delegation may be most readily apparent when complicated or challenging investment strategies are pursued by trustees managing large, diverse portfolios.  In quite a different way, however, delegation is also likely to be important to non-expert investors who nevertheless may be well situated and qualified to serve as trustees, as will often be the case with family members or friends.  Accordingly, the rules stated in §90 [1992 §227] recognize the broad authority to delegate in the prudently exercised discretion of the trustee.

By way of illustration from the Restatement Third, Trusts §90, comment j provides:

Illustration:

The trustees of a large trust, after consultations and study, have reasonably concluded that it would be desirable as a part of an overall portfolio strategy to have a portion of the trust estate committed to a venture-capital investment program.  They also have reasonable grounds for preferring to do this directly by holding the company shares in the trust estate, rather than by purchasing shares of some suitable stock mutual funds or other venture-capital pools…. The trustees therefore wish to hire agents with specialized skill to manage the program.  In this situation, substantial but prudent delegation is justifiable.

The use of pooled investment vehicles necessarily involves delegation to managers.  However, under Restatement Third, Trusts §90, the relevant securities are considered to be the interests in the particular fund (and not the underlying securities).  The trustee controls the decision to invest in the fund.

Many state law provide for the delegation of investment authority, provided certain conditions are met.  In Illinois, for example, in order for a trustee to properly delegate investment functions on the basis of statutory authority under the Trusts and Trustees Act
 and not otherwise be responsible for the investment decisions or actions of the investment agent to which investment functions are delegated, all of the following requirements apply:  

· The trustee must exercise reasonable care, skill, and caution in selecting the investment agent, in establishing the scope and specific terms of any delegation, and in periodically reviewing the agent’s actions in order to monitor overall performance and compliance with the scope and specific terms of the delegation.

· The trustee must conduct an inquiry into the experience, performance history, professional licensing or registration, if any, and financial stability of the investment agent.  

· The investment agent shall be subject to the jurisdiction of the courts of the State of Illinois.

· The investment agent shall be subject to the same standards that are applicable to the trustee.

· The investment agent shall be liable to the beneficiaries of the trust and to the designated trustee to the same extent as if the investment agent were a designated trustee in relation to the exercise or nonexercise of the investment function. 

· The trustee shall send written notice of its intention to begin delegating investment functions under the statute to the beneficiaries eligible to receive income from the trust on the date of initial delegation at least 30 days before the delegation.  This notice shall thereafter, until or unless the beneficiaries eligible to receive income from the trust at the time are notified to the contrary, authorize the trustee to delegate investment functions pursuant to the statute.
 

D.
Real Estate and Venture Capital TC "D.
Real Estate and Venture Capital" \f C \l "2" 
The comments to the Restatement Third, Trusts Prudent Investor Rule address both real estate and venture capital investment specifically.

1.

Real Estate TC "1.
Real Estate" \f C \l "3" 
Real estate may enhance diversification due to its limited covariance with publicly traded securities, may provide long-term protection against inflation, in the long term may produce returns comparable to a diversified portfolio of marketable securities, and based on selection, may augment either income productivity or capital appreciation of a trust.  However, consideration should be given to the complexities and administrative burdens associated with a real estate investment program.

2.
Venture Capital TC "2.
Venture Capital" \f C \l "3" 
Venture capital historically was not considered an appropriate trust investment.  Prior to 1979 investments in venture capital were potentially viewed as a violation of Employee Retirement Income Security Act (“ERISA”).  However, in 1979 the Department of Labor clarified that plans may make some investment allocation to “riskier” assets such as venture capital.
  Presently, venture capital investment may be considered prudent in particular circumstances.  The process for such investment requires special due diligence and monitoring.  Use of pooled‑investment vehicles may be prudent to facilitate the required due diligence, but the use of pooled-investments is not a substitute for the informed decision-making of the trustee with respect to investment objectives and allocations and the monitoring of the manager.

E.
Specific Statutory and Judicial Guidance TC "E.
Specific Statutory and Judicial Guidance" \f C \l "2" 
There is limited specific statutory and judicial guidance with respect to the issue of the prudence of investment in alternative investments.  The Washington Probate Code addresses the issue by placing a 10 percent cap on such investments, providing that:
Subject to the standards of RCW 11.100.020 [Management of trust assets by fiduciary], a fiduciary is authorized to invest in new, unproven, untried, or other enterprises with a potential for significant growth whether producing a current return, either by investing directly therein or by investing as a limited partner or otherwise in one or more commingled funds which in turn invest primarily in such enterprise.  The aggregate amount of investments held by a fiduciary under the authority of this section valued at cost shall not exceed ten percent of the net fair market value of the trust, corpus, including investments made under the authority of this section valued at fair market value, immediately after any such investment is made.  Any investment which would have been authorized by this section if in force at the time the investment was made is hereby authorized.

In Harley v. Minnesota Mining and Manufacturing Company,
 employees brought an ERISA-based
 class action claim against 3M for allegedly making an improper $20 million investment in a hedge fund holding collateralized mortgage obligations (“CMOs”) which eventually collapsed, requiring the plan to write off the investment entirely.  The marketing materials for the fund stated that the fund’s strategy would produce very high returns while investing in “low risk instruments.”  However, the private placement memorandum expressly stated the substantial risks associated with the fund’s investments and investment strategies, including interest rate risk, difficulties in predicting market movements, possible illiquidity, and the risk of proportionately greater losses due to the use of leverage.

Issues addressed in the Harley case include (i) whether the company conducted a sufficient investigation of the fund before deciding to invest or undertook reasonably prudent efforts to monitor the investment, (ii) the extent to which the employer, if lacking the education, experience, or skills required to conduct reasonable and independent investigation and evaluation of the risks and other characteristics of a proposed investment must seek independent advice, and (iii) whether the fact that the portfolio as a whole profited during the period of the allegedly improper investment would immunize the company from liability for its alleged breach of fiduciary duty.  Of particular concern to the court was the limited expertise of the company’s pension asset committee in evaluating the investment in CMOs and the failure to monitor and evaluate the fund’s risk position, the accuracy of valuations, or whether the fund’s strategy had changed.  One positive fact was that the plan’s investment in the fund constituted less than 1 percent of the plan’s assets.  The court held in relevant part that (i) there were genuine issues of material fact as to whether the company conducted sufficient investigation of the investment or undertook reasonably prudent efforts to monitor the investment which precluded summary judgment on the issue of breach and (ii) the fact that the plan’s portfolio as a whole profited during the period of the allegedly improper investment would not immunize the employer from liability for its alleged breach.

IV. 
Diversification and Enhanced Returns with Non-Traditional Investments TC "IV. 
Diversification and Enhanced Returns with Non-Traditional Investments" \f C \l "1" 
A.
The Objectives and the Challenges TC "A.
The Objectives and the Challenges" \f C \l "2" 
Alternative investments are used in fiduciary accounts to manage risk and enhance returns.  They have been used in pension funds and endowments for a number of years and, at least until the market turmoil of 2008, the extent of their use was increasing.

1.

Hedge Funds TC "1.
Hedge Funds" \f C \l "3" 
Investment in hedge funds may be made to lessen the volatility of returns, to obtain returns greater than those expected in the stock market, and to diversify a portfolio by investing in a fund the returns of which will not be correlated to those of other investments in the portfolio.

However, there are certain challenges associated with investments in hedge funds that are not present with traditional investments.  These challenges include reliance on the skill of hedge fund managers; use of leverage, with both the associated “upside” potential and “downside” risk; higher fees; a greater degree of due diligence requiring specific expertise and expanded legal review; lack of transparency; liquidity limitations; and internal operation risks.

Hedge funds are actively managed and investors typically consider the qualifications of fund managers in selecting funds.  However, managers may change and investors may not be able to readily divest themselves of their investment upon a change in managers.  Some investors would question altogether the ability of fund managers to exceed market performance.

Hedge funds may use leverage to potentially enhance returns, and the extent to which leverage may be used is not regulated in hedge funds as it is in mutual funds.  Unrestricted use of leverage may be of particular concern to fiduciary investors to the extent that the direct use of leverage is restricted under a particular governing instrument.

Fees are also a material consideration in hedge funds.  A trustee has a duty to incur only reasonable costs associated with investments.  Hedge fund fees may be as high as 2 percent of assets under management plus 20 percent of a fund’s annual profits.

Lack of transparency in general and with respect to valuation of fund assets in particular presents additional challenges for the trustee in evaluating and monitoring hedge fund investments.  However, pressure from large institutional investors and government advisor groups (see the discussion of the President’s Working Group on the Hedge Fund Industry below) have improved transparency and valuation reporting.

Finally, liquidity poses a challenge with respect to hedge fund investments.  Hedge fund operating agreements commonly provide for “lock-up” periods that limit an investor’s ability to liquidate its investment for a defined period following its initial investment and may suspend redemptions if there are internal liquidity constraints within a fund.

Prudent trustee investment in hedge funds requires clear identification of the investment objectives intended to be achieved by the investment and due diligence and monitoring practices and procedures which address the risks noted above.  In some circumstances, funds of funds are used to achieve diversification of hedge fund investments, to obtain the expertise of the fund manager’s evaluation of funds, and to obtain access to desired funds.

2.

Private Equity TC "2.
Private Equity" \f C \l "3" 
A principal objective of investment in private equity is to attain returns that are superior to those for investments in the stock market.  The “price” for such returns is greater risk.  Due to correlations with performance of the stock market, certain investments in private equity achieve diversification only on a limited basis.

There are a number of challenges associated with investment in private equity.  The investments of private equity funds are typically concentrated in a limited number of companies in a single sector, which may result in increased non-market risk.  Buyout funds customarily use significant leverage and venture capital funds, by definition, invest in companies with a limited record, which may contribute to increased exposure to risk of loss.  When market conditions are particularly strong, competitive pressures may cause managers to overpay for opportunities, making it more difficult to generate positive returns.  There is a significant variation in the performance among private equity funds, and access to top performing funds is limited.  Returns of the top quarter funds have been reported to exceed those of the bottom quarter funds by more than seven times.
  The long-term commitment required for private equity presents another challenge, particularly for fiduciary accounts with ongoing distribution requirements or upon termination of the trust.  Valuation of private equity investments may be uncertain.  Finally, for the fiduciary, the expertise and resources required to evaluate and monitor private equity investments adequately may be a hurdle.
B.
The Experience TC "B.
The Experience" \f C \l "2" 
Recent years have been challenging for trustees responsible for the investment of fiduciary accounts.  Hedge fund, private equity, and other non-traditional assets have not been immune from the vagaries of the markets.  In addition to erosion of returns, some investors in non‑traditional assets have been faced with liquidity and cash flow issues, as redemptions from certain hedge funds have been subject to suspension and investors have been faced with capital calls for private equity investments.  Some investors were required to sell equities to meet capital calls in a deep bear market.  In the words of Christopher Ailman, chief investment officer of the California State Teachers’ Retirement System, which is the country’s second-largest public pension fund, “What we saw as an asset before, we now see as a liability.”
  This is in stark contrast to the view expressed many years earlier by one author upon the introduction of the Prudent Investor Rule, that:  

[F]iduciaries – hampered by the antiquated Prudent Man Rule – have been the investment community’s ultimate laggards.  Thankfully, however, their shackles have finally been removed.  The new Prudent Investor Rule brings fiduciary investing out of the 19th century and into the modern world, allowing application of the full array of investment theories, practices, and options enjoyed by all investment professionals.  Given the specific requirements of the new standard — including diversification, through assessment of risk (including inflation risk), the importance of total return, and the ability to delegate management responsibility to investment professionals — the high-return potential of private equity investing now represents a fully appropriate and new compelling investment option for trustees, executors, guardians of minors, conservators of assets, and other fiduciaries.

