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Hedge Fund Structures



Structuring a Hedge Fund

• Types of Structures

– Master-Feeder

– Mini-Master

– Side-by-Side

• Objectives of Structure Include:

– Limiting liability for investors and management

– Providing certain tax efficiencies for investors and management

– Providing management with flexibility and authority to manage investments

• Offshore Jurisdictions for US Tax-Exempts and Non-US Investors

• 1940 Act Exemption:  Section 3(c)(1) vs. 3(c)(7)
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Master-Feeder vs. Side-by-Side Structure
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Advantages of using a Master-Feeder structure include:

1. Ease of portfolio management and operations (one trading entity)

2. Delivers same performance for all feeder funds

3. Allows for numerous feeder funds with different characteristics (e.g., currency), 
but traded through one vehicle

4. Performance allocation at the Master Fund level

Advantages of Side-by-Side structure:

1. Less expensive

2. Often more tax-efficient and more flexible

3. 3(c)(1) Fund and a 3(c)(7) Fund cannot feed into one Master Fund



Key Fund Terms



Economics



Management Fees

• Purpose: Current cash flow to maintain operations.

• Paid pursuant to terms of an investment management agreement between the fund and the investment 
manager.

• Rates generally range from 1.0% - 2.0% of managed net assets for hedge funds.

– Payment is not dependent on performance of the fund.

– Alternatives: 

– Reductions when AUM threshold achieved (investor or fund level) 

– Net Assets vs. Leveraged or Gross Assets

• Payable quarterly or monthly, in advance or in arrears.

• Treatment as an expense; computed prior to determination of performance compensation.

• Example language:

– A monthly management fee (the Management Fee) is paid to the Investment Adviser by the Master Fund in arrears as of the end of each month.  The 
Management Fee equals 0.125% per month (a 1.5% annual rate) of the aggregate month-end Net Asset Value of each Series (prior to reduction for the 
accrued Management Fee being calculated and any accrued Performance Allocation, but after reduction for all other expenses).
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Performance Compensation: General

• Performance-based compensation is a defining characteristic of a hedge fund 

• May be structured as a fee or as an allocation of profits.

• Rates range from 15% to 20% of the net realized and unrealized profits
generated during each given measurement period, subject to a “high-water 
mark” as described below

• Typically charged on an annual basis (or less frequently, quarterly)

– Impact of withdrawals: 

– performance compensation

– high watermark

• For tax, liability, and compensation planning purposes, typically made to an 
affiliate of the investment manager that serves as general partner to the Fund
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Features of Performance Compensation

• High Watermarks (HWMs)

– Standard HWM: A performance allocation is charged only against profits that exceed the previous highest 
value of each investor’s account, either on initiation of the account or at the most recent date when a 
performance fee or allocation was paid. 

• Hurdle Rates

– Rate may be based on specified index, benchmark, or rate of return.

– If hurdle exceeded:

– performance allocation on all net profits (soft hurdle)

– performance allocation on return on net profits in excess of hurdle amount (hard hurdle)

• Example Language:

– Generally, at the end of each Fiscal Year (as defined below) (or other accounting period when a calculation 
of the Performance Fee is required) of the Fund, the Fund will pay the Investment Manager an amount 
equal to the Performance Fee Percentage (as defined below) of the Net Increase (as defined below) 
allocated to each Limited Partner’s Capital Account for such Fiscal Year (or other accounting period) (subject 
to the recovery of net losses allocated to the Loss Recovery Sub-Account (as defined below)) (the 
“Performance Fee”), subject to the “high watermark” provision described below. 
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Expenses

• Manager Overhead vs. Fund Expenses (investment and operations) 
– Alternatives: Pass Through Model, Expense Caps

• Organization & Offering Expenses (including caps and amortization against Net Asset Value)

