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To mitigate the risks associated with hedge fund investing, pension fund 
managers have adopted a number of tools. These include operational due 
diligence practices, separately managed account structures, and financial 
audits. But investing in hedge funds involves risk beyond financial loss. Most 
significantly, pension fund managers face headline risk, the risk of damage to 
their reputation for being associated with a hedge fund fraud. According to 
Tracy Wills-Zapata, Managing Director at Campbell & Co., “Pension investors 
live in mortal fear of hedge fund collapse due to compliance violations and the 
negative impact it could have on their careers.”1  

Reputation is a fragile asset that is as much about perception as it is about fact. 
Reputational capital is built over a long period of time but it can disintegrate 
overnight. Even the mere allegation of wrongdoing can result in uncomfortable 
questions for institutional investors about their competence and moral fiber. 
The highly opaque nature of many hedge funds only exacerbates the problem. 
A diversified investment portfolio can mitigate the risk of financial loss to 
investors from hedge fund fraud. But reputational risk cannot be reduced by 
diversification. In fact, the opposite is true; diversification increases the risk of 
reputational damage by increasing exposure to different investment managers.

R E P U TAT I O N A L 
R I S K

1 http://www.pensioninvestor.com/article/1241409/Investors-Worry-About-Hedge-Fund-Headline-Risk.html
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Since the financial crisis, the SEC has stepped up enforcement actions against 
hedge funds and levied more fines for non-compliance. Unfortunately, risk still 
remains for pension fund managers. Just last year, for instance, over 200 Chicago 
municipalities, pension funds, libraries and parks lost more than $50 million 
after the Illinois Metropolitan Investment Fund (IMET) invested in fraudulent 
loans now at the center of a federal criminal investigation. The results were 
devastating for the cities and towns involved and resulted in serious reputational 
damage to IMET. “This has completely shaken our trust”, said Todd Hileman, 
the village of Glenview’s manager.

R E C E N T  H E D G E 
F U N D  F R A U D S

I ’ V E  S E E N  O T H E R  
G O V E R N M E N T S  TA K E N 
A D VA N TA G E  O F  B Y 
S O M E  O F  T H E S E 
S C H E M E S ,  B U T  I  N E V E R 
T H O U G H T  I  W O U L D  B E 
PA R T  O F  A  S C H E M E . ” 

AND THE REPUTATIONAL DAMAGE 
CAUSED TO PENSION FUNDS

-Todd Hileman
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In another recent example, the New Orleans Firefighters’ Pension and Relief 
Fund and the Municipal Employees’ Retirement System invested a combined 
$100 million in a hedge fund called FIA Leveraged. The fund was supposed 
to invest in liquid securities that could be sold in a matter of weeks. When the 
Firefighters’ Retirement System tried to withdraw $17 million of its investment, 
the withdrawals were denied. Over the next few months, more reports began 
to surface that questioned the soundness of FIA Leveraged’s investments. It 
turned out that virtually all of the $100 million had been lost in a ponzi scheme 
that was perpetrated by the fund’s manager, Alphonse Fletcher. Beyond the 
financial loss, which hit New Orleans’ firefighters and city employees hard, 
people lost confidence in the city’s pension managers, the mayor of the city, and 
the supposed safeguards put in place after Madoff. According to Richard Davis, 
trustee for the now bankrupt fund, “Millions of dollars were lost, that much is 
certain. The explanation of how that happened and who is responsible is still 
emerging, but the cast, in addition to Mr. Fletcher, includes those we normally 
think of as creating a line of protection against such fraud.”

As these two recent examples show, hedge fund fraud still occurs post-Madoff. 
And pension funds are still being burned. Even when managers act with their 
trustees’ best interests at heart they can end up with serious reputational 
damage when a hedge fund they invested in is found to have engaged in fraud. 
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In both of the examples discussed above – and in the vast majority of cases 
like them – no amount of due diligence prior to the investment would have 
stopped the fraud. The fund managers that perpetrate these kinds of schemes 
are typically very charismatic and highly convincing. They also generally have 
impressive pedigrees and long track records. The problem is that current 
operational due diligence methods and technologies are insufficient to prevent 
fraud or predict its likelihood in the future. 