The Office of the Comptroller of the Currency published its Economics and Policy Working Paper 2008-2 on Alternative Assets and Public Pension Plan Performance in August 2008.  The Working Paper examined how investment in alternative investments such as hedge funds, private equity funds, and real estate have affected plan performance.  The Working Paper concludes as follows:

Comparing investment returns of 39 public pension plans, we find that pension plans with alternative asset target allocations of at least 10 percent but less than 20 percent had significantly higher returns than other pension plans at most of the investment horizons we examine….  However, when we look to another measure of risk, namely the standard deviations of returns at individual pension plans, we find that the standard deviations of returns were consistently and significantly higher at pensions investing at least 10 percent of their assets in alternative assets.  From this perspective, those pension plans were consistently riskier.  Combining the two to look at risk-adjusted returns via the Sharpe Ratio, we find no significant difference in risk-adjusted returns regardless of the alternative asset allocation target.  Together, these results suggest that investments in alternative assets brought higher returns over the past few years, but at the cost of greater volatility.  It is up to pension fund managers and plan fiduciaries to determine whether the lure of attractive returns outweighs the accompanying increase in return variance….

Another caveat is in order because of the additional risks associated with alternative investments.  Because of possible liquidity and disclosure problems, it is absolutely crucial for a public pension plan to have a thorough due diligence effort in place to pick the right alternative investment and to consider the potential operational risks and hazards that these investments pose.  Hedge funds, in particular, with their self-regulation, lockup periods, a lack of disclosure that seems to increase the opportunity for fraud, and other perils, provide a good example of why superior due diligence is a critical need for pension funds that elect to target alternative investments. 

Another concern that may emerge over time is how to deal with performance-based compensation for public pension fund managers….  Our results show that large allocations for alternative assets may provide significantly higher returns in individual years (for instance, over 300 basis points in 2006).  However, at investment horizons of five and ten years, the higher returns tend to be much less dramatic — for example, 102 basis points over five years and 76 basis points over 10 years for pension funds with at least a 10 percent target allocation for alternative assets in 2006.  What these results suggest is that public pension fund trustees should be aware that performance-based compensation packages may give fund directors an incentive to swing for the fences with larger allocations for alternative investments even though the pension fund’s long-term benefits from such an investment strategy remains in doubt. 

With these caveats in mind, our results do suggest that alternative assets are important investments for pension plans…. 

V.
Best Practices — Hedge Funds TC "V.
Best Practices — Hedge Funds" \f C \l "1" 
The Asset Managers’ Committee to the President’s Working Group (“PWG”) on Financial Markets issued Best Practices for the Hedge Fund Industry on January 15, 2009 (“Industry Best Practices”) and the Investors’ Committee to the PWG issued Principles and Best Practices for Hedge Fund Investors (“Investor Best Practices”).
  The full reports can be found at www.amaicmte.org.

A.
Industry Best Practices TC "A.
Industry Best Practices" \f C \l "2" 
Defining features of hedge funds include the following:

	Hedge funds typically:
	Traditional products typically:

	•
Invest both long and short
	•
Invest only long

	•
Are leveraged
	•
Are not leveraged

	•
Have a high, performance-based fee structure
	•
Have a lower ad valorem fee structure

	•
Normally require co-investment by fund manager
	•
Do not encourage co-investment

	•
Are able to use futures and other derivatives
	•
Are restricted in using derivatives

	•
Have a broad investment universe
	•
Have a limited investment universe

	•
Can have large cash allocations
	•
Are required to stay fully invested

	•
Have an absolute return objective
	•
Have a relative return objective

	•
Regulate investor access, but the product itself is lightly regulated
	•
Are frequently heavily regulated


The Industry Best Practices address disclosure, valuation of assets, risk management, business operations, compliance, and conflicts of interest for hedge funds.  Disclosure plays a central role in the Industry Best Practices.  Disclosure of conflicts of interest and fee arrangements is emphasized.  The Industry Best Practices do not address private equity and real estate investments.

B.
Investor Best Practices TC "B.
Investor Best Practices" \f C \l "2" 
The Investor Best Practices include a Fiduciary’s Guide for persons responsible for determining whether hedge funds are an appropriate component of an investment portfolio and an Investor’s Guide for those responsible for executing and implementing a hedge fund program once a fiduciary decides to add hedge funds to its investment portfolio.

1.

Fiduciary’s Guide TC "1.
Fiduciary’s Guide" \f C \l "3" 
The Fiduciary’s Guide provides recommendations to persons charged with evaluating the appropriateness of hedge funds as a component of an investment portfolio.  The term “fiduciary” refers to those with portfolio oversight responsibilities.  The term “investor” refers more narrowly to investment professionals charged with implementing a hedge fund program.  

Assessing the Appropriateness of a Hedge Fund Program.  The Fiduciary’s Guide identifies a series of questions the fiduciary should address in its assessment of the appropriateness of a hedge fund program focusing on:

· Temperament.  Does the fiduciary organization have the temperament and the “institutional fortitude” to stick with its strategic allocation under circumstances with the potential for significant short-term volatility?

· Manager Selection.  Does the fiduciary organization have staff with the necessary expertise to select managers with true investment skill and will it allocate sufficient resources to manage and monitor hedge fund investments appropriately?

· Portfolio Level Dynamics.  Does the fiduciary institution understand how the hedge fund portfolio will generate investment returns and the associated risks?  Does the fiduciary organization understand the degrees and types of leverage used?

· Liquidity Match.  Is the liquidity (or the lack thereof) consistent with the requirements of the fiduciary account?

· Conflicts of Interest.  Have conflicts of interest been identified and have appropriate steps been taken to mitigate or eliminate the adverse consequences arising from conflicts of interest?

· Fees.  Are the fees associated with the hedge fund investment generally reasonable in the context of the market?  

· Citizenship.  Is the hedge fund a “good capital markets citizen”?

Risk and Uncertainty.  Investing in hedge funds involves both risk and uncertainty.  Risk is an element of randomness in situations where the ultimate outcome is undetermined but the range of potential outcomes is understood and quantifiable — the “Monte Carlo” analytical framework.  Uncertainty is the product of incomplete knowledge about the manner in which events occur, a lack of predictability, and the possibility of unprecedented behavior or events; it is not quantifiable.  Hedge funds may present greater uncertainty than other types of investments.  Fiduciaries must be capable of assessing both the risk and the uncertainty associated with hedge fund investments.
Considerations Prior to Investing in Hedge Funds.  The Fiduciary’s Guide cautions that fiduciaries should question the commonly presupposed notion that hedge funds are inherently desirable vehicles and warns that a fiduciary should only pursue a hedge fund investment if:

· The fiduciary believes that the hedge fund manager is particularly skilled in active investing and that the investment offers investment strategies to which exposure is most effectively gained through a hedge fund;

· The benefit of the manager’s skill and the nontraditional exposure remains, after fees, expenses, and due diligence costs;

· The fiduciary, with the assistance of staff and consultants, can differentiate between skill-based managers and those generating profits from generic market exposure; and

· The fiduciary will have the opportunity to invest in hedge funds that have been identified as suitable investments.

Fees.  What are the fees associated with the investment and how do they affect realized returns?  A fiduciary has a duty to incur only those costs that are reasonable.  Hedge fund fees are based both on assets under management and on performance.  The typical management fee is 1-2 percent of the assets managed and the performance fee is typically in a range of 10-20 percent of the fund’s total return.  In assessing fees, a fiduciary should take into consideration the methods by which and the frequency with which fund assets will be valued.  Valuation methodologies are often more complex than with traditional fiduciary investments.

Fund of Funds.  Fiduciaries may invest in hedge funds through a “fund of funds” where the investment manager of the fund selects the underlying hedge funds in which the fund will invest.  However, even with a fund of funds, the fiduciary must continue to make the initial assessment as to whether investment through a hedge fund is appropriate for the fiduciary account.

Hedge Fund Investment Policy.  Fiduciaries that intend to make hedge fund investments should establish policies and procedures that address the strategic purpose of investing in hedge funds, the role the hedge funds will play in the overall portfolio, the performance and risk objectives of the hedge fund investment program, who will manage the program, and what investment guidelines will apply to the funds.

Due Diligence Process and Ongoing Monitoring.  Fiduciaries that intend to make hedge fund investments should establish appropriate due diligence processes and ongoing monitoring procedures.  If a fund manager is an ERISA fiduciary it is required to be registered as an investment advisor under the Investment Advisers Act of 1940 or comparable state law, to acknowledge that it is a fiduciary of the plan, and to have policies and procedures in place to comply with restrictions on “soft dollars” in order to prevent prohibited transactions and to mitigate conflicts of interest.  Satisfaction of each of the conditions is equally important to non‑ERISA fiduciaries and provides at least some measure of the prudence of investing with the fund manager.
2.

Investor’s Guide TC "2.
Investor’s Guide" \f C \l "3" 
The Investor’s Guide describes best practices and guidelines for investment professionals charged with administering hedge fund investment programs.  The Investor’s Guide is a tool for the process of selecting and monitoring particular fund investments.  

The Investor’s Guide sets forth guidance with respect to the due diligence process including assessment of the manager’s investment process (an important component of which is style integrity), performance, personnel, risk management (a important components of which are liquidity and leverage risk), use of third‑party service providers, legal structure, domicile, fees, and regulatory compliance.

Valuation is an important component of the investment decision‑making process.  The complexity of hedge fund portfolios makes the valuation of fund investment difficult and subject to uncertainties not present with more traditional investments.  The fund should have a valuation policy and a valuation committee or similar governance mechanism to serve as a control of the consistent and appropriate application of valuation methodologies.

The Investor’s Guide advises that investors develop a comprehensive philosophy regarding the payment of fees and expenses for investment management services contracted, taking into consideration fees and expenses relative to returns and risks.

