BRIGHTON HOUSE

associlates

Quarterly Research Report | Q2 2010

BRIGHTON HOUSE
assocliates

Copyright© 2010 Brighton House AssociatdsL( (866) 4606462
www.brightonhouseassociates.com




Page|l

BHA Quarterly Research Report | Q2 2010

Table of Contents

Introduction (P. 2)

Political and Economic Uncertainty Drive Demand for Liquidity (P. 3)
Fund of Funds Investors Increase Liquidity Requirements (P. 4)

Regional Focus Dictated by Market Exposure (P. 6)
Promising Growth Forecasts Increase Demand for Asian Hedge Funds (P. 6)
Developed Markets Provide Security for Private Equity Investments (P.8)
Undervalued Real Estate in Developed Markets Drives Demand (P. 10)

Investor Requirements for Fund Size Reflect Return Expectations (P. 13)
Preferences for Security and Alpha Polarize Hedge Fund Investors (P. 13)
Bidding Wars and Price Increases Push Private Equity Investors to Smaller Funds (P. 15)

BHA Alternative Investor Research (P. 17)

The Research Process and Investor Universe (P. 18)

Contributing Members (P. 19)

References (P. 20)

BRIGHTON HOUSE

Copyright®© 2010 Brighton House AssociatesLG (866) 4606462 ;
asse@ec1ates

www.brightonhouseassociates.com




Page]| 2

Introduction
As the second quarter came to a close, U.S. markets posted their worst returns since the fourth quarter of 2008. In fact

June ended with the S&P 500 at its lowest level in eight months. The past three months have tested the resolve of
investors in both public and private markets. The European debt crisis, the flash crash of May 6, impending regulation ¢
alternative investmergfunds,the G+ n Q& T2 O0dzda 2y 0| T thes®elentg ahd atriaR chGsad veldilFyA O .
and uncertainty tlat persisted for the entire quarter.

¢ KNRPdzZAK2dzi GKS (GdzNbdzZA SyoSsz . 1! Fylfeada 3II OktbeBeR R G|
mandates collected by the research teadir 1 were for hedge fundand154were for funds of hedge funds. We
received216 mandates for private equity ant0for real estate.

By analyzing this data amraluatingthe results in light ofthe major developments in the alternative investment

industry and world markets, two major trendsd a minor one emergedhe first is increased investor demand for

liquidity. Lessons from the financial crisis, current market volatility, and uncertainty about the future caused investors tc
focus on liquid funds.

The second trend is a shiftininvBsNBE Q@ NBIA 2yl f LINBFSNByOSa F2NJ Ftf20F GA
looking for growing but stable markets turned their attention to Asia, while private equity and real estate fund
investors sought the security of developed economies.

TheKANRZI adzodf SNI RS@St2LIVSyld Aa Ay@Said2NBEQ adNRKROGSNI NJ
larger, established funds while those looking for alpha gravitated toward smaller funds.

We present and explore these trends in thisoep BHA analysts see some of these trends as more fluid, changing as
world economic and political environments evolve. Others, however, we expect will resonate for months, if not years, tc
come.

Click Here for Archived Quarterly Reports
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Political and Economic Uncertainty Drive Demand for Liquidity

During the second quarter, the Chicago Board of
Exchange Volatility Index, or the VIX,its highest
levels since the first quarter of 2009. The index has
traded above its 10@ay simple moving average
(SMA100) since April 27. Furthermore, thed&yy SMA
(SMADS50) crossed over the SMA100 on Mayp2@has
remained there. The lasime this hagpened wasluly
2008 hroughFebruary 2009. Thiadicatesthat not

only were public markets extremely volatile over the
past few months but also that this trend will likely
continue for the foreseeable future. The primary reason
for this volatilitywas thelevel of economic uncertainty.

Ballooning deficits in developed nations, particularly the
U.S. and Européavecaused investors to second guess
the sustainability of the current economic recovery.
With the Greek debt crisis grabbing headlines earlier in
the quarter, many investors began to anticipate a
doubledip recession while others believed that
contagionwould beavoidedonce the EU stepped in
gAUK Alda eTpn

Adding to this uncertainty were concerns over the
effect of deficitreduction on nations struggling to
emerge from a crippling recession. The U.K. recently
announced that it will undergo painstaking measures to
reduce its budget deficit in the coming yeais the

U.S., an impending election has stalled many proposals
to decrease the deficit. That said, House Majority
Leader Steny Hoyer recently admitted that taming the
budget deficit will require spending cuts and revenue
increases (through increased taxatidrijo solidify

these plans, at the recent-@) summit in Torord,

Copyright®© 2010 Brighton House AssociatesLG (866) 4606462
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deficit control targets that aim to halve budget deficits
by 20132 This plan places contractionary pressure on
the major economies, leaving investors with mixed
signals about the direction that the widreconomy wiill
take in the coming years. Will treodus operandbe
stimulus to boost the world out adrecesion or fiscal
austerity to ren in ballooning debt levels?

