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Adjusting to change
I

n 2007, the Irish funds industry turned in a very strong performance to maintain its impressive growth pattern of previous years. Today, the industry services in excess of €1.5tn (Lipper Fitzrovia - June 2007) in approximately 7,500
funds (as at November 2007) and directly employs more than 10,000 people both
in Dublin and, increasingly, in regional locations throughout Ireland. More specifically, approximately one-third of global hedge funds by value and more than 50%
of European hedge fund assets are serviced from Ireland, which demonstrates the
expertise, capability and servicing standards that are available to fund managers
and promoters in the jurisdiction.
2007 was a good year for IDA Ireland, which, as the Irish government’s inward
investment agency, experienced considerable interest from both new entrants to
the industry and from existing clients wishing to expand their Irish operations. Although the existing infrastructure in Ireland is already well-developed, 2007 saw
the arrival of a number of new hedge fund administrators, including LaSalle Bank,
Admiral and Apex, to supplement the already impressive list of more than 40 global
service providers operating from here. The continued market entry of new service
providers, whether fund administrators/custodians or other specialist service providers to the hedge funds industry, is clear evidence of the ongoing strong flow of
business into Ireland and of client demand for Irish-domiciled/serviced product. It
is also an indication of the funds industry’s ability to successfully address and manage the challenges that face any industry which experiences the phenomenal rate of
growth the industry here has in recent years.
One of the ways in which this growth has been managed has been through the
‘regionalisation’ of the industry. In recent years, the service provider infrastructure
in Ireland has grown strongly, with many fund administrators (such as The Bank
of New York Mellon, State Street, IFS, PFPC, Fortis, Northern Trust and Citco) establishing second, and, in some cases, third operating centres in regional locations
in Ireland. This has allowed them to access new pools of labour, to broaden existing
linkages with third-level education institutions and to continue to grow their Irish
operations in a more cost-effective and controlled manner. This trend continued
in 2007, with new operations being established by Daiwa Securities (in Dundalk)
and Apex (in Cork), while most of the existing regional operators also experienced
significant growth.
As regards to product development initiatives, a number of significant developments occurred during 2007 which further positioned the industry for continued
growth. The most important of these perhaps was the introduction of a ‘filing only’
basis of authorisation by the Financial Regulator for Qualifying Investor Funds
(QIFs), whereby, under certain conditions, a QIF can now be authorised in Ireland
within 24 hours. Since this revised authorisation process was introduced, more
than 70 funds and 219 sub-funds have been authorised under this new fast-track
process. As fund promoters (particularly institutional investors seeking the added
respectability that an EU domicile such as Ireland provides) tend towards creating
regulated or ‘onshore’ products, demand for this product is likely to increase considerably. Similarly innovative approaches to creating solutions for fund promoters
were also in evidence through, for example, the development of UCITS III products
in the spheres of ETFs, 130/30 funds, asset pooling and the ability of UCITS funds
to physical short stocks following a ruling by the Irish Financial Services Regulatory
Authority. New product development and innovation are a crucial element of the
industry’s offering to global fund managers, and must remain an integral part of the
approach taken by public and private partners alike in the further enhancement of
Ireland’s offering.
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In this respect, IDA Ireland made significant progress during 2007 in positioning Ireland as an attractive location for the funds industry to become involved in
innovation/R&D activity. For many years, multinational companies have established
R&D centres in Ireland to take advantage of the availability of key relevant skills (a
mixture of business and IT-related skills), a considerable academic research infrastructure, an attractive tax environment and strong government support for R&D
initiatives. IDA has tweaked this existing model to make it attractive and relevant to
the international financial services industry and the first flagship innovation/R&D
project from a financial services group was secured in 2005 when Citi established
an R&D Centre in Dublin, which represents the group’s first dedicated R&D capability globally. In 2007, further significant investments were also secured from
Merrill Lynch (€30m investment to create a research, development and innovation
centre focusing initially on developing a centre of excellence in regulatory reporting
and compliance for the wider Merrill Lynch group globally) and Fidelity Investments, which is establishing a team of 49 R&D staff in Ireland. This proposition of
creating an innovation/R&D capability for either product development or process
development/re-engineering purposes is addressing a demand from international
groups seeking to differentiate themselves and their product/servicing offerings,
while at the same time addressing their need for a more efficient and cost-effective
operating model. As many leading global players increasingly recognise the need to
allocate specific responsibility and resources to managing innovation within their
organisations, Ireland’s offering in this area appears to be striking a chord. There
are compelling reasons for groups to consider engaging in such activities in Ireland,
and IDA looks forward to further developing this potential with the funds industry
in 2008.
Other important developments in Ireland during the year included the introduction by the Irish government of new work permit regulations in January 2007.
These new regulations have significantly enhanced and streamlined the industry’s
ability to source a wide range of relevant skills from outside Ireland where necessary. IDA has already supported its client base to secure a significant number
of work permits and green card permits for appropriately skilled and experienced
professionals under this new system.
A key factor behind the industry’s growth in Ireland over the years has been the
willingness to continually adjust the model and supporting legislative and regulatory environments as industry conditions and international developments have
required. This approach has been of paramount importance in driving the industry
to its current level and, looking forward, it remains as crucial as ever to successfully
addressing and embracing challenges and opportunities as they emerge. There is an
ongoing need therefore for the funds industry and its partners to maintain a proactive and innovative approach to the future needs and competitiveness of the industry. The enormous potential for further growth and development which exists will
only be achieved by anticipating and responding to the needs of the international
investment funds community, and by ensuring that innovation and responsiveness
remain cornerstones of the approach of all parties.

Damien Hennelly, business development manager,
IDA Ireland,
February 2008
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Dermot SL Butler of Custom House analyses some of the key trends and developments
currently impacting the fund administration sector in Ireland

Volatility creates 		
		 opportunity
A

Dermot SL Butler is
chairman of Custom
House Administration
& Corporate Services
Ltd., which offers
a full hedge fund
administration service
through globally
integrated offices in
Dublin, Chicago and
Singapore. He is also
deputy chairman of
AMIA.
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s chairman of leading independent hedge
fund administrator Custom House and
with more than 35 years experience in the
financial services industry, Dermot Butler is well
placed to provide the HFM special report with an
analysis of some of the key trends and developments impacting the hedge fund administration
sector in Ireland at this time.
Consolidation has dramatically altered the
structure and composition of the hedge fund administration sector in recent years, with the acquisition of hedge fund administrators by larger traditional administrators and by the big banks. As the
hedge fund industry continues on its journey towards greater institutionalisation and the financial
mainstream, what impact does Butler think this
will have on the market for servicing for small to
medium-sized funds, should this trend continue?
“Further consolidation is beneficial from our perspective as an independent administrator looking
to service start-ups and small and medium-sized
funds, because the global institutional players are
increasingly refusing to do so,” says Butler.
“Whereas BISYS, for example, before it was acquired by Citigroup, may have looked at servicing
a US$100m or even a US$50m fund, on the basis
it could grow, I doubt whether Citibank would look
at anything that size now, as its business model
does not allow it to handle an account that size. I
stress this is supervision on my part, but there is a
lot of anecdotal evidence that, these days, many of
the large administrators won’t even consider funds
below US$200m, even US$300m in some cases.
“Consequently, Custom House is seeing a lot of
business from fund managers who are choosing
to leave or being told they have to leave the large
administrators. Of course, moving administrator
is extremely disruptive for funds, so they tend to

resist changing even if not entirely happy or satisfied with the service they’re receiving, but we
are definitely seeing the results of the imposition
of big bank culture over entrepreneurial administration culture.”
Furthermore, the opportunities this trend towards consolidation presents to the market are not
confined to those already established in the space,
as Butler explains. “Here in Ireland, you’re seeing
a lot of smaller administrators moving quickly to
fill the vacuum created by the trend to scale in the
institutional hedge fund administration sector.
Some of these entrants had already established
their business in other jurisdictions, such as Apex,
whilst others have moved into the global hedge
fund administration space from a third-party service background in other markets, such as, for example, domestic mutual funds in the US.”

Call for greater transparency and procedures
The growing institutionalisation of the hedge fund
space is also a key driver of the next development
raised with Butler, which are the increased demands of hedge fund investors for greater transparency of the operations and procedures of the
vehicles in which they are investing. Administrators such as Custom House, of course, have found
themselves at the forefront of these demands. So
how has this changed the day-to-day work they do
for the funds they administer? “Operational due
diligence is being stepped up, and we are seeing
more due diligence visits on behalf of investors.”
So are there any particular aspects of their operations and procedures those acting on behalf of
investors are particularly concerned with? “Transparency around pricing is an increasingly important focus for hedge fund investors, particularly
with regard to the pricing of hard-to-value securi-
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ties, following the subprime debacle and
its knock-on effect on the fixed income
and structured products markets,” says
Butler. “Merrill Lynch recently posted
the biggest quarterly loss in their history
due to the exposure of their portfolio in
that area, and they are in what once was
exulted company with Citigroup, UBS,
Bank of America and Societe Generale,
amongst many others.
“What is perhaps most extraordinary is that Soc Gen’s losses in this
area (excluding the famous fraud) are
almost perceived to have been a ‘mere’
US$2.9bn or thereabouts, which is
about the same sum as Barings lost.
It’s still not entirely clear to what degree they knew, or perhaps even know
now, what their portfolio is really consisted of, and even if they did know, if
they could value it or even whether they
have been able to value it yet. They may
be getting a better idea on a fairly rapid
learning curve now, but my gut feeling
is that an awful lot of institutions have
little idea and that more losses are going
to come out of the woodwork before the
fat lady sings!”

Importance of independence
Given such concerns, hedge fund investors are placing increasing value on the
credibility and independent verification
a third-party administrator can bring to
pricing, according to Butler. “We had an
approach from a hedge fund manager
yesterday, who said, ‘I have a fund. It’s
US$100m-plus. I’ve been running and
administering it myself, and I now wish
to go out and get outside investors, so
I’d like to have the valuations I’ve done
and the transactions I’ve reported over
the past year verified, and then I would
like you to take on the administration
thereafter.’ It’s the independent verification that’s important.”
So how does Custom House deal
with the hard-to-value prices? “You can
still get independent verification for the
majority of prices, whether from an exchange or from two or three brokers, or
from independent pricing agents, such
as Markit. However, there are situations
where it’s not possible to independently
verify a price. In these circumstances, it
is important that transparency should
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be expressed, by way of a clear statement in the offering document, explaining that in certain circumstances the
manager (or the counterparty) may be
the last resort for valuing the portfolio.
This presents an obvious conflict, which
investors should consider before writing their cheques.”
Another way in which the day-to-day
work of administrators is being affected by the growing institutionalisation
of the hedge fund space is the rapidly
growing demand for daily valuations,
which has provided a welcome boost to
business. Initially, Butler is concerned
that constraints on capacity imposed by
a shortage of suitably skilled personnel
in Dublin could hinder Custom House’s
ability to keep pace with this growing
demand. “There is a lack of suitably
qualified personnel in Dublin and certain other jurisdictions. You can’t find
staff, or they move, or you get staff and
they’re inadequate. Lots of Dublin administrators have tried to overcome
staffing constraints by opening up in
Cork, Galway and Drogheda and Nass,
for example.
“We opened up in Chicago and Singapore – both of which are cheaper than
Dublin – which gave us a global footprint

and a 24/7 capacity, because our systems
now enable us to work around the clock.
About 25% of our book is now dailydealing hedge funds, because we are
able, for example, for a North American
client, to do the trade capture and reconciliation in Singapore, start the NAVs
in Dublin, finish them in Chicago.”
Despite the recent turmoil in the
markets, Butler is defiantly optimistic regarding prospects for the year
ahead. “We were about US$21bn at the
end of 2006 and broke US$32bn by
1st January 2008. That has come from
performance, organic growth of funds
– they’ve continued to sell to more clients – and the new funds we took on
last year, which was approaching 60 by
the year’s end, including many funds
opened for existing clients.
“The hedge fund market has continued to grow strongly, as it has over
the last six or seven years, and I don’t
see any reason for that to stop. Market
conditions may mean it won’t grow in
the same way, but for hedge funds, the
bigger the crisis, the bigger the profits.
Volatility creates opportunities, and as
Confucius said, ‘Crisis equals opportunity.’ Confucius would obviously have
been a very good hedge fund manager!”
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Donard McClean and Guy Martell on UBS Fund Services’ client-focused approach and
unique positioning to take advantage of emergent market opportunities

Client focus – a
successful formula
A
Donard McClean is
head of Fund Services,
Ireland and executive
director at UBS. He has
18 years’ investment
industry experience,
and prior to joining
UBS in 2006, spent
nine years at Fortis
Prime Fund Solutions
(Ireland).

relative newcomer to Ireland, UBS Global
Asset Management’s Fund Services business has now firmly established itself
among the hedge fund administration community
in Dublin. In Ireland, as elsewhere, its success has
been founded on the strong, long-term relationships it builds with its clients. HFM caught up
with Donard McClean and Guy Martell recently to
find out more about UBS’s enduring formula for
success in the fund administration business.
According to McClean, ‘client focus and client
choice’ are the ideological foundations upon which
UBS’s fund administration business is founded. So
what does this mean in practice? “UBS can provide
hedge fund clients with the full range of services
– from fund administration to custody to prime
brokerage, and banking – from one firm. Second,
our services are delivered on an open-architecture
basis, giving clients the choice of using all or part
of our services.”

