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Introduction
The Investor Risk Committee (IRC) was launched by the IAFE in January, 2000. The IRC
consists of individuals from hedge fund investment managers, herein referred to as “Managers”
and from a variety of institutional investors including pension funds, endowments, foundations,
insurance companies, fund of funds and others, herein referred to as “Investors”. See Appendix
A for a detailed listing of the IRC’s participants to date.
Over the past 18 months the IRC held six working sessions in New York, Boston, and London
on the topic “What is the right level of disclosure by hedge funds?" In 2001 the IRC formed 11
smaller working groups to expand the consensus document published by the IRC in October of
2000. The subgroups formed by the IRC cover 9 common hedge fund strategies plus a "fund of
funds" group to address aggregation issues across strategies. In addition, an "alternate
approaches" group was formed as a number of IRC members felt that few hedge funds fit into
one of the 9 pure strategy types on a consistent basis.
Highlights from this release


 Section I provides expanded detail regarding the 3rd finding from the October 2000 IRC
release. The 3rd finding discussed the reporting of summary risk, return and position
information as an alternative to full position disclosure and set forth 4 dimensions: content,
granularity, frequency, and delay. This release includes 20 added findings. Where IRC
members felt it useful, specific commentary is provided for specific hedge fund strategy
types.



 Section II provides an alternate framework for classifying hedge funds. This framework
eliminates the need to classify a hedge fund by type of strategy. The dimensions of this new
framework are asset class, direction, type, region, liquidity and turnover.

The 11 working groups of the IRC are:
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Convertible Arbitrage
Event Driven
Fixed Income Arbitrage
Long/Short Equity
Emerging Markets
Global Macro
Managed Futures
Market Neutral
Dedicated Short Bias
Fund of Funds
Alternate Approaches

As with the October 12, 2000 document, this is not meant to be the final word. The IRC plans to
continue its work and to expand the content of this document in future releases. The goal of the
IRC is to provide results that will be useful to Investors and Managers alike to benchmark their
practices relative to their peers.
As in its initial document, the IRC adopts the definition of a hedge fund used in "Sound Practices
for Hedge Fund Managers"1[1] published in February 2000: “a pooled investment vehicle that is
privately organized, administered by a professional investment management firm … and not
widely available to the public.” As such, a wide variety of investment vehicles are included in
this definition – small and large (in assets or staff), operating in one market or many, following a
single, simple strategy or a combination of complex strategies, operating on-shore or off-shore
under varying organizational structures, etc.
IRC Findings (reprinted from the October 12, 2000 findings)
1. 1. Investors have three primary objectives in seeking disclosure from Managers
•

• Risk monitoring: ensuring that Managers are not taking on risks beyond represented
levels in terms of allowable investments, exposures, leverage, etc.

•

• Risk aggregation: ensuring the Investors’ ability to aggregate risks across their entire
investment program in order to understand portfolio level implications

•

• Strategy drift monitoring: ensuring the Investors’ ability to determine whether a
Manager is adhering to the stated investment strategy or style

2. 2. IRC Members agreed that full position disclosure by Managers does not always allow
them to achieve their monitoring objectives, and may compromise a hedge fund’s ability to
execute its investment strategy
Despite the fact that many Investors receive full position disclosure for many of their
1[1]

This 80-page document may be down loaded from

http://www.mfainfo.org/washington/hedgefunds/HFMSoundPractices.PDF

investments, the members of the IRC who have participated in the meetings to date were in
agreement that full position disclosure by Managers is not the solution. Managers expressed
significant concerns over the harm that full position disclosure could cause for many
common hedge fund strategies (for example macro and risk arbitrage). Investors agreed they
did not wish to force disclosure that would be adverse to the Manager, and therefore to their
investment. In addition, many Investors expressed concern over the operational difficulties
associated with processing such vast quantities of diverse data.
3. 3. IRC Members agreed that the reporting of summary risk, return and position information
can be sufficient as an alternative to full position disclosure. Such summary information
should be evaluated on four dimensions: content, granularity, frequency, and delay.
• • Content: describes the quality and sufficiency of coverage of the Manager’s
activities. This dimension covers information about the risk, return and positions on an
actual as well as on a stress-tested basis.
•

• Granularity: describes the level of detail. Examples are NAV disclosure, disclosure
of risk factors (APT i[1], VaRii[2], etc.), disclosure of tracking error or other risk and return
measures at the portfolio level, by region, by asset class, by duration, by significant
holdings, etc.