LT YIONRSO2y2YA0O (NBYyRa
investors scratching their heads, @stors looking to
the alternative space had looming regulation in Europe
and, less immediately, the United States to consider.
Althoughit was clear that alternative investment
managers won the recent battle the European
Parliament by having the regulan bill tabled until
September, the war is far from ovér.

All of these themes generated a high degree of
uncertainty about the direction of the world economy

GAftA2Yy NBf A §n_p altfjpaqufz invf%nggnts. They also changed the

sentiment of investors that were actively lkiog to
allocate to alternatives. During the second quarter,
investors increasingly sought more favorable liquidity
terms. We touched on this theme in our report for the
first quarter, and it continued to be a topequirement

for managers in the second quarter. BHA analggiEin
saw a surge in demand for UCITSthlctured funds in
Europe, and investors in the U.S. looked for funds with
no lockups and monthly liquidity on a much more
frequent basis. Furthermore, liquid Wlang strategies
aSSYSR G2 oS F+id GKS
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Fund of Funds Investors Increase Liquidity Requirements

Interest in singlenanager hedge funds contind¢o
out-pace interest in funds of hedge fundsiring the
second quarterWith more than five times as many
mandatesfor hedge funds as for funds of funds
collectedoverthe past three monthsthe message from
investors was clear: funds of funds must begin to
acknowedge and accommodate investor demands if
they want to secure a significant portion of the
allocations being made to this space.

BHA analysts receiveldbi4 mandates for funds of hedge
funds throughout the past quarter. Of those, the
overwhelming majority ame fromwealth advisors40
percent), consultants(26 percen), family offices 18
percent), and private banksl@ percen}. In interviews
with these firms, it was readily apparent that investor
demand for liquidity was unrelenting. In fact, time and
time again these investors mentioned that favorable
liquidity terms were one of their top requirements.

It is worth noting thata large portiorof these groups
follow the whims, wishes, and preferences of their
clients. Additionally, all of these groups coaémost
the entire universe of fund of hedge funds investors.
Therefore, it is fair to say that their preferences are
indicative of the requirements of the entire industry.

Why has favorable liquidity become a make or break
investment criteron?

OneNB I azy aitSva
from many funds during their precipitous decline in
value in 2008. Bag locked into funds as losses
mounted was the main reason that less than dradf of
the investors that activated a search during theagper
would evenconsidera fund that imposes an initial lock
up period.

Copyright®© 2010 Brighton House AssociatesLG (866) 4606462

www.brightonhouseassociates.com

Beyond thisthe currenteconomicand politicalclimate
is forcing investors to demand favorable liquidity. The
direction of the global economy is uncle&ears of a
doubledip recession in the U.S. and sovereitght
issues in Europkave sparked doubt among investors

Adding to these concerns were policy issues stemming
largely from the impending financial regulation in the
United States and Europe. Because it is unclearthiav
reform will affect funds of hedge funds, investors that
were choosing to allocate to these funds required more
favorable liquidity terms as a method of risk control.

Of the154 active fund of hedge funds investors profiled
during the second quartef,16 specified the liquidity
terms they preferred. Of thos&9 percentdemanded
monthly liquidity. This is &8 percentincrease from the
first quarter. Whilethe demand for monthhfliquidity
increased drastically, the demand for quarterly liquidity
dropped byl0 percent (See Figures 1 and 2

Figure 1

FTNRY Ay@Saiz

Liquidity Preferences for
Funds of Hedge Funds Q1 201(

2%
H Monthly
m Quarterly |
m Yearly
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Figure 2

Liquidity Preferences for
Funds of Hedge Funds Q2 201(

1%

m Monthly
H Quarterly

m Yearly

Clearly, investors that accepted quarterly liquidity in
months past have shifted their requirements to shorter
redemption periods. Furthermore, investors repeatedly

Copyright®© 2010 Brighton House AssociatesLG (866) 4606462
www.brightonhouseassociates.com
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emphasized that given the opportunity to evaluate two
similar vehicles, they would lookare favorably upora
fund without a lockup thanonewith any lockup, hard

or soft

In addition to a general push for liquidity from
alternative investors across the globe, a large portion of
European investors continued to prioritize UCITS llI
compliantfunds for potential investments. Although
thistrend is undoubtedly more common among hedge
fund investors, fund of hedge funds investors have
begun seeking out funds of UCITS fuidss suggests
that funds of fundshouldprovide such investment
vehicles or comparable liquidity terms in order to

attract investas looking to allocate capital.

