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From the perspective of lawyers practic-
ing matrimonial law in the State of Con-
necticut, the principals of the alternative 
asset management firms (for the sake of 
ease of reference, we’ll be referring to 
these firms collectively as “hedge funds,” 
even though there are many subtle and 
important differences among the firms in 
the industry) present a unique business 
opportunity, in no small part because of 
the great need for sophisticated legal ad-
vice  and potentially large sizes of marital 
estates involved. This opportunity, how-
ever, almost always comes with signifi-
cant challenges related to the complexi-
ties of the firms’ operating structures and 
unique valuation issues that the hedge 
funds pose. To successfully tackle these 
challenges and effectively advise their 
clients, the legal counsel and, most impor-
tantly, valuation experts engaged by the 
counsel, must have the necessary exper-
tise. In this two-part article, we will  offer 
readers insights into some of the valua-
tion and legal challenges that often arise 
in matrimonial cases involving hedge 
funds. 

to the funds based on the assets under 
management (“AUM”). Typically, manage-
ment fees range between 1 percent and 
2 percent of AUM. A general partner en-
tity is tasked with managing the affairs of 
the investment funds.2 The general part-
ner earns the incentive fees, which are 
typically 10 percent to 20 percent of the 
net investment profit of the funds.3 The 
funds are the entities that hold the invest-
ments—the funds’ shares are offered for 
purchase to qualified investors.4 
Organization of a Hedge Fund
For a typical organization of a hedge fund 
complex, see Chart 1.

Key Differences between Hedge 
Funds and Private Equity/Venture 
Capital Firms
Although, as Chart 1 illustrates, hedge 
funds and PE/VC fund complexes have 
similar organizational structures, these 
types of firms differ significantly from 
the operational perspective. Chart 2 com-
pares some of the key operating metrics 
of the hedge funds and PE/VC firms.

What is a Hedge Fund?
Hedge funds and similar alternative as-
set management firms, in general, are 
investment companies that sponsor 
and manage pooled investment vehicles 
(i.e. investment funds). They generate 
income by charging management and 
performance-based fees (referred to as 
“performance or incentive fees, “carried 
interest,” or simply “carry”) to the funds 
under their management. Unlike tradi-
tional asset management companies, the 
hedge funds are less regulated; they can 
invest in a wide range of asset classes 
(for example, commodities, derivatives, 
etc.) and pursue a variety of investment 
strategies (for example, equity long-short, 
event-driven, macro, etc.). However, these 
firms are prohibited from marketing their 
investment funds to the general public, 
and can only accept capital from qualified 
investors.1 The investment process is gen-
erally carried out through a network of af-
filiated entities. For example, investment 
decisions are made by a management 
company that charges a management fee 
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Chart 1

introduction
The alternative asset management industry, which includes hedge funds, 

private equity (“PE”) and venture capital (“VC”) firms, commodity pool operators, etc., has 
been a prominent feature in, and an important element of the economy of, the lower Fairfield 

County in Connecticut. 
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Two of the referenced metrics are worth 
highlighting, because they have a pro-
found impact on the value of the interests 
in the management company and a gen-
eral partner entity. 

First, an assumption of perpetual oper-
ation—a typical premise in valuation of 
non-distressed traditional businesses—
is often not valid, or at least needs to be 
evaluated in every case, in the context of 
valuing hedge funds. These firms’ ability 
to raise new funds—and thus to perpetu-
ate their existence—depends largely on 
their investment performance. In addi-
tion, PE and VC funds have finite lives—
usually, no more than 10-12 years. Fur-
thermore, the firms’ longevity depends, 
among other factors, on the size of AUM, 
the type and diversity of investor base, 
the age and intentions of the firms’ princi-
pals, as well as the principals’ ability and 
willingness to transition their duties to 
others within the firm.

