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The results of the survey provide benchmarks for a variety 
of valuation and risk management metrics. The data show a 
disparity of practices, with some firms following best practices 
in most areas and others much further behind. On average 
however, we found that while the industry is approaching 
middle age, the risk management practices of many hedge 
funds can be characterized as being in their adolescence. Many 
of the basics are in place, but improvement still needs to be 
made in order to reach a level suitable for the strategies being 
followed and assets being held. 

We hope you find this report thought provoking and valuable.

Garry L. Moody
Global Asset Management Leader

Foreword

The hedge fund industry is at a crossroads. It has undergone 
tremendous growth, but with growth has come growing 
pains. Competition has become more intense; an increasing 
percentage of new investments is coming from funds of hedge 
funds and institutional investors, which monitor the practices 
of the funds in which they invest; regulators are paying 
greater attention. The hedge fund industry is certainly not a 
mature industry, but it is an industry entering middle age—an 
age where alpha will be harder to generate and where risk 
management and valuation practices will be of greater 
importance.

However, there are only limited data on the actual risk 
management and valuation practices of hedge fund advisers. 
To help fill this gap, Deloitte Research conducted a survey of 
the valuation and risk management practices of hedge fund 
advisers from across the globe. The survey could not have been 
completed without the assistance of Hedge Fund Research, 
Inc. (HFR), and we would like to thank them for their help in 
gathering the data.
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Executive Summary 

exposing themselves and their investors to risks that they 
do not fully understand. We have identified nine “red 
flags,” where a sizable number of hedge funds are not 
following hedge fund industry risk management best 
practices. Investors need to watch for these flags; hedge 
fund advisers triggering one or more of these flags need 
to determine whether their risk management policies and 
procedures are appropriate for the risks they are taking and 
then take steps to improve risk management as needed. 

•	Some valuation best practices have been widely adopted 
by the hedge fund industry, and while not universal, 
have become “standard” industry practice. Others have 
yet to be widely adopted. For example, while 78 percent 
of survey respondents reported using a third party 
administrator or other third party to provide their official 
net asset valuation, only 47 percent reported that they 
engaged a third party to provide independent pricing 
validation. For investors, this means they need to carefully 
review valuation practices before investing—and continue 
to monitor those practices once an investment has been 
made. Hedge fund advisers that have not yet adopted 
some best practices need to evaluate if they should adopt 
these practices in order to continue to attract investors and 
satisfy regulators. 

•	There is very little uniformity in the valuation of various 
complex or illiquid assets. The lack of uniform accepted 
pricing methodologies reinforces the need for independent 
pricing validation.

As hedge funds grow in size and complexity, risk management 
and valuation practices are becoming increasingly important 
for hedge fund advisers, investors, and regulators. Yet, there 
are very little data on the actual risk management practices 
of hedge fund advisers. What are prevailing hedge fund 
adviser valuation and risk management practices? How do 
they compare with best practices? What should investors be 
wary of? What steps can hedge fund advisers take to better 
meet, and anticipate, the expectations of investors in the 
marketplace? 

To help answer these questions, Deloitte Research conducted 
a survey of the valuation and risk management practices of 
60 hedge fund advisers from across the globe (See About the 
Survey). Our key conclusions are as follows:

•	The competitive landscape facing the hedge fund industry 
is changing. Competition is becoming more intense, 
institutional investors—who are more demanding—are 
growing in importance, and regulators are paying greater 
attention. Firms that will thrive in this new competitive 
environment will be those that pay particular attention to 
risk management and valuation so that can they attract 
institutional funds and so that they understand the 
risks they are taking and can make informed risk-return 
trade offs. 

•	Some hedge fund advisers appear to be following risk 
management practices that are appropriate for their 
strategies and investments. However, other advisers may be 
falling short—the sophistication of their risk management 
may not be keeping pace with the complexities of their 
strategies and investments—raising the risk that they are 
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About the Survey
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Strategy Percentage Strategy Percentage

Convertible 
Arbitrage

1.24% Fixed Income: 
High Yield

5.59%

Distressed  
Securities

6.21% Fixed Income:  
Mortgage 
Backed

0.62%

Emerging  
Markets

5.59% Global Macro 3.73%

Equity Hedge 14.29% Market  
Timing

1.86%

Equity Market 
Neutral

8.70% Merger  
Arbitrage

3.11%

Equity Non-
Hedge

2.48% Relative Value  
Arbitrage

6.83%

Event Driven 8.70% Sector Long/
Short

6.83%

Fixed Income: 
Arbitrage

2.48% Short Selling/
Short Bias

2.48%

Fixed Income: 
Convertible 
Bonds

2.48% Statistical 
Arbitrage

4.35%

Fixed Income: 
Diversified

4.97% Other 7.45%

Exhibit 1: Distribution of respondents by strategy

There are limited data available on the risk management 
practices of hedge fund advisers. To help fill this gap, 
Deloitte Research conducted an electronic survey of the risk 
management and valuation practice of hedge fund advisers 
during the summer of 2006. Nearly 2,000 hedge fund advisers 
who regularly report data to Hedge Fund Research, Inc, as well 
as others, were invited to participate. All told, 60 hedge fund 
advisers participated in the survey. The majority were from the 
United States, although the UK and other financial centers 
around the globe were also represented.

