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Despite the rise of an entire regulatory regime, the tools available for 
safeguarding a pension fund’s reputation and assets are inadequate to prevent 
a crisis because of the wide range of fraudulent behavior that is possible today. 
When a fund’s reputation is threatened, operational due diligence (ODD) 
measures, separately managed accounts (SMAs), financial audits, and forensic 
audits all too often provide hedge funds with insufficient protection. 

The biggest reason pension fund managers shy away from hedge funds is a 
lack of transparency. When pension fund managers become attached to hedge 
funds that lack transparency, they expose themselves to the risk of facing a host 
of uncomfortable questions (and even termination) if the fund implodes. Just 
the allegation of wrongdoing can be hugely detrimental, since investigations 
can run on for months and audits only arrive after reputations have already 
been damaged. According to Tracy Wills-Zapata, managing director at Campbell 
& Co., “Pension investors live in mortal fear of headline risk and the negative 
impact it could have on their careers.”1 Pension Fund managers need protection 
before they’ve invested in hedge funds. They require armor against reputational 
damage and an enhanced means to scrutinize investment viability. 

T H E  N E E D  F O R 
T R A N S P A R E N C Y

OVERVIEW

1 http://www.pensioninvestor.com/article/1241409/Investors-Worry-About-Hedge-Fund-Headline-Risk.html 
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Over the past 20 years, an ever-expanding regulatory regime has been created 
to oversee financial service providers. They have imposed strict compliance 
standards – and added hefty fees – on asset managers. Furthermore, the SEC 
now relies on “Big Data” analytics as part of its comprehensive strategy for 
detecting and prosecuting accounting fraud and insider trading.2 The situation 
is even more complex for managers who market to foreign jurisdictions and are 
therefore simultaneously subject to multiple sets of regulations.

The growth of the regulatory environment came in response to a relatively small 
number of events – but they were events that threatened the integrity of the 
entire global financial system.3 Those events included the collapse of LTCM in 
1998, the Dot-com Collapse in 2001, the Enron and WorldCom scandals in 2003, 
the Global Financial Crisis (and the consequent destruction of Bear Stearns, 
Lehman Brothers, etc.,) in 2008, and the Bernard Madoff Ponzi scheme in 2009.

THE RISE OF REGUL ATORY TRENDS 
AND OPERATIONAL DUE DILIGENCE

The rise in regulatory oversight has come with a serious price tag for hedge funds, 
increasing the minimum viable size for an alternative asset management fund to 
approximately $500 million.4

2 http://thehill.com/policy/finance/220698-sec-director-big-data-clamps-down-on-insider-trading
3 https://www.pwc.com/gx/en/industries/financial-services/asset-management/publications/asset-management-2020-a-brave-new-world.html
  https://www.pwc.com/us/en/asset-management/investment-management/alternative-asset-management-2020.html
4 http://www.ey.com/Publication/vwLUAssets/ey-2015-global-hedge-fund-and-investor-survey/$FILE/ey-2015-global-hedge-fund-and-investor-survey.pdf



AIFMD 
(EU) 

Alternative Investment Fund Managers Directive seeks to reduce systemic risk by 
implementing capital obligations, organizational requirements, governance requirements, 
and new reporting requirements to both regulators (EU member states) and investors.

KYC / AML / 
CTF (Global)

Know Your Customer, Anti-Money Laundering, and Countering the Financing of 
Terrorism are sets of policies and procedures that have been established in the daily 
operations of all financial institutions.

Form ADV 
(US) All investment advisors are required to register with the SEC using Form ADV.

Form PF 
(US)

All SEC registered investment advisors are required to report risk exposure statistics for 
their fund’s investments to the SEC and the Financial Stability Oversight Commission, 
giving detailed portfolio information via FINRA’s IARD system.

FATCA/AEOI 
(US, UK/Global)

The Foreign Account Tax Compliance Act and the Automatic Exchange of Information 
both mandate new reporting requirements for cross-border investors.

