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Abstract

The global hedge fund industry, a technology-bamssdork of varied organizational forms and
relationships, was chosen as the context for #search in order to gain theoretical insight into
relationships, networks and markets.

Hedge funds are investment vehicles which are gjlpb@ately owned, based off-shore, and not
required to reveal their investment strategy. Tlaeesapproximately 8,000 hedge funds globally,
managing $1.225 trillion (Hedge Fund Research).Iitedge funds are performance-driven and
their managers share the profits generated thraatjve investment skills, with the highest earning
$1.5bn in one year (Institutional Investor, 2006).

This research used qualitative methodology to ingate the perceptions primary relationships and
of relationships in the network. The dyadic relasibip investigated was that of the hedge fund
manager with the prime broker, usually an investrbank. Qualitative research, based on 21 face-
to-face in-depth interviews with hedge fund managerd industry informants, was tape recorded
and transcribed. Respondents volunteered througtacts provided by the global hedge fund trade
association, The Alternative Investment Managemeasbciation, Ltd. (AIMA), London.

Results from the qualitative research show thaglddnd relationships are characterized by
heterogeneity, asymmetry and “multiplicity, varietyd ambiguity” (Hakansson & Lundgren 1995:
296). The relationships are driven by performaanue profitability. Hedge fund managers
demonstrate aggressive competition for controksburces, which in this network are intangible
services, @., ideas and information flow. The relationshigsnebnstrate ambiguity. The
relationships are both cooperative, working togetbelose a large deal which they are incapable
of managing independently, and competitive, in Begkdvantage through investment ideas and
information. Time linked to information is a criéicfactor. The relationship investigated in this
research, the hedge fund manager and the primehrk investment bank such as Goldman Sachs
or Salomon Smith Barney, demonstrates the mulgtlambiguity of the network: it is on one level
purely transactional and institutionalised, asghme broker fulfils execution, settlement and back
office functions for the hedge fund manager, atatianal, in the exchange of ideas, information
flow, and trading functions. Hedge fund managengeltiers of different types of relationships in
the same firm in order to extract maximum valuedils of the network and relationships are
provided from the perspectives of the enactants.
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Introduction

The global hedge fund industry, a technology-bassdork of heterogeneous organizational forms
and relationships, was chosen as the context i®reélearch in order to gain theoretical insigtd in
relationships, networks and markets. The globagbddnd network [GHFN] is a particularly rich
context for network research because it has heteemus organizational forms and relationships,
global reach in extensity and intensity, underpigrtechnological systems, increasing importance
in financial markets and is characterized by raidnge. These factors make it particularly suitable
for investigation from an IMP perspective.

The business relationship and network frameworthefindustrial Marketing and Purchasing (IMP)
Group (Gemuinden, Ritter and Walter, 1997; Hakan48&2; Hakansson and Snehota, 1995;
Hallén, Seyed-Mohamed and Johanson, 1989; MoléNdison, 1995; Naudé and Turnbull,
1998) provides a means to examine change. Thhiseaed by holding business relationships and
the networks formed by these connections as stat#éacts.

However, many questions remain about the natuexdiange in business relationships. Business
relationships are necessarily two sided. Two paitiglicitly or explicitly coordinate their

activities and resources to achieve self-interastgg(Medlin, 2006). The two parties operate
according to different codes (Halinen, 1998). Yt two parties interact and work together to some
degree to manage change and bring a degree ditgtaid achieve the intended exchange.

The purpose, techniques and manner of interacfibnginess relationships deserves closer
attention. This has been recognised within the IiWPature, where the single perspective of
market management has long been questioned (Hamrig@82; Hakansson and Waluszewski,
2005). Within the interaction perspective, businetationships are seen to be the result of ongoing
transactions, where two parties exchange resoar@sommunicate concerning their exchange. A
number of constructs have been considered impari@xamining interaction: time, subjectivity,
joint action, interdependence, and relative posiffeord and Hakansson, 2006). When two parties
interact, the very nature of these constructs eéned to negotiation between the parties.

However, the interaction perspective also opergiestion the very nature of exchange as
conceptualised in a marketing management vieweofmbrld. Unlike in the 4P approach of
managerial marketing, no single product is exchdrigem an interaction perspective. Both parties
exchange different resources. Both parties plaiferent values on the resource they exchange, so
that each considers the exchange worthwhile. Tleign® there is no single product that defines an
exchange relationship; rather the relationshipefingéd by joint activity through time between two
entities with different world views .@., subjectivity); that is, by forms of interactitimat depend on
degrees of interdependence and resource heterbg@rej relative position in a network). In the
interaction perspective of a business relationghigre is a natural asymmetry between the parties
that allows for a juxtaposition of the parties, aada joining of different networks through a
complementarity of activities and resources (Medid03).