Collectively, the 60 respondents managed 244 hedge funds, 
engaged in a wide array of strategies (Exhibit 1). 

Assets under management ranged from under $25 million to 
over $10 billion (see Exhibit 2), and totaled over $75 billion, or 
over 6 percent of global hedge fund assets. 

Deloitte Research—Precautions that Pay Off �
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An Industry in Transition

“Hedge funds are no longer the preserve of high net 
worth individuals. Pension funds, life insurance 
companies, and other institutional investors are 
increasingly looking to hedge funds to deliver 
attractive returns and portfolio diversification.”

Report of the Alternative Investment Expert Group 
to the European Commission

Another change in the hedge fund landscape has been the 
rise of the institutional investor. As a recent report prepared 
for the European Commission by a group of hedge fund 
practitioners noted, “hedge funds are no longer the preserve 
of high net worth individuals. Pension funds, life insurance 
companies, and other institutional investors are increasingly 
looking to hedge funds to deliver attractive returns and 
portfolio diversification.”5 At year-end 1996, fund of funds 
and institutional investors—pension funds, foundations, 
endowments, and corporations—accounted for approximately 
38 percent of the capital invested in hedge funds. By year-
end 2004, this figure had jumped to 56 percent.6 The fastest 
growing portion of this segment is defined contribution 
pension funds, which invest both directly in hedge funds 
and indirectly through fund of funds.7 Moreover, pension 
fund investments in hedge funds can be expected to grow, 
as pension reform legislation enacted in the United States in 
September 2006 eased some restrictions on the amount of 
pension fund investments US hedge funds can accept. 

The hedge fund industry has undergone explosive growth in 
recent years. According to Hedge Fund Research, Inc. (HFR) 
there were approximately 6900 hedge funds, excluding 
funds of hedge funds, at the end of June 2006, almost three 
and a half times the number that existed at year-end 1995.1 
Over the same time period, hedge fund industry assets 
under management—a measure of the equity of hedge fund 
investors—grew at an impressive average annual growth rate 
of almost 20 percent a year, reaching $1.2 trillion at mid-year 
2006.2 To put the magnitude of funds currently invested in 
hedge funds into perspective, as of June 30, 2006, $1.2 trillion 
was approximately 25 percent more than the combined book 
equity of all 7,480 United States commercial banks.3 

For hedge funds, the rapid growth of the industry has meant 
increased competition. Competition has made markets more 
efficient, which is good for investors and the economy at large, 
but for hedge fund managers it has made finding “excess 
returns” more difficult. As Steven A. Cohen, the founder and 
CEO of SAC Capital Advisors, one of the largest hedge fund 
managers in the world, recently noted, “It’s hard to find ideas 
that aren’t picked over, and harder to get real returns and 
differentiate yourself. We’re entering a new environment. The 
days of big returns are gone.”4 

Some hedge fund advisers, and their investors, have decided 
to live with this new, more competitive, environment by 
accepting lower returns. Others have sought to maintain 
returns—or at least keep them from falling further—by 
increasing leverage, either explicitly or through the use of the 
various derivative contracts, or by shifting strategies in search 
of new profit opportunities. Under any circumstance, firms that 
will thrive in this new competitive environment will be those 
that pay particular attention to risk management, so that they 
understand the risks they are taking and can make informed 
risk-return trade offs. 
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Regulators have also expressed concern over the valuation 
policies and procedures of hedge funds. Part of this concern 
stems from the difficulty of valuing complex or illiquid assets. 
Many of these valuations are dependent on models that 
rely on correlations that can change in unexpected ways, 
once again raising the specter of systemic risk. But, both US 
and UK regulators have also noted the potential conflict of 
interest in valuing hedge fund assets, between hedge fund 
advisers and investors in the funds. To use the words of US 
Under Secretary of the Treasury Randall Quarles, “valuation 
concerns are exacerbated in the hedge fund industry because 
hedge fund advisers’ compensation is tied to period returns 
which, of course, requires periodic asset valuations.”15 The 
FSA has identified asset valuation as one of the initial areas of 
immediate supervisory focus for its new Hedge Fund Managers 
Supervisors Team, and has undertaken a program of themed 
visits to a sample of firms to review valuation practices.16 
Largely at the urging of the FSA, IOSCO is preparing a 
consultation report on hedge fund valuation.

“Valuation concerns are exacerbated in the hedge 
fund industry because hedge fund advisers’ 
compensation is tied to period returns which, of 
course, requires periodic asset valuations.” 