Volcker Rule 
(US):

The Vocker rule is a federal regulation that prohibits banks and affiliates from proprietary 
trading and investment into hedge funds.

Dodd-Frank 
(US) 

The Dodd-Frank Act is a 2,300 page bill that includes provisions to monitor systemic 
risk of financial institutions (including hedge funds) by the Financial Stability Oversight 
Council, the Federal Reserve Board of Governors, the Commodity Futures Trading 
Commission and the Securities and Exchange Commission.

Basel III 
(Global)

The Third Basel Accord, also known as Basel III, is a wide-ranging regulatory framework 
that strongly impacts the traditional hedge fund financing model by altering the ability 
prime brokers have to finance their portfolios as a financial intermediary via the Capital 
Requirements Directive (CRD).

MiFID II/MiFIR 
(EU) 

The Markets in Financial Instruments Directive II and Markets in Financial Instruments  
Regime both include detailed regulations on all aspects of securities and the financial 
industry.
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T H E  M A J O R 
R E G U L ATO R Y 
C O M P L I A N C E 
S Y S T E M S
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As a result of the current compliance environment, hedge funds are legally 
compelled to nominate a Compliance Officer who has the competency to 
determine if the administrator’s practices remain legal. The Compliance 
Officer is held personally accountable for the firm’s representations. They are 
responsible for ensuring the fund’s compliance with the standards established 
by the entire regulatory regime.

In addition to the above regulatory measures, the SEC has announced their 
determination to require alternative asset management funds to employ 
third-party compliance reviews.

1.  OPERATIONAL DUE DILIGENCE 
IS NOT ENOUGH

“Division staff, working in conjunction with the staf from the SEC’s 
Office of Compliance Inspections and Examinations (OCIE), is 
developing... a program of third-party compliance reviews for registered 
investment advisers. The reviews would not replace examinations 
conducted by OCIE, but would supplement them in order to improve 
compliance by registered investment advisers.”5

 – David Grim, Director, Division of Investment Management 

U.S. Securities and Exchange Commission

5 https://www.sec.gov/news/testimony/testimony-oversight-of-im-102315.html

F O U R
S H O R TC O M I N G S 
O F  T H E  C U R R E N T 
M E T H O D S  O F 
O V E R S I G H T
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Despite the vast system of operational due diligence – and the resultant costs 
for alternative asset managers and their providers – adherence to current  
practices is still not enough to make hedge funds truly safe for institutional 
investors. Why? To begin with, even investment fund managers who are acting 
in good faith and are adhering to best practices can have their funds collapse 
or be subject to legal action. A recent example of this is Intel. A lawsuit was 
brought against Intel by former employees who felt the fund was engaged in risk 
that was inconsistent with their fiduciary responsibilities.6 Lawsuits like this are 
crippling to both the hedge fund and its investors.

A second flaw with Operational Due Diligence is that significant oversights in 
ODD open the investors to diverse risks of fraud. One case in point is QED 
Benchmark Management LLC, which owes $2.877 million to investors. Manager 
Peter Kuperman misled investors about the fund’s history and strategy. Once 
they had the investments in hand, Kuperman and QED Benchmark deviated 
from their pledged course and invested most of the fund in a single penny 
stock. After the losses accrued, QED Benchmark lied to its clients about how 
their investments were faring.7 All of this went on under the watch of the new 
regulatory regime.

6 http://www.plansponsor.com/Intel-Lawsuit-Questions-Custom-Target-Date-Fund-Construction/
7 http://www.sec.gov/news/pressrelease/2016-14.html
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Another place investors have turned to for security in today’s market is 
Separately Managed Accounts (SMAs). SMAs typically call on a professional 
money manager as a third party to act in the investor’s interests. SMAs 
provide transparency because all securities and trades are visible. They also 
offer the potential for greater tax efficiency and lower fees when compared 
with other alternatives.