Click Here for More Fund of Funds Trends

BRIGHTON HOUSE
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Regional Focus Dictated by Market Exposure

Thesecond major trend BHA analysts saw this quarter
gla Ay Ay@Saiz2NBRQ NBIA2YI €
the hedge fund and fund of funds spaces, investors
focused their efforts increasingly on Asian investments,
where publicly traded markets showedelstrongest

growth potential. In the private equity and real estate
spaces, developed economies with wedltablished

private markets were of primary interest.

Several factors contributed to investor interest in Asia.
Thes 2 NIGRRgiowth for 2010 istfecasted to be 3.3
percent. The predicted GDP growtir developing
markets i$5.2 percent Qearlyit is the latter that is
expected todrive world growth.

Additionally, the majority of thesalevelopingcountries
are benefiting from budget surpluseshigh reduces
concerns that they will be affected by the debt crises
that are plaguing the developed world. Helping to
further build investorbias towards public markets the
regionwas the recent downward revision of first
quarter U.S. GDP from 3 perceat2.7 percent Hence
there wasa significant increase in demand for the very

vehicles that invest in such marketspecifically, hedge

fuhdSl End fOnYE HeOg® fundF. 2 NJ | £ £ 2 OF G A 2

During this same time framenvestors focusing on
private markets looked to the U.8nd Europe for
attractive investmenbpportunities. These markets
were stricken with dislocated credit markeisd
diminishedprospects foreconomic growth. Both of
these factors often provide excellent investment
opportunities for private equity firmdzurthermore,
funds operating in developed marlebften have a
longertrack recordandamore robust infrastructure
than their emerging market competitors.

In the real estate spacénvestors gravitated toward
developedmarketsamid signs thaproperty values

were bottomingout and, at least in the U.S., a recovery
wasunderway These indicators, coupled witfine
Federal Reser&@positive economic outlook, its
decision to hold rates steadgnd the political and

social sgability of developed marketgave investors
reason to believe that property values will begin to
appreciate slowhandreal estatefunds willprovide

solid returns

Promising Growth Forecasts Increase Demand for Asian Hedge Funds

Demand for Asidocused hedge funds climbedrobust
12.25 percenthis quarter over the first quarterThis
demandwas drivenchieflyby Asian countrie@ KA 3 K
growth ratesand low debt levels. The perceived
financial stabity of the Asian marketslsoattracted
investors agleveloped economiegavethem pause

The possibility of double-dip recession in the United
States as well abe fear of a European soveign-debt
crisiscaused many investors to look to other markets

Asian countriesvere the obviouschoice given the

predictions for theirgrowth. According to the World

Copyright®© 2010 Brighton House AssociatesLG (866) 4606462
www.brightonhouseassociates.com

Bank, GDP itihe East Asiaand Pacificegionswill
expand byB8.7 percent this year. Similarly, South Asian
economies are expected to grow at a rate @ percent
in 2010°

Although many Asiafocused hedgéundsare still
recovering from their 2008 lossesew hedge funds
have emerged to capitalizen revitalizednterest in the
region Additionally, many of theg 2 NJaR€sthedge
fundshaveestablisted offices in Asia.

BRIGHTON HOUSE
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This reflects the increasing interest in the area.
According toBarclaysAsiabased hedge fund managers
may receive $8 billion this year froinflows, and that
number is expected to double by 20Barclays

[ FLIAGEEQa LINAYS aSNBAOSa
peopleit hasin Asia by about 65 percent.

Despite thebullish outlookon Asian economiesome
investorswere wary to make allocations to funds
focused on the regiorRPerformanceamongAsian funds
was downd percentin Mayandsome critics claimd
that Asian funds provide beta while true alpha
generators are hard to come By

L¥ 4K G manyidvés®is edéndubdEterred. BHA
analystshavesee a steady and increasing interest in
Asiafocused fund®ver the past yearnSee Figure.3
Since the second quarter of 2009, investor interest has
increased consistentlguarter over quarter. This time
last year20.65 percenbf all hedge fund mandates
specified an interest in Asfacused funds. A year later,
that number has increase2ll.27 percento 25.04
percent

Furthermore, the increase df2.25 percentfrom the
first to the second quarter is the largestciease in

Figure 4

Page|7

Figure 3

dzy

Interest In AsiaFocused
Hedge Funds

26% =
25,049 927 0

24%

. 22.30%
22%

Percentage of Total
Hedge Fund Mandates

20.65%

20%

Q2'09 Q309 Q4'09 Q1'10 Q2'10

consecutive quarters during this past year. (See Figure
4.) This statistic indicates that not only did investors
increase their interest in the region but also that this
interest picked up pace.