VI.
Authority to Invest in Non-traditional Investments TC "VI.
Authority to Invest in Non-traditional Investments" \f C \l "1" 
Trustee investment powers may be granted (or limited) by the express terms of the trust, implied from the purpose of the trusts or granted under applicable trust law.  Accordingly, a determination of whether a trustee has the authority to invest in alternative investments requires a review of the trust agreement in the context of the purpose of the trust and the applicable trust law.  Questions to ask in this review include:

A.
Is the trust agreement revocable or irrevocable? TC "A.
Is the trust agreement revocable or irrevocable?" \f C \l "2" 
In the case of revocable trusts, amendments may be obtained as necessary to address any issues with respect to alternative investments.  In addition, the express informed consent or direction may be obtained from the settlor of a revocable trust with respect to any alternative investments.  For irrevocable trusts, modification to address any issues with respect to alternative investments will typically require a court proceeding, or where available under applicable law, a non‑judicial agreement.

B.
Does the trust agreement provide for an advisor or other third party who directs the trustee with respect to investments or whose approval of investments is otherwise required? TC "B.
Does the trust agreement provide for an advisor or other third party who directs the trustee with respect to investments or whose approval of investments is otherwise required?" \f C \l "2" 
To the extent that investment decisions are to be made at the direction or with the consent of an advisor or other third party, such direction or consent should be obtained with respect to each alternative investment.

C.
What state law governs the administration of the trust? TC "C.
What state law governs the administration of the trust?" \f C \l "2" 
1.
Does the governing state law adopt the Prudent Investor Rule? TC "1.
Does the governing state law adopt the Prudent Investor Rule?" \f C \l "3" 
See the above discussion of the Prudent Investor Rule.

2.
For a corporate fiduciary, does the governing state law authorize investment in proprietary products and/or the use of bank or affiliate services, and, if so, does state law place any conditions on such authorization? TC "2.
For a corporate fiduciary, does the governing state law authorize investment in proprietary products and/or the use of bank or affiliate services, and, if so, does state law place any conditions on such authorization?" \f C \l "3" 
For a corporate fiduciary, to the extent the alternative investment is in a proprietary product or involves an investment product or strategy from which the bank or an affiliate receives fees or other benefits, state law may in some circumstances authorize what would otherwise be a conflict of interest, but any limitations and conditions under such state law authorization must be adhered to.  

D.
What specific authority does the trust agreement provide with respect to investments? TC "D.
What specific authority does the trust agreement provide with respect to investments?" \f C \l "2" 
1.
Is there an express prohibition against particular types of investments or investment strategies, or are investments expressly limited to certain types of investments and investment strategies? TC "1.
Is there an express prohibition against particular types of investments or investment strategies, or are investments expressly limited to certain types of investments and investment strategies?" \f C \l "3" 
Any express limitations on investments and investment strategies should be identified and adhered to.  

2.
Are there express provisions restricting margin transactions? TC "2.
Are there express provisions restricting margin transactions?" \f C \l "3" 
Any express limitations on margin transactions should be identified and should be adhered to.  The review of any alternative investment for such trusts should determine whether borrowing may be utilized. 
3.
Is there express authorization for alternative investments? TC "3.
Is there express authorization for alternative investments?" \f C \l "3" 
Some more recent trust agreements may provide express authorization for investment in alternative investments.  Any limitations in the scope of such authorization should be identified and adhered to.  
4.
Is there express authorization of conflicts of interest with respect to investments? TC "4.
Is there express authorization of conflicts of interest with respect to investments?" \f C \l "3" 
Some more recent trust agreements may expressly authorize conflicts of interest.  Any conditions and limitations on such authorization should be identified and adhered to.
E.
What general language does the trust agreement provide with respect to investments? TC "E.
What general language does the trust agreement provide with respect to investments?" \f C \l "2" 
1.
Does the general language refer to the Prudent Investor Rule? TC "1.
Does the general language refer to the Prudent Investor Rule?" \f C \l "3" 
2.
Does the general language include terms that would be construed as authorizing investments and strategies permitted under the Prudent Investor Rule such as “investments permissible by law for investment of trust funds”; “legal investments”;  “authorized investments”; “using the judgment and care under the circumstances then prevailing that men of prudence, discretion, and intelligence exercise in the management of their own affairs, not in regard to the speculation but in regard to the permanent disposition of their funds, considering the probable income as well as the probable safety of their capital”; “prudent man rule”; and “prudent person rule”? TC "2.
Does the general language include terms that would be construed as authorizing investments and strategies permitted under the Prudent Investor Rule such as \“investments permissible by law for investment of trust funds\”; \“legal investments\”;  \“authorized investments\”; \“using the judgment and care under the circumstances then prevailing that men of prudence, discretion, and intelligence exercise in the management of their own affairs, not in regard to the speculation but in regard to the permanent disposition of their funds, considering the probable income as well as the probable safety of their capital\”; \“prudent man rule\”; and \“prudent person rule\”?" \f C \l "3" 
If the trust agreement includes either express language incorporating the Prudent Investor Rule or terms that are considered to authorize investments and strategies that are permitted under the Prudent Investor Rule, absent other applicable limitations in the trust agreement, no investment or investment strategy, including alternative investments, will be considered to be per se impermissible.  This is a marked change between the Prudent Person Rule under the Restatement Second, Trusts and the Prudent Investor Rule under the Restatement Third, Trusts with respect to investments that may historically have been considered “risky” or “speculative.”
  The goals of prudent investment — to assure the safety of the trust principal and to achieve a reasonable return — are stated in the same terms under the Prudent Investor Rule as under the Prudent Person Rule, but they are interpreted quite differently. Under the Prudent Investor Rule, “the safety of the principal” includes preservation of the real value of the principal through periods of inflation, and “return” means total return: not only income, but capital appreciation as well.  Furthermore, an investment is judged prudent or imprudent not by itself, but rather as part of the whole portfolio of assets owned by the trust.  Thus, an investment that would have been criticized as speculative under the Prudent Person Rule might be acceptable under the Prudent Investor Rule, depending upon the purposes of the trust and the other assets comprising the trust’s portfolio.

VII.
Legal Characteristics of Alternative Investments TC "VII.
Legal Characteristics of Alternative Investments" \f C \l "1" 
A fiduciary investing in alternative investments can only do so prudently if it undertakes a comprehensive due diligence process.  Process is a core tenet of the prudent investor rule, and there is no substitute for it.

What are the legal structure of the alternative investment and the implications of the legal structure on the administration of the alternative investment in the fiduciary account?  It is necessary for the fiduciary to understand the legal structure and, where necessary, engage legal counsel for a legal review of the fund agreement; understand the investment strategy and the risks associated with the strategy; understand the market or systematic risks and, in the case of a fund, understand the market risks of the market in which the fund invests; understand the composition of the investment and the associated unsystematic or unique risks, including credit risks and volatility; understand the liquidity (or lack thereof) of the investment; monitor performance; in the case of a fund, monitor the composition of the fund; monitor redemptions; and require transparency.

The legal review required in connection with investment in alternative investments is typically greater than that associated with investments in traditional assets, which often will require no legal review at all.  Common documents for alternative investment funds are the operating memorandum/private placement memorandum, limited partnership or limited liability company operating agreement, subscription agreement, investment management agreement, side letters, and legal opinions.

In the case of an alternative investment fund organized as a partnership or limited liability company, there are issues to address with respect to the proper formation of the fund as well as the ongoing operation of the fund.  Operational considerations include the economics of the operation of the fund, such as the allocation of income and losses and distributions from the fund, and contractual limitations on the liability of the fund managers.  While general partners of limited partnerships and managers of limited liability companies may have certain fiduciary duties, including the duty of loyalty and a duty of care, state law often permits the elimination of such duties by contract, with the exception of the implied contractual covenant of good faith and fair dealing.  Another issue for consideration is the extent to which the operating agreement provides for or, alternatively, limits access to the entity’s books and records.

Although there are differences between limited partners and members, the rights of limited partners and the rights of members under the Delaware Revised Uniform Limited Partnership Act and the Delaware Limited Liability Company Act are similar.
  A summary of a limited partner’s rights under the Delaware Revised Limited Partnership Act is attached as Appendix A.  Two common types of alternative investments are private equity funds and hedge funds.  

A comparison of common terms used in the operating agreements for private equity funds and hedge funds is attached as Appendix B.

Following is a representative list of questions for consideration with respect to common fund provisions in the legal assessment of an alternative investment for a fiduciary account:

A.
What are the purposes of the fund? TC "A.
What are the purposes of the fund?" \f C \l "2" 
The purposes of the fund are often stated in overly broad terms within the fund agreement.  The investment strategy is typically more clearly described in the offering memorandum.  However, because the offering memorandum is not a binding legal agreement between the parties, investors often request certain information from the fund to monitor “style drift.”

B.
What is the investor’s liability? TC "B.
What is the investor’s liability?" \f C \l "2" 
Investor’s liability should be limited to making identified payments to the fund, including capital contributions not in excess of its capital commitment and, possibly, returns of certain distributions received from the fund.  The obligation to return distributions is often limited by amount and time (e.g., investors are only obligated to return up to 25 percent of distributions and only for three years after termination of the fund).  Any liability of an investor should be for the benefit of only the partnership and not third parties.

C.
How will capital accounts be maintained? TC "C.
How will capital accounts be maintained?" \f C \l "2" 
The sponsor should not be able to  adjust capital accounts arbitrarily, especially if capital account balances determine redemption proceeds and the fund liquidates in accordance with capital account balances.  

D.
How will allocations and distributions be made? TC "D.
How will allocations and distributions be made?" \f C \l "2" 
The allocation and distribution provisions (especially in private equity funds) should be reviewed in order to verify that they “work.”  Investors often ask the sponsor to provide examples of the allocation and distribution provisions in order to verify that the fund agreement reflects the actual practice of the sponsor with respect to allocations and distributions.  Investors may ask that a fund liquidate any in-kind distributions and distribute proceeds to an investor if the investor does not want to or cannot receive distributions of property other than cash.

E.
What tax withholding will there be? TC "E.
What tax withholding will there be?" \f C \l "2" 
Side letters often permit investors to challenge or attempt to eliminate any withholding to which the fund believes these interest may be subject.  Investors often request notice of any pending withholding by the fund.

F.
What foreign tax obligations are there? TC "F.
What foreign tax obligations are there?" \f C \l "2" 
Depending on the focus of the fund, investors should not be subject to tax or filing obligations in any foreign taxing jurisdiction.

G.
How does the fund manage conflicts of interest? TC "G.
How does the fund manage conflicts of interest?" \f C \l "2" 
The sponsor should inform investors in advance of its policy and changes thereto for allocating investments among related entities and resolving conflicts of interest.  The terms of transactions with affiliates of the sponsor should be arm’s-length and no more favorable than would be offered to unrelated third parties.  The sponsor and each key person should agree to devote a substantial amount of time to the business of the fund.