Open architecture

Guy Martell is head of
Business Development
& Client Relationships,
UK & Ireland. Prior to
joining UBS in 2004,
he worked in the Risk
Advisory Services
division of KMPG in
Australia and the
Cayman Islands.
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Martell explains the benefits afforded to UBS’s
clients by this open architecture: “If, for example,
a client is seeking a prime brokerage or custody
solution, we are able to facilitate an introduction to
that UBS team. Given the Chinese walls that are in
place, ultimately the choice as to whether to come
to UBS for one or all of the services is entirely up
to the client.”
Another important element of UBS’s clientfocused strategy is their approach to client relationships. McClean explains how this works. “Our
clients have an accountant that they can talk to
about every aspect of the business relating to their
fund, from shareholder services, through accounting, to reconciliation. Most competitors break
service provision into different departments for

different parts of the process, which means the client might have to talk to three or four people to
get that information.” Martell adds: “Resolving a
query is just one phone call away, and to the same
person each time, which plays an important role in
strengthening our relationships with clients.”
The origin of this client-focused approach
can be found in UBS’s private banking ethos,
according to McClean. “We don’t just develop a
service model and say to the client, ‘This is what
it is, take it or leave it.’ We listen to the client,
find out what they need, and determine our services around that. This client-centric approach
permeates the entire Fund Services business.”
As institutional investors account for an evergrowing proportion of the money flowing into
hedge funds, compliance is becoming a key driver of the hedge fund business. UBS, according to
McClean, is well-positioned to accommodate these
demands. “Regulation is getting tougher all around
the world, and it is important clients and investors have confidence that their service provider is
undertaking the correct due diligence and is adhering to all the regulatory requirements associated with each jurisdiction in which they operate.
Within UBS there’s a very strong compliance culture, and that gives our clients a lot of confidence.”
This changing hedge fund investor base also
brings with it additional requirements which
are transforming the day-to-day work of administrators. “There is a move among sophisticated
managers for more frequent reporting cycles in
terms of NAV calculation, and institutional money is
driving, to a large extent, this demand. As more
institutions invest in hedge funds, they need to be
able to tick the box for daily reporting,” observes
Martell. “It’s important to have the best-of-breed
systems in place and to use these optimally in

www.hfmweek.com
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order for this to work properly. We constantly monitor the market to ensure we
are doing this,” adds McClean.
Indeed, having the best systems in
place is increasingly essential given
the crossover UBS is seeing between
the mutual funds world and the hedge
funds world. “We are seeing traditional
asset managers increasingly using investment strategies you’d associate more
with a hedge fund than a traditional
fund. It is important for us to have the
systems to be able to provide services
for those clients, and also to have the
knowledge and expertise to assist them
in the transition. Likewise, a number of
characteristics of the traditional funds
are coming through to the hedge fund
world, such as clients requiring German
tax reporting. At Fund Services we are
able to provide services across the disciplines without difficulty,” says McClean.

F ocusing on serving the client
Fund Services’ sustained investment in
training, education and development
also helps to ensure quality and continuity of service for their clients, as
McClean explains. “We focus on recruiting and retaining high-calibre people.
Training and development works as
part of a retention mechanism and thus
enables us to better serve our clients.
The excellence of Fund Services’ training has been recognised by our win-
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ning of the Funds Europe Training
Programme of the year in both 2006
and 2007.”
“Our training programmes give our
people the opportunity to learn, among
other things, about the instruments
our clients invest in and also explore
how they need to be communicating
with clients. This hopefully helps to
de-jargonise relationships and makes
the client experience more positive and
transparent. Our retention numbers are
excellent in comparison to the market
in Dublin, and a key reason for that is
our training,” he adds.
Of course, choosing the right product structure is essential if a fund is to
flourish, and UBS has a proven pedigree
in helping clients achieve this, as McClean explains. “The service provider
must have the expertise and knowledge to provide the best information
for a client in terms of fund set-up. The
best domicile for the fund, for example, will depend on the structure, the
distribution channel and the investor base. Would a trust be a preferable
vehicle to a company, or maybe even a
protected cell structure? Investment
strategies also determine the kind of
structure you set up.”
Looking ahead, how do McClean and
Martell see the year unfolding, given
the eventual outcome of the subprimeinduced credit spiral is as yet unclear?

“We have a strong pipeline of business,
so it doesn’t seem to be affecting us
adversely at the moment. Something
we are seeing which is different from
previous years is that the lead time to
market is a little longer, by choice, for
a number of clients. It remains to be
seen if that is specific to the clients we
are working with or if it is more representative,” says Martell.
However, both McClean and Martell reserve special final mention for
the potential advantages afforded by
UBS’s unique positioning in relation
to the ongoing crossover between the
hedge funds and mutual funds worlds.
“Although it’s important to understand that hedge funds are still very
different to traditional funds, the void
in the middle is being filled and becoming more of a continuum. I think there
may be a movement for mutual fund
managers to seek value through using
shorting and diversifying into 130-30
products, whilst the hedge fund world
will continue to develop characteristics of the mutual fund world, such
as greater frequency of pricing,”
says McClean.
“Fund Services operates and maintains two accounting platforms. Dublin operates both of those platforms, so
in Ireland, we are well-positioned to
pick up what many people perceive as a
growing demand,” concludes Martell.
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Ireland is raising the bar in regulation standards and helping ensure the future of the
hedge fund industry in the country, explains Donnacha O’Connor of Dillon Eustace

Raising
the standards
T

he Hedge Fund Working Group (HFWG)
has published a consultation paper in
a move towards establishing standards of best practice for the future. The report,
published in October 2007, is aimed at hedge
fund managers and sets out to raise the standards
of the industry.
Members of the HFWG decided that the process of creating best practice standards should
include a period of public consultation and the report would consist of two parts. Part one addresses
a general audience with an overall interest in the
sector; part two contains the actual best practice
standards, addressing a professional audience.
According to Sir Andrew Large, chairman of
the Hedge Fund Working Group and former deputy governor of the Bank of England, articulating
the ways that practitioners think about their business will be invaluable to the industry. He also
believes it is vital that standards are put together
by the people who are involved in the business.
The report sets out to shed light on the areas of
finance that are largely misunderstood and aims
to provide clarity in the murky arena that is the
hedge fund sector.
There are many reasons for the undertaking of
this report, which has already been welcomed by
Germany and the European Central Bank, both of
which have been pushing for greater hedge fund
transparency. Firstly, there is a wish to show the
world that the sector acknowledges its responsibilities, which will enhance its wider credibility.
Secondly, there is considerable concern within the
industry about the possibility of poorly-thoughtout regulation and its potential effects on the industry. Finally, the report aims to establish stan-

www.hfmweek.com

dards of conduct that are of relevance to both
hedge fund managers and their stakeholders.
As the HFWG paper discusses the issue of disclosure to investors, Donnacha O’Connor, solicitor, Dillon Eustace, Ireland, believes the paper is
just a basis for a voluntary code of conduct. “It is
not clear how, if at all, it will be policed,” explains
O’Connor. In his view, the authors have been
careful not to be overly prescriptive in discussing
the controversial topic of disclosure. “The paper
merely calls for an appropriate level of disclosure
to investors,” he explains.

Guided by knowledge
Independent valuation is an issue on the minds of
many involved in the hedge fund industry. The report explains there has been a call for third party
administrators or a segregated function within
the investment manager, and also for disclosure
of the valuation methods and pricing policy.
The report suggests that risk prevention and
transparency with investors are vital to the development of a successful hedge fund management
company. O’Connor explains that a clear offering
document that describes the investment policy,
the fund’s approach to risk management, its valuation and liquidity policies and the risks investing
is a key component, both from the perspective of
the fund’s legal exposure and investors, for whom
knowing what they are getting into is vital to the
progress of the hedge fund industry.
The report suggests that the outlined changes
would increase a firm’s cost base, but O’Connor
explains that the larger funds will not be affected
by the proposals. “A lot of what is being suggested may already represent best practice. Smaller

Donnacha O’Connor
is a partner in the
Financial Services
practice of Dillon
Eustace, a leading
Irish law firm, and
practices mainly in
the area of hedge
fund regulation and
derivatives.
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hedge funds might be affected if they
choose to adhere to the standards being proposed, but I would be surprised
if regulated hedge funds were not already in compliance with most of what
is set out in the paper,” says O’Connor.
In his view, the devil is in the detail,
and his advice to hedge fund managers is to wait and assess the cost impact
on hedge funds that are not already in
compliance who wish to comply.
In Ireland, hedge funds must appoint
a local, regulated administrator, and the
valuation rules for all Irish funds are set
by the financial regulator. The proposals outlined in the report are not considered to be measures that will cause
any difficulty for hedge fund managers,
but there is discussion surrounding the
need for tests to be put in place to access the impact of extreme market occurrences. O’Connor doesn’t believe
that stress or scenario testing will be
anything too new to most risk systems
already in place.
O’Connor explains there have been
few regulatory changes in Ireland over
the past five years. “The basics have not
changed, in the sense that the architecture of the regulated fund that was
envisaged by the 1985 UCITS directive
continues to apply to both Irish UCITS
and Non-UCITS,” says O’Connor. Irish
hedge funds and UCITS still require a
local administrator, depository and two
local directors. Irish hedge funds have
never had investment restrictions. It is
possible to establish a regulated hedge
fund in Ireland on a pre-launch, filingonly basis, and O’Connor believes this is
the most fundamental change that has
occurred over the past five years.

			
tor. “The government in Ireland listens
to the industry and can act quickly if
required. Also, the local administers are
regarded as world leaders of hedge fund
administration and this would be a serious consideration if a promoter was setting up a hedge fund elsewhere in Europe where there was a requirement for
local administration,” says O’Connor.
With years of experience in regulated
hedge funds, the Irish-regulated hedge
fund product is far more suited to the
market these days, as there is a growing
segment of the market that is looking
for regulated products.
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In O’Connor’s view, the future of the
hedge fund industry in Ireland is bright,
and it is imperative that Ireland’s regulatory environment constantly develops
with the market. Dillon Eustace has
been an invaluable driver in the journey
to maintain and develop the Irish hedge
fund product. Keeping it marketable
and not compromising on regulatory
standards is of paramount importance
to O’Connor and his team. “Lawyers,
more often than not, will make the case
for legal or regulatory change, and it is
important that we stay at the forefront
in pushing that agenda,” he concludes.

A strong outlook
For many fund managers, the advantages of regulating in Ireland are numerous.
“Irish funds are offshore, yet regulated
to the highest European standards and
are completely tax transparent,” says
O’Connor. After 15 years of fund regulation in Ireland, there are clear regulatory rules that are free from investment
restrictions. The funds industry is also
a significant contributor to the local
economy, whilst having a unique publicprivate partnership approach to the sec-
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BANKING/ADMINISTRATION

David Aldrich on the importance of the Irish funds industry to The Bank of New York
Mellon and the strengths of their ‘thought leadership’ approach to marketing

Intellectual capital
W

David Aldrich is
managing director,
The Bank of New York
Mellon, where he is
the business manager
of the bank’s hedge
fund and broker/dealer
businesses in Europe.
With over 20 years’
industry experience,
David joined the Bank
in 2003.
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ith more than US$399bn of thirdparty assets currently under its administration in Ireland, The Bank
of New York Mellon is a major player in the Irish
funds industry. Indeed, the industry is seen by the
Bank as a key driver of what constitutes the largest asset servicing business in the world, as David
Aldrich explains. “The Bank of New York Mellon
is probably the largest truly third-party administrator across all sectors operating in Ireland – including hedge, hybrid alternative, long-only and
money-market funds – and we’ve been number
one or number two for at least the last five years,
so we’re a leading player. It’s important to emphasise - given that some of our competitors rely on
their own asset management business for numbers
- that those US$399bn of assets are almost exclusively for third-party asset managers. This makes
the success of the Irish funds industry extremely
important to the overall strategy of The Bank of
New York Mellon.”
Although The Bank of New York Mellon is already an established and powerful presence in the
Irish fund administration marketplace, Aldrich
is aware that maintaining anything less than a
ceaseless drive towards continually improving and
developing their products – and thus differentiating their offering from others in a crowded marketplace – could undermine their market-leading
position. So what exactly does set The Bank of New
York Mellon’s offering apart? “We sell a combination of banking and administration products that I
refer to as ‘banking plus admin’. The Bank of New
York Mellon employs over 1,100 people in Ireland,
including the rapidly growing Corporate Trust
business, of which around a quarter service hedge
funds. Our added value to a hedge fund manager
is our ability to bring many more solutions to the
table than a stand-alone administrator.
“First, we set our clients up with a single relationship manager who will interface with all the
different businesses in the bank. We are then able
to deliver additional products such as collateral
management for OTC derivatives and financing

activities. We have the largest corporate trust business globally, and in Ireland alone have about 150
people employed solely on corporate trust. We do
trustee and administration for all forms of structured products, including CDOs, CFOs (collateralised fund obligations), collateralised loan obligations, and we have corporate trust services for loan
servicing and for portfolio compliance monitoring.
“A lot of hedge funds now are creating structured note programmes, so if managers require
servicing of the notes and also need administration
of the underlying fund, then we can ensure they
get our corporate trust service for the structured
note programme and our hedge fund administration products (AIS) for their underlying administration. Nobody else can combine market-leading
solutions like that.
“In addition, we have a foreign exchange service
called iHedge, a fully automated and integrated
share class hedging service. That’s useful to managers, because they want to have as much of the grunt
work outsourced as possible to be able to focus on
core asset management. This is a pretty unique
product with huge untapped potential. We also
have a full cash management service. In addition
to simple banking services, we offer a money fund
investment product called MoneyFunds Direct, a
web portal which allows managers to invest surplus
cash in a complete range of money market funds.”