In this paper we seek to understand at a deepelrtlew interaction perspective of business
relationships within networks. We do this by takargexchange network that is radically different
from a standard product exchange view of the wdrtek exchanges we study are within the global



hedge fund network, a technology-based networletdrogeneous organizational forms and
relationships.

The paper is structured in the following mannersti-we consider the theoretical nature of business
relationships by applying an interaction perspectiva rigorous manner, where time, subjectivity,
interdependence, relativity and joint action argaimted concepts. Next, we provide an industry
analysis to provide a contextual foundation for study. Our results examine relationships in the
global hedge fund network and provide four propossg as conclusions and indications for further
research.We conclude by suggesting future research dinesti@ur research is inherently
exploratory and seeks to understand and elabdratienplications of an interaction perspective of
business relationships and the implications foreusinding business networks in the context of
theoretical development.

Literature Review

All business relationships are different as a tesulhe heterogeneous nature of firms and their
resources. The result is that no firm can work alttncomplete a product for consumption; rather
firms coordinate their activities and resources smform networks (Hdkansson and Snehota,
1989). Each firm in the network undertakes relatiops to sell a good/service to another firm, in
order that an end-user -- a person or group, cdertake a consumption process (cf Seto and
Honda, 2001). In effect, future consumption dralmesftrms together into networks. These
networks do not have boundaries.

The connections between relationships throughaarktare the cause of exchanges, and these
exchanges depend on the firms’ resources and comatiom. A distinction can be drawn between
the business relationship and the interactions é@tvthe parties. The interaction between firms in a
business relationship concerns two aspects, irsexchange of resources, and second, the
communication required to arrange that exchangmdustrial networks the exchange concerns
physical products or services for financial resesr@ie.,, money) and the communication usually
concerns on-going adaptation of the product oriserfHallén, Johanson, and Seyed-Mohamed,
1991). This conceptualisation of exchange reliesupeterogeneity of resources and/or capability,
with relationships formed to provide either acaesesources or to markets (Hakansson and
Snehota, 1995).

There is an asymmetry of resource and/or capalbiétween the two parties to a business
relationship. Each party has different resourcearcapability, and there is a complementarity
that provides a rationale for the relationship.sTineterogeneity of resources/capability and
complementarity leads to firms having differenttele positions in a network of relationships.

The relative network position of a firm leads tormragers having their own subjective
understanding of each business relationship (Fodd-#kanssor2006) The asymmetry across a
relationship will naturally exist with regard tof@mmation. The different connections between firms
in a network, naturally results in asymmetry obimhation between the firms in a specific
relationship. Each firm is connected to differetites firms who have separate information sources.
Further, the information passing through the nekwias a different meaning according to the
strategic imperative given by a firm’s relative pio® in the networks.

That information has different meaning accordingétwork position is apparent when the nature
of new information is considered. What is new foearty is not necessarily new for another
(Nonaka, 1994). Each manager will have a diffestatting point in understanding the nature of his
or her business relationships and network logibss Theans that the same piece of information can
be new for one manager and not indicate anythimgateall for another. Clearly, the past history of
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each manager and their degree of connectednesa wétworks are factors influencing the level of
information arriving for processing. However, theshimportant source of new information is
likely to arrive through trusting relationships, evk the degree of mutual knowledge is likely to be
higher (Solberg, 2001). In these relationshipsviilee of new information for another party is
known, or at least partly understood. This meaf@mmation can be traded to build the relationship
or to create a debt for future reciprocity.

Trade in information has not been strongly congiden past research of relationships and
networks. It is known that a higher level of comneation quality and information sharing is
associated with more successful partnerships (MotrSpekman, 1994). In addition, it has been
suggested that appropriate communication may allewistrust when environmental events
threaten a mutual venture (Anderson and Narus,)1990

Within the IMP stream of research authors haveidensd the role of information as a part of
interactions. Bergman, Andrésen, and RoxenhallZp68ategorize information according to
technical, commercial and administrative contentb&g (2001) suggests that a firm attributes
different value to information according to the srmiand the quality of the relationship and
network. Relationship ‘atmosphere’ (Hakansson, 19820 has a bearing on perception of
information quality. Here the idea has been thgh evels of trust and commitment to a
relationship result in the conditioning of the raetion between the parties so that each works
collaboratively with the other to coordinate resms and activities in their mutual interest.

However, underlying the concept of atmosphereasnhy each party provides meaningful
information. In effect, a strong relationship reésuh a form of dialogue where the meanings and
value of information are tested by each partytii@mselves and the other party, and even in
conjunction with the other party so that new mutwaderstandings are developed. Heide and John
(1992) come close to this idea when they discus®penness of communication as relationships
become more trusting, but we take the idea a stegper. The value of information is known
because of the mutual understanding developedtoner

The importance of time (Halinen, 1998; Halinen diddnroos, 1995; Medlin 2004; Stanley and
Tyler, 2002) and timing (Hedaa and Térnroos 2002)nderstanding interactions now comes to the
fore when information trade is considered. Thenignof interactions creates the understandings of
relationships. Time and timing allow the constrortof cause and effect and lead to the attribution
of a specific relationship form.