H.
To what extent have the fiduciary duties of the sponsor been limited? TC "H.
To what extent have the fiduciary duties of the sponsor been limited?" \f C \l "2" 
The standard of care should include the duty on the part of the sponsor to select and retain agents and consultants with reasonable care.  Any articulation of the duty of good faith and fair dealing should be consistent with the governing statute.

I.
Are there any duties among the investors? TC "I.
Are there any duties among the investors?" \f C \l "2" 
A fund agreement should expressly eliminate any duties, including fiduciary duties, the investors may owe to the other investors or the fund, e.g., when acting on advisory committees, etc.

J.
To what extent is the sponsor exculpated/indemnified? TC "J.
To what extent is the sponsor exculpated/indemnified?" \f C \l "2" 
The standards under which the sponsor will be exculpated and/or indemnified should be identical.  Expenses should be advanced to cover indemntifiable costs only if the indemnitee agrees to repay any advances if it turns out the person was not subject to indemnification.  There should be no exculpation or indemnification for acts constituting gross negligence, fraud, willful misconduct, or material breach of the agreement.  Different investors often seek different limits on indemnification and attempt to expand liability, although changes are often unlikely.

K.
What giveback/clawback is provided for? TC "K.
What giveback/clawback is provided for?" \f C \l "2" 
Any investor giveback should be limited to distributions and return of capital received and for benefit of the fund only, not third parties. 

L.
What “gates” are provided for? TC "L.
What \“gates\” are provided for?" \f C \l "2" 
Redemptions may be limited in circumstances where there is a “run” on the fund.  The level at which gates will be imposed should be determined, as gates will affect the liquidity of the investment.

M.
What confidentiality restrictions are there? TC "M.
What confidentiality restrictions are there?" \f C \l "2" 
The fund agreement should grant investors the right to disclose fund information to certain persons depending on the investor’s situation (e.g., accountants, tax advisors, regulatory agencies, and beneficiaries, upon subpoena or other decree of a court, etc.)  The agreement should allow investors to disclose the tax treatment and tax structure of the fund.  

N.
What are the investor’s inspection and audit rights? TC "N.
What are the investor’s inspection and audit rights?" \f C \l "2" 
Investors should have audit rights and the rights to inspect books and records and copy information.  Such transparency is of particular significance for a fiduciary investor that has a duty to inform and to account to its beneficiaries and is required to appropriately value its investments for accounting and fee computation purposes.  

O.
Under what conditions may amendments be made to the operating agreement? TC "O.
Under what conditions may amendments be made to the operating agreement?" \f C \l "2" 
Certain amendments should always require investor consent, including amendments that would increase the investor’s capital contribution obligations or otherwise affect the investor’s economic rights.

P.
What is the scope of the power of attorney granted? TC "P.
What is the scope of the power of attorney granted?" \f C \l "2" 
The power of attorney should not be unnecessarily broad; it generally should just be a power to execute amendments once approved by an appropriate percentage of investors, to execute certificates with the Secretary of State, etc.

Q.
 What representations is the investor required to make? TC "Q.
What representations is the investor required to make?" \f C \l "2" 
In connection with anti-money laundering and terrorist financing laws, investors will be asked to represent (either in the subscription agreement or in the fund agreement) that any monies they contribute to the fund are not derived from sources or activities that are deemed criminal under U.S. law.  This often means representing that an investor has undertaken reasonable steps to investigate its own beneficial owners.  Investors also may have to represent that none of their beneficial owners are on certain lists of designated persons (e.g., the SDN List) maintained by the U.S. government.

Investors will typically be required to make certain representations regarding their status as qualified purchasers or accredited investors for purposes of exemption from securities registration requirements.

Separate investment, supervision and monitoring functions will typically be performed through a corporate fiduciary’s investment committee structure.  A discussion of investment due diligence, supervision, and monitoring is beyond the scope of this paper.  However, the Model Due Diligence Questionnaire by the Managed Fund Association for Hedge Fund Managers is attached as Exhibit C.  Helpful guidance for fiduciary investors in hedge funds is also provided in the Investors’ Committee to the President’s Working Group on Financial Markets, Principles and Best Practices for Hedge Fund Investors discussed above.   

VIII.
Qualification to Make Alternative Investments TC "VIII.
Qualification to Make Alternative Investments" \f C \l "1" 
Alternative investment structures are typically designed to be exempt from the registration requirements of federal and state securities laws.  The applicable exemptions are based primarily on the level of sophistication of the investor on the premise that a sophisticated investor does not require the separate protections of the applicable securities laws.

The Securities Act of 1933 (the “1933 Act”) regulates public offerings of securities and the Investment Company Act of 1940 (the “Investment Company Act”) regulates investment companies issuing securities.  Both the 1933 Act and the Investment Company Act place a strong emphasis on disclosure.

In order to qualify for applicable exemptions alternative investment funds typically limit their investors to “accredited investors” for purposes of the 1933 Act and/or “qualified purchasers” for purposes of the Investment Company Act.  A trustee making an investment in an exempt alternative investment fund will be required to make representations to the fund regarding its qualifications as an investor.  A thorough discussion of the criteria for qualification as an accredited investor or a qualified purchaser is beyond the scope of this paper.  However, a brief summary of some of the pertinent rules follows.

There are a number of categories of investors that qualify as accredited investors for purposes of the 1933 Act.  Most importantly for purposes of trust administration, an irrevocable trust can qualify as an accredited investor if it has assets in excess of five million dollars, the purchase of the securities by the trust is directed by a “sophisticated person” and the trust was not organized for the purpose of acquiring the securities.
  A sophisticated person means a purchaser that, either alone or with a purchaser representative, has a level of knowledge and expertise in financial and business matters such that it is capable of evaluating the merits and risks of a prospective investment.
  In addition, if a bank, registered investment advisor or certain other qualifying entities is acting as trustee or otherwise has authority to make investment decisions, a trust of any size may qualify as an accredited investor.
  Finally, a revocable trust may qualify as an accredited investors  if the grantor is considered the “equity owner” of the trust and is an accredited investor.

For purposes of the Investment Company Act certain large trusts will qualify as qualified  purchasers.  The threshold for this purpose is investments in excess of twenty-five million dollars.
  Smaller trust may qualify if the settlor or other persons who has contributed assets to the trust and the trustee or other person qualified to make investments to the trust are each a qualified purchaser.
  The status of the settlor as a qualified purchaser is made at the time the settlor made a contribution to the trust.  An individual with a minimum of five million in investments is considered a qualified purchaser.
  The underlying principle is that such sophisticated investors have the means to evaluate an investment and do not require the additional protections of the securities laws.
IX.
Dodd-Frank Act Volcker Rule TC "IX.
Dodd-Frank Act Volcker Rule" \f C \l "1" 
A.
Dodd-Frank Act Section 619 Prohibitions on Certain Relationships with Hedge Funds and Private Equity Funds TC "A.
Dodd-Frank Act Section 619 Prohibitions on Certain Relationships with Hedge Funds and Private Equity Funds" \f C \l "2" 
Section 619 of the Dodd-Frank Act provides in part that a “banking entity” shall not “sponsor a hedge fund or private equity fund.”  However, there are exceptions for “permitted activities”, subject to limitations with respect to conflicts of interest.  Permitted activities include “organizing and offering a private equity or hedge fund, including serving as a general partner, managing member, or trustee of the fund and in any manner selecting or controlling (or having employees, officers, directors, or agents who constitute) a majority of the directors, trustees, or managers of the fund”, but only if the following conditions are satisfied:

(i)
the banking entity provides bona fide trust, fiduciary or investment advisory services;

(ii)
the fund is organized and offered only in connection with the provision of bona fide trust, fiduciary, or investment advisory services and only to persons who are customers of such services of the banking entity;

(iii)
the banking entity does not acquire or retain an equity interest, partnership interest, or other ownership interest in the funds except for a de minimis investment;

(iv)
the banking entity does not share with the hedge fund or private equity fund, for corporate, marketing, promotional, or other purposes, the same name of a variation of the same name;

(v)
no director or employee of the banking entity takes or retains an equity interest, partnership interest, or other ownership interest in the hedge fund or private equity fund, except for any director or employee of the banking entity who is directly engaged in providing investment advisory or other services to the hedge fund or private equity fund; 

(vi)
the banking entity discloses to prospective and actual investors in the fund, in writing, that any losses in such hedge fund or private equity fund are borne solely by the investors in the fund and not by the banking entity; and

(vii)
the banking entity does not engage in Federal Reserve Act section 23A “covered transactions” with the fund and the “arm’s length transaction” limitation of Federal Reserve Act section 23B are complied with.

B.
FSOC Volcker Rule Study TC "B.
FSOC Volcker Rule Study" \f C \l "2" 
The FSOC Volcker Rule Study published in January 2011 recommends that the Agencies responsible for implementation of the Volcker Rule consider taking the following actions with respect to sponsored funds:

· Prohibit banking entities from investing in or sponsoring any hedge fund or private equity fund, except to bona fide trust, fiduciary or investment advisory customers.

· Prohibit banking entities from engaging in transactions that would allow them to bail out a hedge fund or private equity fund.

· Identify similar funds that should be brought within the scope of the Volcker Rule prohibitions in order to prevent evasion of the intent of the rule.

· Require banking entities to publicly disclose permitted exposure to hedge funds and private equity funds.

The private funds section of the FSOC study focuses on key issues raised in the implementation of the Volcker Rule‘s hedge fund and private equity funds provisions, and recommends certain substantive criteria that Agencies should use to guide legal interpretations in the rulemaking. It also recommends a compliance and supervisory framework.

The FSOC study notes a number of issues with respect to the proprietary fund provisions of the Volcker Rule.  The Volcker Rule relies on certain commonly-used exclusions from the definition of the term investment company under section 3(c) of the Investment Company Act to define hedge funds and private equity funds. Although widely used by traditional hedge funds and private equity funds, the securities law exclusions were not designed to apply only to hedge funds and private equity funds. Consequently, they do not specifically address or closely relate to the activities or characteristics that are typically associated with hedge funds or private equity funds. In implementing the Volcker Rule, the FSOC study recommends that Agencies consider criteria for providing exceptions with respect to certain funds that are technically within the scope of the hedge fund and private equity fund definition in the Volcker Rule but that Congress may not have intended to capture in enacting the statute.

The FSOC study makes specific recommendations with respect to the proprietary fund provisions of the Volker Rule in three areas:

· Customer requirement.  The Volcker Rule requires that organized or sponsored funds only be offered to customers of a banking entity. The term customer is not defined in the statute. The FSOC study outlines factors that Agencies should consider in determining who is a customer and the necessary nature of that relationship.

· Calculation of de minimis investment.  The de minimis investment calculation applies both to restrict the exposure of a banking entity to 3% of any single fund and to limit the banking entity‘s aggregate exposure to 3% of Tier 1 capital. Agencies should consider calculating these limits in a manner that will require full accounting of the banking entity‘s risk and requiring ongoing monitoring of these limits through the life of the fund.