A flexible offering
So at which types and size of funds is the offering
of The Bank of New York Mellon targeted? “There
isn’t a simple answer to that question, because if
someone comes to me and says, ‘I need your cash
management product, I’d like your share class
hedging product, I’m doing structured products as
well as regular hedge fund vehicles’, they could end
up in a very profitable, deep relationship with the
bank, and they may only have US$100m of assets.
However, if somebody comes and says to me, ‘I only
want to take one service from you but I’ve only got
a small amount of assets’, we may not be able to differentiate ourselves that significantly, and I would
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suggest they were serviced by a singleproduct niche service provider.
“So we’re looking for multi-product,
multi-solution relationships. We have
a range of ten or so different major areas we can deliver to a client and can
look at all sizes of business. We don’t
have an absolute minimum size, unless
they’re only looking for one product.
If it’s just administration, then we’re
looking at medium to large funds, but
most of our clients use us for three or
more services.”
The Bank of New York Mellon has
placed a strong emphasis in the last four
or five years on ‘thought leadership’ as
a further means of differentiating itself
and drawing the attention of potential
clients in a competitive market. Working in partnership with a number of
leading consultants in their field, including Casey Quirk & Associates, Amber Partners and, most recently, Oxford
Metrica, the Bank has published four
white papers on a variety of industry
‘hot topics’. So what was the thinking
behind developing this strand of the
Bank’s marketing strategy? “We wanted
to find ways of adding value to our clients’ businesses without actually selling
them something specific. Our thought
leadership pieces are about objectively
interesting industry trends, ideas being
developed by academics or themes in
the asset management sphere, and are
not about the products and services of
the bank itself.
“We believe that if we can help
stimulate debate in the industry on key
topics, we will have a more meaningful conversation with our clients, who
will be more interested in talking to us.
Then we can naturally move to discussing solutions to their problems where
we are able to help. It’s about trying
to carve out our own space in this
market, of drawing attention without
merely using blanket advertising or
engaging in loss-leading pricing to attract business, which has been common
elsewhere in the industry. That always
ends in tears when people eventually have to charge an economic rate.
We’ve successfully taken the papers
on global roadshows, from New York
to London, to Geneva, to Dublin, to
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the Middle East and to Asia.”
Aldrich says this approach has been
successful in generating new business
for the Bank. “I think it’s been very effective. We’ve found the quality of interaction with managers is increased
substantially, and we’ve had a lot of very
positive conversations which have led to
business. I think people are interested
in doing business with companies who
have something to say, as opposed to
just having a good widget.”

A focused approach
The Bank of New York Mellon’s forthcoming thought leadership pieces will
relate to the Bank’s three main focuses
for service product development for
2008, which Aldrich outlines. “We are
going to be deepening and broadening
the services available to single manager
hedge funds. Our second focus is on
launching an enhanced fund of hedge
fund offering, and the third is on expanding our nascent private equity fund
administration.”
Aldrich also has bold predictions
for the continued growth of the Bank’s

business over the year ahead. “We’re
expecting our four different businesses
in Ireland to grow strongly – our hedge
fund administration business (AIF), our
long-only business (Asset Services) our
Corporate Trust business, and our back
office outsourcing operation (Pershing). The challenge for the Irish sector
will be, again, to find enough talented
individuals and enough office space to
accommodate the growth.
“In the hedge fund space, we’re budgeting on a minimum of 35% growth,
which has been our compound growth
rate over the last five years, and we’re
definitely going to deliver that. Hedge
funds, all things being equal, should
deliver asset growth in a downturn in
the markets as well as upturns. The
trend for increased allocation of assets
to alternatives by pension funds – something we covered extensively in our
thought leadership papers – hasn’t in
any way begun to play itself out, which
means there’s going to be a lot of assets
to service for the alternatives business.
So I’m pretty confident about the year
ahead, and even beyond that.”
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Deloitte’s 2007 survey of fund administrators provides an essential snapshot of the funds
industry in Ireland. Ronan Nolan and Brian Forrester present the key findings

The growth
story continues
I

n 2006, Deloitte carried out a survey of the
fund administration community in Ireland
to gain an understanding of the key issues
they faced. In October 2007, Deloitte carried out
the survey again to gauge the progress made in the
ensuing period with regard to dealing with these
issues, and to find out about any others that may
have emerged. Deloitte received responses from 25
companies providing fund administration services.
The respondent fund administrators currently service US$1.3tn of assets, representing approximately 80% of the total industry in Ireland. 15 of the 20
largest fund administrators – measured by assets
under administration (AUA) – participated in the
survey. Over the last three years, AUA in Dublin
have more than doubled to over US$1.63tn. The
Irish funds industry has had another phenomenal
year of growth in 2007, with AUA growing by 35%.
The majority of the growth appears to be volume
related, with a 29% increase in the number of funds
serviced. The sector is bullish about future growth
opportunities, and based on predicted growth levels, AUA is expected to reach US$2tn by 2008, a
tenfold increase since the millennium.

Sources of growth
Hedge funds rule
As they were in 2006, hedge funds are the fastest
growing products, with an overwhelming 75% of
respondents citing hedge funds as the number one
growth product. Traditional funds are also growing strongly. Irish-domiciled UCITS/non-UCITS
are noted as continued sources of strong growth.
A trend towards more complex, higher-margin
products
A notable newcomer in the 2007 survey is the
growth in private equity fund servicing. 40% of
the respondents see private equity as one of the top
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three growth products, which is consistent with a
general trend in recent years towards the servicing
of more complex, higher margin products. This is
a positive development for the industry in Ireland,
as it signals a move “up the value chain” of asset
servicing.

Outlook for growth
Industry optimism
Overall, there is great optimism for the future
growth and prospects for the fund industry in Ireland, with 80% of administrators as optimistic or
more optimistic compared to this time last year.
Majority predict revenue growth of 20%
This optimism is also reflected in the revenue
growth that Irish administrators expect for years
ending 2007 and 2008. In 2007 and 2008, 75%
of administrators are estimating revenue growth of
over 20%.

Clouds on the horizon?
The industry is bullish about growth prospects.
There’s a growing demand for mutual/investment
funds compared with traditional forms of investment for long-term savings, such as government
bonds and bank deposits. There is also growth in
demand for “alternatives”, such as hedge funds and
private equity funds. Finally, the current crisis in
the credit markets is not perceived as an issue for
the funds sector, with almost 88% of respondents
saying they perceived there would be little or no
impact on growth in the short-term, this figure rising to 95% when they were asked about the impact
over the long term.

Business challenges and issues
The ‘growth treadmill’
There is a similarity between the top issues in 2006

Ronan Nolan is an
audit partner in
Deloitte’s Dublin office
and a member of the
financial services
group, serving clients
in the investment
funds, insurance and
related sectors.

Brian Forrester is a
partner in Deloitte’s
Financial Services
Audit practice in
Dublin, specialising
in the provision of
services to investment
management clients.
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and 2007, with cost containment and
managing growth featuring very highly,
along with the need to make system
changes. Clearly, all the issues interrelate and contribute to the ‘growth treadmill’ upon which the funds sector now
finds itself. Management in the sector
face a day-to-day struggle to maintain
service quality and contain costs in a
high-growth environment. This is by far
the biggest challenge facing management today, and the sector needs to run
fast to keep up the pace.

Managing growth
The people issues
The retention and recruitment of experienced staff are by far the most important HR issues, with more than 80% of
respondents stating these to be either
significant or very significant. This is
hardly surprising, given that industry
attrition levels are running close to 30%
(Source: IFIA employment and staffing
survey 2007). Furthermore, more than
60% of respondents do not expect the
situation to improve in 2008. As well
as being one of the most successful
sectors in Ireland over the last decade,
the funds industry is also one of the
youngest, with a high proportion of
the industry workforce under 30 – the
so-called ‘Generation Y’, born after
1980, with very different motivations
and expectations.
Managing retention
With over 9,000 people currently working in the funds sector in Ireland, this
is expected to exceed 10,000 in 2008.
According to the IFIA Employment
and Staffing Survey 2007, 75% of these
employees are at general staff and junior management level. Attrition at
these levels ranges between 25% – 35%,
which is imposing significant costs on
the industry and impacting service levels. Improving retention levels is a key
challenge for the industry, and successful companies will be those that can
organise work to meet the expectations
‘Generation Y’ workers have of them.
These include helping them develop
transferable skills, providing them with
a rationale for their work, offering them
variety in their roles and acknowledging
family/life balance.
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local labour supply, have helped to create high-quality fund-servicing centres.

Offshoring

Cost containment and productivity
In 2006, it appeared that operational
gearing in the industry was low. It was
also evident that the industry was planning to redesign business processes to
generate productivity improvements
and to make investments in technology.
Indeed, according to this year’s survey,
respondents indicated good progress
had been made, particularly in relation
to process standardisation, staff development and training, and systems enhancements. Furthermore, more than
75% of respondents intend to make
significant system changes or upgrades
over the next 12 months.
Cost savings of 10%+ expected in
2008
In 2008, the industry expects significant improvements to kick in, with the
majority of respondents predicting that
business process re-engineering (BPR)
initiatives will yield savings of between
6% and 15%.

Regionalisation
The funds sector has gone national
32% of respondents identified regionalisation and offshoring as top three
issues. Regionalisation has been a key
feature over the past 2-3 years, with
fund administrators opening operations in Cork, Kilkenny, Limerick, Galway, Dundalk, Waterford and Newry. In
fact, nearly 15% of the industry is now
located outside Dublin. This has been
very positive for the sector, as it has
significantly increased labour capacity.
Experienced personnel have relocated
from Dublin to see the development of
new operations and, supplemented by

Set to increase
A number of fund administrators have
opened up offshore centres in recent
years in such places as Krakow in Poland and Bangalore in India. Over 75%
of major financial institutions now have
operations offshore, compared to 10%
in 2001, reflecting how they are looking
to lower cost centres to provide additional capacity in routine, high-volume
activities. This is the evolution towards
the Global Operating Model, whereby
activities are located where they leverage natural advantages.
Regulatory issues
Given the offshoring trend, it is hardly
surprising that there is an industry preference towards partial or full passporting of the UCITS IV regulations, which
will provide all fund administrators
with the necessary flexibility in their
operating models to implement these
changes. This, along with the related issue of minimum activities, were by far
the most important issues on the regulation agenda for respondents.

Threats from other jurisdictions
Luxembourg is overwhelmingly considered by respondents as the greatest
threat to Ireland’s position in the funds
industry. The most significant change
from the 2006 survey is the emergence
of Eastern Europe as a potential threat
to the long-term prospects of Ireland’s
funds sector.

Risk management
There has been an increased focus in
the last year on risk management, and
this was identified as the number one
issue being focused on in due diligence
checks. This is borne out by the prevalence of internal audit departments and
SAS 70 reports.

Summary
The Deloitte 2007 survey confirms the
strength of the fund administration sector in Ireland and indicates a continuation of positive sentiment with regard to
future prospects.
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In the face of uneasy market conditions, Louise Murray and Amy Leonard of Davy tell
HFMWeek how Ireland is weathering the storm

The Celtic Tiger
T

o date, over 1,900 funds and 2,500 subfunds have listed on the Irish Stock Exchange (ISE), and the list is continuing to
grow, quashing fears of recession in the Emerald
Isle. Ireland is widely regarded as the leading location in the world for the listing of offshore investment funds.
According to Davy, the Irish listing has become
exceedingly popular for a host of reasons, with
the growth in the number of funds listed on the
ISE being consistently positive despite unfavourable market conditions. A listing on the ISE can
be achieved with speed and flexibility under specialist rules, proving a cost-effective method of
attracting and enhancing a fund in the market.
A listed fund can be marked to market and
provides access to publicly available information,
offering transparency, which is, again, attractive
to investors. By listing the fund on the ISE, it
widens the fund’s distribution base. Institutional
investors are often prohibited from investing in
unlisted securities – the Irish listing affords a
promoter the opportunity of accessing this
substantial pool of investors.
In addition to all of the practical investor attractions of listing on the ISE, it has also been
recognised by the Commission des Opérations de
Bourse in France, and Ireland is a member of the
OECD (Organisation for Economic Co-operation
and Development) as well as the EU, which adds
an element of prestige to funds listing in Ireland.

