Whether they are building a team, selecting service
providers or creating a marketing plan, emerging money
managers need all the help they can get
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After a summer that saw extreme volatility
in everything from currencies to commodities,
the market once again favors those active managers who adopt an absolute-return approach
over passive index funds that are less equipped
to limit downside risk. In times like these, when
money management is at its most challenging,
it is no surprise that investors turn to alternative
investment vehicles, with the hedge fund
industry attracting $18.2 billion in new net
capital in the first quarter of 2015—its largest
capital inflows in nearly a year.

This year has also seen a notable uptick
in the number of new hedge funds launched,
with 264 new ones joining the fold in Q1
to bring the total number of hedge funds to
a record 10,149. The number of launches,
however, belies a strong preference among
investors to stick with large funds that have
an established track record. In the first half
of the year, more than 70 percent of new
inflows went to hedge funds managing
more than $5 billion—just 6 percent of all
management firms.
That left the 82 percent of hedge fund
firms managing less than $1 billion contending for a total of $6 billion worth of investments. Yet while the fundraising environment
is certainly challenging, there are specific
steps that new money managers can take to
increase their odds of long-term success.

1

PERFECT
YOUR PITCH

Many new fund managers will spend a
large portion of their time attempting to raise
institutional capital. When communicating
with prospective investors, those who wish
to be successful will need to distinguish
their strategy and a rationale for its success.
“Managers need to articulate a robust market
opportunity and a differentiated strategy that
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can take advantage of that opportunity for
an extended period of time,” says Thomas
Kreitler, Head of the Hedge Fund/Public
Market Strategies Fundraising Team at Eaton
Partners, the world’s leading independent
global fund placement agent.
Eaton Partners has helped raise more
than $68 billion of institutional capital across
a variety of funds, including hedge funds,
private equity and real estate. While Eaton
Partners works with hedge funds of all sizes,
the firm has particular expertise in funds with
current AUM of $100 million to $500 million, but have capacity to effectively manage
$1 billion or more.
New managers typically get less than an
hour in a first meeting with a potential investor to give a quality presentation and make
an impression that will inspire the investor to
do more work on the fund. Given such time
constraints, it is essential that the manager
articulate a clear, concise message that is
tailored to the specific investor’s needs. “If
you’re talking to a nontaxable investor like a
pension fund, for example, you shouldn’t be
focusing on your tax efficiency,” Kreitler says.
Another rookie mistake many managers
make is to spend a lot of time getting into the
specific details of their individual portfolio
positions, rather than focusing their pitch
on the big picture. New managers should
provide investors with a simple overview that

includes the firm’s background, the history
and track record of key individuals, the market opportunity the fund is pursuing and why
the team has a clear edge in their investment
strategy. Simply put: A successful pitch will
explain to investors what the firm is doing
that is differentiated, and why it’s worthy of
receiving capital.
Investors want to see a team with experience at highly successful, well-regarded
firms. They also prefer that managers have
some “skin in the game,” with a significant
amount of their net worth invested in the
fund itself, rather than in a side vehicle.
Presenters should be able to speak
candidly about their fund’s biggest positions
and where its largest risks lie. They should
also be well versed in their returns, down
to at least a monthly level, so that they can
respond to the most specific questions an
investor might ask. Not knowing the answer
to a question—or worse, being evasive—can
quickly turn an investor off to a fund.
Another key factor in raising capital is
simply the ability to connect with potential
investors. “Sometimes we meet managers
who check most of the boxes, but don’t
provide the candor that institutional investors
demand,” Kreitler notes. “Investors need to
feel like they can develop a rapport and a
relationship with their managers.”
Today’s institutional investors aren’t
looking solely for a money manager; they
also want a trusted partner—one who
can provide information about a particular
sector, which can then be used as part of a
decision-making strategy. Often times, strong
returns alone will not be enough to compel
investors; managers must demonstrate a
willingness to share insights and be a reliable
thought-partner.