Randall Quarles, US Under Secretary of the Treasury

Why all the regulatory concern? First, it is important to note 
that regulators recognize that on balance hedge funds have 
had a positive effect on financial markets by improving market 
efficiency, liquidity, and risk distribution. However, they are 
concerned that the use of leverage—especially through 
complex derivatives and other structured products—could 
lead to systemic risk that would envelop not only hedge funds 
but prime brokers and other market participants. Closely 
related to leverage, they are also concerned that liquidity 
may be impaired if a large number of hedge fund advisers all 
pursuing similar investment strategies, a phenomenon known 
as “herding” or “crowded trades,” seek to liquidate their 
positions at the same time in a period of market stress. Here 
too the concern is that a liquidity crisis will exacerbate a market 
disruption possibly leading to a systemic event. Given their 
concern with systemic risk, regulators are keeping a watchful 
eye on the risk management practices of hedge funds, if 
not directly then through broker/dealers who serve as prime 
brokers and hedge fund counterparties.14 Indeed, the FSA 
has implemented a regular “hedge funds as counterparties” 
survey.

What matters most to these institutional investors? According 
to a survey by the Bank of New York and Casey, Quirk & Acito, 
when institutional investors were asked “apart from perceived 
investment skill, what makes for an attractive hedge fund 
firm,” the two most popular answers were outstanding risk 
management and operational and infrastructure excellence. 
Included in operational excellence were independent checks 
and balances on asset valuations.8 

The growth of the hedge fund industry has also caught the 
attention of regulators. In the United States, the Securities and 
Exchange Commission (SEC) promulgated a regulation that 
would have required many hedge fund advisers to register 
with the SEC. That regulation was thrown out by the courts in 
June 2006, although many hedge fund advisers were already 
registered with the SEC and many others that registered in 
response to the registration requirement have maintained their 
registration. In addition, the SEC retains enforcement authority 
against any hedge fund adviser that engages in fraud or unfair 
dealings. In the wake of the invalidation of its hedge fund 
advisor registration rule, the SEC recently issued a proposed 
rule for comment that would raise the suitability requirement 
for investing in a hedge from $1.0 million in net worth to 
$2.5 million in net worth, excluding the value of the investor’s 
primary residence.9 The SEC is also reviewing whether to seek 
additional powers from Congress, but regardless it—and other 
US regulators—can be expected to keep a close watch on the 
hedge fund industry.10 

In the United Kingdom, hedge fund advisers are regulated 
by the Financial Services Authority (FSA). As in the US, hedge 
fund advisers are not required to register and the funds 
themselves are not regulated. Nonetheless, the FSA has taken 
a very active role in studying hedge funds over the last few 
years. It published a discussion paper entitled Hedge funds: A 
discussion of risk and regulatory engagement in June 2005 and 
“Feedback” on the discussion paper in March 2006.11 Among 
other things, as a result of this study and feedback the FSA 
created a Hedge Fund Managers Supervisors Team to serve as a 
center of hedge fund expertise and to oversee the supervision 
of large impact hedge fund managers.

Reflecting the interest in hedge fund regulation around 
the globe, the International Organization of Securities 
Commissions (IOSCO) recently released for comment a 
“Consultation Report” on hedge fund regulation,12 and 
Germany, which takes over the presidency of the G-8 in 2007, 
is putting hedge fund transparency on the agenda for the 
2007 meeting of G-8 finance ministers.13 
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Risk Management
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To help answer this question, the survey queried respondents 
on their use of 10 risk metrics for both position risk and 
portfolio risk (Exhibits 3 and 4), as well as risk governance. The 
results show quite a bit of variation: some funds appear to 
have in place a risk management structure that is appropriate 
for their strategies and investments. On the other hand, other 
funds may be falling short—the sophistication of their risk 
management policies and procedures may not be keeping pace 
with the complexities of their strategies and investments—
raising the concern that they are exposing themselves and their 
investors to risks that they do not fully understand. 

Many hedge funds are small operations with relatively few 
employees. Yet, they are increasingly investing in complex 
and illiquid assets and follow complex trading strategies 
that are the focus of much larger financial institutions with 
sophisticated risk management systems. The question for 
hedge fund advisers and investors alike is whether the risk 
management practices employed by the hedge fund industry 
are appropriate for the risks being incurred. 



Deloitte Research—Precautions that Pay Off �

Market, Credit, and Liquidity Risk

Not using position and industry concentration 
limits is a disaster waiting to happen.

Percentage of 
respondents  
raising flag*

No position limits 14

Tracking liquidity without stress testing 
and correlation testing

21

Measuring off balance sheet leverage 
without stress testing and correlation 
testing 

26

No industry concentration limits (except 
sector funds)

30

Not tracking liquidity 33

Use of VaR without backtesting 36

Using leverage without tracking on-
balance sheet leverage

    39**

Use of VaR (or other models) without 
stress testing and correlation testing

40

Holding assets with embedded 
leverage (i.e., forwards, futures, swaps, 
derivatives, etc.) without measuring off 
balance sheet leverage 

50

Exhibit 5: Risk management red flags

*	 Data are for portfolio risk
**	 Percentage of respondents not tracking leverage, the survey does not 

provide data on the number using leverage

Trading Limits

A beginning point in measuring risk is measuring the degree 
to which the portfolio is diversified amongst positions. 
Position limits serve to limit exposure to a given position 
and industry concentration limits serve to limit exposure to a 
given industry. As shown in Exhibits 3 and 4, most firms use 
position limits and industry concentration limits to track and 
ensure diversification. But, these figures are not at 100 percent 
(industry concentration limits are not applicable to a sector 
fund, but even with sector funds factored out, only about 
70 percent of respondents use industry concentration limits). 