· Monitoring compliance, attestation, and public reporting.  Agencies should consider requiring banking entities to establish internal programmatic compliance regimes that will involve strong investment and risk oversight of permissible hedge fund and private equity fund activities with engagement by the Board of Directors and public attestation of the adequacy of such compliance regime by the CEO.
  In addition, in the limited instances in which a banking entity is permitted to invest in a hedge fund or private equity fund to facilitate customer-related business, Agencies should consider requirements for banking entities to disclose the nature and amount of any such investment.
X.
Valuation TC "X.
Valuation" \f C \l "1" 
A.
Trustees’ Duty to Inform and Account TC "A.
Trustees’ Duty to Inform and Account" \f C \l "2" 
A trustee has a duty to furnish information and accounts to beneficiaries.  The fundamental objective of an account is to give “essential and useful information in a meaningful form to the parties interested in the accounting process.”
  Accordingly, a fiduciary account is to include carrying values — representing the value of assets at acquisition by the fiduciary — and values at the beginning and end of each accounting period.  When values are not precisely determinable, the figures reported “should reflect a thoughtful decision by the fiduciary.”
  For assets for which there is no readily ascertainable current value, the source of the value stated in the account is to be explained.  The fiduciary is required to make a good faith effort to determine realistic values but is not required to  incur expenses for appraisals when there is no reason to expect that the resulting information will be of practical  consequence to the administration of the trust or the protection of the interested parties.
  Provisions under consideration for an eventual update of the Illinois Trusts and Trustees Act with respect to a trustee’s duty to account and inform provide in relevant part that for each class of assets for which there is no readily available market value, the trustee, in the trustee’s discretion, may determine whether to estimate value or use a nominal carrying value “for such an asset, how to estimate the value of such an asset, and whether and how often to engage a professional appraiser to value such an asset.”

B.
General Consideration in Valuation of Alternative Investments TC "B.
General Consideration in Valuation of Alternative Investments" \f C \l "2" 
One of the challenges for fiduciaries administering non-traditional assets such as hedge funds, private equity and private equity funds, real estate funds, commodity funds, and funds of funds is reporting the value of such assets in accountings.  Valuation has a direct impact on fees computed based on the value of assets under management and distributions from total return trusts, charitable remainder and charitable lead annuity and unitrusts and grantor retained annuity and unitrusts.  

Financial accounting standards (which do not apply to trusts generally) have recently been modernized to provide a framework and required disclosures for fair value measurements, which include guidance with respect to non-traditional assets.  SFAS 157 defines fair value as “the price that would be received to sell an asset or paid to transfer a liability in an orderly transaction between market participants at the measuring date.”  The “orderly transaction” is hypothetical at the measurement date, but it is clearly an exit price.  The issue in the context of non-traditional assets which typically are not traded in active markets is what “inputs” are useful and reliable for purposes of determining fair value.

The AICPA Accounting Standards Executive Committee and the Alternative Investments Task Force issued a draft issues paper in January 2009,
 which addresses FASB Statement No. 157 (Fair Value Measurements) valuation considerations for interests in alternative investments.

C.
Specific Inquiries TC "C.
Specific Inquiries" \f C \l "2" 
The AICPA draft issues paper poses the following inquiries regarding the valuation of alternative investments:

•
FASB Statement No. 157 states that a fair value measurement assumes that the transaction to sell the asset occurs in the principal market for the asset or, in the absence of a principal market, the most advantageous market.  How should an investor entity determine the principal or most advantageous market for alternative investments?  Typically there is no actual market in which transactions in alternative investments occur directly between market participants, so a hypothetical market is assumed.  Where there are limited principal-to-principal or brokered transactions, such transactions generally lack transparency and may occur under distressed circumstances.

•
What inputs should be used in estimating fair value for an interest in an alternative investment?  Examples of inputs include net asset value of the underlying fund assets, transactions in brokered markets, features of the alternative investment, and discounted expected future cash flow.

•
How should transactions between market participants in external markets be considered in estimating the fair value of an interest in an alternative investment?  If there are known transactions in interests in the alternative investment or a similar alternative investment, such transactions and the circumstances of such transactions should be considered.

•
Does an investee fund’s net asset value, or NAV, as most recently reported by the manager of an alternative investment (reported NAV), represent fair value in accordance with the provisions of FASB Statement No. 157?  The investing entity should not assume without inquiry that the reported net asset value of fund assets is reliable.  The investing entity should “undertake a robust review and understand and evaluate the NAV reported by the investee fund manager.”

•
What consideration should be given to the most recently reported NAV before using it as a starting point for estimating fair value in accordance with FASB Statement No. 157?  Key factors for an investor entity to consider prior to relying on reported NAV as a starting point for fair value measurement include the investee fund’s fair value estimation process, controls, policies and procedures, use of independent third party valuation experts, professional reputation, qualifications of the auditors, qualifications of the auditor’s report of the investee fund’s financial statements, and any history of significant adjustments to NAV.
 

•
If the investor entity determines that the most recently reported NAV is an appropriate starting point, what modifications should be considered NAV in the fair value measurement process?  Factors that may require modification to NAV as a starting point for valuation of an interest in an alternative investment include the amount of time elapsed since the valuation, significant balance sheet items not carried at fair value, and allocations of unrealized profits.

•
In addition to NAV, what features of alternative investments should be considered for their potential impact on the estimation of fair value?  Relevant factors may include recent subscriptions and redemptions, expected future cash flows, performance measured against benchmarks, lock-up periods, redemption fees, notice periods, holdbacks, suspension of redemptions or gates, lack of redemption option, required approvals for transfers, significant redemptions, closure to new investors, allegations of fraud against the fund manager, and changes in financial strength or key personnel.

XI.
Principal and Income TC "XI.
Principal and Income" \f C \l "1" 
In connection with the investment of a trust estate in non-traditional assets, consideration should be given to the consequence of the investment on the principal and income allocation of distributions from the investment, particularly in the case of a “traditional” or non-total return trust.  The allocation of interest and dividends from traditional investments for trust accounting and tax reporting purposes is very straightforward.  They are included in trust accounting income and are included in distributable net income for tax reporting purposes.  The allocation of distributions from a non-traditional investment entity and the associated treatment as either included or excluded from distributable net income for tax purposes may be more complicated.

The Uniform Principal and Income Act (1997)
 includes for the first time provisions with respect to the allocation of net income from partnership and limited liability company interests acquired by the trustee other than from a decedent (the old acts dealt only with partnership interests acquired from a decedent).  Section 401 defines an “entity” to include corporations, common trust funds, regulated investment companies, and real estate investment trusts, as well as partnerships and limited liability companies.
  The general rule under Section 401(b) is that all money received from an entity is to be allocated to income, provided that money received in total or partial liquidation of an entity is to be allocated to principal.
  Money is considered received in partial liquidation to the extent that the entity indicates it is a distribution in partial liquidation or if the total amount of money and property received in a distribution or a series of related distributions is greater than 20 percent of the entity’s gross assets, as shown by the entity’s year-end financial statements immediately preceding the initial receipt.
  Money is not considered received in partial liquidation to the extent that it does not exceed the amount of tax that a trustee or beneficiary is required to pay on taxable income of the entity that distributes the money.
  A trustee may rely upon a statement made by an entity about the source or character of a distribution if the statement is made at or near the time of distribution by the governing board of the entity.
   The Uniform Principal and Income Act (1997) also includes a power to adjust and, in the case of a particular trust, is subject to any applicable provisions of the governing instrument.
Under the Illinois Principal and Income Act,
 which has not been “modernized,” so to speak, provision is made for “corporate distributions”
 but no specific provision is made for distributions from investment entities organized as limited partnerships or limited liability companies.  The Illinois Principal and Income Act gives a trustee, subject to the terms of the governing instrument, broad discretion to make allocations in accordance with “what is reasonable and equitable in view of the interests of those entitled to income as well as those entitled to principal.”
  No inference of impartiality is to be made from a trustee’s allocation of an item of income or expense in its discretion in a manner contrary to the default rules under the Illinois Principal and Income Act.
  

XII.
Practical Considerations TC "XII.
Practical Considerations" \f C \l "1" 
The unique nature of many non-traditional assets presents a number of practical administration challenges for trustees in the administration of trusts.  Many non-traditional assets are structured as limited partnerships or limited liability companies, which generate K-1s, rather than 1099s, for tax reporting purposes.  The delivery of K-1s to investors is typically long after year-end and commonly requires the extension of trust tax return filings, which in turn delays the delivery of trust K-1s to beneficiaries, which delays their personal tax return filings.  In addition, many non-traditional investments require multiple state income tax filings, which generate state K-1s from the entity and may require state filings by a trust investor and in turn by trust beneficiaries.

Another consideration for a trustee is the administration of non-traditional assets in connection with the division or termination of a trust.  It is common for a trust to divide into multiple trusts upon a particular event such as the death of a beneficiary.  Transfer of non-traditional assets may be limited by the terms of the operating agreement of the entity, and liquidation may not be feasible.

With the dilution of assets upon the division of a trust or distribution to the remainder beneficiaries, the subdivided trusts or remainder beneficiaries may not meet the threshold level of net worth required of investors in certain non-traditional assets.  Hedge funds and private equity funds are typically exempt from SEC registration requirements by reason of their investors being “accredited investors” or “qualified purchasers,” depending on the specific exemption, and limit their investors to those who meet these requirements.   An accredited investor includes a trust with assets in excess of $5 million, not formed to acquire the securities offered, whose purchases a sophisticated investor makes.
  A qualified purchaser is a more stringent requirement.  A qualified purchaser includes a trust that was not formed for the specific purpose of acquiring the securities offered, as to which the trustee and each person who has contributed to the trust owns not less than $5 million in investments.

Finally, for a corporate trustee, its investment policies, procedures, and practices with respect to investment in non-traditional assets will be subject to oversight by its regulator.  While examinations of trust departments by regulators have not historically focused on a corporate fiduciary’s investment in non-traditional assets, more recent examinations have included such reviews.  
XIII.
Summary of Administration Considerations TC "XIII.
Summary of Administration Considerations" \f C \l "1" 
In order to assess the appropriateness of an alternative investment allocation or strategy for a fiduciary account where such investments are authorized if prudent, consideration should be given to the following questions:

A.
What are the distribution requirements of the trust, and how will the alternative investment operate in light of the distribution requirements? TC "A.
What are the distribution requirements of the trust, and how will the alternative investment operate in light of the distribution requirements?" \f C \l "2" 
Alternative investments often do not provide a consistent flow of distributions as do stock in publicly traded companies and fixed income securities.  The impact of an alternative investment on trust distributions should be determined.  