• Detailed expense descriptions

• Example:
– The Fund will bear all costs and expenses related to its investments and its operations, including, without limitation, brokerage and other transaction costs, 

clearing and settlement charges, Bloomberg services and other market data services and other data associated with the calculation and distribution of the 
Fund’s net asset value, third party valuation expenses, negotiation expenses (including related travel expenses), consulting, legal and other professional fees 
relating to potential and actual investments whether or not such investments are consummated, interest and commitment fees on debit balances or 
borrowings, costs of independent appraisals, broken-deal and/or unconsummated expenses associated with an investment (including, for purposes of clarity, 
any portion of such expenses that could have been borne by any other co-investment vehicle or account unless any such co-investment vehicle or account 
agrees otherwise to bear such expenses), legal fees and other expenses in connection with initial and ongoing due diligence and negotiating the terms of 
investments (including investment-related travel expenses incurred with respect to specific potential or existing investments), regardless of whether such 
investments are consummated, the Fund’s and the Master Fund’s, fees and expenses for order management systems and risk management reporting, costs 
of any liability insurance obtained on behalf of the Fund (including, without limitation, directors and officers insurance), custody fees, costs of any litigation 
or investigation involving Fund activities, indemnification expenses, consulting expenses, fees and expenses of placement agents or selling agents, the fees 
and expenses of professionals providing services to the Fund, including legal, audit, accounting, tax and administration (including the Administrator (as 
defined below)), the fees and expenses of the Governance Committee and/or any similar governance committee for any of the Offshore Fund and the 
Master Fund, including any fees paid to Independent Members (as defined below) of the Governance Committee and/or their respective employers or 
affiliates, any issue or transfer taxes chargeable in connection with any securities transactions, any entity level taxes, regulatory costs and expenses 
(including filing and license fees and preparation and submission of filings and licenses, including without limitation, Section 13 filings, Section 16 filings, 
Form PF preparation and filing fees, blue sky and corporate filing fees and expenses and fees and expenses for filings in any applicable jurisdiction as 
required pursuant to applicable law) in connection with specific investments or offering Interests in the Fund, the costs of reporting and providing 
information to Limited Partners (including updates to offering documents), expenses relating to any amendment to the Partnership Agreements, and any 
extraordinary expenses. 
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Liquidity/Gates/
Lockup



Role of Liquidity

• Liquidity = ability of investors to redeem their interest in a fund

• Driven by investment strategy and liquidity of the underlying assets 

– Publicly traded equities fund might have monthly or even daily liquidity

– Private credit or distressed assets have less frequent redemptions, such as quarterly, semi-
annually or longer

• Key term for both managers and investors

– Most hedge funds are open-ended

– Investors realize the value of their investment by redeeming 

– Managers need to be able to satisfy redemptions, without putting assets or remaining 
investors at risk

• Liquidity terms established by a fund are the tools that managers have for liquidity 
management
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Key Liquidity Tools

• Key liquidity terms include: 

1. The frequency of permitted redemptions

2. How much notice is required

3. Minimum amount of time required to be invested (a “lock-up”)

4. The use of gates restricting the amount that can be redeemed

5. Side pockets for illiquid investments 

6. Suspension provisions

• Tools that managers have to balance liquidity needs of investors with protecting 
the fund’s portfolio
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Frequency and Notice; Lock-ups

• Frequency and notice: how often an investor can redeem and how much 
notice is required

– E.g., monthly with 45 days’ notice

• Lock-ups: Period when an investor cannot redeem from the fund after investing

– E.g., no redemption permitted for one year following its investment

– Measured overall or with respect to each contribution

– Useful for less liquid strategies, or strategies that need some time to fully implement

– Hard lock-up vs. soft lock-up
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Gates; Key Person; Suspensions

• Gates: Restrict amount that can be redeemed

– Often structured as a percentage of assets

– Imposed at the fund level or the investor level

– Fund-level gate: Portion of the overall assets of the fund can be redeemed at any one time. 

– Investor-level gate: Limits redemption to percentage of each investor’s total investment.

– Excess amounts redeemed at future redemptions, subject to the gate.

• Key Person: Special redemption if key person(s) depart. 

• Suspensions: In certain circumstances such as extreme market disruption, inability to 
value assets, mass redemptions, and others, a fund manager is often able to suspend 
redemptions until the condition has been resolved.
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Preferential Treatment and Regulatory Focus

• Liquidity management, and especially preferential treatment for managers 
continues to be a key area of focus for the SEC

– New proposed rule by the SEC intended to enhance private fund investor protection 
focuses on preferential treatment.