Based on an in depth analysis of the survey results, Deloitte 
Research has identified nine “red flags” where a sizable 
number of hedge fund advisers are not following industry risk 
management best practices (Exhibit 5).17 These red flags involve 
trading limits, stress testing, liquidity analysis, backtesting, and 
an understanding of leverage. Hedge fund advisers that raise 
one or more of these flags need to examine whether their risk 
management is appropriate for the risks they are taking and 
take steps to improve risk management as needed. Hedge 
fund investors need to watch out for these red flags, and if 
they encounter a hedge fund that raises one or more of these 
flags perform extra due diligence to make sure that they are 
really comfortable with the risk management practices of the 
fund before investing. 

Value at Risk

While concentration limits are a starting point for tracking 
diversification, they do not take in to account the correlation 
between positions that cross different concentration buckets. 
One model that does attempt to take account of such 
correlations is value at risk (VaR). Estimating VaR can be quite 
complex, and there are various approaches. Nonetheless, it can 
be a good starting point for measuring market risk and credit 
risk embedded in a firm’s investments. Overall, 55 percent 
of respondents reported using VaR to analyze the risk of 
individual positions while 69 percent reported using VaR to 
analyze portfolio risk. 

Not using position and industry concentration limits is a 
disaster waiting to happen. There have been a number of large 
hedge funds that were forced into liquidation due, at least 
in part, to large investments in a single position or industry. 
Long Term Capital Management in 1998 (Russian government 
bonds) and Marin Capital in 2004 (General Motors debt) are 
two notable examples. 
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VaR estimates the maximum change in the value of a 
portfolio (and relevant positions in the portfolio) that 
would be expected over a specified confidence level over 
a specific time period. For example, if the one day VaR 
of a portfolio at the 99 percent confident interval is $1 
million dollars, one would expect the portfolio to gain or 
lose more than $1 million once every 100 days. 

Value at Risk

... only 60 percent of respondents that used VaR for 
portfolio risk did both stress and correlation testing.

1997 Asian financial crisis, and the bursting of the dot com 
bubble in 2000. However, when reviewing these events it 
is important to note that the markets were different than 
they are today and that these events occurred only once and 
were not repeated. In other words, the past is not necessarily 
prologue. Therefore, scenario analyses should also include 
events that are relevant to the firm’s strategy and may occur 
given today’s market environment.

Correlations between market instruments are often not stable, 
and often tend towards 1 or -1 in times of stress. Correlation 
testing should include changes in correlations that occur in 
normal times as well as extreme movements to 1 or -1, similar 
to the stress testing approach. 

Stress Testing, Correlation Testing,  
and Back Testing

VaR provides a snapshot of risk, based on “normal” market 
conditions. It does not provide information on how a position 
or portfolio will behave under extreme market conditions such 
as increased price volatility, decreased liquidity, or changes in 
asset correlations. In order to capture these low probability, 
but potentially high impact “tail events,” it is important to 
supplement VaR by conducting stress testing and correlation 
testing.

Stress testing should include shocks to market prices, volatility, 
the holding period to liquidate assets, leverage, and interests/
credit spreads (e.g., flight to quality). In order to enable a firm 
to be more proactive in monitoring and mitigating risks in 
the portfolio, stress testing should include not only extreme 
movements but also changes that are only slightly greater than 
the norm in order to determine where thresholds or trigger 
points may be that would signal an adjustment in the portfolio.

In addition, stress testing should also include scenario analysis 
where multiple factors are stressed at once. Traditionally, 
scenario analysis is often done by simulating past market 
events such as the October 1987 stock market decline, the 

VaR is not an appropriate risk measure for all strategies—for 
example it would not be appropriate for a distressed debt 
portfolio—thus it is not surprising that not all respondents 
are using VaR. Given the complexity of some stochastic or 
parametric VaR models, the use of VaR is correlated with firm 
size, with larger firms more likely to use VaR than smaller ones. 
When smaller firms do use VaR, the analysis is often done by 
the fund’s prime broker or an external third party provider.

As shown in Exhibit 6, only 60 percent of respondents that 
used VaR for portfolio risk did both stress and correlation 
testing. Using VaR without doing both stress and correlation 
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monitor balance sheet leverage and approximately 50 percent 
of respondents monitor off-balance sheet leverage for both 
portfolio and position risk. These numbers seem low relative to 
what they should be, as most hedge funds use at least some 
leverage. 

One group of respondents that should certainly track off-
balance sheet risk are those that hold off-balance sheet 
derivatives with embedded risk, such as forwards, futures, 
swaps, and other derivatives. Yet, of those respondents 
that reported holding some type of derivative contract, the 
percentage measuring off-balance sheet leverage for portfolio 
risk was no different than for the sample as a whole, only 50 
percent.

