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| INTRODUCTION: WHY ARE WE
DISCUSSING SIDE POCKETS?

The unprecedented volatility and reduced
hquidity we have witnessed in the financial
markets since the second half of 2007
mainly arising from sub-prime mMortgages in
the US, the liquidity crisis and the alieged
fraud cases involving investment managers
or brokers-dealers have frozen financial
markets. In the absence of liquid markets,
issues are arising regarding valuation of
most securities While risk aversion and lack
of confidence are becoming the trend, cer-
tain investment funds are suffering massivé
redemptions. In order to fund these
redemptions, liquid assets are being sold.
sometimes at an excessive discount, gener-
ating negative performance and dissatisfac-
tian for remaining investors. As the
proportion of liquid assets in the refevant
fundprogressively decreases. valuation issues
become more difficult,

Let's take an example: assume a fund with
a weekly NAV facing recurrent major
redemption requests. As the fund is mainly
invested in liquid assets, the investment
manager sells them in pricrity. The table
below llustrates how, with time, the por-
tion of liquid assets may go down, from 90%
to 75% of the NAV,

When looking at this example. the follow-
ing questions might arise:

~To what percentage of NAV can the ratic
of illiquid assets increase!

— Are the remaining shareholders being
fairly treated!

— Should a side pocket be created to 130-
late illiquid assets’ :

~ Are there any alternative methods for
resolving these issues!

DEMYSTIFYING SIDE POCKETS

| ORIGIN AND PRINCIPLES OF SIDE
POCKETS

Side pockets emerged in the late 1980
and early 1990's as a way for hedge funds
to invest in real estaie and distressed secu-
rities. Originally, side pockets were a toal
that managers employed on a relatively fim-
ited basis. In recent years, however, man-
agers have been employing side pockets
with increased frequency. As the hedge fund
industry has developed, hedge fund man-
agers are expanding their investment strate-
gies beyond the traditional arena of hedged
liquid public securities o include less fiquid
asset classes, including private equity, ven-
lure capital, real estate, distressed debt,
mezzanine lending and cther illiquid asset
classes. These asset classes cannot be sold
as quickly as exchange-traded or over-the-
counter pasitions and it is often difficult to
determine their market value on a manthly,
quarterty, or even an annual basis.' A theo-
retical valuation is most of the times possi-
ble, sometimes with unrealistic discounts
and/or without taking into account credit
risk. In order not to discriminate aganst
redeeming investors, hedge funds may
decide Lo implement a side pocket. [n that
context, side pocketing can be regarded as
a technique to manage iliquidity.

The side pocket aims to segregate illiquid
or difficult-te-value assets from the mar-
ketable securities held in order to enable
the fund to continue offering redeemable
shares while protecting the potential value
of the isolated assets. Fach investment
moved intc the side pocket is valued on
line-by-line basis and remains isolated until it
is sold or transferred back into the fund's
liquid portfolio. When the assets in the side
pocket are realised, the investors participat-

ing in the side pocket receive the realisation
proceeds of these assets.
While several techniques exist, the follow-

ang two techniques are the most commonly

used:
— Creation of a side pocket sub-fund;
— Creation of a side pocket share class.

| How To SET UP A SIDE POCKET SUB-
FUND?

A Fund has one sub-fund, A, with significant
illiquid assets. On a spectfic day, its Board of
Directors defines criteria to identify and 1s0-
fate illiquid assets. A new sub-fund B is
launched and ifiquid assets from sub-fund
A (together with correlated assets and
accruad interest, if any) are transferred to
sub-fund B.The fund is now comprized of
two sub-funds (instead of one).

Shares of sub-fund B are allccated to share-
holders of sub-fund A at the time of the
transfer of the illiquid assets in proportion to
their existing holdings. Such alocation is
realised by the exchange of shares of sub-
fund A into shares of sub-fund B. Shares rep-
resenting assets transferred into sub-fund B
are treated generally as redeemed from sub-
fund A as of the date of the exchange.
Immediately after the transfer, sub-fund B is
closed for subscriptions and suspended for
redemptions.

Sub-fund B is valued regulariy, using the
most relevant market, fair valuation prices
or amortised cost method, as determined
by the board of directors.