To be truly effective, operational due diligence must be continuous and ongoing. 
A mere snapshot of operations – particularly one taken at the wrong time – can 
never adequately assess risk. While separate account structures may protect 
pension fund managers from direct financial losses in the separately managed 
accounts that they invest in, they do nothing to protect against the reputational 
risk facing a pension fund that invests in a manager who commits fraud 
elsewhere in his operations.

C O N V E N T I O N A L 
D U E  D I L I G E N C E 
I S  N O T  E N O U G H

A common factor in almost every case of hedge fund fraud is that the audits 
of the fund’s activities failed to catch the fraud. Even though audits play an 
important role in the investment community, their principle intent is not to 
eliminate fraud. One reason for this is that conventional financial audits only 
reconcile accounts at a given instant in time. They do not delve into ongoing 
reconciliations of accounts in real-time. This leaves large gaps of time between 
audits during which the numbers can be altered. 

C O N V E N T I O N A L 
A U D I T S  F A L L 
S H O R T
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The shortcoming of conventional financial audits and due diligence are 
overcome by ComplienceGuard’s cutting-edge blockchain technology. What has 
never before been possible is now a reality as a result of new advancements in 
computer science. 

ComplianceGuard creates a tamper-proof ledger that simultaneously engages 
in a continuous, real-time compliance audit of hedge funds. In this way 
it offers Pension Funds a new degree of protection from fraud.

A blockchain is a shared digital ledger capable of recording and accounting for 
transactions in real-time. In a blockchain, all transactions are recorded in a virtual 
“block” of data. That block is assigned a hash, which acts like a virtual fingerprint 
that represents the data in the block. If any data is changed in that block, the 
hash will no longer line up with the data. When new data is entered into the 
system, the hash of the previous data is added to the new block. In this way, 
each block is linked to all the previous blocks in an unalterable “chain.” Because 
it creates an incorruptible ledger, there is incredible interest in the technology in 
financial services. A growing consensus is emerging that blockchain will radically 
reshape the entire industry.

ComplienceGuard’s blockchain platform is a suite of industry-specific blockchain 
applications that increase hedge fund transparency and thereby reduce investor 
risk. Whenever a transaction enters as a block in ComplienceGuard, it is not 
only irreversibly time-stamped and recorded into the blockchain, but also it 
undergoes a full compliance audit. In other words, compliance audits occur at 
the time of each transaction entry and are ongoing. 

To increase the power and trustworthiness of ComplianceGuard, we have 
partnered with Deloitte. When a hedge fund installs ComplianceGuard, a hash 
that represents their most recent transaction data is also sent to Deloitte 
every 17 seconds. This preserves the hedge fund’s privacy, while at the same 
time providing Deloitte with a record, as an extra layer of prevention against 
tampering. The application also sends Deloitte notices whenever there is a 
potential compliance violation, so that Deloitte can take immediate action.

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

W H AT  I S 
A  B L O C KC H A I N ?
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• Built in real-time financial auditing to eliminate fraud

• Rule-based systems that provide detection of compliance issues 
including KYC/AML/CFT, conflicts of interest, custody requirements, 
SEC, CTFC, FINRA, and FCA regulations

• Monitoring of trades and comparison with publically available data to 
constantly guard against insider trading

CURRENT APPLICATIONS ON THE 
PL ATFORM INCLUDE THE FOLLOWING:

H O W  I T  W O R K S
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ComplienceGuard’s blockchain platform gives pension funds near-ironclad 
security when investing with hedge funds that have implemented the technology. 
The application enables investment managers to say with confidence that they 
are only investing in the most conscientious funds and are doing everything in 
their power to safeguard their client’s assets. 

Despite increased oversight from the SEC and other regulatory agencies since 
the financial crisis in 2008, hedge fund fraud is alive and well. For pension fund 
managers, there’s more than money at stake. When they are defrauded by hedge 
funds, their reputations take a serious hit, regardless of whether or not they 
themselves did anything wrong. As a result of this, they are wary of investing in 
most hedge funds. ComplienceGuard’s blockchain platform significantly reduces the 
risk of hedge fund fraud, thereby reducing the reputational risk faced by pension 
fund managers. The widespread implementation of ComplienceGuard’s blockchain 
platform will be a win for both pension funds managers and hedge funds alike.

C O N C L U S I O N

P E N S I O N  F U N D S 
A N D  T H E  
B L O C KC H A I N
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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.