• Investors allowed to redeem earlier can adversely impact portfolio and leave the 
remaining investors stuck with less liquid investments

• Liquidity terms are set out in PPM and governing documents 
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Other Terms (General)

Ability to enter into side letters

Conflicts of interest

• Management of other funds/accounts, not devote full time
• Trading and allocation of investment opportunities
• Affiliated businesses and transactions

Investment objectives, strategies, and restrictions

• Leverage
• Limits on single issuer, industry, georgraphy, etc.
• Consistency between the PPM disclosure and the pitch book

Tax, ERISA and other regulatory

• Tax
• ERISA
• Other regulatory

Valuation policies and procedures

• Frequency
• Method

Risk factors

• Market risks
• Fund risks
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Terms – Exculpation and Indemnification
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Limiting applicability 
in certain scenarios

• Claims by and among indemnified parties
• Claims brought by a majority of fund investors

Notices and investor 
give back

• Notice of indemnification claims
• Investor give back – often uncapped

Typical carve-outs
• Gross negligence
• Fraud
• Willful misconduct



Terms – Investor Participation, Governance, and Reporting

• Sponsor generally has “flexibility” 
to make changes to the 
governing documents without 
investor consent including those 
that are not materially adverse to 
investors, e.g., share rights may 
be varied without investors’ 
consent if such variation does not 
have a material adverse effect on 
investors’ rights.

• Even where investors do not 
have the right to vote and a 
proposed change is not adverse, 
managers and boards are 
consulting investors to obtain 
buy-in or formal consent before 
implementing changes to fund 
terms
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Independent directors
• Split boards, i.e., not all 

independent directors from the 
same firm

• Start-up managers: no 
independent directors or less 
than a majority, cost sensitivities

• Strategy: e.g., cryptocurrency 
funds tend to be less likely to 
appoint independent directors 
than the traditional equity or 
multi-strategy funds 

• Reports

• Some managers differentiating 
themselves based on 
transparency and best practice 
governance models: portfolio 
and/or operational transparency
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Operative Documents - Delaware

• For a Stand-alone Fund, Master Fund, or Feeder Fund formed as a Limited Partnership 

– Organizing the Limited Partnership:

 Certificate of Limited Partnership for the Fund – filed with the Delaware Secretary of State

 Limited Partnership Agreement – not filed

 Subscription Agreement and Investor Questionnaire (not typically needed for a Master Fund) 

 The Subscription Agreement and Investor Questionnaire are typically included in the same document and, together with any relevant 
addenda or supplements, are called the Subscription Documents.

 Consent of the General Partner to the formation and launch of the Fund and various approvals and appointments

– Organizing the General Partner (typically formed as a Delaware Limited Liability Company)

 Certificate of Formation for the General Partner

 LLC Operating Agreement for the General Partner

 Consents of Managing Member or Manager approving the formation of the General Partner and various approvals and appointments

• For a Stand-alone Fund, Master Fund or Feeder Fund formed as a Limited Liability Company

– Certificate of Formation for the Fund – filed with the Delaware Secretary of State

– LLC Operating Agreement for the Fund – not filed

– Subscription Agreement and Investor Questionnaire

– Consent of Managing Member or Manager to the formation and launch of the Fund and various approvals and appointments
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Operative Documents – Cayman Islands

• For a Stand-alone Fund, Master Fund, or Feeder Fund formed as an Exempted 
Company 

– Organizing the Fund:

 Certificate of Incorporation – filed with the Cayman Islands Registrar of Companies 
(Registrar)

 Memorandum of Association – filed with Registrar

 Articles of Association – filed with Registrar

 Subscription Agreement and Investor Questionnaire (not typically needed for a Master 
Fund)

 Resolutions of the Board of Directors to the formation and launch of the Fund and for 
making various appointments
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What’s in the Limited Partnership Agreement?

 Purposes of the Limited Partnership

 Powers of the General Partner

 Issuance and Transfer of Limited Partnership Interests

 Admission and Withdrawal of the Limited Partners

 Establishment of Classes of Limited Partnership Interests

 Allocation of Income and Loss

 Determination and Suspension of Net Asset Valuation

 Amendments

 Liquidation

 Miscellaneous
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What’s in the Memorandum & Articles?

 Memorandum of Association

 Authorized Capital

 Number and Classes of Shares

 Registered Address in the Cayman Islands

 Articles of Association

 Purposes of the Fund

 Appointment and Rights and Duties of the Directors

 Issuance and Transfer of Shares

 Admission of Shareholders

 Redemption of Shares

 Determination and Suspension of Net Asset Valuation

 Alteration of Rights

 Meetings and Votes of Members; Proxies

 Amendments

 Liquidation

 US Tax Articles for Hybrid Fund That Has Elected to Be Treated as a Partnership for US Income Tax Purposes
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What’s in the Subscription Agreement?

