



From Kirsten Bischoff, Opalesque New York:

The recently published Standard & Poors 2Q09 funds of hedge funds (FoHF) report showed that investors are beginning to return to the space cautiously. However, FoHFs that survived 2008 will be capping their future possibilities for asset growth if they don't address the liquidity problems that plagued them in 2008.

"The attraction of funds of hedge funds is still as strong as it ever was," Dermot Butler, Chairman of the Custom House Group told Opalesque. "They provide diversification throughout a range of funds."

Custom House Group, a hedge fund administrator with a global reach, works with both single strategy managers and a large number of funds of hedge funds, which has given Butler a bird's eye view of the problems that faced FoHFs. He says many FoHFs prior to 2008 saw monthly liquidity as a necessity to attracting investor allocations. However, the underlying managers FoHFs were investing into were typically only offering quarterly, half-yearly, or yearly liquidity. 

This liquidity mismatch between investor requirements and underlying manager requirements caused the industry the most stress during 2008. These problems then snowballed when underlying managers had illiquidity forcing large numbers of FoHFs instituting gates and/or side pocket vehicles, further angering their investor base.

"Really [the situation] was no different to the mortgage lenders who were borrowing short and lending long," says Butler, who has been equally outspoken on the industry's problems as well as the vast opportunities it has to foster growth.

"In the future, fund of funds managers must persuade their investors to either to have a longer lock up which would allow them to take advantage of investing in underlying funds with liquidity restraints, or investors must preclude the manager from investing in any funds that have a mismatch in liquidity between investors in the FoHFs and the underlying investments," says Butler. 

"Furthermore the downward spiral was exacerbated as the banks withdrew their support from those fund of funds that were leveraged, forcing the liquidation of a disproportionately large portion of the underlying portfolios. The inevitable problems that occurred in achieving this led to the introduction of both gates and side pockets, which were necessary to ensure fair and equitable treatment of all shareholders". 

While fund of hedge funds will likely always utilize borrowing to pay off shareholders while waiting for redeemed funds from underlying managers, Butler stresses that the length of such loans should be constrained to a few weeks at most, and the value of the awaiting redemptions should be immediately established on the basis of liquid assets. 

The S&P 2Q09 report shows investor perceptions about FoHFs are keeping funds from being reallocated to the space. Whereas investors were quick to leave fund of hedge funds when performance showed their initial declines, they have not been as quick to reallocate, trailing positive performance by five months and outperformance by two months.

"A key component of the fund of funds is the manager, and the expertise of that manager in matching liquidity and in identifying funds to invest in which are not going to have great chunks of illiquid assets themselves," Butler says. 

Restructuring to meet all internal liquidity needs and communicating these needs to investors will go a long way to increase positive perception of FoHFs, and increase investor reallocations to the space. 
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