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Hedge funds provide 
detailed information freely 
to some stakeholders but 

are tight-lipped with others.

COMMENTARY

Exploring hedge fund transparency 
By Stuart McCrary 
Berkeley Research Group

When I told one Wall Street veteran that I 
was planning to write an article about hedge 
fund transparency, he responded that it 
would have to be a short one.  When I asked 
him why, he said hedge funds don’t like to 
disclose information.   

I pointed out that a reader might want to 
know why hedge fund managers resist 
disclosing information but sometimes 
provide considerable details about their funds 
to certain parties — despite a preference for 
privacy. 

The reader also might want to know why 
investors would demand transparency when 
they can get it.  He or she might be interested 
in why investors sometimes invest with hedge 
fund managers who provide only minimal 
information about the funds they manage.

Finally, a reader may want to know how 
other hedge fund stakeholders feel about 
transparency.  Additional stakeholders 
include government regulators, the fund 
auditors, administrators and prime brokers, 
and third-party marketing institutions. 

Hedge funds provide detailed information 
freely to some stakeholders but are  
tight-lipped  with others.

FACTORS AFFECTING 
TRANSPARENCY

Hedge funds generally disclose as little as 
possible about their operations and the 
positions they carry.  Investors, however, 
prefer to receive more information, 
primarily to conduct ongoing due diligence.  
Regulators also prefer greater disclosure, 

though they have not forced it to a significant 
extent. 

INFORMATION SUBJECT  
TO DISCLOSURE

Investment plan or strategy

The most basic information that can be 
disclosed is usually contained in a firm’s 
investment plan, which sets forth the strategy 
or strategies employed by the fund manager. 

Most hedge funds readily describe the 
investment strategies they purport to follow. 
In fact, investment strategies are usually 
incorporated into marketing literature 
describing the fund to potential investors.   

Disclosure documents and marketing 
literature frequently describe strategies that 
constitute important parts of a hedge fund’s 
activities as well as other strategies that are 
less important.   Fund managers generally 
do not disclose how various strategies are 
weighted or whether they remain committed 
to strategies used in the past.

Investors usually want to know the 
investment strategies espoused by a fund 
manager for several reasons. 

First, investors may have opinions about the 
relative profitability and risk associated with 
different strategies.  Second, investors may 
wish to allocate money to certain strategies 
because they want to invest in certain 
industry sectors.  

Investors often want confirmation that a fund 
manager will remain loyal to their original 
strategy or strategies.

Regulators also have an interest in 
controlling the transparency of information 
available to investors.  Currently, hedge fund 
managers are required to document their 
funds’ investment strategy or strategies. 

Most service providers do not press 
for disclosure of investment strategy.  
Administrators probably do not care what 
strategies their hedge fund clients adopt as 
long as the administrators can fulfill their 
duties. 

Likewise, auditors will typically focus on 
transaction and position data to ensure that 
fund information is properly recorded. 

If a fund manager relies on third-party 
marketers, the marketers will want to know 
what strategy the manager espouses and 
whether he or she are committed to the 
strategy. 

Value or performance data

A second bit of information that managers 
sometimes provide to third parties is the 
fund’s net asset value or its near equivalent: 
returns on investments.  While nearly 
all hedge fund managers provide NAV 
disclosures at least occasionally, a highly 
transparent hedge fund will provide more 
frequent and sometimes even daily NAV 
reports to at least some investors. 

Hedge funds generally do not openly 
disseminate their NAV to non-investors 
because such disclosures might be 
considered advertising. 

This exercise of caution is not a true example 
of limited transparency, as the fund may 
freely provide NAV disclosures to investors 
and potential investors.  

Also, a hedge fund manager may provide 
detailed and more frequent performance 
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data to some investors while not providing 
the same amount of information to others. 

Some fund managers may not be in a 
position to provide frequent valuations of 
each position.  For example, a hedge fund 
that invests in early-stage venture capital 
may not have information that affects the 
value of that position for months.  Likewise, a 
position in a Level 3 asset (an asset that does 
not have readily available inputs) may require 
pricing inputs that do not change on a daily 
basis.  

For these reasons, investors and managers 
may need to use caution in reviewing such 
interim NAV disclosures. 

Third parties may argue that hedge fund 
managers do not have a reason to refuse 
disclosing NAV values more frequently.  

Hedge funds managers, however, may 
have several concerns regarding frequent 
disclosure.  

First, daily NAV disclosures may be 
surprisingly more volatile than less-frequent 
observations — due to measurement 
problems or other reasons.  