How to get listed
In order to be listed on the ISE, a company must
adhere to a number of key requirements. For
example: the fund must be a passive investor;
shares must be freely transferable; the investment
manager must be suitable (as the ISE place great
emphasis on the person appointed to manage the
assets of the fund); the fund must appoint a suitably experienced and expert custodian (that is independent of the investment manager, in order to
safekeep all of its assets); the directors must collectively have appropriate, relevant experience.
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In terms of investment restrictions, the listing
rules set down diversification requirements to
which the fund must adhere, principally that the
fund may not invest more than 20% of its gross
assets in any one issuer or expose more than 20%
of its gross assets to any one counterparty, other
than a counterparty meeting certain ISE criteria.
If the fund is domiciled in an unregulated jurisdiction, as deemed by the ISE, the minimum initial subscription must be at least US$100,000.
To help with the ISE listing process, sponsoring brokers like Davy offer assistance in assessing whether the fund can satisfy the suitability
criteria set down by the stock exchange. Offering
both technical listing advice on the structuring
of investment funds and the highest standards of
service to clients, Davy’s reputation as the leading securities firm has been endorsed by being
repeatedly voted Ireland’s number one broker by
both domestic and overseas institutions.
During the last year, Davy has seen a variety
of funds list on the ISE. A large percentage fell
into the popular master/feeder bracket, with the
majority being domiciled in the Cayman Islands.
While a significant number of Davy-sponsored
funds invest globally, several funds listed this year
chose the road less travelled, with a number investing in Latin America. According to Amy Leonard,
there has been heightened interest from investors
and investment managers in this market. “One
other recently listed fund was established with a
view to investing in Shariah-compliant transferable securities”, explains Leonard.
Along with more diverse investment locations,
fund structures are adapting to the market and
the large variety of alternative investment products available.
With the number of funds listed on the ISE
in 2007 increasing on the previous year, Davy is
optimistic that 2008 will follow in the same vein.
In difficult markets, the value of listing in Ireland
comes to the fore as investors take comfort in the
disclosures, service provider criteria and standards guaranteed by an ISE listing.
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The issues facing Ireland’s funds industry today also present those active in the space
with opportunities to innovate and improve, says Ken Somerville of Quintillion

Riding the
		 challenges
I
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in administration,
middle office and
business development
functions for hedge
funds.
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f the past 12 months have shown us anything,
it is that challenge and opportunity are often
one and the same. For Quintillion, one of this
year’s key areas of growth was the conversion of
funds from one service provider to another.
In terms of what has shifted market dynamics over the past year, fund conversion is certainly
near the top of the list. Historically, fund managers have spoken about their desire to get improved
administration services. What Quintillion has experienced in the past year has been the translation
of this issue into an initiative on behalf of managers to actually go out into the marketplace and do
something about it; to move service providers and
take their administration into a new environment.
This proactive attitude on the part of managers has helped to move things forward in the Irish
funds industry.

What we have done at Quintillion with regard
to attracting the right staff and, more importantly,
retaining them, is put together a proposal where
we offer our key staff an equity interest in the business. That’s completely unique in this space. It
means our key operations personnel are also our
shareholders, and so their appetite to participate
in the ongoing growth, development and well-being of the business becomes personal.
It is not just our business, it is their business,
and so we have had a 100% retention rate in
Dublin since we opened our doors. Our proposal
is translating into a very viable long-term tenure
for our staff. This, coupled with our investment
in leading technologies uniquely deployed, is our
proposition to the capacity challenges facing all
administrators.

Staff retention

Perhaps the most high-profile challenge the funds
industry has faced this year is that presented by
the credit crisis. What has happened for a number
of providers is that some of their funds have got
into distress, and some have had to close or be restructured. As a result, the way in which a fund has
been supported is different to the regular day-today workload.
In the past, providers have focused exclusively
on production evaluation. Now they will be required to support the managers through a system
in restructuring or closing a fund. That is part and
parcel of the service offering, but is certainly not
what you’d call day-to-day business.
The valuation process, if it is not truly independent, will have also been tested by the credit crunch.
Where managers or their funds are exposed to certain credit investments, if you are not writing them
independently, if you are not modelling them in an
unbiased way, potentially what you will have done

Recruitment and retention is an ongoing challenge
for the funds industry. All successful firms continuously manage these areas so that any negative impact is minimised – but certainly not eliminated.
The impact over the past year, however, has led to
some of the shifts we have seen in the sector.
When staff turnover becomes an issue for a firm,
it has a direct impact on the timing of NAV calculations and the overall quality of the professional
relationship between manager and administrator. Because personal relationships are frequently
changing, the ‘know your client’ (KYC) element is
not continuously supported, and is often being reset to zero. It is an issue that has a direct impact on
the quality of service.
There were 9,000 funds in Ireland at the last
HFMWeek Ireland report and 10,000 are predicted for end of 2008. With more staff joining the sector, the challenge of how to retain them remains.

Profiting from the crisis
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is inadvertently produce a NAV which
is unreflective of the true liquid value of
the investment. It has thrown valuation
fees into the spotlight.
Despite all this, we are continuing to
see managers who wish to open credit
strategies. What the credit crisis has
done is create new opportunities for
managers by refocusing attention away
from some of the conventional credit
strategies. The managers looking to
get into the space are doing so with
tailored strategies which are new and
innovative – innovations that can only
improve the industry.
At times like this, some managers see
value because there has been a correction and as the market rebalances opportunities have been created.
Other than the high-profile issues
mentioned above, the most pressing
challenge for the fund sector in Ireland
is one that is very close to Quintillion’s
heart – and one of the main reasons we
entered the market – the continued creation of capacity for new business and
new funds. If the industry doesn’t continue to create a pipeline of appropriate
administrative solutions for managers,
then it will struggle comprehensively
to continue to grow at a rate that would
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be a proper reflection of the growth of
hedge funds generally.
From what we have seen over the
past year, there is a problem where the
creation of capacity of the larger firm
may be at the expense of service quality,
which is why we see managers begin to
look around. Essentially, what they report from time to time is that access to
the senior management team, meaningful influence over technology development and input into report writing all
diminish as the overall size of the firm
grows. There is a balancing act between
accommodating new business and
maintaining a standard of service. That
suggests there is a critical size for administrators, beyond which a tailored or
boutique model – a ‘close-touch’ model
– is unsustainable. That presents a real
challenge for the industry, no question.
How the sector deals with this over the
coming year will be interesting.

Continuing to improve
At Quintillion, we will develop our
brand and business as a continuation of
what we have done in 2007. We have a
partnership – or boutique-style – relationship with our investment managers. As we take business on board, our

operations groups are a back-up service
for the manager. We have client-centred
groups supported by appropriate technology, as opposed to a more commodotised or process-driven model.
For the Irish funds sector, adopting
an approach similar to that of the Cayman Islands, which dominates the book
of business, would be beneficial. While
we would still promote the virtue of
an Irish domicile as being of a higher
standard or having a greater regulatory
framework (thanks in part to the introduction of MiFID in November 2007),
there is still a healthy appetite on behalf
of managers and investors to adopt a
Cayman model to help reduce the time
required to have a fund authorised and
to overcome some of the investor and
investment restrictions which are currently imposed.
In terms of new funds and assets, we
feel the sector will grow by 20% or above
in 2008, with professional participation
rising 12% (an extra 1,000 fund professionals). With that growth comes pressure to generate greater efficiency. The
challenge for the marketplace is to ensure that service levels aren’t stretched
as a result, and that is something we will
all have to watch.

HFMWEEK | 23

asia-pacific
ireland
2008special report
					

administration

Ian Headon of Northern Trust explains how they plan to drive change across the industry
this year with their expanded FoHF offering

Driving change
N

Ian Headon is
responsible for
product development
of Northern Trust’s
global alternative
businesses, including
hedge funds, private
equity and property
funds. He has worked
in the alternative
investments area
since 1998.
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orthern Trust is expanding its fund of
hedge fund (FoHF) offering in 2008,
with the ultimate goal of providing their
clients with a complete outsourced service, enhanced transparency reporting and a streamlined
look and feel to their portfolio books and records.
With this offering, Northern Trust has established
a new benchmark that will drive change across the
industry in this product area over the year ahead.
The FoHF industry is notoriously manual.
Fund managers have unmet system and processing
needs, with investors impacted by long notice periods for investor trades and turnaround times for
NAV communication. This is often coupled with
lengthy periods of unconfirmed trades and heightened operational risk. Northern Trust, our clients
and their investors share the frustration that these
issues bring. Thus we are committed to delivering
solutions to improve client and investor satisfaction in the FoHF industry.
As part of this commitment, Northern Trust has
announced a partnership with software firm youDevise, which will provide FoHF clients with daily
online access to up-to-date information about their
hedge fund holdings, including current value, performance, liquidity, hedging, and a detailed breakdown of assets and transactions. This exclusive arrangement will be delivered using youDevise’s new
online portfolio management system, Hedge Fund
Information Provider 2.0 (HIP), which has been
designed specifically to meet the unique requirements of the FoHF sector.
Northern Trust is the first asset-servicing firm
to licence the HIP system, and will fully integrate
the HIP into Northern Trust’s core accounting,
custody and banking systems across our global
technology platform. The resultant solution will
provide FoHF managers with capabilities in:
l portfolio management: tracking and evaluating investments in underlying funds
l performance: reviewing and comparing actual and official performance returns together
with management information on estimated
and final price implications

 ccounting: monitoring, reconciling and
la
forecasting portfolio cash, payables/receivables, and FX balances
l l iquidity: determining how much cash is redeemable from hedge funds over time and
carrying out sensitivity analysis on current
and projected cash balances
 X hedging: calculating FX exposure and
lF
hedging needs and determining gains/losses
on existing hedges
l f ront office decision support: providing upto-date cash, portfolio exposure and performance information to the portfolio manager,
to facilitate the decision making process
This unique solution will ensure that the dayto-day view available to the FoHF manager is fully
reconciled and integrated with the administrator’s
official month-end NAV. The performance reporting available will allow the FoHF to view actual
and official performance for a particular period,
taking into account that most FoHFs need to strike
monthly NAVs using estimated prices or returns.
FoHFs will also be able to understand and report
– at the touch of a button – how the official NAV of
the FoHF would have moved had all the final prices been available when striking the FoHF monthend valuation. This management information will
facilitate more effective electronic reporting to
FoHF investors, assist in the ongoing review of target hedge funds and enable the FoHF to view actual and official portfolio performance, analysed by
strategy, geography, domicile, sector and so forth.

Providing transparency
Northern Trust recognises that cash management
is also a high priority for FoHFs – many of whom
have credit requirements – so we provide a liquidity financing facility on a selective basis. To enable
the FoHF to predict cash requirements with greater speed and accuracy, our integrated offering allows the FoHF to project future cash requirements
based on the liquidity profile of the hedge fund
portfolio, investors in the FoHF and any credit fa-
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cility in place. This ultimately provides
greater transparency for the FoHF into
future cash requirements.
As part of our continued focus on
product innovation for FoHFs, Northern Trust is also completing development of its online Trade Order Architecture (TOA) system, which enables
FoHF managers to provide trade instructions via the web using a file upload
process. TOA will be fully integrated
with Northern Trust’s FoHF platform
so that, following a set of validations
and checks, the trades instructed by the
FoHF online will be automatically fed
to the FoHF portfolio and the official
monthly books and records.
These two technology developments will augment Northern Trust’s
existing services to FoHFs, which already include fund administration,
investor services, custody, trade execution, FX, banking, credit and trustee
services – all of which are domicile and
location-neutral.

Overcoming challenges
Looking at the wider industry, Northern Trust recognises that there are a
set of challenges inherent in the FoHF
industry which make straight-throughprocessing (STP) difficult to achieve.
One of the key features of FoHF administration is the time required to collect the NAVs of the underlying hedge
funds. As a fund administrator to a
significant number of hedge funds, we
recognise and share the challenges inherent in striking hedge fund NAVs,
such as around derivative processing
and pricing.
The asset servicing industry can, and
should, play a more active role in solving these common challenges, and it is
in this spirit that Northern Trust has
played a leading role in seeking industry standard solutions to FoHF-related
issues. It is a source of frustration to all
FoHF service providers that relatively
simple data is communicated between
administrators and custodians using
emails and faxes of PDF documents. We
have therefore been encouraged by the
industry’s efforts to resolve some of this
unnecessary manual processing. Specifically, there is a set of manual inter cus-
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todian/administrator communications
which, upon agreement of a set of business standards, can now be automated
without compromising any regulatory,
legal or AML requirements in relevant
jurisdictions.
One example is the communication
of month-end statements and holding positions. While it is important to
receive hard copies of hedge fund investments, it makes reconciliation and
equalisation processing unnecessarily
manual. One aspect of this communication that can be automated quickly
is the agreement of a set of standards,
whereby custodians and administrators can electronically transfer files of
balances, holdings, transactions and
equalisation adjustments between each
other on a monthly basis.
Notwithstanding the development
above, the FoHF industry will continue
to have a manual element, placing a
premium on operational controls, procedures and processes and management oversight. The already critical
need to attract and retain skilled staff is

intensifying in the major fund centres,
yet we continue to develop our global
operating model and use our global operating centres to maximise efficiencies
and speed of information delivery to
our clients.
Northern Trust prides itself on building longstanding partnerships with our
clients and seeks to add value through
a comprehensive understanding of our
clients’ business, their challenges and
dynamics. Our success is fundamentally linked to our clients’ success and
we have been most fortunate to have
partnered with some very successful
asset managers. On the one hand, we
are realistic and do not underestimate
the challenges faced by ourselves and
our clients in maintaining quality and
managing costs in this dynamic marketplace. However, through our approach
to client management and the challenges faced by our clients, we believe that
developments such as those outlined
here will continue to allow our clients to
focus on what really matters - managing
their investors’ assets.
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Delegate to the wrong people, and you end up with two jobs. Yours. And theirs. So it’s crucial to pick the
right people. That’s why Northern Trust is an excellent choice for the administration of hedge funds and
funds of hedge funds. With over 15 years of experience supporting hedge funds, we provide the controlled
and transparent operating environment your investors demand. So you can achieve your goals, and get
more done at work. Without having to live there. If you’d like to find out exactly how we can help, call
Northern Trust or visit northerntrust.com.
Sue Baines
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John Grundy
+44 (0)20 7982 3672
john_grundy@ntrs.com
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Noel McLaughlin of KPMG explores how a wave of convergence and divergence in the
investment management world is sweeping through the Irish funds industry

Reshaping today’s
investment universe
T

he latest research report produced jointly
by KPMG International and the independent think-tank CREATE, Convergence
and divergence: new forces shaping the investment universe, highlights a new wave of convergence and divergence within investment management, as the market generates a demand for new
ways to make money while managing risk.
Looking at nature, scope, scale and impacts
of convergence between investment strategies as
clients switched from relative returns to absolute
returns in the aftermath of the 2000-2003 bear
market, the report notes that worldwide, 40% of
fund managers diversified into long-only funds
and 30% into alternatives in the last three years.
The study has relied on information from
three global surveys, covering fund managers,
pension funds and independent administrators
in 28 jurisdictions. The surveys were followed-up
by structured interviews with senior executives in
over 100 organisations from the three groups of
survey participants, making this one of the most
broadly based research studies on the subject of
convergence in global fund management.