Shares of sub-fund B are redeemed pro-
gressively (at the fund’s initiative) when ilig-
uid assets are realised (in the same
proportion for all investors).

Once all illiquid assets in sub-fund B are
realised, sub-fund B is definitively closed.

NAV Liquid Miquid Total
calculation Total Liquid assets in % 1lliquid assets redemption
date NAYV assets of NAY assets in % of NAY requests
02-Feb-09 1 GO 000 000 20 000 000 20.00% 10 000 000 10.00% i2 500 000
09-Feb-09 87 500 000 77 500 000 88.57% 1C Q00 000 [1.43% Il 000 000
| 6-Feb-09 76 500 000 66 500 000 B6.93% 10 Q00 000 13.07% 14 00C 000
23-Feb-09 62 500 000 52 500 000 84.00% 10 000 000 16.00% [3 000 000
02-Mar09 49 500 000 39 500 000 79.80% 10 000 0GO 20.20% 9 500 000
09-Mar-09 40 000 000 30 000 000 7500% 10 0C0 GO0 25.00% 8 Q00 000
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| How 70 SET UP A SIDE POCKET SHARE
CLASS?

The process is similar to the creation of a
side pocket sub-fund. except that a new
share class (ex: Z class) is created in the
existing sub-fund and iliquid assets (together
with correlated assets and accrued interest, if
any) are allocated to that Z share class. The
rest of the process is the same.

| ADVANTAGES OF SIDE POCKET SUB-
FUND AND SIDE POCKET SHARE CLASS

A side pocket account presents advantages
for investors, directors and conducting offi-
cers of the fund:

- The creation of a new sub-fund or share
class does not constitute a distribution to
the investors and, as a consequence, is not
considered as a tax event (as i could be in
case of redemption in kind).

— Fair treatment of all shareholders s
ensured: the manager 5 not forced to sell lig-
vid assets to meet investor rederritions,
leaving the remaining investors with a dispro-
portionate amount of iiquid instruments,
~The suspension of redemptions of the share
class or sub-fund does not prevent the
investor trading the shares received on a sec-
ondary market (or over-the-counter market).
—While maintaining the side pocket account
within the fund structure, conducting officers
and directors retan their decision making
power and there is ne change in the roles
and responsibilities of the depositary bank.
~There is no specific issue with the coun-
terparty risk or issuer risk for institutional
investors {such as fund of funds) as they
remain invested in the same type of invest-
ment funds.

| DISADVANTAGES OF SIDE POCKET SUB-
FUND AND SIDE POCKET SHARE CLASS

A side pocket account may also present dis-
advantages. Seme of them are listed below.
— Depending on the nature of the fund, side
pockets are rarely pre-authorised in the
fund's documents. Prospectus, articles of
association or management regulations may
need revision,

— For funds registered in foreign jurisdictions
for public authorisation, foreign authorities
must be notified of the suspension of the
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calculation of the net asset value and may
impose strict conditions on the operation
of the side pocket account or the distribu-
tion of the fund.

— Creation of a side pocket may be wrongly
perceived or-understood by investors and
markets and could result in additional
redemption requests.

— Side pocket activity is difficult to explain
to retail investors,

| SomE TIPS WHEN ENVISAGING SIDE
POCKETS

Before deciding to opt for a side pocket
solution, conducting officers and directors
must act in good faith in the best interests
of the fund and of all investors. The follow-
ing questions may be raised:

1) Is the side pocket technique compatible
with the investment policy and global struc-
ture of the fund? Lel’s take a few examples.
— A fund aims to invest in a long debt
instruments portfolio and. through the use
of total return swaps. the return on the long
portfolio is exchanged for the return on an
index. When building the side pocket, is it
possible to transfer the respective portion
of the swap to the side pocket!

— Is it possible to transfer the positions on
fimancial derivatives instruments (credit
default swaps, forward contracts) used to
hedge the long portfoliof

— How are illiquid assets the subject matter
of securities lending arrangements dealt
with?