Second, calculating NAV may be time 
consuming, even for managers who have 
learned how to automate and streamline the 
process.  

Most importantly, for certain types of funds 
daily NAV disclosures may enable outsiders 
to figure out the hedge fund’s trading 
positions.

Positions held

The third type of information that a hedge 
fund could provide is a listing of assets held 
by the fund at a particular point in time.  

Hedge fund managers do not like to disclose 
specific positions they hold because other 
funds could imitate their strategy or asset 
selection, allowing competitors to replicate a 
fund’s returns. 

Also, many strategies have limited capacity 
— meaning that if other traders compete 
to buy the same securities, opportunities 
could be lost.  For non-liquid positions  

— and especially short positions  — fund 
managers worry that disclosing position 
information could lead to short squeezes and 
price manipulation that would  harm their 
investments.

Nevertheless, managers generally need to 
disclose detailed position information to 
some parties.  For instance, if the fund uses 
an outside administrator, the manager needs 
to share information with the administrator.  
Similarly, fund managers provide position 
details to their auditors.  

In both cases, fund managers generally 
expect their administrators and auditors to 
treat the information as confidential. 

Fund managers may also share position 
details with certain trusted investors.  Some 
financial advisors that direct significant 
assets to hedge funds are able to successfully 
demand transparency of positions to guard 
against unreasonable risk — such as by 
making sure an investor does not have an 
over-weighted position in a particular stock. 

Managers generally provide this data only 
to institutions that would not trade on the 
information or otherwise take advantage of 
the disclosures.  

A hedge fund manager is more likely to 
disclose information to institutions that can 
make an economically significant investment 
in its funds.

Hedge funds also frequently disclose their 
holdings to prime brokers, who arrange the 
borrowing of money for funds through the 
repo market to finance long positions.  They 
need to disclose stocks and bonds they have 
sold short because the prime broker arranges 
the borrowing of a security to facilitate 
delivery. 

Prime brokers should not share position 
information with anyone who might take 
advantage of it.  To maintain privacy while 
disclosing position information,  managers 
may split their financing transactions 
between two or more prime brokers.  This 
strategy prevents a single prime broker from 
learning the fund’s complete positions.

Some investors will demand that their 
investment be structured as a separate 
account.  New fund managers may agree to 
create separate accounts if they do not have 
an established performance record or have 
been audited in the past.  

In such cases, the manager implements a 
similar portfolio outside of the fund instead 
of commingling an investment with money 
from other investors. 

Generally, these assets are held by a bank 
selected and hired by the investor.  This type 
of investing is not considered “hedge fund” 
investing in the technical sense. 

The investor gets the comfort of holding 
assets and also gets complete trans-
parency, at least with respect to the assets 
it possesses.  The fund manager does not 
disclose the exact positions held in its fund, 
although the fund’s positions are likely to be 
similar to the positions held in the separate 
account.

If turnover is high, a hedge fund manager 
should be less concerned about disclosing 
positions periodically because many of the 
positions would no longer exist at the time of 
disclosure. 

For example, a fund could disclose positions 
quarterly or perhaps also after a lag — if  
most of the positions are expected to be 
closed out before the disclosure. 

This type of disclosure is typical of mutual 
funds but atypical of hedge funds.  This is 
because hedge funds sometimes carry a 
portion of earlier positions even after a delay.

Hedge fund managers who refuse to provide 
detailed transparency will generally provide 
summary position information. 

For example, a fund manager may disclose 
the total value of investments in particular 
market sectors, such as oil drilling or 
Japanese banks.  The manager might also 
provide information about concentrations 
in assets tied to specific currencies.  The 
manager of a multi-strategy hedge fund 
might also disclose the portion of the fund 
committed to each strategy.

A third-party administrator will generally be 
charged with calculating the fund’s net asset 
value and calculating performance data to 
be communicated to the fund’s investors 
while auditors will review these calculations 
to validate a number of accounts.  

Hedge fund managers do not like to disclose specific  
positions they hold because other funds could  

imitate their strategy or asset selection, allowing  
competitors to replicate a fund’s returns.
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Administrators and auditors are generally  
not concerned with how much of this 
information managers disclose. 

While administrators and auditors have 
access to position and transaction details, 
these disclosures are not considered 
transparent unless the information is also 
provided to investors.

The incentives of third-party marketers do 
not always align with the incentives of hedge 
fund managers.  Generally, marketers want 
to disclose as much information as possible 
because investors prefer more information. 