B.
What are the current and future liquidity requirements for the trust, and how will the alternative investment operate in light of the liquidity requirements? TC "B.
What are the current and future liquidity requirements for the trust, and how will the alternative investment operate in light of the liquidity requirements?" \f C \l "2" 
The market for alternative investments is typically limited and such investments may place restrictions on the time and amount of withdrawals.  The extent to which an alternative investment is consistent with the liquidity requirements of a trust should be determined.  

C.
Is there an event that will require the transfer of trust assets, such as the termination and distribution of the trust or the division of the trust into multiple trusts, and how will the alternative investment operate in light of the transfer requirements?  Do transfers require consents, and are transferees required to meet certain qualifications? TC "C.
Is there an event that will require the transfer of trust assets, such as the termination and distribution of the trust or the division of the trust into multiple trusts, and how will the alternative investment operate in light of the transfer requirements?  Do transfers require consents, and are transferees required to meet certain qualifications?" \f C \l "2" 
It is common for a trust to divide into multiple trusts upon a particular event such as the death of a beneficiary.  Transfer of alternative investments may be limited by the terms of the operating agreement of the entity, and liquidation may not be feasible.

As noted above with the dilution of assets upon the division of a trust or distribution to the remainder beneficiaries, the subdivided trusts or remainder beneficiaries may not meet the threshold level of net worth required of investors in certain alternative investments.  
D.
How will the investment affect the tax reporting and tax payments required of the trust? TC "D.
How will the investment affect the tax reporting and tax payments required of the trust?" \f C \l "2" 
1.
Will the timing of tax reporting to trust beneficiaries be delayed? TC "1.
Will the timing of tax reporting to trust beneficiaries be delayed?" \f C \l "3" 
Alternative investments commonly are taxed as partnerships and all items of income, deduction and credit flow through to the investors.  Investor K-1s are typically not available for trust tax or beneficiary tax reporting by April 15, requiring the extension of trust and beneficiary income tax returns.

2.
Will multiple state tax reporting be required of the trust and/or of the beneficiaries? TC "2.
Will multiple state tax reporting be required of the trust and/or of the beneficiaries?" \f C \l "3" 
Some alternative investment funds are subject to income taxation in multiple states, with associated requirements of trust and trust beneficiary multiple state filings.

E.
How will the alternative investment be valued for purposes of trust administration, such as trust accounting and computation of any unitrust payments? TC "E.
How will the alternative investment be valued for purposes of trust administration, such as trust accounting and computation of any unitrust payments?" \f C \l "2" 
One of the challenges of alternative investment assets such as hedge funds, private equity and private equity funds, real estate funds, commodity funds, structured notes, and funds of funds in fiduciary accounts is reporting the value of such assets in accountings and for purposes of computation of unitrust payments and fiduciary fees based on assets under management.  See the discussion above regarding valuation issues.
F.
How will distributions from the alternative investment be allocated for purposes of trust accounting, and how will such allocation affect the interests of income and principal beneficiaries and current and remainder beneficiaries of the trust? TC "F.
How will distributions from the alternative investment be allocated for purposes of trust accounting, and how will such allocation affect the interests of income and principal beneficiaries and current and remainder beneficiaries of the trust?" \f C \l "2" 
In connection with the investment of a trust estate in alternative investments, consideration should be given to the consequence of the alternative investment on the principal and income allocation of distributions from the investment, particularly in the case of a “traditional” or non-total return trust.  See the discussion above regarding principal and income reporting.

G.
Are there any conflicts of interest associated with the alternative investment? TC "G.
Are there any conflicts of interest associated with the alternative investment?" \f C \l "2" 
If the corporate fiduciary or an affiliate is associated with the alternative investment (e.g., investment manager, broker, or other service provider) and obtains fees or other benefits arising from its association, it will be necessary to assess any conflicts of interest in light of the high bar of a fiduciary’s duty of loyalty and duty to avoid conflicts of interest.

H.
What are the fees associated with the alternative investment, are the fees reasonable, and how do they affect expected returns? TC "H.
What are the fees associated with the alternative investment, are the fees reasonable, and how do they affect expected returns?" \f C \l "2" 
A fiduciary has a duty to incur only those costs that are reasonable.  Active investment strategies, particularly active investment strategies utilizing alternative investments, may incur substantial costs.  Fees may be layered or computed based on performance or on the value of assets that are difficult to value.  The costs associated with due diligence and monitoring may be greater than those for traditional assets.  A determination should be made as to whether increased costs may reasonably be expected to be compensated by increased returns.

XIV.
Resources TC "XIV.
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Appendix A TC "Appendix A - Delaware Revised Limited Partnership Act" \f C \l "1" 
Delaware Revised Limited Partnership Act

Limited partner rights arising under the Delaware Revised Limited Partnership Act (the “Act”) are summarized below:

A.
General

1.
In general, the provisions of the Act are “default” provisions that to a large extent may be modified in the partnership agreement.  The Act specifically provides that the parties to a partnership agreement should be accorded significant flexibility to contract as they see appropriate, and courts will likely defer to the intent of the parties as much as possible.

B.
Section 107

1.
A partner may conduct business with the partnership (including lending to or borrowing from the partnership) and will have the same rights and obligations with respect to the transaction as one who is not a partner.  

2.
Often, the partnership agreement will allow the sponsor to do business with the partnership, and partnership agreements will often provide that the terms of any such relationship must be at arm’s length and should be no less favorable than what would be offered by an unrelated third party.  Standards that apply in testing affiliate transactions vary and are subject to contract, both in the partnership agreement and in side letters entered into by specific partners.

C.
Section 108

1.
A limited partnership may indemnify and hold harmless any partner or other person from and against any claims whatsoever.  

2.
The partnership agreement will typically provide for indemnification of agents (including the general partner) unless the agent acts in a manner that is grossly negligent or constitutes willful misconduct or fraud.  Similarly, the partnership agreement will typically provide that agents (including the general partner) are not liable to the partnership or its partners for any loss or expense unless the person acts in a manner that is grossly negligent or constitutes willful misconduct or fraud.  The exact standards that apply vary from agreement to agreement and are subject to negotiation.

D.
Section 201

1.
In order to form a limited partnership, a certificate of limited partnership must be executed and filed in the Office of the Secretary of State of Delaware.  The certificate must be signed by the general partner.

2.
A limited partnership must have a partnership agreement (which can be written, oral or implied), but the agreement may be entered into before, after, or at the time of the filing of the certificate and made effective as of the date of formation (i.e., the date the certificate is filed) or any other date provided for in the agreement.

E.
Section 302

1.
A partnership agreement may provide for the taking of an action or the amendment of a partnership agreement without the vote or approval of any limited partner.

2.
Amendment provisions of a partnership agreement typically divide the matters that may be amended and the consent necessary to approve amendment into one of several categories.  Some administrative matters may be amended by the general partner without the consent of any other partners.  Changes affecting liability, contribution obligations, and so forth may require the consent of the affected limited partner.  Other changes often require consent of the general partner and a majority of the partners.

F.
Section 303

1.
A limited partner, as such, is not liable for the obligations of the partnership so long as the limited partner does not participate in the control of the business.

2.
A hedge fund partnership agreement typically imposes some obligation on limited partners to return distributions received by the limited partner to the extent necessary to pay indemnification and other obligations of the partnership.  Often, a hedge fund agreement may give the general partner the discretion to decide to which period a loss or expense relates so as to determine which limited partners have contribution/(return) obligations.

G.
Section 305

1.
Subject to reasonable standards that may be set forth in the partnership agreement, a limited partner has the right to obtain from the general partner certain books and records of the partnership reasonably related to such limited partner’s interest in the partnership.

2.
Limited partners often negotiate inspection rights to review books and records, audit rights, and other information-related rights as necessary for the investors.  An open issue is the extent of these rights and whether they extend to inspection, etc., of general partner materials.

H.
Section 602

1.
A partnership agreement may provide that a general partner may not withdraw from the partnership and that a general partner may not assign its general partner interest.

2.
Limited partners often negotiate terms, including notice obligations, relating to participation by key persons and withdrawal rights if key persons leave or are not otherwise active in the business of the partnership and affairs of the general partner.  A critical issue is general partner investment in the fund and minimum investment requirements.

I.
Section 604

1.
Upon withdrawing from a partnership, a limited partner is entitled to receive the fair value of the limited partner’s interest within a reasonable time after the date of withdrawal.

2.
Valuation issues are critical as they affect the amount that will be paid on redemption.  Typically, the general partner reserves significant power to value partnership assets.

J.
Section 605

1.
Unless provided otherwise in the partnership agreement, a partner may not be compelled to accept a distribution in kind to the extent the in-kind distribution exceeds the limited partner’s allocable percentage of the distributed property.

2.
Partnership agreements and side letters often address in-kind distributions.  Limited partners may negotiate a right to require the sponsor to sell assets that would otherwise be distributed.

K.
Section 606

1.
Unless the partnership agreement provides otherwise, at the time a partner becomes entitled to receive a distribution, the partner has the status of a creditor with respect to the distribution (and has all the rights of a creditor to enforce the obligation).

L.
Section 607

1.
A limited partner has no obligation to return a distribution to the partnership unless it knew at the time of distribution that the partnership was insolvent or, if it knew that a distribution was improper, after the expiration of three years from the date of distribution, unless agreed otherwise.

2.
Partnership agreements often require limited partners to return distributions for some period of time to fund payment of indemnification obligations and other expenses.  

M.
Section 701

1.
A partnership interest is personal property and the partners have no interest in specific partnership property.

2.
This relatively recent change in the law has had unintended consequences to limited partners.  For example, general partners may be charged with embezzlement, which is a protection for limited partners (previously, a partner could not be charged with embezzlement because a partner could not sue to recover from himself, which would be the result if partners have a specific interest in partnership property).

N.
Section 702

1.
A partnership interest is assignable in whole or in part, unless the partnership agreement provides otherwise.

2.
Partnership agreements typically limit the ability of limited partners to assign their economic rights in the partnership, e.g., rights to allocations of income and loss and to distributions.  Admission of an assignee as a limited partner is typically conditioned on receipt of consent of the general partner.  Generally, side letters will address and permit assignments to affiliates without consent if other conditions in the partnership agreement are satisfied.

O.
Section 1001

1.
A limited partner has the right to bring a derivative action on behalf of the limited partnership if the general partner refuses to bring the suit.

2.
Limited partners may negotiate other rights to sue to protect rights.  For example, a limited partner may be able to negotiate a right to sue an investment manager for breach of an investment advisory agreement or contractual duties.  

P.
Section 1101

1.
A partnership agreement may eliminate any fiduciary duties that the partners owe to each other or to the partnership, except that the agreement may not eliminate the implied contractual covenant of good faith and fair dealing.

2.
Fiduciary duties are often not negotiated separately from exculpation and indemnification provisions, which address when the general partner and its agents are or are not liable for their behavior and when such persons are eligible for indemnification.