•

• Frequency: describes how often the disclosure is made. High turnover trading
strategies may require more frequent disclosure (for example, daily) than private or
distressed-debt investment funds where monthly or quarterly disclosure is more
appropriate.

•

• Delay: describes how much of a lag occurs between when the fund is in a certain
condition and when that fact is disclosed to Investors. A fund might agree to full or
summary position disclosure, but only after the positions are no longer held.

4. 4. IRC Members agreed that usability of any alternative disclosure depends upon sufficient
understanding of the definitions, calculation methodologies, assumptions and data employed
by the Manager. This may be accomplished in a variety of fashions including discussions
between Investors and Managers; by the Manager providing for adequate transparency of
their process; or via independent verification.
5. 5. IRC Members should benchmark their practices relative to their peers. IRC Members
agreed that a major challenge to peer group performance and risk comparisons as well as
aggregation across managers is the use of a variety of calculation methodologies,
assumptions and data employed in the market place. IRC Members did not, however, feel
that “one size fits all,” and felt that multiple peer groups may be relevant depending on the
nature of the Investor as well as the strategies employed by the Manager. Investors and
Managers believe that an industry effort should be made to improve the ability to conduct
comparisons across Managers as well as multi-Manager portfolio analysis.
6. 6. IRC Members agreed that detailed reporting is not a substitute for initial and ongoing due
diligence reviews, on-site visits and appropriate dialog between Investors and Managers.

7. 7. IRC Members agreed that market, credit, leverage, liquidity and operational risks are
interrelated. Accordingly, exposure to these risks in combination should be included in the
dialog between Investors and Managers.
Section I
This section provides expanded detail regarding the 3rd finding from the October 2000 IRC
release. The 3rd finding discussed the reporting of summary risk, return and position information
as an alternative to full position disclosure and set forth 4 dimensions: content, granularity,
frequency, and delay (see above). Overall, IRC members observed that disclosure of information
should minimize the possibility that it could adversely impact the fund. This requires limiting
the degree of detail that is revealed, closely limiting the recipients and using confidentiality or
other protections as necessary. An overarching finding by the IRC for each of the detailed
comments that follow is that disclosure should not be made if it jeopardizes the returns of the
fund.
Dimension #1: Content: describes the quality and sufficiency of coverage of the Manager’s
activities. This dimension covers information about the risk, return and positions on an actual as
well as on a stress-tested basis. Regarding content, the IRC was in agreement that:


 VaR can be useful information but should be calculated using an industry-standard
definition.
Currently there is no industry-standard definition for VaR for hedge funds nor is there an
industry-standard definition for VaR for many types of firms such as mutual funds, banks or
insurance companies. An industry standard definition may be able to be developed for many
types of hedge funds and assets classes. However, IRC members noted that while common
historical data exist for many asset classes, data do not exist for all asset classes or for many
spreads that are traded by hedge funds. Accordingly, for strategies that involve spreads (e.g.
fixed income arbitrage) and/or specialty assets classes, use of VaR should be discouraged
unless it explicitly models the particular "spread" or “specialty asset class” risks in the
portfolio. Where use of VaR under an industry standard definition is not possible,
simulations of the portfolio under various scenarios are an acceptable substitute.
The IRC encourages members to cooperate to build the necessary data required so that all
types of assets and spreads may be included in an industry standard definition for VaR. The
IRC observes that any development of any industry standard definition – and the necessary
data - will take time and must take into account the cost of conversion/implementation to
Managers. Switching from existing methodologies to an industry standard methodology
could result in material and substantial expenditures for many funds.
Pending the development of an industry-standard definition of VaR, Managers who use VaR
may use methods that are appropriate to their investments. As a consensus on industry
standards develops, Managers should work to incorporate those standards as soon as

practicable if VaR is appropriate for their fund(s). IRC Members underscored the value this
will have in addressing aggregation issues across Managers.