All business interaction is on the basis of futumtention (Medlin, 2004). Firms can create many
different relationships, so long as there is a dempntarity of resources and/or capabilities with a
range of other firms. Each different relationslspresupposed on different and connected futures.
Different relationships will have greater and lessegrees of willingness to analyse the importance
of information for the other party, and differentlimgness to communicate relevant information in
a timely manner (Heide and John, 1992). The réstiftat networks of firms are composed of
variety in relationships where different degreesloseness determine the flow of information and
the ability to adapt to change.

Industry Context

Hedge funds are investment vehicles which are ¢jlpb&ately owned, based off-shore, and not
required to reveal their investment strategy. Tlaeesapproximately 8,000 hedge funds globally,
managing $1.225 trillion (Hedge Fund Research).Ihtedge funds are performance-driven and
their managers share the profits generated thraatgve investment skills, with the highest earning
$1.5bn in one year (Institutional Investor, 2006).
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Hedge funds are “private investment vehicles wiieeananager has a significant personal stake in
the fund and enjoys high level of flexibility to @foy a broad spectrum of strategies involving use
of derivatives, short selling and leverage in ofideznhance returns and better manage risk”
(Agarwal and Naik, 2006, p.1).

The hedge fund concept was first created by Alfkédslow Jones in 1949 (Barra RogersCasey,
2002, p.3) and has undergone both rapid and sleela@ement during different time periods.
During recent years, hedge funds have experiemeatehdous growth and are increasingly
recognized for the wide variety of investment stgads they employ, which enables increased
diversification benefits, good performance in fajlimarkets, and which are not correlated with
traditional investment (MFA, 2003, p.3).

Hedge fund managers also enjoy high return fronm gteategic investment, usually receiving a 1
percent annual management fee and 14 percent ahtheal profits (Ackermann, McEnally and
Ravenscraft, 1999, p.834). The characteristicsrttaat influence hedge funds’ performance are:
Flexible investment strategies, strong managen@@ntives, substantial managerial investment,
sophisticated investors, and limited governmentgigat (Ackermann, McEnally and Ravenscratft,
1999, p.822).

Hedge funds are mostly concentrated in the US)exre wwere no direct regulations in the US until
April, 2006, and they are often exempt from manyestor-protection and disclosure requirements
there, as well as elsewhdredgeworld.com Hedge funds with a capital base of over $25mewer
only required to register with the US Securitied &xchange Commission (SEC) from 2006.
Those under $25m are not required to register.geléainds are registered in offshore financial
centres, such as the British Virgin Islands, thed@aas, Bermuda, Dublin, Luxembourg, Cayman
Islands and Guernsey, where the investors can naaitheir tax liabilities (Agarwal and Naik,
2006, p.3Hedgeworld.com Offshore registration also means that hedgedand lightly

regulated, and due to the lack of regulation theyheghly secretive.

Despite the offshore location of the main fund, thexige fund managers trade out of major
financial centers, such as New York and Londdadgeworld.corj Around 70 per cent of
European hedge funds are run from London, whileatri0 percent bank in London. Alongside
New York, London runs the majority of the approxieig 8,000 hedge fund vehicles managed
globally (Money Marketing, 22 Feb 2007 ).

The size of the hedge fund industry is hard towestie, as the US Securities and Exchange
Commission (SEC) imposed restriction on the adsiadiand reporting of hedge funds’
performance (Agarwal and Naik, 2006, p.2). Furthedge fund operations are usually opaque, as
one of their key characteristics is that they Heslievealing information about their investment
process and market bets (Lhabitant, 2004). Theralao few uniform reporting standards, due to
the lack of regulation (Fung, Hsieh, Naik and Raarag 2006).

The average growth rate of the hedge fund industoyer 17% over the last decade and it is
expected that the significant growth will contin@eenwichai.com Figure 1 shows the estimated
increase in hedge fund assets and the number gétfadds from 1988 through 2008
(Greenwichai.com

There are a wide variety of hedge funds, basiahiltided according to different strategies: Non-
Directional or Directional (Agarwal and Naik, 20Q65) (see Table 1). The purposes of hedge
funds are to:

1. Enhance market liquidity, helping to absorb shaok#olatile markets, reducing the severity of
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price fluctuations and fostering smaller bid-askesgds and lower transaction costs;

2. Toincrease liquidity and efficiency, foster finaddnnovation and the allocation of financial
risk in financial markets;

3. Provide a critical source of liquidity to relatiyalliquid markets and structured investments.
(MFA, 2003, p.7-8).

Traditionally, hedge fund investors are mostly huget-worth’ individuals, taking up about 80% of
the whole group (Agarwal and Naik, 2006, p.2). Hegre since 2003, there is a new trend in which
the majority of assets in hedge funds belong testment banks and institutional investors,
investing via fund-of-hedge-funds or fund-of-fur{@sing, Hsieh, Naik and Ramadorai, 2006).
Charitable endowments, pension funds, insuranceaaies, universities, banks and other
investment funds are among the most significargstws in US hedge funds (MFA, 2003, p.3).