Appendix B TC "Appendix B - Comparison of Common Terms of Private Equity Funds and Hedge Funds" \f C \l "1" 
Comparison of Common Terms of Private Equity Funds and Hedge Funds

	Term
	Private Equity
	Hedge Fund

	Capital Commitment
	1. The fund agreement should not permit an increase in an investor’s capital commitment without consent of the affected investor.

2. Defaulting investors (i.e., those that do not make their capital contributions when requested) are generally subject to various penalties, including purchase of their interests at a discount (e.g., 50% of the balance of their capital accounts).  Investors may want to ensure that the sponsor cannot purchase a defaulting investor’s interest before offering such interest to the other non-defaulting investors.
	None.  The entire investment is made upon admission to the fund.  However, some investors will request “capacity” — an agreement by the fund and fund sponsor to allow the investor to make a certain amount of additional capital contributions in the future on the same terms as the investor’s initial contribution.

	Sponsor Investment
	While the Act does not require a sponsor to make any capital contribution, investors in private equity funds generally require the sponsor to make a capital commitment equal to at least 1% of the capital commitments of the investors.  Often, such terms are established in order to assure that the interests of the sponsor and investors are parallel.
	The sponsor may not directly have an economic interest in the fund, but the “key persons” or other investment professionals affiliated with the sponsor will have personal funds invested in the fund.  Investors often request information as to the size of such investments and sometimes request notice and withdrawal rights if such persons withdraw a certain percentage of those investments from the fund in a given period.

	Carried Interest
	Investors may object if allocation and distribution provisions are structured so that the sponsor receives its carry prior to investors receiving a return of their capital contributions.
	None.  (See “Incentive Allocation” below.)

	Incentive Allocation
	None.  (See “Carried Interest” above.)
	The sponsor should only receive incentive allocations after recouping losses and fees (e.g., through the use of a “loss recovery account” and/or a “high water mark”).

	Management Fee
	1. The management fee generally is reduced after the end of the commitment period.

2. Funds are developing new and creative management fee waiver provisions, which should be carefully reviewed to ensure they are not detrimental to the investors.

3. Investors may object if the management fee is not offset by other fees the sponsor receives (e.g., directors fees, break-up fees, etc.).
	Investors may object if the management fee is not offset by other fees the sponsor receives (e.g., directors fees, break-up fees, etc.).

	Tax Distributions
	Investor may ask to receive tax distributions if the sponsor is to receive tax distributions (to maintain relative investment levels).
	Not usually an issue.

	Withdrawals
	Typically not allowed.
	1. A one-year lock-up is most typical, though some funds are imposing two to five-year lock-ups.

2. Investors may object to a “gate” percentage that is lower than 20% of the fund’s net asset value.

3. Investors object if involuntary withdrawals are subject to any fees, reserves, holdbacks, or other limitations.

4. Investors may be prohibited from withdrawing any part of their interest that is allocated to “side pockets.”

5. The sponsor may have the right to suspend withdrawals upon the occurrence of certain events.  Investors often request that such suspensions not take place unless a substantial portion of the fund’s assets are affected by such events.

	Cause Event
	If the sponsor or certain key persons have engaged in certain conduct or are no longer devoting a certain amount of time to the fund, a “cause event” may be triggered, which often suspends the commitment period.
	The fund agreement or side letter may include special withdrawal rights upon the occurrence of a “cause event” or “key person event.”  Typically, these withdrawal rights are triggered by the failure of key persons to devote a certain amount of their time to the business of the fund.

	Removal of Sponsor
	Investors often request a “no‑fault” removal provision whereby a certain percentage of investors may remove the sponsor without cause.
	This right is not as common in the hedge fund arena because the remedy for investors if they do not like the actions of the sponsor is to withdraw from the fund.

	Reports
	Investors should receive annual reports, including tax information, within a reasonable amount of time after the close of the fiscal year.  
	1. Funds provide reports on a weekly, monthly, and/or annual basis.  These reports typically contain aggregate fund information, such as net asset value and asset allocation, but generally do not provide detailed information on the assets held by the fund.

2. Investors should receive annual reports, including tax information, within a reasonable amount of time after the close of the fiscal year.  

	Advisory Committee
	1. The sponsor may appoint representatives of some of the investors to serve on an advisory committee.  The advisory committee is typically responsible for reviewing transactions in which the sponsor may have a conflict, although often the advisory committee’s findings or decisions are not binding on the sponsor.

2. Investors that expect to have a representative on the advisory committee want to ensure that such representative will be exculpated and indemnified for actions taken as a member of the advisory committee.
	None.  

	Side Letters
	1. Sponsors should be willing to provide copies of existing side letters and copies of future side letters.

2. Investors generally request a “most favored nations” provision so that they will receive any benefits or preferential terms given to other investors with an equal or smaller capital commitment.
	1. Sponsors generally will not share other side letters with investors.

2. Investors generally request a “most favored nations” provision so that they will receive any benefits or preferential terms given to other investors with an equal or smaller capital contributions.

	Legal Opinions
	Investors typically receive opinions regarding the due formation of the fund and sometimes an opinion that the fund is a partnership for federal income tax purposes.
	Investors generally do not receive legal opinions from sponsor’s counsel.
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Model Due Diligence Questionnaire by Managed Funds Association (“MFA”) in Consultation with Hedge Fund Members of the MFA and Outside Groups 

Representing Hedge Fund Investors

I.
Firm Information

A.
General Information:

	1.
	Firm Name:
	

	2.
	Firm Headquarters:
	

	3.
	Placement Agent, If Any:
	

	4.
	Placement Agent Address:
	

	5.
	Contact Name:
	

	6.
	Contact Telephone Number:
	

	7.
	Contact Fax:
	

	8.
	Contact Email:
	


B.
Firm Description

Please provide a brief description of the firm.

C.
Investment Manager Entities and Organizational Structure

Please describe the relevant entities of the investment manager or adviser and their ownership structure.  Have there been any material changes to the entities themselves (e.g., additions or deletions) or to the ownership structure of those entities in the past three years?

D.
Personnel


1.
Please briefly describe the background of the firm’s key investment personnel.


2.
For the firm’s key investment personnel that have left the firm over the past three years, please explain any non-routine reasons for the departures.


3.
Please describe the firm’s supervisory structures (e.g., management committees). 


4.
How many employees does the firm have supporting investment management businesses in total?  How many by function?  If the firm or its affiliates maintain multiple offices, how are these employees distributed geographically?

E.
Service Providers


1.
Auditor


a.
Who audits the investment vehicles managed by the firm?


b.
Does the auditor have an affiliation or any business relationship with the firm or any of its affiliates outside of the audit relationship itself?  Has the firm or any of its affiliates retained the auditor or any of its affiliates for other engagements, such as consulting services, financial statement preparation, or tax services?  If so, please describe.


c.
Has the current auditor audited the firm’s investment vehicles in each of the last three years?  If not, please describe the circumstances of any audit engagement changes made.


d.
Has any investment vehicle managed by the firm ever received a qualified audit opinion?  If so, please describe.


e.
Has an auditor ever requested a material restatement of financial statements or performance results of any investment vehicle managed by the firm?  If so, please describe.


2.
Has the firm engaged any third-party marketing agent?  If so, please describe the terms of this engagement.


3.
Who serves as legal counsel for the firm?


4.
Does the firm outsource any accounting or operational functions to third parties?  If so, please describe.  Does the firm periodically review the performance of any such service providers?  How is this review conducted?

F.
Compliance System and Registrations with Regulatory Authorities


1.
Please describe the firm’s compliance regime.  Does the firm have a designated Chief Compliance Officer (CCO)?  If so, please briefly describe the background of the CCO, and explain whether the CCO has any responsibilities other than those relating to compliance matters.


2.
Is the firm or any of its affiliates registered with any regulatory authorities?  If so, please describe.  If the firm has not registered with the U.S. Securities and Exchange Commission as an investment adviser, please explain the exemption upon which the firm currently relies and if it intends to register in the next 12 months.


3.
Does the firm maintain and periodically review written compliance policies and procedures, including a code of ethics?  If not, please explain.


4.
Does the firm have a written policy on the handling and safeguarding of any material, non-public information in its possession, including a process to educate employees?  If not, how is material, non-public information protected, and how are these processes communicated to employees?


5.
Does the firm have written policies regarding personal account trading by employees?  If so, please describe.  If not, is personal account trading monitored, and how are standards of conduct communicated to employees?


6.
Does the firm maintain written procedures on the provision and receipt of gifts and entertainment?  If not, how is such activity monitored, and how are standards of conduct communicated to employees?


7.
Does the firm maintain written Anti-Money Laundering (“AML”) procedures?  Is there a designated AML compliance officer?  If not, how are AML checks conducted?


8.
Please describe any material soft dollar arrangements the firm currently maintains.


9.
Please describe any material directed brokerage arrangements the firm currently maintains.

G.
Legal Proceedings


1.
In the past five years: (a) have there been any criminal or administrative proceedings or investigations against the firm, a principal or key employee of the firm, or any affiliate of the firm, or (b) have there been any civil proceedings against the firm, a principal or key employee of the firm, or any affiliate of the firm, in each case that resulted in an adverse disposition?  If so, please describe.


2.
Is the firm currently aware of any pending criminal or administrative proceedings against the firm, a principal or key employee of the firm, or any affiliate of the firm?


3.
Have any adverse dispositions materially impacted any of the funds or accounts managed by the firm?

H.
Infrastructure and Controls


1.
Please describe the firm’s current trading, portfolio management, and post-trade reconciliation and accounting infrastructure, identifying any significant deployments of third‑party software.


2.
Please describe how trades are generally executed.  What types of controls are typically used to help prevent unwanted executions from occurring?


3.
Please describe the typical trade reconciliation process and frequency.  What segregations of duty are generally employed in the process?


4.
Please describe how cash or other asset transfers can be authorized, both for transfers within a vehicle managed by the firm, as well as to external parties.  What types of controls are generally used to prevent unwanted transfers from occurring?


5.
Please describe how the firm handles trading errors.


6.
Does the firm or its affiliates retain errors and omissions insurance?

I.
Business Continuity

Does the firm maintain a written BC/DR plan?  If not, how does the firm plan to maximize its ability to recover from business interruptions?

II.
Overview of Activities of the Investment Manager

A.
Vehicles Managed


1.
Please provide a description of the major investment vehicles managed by the investment manager.


2.
What are the aggregate assets under management of the investment manager?


3.
Does the firm manage separate accounts?  If so, please describe.


4.
Does the investment manager or any of its employees have an interest in any of the investment vehicles managed by the investment manager?  If so, what is the amount of this interest in the aggregate?

B.
Other Businesses

Does the investment manager engage materially in other businesses apart from asset management?  If so, please describe.

C.
Conflicts of Interest


1.
Please describe those conflicts of interest that you consider material to the management of the investment vehicles.  How do you address these conflicts?


