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The impact of the recent difficult market conditions on hedge funds has led many hedge fund managers and investors to reconsider many basic hedge fund terms.  Many hedge fund managers who performed well are considering new investment fund products and terms in order to take advantage of market opportunities and gain assets, while other managers who struggled are modifying fund liquidity terms and fees, accepting managed accounts, and creating special purpose vehicles in response to investor pressure and a difficult marketing environment.  Hedge fund investors are placing greater emphasis on liquidity, transparency and investor control, and are less tolerant of efforts to structure traditional open-end hedge fund vehicles around asset classes that proved problematic for many hedge funds in the recent past.  “Hybrid” or “crossover” fund structures that combine elements of traditional hedge and private equity fund structures are becoming increasingly common in response to these market conditions. 

Hedge funds traditionally have the following terms: 

· Open-end fund (permits periodic subscriptions and redemptions at net asset value); 

· Indefinite life (no need to raise a new fund every few years); 

· Annual performance-based mark-to-market compensation (typically 20% of net realized and unrealized gains annually); 

· Management fee (typically 1.5-2% of annual net asset value); 

· Invests primarily in liquid assets that can be valued, and must be valued whenever subscriptions or redemptions are permitted, and in order to calculate annual incentive fee or allocation; and 

· Annual incentive fee/allocation can be reinvested in fund and compounds annually. 

Private equity funds generally have the following terms:
· No redemptions are permitted; 

· No subscriptions are permitted after an initial 6-12-month subscription period; 

· Money is drawn down to fund investments as needed; 

· Net proceeds of realizations are distributed to investors (some recycling can be permitted); 

· Carried interest is paid only on net realized gains (not unrealized gains); 

· Fixed life of fund (typically 5-12 years); 

· Management fee usually is based on committed capital during commitment period and then ratchets down; and 

· No need to value illiquid assets, since no redemptions or new subscriptions are permitted. 

The key difference between the two structures is the open-ended nature of hedge funds, permitting ongoing subscriptions and redemptions, as opposed to the closed-end nature of private equity funds.  The hedge fund model therefore requires, first and foremost, that the underlying assets are capable of being valued whenever subscription or redemptions are permitted.  The type of assets to be acquired by a fund will therefore usually be the prime determinant of the fund structure to be used.  If a fund's portfolio investments cannot be valued on a regular basis with a high degree of certainty, then a hedge fund structure and terms are not appropriate. 
The second consideration in choosing a fund structure, after valuation, is liquidity of the underlying assets.  If a fund permits redemptions, then it should be able to generate cash in order to pay redemptions.  But liquidity issues can be dealt with in hedge fund structures through a variety of terms that can restrict the liquidity options granted to investors.  
Hedge Fund Alternative Liquidity Terms:
Some common modified liquidity terms adopted by hedge funds include:
· Lock-Up:  Redemptions are not permitted during a specified initial period of time (typically 1-3 years)

· Often subject to a key-man clause permitting redemptions after the departure of key personnel

· Redemption Gates:  Redemptions on each redemption date are limited to a specified percentage of net assets (typically 10-25%)

· Do deferred redemptions get priority over later redemptions?

· Is there a guaranteed exit date?

· Staggered Redemption Dates:  Each investor receives multiple tranches of interests with different permitted redemption dates (in effect a rolling lock-up or gate)

· Suspension of Redemptions:   Most hedge funds have the right to suspend redemptions in order to prevent forced dispositions of assets in unfavorable markets.

· Limit conditions to true emergencies?

· Redemptions in Kind:  Most hedge funds have the right to pay redemptions by distributing assets instead of cash

· Many hedge funds used this provision to in effect create a side pocket (discussed below) by distributing interests in a special purpose vehicle formed to hold illiquid assets

· Require manager to use best efforts to pay redemptions in cash?

· Require manager to give advance notice of in kind distributions and sell illiquid assets for the account of an investor if requested by the investor?

· Side Pocket:  Illiquid assets can be set aside in a separate pool represented by a new class of non-redeemable interests
· Existing investors cannot redeem their interest in the side pocket

· New investors do not participate in the side pocket

· Often capped at a percentage of fund or investor net assets

· Often subject to different fee structure

· Holdback:  A pro rata portion of illiquid assets can be held back from a redeeming investor until the illiquid assets are disposed of and the net proceeds distributed to the redeeming investor
· Different than side pocket because only the portion of the illiquid assets attributable to the redeeming investor is “side pocketed”, and the remainder of such illiquid assets is still held in the fund and therefore are still part of the fund in which new investors participate

· Special purpose vehicles with customized terms for clients

· Permits investor ultimately to control assets, redemptions, valuations, etc.
· Permits manager to receive incentive allocation rather than fee
· Allocation generally provides more favorable flow through tax treatment to the manager
· Allocation also avoids potential excise tax on deferred fee under Code Section 457A 

· Managed Accounts

Hedge Fund Alternative Fee Structures
As hedge fund structures have been modified to address the liquidity of the underlying assets, the compensation of the manager is often also modified from the traditional hedge fund fee structure. Some of the variations that we have seen recently include:

· Incentive fee/allocation is payable only at end of lock-up period

· Note Code Section 457A problem if payable as deferred fee rather than allocation

· Incentive fee/allocation is payable only on realized (not unrealized) gains

· Note Code Section 457A problem if payable as deferred fee rather than allocation

· Incentive fee/allocation subject to holdback of a portion for a specified period (typically 1-2 years)
· Held back portion may be forfeited if the fund later incurs losses

· Note Code Section 457A problem if payable as deferred fee rather than allocation

· Incentive fee/allocation may be subject to clawback (refund) based on losses in later years

· Incentive fee/allocation may be subject to a hurdle (preferred return to investors)

· May be cumulative or annual

· May be subject to catch-up to manager, so that manager receives 20% of total gain

· Fee variations on side pockets

· Waiver or reduction of fixed management fee or incentive fee/allocation

· Incentive fee/allocation is payable only on realized gains/final liquidation of side pocketed assets

Modified Private Equity Fund Features
We have also seen some funds organized recently using a traditional closed-end private equity fund structure, but with some modified terms more typical of hedge funds.  These terms can include: 

· Additional commitments or subscriptions may be permitted after the initial closing period based on mark-to-market net asset values of the underlying assets

· Fees and allocations based on mark-to-market valuations of the underlying assets

· Increased permitted recycling of net proceeds of disposed investments into new investments 