Aggregate measures of a fund's exposure to different types of asset classes can be useful.

Global macro managers and event driven managers – and investors in these types of
managers – expressed the concern that disclosure could place the manager’s returns in
jeopardy. Where possible, profiles of interest to investors include interest rates, equities,
commodities and currencies. In addition, volatility and credit while not considered
traditional asset classes, may be of interest to Investors for portfolios that involve
transactions such as volatility swaps and notes or credit derivatives. Managers may draw
from many different types of aggregate measures such as VaR by asset class, marginal VaR
by asset class, the absolute value of gross and/or net exposure by asset class, and percentage
of overall cash invested per asset class.




Aggregate measures of a fund's exposure to different geographic regions can be useful.

This only should be disclosed if it does not jeopardize the returns of the fund. Global macro
managers and event driven managers – and investors in these types of managers – expressed
the concern that disclosure could place the manager’s returns in jeopardy. Where possible,
profiles of interest to investors include US, Euro, other G-7 currencies, and emerging market
currencies.


 Net asset value (NAV) and stress measures of NAV appropriate to the strategy can be
useful.
The IRC noted that benchmarks are commonly used to generate the NAV and NAV stress
measures for many hedge fund strategy types. The IRC observed that in some cases the use
of benchmarks for this type of disclosure may be better replaced by historical simulations.
For example, if a market neutral manager in US large cap equities uses the S&P index as a
proxy for the long/short positions, this may understate any sector risk that exists in the
portfolio. Benchmarks pose a similar issue for arbitrage managers. For such managers,
historical simulations designed for the specific risks of the portfolio may be an acceptable
substitute. Another useful representation of stress measures is as a percentage impact on
capital.





Cash as a percent of equity can be useful.

Some members of the IRC noted that liquidity as a percent of equity and/or liquidity
expressed relative to VaR may be more appropriate measures for some funds. These
measures are an area in which the IRC plans additional work.




Correlation to an appropriate benchmark can be useful.

In addition to correlation with a benchmark, certain investors may also wish to measure the
tracking error and information ratio of a portfolio relative to a benchmark. Investors and
Managers in the IRC unanimously agreed that these are not appropriate for many types of

hedge fund managers, particularly those who allocate capital into different types of asset
classes and/or strategies during the course of a reporting period.




Delta, gamma and other measures of optionality, as appropriate, can be useful.





Key spread relationships, as appropriate, can be useful.

Dimension # 2 Granularity: describes the level of detail. Examples are NAV disclosure,
disclosure of risk factors (APT, VaR, etc.), disclosure of tracking error or other risk and return
measures at the portfolio level, by region, by asset class, by duration, by significant holdings, etc.




Granularity depends on the size of the fund/ pool.

For example a small portfolio has little potential market impact so highly granular disclosure
could be "costless" and would not jeopardize the Manager’s positions. For large portfolios,
granular disclosure is far from costless and can be ruinous.


 Large funds/ pools need to limit granularity of reporting sufficiently to protect Investors
against predatory trading against the Manager’s positions.



 For those funds/ pools who will not place the investor's interests at risk through such
disclosure, the top 10 single exposures and concentrated sector exposures expressed on a net
basis can be useful. Absolute value may be used to protect the directional position of the
Manager. Some IRC members observed that the availability of information on long equity
holdings could be combined with any net holding information to derive short positions and
therefore that net position disclosure could be detrimental and should not be made by such
funds.



 Where it is not possible to disclose the top 10 single exposures, disclosure by asset class
and by region can be useful, but should be limited to protect Investors against predatory
trading against the Manager’s positions.



 To the degree that it is not damaging to the Manager’s positions – and hence the
Investor’s returns - statistics reported by asset class/ region can be useful if their gross long
exposure exceeds 20% of total.

Dimension # 3 - Frequency: describes how often the disclosure is made. High turnover trading
strategies may require more frequent disclosure (for example, daily) than private or distresseddebt investment funds where monthly or quarterly disclosure is more appropriate.