Hedge funds are secretive, not held to the formiakrof disclosure in financial services business
markets that, say, investment institutions or miuwads are. However, hedge funds are now
becoming main stream investment vehicles for bo¢hbiusiness and retail markets, and recognized
as having a major impact on businesses and thedigamarkets.

Methodology

The methodology used was Exploratory Researchdb@as&rounded Theory, which generated
gualitative data. The objectives were to:

1) Obtain a global view of the hedge fund industry @achetwork,

2) Understand the structure of the industry,

3) Provide a contextual analysis of the industry;

4) Determine major themes of the global hedge fundsirg network;

5) Map hedge fund company structure and network strecfrom different perspectives;
6) Ascertain how the network “works” and the relatiloips and interactions.

7) Develop propositions to guide further research.

This research was facilitated by the Alternativeelstment Management Association, Ltd.,
(AIMA), London, UK, the global hedge fund trade @sistion. Respondents were from AIMA,
hedge fund managers, fund managers who work clegdtyhedge funds, investment bankers, and
relevant others who provided secondary researcthéindustry context.

This paper analyses results for interviews witth&8ge fund managers and three relevant others
which were conducted between April, 2006 and A20i07. The relevant others were one
institutional fund manager of a pension fund and imwestment bankers, for a total of 16
respondents. Names of hedge fund managers werel@dadoy AIMA and through researchers’
personal contacts. The sample was a conveniengglesaf AIMA’s global members who
volunteered for the research in response to AIMAtation, and further contacts made through
networking.

The interviews were conducted face-to-face, ohantélephone, and recorded and transcribed. The
13 respondents were hedge fund managers baseadohan the UK. Of these, there were two

key informants who provided further interviews, uistty background, and triangulation of data.
Some respondents were interviewed more than oocae,tbtal of 21 interviews with 16

respondents.

The interviews lasted from 30 minutes to 1.5 holile interviews were in-depth, free-ranging, and
exploratory, and covered all aspects of the ingugterceptions, relationships and networks, and
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other relevant information. The respondents andl tineis were guaranteed that all data would be
confidential, non-attributable and anonymous.

The research methodology was Grounded Theory, whiahrigorous, empirical procedure for the
collection and analysis of data and one of the moisable methodologies for problem definition,
hypothesis generation and theory construction @)J)d®978; Glaser, 1992; Glaser, 1994; Glaser
and Strauss, 1967).

Therefore, interviews were conducted until no nef@rmation was obtained. The transcribed
interviews were coded using the comparative cotbBognique, first using open coding determined
by the data, followed by selective coding. The maariables were compared and insights were
noted in theoretical memos, which were successimgdgrated. The analysis stages of selective
coding and memoing were triangulated with the k#grimants for confirmation (Glaser, 1978;
Glaser, 1992; Glaser, 1994; Glaser and Straus$,)196

The result of Grounded Theory analysis is the geioar of hypothesis or propositions which
provide a conceptual understanding of the phenorseeried, and which “fit”, “work”, and are
capable of being understood and applied by theoretgnts (Glaser, 1994).

Results

These results are examined in two theoretical meandgour diagrams. The theoretical memos
delineate the core variables, explore the relatipmssbetween the core variables, and explain the
industry relationships from the different networksgpectives of the participants. The four diagrams
depict the industry from the differing perspectieéshe respondents. Theoretical Memo | examines
the heterogeneity of relationships, multi-levebt@nships in the same entity, and relationships as
value-creating device. Theoretical Memo Il examitiee closeness and interconnectedness of the
network, the purpose and use of information, afarimation linked to time.

Theoretical Memo |

“Heterogeneity relationships; multi-level relatibiss; relationships create value”
“Relationships are performance and remuneratioredfi

The GHFN is driven by relationships and these ielahips are characterised by heterogeneity.
The actors are all well known to each other andprse a “gated community” which is secretive
and not required to disclose its activities to fatpry bodies or the market. The actors are (uguall
hedge fund managers who are former investment bsnded investment bankers and others in
global capital financial markets, such as monegdrs or brokers in securities houses.

The management structure of a global hedge fundtasdbsidiary companies, from the
perspective of the hedge fund, derived from in®mg in this research, is given in Figure 2. The
flow of funds and diagram of relationships is adbown in Figure 2.