Second, a pattern of cash flows of hedge 
funds and PE/VC firms in the early stag-
es of the funds’ lives can be dramatically 
different. During this time, PE/VC funds 
make capital calls and use cash, as they 
deploy the capital committed by the in-
vestors and make investments. As a result, 
although the PE/VC firms collect manage-
ment fees, at this stage of the funds’ life-
cycles (which can last several years) they 
report negative investment returns and, 
thus, do not earn performance fees. The 

lic exchanges, and the prices which simi-
lar businesses have been acquired for, can 
provide an indication of value of the en-
terprise. The asset approach focuses on 
the net asset value of the enterprise. In a 
typical application of this approach, the 
assets-both tangible, and intangible, and 
liabilities are restated to their values, and 
the value of equity is calculated by sub-
tracting the value of liabilities from the 
value of the assets. While each of these 
approaches is initially considered in the 
valuation analysis, the selection of a par-
ticular approach or approaches is depen-
dent on the nature of the business and 
the characteristics of a subject interest, 
among other factors.

As we pointed out earlier, the focus of 
our discussion is on valuation of owner-
ship interests in hedge fund management 
companies and carried interests. Thus, 
we will review the application of the valu-
ation methodologies for these types of in-
terests separately.

income Approach—discounted 
Cash Flow Method of Valuation 
Preferred
The market approach is poorly suited 
for valuing interests in hedge fund man-
agement companies. This is because the 
existing publicly traded hedge fund and 
private equity firms typically manage 
multiple funds that invest across many 
asset classes and investment strategies. A 
typical privately held hedge fund manage-

hedge fund firms, on the other hand, do 
not usually go through such a pro-longed 
capital drawdown phase, and, therefore, 
can earn performance fees immediately 
following a launch of a new fund, provid-
ed, of course, that the new fund generates 
investment profits.

Overview of Approaches to 
Valuation of Hedge Funds
In discussing approaches to valuation of 
hedge funds, it is important that our read-
ers understand what we mean by “valua-
tion of a hedge fund.” We use this term to 
mean a valuation of an ownership inter-
est in a hedge fund management company 
and/or carried interest, and not the valu-
ation of the hedge fund’s investments or 
the valuation of the limited partnership 
interests in the hedge fund.

Accepted Methodologies 
of Valuation
Traditionally, in the valuation of a busi-
ness, the three generally accepted meth-
odologies are (1) an income approach, 
(2) a market approach, and an (3) asset 
approach. The income approach focuses 
on the income-producing capability of the 
business. The premise of this approach is 
that the value of an enterprise equals the 
present value of cash flows that the busi-
ness is expected to generate in the future.5 
The market approach focuses on the pric-
es of similar assets. The premise of this 
approach is that the prices of shares of 
similar businesses that are listed on pub-

Hedge Funds

Fee Structure: Management fees – 1% to 
2% of AUM; Performance Fees/Carried 
Interest – 10% to 20% of profits.

Term: Generally, no limitation on funds’ life. 
However, funds’ longevity depends sig-
nificantly on ability to achieve consistent 
performance.

Performance Measurement: Generally, 
 absolute return. Sometimes, for purpos-

es of incentive fees, performance can be 
measured relative to a benchmark.

Performance realization: Generally, con-
tinuous while the assets are invested 
(subject to high-water mark and 

 clawback provisions).

Private Equity/ Venture Capital

Fee Structure: Management fees – 1% 
to 2% of committed capital or actively 
managed assets; Carried Interest – 10% 
to 20% of profits.

Term: Generally, the funds’ life is finite, de-
fined contractually.

Performance Measurement: the funds’ 
performance is measured as an internal 
rate of return (“IRR”) and is often subject 
to a minimum hurdle (or preferred) rate.

Performance realization: Generally, after 
the hurdle rate has been achieved. 

 PE/ VC funds typically report negative 
 performance in their early years.