All else being equal, marketers would prefer 
not to disclose discouraging information.  
Regulators, however, require that neither 
the manager nor its marketers provide 
incomplete or misleading information.

Transaction records

A fourth type of information that hedge 
fund managers might disclose is transaction 
records. 

Just as hedge fund managers must disclose 
positions to administrators and auditors, 
managers will generally disclose individual 
transaction details to both.  These details 
are necessary for administrators to prepare 
financial statements and for auditors to test 
the fairness of those statements. 

Hedge funds generally do not disclose 
transaction details to investors because it 
is very difficult for an investor to get useful 
information out of the details of individual 
purchases and sales. 

Many types of assets held by hedge funds 
do not maintain a time-and-sales record 
of execution prices, making price-checking 
difficult. 

Regulators may wish to receive and review 
transaction data from hedge fund managers 
to look for evidence of improper trading 
activity.  Regulators currently receive 
transaction data from broker-dealers and 
traditional investment managers. 

The Securities and Exchange Commission 
and the Justice Department currently review 
transaction data, looking for indications of 
price manipulation, trade allocation or other 
illegal activity.

Investors generally want more information 
disclosed. 

Ironically, Bernard L. Madoff Investment 
Securities LLC provided transaction-level 
details to hedge funds that invested with 
Madoff. 

Hedge funds such as Fairfield Sentry and 
Rye Select established separate brokerage 
accounts at BLMIS and calculated their 
returns from the transaction data they 
received from BLMIS. 

These brokerage accounts, however, did 
not own assets matching the reported 
transactions.

Auditors and administrators are probably not 
regularly involved with providing transaction 
data to investors, since it is not common and 
would be negotiated between the investors 
and the manager. 

If a hedge fund manager agrees to 
provide transaction data to investors, the 
administrator could be responsible for 
providing that information to investors as 
well.

Model results

A fifth type of information hedge fund 
managers might be asked to provide is the 
output of models used for trading.  “Models” 
can include complex mathematical models 
or simple trading rules, such as buying a 
stock if it goes down 10 percent.

Some hedge funds automatically follow 
signals generated by their models, 
sometimes called “black box” models, while 
others use discretion when making trading 
decisions.

In this author’s experience, hedge fund 
managers are extremely private.  They may 
disclose their generic strategy, but they 
are not likely to disclose the nature of their 
models. 

For example, a hedge fund may reveal 
that it was a trend follower but provide no 
information about the types of models or 
about how the models are calibrated.  These 
funds are generally not likely to disclose the 
signals or results from their models. 

Managers do not disclose model results 
because they believe the information 
provides an advantage.  Also, managers do 
not want to compete with other hedge funds 
to establish a position, especially if they 
invest in illiquid assets. 

Nonetheless, there may be times when a 
hedge fund might find it advantageous to 
disclose model results.  

For example, a macro hedge fund manager 
might disclose that it has established a 
long position in a segment of the market.  
To benefit from the fund’s transactions and 
prevent other investors from trading in the 
same assets too soon, the fund manager 
would not disclose the position while 
establishing or growing it.  After the position 
has been created the trader may seek to get 
others into the same trade by disclosing the 
position.

Model specifics

A sixth type of information that hedge fund 
managers might be asked to provide is 
knowledge about the models themselves.  
Fund managers are usually extremely private 
about the contents of their models.  

One example of a secretive model is a 
mathematical model used to value a complex 
derivative.  Another example of a model is 
one that includes the combination of two 
moving averages; in this example, the model 
is generally known but the type and amount 
of data affecting the outcome are not.

A PUSH FOR GREATER 
TRANSPARENCY

Recent legislative activity has sought 
greater transparency in the finance industry.  
Although regulators generally favor 
disclosure, their efforts have been limited. 

U.S. Sens. Chuck Grassley, R-Iowa, and Carl 
Levin, D-Mich., introduced the Hedge Fund 
Transparency Act of 2009.  The bill did not 
pass, but it is notable that it did not call for 
the disclosure of transactions or positions.  
Rather, the primary disclosure requirement 
of the bill was for hedge fund managers to 
register with the SEC.

The Securities and Exchange Commission and  
the Justice Department currently review transaction  
data, looking for indications of price manipulation,  

trade allocation or other illegal activity.
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The Dodd-Frank Wall Street Reform 
and Consumer Protection Act includes 
as Title VII the Wall Street Transparency 
and Accountability Act of 2010, but 
the transparency primarily pertains to 
information about derivative positions.  
Dodd-Frank does, however, have a provision 
requiring fund managers to register with 
regulators. 