 Name and Address of Subscriber

 Dollar amount to be invested in the Fund

 Class of Shares or Limited Partnership Interests to be acquired

 Transfer Restrictions

 US Person/Non-US Person Certification

 Tax and Regulatory Acknowledgements (e.g., electronic delivery of Schedule K-1 –
Delaware only – and IRS W-9/W-8 Forms – typically linked not attached)

 Power of Attorney (Delaware) and Proxy (Cayman)

 Signature of Subscriber (typically not notarized)

 No need for signature of Fund or General Partner, unlike with Private Equity Funds
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What’s in the Investor Questionnaire?

 Representations and Warranties of the Subscriber

 Good standing, enforceability, due authorization, no conflicts, investment sophistication, 
etc.

 Indemnification of the Fund by the Subscriber for Subscriber’s misrepresentations

 Regulatory Qualifications of the Subscriber (may only be needed for Delaware Fund or for 
US Persons investing into Cayman Fund) 

 Accredited Investor

 Qualified Purchaser

 Knowledgeable Employee

 Bad Actor Questionnaire

 New Issue/Restricted Person Certification

 ERISA Benefit Plan Questionnaire

 Required Notices Such as Privacy Policies

 CRS and Beneficial Ownership Self-Certification Forms (Cayman Islands only)
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Additional Documentation

 Private Placement Memorandum for Marketing the Fund and Disclosing Risks

 Required in the Cayman Islands and filed with the Cayman Islands Monetary Authority (CIMA)

 Optional in the US but highly recommended – not filed with regulators

 Not used for a Master Fund except in a Mini-Master Structure

 Registration of the Cayman Islands Fund with CIMA pursuant to various Cayman forms

 Registration of the Cayman Islands Directors with Registrar

 Appointment and Registration with CIMA of Cayman Islands Money Laundering Responsible Officer

 Investment Management Agreement – typically including both the Master Fund and Feeder Funds 

 Form of Redemption Request for Cayman Fund or Withdrawal Request for Delaware Fund

 Form of Additional Subscription Request

 Form SS-4 to Obtain an Employer Identification Number (also called a Tax Identification Number).  This is needed to 
open bank accounts and to make IRS tax elections.

 IRS Tax Elections for a Cayman Fund That Is to Be Treated as Tax Transparent for US Income Tax Purposes

 CFTC Exemption Notice Filing if the Fund Will Be Trading CFTC-regulated Commodity Derivatives and the Manager 
Qualifies for the Exemption 
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Side Pockets and 
Liquidity



Illiquid Investments:  Key Issues

• Adequacy of valuation

• Restrictions on disposition

• Risk management concerns

• Use in investment approach: defensive or opportunistic
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Illiquid Investments:  Impact

• The ability to appropriately value and manage and dispose of illiquid assets 
impacts fundamental aspects of fund operations

– Subscriptions

– Redemptions

– Calculation of management fees

– Calculation of performance allocations and fees (based on unrealized gain)

• Challenge for fund managers:  how best to exercise their fiduciary duties when 
handling illiquid assets
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Illiquid Investments:  Side Pockets

• What are the fund’s side pocket capabilities?

– Formal side pockets

– Memorandum account or separate class with mechanics for conversion

– Cap as to percentage of NAV

– Broad authority (ability to make investments that are side pocketed upon acquisition) or limited 
authority (only existing investments may be side pocketed)

– Circumstantial side pockets – springing or synthetic

• What are the specific terms relevant to side pockets (e.g., how are illiquid 
investments side pocketed, valued, charged fees, returned to liquid portfolio)?
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Illiquid Assets:  Opportunistic Strategies

• Investment Objective:  Use illiquids to amplify performance

• Investment approach impacts structure and terms

– Majority of portfolio is liquid, with authority to invest in illiquids 

– Use a standard hedge fund structure, with side pockets

– Illiquid investments are often subject to a cap and at times upon to investor election

– Majority of portfolio is illiquid, with authority to invest in illiquids 

– Use of private equity type structures and terms: no performance fees until realization 
and restricted or no redemption rights, such as rolling lock-up periods

– Liquid investments can be sizeable and are typically subject to a longer hold period

– Mix of liquid and illiquid investments

– Use of side-by-side funds and, increasingly, hybrid funds
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Illiquid Investments:  Redemptions

• Does underlying portfolio liquidity align with redemption terms?