Weighing the strength of the Asiatonomy and
predictions for its growth against the challenges facing
developed markets, it is likely that institutional
investors will continue to research opportunities in Asia
at an increasing rate.

Click Here for More Hedge Fund Trends

Interest in AsiaFocused Funds from Q2 2009 to Q2 20

14%
12%

+12.25%

10%

8%
6%

4%

+1.86%

+0.28%

2%
0%

Percentage Change from
Previous Quarter

Q2'09 to Q3 '09 Q3'09 to Q4 '09

Q4'09 to Q1'10 Q1'10 to Q2 '10
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Developed Markets Provide Security for Private Equity Investments

Investor interest in private equity funds remained
relatively constant from the first quarter through the
second. The major change was not the number of
investors researching new private equity opportunities
but the regions investors were seeking expostare

The United States and Europe drew increased attention,
because the dislocation in the credit markets and the

Figure 5

The United States attracted increased private equity
activity as investors sought to profit from the confusio
in the credit markets. According to a prominent private
Sljdaaie FTANXZ
with the lowerrisk profile of credit relative to equities
makes credit a worthwhile proposition in private

S |j dzX 1 étherwords, if equitynarkets continue to
struggle, then credibriented strategies could benefit. It

Regional Interest in Private Equity Func

63.98%

70.00% ~

65.00% -
62.18%

60.19%

60.00% -

m Q1 2010
m Q2 2010

55.00% -

Percentage of
Private Equity Mandates

50.00% -

uU.S.

Europe

overall distressed economic environment has produced
new prospects for potential investments. When
compared with the first quarter e second quarter
showeda 10.90percentincreasein investor interest in
U.S-focused fundsind an 11.9percentincrease in
Europeanfocused funds. (See Figurg 5

Many investors sought to minimize their exposure to
developed markets in 2008 and 2009isTpast quarter,
they indicatedthat they were once again ready to
invest in funds concentrating on these regions. Since
developed markets have the infrastructure and
historical track record to provide necessaafeguards
andtransparency, investors fetionfident enough to
consider making allocations.

Copyright®© 2010 Brighton House AssociatesLG (866) 4606462
www.brightonhouseassociates.com

seems investors were of the same mind: almét
percent2 ¥ . I ! Qa
U.S-focused funds also sought distressed strategies.

Distressed funds focused on the United Statese
particularly attractive to investors due to the sheer
volume of distressed assets available and the lack of
liquidity in the marketplace. Some funds are following
the non-performing loan (NPL) strategy whereby they
help financial institutions cleaheir balance sheets of
non-performing assets and, in return, receive significant
discounts to par valu®’ Others are taking the loato-

own approach: they invest in companies that are in the
process of a capital restructuring with the

BRIGHTON HOUSE

associates
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understanding that tke debt issued to the fund converts
to equity.

were depressed by current market conditions. Private
equity firms provided expansion capital to these firms

that would otherwise not have been able to secure
financing as a result ohe credit crisis taking place in
Europe. This, in turn, led to mezzanine deals, because
YSTTIyAyS ara FTtSEA0fS | yR
dithetl situatial®s NUclFa® finanidg Expansioh andaotl &

U.S-focused smallto middlemarket buyout funds also
garnered interest in the second quarter. Although

buyout funds always make up a significant portion of
YIye Ay@Sad2NRQ LINAGEFGS S

than 50 percentof investors seeking U-ficused funds
were also interested in smatlb middle-market buyout
FdzyRad !'a | LINAQGIGS Sljdzade
environment presents opportunities to buy sound
businesses at lower cadlow multiples, and activity in

this realm is more robust thrafor larger deals, as

financing for smaller transactions is easier to obtain

than it is for large and meg@ | LJ RS f a ®¢

As always, the interest small to middle-market

buyout fundswas patrtially due to the historical ability of
smaller companies toebound more quickly than larger
ones since they can more swiftly react to improvements
in market conditionsThesefirms are also less affected
by the constraints of the credit markgtmaking it

easier to deploy capital and attract investdfs.