The Hedge Fund Manager has three different impor&ationships: The prime broker, the clients,
and the other brokers, as well as sources whoaekeepers for the information flow, and agents
of funder funds. Brokers and clients might be e tsame institution, for example, different
branches of an investment bank, but they are diftepeople and they have different kinds of
relationships.

The same actors will have not only multiple relasibips, but also tiered relationships in the same
entity, each with different functions and purpodes. example, all hedge funds outsource all their
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trading, dealing, brokering, research and baclceféictivities, so that an investment bank may run
the back office functions for many hedge fundgyuine, transaction-based relationships. The same
investment bank may serve as the prime brokerfgmamber of the hedge funds, giving bespoke
investment advice and services in a highly persdoag) term, relational relationship. These
relationships are all ring-fenced in terms of cdefitiality and leakage of information. In regulgtor
terms, “Chinese Walls” exist between different areithe same firm to protect confidentiality;
perhaps ill-named, because “Chinese Walls” wedittoaally made of paper so the master of a
household was always aware of what was going on.

The network is not only one of close relationships, also transactional and purely performance-
driven relationships. One hedge fund manager maydieaging many heterogeneous tiers of
relationships in the same entity, and/or diffetgpes of relationships in different entities,
simultaneously. This heterogeneity is the main s@wf value creation, with information as the key
resource determining performance.

The relationships are the conduits and means aevakeation. Value creation determines the
strength and duration of the relationship so vaheation and performance are primary, and social
bonding is secondary. The relationship gets yahendoor, and performance keeps you there.
When the value creation ceases, the social bomdaygcontinue in other contexts, but the strength
of the network relationship declines or ceasegetteer. The relationships are intense and
performance-driven, and the failure rate of hedgm$ is very high, and therefore the active
network and relationships are very strongly “perfance-driven”. Social relationships may
continue when the “performance-driven” relationsisiperminated.

The remuneration structure of the industry drivesrmoney around, and the ability of the hedge
fund manager to manage heterogeneous relationsinipgtaneously is the means for value
creation. The industry network seen from the peartspes of hedge fund managers is showRim
3 [see Data Table 2 for Theoretical Memo 1]

Figure 3 shows the Intermediary Hedge Fund Managemich is the hedge fund, located in
London, New York, Tokyo or other major financiahtee. This is where the hedge fund manager is
based, and makes the investment decisions. Thaldadge fund, the legal entity, is based
offshore, in, for example, the Cayman Islands oei@sey. The relationship between the
Intermediary and the Hedge Fund is a legal oneglélyeto-day operations take place in the
Intermediary Hedge Fundt.is the Intermediary Hedge Fund, and withinhg tiedge fund

managers, who make all the day-to-day investmerisidas and effectively manage the fund and
the network of tiered relationships.

The hedge fund manager, who maintains the heteeogisirelationships, gathers information from
the relationships, and makes the investment dexssibhe hedge fund intermediary may be
comprised only of a hedge fund manager and a gpleea a small office in Mayfair, Central

London, with screens and telephones. This is a slarybusiness model: All administration and
organisation, apart from trading and investmentsi@as, are usually outsourced to investment
banks. This is made possible through sophisticalictronic trading systems, which are interfaced
with each organization’s own systems, as outlimetthé discussion below. The hedge fund manager
is totally reliant on his ability to maintain hedgeneous relationships to operate the business.

The hedge fund manager’s main long term relatioglationship is with his prime broker, who is a
broker in an investment bank. The hedge fund mar@agee broker relationship is a tiered
relationship. The brokerage function itself is pyiteansactional, and an investment bank may
perform prime brokerage services for many hedgdduwhich are all confidential. This
transaction link is usually institutionalized thghuintegrated electronic systems (see Figure 4). O
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other tiers of relationships in the same investnbami, the prime broker will have value-creating
relationships offering ideas and information forestments to the hedge fund manager, as well as
being a major client for the hedge fund’s servicessk management, the latter especially since
2003 (refer to Fig. 1).

These relationships are maintained through fadede-contact, frequent telephone communication
and emails. A fund manager usually receives upwair@90 emails per day offering information
about the market. The actual global trading in gogecurities is based on a global network
electronic trading platform run by the stock exajes) The hedge fund manager’s portfolio
management system can be linked automaticallyetgitime broker’s on-line management system,
so that changes can be made to the hedge fund er&mpgrtfolio in real time. The model for this
trading technology is shown Figure 4.The transaction-based relationship therefore besome
institutionalized by the linkages of technology.