As is the case with VaR, firms should do stress testing and 
correlation testing of their liquidity and leverage measures. 
How do minor market movements affect liquidity? Will credit 
still be available? Will there be margin calls and will the 
fund be able to meet them? In times of stress many market 
participants may seek to liquidate a position at once, and 
this scenario should be tested when conducting liquidity 
and leverage analyses. Again, tests for minor movements 
and general trend analyses should also be conducted so that 
thresholds or trigger points can be established and related 
courses of action determined.

While the data are somewhat better than for VaR, there are 
still a sizable number of firms that are tracking liquidity and 
leverage without stress testing and correlation testing. In 
particular, 21 percent of respondents that reported tracking 
liquidity and 26 percent of respondents that reported 
measuring off-balance sheet leverage are not conducting both 
stress testing and correlation testing.

Liquidity and Leverage

Adequate liquidity is critical to a hedge fund being able to 
continue trading in times of stress. It depends not only on 
cash on hand and the availability of credit, but on the ability 
to liquidate assets rapidly without incurring significant loss. As 
shown previously in Exhibits 3 and 4, close to 70 percent of 
respondents track the liquidity of their positions.

Leverage is not an independent risk, but can greatly magnify 
market, credit, and liquidity risk. The degree to which leverage 
magnifies risk is highly dependent on the liquidity of the fund’s 
investments. To take an extreme example, a fund with a high 
leverage ratio that invested solely in US government bonds 
would be less risky than a fund with a low leverage ratio 
that invested in distressed debt. Thus, liquidity analysis is an 
important component of understanding leverage.

Leverage can be accessed in a number of ways. There is 
explicit leverage, such as margin, short selling, and repurchase 
agreements, that shows up on the fund’s balance sheet; there 
is also off-balance sheet leverage, such as futures, forwards, 
swaps, and other derivative contracts, where either all or part 
of the notional value of the contract is off-balance sheet. The 
survey shows that approximately 60 percent of respondents 

testing definitely raises a red flag, since without them VaR does 
not give a complete picture of risk—only a starting point. 

Just as important is back testing the predictions of any 
model— whether risk measurements or valuation. Without 
back testing firms run a greater risk of using flawed models 
to monitor and mitigate risk. For example, when back testing 
VaR one would expect occasional changes in the value of the 
portfolio that exceed VaR. However, in back testing VaR, if 
there are discrepancies that exceed the statistical nature of the 
model, the sources of the discrepancies need to be identified 
and adjustments made to the model or its inputs. Of those 
firms that used VaR for portfolio risk, 36 percent did not 
engage in back testing, running the risk that they are making 
decisions based on flawed models. 
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Risk Governance

Operational Risk

Also of paramount importance to investors, regulators, and 
hedge funds themselves is controlling operational risk. Indeed, 
a study published in 2003 found that half of all hedge fund 
failures could be attributed to operational risk.19 

Key to any control environment is a segregation of duties. This 
includes senior professionals independent of the investment 
team, who are able to take ownership of the operations of 
the fund. Approximately two thirds of respondents had a chief 
operating officer (COO) and over three quarters had a chief 
financial officer (CFO). Over 85 percent of the time, these were 
full time or primary duties. Only 14 percent of respondents had 
neither a COO nor a CFO.

Of course, simply having senior professionals to oversee the 
operational aspects of running a hedge fund is not sufficient. 
Policies need to be established and controls need to be in 
place to make sure that the policies are being followed. Over 
85 percent of respondents had written policies that covered 
record retention, third-party service level agreements, business 
continuity plans, and administration functions. While this is an 
impressive percentage, best practice would be to review and 
update these plans at least annually. There is some variation by 
policy, but in all cases these policies are being updated at least 
annually less than half the time. 

Interestingly, a hedge fund is much more likely to have a chief 
compliance officer (CCO) than a CRO. Fully 88 percent of 
respondents reported having a CCO, and for firms with CCOs, 
the position constituted the individual’s full time or primary 
duty about two-thirds of the time. One possible explanation 
for the high percentage of CCOs is that registered hedge fund 
advisers in the United States are required to have CCOs. While, 
as discussed above, the courts have invalidated mandatory 
registration, almost half of respondents were registered.

Aside from using risk metrics, all funds should have a written 
risk management policy that is shared with investors. A written 
risk management policy reinforces the firm’s market views and 
risk tolerance levels. For the fund, a written risk management 
policy is a crucial tool in communicating to all employees how 
risk is going to be managed. For investors, reviewing a firm’s 
risk management policy is a first step in identifying red flags 
and knowing what questions to ask. Not having a written risk 
management policy is itself a red flag. 

The survey revealed that approximately 80 percent of 
respondents had a written risk management policy, but 
that only about 60 percent of respondents shared their risk 
management policy with investors. Moreover, our experience 
is that such policies often lack sufficient breadth and detail. At 
a minimum, a written risk management policy should include 
acceptable levels of risk, how risk exposures will be identified, 
and how risks will be mitigated.