The reasos for the amplified interest in European
focused funds were similar to those for the United
States. In 2009, the overall GDP growth rate of the
European Union wagl.08 percent. Historically, private
equity fund investments have performed better and
been nore profitable during periods of low, rather than
high, GDP growtlt Diminished economic growth leads
to increased availability of deals for private equity firms.

As in the United States, smath middle-market buyout
and growth capital funds in Europeere presented with
unique deals as firms looked to expand while prices

Copyright®© 2010 Brighton House AssociatesLG (866) 4606462
www.brightonhouseassociates.com

I Olj dzA &%Siick & fii@aneng option is particularly
appealing to companies looking to expand because it is,
inEBdsavide, ayh@ai@tiRing loanttHéatSelpd tzMasdSay (
O2YLI yeQa Ol akK Fft2¢0

Investors were also attracted to European distressed
private equity funds due to increased deal flow. The
increased deal fl was driven by companies being
F2NOSR (2 asStt lFaaSdaa
capital calls. These distressed sales generated
opportunities and increased the availability of deals for
distressed fund$’

As a whole, 2009 was a difficult year forvatte equity
funds. Deals were scarce and investors were stymied by
the economic woes of the previous year and skeptical of
the future. The second quarter of 2010, howevsaw
investors alter their viewpoint on private equity as
opportunities in the Unitedstates and Europe bame
abundant. Despite continued economic concerns and a
virtual deadlock in credit markets, private equity funds
focusing on these developed markets have the tools
necessary to capitalize on distressed companies and
diminished econonai growth by satisfying unique needs
centered around corporate seliffs, expansion capital,
andmezzanine financing.

Click Here for More Private Equity Tadsn
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Undervalued Real Estate in Developed Markets Drives Demand

Afew years agpinvestors were willing to put money
into opportunistic funds in emerging markefuring
the second quartera much more conservative
approachwasin eviderce, asBHA analysts saw an
uptick in investor interest in real estate funds focused
on developed marketsAlthough sovereigiebt issues
were a concern across the developed woddherging

Figure 6

Upon further examination, iivasapparent that core
strategies were the primary interest of investors
focused on the L&, Europe, and the . Demand for
thesestrategiesincrease®.51 percentduring the
quarter while interest in opportunististrategies
decreasedy 5.47 percent (See Figure.y

Regional Interest in Real Estate Funt

65.00% +

60.00%

60.00% -

B Q1 2010

45.00% -

42.50%

40.00% -
35.00% -

B Q2 2010

©0.0970

30.00%

Percentage of Total Real Estate
Mandates

u.s.

U.K. & Europe

markets ha political and social risks that developed
markets dd not haver or at least not to the same

extent. In addition to a safer landscape, property values
appeaedto have bottomed out throughout much of

the developed world

Mandates frominvestors confirmed this interest in
developed markets. Durinipe second garter, 60
percentof investors werdooking for US-focused
funds, an increasef 1.75 percentoverthe firstquarter.
Demand for Europeaand UK funds increased more
drasticallyup 5.61 percentfrom the first quarter. (See
Figure 6.)

Copyright®© 2010 Brighton House AssociatesLG (866) 4606462
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Duringinterviews with investors, the main reasocited
for this shift to a conservative strategy from a more
volatile one were statements and policy decisions by
The Federal Reserve. During the past several months,
the Fed has noted that although the pace obeomic
growth will be slow, it is confiderihat the economy

will continue to improve. The Fed also has signaled its
intent to keep interest rates low for the foreseeable
future.

For those investors seeking relatively safe investments
that provide beter returns than money market
securities, core reatstate strategies offer an
alternative. Although these investments are not a
substitute for near riskless government securities or

BRIGHTON HOUSE
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Percentage of Total
Real Estate Mandates

Core and Opportunistic Strategy Interest in

Real Estate Funds
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50.49%
50% -
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45%
Core Strategy

Opportunistic

m Q1 2010
m Q2 2010

other generally safe vehicles such as commercial paper,
core realestate strategies can provide higher returns

while maintaining relatively low volatility.

Within developed markets, core funds focused on the
retail sector were in highest deman@omparing the
number of retaiffocused mandates received in the
second quarter with those received in the first showed

an increasef 10.85 percent (See Figure.B

Figure 8
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This change in investor sentiment, particulasiyen
considering the U.S. market, strikes BHA analysts as
reasonable for several reasons. First, although

consumer confidence took a hit in June, it increased for

three consecutive months pridf.This was an
encouraging sign considering consumer spending
accounts for close to 70 percent of economic activity in

the United States

Second, total retail sales for the first quarter of 2010
was up 1.9 percent over the previous quarter and up 5
percent over the same period a year ag&ontinuing
the trend, Apri retail sales rose 0.4 percemhore than
twice what forecasters were expectifgThese

LINEYA&AYI AYRAOLG2NE

the retail sectordriving demand for the remainder of

the quarter.