2

EMPHASIZE YOUR
CONTROLS

Another important area for new managers
to focus on is implementing the appropriate controls, right from the launch, in order
to ensure compliance and prevent fraud.
Having appropriate controls, and being able
to clearly articulate them, is also key to attracting investors, says Peter Sanchez, CEO
of Northern Trust Hedge Fund Services, a
full-service fund administrator that provides
comprehensive middle-office and fund
administration services, as well as independent review and validation of fund results.
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Emerging managers should start by lining
up key service providers—such as outside
counsel, an audit firm, a prime broker and an
administrator—and work with them to set up
a control system with multiple checkpoints.
“It’s common for managers to underestimate
the costs,” says Sanchez, who points out
that some new managers are unaware of
the amount of work, effort and infrastructure
required to develop an operational control
environment and the capabilities to support
regulatory requirements and compliance.
The best funds have a manager who
has committed to investing in top-tier
operational infrastructure and data management, where both the manager and top
executives understand all the controls of the
fund. “Successful funds spend a lot of time
on their strategic infrastructure, and are
prepared to speak about it in a transparent
way to investors and to consultants that are
hired to perform evaluations of the operations of the fund,” Sanchez says.
One of the most important responsibilities for a new manager is keeping track
of operating expenses and budgets, as
well as their incoming and outgoing flows.
Controls include cash controls, meaning a
multilevel approval process for money sent
out of accounts; valuation controls, which
include independently verifying pricing of
assets; and reconciliations for net asset
value (NAV) calculations. Funds also
need typical middle-office controls around
reconciliations and trade affirmations for
positions, cash and transactions.
The expense of implementing such practices pays off. According to a survey recently
conducted by Northern Trust, 91 percent of
investors say independent checks on portfolio risk calculations are important, but only
13 percent of fund managers utilize thirdparty risk oversight. That same study found
that 67 percent of investors feel independent
verification of cash processing is important to
them, while just 44 percent of fund managers report they employ such controls.
Today’s investors need to see those
controls in order to mitigate the risk to their
money. They’re looking for funds where
both the manager and top executives have
an understanding of all controls and can
explain them in a way that will deliver
returns over the long term.
Emerging funds often outsource many
of their controls; it’s more cost-efficient,
and their structures may not be as complicated as those of a billion-dollar fund.
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THIS YEAR HAS SEEN A
NOTABLE UPTICK IN THE
NUMBER OF NEW HEDGE
FUNDS LAUNCHED

264
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$18.2 B
NEW NET CAPITAL

But as they grow, investors may want to
see a plan to take some controls—such as
FX currency exposure or cash optimization—in-house to produce better results.
They also want to see a long-term plan for
technology and technology infrastructure.
“Investors are looking for knowledge and a
strategic understanding of where the fund
is going, from both an operational and
infrastructure perspective,” Sanchez says.
“That is key.”

3

BE AS TRANSPARENT
AS POSSIBLE

Given new compliance regulations and the
focus on controls, it’s important to be as
transparent as possible with potential investors. That approach makes investors feel
more comfortable; and, given the current
emphasis on due diligence, investors will
likely uncover anything about which a fund
manager isn’t completely forthcoming.

That’s the reality of living in a digital,
data-driven world, says Sam Hocking,
founder and CEO of AltX, which aims to
use science and technology to improve
investor decision-making and connect potential investors with hedge funds. “Access
to data is becoming easier, but the true
challenge is deciphering that data. Dealing
with unstructured data can be a big challenge as the number of disparate data sets
continues to grow, so AltX helps financial
firms face the digital revolution head-on.”
Hocking’s firm collects and distributes
an array of data on funds and their managers, including everything from financial
returns and behavioral finance to political contributions and news coverage.
AltX also matches managers’ behavior
preferences to their financial returns; for
example, it uses a mathematical model
that categorizes funds (“growth-oriented”; “steady”) so potential investors can
use that insight to make decisions about
where to put their money.
While much of that information has
been available offline for anyone who
wants to find it, it’s now much more accessible. “AltX allows investors the agility
to make decisions both smarter and
faster, and have a more holistic understanding of the funds,” Hocking says.
Clients of AltX include not only investors, but also advisors, prime brokers,
fixed income and equity sales teams,
hedge funds, pension funds and endowments. One of the most popular features
of AltX’s platform is its ability to map the
network of a fund’s key players.
Founders’ networks are among the
most important factors considered by
investors. “If you talk to any large investor,
they are interested in using both novel—
behavorial, news, relational—as well as
traditional—performance, regulatory—data
to come to the best investment decisions,”
Hocking says. “Investors have considered
all of these components separately in their
decision-making in the past. We’ve been
able to digitalize all of those considerations
to create a scalable technology platform.
They want to see what and who, and how
they can better understand the people
before investing with them.”
In order to build its network tool, AltX
worked with experts in relationship mapping at Harvard to create an engine that
looks at schools, jobs, friends and political contributions to create a map that’s
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focused on business contacts within
a specific space. The site adds about
5,000 people every 20 days.
Since all firms in today’s market have
a digital footprint, AltX has been able to
offer additional data points to investors
to give them a better understanding of
funds. That’s good news for startups,
which historically have had a lot of trouble attracting capital, especially if they’re
not spinning off from a name-brand fund.
Now that regulations require all managers to file a Form D, AltX is able to capture
data on all new funds. “A lot of people
don’t know the new startups that are not
coming from a large fund,” Hocking says.
“But our clients can see anybody that files
a Form D. This allows new funds a lot
more notoriety, offers a lot more transparency about the fund and its founders and,
ultimately, greater visibility and opportunity
to be seen by investors.”