Chart 2
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ment firm, on the other hand, lacks such 
diversification and a large asset base. 
Furthermore, unlike their publicly traded 
counterparts, private hedge fund man-
agement companies typically have “key 
person” issues (i.e. their success depends 
significantly on their “star” founders/ 
portfolio managers). Finally, the sufficient 
information about the acquired hedge 
fund firms rarely, if ever, exists to deter-
mine meaningful valuation multiples. The 
asset approach is generally not appropri-
ate for valuing profitable, operating com-
panies.6 Thus, the income approach- spe-
cifically, the DCF method, is the preferred 
and, often, the only viable valuation 
technique. However, the expert needs to 
be certain that the cash flow projections 
used in the DCF method will be credible, 
appropriate and admissible.

Application of the Discounted 
Cash Flow Method
The application of the DCF method typi-
cally involves the following steps:
1. Forecasting the funds’ AUM, which con-

siders the future expected investment 
returns; investors’ contributions; and 
redemptions from the fund, fund clo-
sures, or new fund launches, as well as 
other factors that are known or know-
able as of the date of valuation

2. Forecasting management fees (and car-
ried interest distributions) based on 
the forecast of AUM

3. Forecasting the company’s operating 
expenses, based on the analysis of his-

income Approach—discounted 
Cash Flow Method of Valuation 
Preferred
The market and asset approaches are 
generally not appropriate for valuing car-
ried interests for the same reasons that 
we have outlined in the discussion of 
valuation of ownership interests in man-
agement companies. The carried inter-
ests can be valued using the DCF method 
(based on the same AUM forecast that we 
described earlier).7

torical costs, expected expense levels, 
and giving proper consideration of rea-
sonable compensation issues

4. A development of the appropriate dis-
count rate

5. A determination of value of the busi-
ness as the present value of the expect-
ed cash flows

6. A determination of value of the subject 
ownership interest in the hedge fund 
management company given consid-
eration to the appropriate discounts 
(such as a discount for lack of control 
and/or a discount for lack of market-
ability)

income Approach

Preferred (and ofte
the only) method

Discounted Cash
Flows is typically
utilized

Allows to explicitly
model return 
and operating 
assumptions

Can accommodate
simulation techniques, 
such as Monte Carlo

Market Approach

Difficult to apply due to 
lack of information

Even if comparables are
found, “key person” and
other issues make 
application of multiples
problematic

Due to its shortcomings, 
Market Approach is
generally used only
as a reasonableness
check for the Income
Approach results

Asset Approach

Generally, used to
value GP or holding
entities in the invest-
ment company structure
that are not allocated
fee income 
(such as carried
interest), and LP
interests in the inves-
ment funds managed

Option-Pricing
Models

Option-pricing models
are sometimes utilized
to value carried 
interests

This methodology may
be less familiar to courts
when it is applied in this
context

Chart 3
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Summary of Valuation 
Methodologies 
Chart 3 provides a summary of the valu-
ation methodologies that that have been 
discussed.

role of the Experts
A valuation of a hedge fund is a complex 
exercise. It requires not only highly tech-
nical valuation acumen and finance skills, 
but also a thorough knowledge of the in-
dustry practices. This is why many, even 

reach different opinions of value for the 
same interest, a direct result of failure to 
engage a qualified expert is often wild and 
irreconcilable differences between the 
experts. Such differences almost always 
become significant hurdles to a successful 
resolution of the cases. 

Once a qualified hedge fund expert is en-
gaged, however, the attorney can use their 
expertise in a wide range of issues in the 
case. Below some examples are outlined.

otherwise highly qualified, business ap-
praisers do not have the necessary skills 
to perform hedge fund valuations. Unfor-
tunately, all too often legal counsel fails to 
recognize (or fully appreciate) a special-
ized nature of the skills and knowledge 
that an expert must possess to perform a 
credible hedge fund valuation. Nowhere 
else a valuation specialist’s lack of exper-
tise turns into a headache for attorneys 
like in a dispute or litigation. While two 
qualified experts may—and often do—

information 
Category

investment complex’s 
organizational structure 
chart

Partnership/ limited 
liability company 
agreements and similar 
organizational 
documents

Employment 
agreements/ incentive 
Compensation Plan 
documents

Corporate and 
employee’s personal 
tax returns and 
supporting schedules 
and forms

Funds’ historical 
investment performance 
data, AUM, investor 
communications

Audited financial 
statements

relevance to 
Valuation Process

• Identifies entities in the 
hedge fund structure 
and their purpose

• Outlines cross-entity 
ownership

• Stipulate equity own-
ership, management 
and profit allocation 
rights, restrictions on 
transferability, etc.