Third, investors expected employment numbeéo rise.
This expectation was confirmed throughout the quarter
as unemployment remained below 10 percent and
decreased by 0.2 percent each month since hitting 9.9
percent in Aprif® As jobs start to come back, consumer
spending generally increases, a daign for the retail

sector.

I OO2NRAY 3

g2

(KS blaA2yl¢

NCREIF Property Index posted a total return of 0.76%
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during the first quarter, following six consecutive
i dz- NJISNE 2T ¢&2Figule®@f NB i dzNFigued

NCREIF Returns Q1 2010

Although, this was sure to be seen as an encouraging

sign by core reagstate investors in general, the total Income  Appreciation  Total
return for retail was particularly promising. That Rettiin Rl RS
number was up 1.13 percent, the highest of all Apartment 1.45% -1.02 0.42%
categories. Industrial 1.81% -1.17% 0.64%

Hotel 1.08% -1.50% -0.42%
From retirementsystems seeking better returns to Office 1.73% -0.87% 0.86%
family offices eager to diversify their portfolios, Retail 1.73% -0.60% 1.13%
developed markets attraed a range of investors National 1.66% -0.90% 0.76%
that looked to move away from speculative investments Source: NCREIF, April 2010

that promised high returns to less risky, income
producing vehicls. It is possible that investors are
waiting for the markets to stabilize a bit more before,
once again, seeking higher returns. In the meantime,
core reafestate funds focused on the retail sector in
developed markets offered a steady alternative.

Click Here for More Real Estate Trends

BRIGHTON HOUSE
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Investor Requirements for Fund Size Reflects Return Expectations

h@SNJ GKS
size beame stricter. Fewer investors had no size
preference for their searches; the vast majority
specifiedfund size requirementi their mandates (See
Figure 10.)

In the hedge fund spacenéanverse bell curve

developed with regard téund size Investorghat were
looking for a secure investment opportunity were

placing capital with the bigger names in the industry
managerswith $1 billion or more under management.

On the other hand, to generate alpha, investors were
looking to smaller funds with less tha@@0 million in
assets as these funds are often more nimble and able to
navigate uncertain economic climates with relative
ease.

In the private equity space there was a uniform
preference for funds raising $500 million or less. Funds

LI & G reéguizemeditsBoNEnd A v O Giguie2NE Q

The Number of Investors with
No AUM Requirements

120 7 106
) i mQl
£100 89 2010
© .
2 80 202
= 60 - 335 49 2010
3
S 40 -
|_

20 HedgeFunds  Private Equity

targeting more than $500 million saw a decrease in
investor demand. This decrease was most extreme
among funds raising $500 million to $1 billion. This can
be attributed to the current economic climate and its
resulting impact on the private equity marketplace.

Click Here to Receive Weekly Investor Monitor Reports

Preferences for Security and Alpha Polarize Hedge Fund Investors

Many investors spent 2009 and part of 2010 re
evaluating their approach to choosing and investing in
hedge funds. The trend that surfaced over the past
guarter is clear: institutional investors are either
seeking emergingedge fundmanagers to generate
alpha or they are choosintarge bluechip hedgefunds
that are household names and masters of risk
management and quality control.

In interviews with BHA analysesn increasing
percentage ofnvestors consistently voiced the
sentiment that managers Wi less than $200 million in
assets are true alpha generatoiidese investors cited
two reasons. Firssuchmanagers are more motivated
to outperform the market since they put a large portion
of their personal wealth and reputian on the line.

Copyright®© 2010 Brighton House AssociatesLG (866) 4606462
www.brightonhouseassociates.com

Second, bingsmaller they are more nimble and can
therefore better navigate increasingly volatile
environments.

At the same time, the percentage of investors
interviewed during the second quarter that cited a

focus on larger, more established managers with at
least $1 billion under management also increased. In
this case, investors cited stability and reliability as their
main reasons. They perceived these firms to offer a safe
haven in an otherwise unpredictable environment.

These two drastically different viewpoints produced an
AYOSNBRS 6Stt OdzZNBS Ay . 1! Q;
statistics (See Figure 11Since the first quarter, BHA

noted al2.58 percenincrease in demand for funds
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Figure 11
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Investor Interest in Hedge Funds by AUM Q2 20
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with $20 millionto $200 millionin assetsand a9.09
percentincrease in demand for funds withore than
$1 billion under managemenDuring the same time
period, there was als@ 13.13percentdecrease in
demand for fundsvith $200 millionto $1 billion in
assets

The most widely noted explanation for this shift in
interest was that midsized managers are not as good at
generating alpha as emerging funds are. However,
investors also noted thamidsized firms pose a greater
liquidity risk than larger funds, chiefly because their
primary investors are not institutionssuch as

pensions, endowments, and insurance companies
which are longterm investors.