Explosive growth
The alternative investment industry has witnessed explosive growth in the last number of
years, growth which is highlighted by recent figures issued by the IFIA, which estimate current
alternative investment fund assets serviced out
of Ireland at US$700bn, representing a 250%
increase since March 2003. Such growth has
sparked transformational shifts in the investment
universe. Skill is now everything, with marketdriven returns becoming a commodity.
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As a result, active long-only managers are getting closer to the alternatives sector, which is itself witnessing the convergence of hedge funds,
private equity, real estate, infrastructure and
structured products. This convergence has lead
to the emergence of a whole new class of products which sit somewhere between hedge funds
and active long-only, a process which has itself
been encouraged by regulatory changes such
as the UCITS III regime. This has lead some in
the industry to speculate that ‘sophistication’ is
about to go mass market, particularly in light of
the financial regulator’s approval for Irish-domiciled UCITS III funds to short stocks outright,
rather than having to use derivatives to express
negative positions.
The report shows that as hedge fund managers and private equity firms have fuelled competition by promising absolute returns that are not
correlated to conditions in the financial markets,
long-only managers have responded by offering
products that mimic the returns offered by their
new competitors.
As a result, their respective returns are converging, as are their back office infrastructures.
The ensuing competition is driving out mediocrity, squeezing the margins and institutionalising
the alternatives.
However, such convergence is far from uniform, according to two groups who participated
in the study’s three global surveys: 310 fund managers and pension funds with US$28tn of funds
under management; and 48 administrators with
US$38tn of funds under administration.
Within each sector, managers have fallen into
one of three groups, which can be characterised

Noel McLaughlin is
an audit associate
director with KPMG
Ireland’s Financial
Services group in
Dublin and specialises
in the provision of
assurance services
to the investment
management industry.
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as: purists, who have stuck to their core capability;
pragmatists, who have diversified; and procrastinators, who have considered change without actions.
While pragmatists are doing new things by
changing the boundaries of their sector, the purists
appear to doing old things better. Thus, convergence
and divergence are reshaping today’s investment
universe, helping to generate all-round benefits.
For investors, this process has delivered better
returns and access to all-weather portfolios. For
their fund managers, it has delivered improved
profitability and enhanced ability to attract, retain
and deploy top talent.

“As a centre of choice for the administration of funds,
the skill sets and know-how already exists in Ireland”
However, the report argues that the pace of
convergence will slow down, especially in the longonly sector, as the current credit crunch creates a
flight to quality and simplicity. For alternatives to
retain their dizzying growth of the recent past, they
will have to do two things: deliver absolute uncorrelated returns and deliver a new generation of
customised structured finance products with capital protection and full transparency.
Such investors want to see a good housekeeping
seal of approval via more standardised products,
more stress testing, more transparent pricing of illiquid assets, more independent audits and more
independent administration.

A real opportunity
But what does this all mean from an Irish perspective? Although there are some very successful investment fund managers in Ireland, fund administration, particularly in the alternative investment
space, represents the country’s real claim to fame.
As interest in absolute returns has grown, so too
has demand for administration of alternatives by
an independent third party, surpassing the longonly funds when it comes to growth in total assets
under external administration. This represents a
real opportunity for Ireland over other long-only
focused jurisdictions, as well as significant structural challenges.
Diversification by long-only managers means
that administration is no longer a commoditised
business. As a centre of choice for the administration of many offshore funds, the skill sets and
know-how could be said to already exist to a certain extent within the Irish fund administration
industry to take advantage of this convergence
between long-only and alternative investments.
Additionally, the report predicts the role of third
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party administrators to grow in middle office activities like asset valuation, performance attribution, performance monitoring, risk and compliance. The underlying assumption is that the recent
subprime crisis will make end-investors ever more
concerned about the basics of their investments:
operational risks will be just as important as investment risks.
Recent consolidation within the administration
sector locally is predicted to continue in order to
accommodate large scale investment in upgrading
the old infrastructure of systems and skills alike.
With the boundaries between asset classes becoming increasingly blurred, managers will seek a single platform which can support long-only and each
variation of alternative investment products. With
such a huge technology spend being required, further institutionalisation of alternatives is likely to
enhance the role of large multi-service administrators, leaving the niche players to serve the start-ups
and independent boutiques.
Similarly, the creation of hubs by administrators
outside of Dublin – and also Ireland – would be
expected to increase and develop further, tapping
into pools of labour and underpinning a ‘horses
for courses’ approach, whereby capabilities which
require client proximity or which represent valueadded services remain at the centre and low level,
commoditised services outsourced to locations
such as India and the Far East.
The study concludes that the combination of
convergence and the prospect of a bear market will
help to accelerate the pace of industry-wide M&As
in pursuit of talent and market position. Within the
investment management sphere, the pace will be
set by large players among long-only managers, investment banks, hedge fund managers and private
equity firms, seeking to strengthen their positions
inside and outside their core areas of expertise.
This consolidation will be mirrored within the
administration space with investment banks continuing to venture into this field, such as the recent
acquisition of the BISYS Group, Inc by Citi, leading
to the emergence of all-service powerhouses with
global reach. Whilst this expected consolidation
will reduce the number of administrators, there is
likely to be a clear bifurcation between these allservice behemoths and smaller specialists.
With so many new forces coming into play, the
remarks of one participant in the study are particularly apt for all the players in the investment fund
universe. It is one thing talking about a new model
for a new age, quite another delivering it.
Convergence and divergence: new forces shaping the investment universe is available free from
www.kpmg.ie
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John Bohan of Apex Fund Services looks at how Ireland can remain competitive in
the fund administration market

Embracing change
L

ast year was an eventful period in the
global financial markets. It is the impact
on a macroeconomic scale on our industry
and in so many different jurisdictions that has
created what is becoming a global hangover after
so many years of partying on cheap credit. This
article looks at the major trends and changes
in the administration industry both locally and
globally, and how Apex Fund Services (Ireland) is
adapting to those changes.
Looking at the statistics, it is indeed a rosy
picture of the funds industry in Ireland, with the
growth in Irish-registered collective investment
schemes more than doubling from 2003 to 2007.
UCITS funds within that bracket make up 80%
of the total value of Irish registered funds. The
UCITS brand is globally earning greater weight,
and is recognised as less than mere cross-border
passport and more as a prerequisite to doing business in Europe.
There have also been an unprecedented number of listings on the Irish stock exchange in 2007.
The proportion of Irish-domiciled non-UCITS
assets have increased from 27% to 63% over the
last four years. This increased market share is
being captured through the introduction of
greater diversification in alternative product
offerings by the Irish Financial Regulator.
As the Asian, Middle Eastern and other
emerging markets grow exponentially, those
jurisdictions within the EU that offer the greatest competition for the UCITS brand are best
poised to benefit most in the years to come. The
fundamentals of regulation, the cost of doing
business and the quality of the service providers
are what global investment managers consider
when choosing a jurisdiction for the administration of their funds.
The Irish funds industry is certainly showing
great energy and innovation in this regard, but we
will need to keep a close eye on our neighbours
within the EU that are also adapting legislation to
meet the growing needs of the industry.
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Emerging jurisdictions such as Malta, Germany, Isle of Man and, of course, our existing main
competitors: Luxembourg, UK, Guernsey and
Jersey are well positioned to take their share of
new business coming into Europe. In this regard,
the Irish Funds Industry Association (IFIA) is in
the process of updating and further developing a
jurisdictional comparative matrix to ensure that
Ireland remains attune to global market trends.

Decentralisation
Increasing regulation and costs of regulatory compliance, labour force, rents and rising inflation in the Irish economy are all challenges that are being addressed efficiently by
the Irish Funds industry. When Apex Fund
Services (a Bermuda administration company
with subsidiary companies in Dubai, Mauritius,
Singapore, Hong Kong and Malta) chose Ireland as
their destination to establish another fund administration office, it was a natural choice to
decentralise away from Dublin rather than incurring the higher costs of doing business in
Dublin. As the cost of living and working in
Dublin is 15-20% higher than outside Dublin, offering an alternative such as Cork is also
attractive to employees. By controlling costs
within the organisation, Apex Fund Services (Ireland) can in turn offer a more competitive fee scale
to clients. Considering that administrators now
have a presence in 10 separate counties within the
Republic of Ireland, it is clear that the trend of
decentralisation continues to gain momentum.
The availability of qualified and experienced
staff in the alternative funds industry remains a
problem globally. The growth of the industry has
clearly put pressure on the supply of labour, but
cross-border EU green card schemes such as the
one introduced on 1 February 2007 will certainly
help ease pressures in this regard. The influx and
availability of qualified staff from other EU states
is certainly more prevalent following this directive. Ireland, given its reputation for excellence,

John Bohan is
managing director of
Apex Fund Services
(Ireland) a specialist
fund and private
equity administration
company founded
in 2003. Along with
managing the Irish
operation, John bears
overall responsibility
for the group’s internal
audit function.
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is successfully attracting highly qualified staff from
all over Europe.
There is also no dispute that the Irish regulator,
the Irish Stock Exchange and the IFIA continue
to ensure that the Irish funds market will remain
competitive into the next decade.
The ‘speed to market’ issues of before have
been addressed through the introductions of Qual
ifying Investment Funds. ‘One day fund authorisation’ introduced in 2007 is a major selling point
for Irish alternative funds and serves to bolster the
existing robust and flexible regulatory environment. The latest proposed UCIT directive and the
success of 130/30 funds will further enhance the
Irish alternative fund menu. Other initiatives, such
as the many overseas seminars that occurred in
2007 organised by the IFIA, continue to build on
the reputation of Ireland as a centre of excellence.
Apex Fund Services recently launched new offices
in Singapore and Hong Kong, and representatives
from our office attended the Singapore seminar,
which they found to be a successful promotion of
Ireland’s competitiveness on the world stage.
Consolidation of administrators remains active
in the industry and there have been new entrants
to the market in 2007. The market is being divided
such that some administrators do not wish to take
on new clients unless the ‘book of business’ meets
a certain asset size. This automatically opens up an
alternative market, with smaller providers working
hard to carve out a niche as being more flexible and
more client-focused. There is certainly a steady influx of investment managers from the emerging
markets, that are dipping their toes in the Irish
market with seed launches of US$50m upwards.
These clients have the capacity and potential to
grow steadily once the European environment
and potential is fully understood. It is very impor-

32 | HFMWEEK

		

administration

tant that standards remain the same whether the
client is US$50m in size or US$500m, and conformity of controls and procedures within an organisation should promote this. Apex Fund Services
operation’s (Ireland) style of doing business has
been to focus on details and service standards and
our ‘one on one’ client relationship remains one of
the major drivers of growth.

Remaining competitive
As a recent entrant to the Irish market as a fund
administration provider, it is interesting for Apex
Fund Services (Ireland) to observe the positive
changes that have come about over recent years
and the latest initiatives taken to ensure that the
Irish market remains competitive globally. Administrators are to a great degree, by default,
ranked by their size based on assets under administration rather than by focusing on the end product that is being delivered. This is akin to comparing engine size as opposed to what really matters,
as we now know, which is engine efficiency and
the carbon credits being emitted. The hedge fund
administration industry is maturing and there
is full market knowledge as to the best systems,
software and technology available. Web reporting, analytical portfolio services and SAS 70 audit
are all further armoury that are becoming more
commonplace competitive weapons in the market, all of which Apex Fund Services (Ireland) has
added to their portfolio of services. Ultimately,
as with any business, it is the human resource
element and the training development and application of those resources that will distinguish
a business. A prudent investment manager will
be able to recognise a suitable ethical environment that has robust controls in place in their due
diligence when choosing an administrator.
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Pete Townsend of BNP Paribas discusses how fund administrators can realise
maximum possible value from offshoring/nearshoring with HFMWeek

Alternative shores
HFMWeek (HFM):

Why have offshoring and nearshoring become so prevalent amongst
fund administrators in Ireland in recent years?

Pete Townsend (PT):

With the growth
of the Irish economy over the past 15 years, salary
expectations have increased considerably for funds
industry professionals with one to four years’ experience. They comprise the core demographic
fund administrators rely on to produce daily client deliverables, so we need to be selective with
resource selection to ensure that increased salaries
are commensurate with individual capabilities.
Running parallel to this is the continuing price
squeeze in the marketplace for fund administration
services. 10 years ago, a vanilla long/short equity
hedge fund domiciled in Cayman would produce
fund administration fees of 20 basis points of the
net asset value, whereas today price competition
has pushed fees down to half that. More sophisticated IT platforms have enabled fund administrators to become more efficient, but the resulting
cost reductions have not been substantial enough
to allow fund administrators to operate as profitably as in the past. Therefore, fund administrators
are looking to reduce costs even further by moving
outside of Dublin.