As of now, investment managers register 
with regulators by completing and filing 
Form ADV with the SEC.  The form primarily 
collects information about the owners and 
officers of a manager, along with information 
about any past disciplinary action involving 
the advisor and its affiliates. 

The Jumpstart Our Business Startups Act 
might also affect the transparency of hedge 
fund management by loosening restrictions 
on the disclosure of information by hedge 
fund managers to investors.  

The JOBS Act eased restrictions that had 
formerly reduced disclosures to investors.  
The restrictions prevented managers from 
marketing hedge funds broadly. 

By clarifying that disclosures to investors or 
potential investors would not affect these 
exemptions, regulators hope that investment 
managers will become more willing to 
disclose information about the funds they 
manage.  WJ

Although regulators 
generally favor  

disclosure, their efforts  
have been limited.
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$1 BILLION SUIT AGAINST RATINGS AGENCIES SENT BACK TO N.Y. STATE COURT

A lawsuit accusing Moody’s, Standard & Poor’s and Fitch Ratings of giving inflated ratings to 
complex financial securities, allegedly causing two Bear Stearns hedge funds to lose money, will 
continue in New York state court, a Manhattan federal judge has decided.  U.S. District Judge 
Lorna G. Schofield of the Southern District of New York sent the case back to state court, ruling 
that the plaintiffs’ state law fraud claim did not raise a federal issue.  The complaint, originally 
filed in the New York County Supreme Court by the liquidators of the two Bear Stearns funds, 
says the credit ratings agencies fraudulently misrepresented the underlying values of securities 
the hedge funds purchased.  The funds relied on the inflated ratings and suffered substantial 
losses to their investments in various rated securities.  The lawsuit is seeking to recover $1 billion 
from the ratings companies for fraud.

Varga et al. v. McGraw Hill Financial Inc. et al., No. 13-CV-08743, 2014 WL 3844800 (S.D.N.Y. 
Aug. 4, 2014).

Related Court Document: 
Order: 2014 WL 3844800

INVESTOR WITH UK CITIGROUP BRANCH NOT FINRA ‘CUSTOMER,’  
2ND CIRCUIT SAYS

Foreign investors were not “customers” of Citigroup for the purposes of Financial Industry 
Regulatory Authority arbitration because the investors made trades with Citigroup’s U.K. affiliate 
and not New York’s, a federal appeals court has decided.  Affirming a lower court’s ruling 
that a “customer” must have an account with or make a purchase with a FINRA member to 
request arbitration, the 2nd U.S. Circuit Court of Appeals said the investors did not buy or sell 
with Citigroup’s New York affiliate.  Under FINRA rules, arbitration of disputes is available to 
“customers” of FINRA members if requested.  Plaintiffs Abdullah Mahmoud Abbar and Ghazi 
Abdullah Abbar said Citigroup mismanaged their investments by using risky leveraged options, 
which multiply the payout based on a set rate, such as a specified interest rate, hitting a previously 
designated mark.  They sought FINRA arbitration and Citigroup asked the Manhattan federal 
court to enjoin the arbitration.  

Citigroup Global Markets Inc. v. Abbar et al., No. 13-2172, 2014 WL 3765867 (2d Cir. Aug. 1, 
2014).

Related Court Document: 
Opinion: 2014 WL 3765867

JPMORGAN CHARGED $650,000 FOR INACCURATELY REPORTING TRADES

The Commodity Futures Trading Commission has charged JPMorgan Securities LLC $650,000 for 
repeatedly submitting inaccurate reports for large traders.  According to a July 29 CFTC statement, 
the agency notified JPMorgan Securities, a registered futures commission merchant, that it was 
making several errors in its “large trader” reports, which the CFTC uses to evaluate market risks 
and ensure compliance with agency regulations.  JPMorgan allegedly began submitting errors in 
its reports throughout 2012.  The CFTC notified the bank of the inaccuracies in December 2012, but 
the errors continued from February 2013 to February 2014, the statement said.  The CFTC found 
in its order that JPMorgan violated the Commodity Exchange Act.  In addition to the $650,000 
civil penalty, JPMorgan must submit a statement of compliance indicating that it has enhanced its 
reporting systems for future compliance with its reporting requirements. 

In the Matter of JPMorgan Securities LLC, No. 14-19, order issued (C.F.T.C. July 29, 2014).  