• Stipulate employ-
ment terms, as well as 
compensation that an 
employee is entitled 
to (e.g. salary, bonus, 
profits participation, 
carried interest alloca-
tions, etc.)

• Evidence of compli-
ance with tax reporting 
requirements

• Results of operations, 
when these are not 
generated for financial 
reporting purposes

• Evidence of sources of 
income (for employee)

• Evidence of historical 
investment successes 
and failures with man-
agers’ explanations

• Trends in investors’ 
capital contributions 
and redemptions

• Independent attesta-
tion of the funds’ 
results of operations, 
AUM, and other rel-
evant disclosures

relevance to 
Employee’s 
income/ Property 
interests

• Facilitates understand-
ing of employee’s 
income/property 
interests in the context 
of other entities in the 
structure

• Stipulate specific 
rights attributable to 
employee’s property 
interests that must be 
considered in valua-
tion analysis

• Stipulate employ-
ment terms, as well as 
compensation that an 
employee is entitled 
to (e.g. salary, bonus, 
profits participation, 
carried interest alloca-
tions, etc.)

• Provide evidence 
of income allocated 
to employee for tax 
purposes, as well as 
distributions received

• Report employee’s 
capital account bal-
ances arising from 
employee’s income/ 
property interests

• Data helps explain, 
and provide the 
necessary context for, 
employee’s historical 
compensation levels 
to enable future fore-
casting

• Attested data provides 
additional level of 
comfort for the finan-
cial inputs used in 
valuation analysis of 
employee’s income/
property interests

Specific 
reporting/ 
Maintenance 
requirements

• No specific regula-
tory requirements 
for hedge funds to 
maintain this data, but 
the charts are typically 
maintained for internal 
purposes

• These documents 
are maintained in the 
ordinary course of 
business

• These documents 
are maintained in the 
ordinary course of 
business

• Tax returns are re-
quired to be filed and 
maintained

• Periodic investor 
communications that 
include historical 
investment returns 
and other disclosures 
is a standard industry 
practice

• The funds are typi-
cally required to issue 
audited financial state-
ments annually

Chart 4
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Expert assistance with the 
discovery process:
There has yet to be a hedge fund em-
ployee, a litigant in a divorce case, who is 
eager or perhaps even able to provide ex-
tensive details and information about the 
hedge fund, its processes, strategies, per-
formance, and/or methods of compensa-
tion in discovery. Moreover, the hedge 
fund itself is even less interested and   less 
inclined to provide any details of what it 
considers to be strictly confidential infor-
mation just because one of its top employ-
ees is going through a divorce.  As a result, 
the discovery process when a divorce case 
involves a hedge fund employee is rarely 
quick, easy, or straightforward.  Confiden-
tiality agreements certainly can help move 
the process along but often even with the 
confidentiality agreement, there is great 
reluctance on the part of the fund and/or 
the employee to provide any information 
that a financial expert want and require in 
order to value the litigant’s interest in the 
fund.   The employee-litigant also may not 
have permission to obtain nor access to 
the information sought from the company 
by the opposing side to produce in their 
divorce case.  
The goal of the matrimonial attorney, 
from a broad strokes perspective, is to 
identify all of the hedge fund employee’s 
sources of income derived from the fund 
and further identify any property and/or 
equity interests in the fund(s) and/or the 
G.P. and/or Management Company held 
by the employee. This sounds straightfor-
ward but can be complex. The attorney 
should utilize and rely on his or her ex-
pert’s insight and understanding of hedge 
funds in general and the subject fund in 
particular in order to identify the areas 
of inquiry for discovery,  and the records 
and documents to be provided.  The ex-
pert knows what he will need to see and 
review in order to do his work. The attor-
ney must ensure such information is ulti-
mately provided for the expert’s use. 

discovery in Cases involved in
Hedge Funds
For some examples of the information 
that the valuation experts typically re-
quest in these cases, view Chart 4.

funds, endowments, family offices, etc.) 
and high net-worth individuals. 