2} Has an adequate portion of iliquid assets
been transterred in the side pocket? I some
time after the creation of a side pocket
account, the fund is again facing illiquidity
issues, the process needs to be started
again. As investors and market conditions
are not the same, side pocket accounts pre-
viously created can not be used to isolate
further assets, In this context, it is very
important to clearly define criteria to iden-
tify and isolate illiquid assets.

3) Is the project feasible from an adminis-
trative and accounting point of view! In
other words, 5 it possible to allocate a port-
folio of securities to a share class in the
accounting software! How many investors
are there in the fund? Are all investors listed
in the register of sharehalders of the fund
or is the fund distributed mainly wia nomi-
nees! Are nominees able to operate side
pockets?
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4) Can administrative or custody expenses
be charged to the side pocket?! Fees should
not exceed more than the total expenses
ratio of the sub-fund at the origin of the
side pocket and should be fimited to fees
disclosed in the prospectus of the fund. Tra-
ditionally, in the hedge funds industry. invest-
ments in side pockets generally are not
included in a fund's NAV for purposes of
calculating performance fees. Side pocket
investments are included in periodic calcu-
jations of management fees, but perform-
ance fees are not calculated or taken with
respect to side pocket investments untit a
valuation or liquidity event occurs. Some
offering documents provide that manage-
ment fees attributable to a side pocket are
paid out of the fund's liquid porticlio. Oth-
ars provide that the management fees are
accrued but not actually paid until a valua-
tion or liquidity event occurs®,

5) At what frequency and how will the side
pocket be valued?

6) How will the side pocket be monitcred?
How will it be included in the risk manage-
ment process of the fund?

7) How will investors be informed? Will the
marketing networks have the information
needed to answer investors' queries! How
can consistent information be made avail-
able on their website?

| Canwe appLy siDE Pocker IN UCITS
FUNDS?

In October 2008, the Association of the
Luxembourg Fund Industry ("ALF™) set up
a working group on side pockets, discussing
potential implementation of side pocket
techniques in Luxembourg funds. Meetings
were alsc organised with the CSSF

Side pockets must remain under the con-
trol of the fund and its depositary bank.
Techniques such as side pocket sub-funds
and share classes comply with this require-
ment. Conducting officers and directcrs of
the fund should be highly invalved in the
managerial and monitoring process.

Side pockets should only be envisaged in
extreme cases when no other alternative is
preferable with regard to the interests of
the fund and its investors. Side pocketing
remains exceptional and should be limited
to a small portion of assets.

Shareholders should be duly and regularly
informed about valuation technigues and
evolution of the side pocket liquidity.
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Approval of the CS5F should be obtained in
each individual case. The implementation of
side pocket within an investrment fund subject
to Part | of the Law of 20th December, 2002
on undertakings for collective investment, as
amended, is restricted and needs to be dis-
cussed with the CSSF on a case by case basis.
In consultation with ALFI®, the CSSF has
approved 4 fast-track autherisation procedure
tor the implementation of side-pocket in:
—investment funds subject to Part Il of the
Law of 20th December, 2002 on undertak-
ings for collective investment, as amended
— specialised investment funds subject to
the Law of 1 3th February, 2007 relating to
specialised investment funds

This fast-track procedure can be used if the
assets proposed to be placed in the side
pocket represent less than 20% of the total
assets of the investment fund. The side
pocket should not be used to solve tempo-
rary valuation issues or unconfirmed (ie
presumed or potential) illiquidity of assets,
The fast-track procedure and related con-
ditions are described in the ALFI newsflash
dated March 24, 20093, .

On March |3, 2009, ALFI published "tech-
nical guidelines for funds of funds concern-
ing the valuation of nvestment funds
affected by Bernard L. Madoff investment
Securities, LLC ("Madoff )", Given the very
recent emergence of the alleged fraud and
its extent, there is no clear guidance on
valuing investments in Madoff exposed
funds. When the fund assesses that ts expo-
sure in Madoff is significant, measures should
be taken to ensure equal treatment of
investors and to protect existing sharehold-
ers from arbitrage. One of the techniques
suggested in the guidelines consists of the
creation of a side pocket into which the
affected investments are transferred.

| ANY NEWS FROM OTHER COUNTRIES?