A BHA analyst spoke with a private fanoifiice that is
actively seeking new opportunities with emerging
long/short equity funds. The firm is seeking only
managers that take a fundamental approach and have
$50 million to $200 millioin assetsThey alsare

required to have a track record of kast two years,
though not necessarily at the fund under review.
Managers are expected to be traders, not investors, and
they are required to generate true alpha while acting as
sound and disciplined risk managers. Finally, managers

Copyright®© 2010 Brighton House AssociatesLG (866) 4606462
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must have a significamortion of their wealth invested
in their funds.

The reason this family office has established this search
criteria is becausé believes that in the current

economic environmet, emerging managers offer the
best opportunities. They are driven ancctsed, and

they are forced to think outside the box and be creative
in order to stand out from their peers. Managers that
consistently produce alpha and react quickly to sizable
shifts in the markets are of primary interest to this firm.

By contrastan investment consultant based in Australia
confirmed that itis evaluaing only managerghat have

at least $1 billion under managemerior to the
financial crisis, K S FA NXY Q&
midsized funds with at leas&6$0 millionin assets.
However postcrisis they will onlyallocate to large,
blue-chip funds that are safe and reliable.

This consultant believes that larger hedge funds are
able to retain the most experienced talent not only as
potential advisors but also as dedted employees who
provide seasoned and tested insight into possible
investment opportunities opportunities that smaller,
lesssophisticated fund managers may miss out on. The
firm also noted that larger managers have mastered the
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art of managing their@ampliance processes, operational
procedures, internal controls, hiring processes, and risk
management techniques, which, in turn, help ensure
consistent quality.

It is important to note that investor interest in midsized
funds has not disappeared,anly decreasedthere are
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still bigallocationsto be won by managers with $200
million to $1 billion under managemerihat said,
fundsthat fall in this rangewill have tocompete
aggressively for investor dollarhey wilhave towork
harder to gain the attention of investols/ showing
solid performance angrovidingfavorable liquidity and
transparencyterms.

Bidding Wars and Price Increases Push Private Equity Investors to Smaller Funds

Private equity fundraising in the current environment is
challenging, to say the least. However, in the second
guarter, BHA interviewed both private and institutional
investors that have available capital for new
commitments.

The major private equity investsrr public pension
funds, endowments, and foundationshave substantial
liabilities and rely heavily on their alternative
investment allocations to outperform the market. The
majority of these institutions have developed leng
standing relationships with a spéic number of general
partners, and barring significant underperformance or
available capital, they are happy to recommit to that
FTANYQa ySo OSKAOf Sao
equity investors that were in a position to consider new
relationships gravitated towards smaller funds.

BHA analysts spoke #16 investorghroughout the
guarter that were actively researching private equity
funds. Since the first quarter, BHA analysts have seen a
6.84 percentincrease in investors looking for funds
raising $20 million to $500 million. Investor demand for
funds raising more than $1 billion fell slightly, down

0.63 percentin the second quarter. The greatest
decrease in demand was seen for funds in the $500
million to $1 billion range, a drop 432 percent (See
Figure 12

The main driver behind the emergence of investors
targeting smaller funds was the economic
SY@ANRYYSY(iQa
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funds raised from 2005 to 2007 are quickly approaching
the end of their investmeinperiods and have had
difficulty sourcing attractive deals at the right price.

Consequently, many private equity funds are involved in
bidding wars for specific companies, which has caused
prices to increase dramatically. Two giant players in this
asset tass that command billions in commitments from
their limited partners, recently paid $3.4 billion for a
stake in a provider of financial market data, a premium
of 33 percent above its trading priée.

Increased competition and the resulting inflation of
purchase prices only serves to provide investors a lower

| 2 6 S FENLVER heTPrg MANROZMENt A INRHE 88S 2N

factored in. Although no one knows what the
investment landscape will look like in three to five years
when 2010 vintage funds will approach theivéstment
deadlines, the economic climate was a reason for
concern in the minds of investors during this quarter.

The director of private equity investments at a
sovereign wealth fund was seeking experienced
distressed and buyout management teams for new
commitments, but he said the firm does not plan to
evaluate any funds raising more than $700 million. The
firm expects that megasized funds will continue to find
themselves constrained in future years and anticipates
small to midsize funds to provide greatreturn

potential.