HFM:

How do fund administrators stand to
gain from offshoring and/or nearshoring?
Pete Townsend is
head of Fund Services
Operations Ireland,
and global head of
Alternative Investment
Operations at BNP
Paribas. Prior to
joining in 2006, Pete
spent six years with
BISYS (now Citi)
Hedge Fund Services
in Bermuda.
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PT:

Cost savings and economies of scale are the
key benefits of nearshoring specific functions of
the fund administration business to a regional location outside of Dublin, or offshoring to a location outside of Ireland. With nearshoring, existing
employees will generally benefit from a lower cost
of living, and those hired in regional locations will
generally come at a lower cost than Dublin. However, the challenge is to transplant the same selective
hiring process to the regional or offshore locations
to ensure consistent service levels. Economies of

scale allow global fund administrators with several
locations to realise additional cost savings from
the centralisation of separate fund administration
functions into locations with the most access to the
necessary skill levels in the local marketplace. For
example, instead of 50 people in each of three different locations completing a reconciliation function three different ways, centralisation into one
location with one set of procedures on the same
IT platform may result in 100 people dedicated to
a reconciliation function that previously required
150. Opening new locations or partnering with outsourcing firms in regions such as India and Eastern Europe allows global fund administrators to
take advantage of lower cost resources, controlled
and repeatable processes and favourable time zone
differences. At BNP Paribas Fund Services Dublin, in addition to Cayman Islands, British Virgin
Islands, Channel Islands and Bermuda-domiciled
funds, we also have a considerable part of our business focused on servicing Irish-domiciled funds.
As the ‘minimum requirements’ rules of the Irish
Financial Regulator prohibit the offshoring of key
functions of the fund administration process, we
opted to move most of our support services offshore rather than create a disjointed fund administration process based on the domicile of each
fund we service. This allows the combination of resource requirements with other BNP Paribas locations that require the same support. For example,
we offshore all our IT development and support to
our Luxembourg location, as do our colleagues in
Frankfurt, Milan and Brussels.

HFM: Can the benefits only be realised by larger
administrators and their clients?

PT:

Not necessarily. A smaller, or start-up administrator (of which there have been five or six
launched in Ireland over the past 18 months), can
offshore specific functions to a business process
outsourcing firm in a low-cost region from incep-
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tion with the right outsourcing partner.
However, fund administrators need to
understand the challenges that come
along with the cost savings. These include changes to daily norms that a fund
administrator might take for granted,
such as the ease of verbal communication across functional departments,
controllable IT connections for all users and ad-hoc training requirements.
However, before deciding to offshore,
a fund administrator needs to decide if
there is a critical mass of easily transferable business. The rule of thumb is
that a fund administrator should only
outsource if it can transfer at least 10%
of its workload and realise at least 10%
cost savings. With a small office of 10
fund administrators and total business
costs of €2m, it might not make sense
to go through the logistical challenges
of outsourcing one fund administration
headcount to save €200,000 in costs.
Deciding which functions to outsource
can be challenging as well, as smaller
administrators usually employ highly
skilled, multi-functional resources to
handle the entire fund administration
process. With no clear-cut functional
break between, for example, the reconciliations process and the valuation process, some process re-engineering may
need to take place to ‘ring-fence’ the
functions to be outsourced.

HFM:

How do you ensure service
quality/continuity is not impaired?

PT: The key is to start slowly, giving

the offshore partner the opportunity
to realise early successes with a relatively easy workload. At the beginning
of the relationship, fund administrators should establish key performance
indicators with the offshore partner,
focusing on the daily measurement of
process speed, quality and accuracy,
with benchmarks agreed upfront and
tightened as the relationship grows.
More complex fund assignments should
follow soon thereafter and results monitored closely, with the offshore partner’s
procedures and controls built around
business that presents regular stress
tests. For any Irish fund administrator
considering offshoring, it is beneficial
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for the ‘brain trust’ and client-facing
functions of the operation to remain
in Ireland, due to the local talent pool
of these resources and the proximity to
UK fund managers.

HFM:

How do you account for the
impressive growth of BNP Paribas’ assets under administration (AUA) during a period of instability in the global
financial markets?

PT: Globally, BNP Paribas Securities

Services has over US$1,000bn AUA between traditional and alternative fund
strategies, and a business of this size
carries considerable clout in the global
fund administration marketplace. Of
this US$1,000bn, US$100bn or 10% of
our AUA, is in alternative funds. Within
single hedge funds and funds of hedge
funds specifically, we have grown the
business over the past six months from
US$31bn to US$61bn through strategic
acquisitions and the organic growth of
our existing clients. BNP Paribas globally has a robust credit and risk structure that helps assess the viability of
business prospects and distinguish the
good from the bad in terms of potential
fund failures. Over the past six months,
our key alternatives clients have weathered the storm, and we see their performance as an example of the success of
our qualitative and quantitative business-assessment tools.

HFM:

How do you see the year ahead
for BNP Paribas in Ireland?

PT:

Today, the Irish funds industry
services US$1.6tn AUA, nearly half of
which is alternative assets. This means
that about 35% of the world’s alternative assets are administered in Ireland
for funds run by alternative fund managers in every major financial centre
around the world. As London edges
ever closer to New York as a hedge fund
management centre, and the scale and
expertise of Ireland’s funds industry
grows accordingly, I see AUA in Ireland continuing to grow steadily in
2008. As Ireland services a diversity
of fund strategies, any flight-to-quality
scenarios as experienced in 2007 can
reasonably result in cash flowing from
one Ireland-serviced fund to another, as
opposed to other domiciles that house
mostly hedge funds. BNP Paribas Fund
Services Dublin is concentrating on
growing our business with the help of
our global offering for alternative funds.
This includes fund administration and
custody for all alternative fund strategies, liquidity for funds of hedge funds,
and the application of our BNP Paribas
group strengths across the business,
such as our Investment Reporting &
Performance (IRP) platform. All of our
products are also available to our longonly clients, and we operate on a single
platform for both our alternative and
traditional fund strategies to maximise
transparency for our clients. Competing
on service excellence and solutions for
complexity, we have already had some
major client wins in 2008 and look forward to further successes.

HFMWEEK | 35

Capita Financial Group
For Fund Managers who
just want to manage funds

Fund Administration can be draining on both your time and resources.
With more than 35 years’ industry experience, Capita Financial Group provides fund managers with
fast and cost-effective third-party administration services; so you can free up your day to focus on
growing your funds and business.
Further services we provide are corporate governance and supplying Board Directors through our
unique ‘hosted’ management company solution.
We operate internationally and our services can be tailored to meet your requirements.
To find out more about how you could benefit from working with Capita Financial Group contact:
Paul.Nunan@capitafinancial.ie
Capita Financial Administrators (Ireland) Ltd is a subsidiary company of Capita Financial Group, part of the Capita Group Plc and is authorised and regulated
by the Irish Financial Services Regulatory Authority.
Capita Financial Administrators (Ireland) Limited. 1 Adelaide Court, Adelaide Road, Dublin 2, Ireland. Telephone: 00 353 1 400 5300, Fax: 00 353 1 400 5350,
Website: www.capitafinancial.com. Registered in Ireland No: 415878.
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With hedge fund valuation procedures coming under increased scrutiny, Hubert Crehan
explores the implications of FAS 157 accounting standards for the industry

Determining value
V

aluation of hard-to-price securities has
never been more in the spotlight than
today. Amidst the current investment
markets and new accounting literature, there is
much discussion on how to value securities that
do not have readily available market prices. This
is particularly true for hedge funds that may hold
hard-to-price and illiquid securities.
During 2007, a number of papers were issued
on valuation principles. The International Organisation of Securities Commissions (IOSCO)
published nine ‘Principles for the valuation of
hedge fund portfolios’. The Alternative Investment Management Association (AIMA) issued a
guide to sound practice for hedge fund valuation.
A key principle in both papers was that the arrangements in place for the valuation of the hedge
fund’s investment portfolio should be transparent
to investors. Accounting standard setters have
also focused on improving transparency in the reporting of fair value in financial statements. New
accounting requirements aim to provide relevant
information to give investors greater insight into
the extent of the use of estimates and potential
variability.

FAS 157 Fair Value Measurements
In September 2006, the Financial Accounting
Standards Board issued Statement of Financial
Accounting Standards No. 157, ‘Fair Value Measurements’. The new standard applies whenever
other standards require or permit assets or liabilities to be measured at fair value. Statement 157 is
effective for financial statements issued for fiscal
years beginning after 15 November 2007 and interim periods within those fiscal years. The International Accounting Standards Board (IASB) has
responded to the new US standard by issuing a
discussion paper and plans to issue an exposure
draft of an international standard on the topic
this year.
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In summary, the standard divides investments
into three ‘levels’, according to the freedom with
which they can be bought or sold. Level 1 assets, which are easy to value or trade, have to
have quoted prices in active markets such as US
government bonds or gold bullion. Level 2 is an
intermediate stage; these assets are not as fully
marketable as Level 1, but still sufficiently tradeable to have a definite value. Level 3 assets, usually
artificial financial instruments, are the problem.
They do not have quoted prices in active markets.
They have to be valued by reference to the investment manager’s own models.

Key changes
Blockage factor
Statement 157 prohibits entities from applying a
blockage factor when valuing a large position in
an unrestricted security that is quoted in an active market. A blockage factor adjusts the price
based on the size of the position relative to trading volume. Investment companies and brokerdealers will no longer be able to apply blockage
factors. The FASB concluded that the appropriate
unit-of-account for securities that are traded in
an active market is an individual share, not the
entire position in the securities held by the entity,
because the entity holding the security can sell an
individual share.
Restricted stock
Statement 157 requires restricted stock to be valued based on the value of equivalent unrestricted
stock, adjusted for the effect of the restriction, if
the restriction is an attribute of the security and
therefore would transfer with the security. This is
consistent with the market participant approach
set forth in the statement. As such, it is important
to evaluate the restriction to determine whether it
is an attribute of the security or an attribute of the
reporting entity.

Hubert Crehan is a
KPMG audit partner
in Ireland’s Financial
Services group and
provides assurance
services to the
alternative investment
management industry.
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The Path to Success
100 BILLION IN ALTERNATIVE ASSETS UNDER ADMINISTRATION

SEI: $

At SEI, we firmly believe that the success of our clients is the true measure
of our own success. For years, we have enabled investment managers to
streamline operations, improve efficiencies and spend more time focusing on
the tasks that add value to their own client relationships. We deliver value to
every partnership with investment managers and are proud to have reached our
newest milestone – $100 billion in alternative assets under management.
Our accomplishments underscore SEI’s growing prominence as a premier
provider of outsourced fund services to investment managers across all of their
investment products. We also take particular pride in our emergence as a source
of dynamic, incisive research, including our latest report, “Five Critical

For a copy of this report,
visit www.seic.com/ims
or call us today at
+353 1 638 2435,
and let us show you
how working with SEI
can help you on
your path to success.

Challenges for Hedge Funds Taking Aim at the Institutional Market.”

A premier provider of outsourced fund services to investment managers worldwide.
ACCOUNTING | ADMINISTRATION | INVESTOR SERVICING
TRUSTEE AND CUSTODIAL SERVICES | LEGAL, TAX AND COMPLIANCE SUPPORT
More than 20 offices worldwide, with over $400 billion in total assets under administration.

Services provided by SEI Investments Management Corporation; SEI Investments Global Fund Services; SEI Global Services, Inc.; SEI Investments – Global Fund Services
Limited; SEI Investments Trustee and Custodial Services (Ireland) Limited; SEI Investments Global (Cayman) Limited; and SEI Investments Global (Bermuda) Ltd., which
are wholly owned subsidiaries of SEI Investments Company. © 2008 SEI Investments Development, Inc.
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Valuing an investment in another fund
A fund that invests in another fund (including a
fund of funds) must consider how to appropriately
measure the fair value of its investment. The investor fund’s proportionate share of net assets reported by the investee fund may not represent the
fair value of the investment, but generally would
be used as a starting point, or input, for measuring
fair value. Since the instrument held by the investor fund is an ownership interest in another fund
and not an interest in the underlying assets of the
fund, any fair value determination must consider
the rights and obligations inherent in that ownership interest. The investor fund should also consider whether any significant assets or liabilities
held by the investee fund are not included in the
investee fund’s net assets at fair value. For example, fixed-rate debt that is not being fair valued by
the investee fund pursuant to Statement 159 may
result in a fair value for the investor’s interest in the
fund that differs from the investor’s proportionate
share of reported net assets.
Lastly, open-end mutual funds that allow entities to sell their ownership interest back to the fund
at net asset value (NAV) on a daily basis would
likely be valued at their NAV. Additionally, certain
closed-end funds are publicly traded and, as such,
have quoted market prices.
Matrix pricing
Investment funds often determine the fair value
of many fixed income securities using ‘matrix
pricing’, a technique that takes into consideration
yields/prices of securities with similar characteristics, including credit quality, industry, and maturity. Statement 157 provides that if an entity holds
a large number of similar assets or liabilities (for
example, debt securities) for which quoted prices
in active markets may be available, but where such
prices are not readily accessible for each asset or
liability individually, the entity may measure fair
value using an alternative method (such as matrix
pricing) that does not rely solely on quoted prices.
Statement 157 goes on to state that “the use of an
alternative pricing method renders the fair value
measurement a lower level measurement.”
Determining the level of fair value measurement
One of the requirements of the statement that will
affect all investment funds is determining the level
of the fair value measurement (which is required
for disclosure purposes). This may be relatively
straightforward in the case of an equity index mutual fund or even an early stage venture capital
fund, but could pose significant difficulties for
certain funds depending on their investment hold-
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ings. Some questions have arisen in the investment
company industry regarding the categorisation of
certain common fair value measurements:
l Amortized cost used as an approximation of
fair value for short-term debt investments
l Foreign equity securities value using statistical models
l Fixed-income valuations that require significant cash flow assumptions, including prepayment speeds
l Venture capital investment value based on a
round of financing that closed on or near the
balance sheet date
l Various derivative instruments
A complicating factor for many investment
companies is that because they generally obtain
valuations for investment securities from pricing
services that provide data feeds or from securities dealers, it may be difficult to assess the level of