The risk management policy should be reviewed by the firm’s 
general partner or board of directors. Here the industry is 
falling short. Of funds with boards of directors, 43 percent had 
no input into the formulation of risk management policy, and 
20 percent received no information on the policy whatsoever. 

While risk management is a firm wide responsibility, not just 
the responsibility of risk management professionals, firms 
should have an independent risk management function 
reporting directly to senior management. As a practical 
matter, in smaller hedge funds where there is often no senior 
management apart from the portfolio management, complete 
independence is difficult to achieve, but, to the extent 
practicable, a segregation of duties should be maintained. 

An increasingly common position in the financial services 
industry is that of chief risk officer (CRO). Hedge funds are 
much less likely to have a CRO than most other financial 
services firms. Deloitte’s 2004 Global Risk Management Survey, 
which surveyed a broad array of financial institutions of all 
sizes, found that 81 percent had CROs.18 By contrast, just 47 
percent of hedge fund survey respondents had CROs, and for 
firms with CROs, it was the individual’s full time or primary 
duty just about half of the time. 
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As with all policies, policies designed to control and mitigate 
operational risk should be reviewed by the fund’s general 
partner or board of directors. Here, as was the case for other 
risk management policies, the industry is falling short. Of 
respondents with boards of directors, over 45 percent of 
boards played no role in setting internal controls or setting 
policies to monitor those controls and over one-third of boards 
of directors did not receive any information on internal control 
policies or monitoring. 

Of respondents with boards of directors, over 45 
percent of boards played no role in setting internal 
controls or setting policies to monitor those controls...
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Finally, another key component of operational risk 
management is compliance. Funds should have a written 
compliance policy that lays out firm policies necessary to 
comply with all applicable laws and regulations (including, for 
offshore funds, applicable offshore laws) such as anti-money 
laundering, insider trading, personal trading, privacy, and soft 
dollar commissions, among others. As shown in Exhibit 7, 
the survey showed that 88 percent of respondents had a 
written compliance policy. It also showed that 88 percent of 
respondents had a chief compliance officer. But, despite these 
impressive numbers, only about half as many, 45 percent of 
respondents, conducted a compliance assessment as part of 
their regular operational risk management. 

Of course, simply having operational control policies is not 
sufficient; they need to be followed. A leading practice is 
to have an operational oversight committee to review and 
update operational risk policies, ensure that policies are being 
adhered to, and ensure that any exceptions are discussed and 
resolved. The survey found that 42 percent of respondents 
had operational oversight committees. However, 20 percent 
of these committees have only one member. Only 25 percent 
of respondents had an operational oversight committee with 
three or more members. 

The survey also queried respondents on specific aspects 
of operational risk management. The data revealed that 
58 percent of respondents included operation of due 
diligence, 55 percent of respondents included a full account 
reconciliation, and 40 percent included a review of third party 
providers in-line with service level agreements as part of their 
operational risk management.
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Valuation

As noted above, both investors and regulators are concerned 
with the valuation of hedge fund assets. This concern stems 
from both the inherent difficulty of valuing complex or illiquid 
assets, and from the potential conflict of interest between the 
adviser and the investors in the fund. In fact these two issues 
are interrelated, as it is in valuing hard-to-value assets that 
hedge fund advisers have the greatest leeway, and the greatest 
input, into the valuation process.

As a result, there has been increasing pressure to ensure that 
valuation methodologies are reasonable and consistently 
applied. On the regulatory side this is reflected by the UK’s 
supervisory review of valuation, a suggestion by US regulators 
that they work with the industry on valuation issues,20 and the 
forthcoming IOSCO consultation paper. 

On the investor side of the equation, investors are increasingly 
asking to review documented valuation methodologies, 
policies, and procedures, as well as to assess valuation 

governance and control functions, and have independent third 
parties review methodologies, valuations and controls.

All this has not been lost on the hedge fund industry and both 
the Alternative Investment Management Association and the 
Managed Funds Association, the two largest hedge fund trade 
associations, have issued valuation guidelines.21 Some valuation 
best practices have been widely adopted by the hedge fund 
industry and, while not universal, have become “standard” 
industry practice. Others, which can be considered “leading” 
practices, have yet to be widely adopted, although they are 
becoming more common. 

The survey queried respondents on a number of best practices 
designed to ensure the integrity of the valuation process. 
Not surprisingly, a majority—although by no means all—
respondents are following some practices, while far fewer 
are following others (Exhibit 8). For investors, this means 
that they need to carefully review valuation practices before 

Percentage of  
respondents  

following practice

NAV calculated by administrator or other third party 78

Independent third-party pricing verification 47

Written valuation policy 86

Written valuation policy reviewed at least annually 38

Valuation policy shared with all investors 68

Valuation policy shared with all investors at least annually and when any 
material changes made

50

Valuation committee review part of regular due diligence 25

Exhibit 8: Valuation best practices
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As a practical matter, the use of independent administrators 
does not completely resolve the problem. The roles of 
administrators differ, and in many cases hedge fund advisers 
provide valuations to the administrators who then re-value 
the portfolio to assess the reasonableness of the valuations. 
However, for complex or illiquid assets, discerning value is 
difficult and portfolio managers may have the best insights 
into the valuation of these assets—especially since not all 
administrators have the expertise to do complex valuations 
internally. Discrepancies may be noted which are then worked 
out between the administrator and fund manager. Since the 
FSA has suggested that administrators may sometimes have 
difficulty effectively challenging the valuations of fund advisers, 
it is leading practice to have the outcome of these discussions 
documented.22 

investing—and continue to monitor those practices once an 
investment has been made. Hedge fund advisers that have not 
yet adopted standard or leading practices need to evaluate 
if they should adopt these practices in order to continue to 
attract investors and satisfy regulators. 
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... the best check against potential conflicts of 
interest is independent third-party pricing 
verification.