NESN)] OSKAOf Sao
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Figure 12

Investor Interest in Private Equity Funds by AUM Q2 20
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Based on the scarcity of attractive deals, many large
buyout shops have asked their investdo agree to an
extension of the investment period. A large Wdsed
veteran privateequity firm recently won approval from
its limited partners to extend the investment period of
its latest fund from November 2010 to June 261 This
flurry of extensims has tied up capital for certain
investors andorced them to put off any new
commitments. A U.Shased singldamily office that
typically allocates 10 percent to private equity funds has
had several of its current managers request extensions.
As a resli, it does not expect to actively seek new
opportunities until at least 2011.

Investors focused on smalb mid-market funds
outnumbered those concentrated on largearket

funds by & approximateratio of2:1 and 2.5:1
respectively,in the second quarter. (See Figure)13
Funds devoted to these segments do not need huge
capital commitments in order to properly execute their
strategies, and many investors expected they represent
the best opportunity for outsized returns in the future.
The director of alternative investments at a U.S.
insurance company with commitments of
approximately $10 million is specifically targeting small
to mid-market buyout funds raising a maximum of $500
million.
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Figure 13

Target Market Interest in Private
Equity Funds Q2 2010
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As the second quarter came to a close, the outlook for
private equity funds remained cautiously optimistic as
investors predicted superior returns compared with
equity markets.

However, recent talk about a doubtiip recesion
coupled with a competitive deal flow and extended
investment horizons pose significant challenges to the
fundraising process. The bar is set extremely high for
developing new relationships in the current
environment, but as investors have communicateite
may be the enemy of performance moving forward.



Pagel| 17

BHA Alternative Investor Research

Snce its inception in 2006, BHA has become the Research Repohighlights insigrgand trends from this
definitive leader in alternative investoesearchBHA research thaare most pertinent to industry

works witha diverse group of30 alternative professionals.

investment managers and acts as an unbiased research

liaison between these managers aitslextensive global BHA works directly with @ariety of investment
network ofinstitutional investors. (See kige 14.) managers on a daily basis. These manaigetade

hedge fundsfunds of hedge fundsandprivate equity,

real estate andventure capital fund. They range in size
and experience from emerging managers to some of the
most established firms in tha@dustry.

BHAanalysts collect and analyze the most
comprehensive data available on the investment
searches of alternative investors. BRIQuarterly

Figure 14

Investor Profiles by Category
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The Research Process and Investor Universe

Each quarter BHA analystsollect detailed profiles from
morethan 1000 investorghat are actively making
investments in hedge fungprivate equityandreal
estatefunds,and related funds of fund'hese
investorsare spread across the globe; their asastsler
management (AUM) range from less than $100 million
to more than $10 billion eédicated to alternative
investments (SeeFigures15and 16, respectively)

BHA analystspeak withinvestors about their current
preferences regarding alternative strategies, manager
requirements,investment processeslue diligence
systemsfuture allocation plansand currentand
historicalareas of exposure. The team then conducts
both quantitative and qualitative analysis thie data to
explore trendswithin the alternative investment
marketplace These trends reveal shifts in investor
sentimentabout alternative investments and provide
unprecedented insight into the mindset of alternative
investors during the past quarter.

Figure 15
Investor Profiles by Regior
1%
206 4‘;;\ 2% ® North America

M Europe

M Central/South
America

H Asia

i Oceania
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unique in that analysts obtain information from direct
phone conversations with senior analysts, portfolio
managers, managing directors, and chief investment
officers who are focused on alternative investments.
The most significant concentrations of investors profiled
are in North America and Europe, however ABH
increasingly interviews investors from Asia, Africa,
Central and South America, the Middle East, and
Australia. Analysts work extended hours to gain access
to, and information from, the entire global range of
institutional investment firms.

Gaining arunderstanding of investor sentiment on a
global scale is a critical part of the research that BHA
O2yRdzOGad . 1! Q& TFQuafterlyy 3a
Research Repoand reflect investor interest in specific
fund strategies and characteristics. The statist
presented are percentages of the total number of
investors interviewed during the quarter.

Figure 16

Investor Profiles by AUM
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Kyle McMorrow| Research Analyst

Richard Rapacki| Research Manager
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Dennis Ford| President and CEO

Dennis Ford is President and CEO of BHAis expertise is in database marketing using the Web to create interactive dialog, and using analysis anc
profiling to understand customer prospects. He is also the author of aegellved book on selling call&the Peddler's Prerogative
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