“One of the requirements that will affect all funds is
determining the level of the fair value measurement”
such fair value measurements and pricing services,
and dealers may need to provide additional information to assist in this determination. For example, the price of a high-yield debt security may be
a quoted price in an active market, a matrix price
based on observable inputs that would qualify
as Level 2, or a valuation (‘hand price’) based on
significant cash flow assumptions or assumptions
regarding the value of underlying collateral that
would render the value a Level 3 measurement. It
is important that investment funds work with pricing vendors to understand the inputs used in valuation so the funds can determine the level of fair
value measurements for all securities.
Disclosures
Greater disclosure of how fair value has been determined lies at the very heart of the new standard and this is consistent with the transparency
agenda within the industry. Most funds are unlikely to change their valuation process, but they
will need to provide greater disclosure in the financial statements. We also see this greater disclosure under IFRS for this year end due to IFRS 7.
Fund accounting systems may need to change in
order to meet the disclosure requirements of FAS
157, where certain gains and losses will need to
be tracked separately. The identification of Level
3 assets and liabilities and the separate recording
of their related gains and losses may present funds
with the greatest challenge.
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Liam McNiffe of Bank of Ireland Securities Services outlines how the challenges
presented by funds of hedge funds can be overcome

Risk control
A

ccording to the FT, the global hedge fund
market grew by about a fifth to almost
US$2,500bn in the first half of 2007. Fund
of hedge fund (FoHF) assets under management
(AUM) represent just less than half this number at
US$1,100bn as at 30 June 2007.
FoHFs offer an opportunity for asset managers
seeking diversification within their existing portfolios or as a portfolio in its own right. They also
offer investment diversification for shareholders
looking to gain access to funds employing absolute
return strategies but who may be prohibited from
investing directly in single manager hedge funds.
This has created opportunities for administrators
and custodians.
Bank of Ireland Securities Services (BoISS) has
long since identified FoHF as a core product in its
service offering.

Dedicated to high quality
BoISS has offered global custodian services to personal and corporate customers for over 50 years
and fund administration services domestically
since the 1960s, and to international asset managers since the establishment of the IFSC in 1989.
BoISS has positioned itself as a service provider
dedicated to performing high quality administration and custodial duties for specialised products
including FoHFs.
Though relatively straightforward, FoHFs do
present their own challenges, which, with good
documentation and good communication, can be
overcome.
Liam McNiffe is
head of Hedge Fund
Services at Bank of
Ireland Securities
Services. McNiffe is
CIMA qualified and
has over 12 years
experience in the
financial services
industry, the last
seven of which have
been spent in the
hedge fund industry.
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Challenges include
l Manual pricing
BoISS prices up to 10,000 securities daily using
price feeds from three third party vendors. FoHF
pricing falls outside this process, as hedge funds
tend to be priced monthly and receipt of these
prices is normally paper based (shareholder
statement). The FoHF’s administrator needs to
be proactive in chasing the underlying administrators/registrars for outstanding prices.

 ingle price source
lS
There is usually only one pricing source, which
means there is no opportunity to verify pricing
against an alternative source. The administrator for the FoHF can only rely on current versus
previous price and use a significant variance as
the trigger to query the accuracy. Prices of hedge
funds are calculated and not determined by the
market. This means the NAV of the FoHF is dependent upon information received from a third
party that cannot be independently verified.
l Timeliness
As most hedge funds price monthly and have
monthly liquidity, pricing is not as time critical
as, for example, a daily or weekly dealing fund.
This can present a challenge for calculating the
NAV of a FoHF, as the calculation is often dependent upon receiving confirmed prices. If the
FoHF NAV is calculated using confirmed prices
only, then one or two prices can hold up the publication of the NAV. A solution is to allow the use
of estimated prices in the calculation of the NAV.
Estimated prices are usually provided by the
investment manager of the FoHF and their use
should be approved by the directors to the FoHF.
Inability to receive prices on a timely basis can
compromise the operations of all investors and
especially the FoHF business, which is a primary
route for capital into the industry.
The risks imposed by the above can be reduced
to a large extent through the establishment of the
following processes and controls:
l Establish a fund database
The administrator should establish a directory
of contacts with underlying administrator/registrar of each fund, be proactive in its communications and keep the investment manager up to
date with receipt of pricing information. BoISS
have established a dedicated FoHF pricing team
who are responsible for updating our database
of FoF/FoHF prices. This database also includes
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ancillary data relating to each fund
such as lock-up periods, side pockets,
dates for receipt of prices, estimated
versus confirmed price variance, fee
rates, administrator details, auditor
details and the dates of most recent financial statements. This information
is provided to the investment manager
when required, but also to the fund’s
directors as part of the administration
report at fund board meetings. Independent directors find this extremely
useful for FoHF, as they are often not
privy to the due diligence carried out
by the investment manager in selecting a fund to invest in.
l Monitor price movements
If documentation allows administrators to rely on estimated NAVs
to strike the NAV, the administrator must monitor the quality of this
information against the final NAVs,
once received. This variance analysis
should be provided to directors as part
of the administration report, thus ensuring they have the information with
which to make a proper assessment
of the risks associated with the use of
estimated/indicative pricing.
l Monitor FoHF liquidity
There are risks inherent within FoHF,
which, if not managed properly, could
have a negative impact upon the administrator of the FoHF. Chief among
these risks is liquidity. The administrator can play a large part here in
reporting on the liquidity profile of
the underlying funds which enable a
valid assessment of the FoHF’s ability
to generate liquidity within particular
time frames; one month, two month,
three month and so forth. Like any
business, lack of cashflow/liquidity
can have a damaging effect on a profitable fund. Such a situation can force
the investment manager into taking
drastic measures such as imposing a
‘gate’ on redemptions. Such a step is
usually disastrous for a fund’s future,
is administratively burdensome and
can damage the reputations of both
the administrator and the investment manager. Liquidity constraints
will determine investment decisions
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in the future and a tendency toward
more frequent dealing is beginning
to touch on FoHF in order to reduce
liquidity risk.
l Ensure good communication exists
with FoHF’s custodian
The administrator needs to ensure
a good relationship exists with the
custodian to the FoHF. Exchange of
information between the two is paramount to success.
BoISS provide both administration and custody services to FoHFs.
While there are two systems in place
for custody and administration, there
are automated interfaces and reconciliation processes to ensure no gaps
appear in the overall service provision and that the whole process from
trading through to NAV calculation is
well controlled.
As part of our custodial offering,
BoISS has established a dedicated
FOF/FoHF trading team whose sole
responsibility is trading in funds/
hedge funds. This allows the investment manager to concentrate on
due diligence and manager selection
without having to worry about deadlines and paperwork.

Assessing key risks
FoHFs do present risks to an investment manager, administrator and custodian, which, if ignored, could have
adverse consequences in terms of cost
and reputation.
The administrator has a key role in
ensuring the FoHF’s governing body,
typically the directors, as well as the investment manager, are kept up to date
with the fund’s operation through pro-

viding relevant information within its
administration report presented periodically at the fund’s board meetings.
At BoISS, our administration reporting provides standard information in
relation to trading volumes and statistics, NAV information and shareholder
information. Not only that, but it goes
as far as charting each underlying fund’s
liquidity terms, the FoHF’s percentage
exposure to its underlying investments,
timeliness of receiving prices, price
quality, as well as making available other information that may affect the operation of the FoHF. This information is
invaluable to a FoHF’s service provider
as it allows key risks to be properly assessed and discussed.
There is no centralised or organised
clearing for FoHF transactions, which
increases the risk associated with settling of transactions. If an error is made
and deal not accepted, there can be a
significant cost associated with making up the difference in the NAV of the
underlying fund which usually only
trades monthly.
As mentioned above, FoHF is a primary route for bringing capital into the
industry, and administration and custody will need to evolve further to enable
more frequent dealing and, therefore,
improved liquidity. A project currently
being piloted by Swift in conjunction with the funds industry in Ireland
aims to develop Swift messaging further to encapsulate FoHF trades. This
will help automate and standardise the
flow of information between custodians and registrars and will have a positive effect on administration by making
information receipt, including pricing,
more timely.
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David Whelan of Admiral Administration explains to HFM Week how the company intends
to fill the current void in the Irish market for high-quality, mid-sized administrators

Closing the gap
I

t is fair to say that the fund administration
sector in Ireland is now well-established, but
as the industry continues to grow exponentially, there appears to be a hole being left in the
Irish market. Few administrators are operating
in the space between the very large institutional
banks and the small administrator. As most of our
readers know, managers typically do not start trading with US$300m of assets (the current average
start-up fund is in the region of US$40m).
H owever, given the current constraints within
the industry with respect to human resources, many
large administrators are choosing not to service
funds under US$250m, or smaller funds are not
receiving the quality of service expected from these
large institutions as resources are being diverted
to larger clients. It is clear that the market is in
desperate need of high-quality, mid-sized administration service providers.

A ttracting new talent

David Whelan
is managing
director of Admiral
Administration
(Ireland) Limited,
an independent
investment fund
administration
company located in
Dublin’s International
Financial Services
Centre.
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T his void in the market has attracted new entrants
into the Irish market, such as Admiral Administration. Admiral is a Cayman-based fund administrator that commenced operations 11 years
ago. Admiral’s story is one of tremendous success, particularly over the past five years, during
which time it has grown from US$4bn in assets
under administration (AUA) with 18 staff, to over
US$40bn in AUA with 90 staff in Cayman and five
staff in Dublin. HFMWeek’s 9th biannual Hedge
Fund Administrator Survey reported that Admiral
was ranked 15th in AUA for single-manager funds.
Admiral was also recently ranked third place in
Overall Excellence for Fund Administration for
funds with less than US$1bn in assets under management in the Institutional Investor 3rd annual
Alpha Magazine awards, and is nominated for
Administrator of the Year in the ICFA Global

Awards 2008. This is following a second-place
ranking for Overall Excellence in Fund Administration behind Goldman Sachs and ahead of Morgan Stanley in the 2006 Alpha Magazine awards.
A dmiral Administration (Ireland) Limited was
authorised by the Irish Financial Regulator in
July 2007. According to David Whelan, managing
director of Admiral Ireland: “Admiral’s recent
expansion into Ireland is part of a wider strategy
for the Admiral Group to position itself in new
jurisdictions, including Europe, the US and Asia.
Ireland was chosen over the other European jurisdictions due to its robust infrastructure, significant
presence of quality hedge fund service providers
and strong commitment by the government, the
Irish Fund Industry Association and the Financial
Regulator to establish Ireland as the premier jurisdiction in the fund industry.
D ue to recent consolidation of fund administrators by some of the larger financial institutions,
Admiral, as one of the few remaining independent administrators, is looking to capitalise on the
opportunity to fill the gap being left behind to
service small to medium-sized funds and fund
managers. Whelan continued: “Admiral’s focus
in Ireland is to provide a full suite of administration services tailored to the needs of non-Irishdomiciled hedge funds and fund of hedge funds.
Our size, coupled with our 11 years of experience,
allows us to respond quickly to the ever-changing
demands of the industry. We are constantly reviewing the needs of managers and adjusting to those
needs to ensure we provide unsurpassed service
to our clients. Our commitment to developing our
people and investing in technology keeps us one
step ahead of our competitors.”
W helan continued to explain what sets Admiral
apart from other fund administrators within the
industry: “Admiral’s model is to provide a high-
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“Admiral’s model is to provide
a high-quality service through
a single point of contact. We
structure our operations to
enable a relationship-based
approach to our service”
quality service through a single point of
contact. We structure our operations to
enable a relationship-based approach
to our service offering. Fund managers,
shareholders and other fund stakeholders will have a single point of contact for
a fund administered by Admiral. We set
up portfolio teams rather than departmentalising functions.
“W e focus on training our staff on
all aspects of fund administration and
providing a clear career path for them.
In contrast to many of our competitors, we expose our staff to shareholder
servicing, NAV calculation, compliance

www.hfmweek.com

and regulatory-related matters, which
enables them to become well-rounded
administrators. We have found this
exposure to all aspects of the business fosters great job satisfaction and
encourages our staff to develop and
move their career forward within this
industry. This model has been very
successful in Cayman and has resulted
in a low staff turnover, and we believe
this will also be the case in Ireland. This
ensures the consistency and continuity
of service that our clients expect.”