4

ACT LIKE AN
ENTREPRENEUR

Most successful new funds are
started by managers with an impeccable
pedigree and a clear investing strategy. They
also need something else: an entrepreneurial
spirit and an understanding of how to build
a business. But these latter skills may not
be inherent to many new managers who
have cut their teeth at large financial institutions. It’s with this in mind that the need for
advisory in the area of business planning is
becoming increasingly important for success.
Omeed Malik, Head of the Emerging
Manager Program at Bank of America Merrill Lynch, likens launching a hedge fund to
opening a restaurant: On the surface, both
offer the promise of being lucrative, but
both also come with a likelihood of failure.
“A great chef might create an appealing menu, but to create a successful
restaurant you need the business acumen
to build a strong operational platform and
the marketing to build a viable business,”
Malik says. “While the aspiring hedge fund
manager may be proficient in investing,
they too need a solid plan and strong business fundamentals—and these skills don’t
necessarily come hand in hand.”
Preparing to Launch
With increasing fund competition and
growing regulatory complexity, programs
like Bank of America’s Emerging Manager
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Program are becoming even more valuable
in helping new hedge funds to build a
business that is both compliant and institutional, and can stand up to a potential
investor’s operational due diligence.
This program also gives new managers
ongoing access to institutional research, corporate access, syndicate and global equities
trading capabilities to aid the process.
“When you consider that most new
managers have come from large institutions
that are backed by the best technology, legal
teams and experts, it is little wonder that
they are likely to find it challenging when
they branch out,” Malik says. “Our role
is to plug the gaps and help them lay the
foundations for success.”

MOST SUCCESSFUL NEW
FUNDS ARE STARTED
BY MANAGERS WITH AN
IMPECCABLE PEDIGREE
AND A CLEAR INVESTING
STRATEGY. THEY ALSO NEED
SOMETHING ELSE: AN
ENTREPRENEURIAL SPIRIT.

Spin-off, Not Start-up
Typically, investors tend to look for a firm
led by partners who already have a strong
investing track record. Conveying past
achievements, along with the team’s recent
successes and continuity, can be critical
elements when launching a new fund.
“Unlike many new businesses, the aim
is to position the new fund as a spin-off
rather than a start-up,” Malik explains.
“Investors look for people who already have
a good reputation, but they also want to
know that a fund will operate effectively, so
demonstrating an appropriate structure is
important to mitigate business risk.”
Aside from performance, the numberone reason why a new fund is likely to fail is
cultural. In some cases, a solution is making
key employees partners so that they’re truly
invested in the firm as owners.
A strong company culture is delivered

from the top down, making hiring decisions for high-level positions critical. New
managers need to look for people who not
only fit the company’s ethos, but can also
understand the intricacies it takes to run
the business effectively.
Investors want to be sure that fund
managers have put serious thought into
their technology and risk management
platforms. With the amounts of capital that
hedge funds are managing, they also need
to ensure their systems are safe, secure and
compliant. Cybersecurity is a top priority.
Ensuring appropriate resourcing is a
challenge for new managers who don’t
have an in-depth understanding of the
operational expertise of positions they are
filling—particularly specialized positions
such as cyber security experts, IT managers, legal counsel and even marketers.
“We have a team of highly experienced
professional consultants who were formerly
practitioners in a variety of fields and can
help new managers ensure they’ve got the
right team,” says Malik. “As part of our program, we typically run candidates through
a mock due diligence exam with former
asset allocators to ensure they can sell the
investment story to potential investors.”
A Long-term View
Putting money into funds that are relatively
untested can be a gamble, but there are
ways that managers can demonstrate their
long-term view. For example, many new
managers want to name their company
after themselves, but that may send the
wrong signal to investors that the business
may not be an ongoing concern if they
were to stop.
“We help managers to position their
business in the best possible way to instill
confidence,” Malik says. “It can be as
simple as helping them articulate their
story, to getting into the weeds regarding
the best practices in the areas of governance, compliance and technology.”
The opportunity to create a well-performing hedge fund is enticing, particularly when
one considers that some experts predict the
sector is likely to increase by a quarter of a
trillion dollars by the summer of 2016. And
while success is not guaranteed, with the
right advice, planning and ongoing support,
hedge funds still offer managers the unique
opportunity to run a financially rewarding,
dynamic business where the sky is the limit.
— Beth Braverman
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