2.
Does the firm engage in cross-trades or principal cross-trades with or among the accounts and/or investment vehicles it manages?  If so, what controls are generally in place to protect the participating investment vehicles or accounts?


3.
Does the firm have any affiliates or subsidiaries that are broker-dealers or execution agents?  If yes, do these broker-dealers or execution agents:


(a)
execute on behalf of investment vehicles managed by the firm; or


(b)
charge commissions or mark-ups on these executions or otherwise bill expenses to investment vehicles managed by the firm in instances in which the investment vehicle is not the sole owner of the execution agent or broker-dealer?  If so, please describe these arrangements.

III.
Fund Information

A.
Fund Overview and Investment Approach


1.
Please describe the fund’s legal structure.


2.
Please provide a brief description of the investment strategies generally employed by the fund.


3.
What types of financial instruments does the fund generally trade?


4.
In which geographical markets does the fund generally trade?


5.
Approximately how many positions does the fund generally hold?  What is the typical maximum position size?


6.
Please describe the portfolio turnover.

B.
Fund Capital and Investor Base


1.
What is the capital base of the fund?


2.
How many investors are currently invested in the fund?


3.
If the fund maintains a master-feeder structure with both U.S. and non-U.S. feeder entities, what percentage of the capital base is invested in the U.S. fund?  In the non-U.S. feeder fund?

C.
Fund Terms


1.
Are there multiple classes of interests or multiple feeder entities in the fund?


2.
Please list, for each class of interest or feeder:


a.
Investment minimum;


b.
Management fee;


c.
Performance fee, including hurdle rates, high-water marks, and loss carryforwards, if any; and


d.
Redemption terms, including any fees payable, lock-ups, gating provisions, or other restrictions.


3.
Can the investment manager suspend redemptions, suspend the payment of redemption proceeds, pay redemption proceeds in-kind, or otherwise elect to deviate from the redemption terms described in 2(d) above?  If so, please describe.


4.
Have gates been imposed in the past?  If so, under what circumstances were the gates imposed?  If gates have been imposed in the past, have those gates been lifted?  If so, under what circumstances were the gates lifted?


5.
Does the firm generally charge additional expenses to the fund, including operating expenses, audit fees, administrative fees, fund organizational expenses, legal fees, sales fees, salaries, rent, or other charges not detailed in (2) above?  If so, please describe.  What was the total amount of these expenses in each of the last three calendar years as a percentage of total fund assets under management, if applicable?


6.
What is the firm’s policy with regard to side letters?  Do any investors in the fund experience fee or redemption terms that differ materially from those listed above?  If so, please describe. 

D.
Performance History

Please provide a performance history for the fund.

E.
Risk Management


1.
Please describe the firm’s risk management philosophy and discuss the approach used by the firm in the management of the fund’s exposure to: equity, interest-rate, currency, and credit market risk (as applicable); financing and counterparty risk; and operational risk.


2.
Does the firm rely on third parties to perform any portion of its risk management function?


3.
What types of risk measures does the firm use in its risk management function?

F.
Valuation


1.
Please describe the process of valuation of the fund’s positions, including its valuation process for positions that do not have a market price.  Please discuss in particular the frequency of valuation and whether any third-party services are employed in the valuation process (and, if so, how these third parties are monitored).


2.
Has the fund had a material restatement of its financial statements or any prior results since inception?  If so, please describe.  Was the restatement the result of an audit by an external auditing firm?

G.
Fund Service Providers


1.
If the fund employs an administrator, please provide its contact information.


2.
Please provide information concerning legal counsel used by the fund, if any.


3.
Please name the main prime brokers used by the fund.

H.
Investor Communications

What types of investor communication does the fund currently provide, and with what frequency?

� 	Dodd-Frank Wall Street Reform and Consumer Protection Act, Public Law 111-203, 124 Stat. 1376 (2010) (cited to hereafter as the Dodd-Frank Act); Section 619 of the Dodd-Frank Act amends the Bank Holding Company Act of 1956, 12 U.S.C. §1841 et sec. (to be codified at 12 U.S.C. 1851).


� 	GAO Report to Congressional Requesters, Defined Benefit Pension Plans, Guidance Needed to Better Inform Plans of the Challenges and Risks of Investing in Hedge Funds and Private Equity, GAO-08-692, p. 3 (Washington D.C.: August 2008) (cited hereafter as the GAO Report).


� 	Report of the Investors’ Committee to the President’s Working Group on Financial Markets, Principals and Best Practices for the Hedge Fund Investors (January 15, 2009) p. 10.


� 	Investment Company Act of 1940, 15 U.S.C. §80a-1 et. seq.


� 	12 U.S.C.§1851(h)(2).


� 	The Office of the Comptroller of the Currency (“OCC”), the Federal Deposit Insurance Corporation (the “FDIC”), the Board of Governors of the Federal Reserve System (“Federal Reserve”), the SEC and CTFC (collectively, the “Agencies”).


� 	FSOC Study & Recommendations on Prohibitions on Proprietary Trading & Certain Relationships with Hedge Funds & Private Equity Funds (January 18, 2011) (cited to hereafter as the FSOC Volcker Rule Study).


� 	GAO Report, p. 3, citing GAO, Hedge Funds: Regulators and Market Participants Are Taking Steps to Strengthen Market Discipline, but Continued Attention is Needed, GAO-08-200 (Washington, D.C.: January 24, 2008).


� 	Goldman Sachs, Private Wealth Forum, Survival of the Fittest, (Winter 2009), p. 3.


� 	GAO Report, p. 10.


� 	Id. at p. 11.


� 	Mayo, Herbert B., Investments (7th ed. 2003), p. 8.


� 	Id. 


� 	Id. at 177.


� 	12 U.S.C. §1851(d)(1).


� 	Restatement (Third) of Trusts, §90.


� 	Id.


�	The OCC considers “fiduciary capacity” to mean trustee, executor, administrator, registrar of stocks and bond, transfer agent, guardian, assignee, receiver, custodian under a uniform gifts to minors act, investment adviser (if the bank receives a fee for its investment advice), any capacity in which the bank possesses investment discretion on behalf of another, or any other similar capacity that the OCC authorizes pursuant to 12 U.S.C.92a.  


� 	In re Estate of Lieberman, 	391 Ill. App. 3d 882, 900 (2009); Ziemba v. Mierzwa, 142 Ill. 2d 42, 49 (1991);  In re Marriage of Chrobak, 349 Ill. App. 3d 894, 898 (2004).


� 	Restatement (Third) of Trusts, §90, Introductory Note.


� 	Id.


� 	Id. §90, cmt. e.


� 	Id. §90, cmt. f.


� 	Id. §90, cmt. h(2).


� 	Id. §90, cmt. j.


� 	Id. §90, cmt. m.


� 	Illinois Trusts and Trustees Act, 760 ILCS 5/1 (West 2009).


� 	Id. §5.1.  


� 	Restatement (Third) of Trusts, §90, cmt. o.


� 	44 Fed. Reg. 37,221 (1979).


� 	Restatement (Third) of Trusts, §90, cmt. p.


� 	RCWA 11.100.023, Authority of fiduciary to invest in certain enterprises.


� 	42 F. Supp. 2d 898 (1999).


� 	The “prudent person” standard under ERISA is analogous in many respects to the Uniform Prudent Investor Rule.  The standard is an objective standard, focusing on the fiduciary’s conduct.  Under this standard a fiduciary is obligated to undertake an independent investigation of the merits of an investment and to use appropriate, prudent methods in conducting the investigation.  Once the investigation is made, a fiduciary has an ongoing duty to monitor investments with reasonable diligence and remove plan assets from an investment that is improper.  Harvey, 42 F. Supp. 2d at 906-07.


� 	Hughes, 42 F. Supp. at 916.


� 	GAO Report, pp. 22-24.


� 	Id. at 34, citing Steven Kaplan and Antoinette Schoar, “Private Equity Performance: Returns, Persistence, and Capital Flows,” Journal of Finance, vol. LX, No. 4 (August 2005).


� 	Once Burned, Twice Shy: Pension Funds Rethink Bets on “Alternative Investments,” http://online.wsj.com/article/SB123094085873450333.html#articleTabs%3Darticle (January 3, 2009).


� 	Frederick B. Taylor, Private Equity and the New Prudent Investor, Trusts & Estates, (January 1996) p. 8.


� 	Report of the Asset Managers’ Committee to the President’s Working Group on Financial Markets, Best Practices for the Hedge Fund Industry (January 15, 2009) and Report of the Investors’ Committee to the President’s Working Group on Financial Markets, Principles and Best Practices for Hedge Fund Investors (January 15, 2009).


� 	PWG Report, Industry Best Practices, p. 11, citing Oliver Wyman, Perspectives on Asset Management — Hedge Funds; Growth Sector or Maturing Industry?  New York, June 2005 p. 5.


� 	See Merrill Lynch, Pierce, Fenner & Smith, Inc. v. Bocock, 247 F. Supp. 373 (S.D. Tex. 1965) (investments on margin imprudent; short sales speculative); Restatement Second, Trusts §227, cmt. f.  Compare Restatement (Third) of Trusts, Prudent Investor Rule, §90, cmt e (“In short, the prudent investor rule, despite its requirement of caution, does not classify specific investments or courses of action as prudent or imprudent in the abstract.  The rule recognizes that what may be underproductive of trust accounting income or risky — or even characterized as speculative — in isolation, or in a different context, may play a rule in an investment strategy that contributes to the trustee’s compliance with the requirement of caution.”).


� 	George Gleason Bogert, The Law of Trusts and Trustees, §612.


� 	Paul U. Ali, Hedge Fund Investments and the Prudent Investor Rule, 17 Trust Law International No. 2, (2003), pp. 87-88. 


�	Del. Stats. § 17-101 et seq. and Del. Stats. § 18-101 et seq.


� 	Securities Act of 1933, Regulation D, Rule 501(a)(7).


� 	Id.,  Rule 506(b)(2).


� 	Id., Rule 501(a)(1); Interpretive Release on Regulation D, Rel. No. 33-6455, at Q-26 (Mar. 10, 1983); NEMO Capital Partners L.P., SEC No-Action Letter (Apr. 11, 1987).
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� 	12 U.S.C. 1851(d)(1)(G).


� 	American College of Trust and Estate Counsel, National Fiduciary Account Standards, Study #19 (May 1984) (cited hereafter as ACTEC Study #19), p. 19-4.


� 	ACTEC Study # 19 at p. 19-8.


� 	Id.


� 	AICPA Accounting Standards Executive Committee and the Alternative Investments Task Force Draft Issues Paper, FASB Statement No. 157 Valuation Considerations for Interests in Alternative Investments (January 2009).
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� 	Id. at p. 11.
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� 	Id. §401(b), (c).


� 	Id. §401(d)(1).
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� 	Restatement (Third) of Trusts, §90, cmt. h(2).





2974366.01.05.doc
0000501/sls

52
-4-