A n optimistic outlook for 2008
O n their current business outlook,
Whelan added: “It is estimated that
50% to 60% of Cayman-domiciled
funds are currently administered in Ireland and we believe we can capitalise on
new and existing business relationships
to service clients seeking a European
administrator with strong links to the
Cayman domicile. We are also work-

ing on developing new relationships to
service funds domiciled in other offshore jurisdictions. We are not here to
challenge the position of the larger administrators, rather we believe there is
enough business opportunities for midsized administrators to service new and
existing funds who are either not receiving the quality of service they need from
their existing administrator or because
the larger administrators won’t accept
their business due to their asset size.”
“A s a group, we have a positive outlook for the year ahead. We are currently working with Advent on a number of
different projects and expect to upgrade
our current Advent Geneva platform to
Advent Geneva 7.0, which is due to be
launched in 2008. We are also in the
process of launching a new office in the
US, which should be completed during 2008. This will be closely followed
by the launch of a new office in Asia
during 2009.”
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Paul Nunan of Capita tells HFMWeek the secrets behind the roaring success of the hedge
fund administration industry in Ireland

A perfect fit
A

s Ireland’s fund sector gets ready to hit the
US$2tn mark by the end of 2008, companies like Capita continue to service the new
boutique business that is essential to the growth of
the industry in Ireland and await the future with
optimism, as further growth is forecasted.
A ccording to recent research conducted by
Deloitte, three quarters of the Irish funds industry expect growth in the region of 20% next year.
While the recent credit crisis has resulted in some
hedge funds being adversely affected, many within the industry, including Paul Nunan of Capita,
believe the credit crisis will not have a significant
long term impact on the staggering growth Ireland
is experiencing.

M anaging future growth
D eloitte’s November 2007 survey of the fund
administration community in Ireland revealed
that there is great optimism for future growth,
despite the current global credit crisis. The main
challenges outlined in the survey included issues
surrounding containment and productivity in the
industry. Managing growth was identified as the
second most significant issue facing fund administrators in Ireland today, which was also the greatest
concern in the previous year’s survey. Some 70%
of respondents said managing internal expansion
or the ability to scale the business in response to
the growth of recent years is putting huge strain
on administrators. Nunan says: ”It is important
for fund servicing companies in Ireland to control
their growth, and ensure that a high level of service
continues to be provided to their clients.”.
A t present, there are around 45 fund administration firms operating in the state, and Nunan
believes this number is on the rise. There are many
reasons for Ireland’s growth in the fund administration industry, which has seen assets under
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administration rise by 35% over the past year.
“There has been a flood of assets into the industry
as a whole, the overall performance of stock markets have actually been quite good and Dublin is
still considered an attractive centre for the administration of funds”, explains Nunan. He is reassured
by the surveys over the past six months that have
indicated that Ireland is not ready to slow down
and believes that the turbulent markets will have
only a short-term effect on the funds industry. “The
buoyancy of the Irish fund administration industry
can be seen from the rising numbers of hedge fund
administration companies that are continuing to
set up to take their share in the fund administration business”, says Nunan.
C apita’s fund administration services are one of
the key tools that are necessary in keeping Ireland
afloat. As boutique and small- to medium-sized
funds need attentive administration, Capita has
recognised this fact and provides a hand-holding
service, with the aim of counteracting any anxieties their clients experience during the launching
process. “We offer a client-focused operating model and provide a single point of contact for the investment manager, so they are dealing with someone who knows their business, not just a client
relationship manager”, says Nunan.
A ccording to Nunan, the point of contact
appointed by Capita will serve the individual client
and will therefore know the client’s fund and have
the ability to provide an immedite answer to the
majority of questions asked.

O utstanding jurisdiction
I reland is considered to be one of the prominent
fund administration jurisdictions in the world,
and as a result there is a wide variety of choice
of administrators, ranging from large to boutique. According to Nunan, some of the larger

Paul Nunan is
managing director of
the Dublin jurisdiction
of Capita Financial
Group and joined the
company in March
2006. Prior to Capita,
Nunan worked for
BISYS Hedge Fund
Administration. He
has over 11 years
experience in funds
administration.
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administrators have split the fund administration and fund accounting roles
into various sections, so a number of
people could be involved in different
sections of the client servicing. It can
be frustrating for the client to deal with
multiple points of contact. “Fund managers often feel there is a lack of ownership from the fund administrator, so we
have developed a client-facing model,
with the aim of placing a knowledgeable point of contact in front of the client”, says Nunan. Capita have aimed
their services at the start-up and smallto medium-sized funds, so like any
boutique, they tailor their services to
ensure a perfect fit.

P utting the client first
A s the Deloitte survey counted for 80%
of the fund administrators of Ireland,
Nunan, like others, has noted a drastic

46 | HFMWEEK

rise in the number of hedge fund managers seeking administrators in Ireland
and subsequently a rise in the amount of
fund administration firms. He believes
the reason for this continued growth is
due to the fact that the hedge fund as an
asset class continues to be attractive.
N unan explains that in order for
Ireland to continue to be a successful hedge fund administration centre,
those involved in the industry must
remember that we work in a servicing industry and that the client is key.
“Capita have already built up a high
level of experienced staff, and we need
to continue to move those staff up the
value chain so that our people continue
to be challenged and trained at the highest level”, says Nunan. It has become
apparent to the team in Capita that
keeping up to speed with industry
changes is of paramount importance.

I n Nunan’s view, Capita’s services
in the fund administration industry in
Ireland have quite an important role
to play. “For someone launching a
E100m to E200m hedge fund, using a
smaller administrator may prove to be
a better fit”, says Nunan.
H e believes that some of the larger administrators would not be able
to provide clients with the same
amount of attention as a boutique
administrator.
W ith a look to the future, Nunan
notes that Capita’s operating model
is just as easily used with larger funds
as well as start-ups and medium-sized
funds. “Our administration model is
scaleable and works for small, medium
and large fund providers” says Nunan.
He believes that Ireland will continue
to grow, develop and be seen as a high
quality service provider centre.
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Hedge fund managers targeting institutional assets can benefit from the increasingly
popular SAS 70 auditing standard, says John Alshefski of SEI

Compete and succeed
A

s the hedge fund industry has attracted
a larger share of institutional assets and
more mainstream attention, the scrutiny
around risk management and compliance has increased also. With institutions stepping up their
investments in hedge funds, managers are coming
under increasing pressure to assure greater transparency in operational process controls and risk
management. In the current emergent regulatory
environment, and in the absence of established
global standards, the SAS 70 Report – a report
on operational controls that was originally conceived by the Accounting Standards Board of the
American Institute of Certified Public Accountants (AICPA) as a way for auditors to reduce the
amount of substantive testing necessary to support an audit opinion – has grown in popularity
because of its alternative uses. With this in mind,
John Alshefski, of SEI’s Investment Manager Services division, looks in greater detail at the SAS
70 and how it can benefit hedge fund managers
looking to attract institutional investors.

What is a SAS 70?
The SAS 70 is a standardised, independent report that details a service provider’s control objectives and the operational effectiveness of those
control objectives. Many types of service partners
- including administrators, transfer agents, custodians, and insurance companies - will have an
independent audit firm assess their operating environment and issue a SAS 70 Report.
The SAS 70 recognises five aspects that together constitute an organisation’s internal controls:
l 
Control environment – the tone of an organisation and its discipline and structure
around compliance and risk management
l Risk assessment – the ability of a company
to recognise and manage against potential
risks
l 
Control activities – the policies and procedures in place

www.hfmweek.com

I nformation and communication systems
– the way in which information is captured
and then escalated to resolve issues that
may arise
l 
Monitoring – the ability to ensure ongoing
compliance with policies and procedures
l

Type I and Type II Reports
It is important to realise there are two types of
SAS 70 Reports: a Type I and a Type II.
In the SAS 70 Type I Report, the auditor assesses the efforts undertaken by a service organisation
to prevent the occurrence of errors, inconsistencies and misrepresentation. A Type I audit reports
only on controls that are in place at a particular
point in time, and considers merely their design,
and not their operating effectiveness. The Type
I Report is best used for informational purposes
and isn’t considered a significant benchmark for
purposes of reliance by users of the reports, including auditors hoping to reduce the amount of
substantive testing necessary to support an audit
opinion. The Type I report is typically a one-time
report performed in the first year.
In contrast, the SAS 70 Type II Report goes
much further to give a snapshot of an organisation’s operating environment, and is done on a
recurring basis. The Type II Report includes the
same information contained in a Type I Report,
but, in addition, the auditor attempts to determine the extent to which formally agreed-upon
controls have been operating effectively. Therefore, the Type II Report is differentiated from a
Type 1 by reporting on controls placed in operation and testing their operating effectiveness over
a predetermined period of time, typically six to 12
months. The Type II Report is thus more comprehensive and rigorous than a Type I, and requires
greater internal and external input. It also seeks to
identify instances of non-compliance and places a
greater emphasis on evidential matter. Type II audits are generally performed on a recurring basis.
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What to expect in the report
The SAS 70 Type II report provides a far more
comprehensive picture, and consists of four main
sections:
l 
The first section is the auditor’s overall assessment and opinion of the design of the
service provider’s control environment and
its operating effectiveness
l 
The second section contains the service
provider’s description of all the controls in
place
l 
The third section provides the auditor’s results following rigorous testing of controls
to assess whether such controls are functioning as intended. This section is only
found in a Type II report.
l 
The last section is optional, and contains
other compliance information, such as AML
procedures, an overview of an organisation’s
business continuity and disaster recovery
plans and the testing results.

“SAS 70 increases transparency into an organisation’s
business environment and its operations and,
therefore, gives the client additional confidence”
What is in it for a hedge fund manager?
A SAS 70 Type II Report provides valuable benefits to hedge fund managers. Probably the most
important of these is the independent validation
and verification of their service provider’s internal
controls and risk management processes. The SAS
70 provides a standardised, internationally recognised audit report that clients can use in their due
diligence procedures. Third parties are better able
to rely on these reports because assessment takes
place over a substantial period of time, and testing
and analysis is done by an independent auditor,
not the service provider.
Secondly, a SAS 70 Report supplements managers’ and investors’ due diligence needs, providing a comprehensive report that details all testing
results. While managers may have their own due
diligence teams and auditors, the SAS 70 Report
can reduce the burden on those providers since
managers can rely on the report rather than having an auditor do similar due diligence checks,
resulting in cost and time savings. Finally, a SAS
70 Report may satisfy some additional regulatory requirements or can aid in an organisation’s
overall compliance efforts. Examples of how test-
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ing results can be used for other purposes include
chief compliance officer (CCO) testing, particular
aspects of Sarbanes-Oxley requirements, or in relation to internal reports delivered to the board or
audit committees.

The benefits of the SAS 70 Type II Report
SEI has been undergoing SAS 70 testing for over
10 years. While the process is extremely time
and resource-intensive, there are many benefits.
First, it demonstrates to clients that an organisation takes risk management very seriously and is
wholeheartedly committed to upholding the highest possible standards. Going through the rigours
of a SAS 70 is good for service providers and even
better for their clients. It increases transparency
into an organisation’s business environment and
its operations and, therefore, gives the client and
their investors additional confidence.
Secondly, by undergoing the scrutiny and testing from an independent set of eyes, it provides
a means to continually fine tune processes and
controls to better manage risk and improve processes. Independent auditors have performed SAS
70 audits at many organisations, have a thorough
understanding of how best to test procedures and
may even be able to suggest how internal controls
and risk management processes can be improved.
In addition, by undergoing comprehensive testing
once a year, as opposed to ad hoc due diligence requests throughout the year, SAS 70 audits represent a more efficient means of testing.
The fact that SEI has undergone testing for over
ten years helps differentiate us in the marketplace.
This distinction is especially the case in European markets, where the use of SAS 70 audits is
increasing exponentially. However, many providers have only established a Type I report thus
far. Most hedge fund managers realise and appreciate the detail and testing results provided by a
Type II report.

A trend that is here to stay
Absent global standards and given the marked and
emergent trend toward increased regulatory scrutiny and due diligence oversight by business partners and institutional clients, the SAS 70 auditing
standard is of growing importance to hedge fund
managers and is most likely here to stay. Managers
targeting institutional assets or looking to differentiate themselves with a strict culture of compliance
should look to providers who also hold themselves
to the same high standards. SEI understands the
challenges that face today’s hedge fund managers,
and the SAS 70 Type II Report is just one of many
ways we help our clients compete and succeed.
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Custom House Oﬀers 24/7 Service
Custom House Administration & Corporate Services Limited now oﬀers its clients
a full “round the world” and “round the clock” hedge fund administration service through
its head oﬃce in Dublin and representative oﬃces in Chicago and Singapore.
For more information on Custom House, the only hedge fund administrator awarded
a Moodys Management Quality Rating, please review our website
(www.customhousegroup.com)
or contact Dermot Butler (dermot.butler@customhousegroup.com)
or David Blair (david.blair@customhousegroup.com).

CHICAGO
Chicago Administration & Corporate Services LLC.
372 West Ontario, Suite 1N,
Chicago, IL 60610.
Tel: (+1) 312 280 0330

DUBLIN
Custom House Administration & Corporate Services Ltd.
25 Eden Quay,
Dublin 1, Ireland.
Tel: (+353) 1 878 0807

SINGAPORE
Singapore Administration & Corporate Services Pte Ltd.
180B Bencoolen Street,
Tel: (+65) 6303 8393

Custom House Administration & Corporate Services Limited is authorised by the Irish Financial Regulator under Section 10 of the Investment Intermediaries Act 1995.

Successful Hedge
Fund Administration?
It’s a question of
partnership.
When it comes to hedge fund administration, you need to know
you are working with a provider you can rely on. At UBS, our
years of hedge fund administration experience allow us to offer
the solution you need. One that is flexible, bespoke, draws on a
breadth of services and accesses state of the art technology.
But more importantly, it’s delivered through a professional single
point of contact, based from our offices in the Cayman Islands,
Ireland or Canada. That’s because we believe successful hedge
fund administration is all about the relationship we build together,
which can give you confidence to focus on your core business.
It’s what we call ‘You & Us’.
Find out more by visiting www.ubs.com/fundservices
or e-mail us at fundservices@ubs.com
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