2. A general partner is usually a sponsor of 
the investment funds offered by the hedge 
fund firm. It is not uncommon for a hedge 
fund structure to have a single entity that 
performs the functions of both a manage-
ment company and a general partner of 
the investment funds. In this case, this 
entity earns both management and incen-
tive fees.

3. In this context, a carried interest can be 
thought of as an unpaid portion of the 
general partner’s share of the investment 
profits.

4. Investors, who are subject to the US 
taxation, are typically offered shares of 
“onshore” funds, i.e. the funds that are 
domiciled in the US. On the other hand, 
foreign or institutional investors, who are 
not subject to the US taxation, are typically 
offered shares of “offshore funds, i.e. the 
funds that are domiciled in offshore zones, 
such as Cayman Islands.

5. An example of the application of the 
income approach is a discounted cash flow 
(“DCF”) method.

6. While the asset approach is generally not 
appropriate for valuing carried inter-
ests and the interests in management 
companies, this approach may be used 
for valuing holding entities in the hedge 
fund complexes and limited partnership 
interests in the investment funds.

7. In a non-litigation setting, option-pricing 
methods and simulation techniques are 
sometimes utilized in addition to the DCF. 
We caution, however, that the application 
of these methods in the context of the 
carried interest valuation has not been 
accepted by the courts in Connecticut in 
matrimonial cases.

Expert involvement with settle-
ment discussions and/or 
mediations: 
The experts should be of immense help 
to the matrimonial attorney by ensuring 
they have a continuing ongoing dialogue 
with the matrimonial attorney: (a) to 
ensure the attorney is well-versed at all 
stages of the proceeding in the progress 
the expert is making; and (b) so that the 
attorney is able to succinctly and accu-
rately articulate their position as to the 
hedge fund to his client, to the opposing 
side, and/or to the court. An attorney 
cannot settle the case if he does not un-
derstand the assets and income involved 
with the case. The expert must ensure the 
attorney has this understanding as early 
as possible in the case and that the attor-
ney is updated in real time with impor-
tant developments in the analysis.   

Mediation provides an opportunity for 
the expert to be directly involved in the 
matrimonial in a manner other than testi-
fying at a deposition and/or at a trial. The 
matrimonial attorney should absolutely 
plan any mediation with an eye to having 
his experts present and ready to directly 
assist with any discussions related to 
hedge funds issues. CL

notes
1. Qualified investors are typically institu-

tions (e.g. sovereign wealth funds, pension 

http://www.forensicaccountingservices.com/
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Hedge Funds in the Family 
Law Context
In the typical matrimonial case involving 
a hedge fund employee, each party will 
be armed with his or her respective ex-
pert ready to opine as to the hedge fund 
employee’s compensation from and/or 
interests in the fund. While the oppos-
ing experts will (or should) be working 
from the same information, their ultimate 
conclusions, opinions, and recommenda-
tions will likely be different—sometimes 
strikingly so. At the end of the day, the me-
diator, arbitrator, or superior court judge 
charged with resolving the matrimonial 
case will have to make a determination 
regarding valuation, income, assets, and/
or other financial issues based in no small 
part on the experts’ input and issue set-
tlement recommendations or binding or-
ders (as the case may be). Thus, it is a key 
task of the matrimonial attorney involved 
in a hedge fund case to ensure that an ex-
pert and the expert’s opinion are the most 
persuasive and intelligible.  
The first and most important point to re-
member for the matrimonial attorney in 
this context is she will never be as expert 
as the expert. Therefore, she should use 
and rely on her own expert to assist him 
in assessing and attacking the opposing 
expert’s report and conclusions at depo-
sition and/or trial.  
How to Bolster Your Expert and 
Attack the Opposing Expert
While the subject of how to bolster your 
own expert and attack the opposing ex-
pert could fill a trial-practice textbook, 
the following are some highlights to be 
aware of: 