Independence

One of the issues in the valuation of hedge fund assets is that 
these valuations are used as inputs to the net asset value (NAV) 
calculation. This NAV calculation forms the basis by which 
performance fees are calculated, and if the hedge fund adviser 
is performing the valuation there is, as noted above, a potential 
conflict of interest between the adviser and the investors in the 
fund. 

In order to address this potential conflict of interest, it has 
become standard industry practice for NAV assessments 
to be carried out by independent administrators or other 
independent third parties. 

As shown in Exhibit 9, 61 percent of respondents used 
administrators to calculate their official NAV, and another 
17 percent use other third parties. Only 22 percent of 
respondents calculate NAV in house. 

Despite the potential shortcomings, the best check against 
potential conflicts of interest is independent third-party pricing 
verification. While 78 percent of respondents reported using 
an administrator or other outsider to calculate NAV, only 
47 percent reported that they engaged a third-party to provide 
independent pricing validations.

Ultimately though, regardless of who does the actual 
valuations, NAV is the responsibility of the board of directors, 
trustees, or general partner of the fund, and it is up to the 
fund to establish policies and procedures that result in a 
reasonable and fair valuation.
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The firm’s valuation procedures should also be shared with 
investors. This too is often not the case. Over 30 percent of 
all respondents did not disclose valuation procedures to all 
investors. Of those that did, almost three-quarters provide 
this information at least annually, but the others do not 
provide it on a regular schedule. Best practices would be to 
provide investors with the firm’s valuation procedures at least 
annually—and when any material changes are made.

Beyond sharing valuation procedures, best practices suggest 
having a valuation committee with a documented charter. 

Responsibilities of the valuation committee would include:

1)	 review of the asset valuations;

2)	 review backtesting of asset valuations;

3)	 review of the valuation methodology and approval of 
revisions;

4)	 review and approval of updates to the valuation policy, 
ensuring that policies are being adhered to; and 

5)	 ensuring that any exception has been discussed and 
resolved. 

Fifty-seven percent of respondents reported having a 
valuation committee. However, far fewer than 57 percent of 
respondents have valuation committees with broad enough 
participation to provide “true” oversight. Almost one-third of 
these committees have only one member. Only 31 percent of 
respondents had a valuation committee with three members or 
more, and only 25 percent of respondents include a valuation 
committee review as part of their regular operational risk 
management. 

As a general rule, written valuation policies should:

1)	 to the extent practicable, establish a pricing 
function that is independent of the portfolio 
management function; 

2)	 describe current valuation methodologies and the 
process for revisions and sign-offs;

3)	 establish when exceptions to the pricing policy 
are appropriate, how such exceptions should 
be authorized, and ensure that exceptions are 
documented; 

4)	 provide for backtesting and checking the accuracy 
of the pricing data that are being captured; 

5)	 establish roles and responsibilities of the valuation 
committee;

6)	 establish clear governance and control structure; 
and 

7) 	be clear to all parties responsible for its application.

Valuation Policies

... only 25 percent of respondents include a 
valuation committee review as part of their 
regular operational risk management.

Policies and Procedures

In that regard, the survey revealed that 86 percent of 
respondents had a written valuation policy. However, 
54 percent of those with written policies noted that they 
review those policies only on an “as needed” basis; there is 
no definite timeframe indicated for review. A leading practice 
would be to ensure that policies are monitored frequently 
so that any revisions to the valuation methodology are 
incorporated. 

The valuation policy should also be reviewed by the fund’s 
general partner, trustees, or board of directors. Here the 
industry is falling short. Of the 28 respondents with boards 
of directors, 36 percent of the boards had no involvement 
with establishing their fund’s valuation policy, and 8 percent 
received no information about the valuation policy at all.
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As many valuation issues and pressures center on complex, 
illiquid or thinly traded assets, the survey queried the 
respondents as to how they valued 16 types of these hard-to-
value assets (see Exhibit 10). This was in order to identify the 
pricing sources that hedge funds actually use and to give some 
insight as to how hedge funds are dealing with the challenges 
of valuing complex or thinly traded assets. All told, 50 of the 
60 respondents held at least one of these asset types.

The data show that most hedge funds rely on exchange 
quotes, broker quotes, and third-party/vendor pricing services 
to value these complex or illiquid assets. Relatively few use 
either proprietary or purchased pricing models. (See Exhibit 11.)

