Hedge Funds((Aprili2006)

Thel'term[1“hedgel ifund”(ldates[from[thellearly[11950s. [ Initially, Jit[ldescribed
collective linvestment[ vehicles, oftenllorganized(las[ privatel partnerships,that
specializedlin combining twolinvestmentltechniques,[short!salesl(borrowing a
securityland(selling/itlin[the hopelof(being ableltoltepurchaselit/morelcheaply
beforellrepayinglithelllender) land/lleveragel |(buying/Isecurities 'with[ borrowed
money)linlalwaylthatlreduced risk. Bylshorting albasketl of stocks to protect
againstlalgeneral drop[inllequity[ prices, and/ then/borrowing money! to buy
particular(]shares(]theylldeemedllundervalued, ] thesellfundsl]“hedged”(] their
positionsisolas[to/prosperwhicheverwaylthearket/moved. Hencelthehamelof
hedgefunds.

Modern(hedgel 'fundsllarellal lfar[more(leclecticligroup.[TheylIsharellonlyllone
important(] characteristic:[] compensation(] strategies.[] Typically,[] hedgel] fund
managerslare/paidlaimodest/management(fee, butlteceivela hefty[15/20%or(so
oflany! profits[the fundmakes. Somel critics[ arguel thatthis[ structurelcreates
incentives[toltakelinordinatelrisks, becausel managers[ sharelthelupsideliflthe
risks/payloffibut/not/the/downsidelshould(the risky[strategies/fail. [ However,[the
fact/that'manylhedgefund/managers/putitheir/own/capitallinto/their[funds/may
mitigate(this(risk.

Byllaccepting imoney! from/limited numbers[lof highl metworthlindividualsor
institutionallinvestors, and /by basing/themselveslin[placeswhere[tegulationlis
lax,hedgelfundslescapelthelstandard(reporting tequirements/faced byl mutual
funds.As[privatelinvestment(vehicles, hedgelfundslareléxemptfrom/tnanybasic
regulatoryl requirements, [ giving/ theirl managers/ broad[discretion. Most[hedge
fundslarellocal,[hichelplayers,[yetlalll carry/ theirlownlmarketingland[ support
structures.Hedge! funds(arellextremely( flexible lintheirlinvestment[loptions
becauseltheylusel financiallinstruments’ generallybeyond/thel reachloflmutual
funds,whichlhavelsophisticated[tegulationslandldisclosurelrequirements(that
largelyl] prevent[! them!] from[] using[] shortl[] selling,[] leverage, | concentrated
investments, land[ derivatives.[ This[ flexibility, whichlincludesluselbfl hedging
strategies(tolprotectidownsideltisk,[gives'hedgefunds(thelabilityto/bestimanage
investment(risks. Thelstrong(results/can(bellinked to performancelincentiveslin
addition(tolinvestmentflexibility.

Thelhugel riselin[ Gulfl stock markets[ithel pastlyears, highl oill revenuesl and
stronglliquiditylaslalresultlofl thel diversion[ofl funds(from[thelwestern capital
markets[tolthematuringlimarketslin[the[ GCClafter[the[September([11[events,
has/leftinvestorswithla/problem, albeitla hicelone, Where(tolinvest/theirmoney.
Theselinvestorslare/becoming/morel[sophisticatedand thuslincreasingly/willing



tolputimoneylintollalternativelinvestments"[suchlas'hedgefundslinltheir(search
formarketlbeating(returns.

Becausel lhedge! lfundslicanlIselllIshort,[lusellleveragelland[/take[lconcentrated
positions,theylcanlproducelthoselsuperioritreturns,lalthoughladmittedly,they
bearthigher(risks. Thesefactorswillldefinitely [fuellgrowthlin[popularityloffhedge
fundlassets/in/the Gulf region.

Thelloffshorellfundslimarket(Jis[Igrowing rapidlylandIthellCayman(iIslands
(“Cayman”), theBritish[ Virgin[Islands (“BVI”) and[ Bermudalhavel becomel the
preleminentjurisdictionsfor(theléstablishmentloflinvestmentfunds.

Thelsimilarities/oflthelkey(featureslin'each/jurisdictionlareli) Trustworthy and
reliable(legal systems. [Thelaws/of all[three/jurisdictions/énsurelthatfundslin
theseljurisdictions/canlbelstructuredl aslinternationally accepted(vehicles;[ii)
Flexibility in fund/structure. Fundslin'anylofitheljurisdictions/may/beformed
aslcompanies, partnershipsorunit/trustsfaccording/tolinvestor requirements;
iii) Noldirect/ taxes. Therelare holcapitallgains,lincome, profit, corporationlor
withholding[itaxes[lor[lany[ legallrestrictionsllon/Ithe linvestment(policies[land
strategieslof fundslinlany/ofthe[jurisdictions.

Butlwhichlisthelbestjurisdiction? Therelis[holdefinitelanswer(to[this[question.
Funds(varylwidely,land[therefore, the best(wayltolapproachlthislquestionlis/to
examine(theldifferences/between/thesejurisdictions/and/whatleachjurisdiction
hasltolofferlfand(seehow/this[compares/towhatlthe ¢lient(heeds.

Forlexample, [ the ICayman( offers anl exemption/ forl fundsiwith[lessthan[115
investors,as/longlas/the majorityl in[ number(larellcapablellof[ lappointing or
removing(theloperators ofithe fund.1If'the ¢lient has/this/typelof fundstructure
in[mindthenCayman(imayl bel thel betteroption, aslitl willl completely avoid
registration(withlalregulatoryauthority. [ TSuchlalstructurelinlthe BVIIwill(fall
under/thePrivate[Fund(category/requiring’anlapplication/for(recognition/to’the
BVIiregulatoryauthority.

Forlsomellpromoters, Ithelllocation]ofl|certain(iservicell providers,suchllas

investment/ managerslorladministrators, is/very important. T In Cayman, with

thelexception/of[AdministeredFunds, which(requirelallocalladministrator, (there

arelholspecificltequirements/with(tegard tolthellocationlof(investmentmanagers,
advisers,ladministrators’andl¢tustodians.TIn(theBVI,[fundimanagers,ladvisers,

administratorsiand[custodians/oflall[BVI[fundsimust/be domiciled/in[the BVIlor
inlalrecognized/jurisdiction.



So,linlthelevent/thatla fundlisltolhave, forl example, anlinvestment/manager
domiciledin[JChinal(or[inJanylotherllcountry/ not/regarded aslal recognized
jurisdiction(bytheBVI),[Cayman/may/belthe more[suitablejurisdiction.

Industryl perceptionmayl alsol belal factorfor[thelclientlinldecidingwherelto
domicilela fund.(Cayman/is ¢currently the most popularjurisdictionfor offshore
fundsland/Jsophisticated[linvestorsmay! /belimorellcomfortable with[ICayman
rather(than/theBVI.
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