 Summary statistics can be useful to Investors and reported as frequently as monthly.
Investor members of the IRC noted that this is consistent with how many of their Managers
are monitored and that monthly disclosure of risk statistics would be more frequent than what
is provided by many mutual funds.



 If the strategy is illiquid or exhibits light turnover, then quarterly disclosure may be
sufficient.





Disclosure can be more frequent (monthly) for portfolios that turn over more frequently.





Performance attribution can be useful to disclose more frequently than risk attribution.



 In the monthly disclosure it can be useful to include the previous month's history of daily
profit and loss for funds who have investments that are able to be marked to market on a
daily basis.

Dimension #4 - Delay: describes how much of a lag occurs between when the fund is in a certain
condition and when that fact is disclosed to Investors. A fund might agree to full or summary
position disclosure, but only after the positions are no longer held.


 Summary statistics should be disclosed as soon as is practicable following the end of the
reporting period (preferably within 10 days) subject to protecting the interests of investors
from suffering adverse market impact from that disclosure.



 Practically, delay may be viewed as a function of the average holding period in a given
strategy.



 Disclosure may use generic rather than specific names if the strategy is still active at the
time of the disclosure.

Section II2[2]
In this section, the IRC provides the following “alternative approach” to hedge fund
classifications as a starting point for discussion about disclosure findings. The IRC reiterates
that this is an important framework to develop given the lack of “pure” hedge fund types that
exist in the market place. The lack of pure hedge funds types – and the fact that many
practitioners and academics continue to classify hedge funds by pure types - creates significant
noise in many existing hedge fund indices. This calls into question the results of studies that
depend upon these classifications. The IRC expects this framework to change substantially as it
evolves and is merged with the work in Section I.
The IRC envisions that Managers would reclassify themselves as necessary under this
framework. For discussion purposes, the IRC classified the activities of traditional and hedge
fund Managers into the following five types:
1. 1. Asset Class - The asset class is the broadest category, and defines the market in which
the fund operates. The following are the suggested types of asset classes:
  Interest rates
  Equities
2[2]

This section is drawn from Richard Bookstaber, "Definitions of Trading Strategies", Working
Paper, April, 2001.





 Foreign Exchange
 Commodities
 Multi-Class – this is meant to capture “none or some of the above”, and
specifically includes Global Macro funds.

2. 2. Direction - The direction of the Manager’s activity in the asset class indicates the net
exposure and correlation the manager tends to have with the key risk factor of that asset
class. The IRC suggests the following directional classifications:
  Long
  Short
  Long/Short
  Neutral
The IRC observes that direction may be misleading or impossible to apply to a Global Macro
fund. However, for Managers with more consistent investments in one or more asset classes, the
following correlation ranges are suggested as a straw man to establish the “Direction” categories:












Long
Short
Long/Short
Neutral
Event

over +0.5
under -0.5
between -0.5 and +0.5
between -0.2 and +0.2
usually zero, sometimes high (i.e. in liquidity or credit crises)

Example: for a large cap US stock fund, the S&P may be an appropriate benchmark against
which to calculate correlation for directional evaluation; for a European bond fund it might be
the Bund.
The IRC notes that a substantially long-only Manager may show low correlation with a
benchmark so would be classified as a "neutral." The following net exposure measures are
suggested as a straw man to address this:












Long
Short
Long/Short
Neutral
Event

net exposure over + 60%
net exposure under - 20%
net exposure between + 20% and + 60%
net exposure between -20% and + 20%
net exposure typically between 0% and 20%

To perform the calculation of net exposure take the market value of long exposure minus the
market value of short exposure and divide the result by capital.
3. 3. Type – The type provides more information, particularly in the case of Managers who
have “Neutral” and/or “Event” Direction categories under the previous classification.
Greater information is helpful because the risk of these types of activities are not well
described by the variation of the Asset Class index. The following classifications are
suggested as a straw man to establish the “Type” categories for such Managers:

Type (for Neutral classification)
  Relative Value
  Convertible Arbitrage
  Statistical Arbitrage
  Quantitative/Systematic Equity Selection
  Option Arbitrage
Type (for Event Classification)
  Merger Arbitrage
  Credit Arbitrage
  Distressed Debt
4. 4. Region - The region provides information regarding where the fund is trading. To the
degree this classification places the Manager’s positions and or returns in jeopardy,
differentiation may be limited to “G-10” and “Emerging Markets.” The following
classifications are suggested as a straw man to establish the “Region” categories for
Managers:
G-10
  US and Canada
  Euro Zone
  Other European
  Japan
  Global
Emerging Markets
  Eastern Europe
  Latin America
  East Asia
  Emerging Market Global
5. Liquidity - Some funds trade short term and are in instruments that can be traded easily.
Other funds are less liquid either because of their strategies, the types of instruments they
hold, or the size of their holdings. The following classifications are suggested as a straw
man to establish the “Strategy” categories for such Managers:








Highly Liquid: most positions can be liquidated in a few days
Liquid: most positions can be liquidated in one to two weeks
Illiquid: positions cannot be easily liquidated, with some taking months

6. Turnover – A second approach to classifying liquidity is turnover, which addresses the
percentage of portfolio turnover on a monthly or annual basis. The following classifications
are suggested as a straw man to establish the “Turnover” categories for Managers:
•

• Low turnover: Strategies that were the bulk of the positions (>50%) were carried
over a month would be low turnover.

•
•

• Moderate turnover: Strategies were the bulk of the positions changed during the
month, but were carried over from day to day.
• High turnover: strategies which involved daily turnover greater than 25%, on at
least several days a month.

Examples of Framework #2 Classification
With this categorization scheme, a technology fund might be “Stocks-Long/Short-US-Highly
Liquid” while another technology fund may be classified as “Stocks-Long-US-Illiquid”.
A Japanese Distressed Debt fund would be “Bonds-Event-Distressed-Japan-Illiquid” while a US
corporate bond fund would be “Bonds-Event-Credit-US-Liquid”.
Conclusion
IRC members observe that whether using the strategy classification types or the new framework
for hedge funds, challenges will still remain to get to peer comparisons and benchmarking. The
due diligence process is a critical part of this process. Hence, the IRC reiterates the importance
of consensus statement number #6 from its October 2000 document "IRC Members agreed that
detailed reporting is not a substitute for initial and ongoing due diligence reviews, on-site visits
and appropriate dialog between Investors and Managers."
The IRC’s goal is to provide the consensus of a substantial group of Managers and Investors
regarding “What is the right level of disclosure by hedge funds?” The IRC invites all Managers,
Investors and other interested parties to comment and assist this industry group in the evolution
of this document. Other interested parties include regulators, industry associations, prime
brokers, custodians, consultants and other service providers, among others.
The IRC plans additional forums on related topics, including implementation of these findings,
and solicits your input regarding items of interest to you and the IRC’s work.
About the IAFE
The IAFE is a global organization devoted to defining and fostering the professions of
quantitative finance, risk management and financial engineering. Collaboration and networking
between academics and practitioners and across different sectors of the practitioner world are
major objectives of the IAFE. Over the past 10 years, the Association has pursued its mission of
promoting informed exchanges among members to further understanding, share best practices
and establish standards on pertinent aspects of finance. The work of the Investor Risk
Committee on hedge funds is an important part of this mission.
Education is a major component of the IAFE's activities. The IAFE sponsors numerous sessions
and conferences where new products, strategies, quantitative finance and technologies are
discussed among practitioners and academics and where public policy issues are debated. The
IAFE publishes the Journal of Derivatives which represents a merger with the IAFE's former

publication the Journal of Financial Engineering. Past issues have carried articles by such
luminaries as Nobel Laureates Harry Markowitz and the late Merton Miller.
Visit IAFE at www.iafe.org
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APT refers to the Arbitrage Pricing Theory, but we consider any models that use a linear combination of risk
factors that can be combined to explain the risk of a particular holding or portfolio of holdings.
ii[2]
VaR refers to Value at Risk, a probabilistic statement about the estimated capital at risk of loss within a given
confidence interval over a given period of time.