• Do redemption limitations and restrictions have hard-wired triggers or are they imposed in 
the manager’s discretion?

– Gates

– Payment timing

– Holdbacks and other reserves

– In-kind distributions

– Suspensions

• Does the decision to wind down supersede unfulfilled redemption requests?
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Illiquid Investments:  Economics

38

● Are side pockets included or excluded in the calculation of 

management fees?

● If no existing side pockets provision, can side pockets be excluded 

from the calculation of management fees if manager so desires or if 

investors so demand? 

Side Pockets –

Management Fees 1

● Are side pockets included or excluded in the calculation of performance fees? 

● If no existing side pockets provision, can side pockets be excluded from the 

calculation of performance fees if manager so desires or if investors so demand?

● If side pockets are excluded from performance fees, what is the mechanism for 

calculating performance fee once the side pockets become liquid or are realized? 

Side Pockets –

Performance Fees 

and Allocations
2



Illiquid Investments: Economics
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● Do the fund documents provide for a management fee step down or waiver?

● If not, will investors demand a step down or waiver?
Suspensions and 

Wind-downs3

● Existing investors may demand fee discounts in lieu of redeeming

● New investors may demand fee discounts

● Managers considering new share classes with longer lock-ups or redemptions 

with less frequency in exchange for lower fees 

Funds with 

Performance Issues4



Managed Accounts 
and Funds of One



Introduction

• Investors interested in greater customization and control of assets through 
alternative products:

– Managed Accounts

– Funds of One

• Key drivers for customization: fees, liquidity, and transparency, and parameters 
around investing 

• Administrative challenges presented by greater customization

41



Funds of One and Managed Accounts

• Funds of One

– Often structured as limited partnership with only one limited partner, an LLC with one 
member or an offshore exempted company with one shareholder

– GP/Managing Member makes investments on behalf of the fund of one and fund of one  
is typically managed by an Investment Manager

– Fund of one is the owner of record of its investments

• Managed Accounts

– Client and Investment Manager enter into an investment management agreement 
pursuant to which client delegates authority to the Investment Manager to trade the 
assets in the account

– Investments and securities are directly held and owned by the client
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Why Create a Fund of One?

• Purpose of using these alternative structures (for investors)

– Customized investment programs – ease of modification

– Limited liability for investor/unlimited liability of GP to third parties

– Lower or different fee and expense structures

– More favorable indemnification and standard of care terms

– Greater investor control, transparency, and governance terms

– Enhanced liquidity rights and exit strategies

– Additional rights that may be inapplicable to other investors

– Long-term relationships

– Leveraging the Investment Manager’s infrastructure (e.g., access to sponsor knowledge; may include 
required training for investor

– One governing agreement – side letters and separate subscription documents less prevalent 
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Why Create a Managed Account?

• Ownership and greater control

– Unlike a fund of one, a client of a managed account retains ownership and a certain 
level of control over the account’s assets

– In event of termination of account, client retains ownership of the assets

– By owning the assets, the client is not exposed to the liquidity risks caused by 
redemptions of other investors (as would be the case with a commingled fund) and 
often has complete transparency over the portfolio (including position level data)

• Risk Management

– Investors in managed accounts are able to effectively manage risks

– Can have access to position-level data
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Why Create a Managed Account?

– May be ability to appoint own custodians, administrators and other service providers for 
the account

– Enables client to monitor the account

• Liquidity

– By owning assets directly, investors in managed accounts are subject generally to the 
liquidity risks of the underlying investments

– Enhanced ability to terminate the managed account 
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Advantages and Disadvantages of Funds of One vs. 
Managed Accounts

Funds of One

• Advantages

‒ Liability Protection

‒ Operational Efficiencies

‒ Tax Treatment of the Performance Compensation

– Privacy

‒ Tax Structuring

• Disadvantages

‒ Lack of Ownership and Control

‒ Expenses

Managed Accounts

• Advantages

‒ Ownership and Greater Control

‒ Risk Management

‒ Liquidity

‒ Affordability

• Disadvantages (to Manager)

‒ Counterparty Liability

‒ Direct Fiduciary Liability

‒ Unfavorable Tax Treatment of the Performance Compensation
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