Of course, the particular pricing source used should depend 
on asset type, but the survey found that 24 percent of 
respondents relied solely on exchange quotes to value assets. 
Using exchange quotes is appropriate when an asset is actively 
traded. However, for the thinly traded assets covered by the 
survey, relying on exchange quotes alone is problematic. The 
bid-ask spread may be substantial, and there may be few if 
any actual trades reflected. The prices for thinly traded assets 
may not be indicative of prices one would receive in a real 
transaction. 

Valuation of Hard-to-Value Assets

Equity Fixed Income Forwards Swaps Other

Private Investment 
in Public Securities 
(PIPE)

Other Non-Exchange 
Trade Equities 

•

•

Non-US 
Governments

Collateralized 
Mortgage 
Obligations (CMO)

Collateralized Debt 
Obligations (CDO)

Non-Exchange 
Traded Corporate 
Bonds (Investment 
Grade)

Distressed Debt 
(Bonds or Bank 
Debt)

•

•

•

•

•

Currency Forwards

Forward Rate 
Agreements

•

•

Credit Default 
Swaps (CDS)

Interest Rate Swaps

Foreign Exchange 
Swaps

Indexed Swaps

Other Swaps

Swaptions

•

•

•

•

•

•

Other Derivatives•

Exhibit 10: Assets covered by survey
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Most other respondents used a variety of methods, with the 
specific method used varying by asset type. In general, no one 
method emerged as a dominant methodology for any asset 
class. The heterogeneity of pricing methodologies revealed 
by the survey reinforces the need for independent pricing 
validation.

An example of the different valuation methodologies used to 
value a single asset class is shown in Exhibit 12. It shows the 
valuation methods survey respondents used to value credit 
default swaps; 40 percent relied solely on broker quotes, but 
another 40 percent relied on broker quotes in combination 
with one or more other valuation methodologies, and 
20 percent did not use broker quotes at all but relied on third-
party vendors, either alone or in combination with a model. 

While broker quotes are often necessary to value certain types 
of assets, using broker quotes alone poses some issues. Is 
the broker the counterparty to the transaction? Has the fund 
performed due diligence on the broker? Is the broker being 
used a market maker? Would the broker be ready to close the 
position at the quoted value? Does the firm solicit multiple 
broker quotes—as it should? Is a broker rotation followed, so 
the fund gets a variety of views? Finally, since broker quotes do 
not represent actual trades, are the broker’s prices back-tested 
against actual transactions to check for reasonableness and 
systematic bias? 

A preferable practice is to combine broker quotes with another 
source, such as prices from a third party pricing vendor. There 
are in fact many pricing vendors soliciting broker quotes for 
valuations. However, the use of a third party vendor does not 
mitigate the need for due diligence by the fund both on the 
brokers it receives pricing information from or on the pricing 
services.

Where a security can be modeled, such as a swap, it should 
also be modeled. However, unlike commercial banks and 
investment banks, hedge funds rarely use models to value 
assets. For many of the swap categories, which can be 
complicated instruments, most major commercial banks or 
investment banks would not enter into such a transaction 
without using a model to value its position. Yet, as shown in 
Exhibit 12, for example, only 20 percent of respondents who 
held credit default swaps used a model of any kind to value 

their position. This is similar for the other categories as well; 
only 25 percent of respondents holding interest rate swaps, 
13 percent of respondents holding foreign exchange swaps, 
and 29 percent of respondents holding swaptions used a 
model of any kind to value their position.

All told, 16 respondents reported using proprietary or 
purchased models. But, the numbers are deceiving. Of the 
16 firms that use models, seven use them only to value private 
investments in public equity (PIPES) or non-exchange traded 
equity. These are likely to be spreadsheets that are used to 
forecast earnings and cash flows. This leaves only nine firms 
using the type of purchased or proprietary pricing models that 
are common in much of the financial services industry and in 
many cases are considered industry standard in the valuation 
of particular assets. The lack of pricing models is an issue not 
only for valuation, but also for risk management, since it is very 
difficult to do stress testing and correlation testing, especially 
for liquidity and leverage, without models that predict how 
pricing changes as market conditions change.
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Looking Ahead

Looking ahead, with increased competition and more 
sophisticated investors, risk management will become table 
stakes both to attract institutional investors and to survive in 
a more competitive environment. Of course, sophisticated 
risk management does not come cheap; investing in risk 
management at the same time returns are being squeezed 
by competition will be problematic for some firms. While we 
would expect there will continue to be rapid entry and exit of 
the hedge fund industry by small firms, pressure on revenues 
along with the need to invest in risk management may lead 
to consolidation among larger hedge funds as well as the 
consolidation of hedge funds with other financial institutions 
such as investment banks and asset managers that already 
have a sophisticated risk management infrastructure. 

Valuation will also continue to be an area of intense interest 
both to investors and regulators. The leading practices of today 
will be the standard practices of tomorrow. In particular, given 
the inherent difficulty in valuing illiquid and complex assets, we 
would expect independent third party valuation methodology 
and pricing validation to become the industry norm. 
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