In Switzerland, The Swiss Funds Association
("SFA’) consulted the Swiss Financial Market
Supervisory Authority ("FINMA™) about
side pockets, mainly for funds of hedge
funds {"FoHFs"). The key point is that
FINMA placed great emphasis on investor
protection in its decision, given that in
Switzerland — unlike abroad — FoHFs are
also sold as retail products. FINMA is pre-
pared to offer assistance in finding quick and
flexible solutions within the frameworlk of
the fundamental decisions it sets down. That

said, it wishes to refrain from issuing
abstract, general rules, and would rather
check and discuss the specific problems
with applicants on a case-by-case basis”.
FINMA confirmed that in light of the current
market situation, in the case of Swiss FoHFs
and foreign FoHFs authorized for public dis-
tribution which resort to measures such as
side pocketing, the issue of units of the Swiss
FoHFs and distribution of foreign FoHPFs
must in principle be suspended, both for the
liquid and illiquid segments. At present,
FINMA does not want to define for how
long this suspension of the issue of units of
Swiss FoHFs and distribution of foreign
FoHFs will continue. Finally, FINMA, referred
representatives and distributors once again
explicitly to their duty to observe the code
of conduct set down in the Collective Invest-
ment Schemes Act (CISA)and in particular
their duties in respect of loyalty, due diligence
and disclosure of information pursuant to
Art, 20 CISAY

In France, the Autorité des Marchés Rinanciers
{"AMF") published recommendations for
management companies managing French
funds that may be affected by the Madoff
affar In case of significant investments in Mad-
off, if the managemenl company deems that
the information available means it is not pos-
sible to accurately value holdings in these
investrment funds, it must assess the relevance
and feasibility of different approaches. One of
these approaches consists in the use of side
pockets, in accordance with the provisions of
Articles L. 214-19 (SICAVsY and L. 214-30
{(FCPs) of the Monetary and Financial Code.
In the case of SICAVS, an extracrdinary gen-
eral meeting must be called for this type of
arrangement. The time recuired for these pro-
cedures may require a profonged suspension
of the NAV quotation, which may harm the
investors' interests. Alternative solutions should
therefore be examined, such as winding up
the fund or depreciating the investment under
the procedures proposed for funds with non
significant exposures.

| ALTERNATIVE METHODS 10 SIDE
POCKETS?

The following section briefly describes some
alternative methods to side pockets,

— Galing: the prospectus of the fund may
permit the “gating of redempticns to delay
the redemption process. A typical gate lim-
its redemptions to a fixed percentage of

each redemption request. An alternative
method consists in restricting the total
amount to be paid by the fund at any
redemption period to a fixed percentage of
the fund's assets.

— NAY suspension: prospectus or articles
of-association of funds often enable the
conducting officers to suspend the NAV
calculation and/or the redemptions.

— Redemption in-kind: upon investor's
approval, the fund may propose redemp-
tions in kind.

Gating and suspension can only be consid-
ered as short term solutions and do not
represent effective soluticns to the liguid-
ity 1ssues.

The redemption in-kind alternative presents
a lot of constraints: approval of each
mvestor, intervention of the réviseur d'en-
treprises, ability to value the securities fairly.
in addition, it is considered as a tax event in
several countries.

| Conctusion

In a world of constant evolution and unsta-
ble market conditions, nobody is currently
able to predict the end of the turmeil In the
worldwide economy. In that context. side
pocketing may be considered as a tech-
nigue to manage illiquidity while ensuring
fair treatment of investors. However; this
technique should be used with prudence
so as not to reinforce the current lack of
confidence and risk aversion thereby poten-
tially resulting in additional trends of mas-
sive redemptions.

Side pockets can only be a useful tool if
investors are duly informed about the ben-
efits of such action. The invelvernent of con-
ducting officers and directors in the decision
and monitoring process is crucial. s

Pascale LEROY
Director
KPMG Audit Sarl

ISide Pockets on the rise - Issues, Analysis. and m-
pact” - The Review of Securities & Commodities Re-
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“Side Pockets on the rise — lssues, Analysis, ani Im-
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* Special ALFl newsfalsh of March 24, 2009 “Side
pockets :fast-track procedure for autorisation by the
CSSF.

* Extracts from “SFA News 1/03 Spring 2003,
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