Theoretical memo |1
“Interconnected network, information and time”

The GHFM is a very tightly interconnected, evercéstuous”, network. The actors all know each
other. They work independently and there is grteatpetition, but when the opportunity for profit
emerges, they will also gang up together to pdlhudssive deals. So they are both aggressively
competitive and co-operative depending on the sitmal contingencies. Killer whales also exhibit
the same combination of competitiveness and coadiperin hunting behaviours. For hedge fund
managers, both these behaviours create liquididynaarket opportunities for other investors.
Evidence of these behaviours can be detected biyetnairofessionals and other fund managers
through unusual and unpredicted share price moviesneom which they can discern what is
happening and take advantage of investment oppbesin

In some sectors, for example, food and tobaccaonidudet is very small, and they all know each
other very well, and all the other main actorsase well known throughout the network. There is
an extremely close relationship founded upon maanyg bf relationships, between hedge funds and
investment banks, who sit on their boards, are fiv@ne brokers, and major clients. The hedge
fund and investment bank network, seen from thestment banks’ perspective, is shown in Fig. 5.

Hedge funds outsource all their operations, tradiegearch and organization, mainly to investment
banks, and also to securities houses and boutignesn as “The Street”. They have to “network
like mad” to run their business, and to get therimfation that it takes to make their investment
decisions. Hedge funds do not do their own resedmahare totally reliant on the “other side”,
known as “the street”, wherever it is in the wodéter Wall Street. The “other side” is the
investment banks and securities houses, or investiooeitiques, which generate research. In fact,
all their business activities are outsourced extmphe investment decisions.

The hedge funds are highly leveraged and the imeaz#t process may not be subject to strict
scrutiny, as it is lightly regulated. The markehighly time sensitive, based on information. The
value of information erodes over time and diffusiaithin a population. There is an extremely high
value on being first to know, and therefore thestfcall” by a broker with new information can
provide market opportunities for investment. Relaships are developed in order for the hedge
fund manager to make sure that he gets the “faiét dnformation value deteriorates over time,
because over time general market knowledge incsemset the opportunities to make profitable
investments declines proportionately to the nunabg@eople who know about it. “Old” or widely-
known information has no value, and is known inititustry as “the Grandma effect” ¢, when
everyone knows, even one’s Grandma, the informasioalueless.
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Information, timing and market performance drive thdustry, as analysts in investment banks are
rewarded by the business they generate, whichmigtdetermines their bonus, but also whether
they get to keep their job. Independent rating @iasons, Greenwich Associates and Investor’s
Chronicle, run surveys in which fund managers ramilysts’ performance. These data are
provided for all market interactants, and deterntireeanalyst’s bonus and tenure. Many investment
banks make “hire and fire” decisions based on thaskings.

Information creates market opportunities, which rgagierate investment performance above
market performance, and therefore profits, so tHé& is performance, profit and bonus driven
[see Data Table 2]. The ability of the hedge furahager to manage “tiers” of relationships
successfully, and to manage asymmetrical relatipssis a key performance indicator of his
success.

Discussion

This paper presents an exploratory mapping of kbiead) hedge fund network from three
perspectives: The internal organizational structirhe global hedge fund, the hedge fund
managers’ perceptions of the network, and the invexst bankers’ perceptions of the network.

These perceptions show a different view of thelfoeés and networks. The investment banks, for
example, view the hedge fund managers as havingdae information sources and multiple
relationships with other, competing, investmentksan

These relationships are asymmetrical, in the sehgabalanced. The relationships are vital
conduits for information, which is extremely timersitive. The relationships are used in a brutally
instrumental way throughout the industry to creatiee. It appears that these heterogeneous
relationships and the ability to engage in multipiried relationships, as well as the ability to
engage in heterogeneous investment opportunitisnajor value-creating strategy and capability
in the global hedge fund network.

These data enable the formation of four proposstimnguide further research:

Proposition 1: There may be a link between relationship hetemegy and value creation. The
larger variance in heterogeneity, may lead to thtergtial of greater value creation.

Proposition 2: There may be a link between relationship reduogiamd value creation. The larger
the amount of redundancy, may lead to lesser mahge creation.

Proposition 3: Openness to information provided by the netwody e linked positively to
investment performance.

Proposition 4: Timing of information is a core variable in firaal markets, and is manipulated
through relationships.

Conclusions

This is a research project into a global network s&cretive industry which is not required to
publish accounts, company records, or pay taxessamaly regulated lightly. The purpose of the
research was to map the industry network from matsges of the dyads and to formulate
propositions which explain conceptually how theusidy “works”. The propositions may also
serve as a basis for future research.



This study revealed asymmetrical, heterogeneoasioathips, which were highly varied and

tiered, from institutionalized technological infioation transfer systems, and transaction-based
processing, to long-term relational relationship$e relationships were used to create value. The
ability of the hedge funds to attract, manage aadipulate resources, in terms of money,
relationships, information, time, and technologyyrba a major reason for their success in
“morphing the market”, as one institutional fundmager stated. The hedge fund managers excel in
managing “tiered” relationships, extracting valueni every tier in the relational exchange
relationship offered by its counterpart, for exaephe investment bank. Hedge funds have not
only changed the market, but also their influernae éxtended to transformation of other markets,
such as the rise in London house prices fuelledityybonuses.