• Attack credentials. (BUT only if your 
expert is better credentialed)

• Attack valuation assumptions and/or 
lack of investigation. If they’re work-
ing from the wrong facts or inaccurate 
assumptions, then that undercuts their 
conclusions.

• Attack inconsistencies between a prior 
report and the current report and/or 
between testimony (deposition or tri-
al) and the report(s).

•  Failure of an expert to link his valuation 
analysis and conclusions to the assets 
under management and/or investment 
returns

• Assuming an unreasonable investment 
return

• Misplaced reliance on capitalization 
of earnings method of the income ap-
proach

• Failure to distinguish between the eco-
nomic and ownership interests

Let’s look at the hedge fund-specific ex-
amples closer.

• Failure to link valuation analysis and 
conclusions to the AUM and investment 
returns 

 The expected levels of AUM and future 
investment returns are the fundamen-
tal value drivers for hedge funds. Un-
fortunately, all too often experts mis-
takenly forget or ignore this fact. The 
result of their forgetfulness—or igno-
rance—is that their analysis is often 
internally inconsistent. Consider the 
following example. An expert devel-
ops a forecast of the hedge fund’s cash 
flows based on the entity’s historical 
earnings (both management and per-
formance fees). The historical earnings, 
however, exhibited significant growth 
due to the fact that the fund was able to 
attract several large investors. An out-
look as of the date of valuation, how-
ever, is that such capital raising success 
is highly unlikely in the future and, in 
fact, the fund is no longer actively mar-
keted to potential investors. The expert 
ignores this fact and assumes that the 
earnings will continue to grow at the 
historical rate. Setting an investment 
return aside, the expert’s earnings fore-
cast implies that the fund will continue 
adding new investors; thus, the fore-
cast contradicts the outlook and expec-
tations as of the date of valuation.

• Unreasonable investment return 
 assumption
 The investment return assumption 

is, arguably, one of the most frequent 
sources of disagreements between the 

• Attack the choice of methodology and/
or approaches to value. Are the valu-
ation methods and/or approaches to 
value inconsistent or incompatible 
with each other? With the facts? With 
underlying assumptions? What alter-
natives were available and could have 
been used? 

• Where does the opposing expert agree 
with your expert? (This helps bolster 
your expert to show the opposing side 
agrees with aspects of their work)

• Are there any key omissions from the 
opposing expert’s report that could un-
dercut their conclusions?

• If the opposing expert represents the 
employee, did he conduct any inde-
pendent investigation or make an inde-
pendent request for information from/
about the hedge fund or did they base 
his work solely upon the information 
that the employee and/or fund provid-
ed to them?

• What is the definition of value1 that the 
expert is using and what is the valua-
tion date?

• How clearly has the expert identified 
the asset2 being valued and how and 
what is his understanding of all aspects 
thereof? 

• What is the key information an expert 
would need to do an adequate job pro-
ceeding on the particular valuation ap-
proach and methodology selected? Did 
the expert in fact obtain such informa-
tion? How many years’ worth of such 
information did he obtain and how 
much should he have obtained?

• What is the level of subjective judgment 
interjected by the expert? Anywhere 
the expert has made such judgments is 
a potential area of attack. 