The problem with SMAs is that portfolio managers must make compromises in 
their investment strategy to accommodate the low minimums in SMA platforms. 
Also, SMAs are often marketed as individually managed when in fact they are 
generally managed to a single-model portfolio which is then applied across all 
investors – regardless of tax status or differences in individual tax lots, such as 
purchase price and/or purchase date. Most importantly, SMAs do not protect 
institutional investors from the scandal that can arise from association with 
third-party hedge fund managers who direct trades from a distance.

2. THE SHORTCOMINGS OF 
SEPARATELY MANAGED ACCOUNTS 



8 http://www.sec.gov/news/pressrelease/2016-11.html 
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3. FINANCIAL AUDITS MUST ADAPT

The industry’s main way to monitor hedge funds is through financial audits. 
Financial audits are currently performed on hedge funds for one of two reasons. 
The first is that investors or other stakeholders can demand an audit in order to 
understand where a fund stands financially. The second 
is that the SEC or the CFTC (or the OSC in Ontario, Canada) can legally demand 
a yearly audit if a fund engages in business that falls under their jurisdiction.

The shortcoming of financial audits is that they can only reconcile accounts at a 
chosen point in time. They do not provide an ongoing reconciliation of accounts 
– that is the function of a forensic audit. As a result, they do not provide enough 
insight into a fund’s activities to reliably detect compliance breaches.

The result of the limitations of conventional financial audits is that investors and 
others have been misled by the misperception of investment security and have 
unwittingly and repeatedly placed their trust (and their funds) with companies 
that do not engage in honest trading. For example, Equinox Fund Management 
LLC gave its investors misleading disclosures about strategy and asset losses. 
They also calculated management fees in a different way than the method 
described in the registration statements provided for a managed futures fund 
called The Frontier Fund (TFF), thus deviating from their disclosed valuation 
methodology for some TFF holdings. As a result 
of this, investor losses from excessive management fees rose to $5.4 million 
over a seven-year period.8

Forensic audits are currently the only real tool for reliably discovering improprieties 
or irregularities in a hedge fund’s transactional data. But forensic audits do not 
make hedge funds safe investment vehicles for pensioners for two reasons. First, 
although they do offer a more complete picture of a fund’s transactions over a 
period of time, they are typically begun after mismanagement appears to have 
occurred. The problem is that by the time a forensic audit can confirm misdeeds, 
signaling investors to to avoid the fund, the money has already been lost. If 
the results of the audit clear the manager of charges of wrongdoing, the funds 
reputation (and the reputation have long since been damaged. The key deficiency 
of the forensic audit, therefore, is that it is reactive rather than preemptive. A 
second problem with forensic audits is that they are impractical as a perpetually-
operating solution because they are expensive and invasive.

4. FORENSIC AUDITS 
DO NOT SOLVE THE PROBLEM
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We can sum up everything we have said thus far by saying that traditional 
practices are becoming antiquated in view of emerging 21st century technology-
based methodologies. The current practices are in many ways constraining 
the whole financial industry. Fortunately, there is a new approach that can 
solve the problems of hedge fund risk that we have looked at thus far: 
Blockchain technology. 

Blockchain technology is already driving innovation in financial technology 
companies and well-established global corporations. Microsoft, for example, is 
leveraging blockchain to provide distributed applications that also cut out the 
middlemen in many common business transactions. 

Blockchain technological platforms can revolutionize the auditing process in 
the alternative asset investment industry by executing smart contracts and 
other applications that run exactly as programmed without any possibility of 
downtime, censorship, fraud or third-party interference. 

ComplainceGuard’s blockchain application can can bring about a breakthrough 
in re-establishing trust in hedge funds because it enables funds to store 
significant amounts of time-stamped, tamper-proof information with all of 
their transactions, contracts, and promises.

B L O C KC H A I N : 
A  R E V O L U T I O N A R Y 
S E R V I C E



A B O U T  C G  B L O C KC H A I N  I N C . 

For more information visit cgblockchain.com
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CGBlockchain’s ComplianceGuard is for pension funds, endowments 

and other institutional investors in hedge funds who wish to be proactive 

in their approach to risk.

Our team works together to research, explore and implement new technologies and standards 

that increase transparency and reduce risks in hedge fund investing.
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