Limitations and further research

These data are limited to a 21 interviews of gldtege fund managers, investment bankers and
fund managers based in London, UK. It was onlysfiibs to interview two investment bankers and
therefore the dyad perspective is not completglyagented. A larger dataset of global hedge fund
managers from all the major markets, plus theintewparts as prime brokers, the investment
bankers, needs to be undertaken to extend andotiiese findings. These data may additionally
be distorted by “survival bias”, as it is only pits to contact hedge fund managers who are still i
business, as the failure rate is very high.

It would be useful to use these data to construesearch instrument which is a large scale cross-
sectional survey. The objectives of such a surveylavbe to examine the relationships of hedge
fund managers with their prime brokers as dyadicspalrhe aims could be to analyze the types of
relationships, relationship longevity, and valueation and performance over time.
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Hedge Fund Growth
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Table 1: Classification of hedge funds by investment stratgg(Agarwal and Naik, 2006)

Non-Directional Strategies

Fixed Income A strategy having long and short bond positions via cash or derivatives

Arbitrage markets in government, corporate and/or asset-backed securities. The
risk of these strategies varies depending on duration, credit exposure
and the degme of lex erage employ ed

Event Driven A strategy “thh hopes to beneﬁt flOIll mispricing arising in dlffelent
events such as merger arbitrage, restructurings etc. Manager takes a
position in an undervalued security that is anticipated to rise in value
because of events such as mergers, reorganizations, or takeovers. The
main nsk in such sn atemes is non- 1eﬁl1zat10n of the ev em

Equity Hedge A snategy of mvesting in equlry or equity- llke instruments “he1e the
net exposure (gross long minus gross short) is generally low. The
manager may invest globally, or have a more defined geographic,
industry or capitalization focus. The risk primarily pertains to the
spec1t1c 1151{ of the 10110 and 311011 posmons

Distressed A strategy of buymg and occasmmlly shomnc securities ot companies

Securities under Chapter 11 and/or ones which are undeIgomg some form of
reorganization. The securities range from senior secured debt to
common stock. The liquidation of financially distressed company is the
main source of usk in these snatecles

Merger Arbitrage A stlategv of pulchasmg securities of a company bemg acquued and
shorting that of the acquiring company. The risk associated with such
stlategies 1s more ot a “de'il 115k 1athet than 111'11ket usk

Convertible A snatecy of buymg and sellmg chffewnt securities of the same issuer
Arbitrage (e.g. convertibles/common stock) seeking to obtain low volatility
returns by arbitraging the relative mispricing of these securities.

Directional Strategies

Macro A strategy that seeks to capitalize on country, regional and/or economic
change affecting securities, commodities, interest rates and currency
rates. Asset allocation can be aggressive, and leverage and derivatives
may be utilized. The method and degree of hedging can vary
512111f1cant1y

Emerging Markets A strategy th’it employs a Q:tovr[h or xalue appwach to Inv estmg in
equities with no shorting or hedging to minimize inherent market risk.
These funds mainly invest in the emerging markets where there may be
1est11ct10ns on 511011 sales

Equlry N’on—Hedge A 5t1ategy c5111111311 tc:- equltv hedge mth swmﬁcmt net 10112 exposuw

Short Sellmg A strategy ‘[har focuses on selllng short over-v '1lued securities, with rhe
hope of repurchasing them in the future at a lower price.
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Table 2: Data Table for Theoretical Memo |

“Incestuous relationships [HF managers sit on taerhoard of the contrafund]” [HFM1]
“HF manager and client investors less relationsiiypen” [HFM1]

“Different relationships in every sphere” [HFM1]

“Family clients [are] very relationship driven” [HU/FL]

“Funder funds market not relationship driven, buveh by performance” [HFM1]

“...it's a very, very aggressive industry in terms efgopnal behaviour, [and] in terms of investment
behaviour” [HFM1]

“I have different relationships with everybody hcéhe same bank, everywhere...I trade anything
that trades...l want to fish where the promises ladready failed” [HFM 13]

“They [hedge fund managers] can be very, very delingnof their intermediaries, their
counterparts in terms of what they will expect @arfprmance from their point of view and they also
tend to operate a number of systems whereby thayirgy to suck the best ideas out of investment
banks or brokers” [HFM1]

“...your own view of the world is coloured by your oexperience and | wonder whether if you
ask people who had, you know high profile succédafds their view, whether it would be
markedly different and | suspect it might well pest your logical questions on relationships
whether it would be markedly different from thos®mple who had had a problematic experience.
So that would be a... to some extent you have a enolwith survivor bias, which is you're more
likely to ask questions of people who are stilliard... (Both laugh) and therefore you're more
likely to find people who have been successful....dbath rate is very high, yeah.” [HFM1]