A Closer Look at Ways to 
Attack the Opposing Expert in a 
Case involving Hedge Funds
Specifically for hedge funds, some exam-
ples of the foregoing items would be:
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experts in the context of the hedge fund 
valuations. The most common intellec-
tual fallacy that the experts succumb 
to is when they assume that, when a 
hedge fund earned high investment re-
turns historically, it will continue earn-
ing exceptional returns in the future. 
Such a simplistic view of the world by 
some experts is even more puzzling, 
considering the fact that (a) a phrase 
“past performance is no guarantee of 
future results—an investment may lose 
value” or its variations accompanies a 
prospectus of virtually every mutual 
fund available for purchase by the gen-
eral public in this country, and (b) the 
last fund that promised consistent high 
investment performance turned out to 
be the Bernie Madoff’s ponzi scheme. 
So why then some experts simply as-
sume unsustainable investment re-
turns based solely on the history of 
high performance? In our experience, 
this occurs when the expert does not 
possess the necessary industry knowl-
edge and valuation skills to formulate 
and support a reasonable and defen-
sible investment return assumption.

• Reliance on a capitalization of earnings 
method of the income approach to value 
a hedge fund

 When valuation experts rely on a capi-
talization of earnings method to value 
hedge funds, they often justify their se-
lection of this method by arguing that 
its simplicity makes it more easily un-
derstandable for the judges. In general, 
a capitalization of earnings method3 
is a valid valuation technique that has 
merits in certain limited circumstanc-
es. An example of such circumstances is 
when a business generates stable, pre-
dictable earnings year after year. The 
critical assumptions that form the basis 
of this method are that (a) the business 
has a perpetual life; and (b) the earn-
ings grow at a long-term, sustainable 
rate, which is generally considered to 
approximate a rate of inflation. Based 
on the method’s assumptions, the value 
of the business in this example can be 
reasonably estimated by dividing the 
business’s earnings by an appropriate 
capitalization rate. A seeming simplici-
ty of the assumptions, however, is what 
makes this method completely inap-

confidentiality agreement to protect 
their interests stating, at the least, that 
the information provided in discovery 
will only be used for the purposes of the 
matrimonial litigation and will not be fur-
ther disclosed. The attorney requesting 
discovery from the employee and/or the 
fund should offer such a confidentiality 
agreement at the time they first request 
production related to the fund. 

It is possible that the hedge fund resists 
production by either directly, or through 
their employee, asserting that certain 
requested information is not relevant, is 
unavailable currently, or does not exist. 
In such an instance, the expert can be of 
great assistance to the attorney by ex-
plaining why these documents likely do 
or must exist—either because the fund 
is mandated to keep such records and/or 
because such funds typically track such 
information internally for their own in-
ternal reporting, performance tracking, 
or other purposes (For more information, 
see chart 4 from part one of this article). 
Such insight from the expert greatly as-
sists the attorney seeking these records—
whether in discussions with opposing 
counsel or in argument before the court 
on discovery disputes. 

Still a bigger issue arises when/if the 
hedge fund takes the (extreme?) position 
that certain proprietary information of 
the fund is not disclosed under any cir-
cumstances to anyone and that they will 
resist to the fullest extent the disclosure 
of any such information. It could be that 
the information sought in discovery from 
the fund itself is not even available to the 
employee/litigant in the divorce case. The 
attorney seeking the disclosure of infor-
mation from the fund that is “arguably 
calculated to lead to the discovery of ad-
missible evidence” (per Connecticut Prac-
tice Book § 13-2) is on solid legal footing 
to assert disclosure of the information. 
Theoretically, any and all information use-
ful to the attorney or expert in identifying, 
understanding, quantifying, and/or valu-
ing the employee’s compensation, eco-
nomic benefits, interests, cash flows, and/
or property or equity interests should be 
deemed discoverable by the courts and 
ordered produced. However, the hedge 
fund may assemble a very large and very 
expensive team of corporate lawyers to 

propriate for valuing hedge funds. The 
reason for this is twofold. First, as we 
pointed out earlier, the assumption of 
perpetual life of the business implicit in 
the method is often invalid, especially 
for private equity funds. Second, while 
an inflation rate may be a reasonable 
expectation of a long-term growth in 
earnings of a traditional business, it is 
not an appropriate gauge of the long-
term earnings of a hedge fund firm. 
After all, why would anyone invest in a 
hedge fund that promises to earn a rate 
of inflation?