“I work everybody, and everybody differently...my bkderry is never silent...I am always on the
case 16 hours a day” [HFM 9]

‘I mean to a certain extent, yeah certainly inllleginning that was the case [personal relatiosship
are important] and | suppose... | think the wholeldioevolves around personal relationships so
I'm... you know | buy the thesis, I'm a card carryimgmber of that particular thesis but as | say |
think hedge funds is the one area | have found evtier personal relationship thing is very
interesting because personal relationships wilpgefple through the door...... but they won't keep
them there.” [HFM1]

“If a relationship does not produce, you drop it @move on, you might still see them around...if it
picks up, you pick it up again, we all know eachert” [HFM 10]

“So the premise | would have is if it only revolvaund relationships, you know you’d gone there
because of the relationship in the first place, gdeard the story, you’d bought the ticket and you
had a performance which was entirely, you knowdaand in line with what you had
thought...[you] signed up for and therefore why did money leave? So you’d have to say well the
money left clearly because there’s something eifisng the flows of money and as | say my own
personal view is it's about the remuneration strceedf the industry which actually is what drives
the money around the industry because you knowmdtgoing to last forever,...[HFM1]
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“...you know as the Hedge Fund Manager is concernedeggot three different important
relationships, the relationship with your prime ke the relationship with your clients and the
relationship with your brokers, you know your infaation flow and so these might be the same
institution but they're different people...it's tieasid tiers of relationships.” [HFM1]

“...some relationships are good for one thing, oti@rs&nother, you exploit all the angles, all the
time, seek out the advantages, they have diffenemgs to offer” [HFM 7]

“The funder fund is an agent.and he’s got clients out there....Yeah the agencpies means
that the performance is, you know 75% of the gany®u.know how ever much you like him, how
long you might have known him, whether you wensd¢bool with him or not, you know the
performance is...... is what's key, yeah.” [HFM1]

“Importance of relationships related to speciabinfation... you use different people for different
specialist information.” [HFM4]

“Relationships move prices...make markets.” [HFM4]

“Everyone has access to market information andni@dgy; it's the relationships and the
psychology which make the difference...how you ngerall the different relationships” [HFM4]

“Hedge funds provide liquidity.” [HFM 8]
“I have tiers and tiers of relationships in the sanvestment bank, which | exploit for different

purposes at different times...it makes your head swihey manage all aspects of our
business...everything is outsourced...at the same™t{tHEM 13]
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Table 3: Data Table for Theoretical Memo Il

“Hedge funds outsource everything, including resleato investment banks — “the street” — they have
network like mad to get that information” [HFM10]

“Hedge fund banks are now taking on investment famék and investment banks are paying them td.do
It's a very interconnected world” [HFM 8]

“For example, Hedge Fund B is a giant black box whdes massively. It is plugged into analysts [in
investment banks] and has a huge system for gathiriormation. As soon as information gets nominal
clearance [analysts] put information in Hedge FBraystems...if it works, Hedge Fund B pays the house
reflected in the analyst’s bonus, if it does notkythe analyst gets dropped. This has a big etfedhe
market”. [HFM 10]

“They create liquidity in the market, generate rasound the trend, and create investment opptgsiior
other people” [HFM 6]

“They are desperate for ideas and work in a vasgehetwork. They work together and collude antdigha
illegal, but you can't prove it, although the markbows you that is happening” [HFM 7]

“Hedge funds control about $1 trillion. They gangéther from time to time, they all know each other
some areas the market is very small and they alivkeach other well...” [HFM 7]

“After 2003 investment banks are focusing much nwrdéiedge fund clients than on say pension funds,
because the investment banks are their prime saswell.” [HFM 9]

“Investment banks are prime brokers as well astdiéor hedge funds, so they have multiple level
relationships, varied relationships” [HFM 13]

“They [hedge funds] are desperate for ideas” [HAM 6

“Information is money” [HFM 9]

“Time is money. You have to have the ‘first calig the first to know” [HFM 12]

“It's the ‘Grandma effect’ ...once everybody knowsiitformation] it has no value” [HFM 10]

“Its an incestuous network. Investment bankerersithe main boards of hedge funds, they are haduisf
prime brokers, and hedge funds’ main clients a$"\ji¢FM 13]

“Most hedge funds are started up by people whod@avestment banks who want to make more money”
[HFM 7]

“If you are a hedge fund manager, and in one hégug | know that $55 bn was in accounts receivabie
accounts payable in one year, and you have 2%agfybu can see how much money is made and how the
market is driven by information, relationships aathuneration” [HFM 11]

“...and they also tend to operate a number of systeneseby they're trying to suck the best ideasabut
investment banks or brokers or anyone" [HFM1]
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