• Failure to distinguish between economic 
and ownership interests

 A common error made by the experts 
(and attorneys) who are not experi-
enced with hedge funds is that they au-
tomatically assume that a tax form K-1 
issued to an employee is evidence and 
proof of the employee’s equity owner-
ship in the hedge fund entity that is-
sued the form. While, in general, the tax 
form K-1 is consistent with the equity 
ownership in a partnership or a limited 
liability company, this is not always the 
case for hedge funds. Often, a hedge 
fund employee who is granted carried 
interest—i.e. an economic interest in 
a portion of the investment profits, re-
ceives a treatment as a partner of the 
hedge fund’s GP entity for tax purposes. 
As such, the employee receives a K-1 
form from the GP entity, even though 
the employee does not actually have the 
equity ownership interest in the entity. 
Thus, the employee has an economic 
interest in the hedge fund’s GP entity 
in the form of a capital account balance 
and a right to a portion of the carried 
interest. An ancillary issue to the differ-
ence between the economic and own-
ership interests is when the employee’s 
right to income (for example, the right 
to a portion of the profits) stems from 
the employment agreement. 

Other issues
What to do when the hedge fund and/
or employee refuses or is resistant to 
providing the discovery information re-
quested
If the paramount concern for the fund 
and/or the employee is the confidential-
ity of its information, then the first and 
easiest step is to suggest a reasonable 
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resist, delay, and/or frustrate the produc-
tion of any material the fund has decided 
it doesn’t want to produce. This is a losing 
scenario for both parties to the divorce 
action given the marital estate to ulti-
mately be divided will be depleted by the 
attorneys’ fees generated in relation to 
such a discovery battle. If the information 
which the fund resists providing is abso-
lutely critical to preparing the case and 
for the expert to do their work, then there 
is little choice but to press on. However, to 
the extent the expert can suggest creative 
“workarounds” and/or alternate ways of 
getting to the information they need, they 
can be of great help in avoiding discovery 
battles. It can also be useful to compart-
mentalize the process. For instance, does 
the expert need the same information to 
assist in settlement of the case or a me-
diation as they would to issue a full valua-
tion report for purposes of a trial? 

Compensation of employees—
Income versus asset
A typical compensation arrangement for 
a hedge fund employee consists of a base 
salary, cash bonus (discretionary and/or 
performance-based) and, often, grants of 
carried interest and restricted investment 
funds’ units.4 The compensation of hedge 
funds’ principals, however, is often less 
structured. For example, it is not uncom-
mon for the principals to receive only dis-
tributions of carried interest and profits 
from the management company instead 
of a traditional salary and bonus.

The nature and details of the equity inter-
ests and/or compensation the hedge fund 
employee receives due to employment 
are a key issue for both the attorney’s and 
the expert’s attention. It is unrealistic to 
assume that the hedge fund employee will 
be compensated along the simple lines of 
a salary and cash bonus only. The hedge 
fund employee will also likely receive ad-
ditional forms of compensation linked in 
some fashion to the performance and/or 
growth of the fund and which encourages 
them to stay at the fund. Understanding 
how the employee is compensated and 
on what that compensation is based is an 
important step the attorneys and experts 
must deal with and any matrimonial case 
involving hedge funds in order to prop-
erly identify value and/or evaluate what 
is at stake in the case. Going a step further, 

trust, with the non-property spouse as a 
beneficiary, that would hold the property 
spouse’s interest (or a portion thereof) 
in the hedge fund. As the beneficiary, the 
non-property spouse would then be en-
titled to the future cash flows from the 
interest. Any retained rights to the future 
cash flows must be carefully considered 
for purposes of structuring alimony. CL

notes
1. For example, fair market value, fair value, 

other?
2. Does the asset represent (a) an interest in 

the management company, (b) carried in-
terest, (c) limited partnership interests in 
the investment funds, (d) all of the above?

3. According to the International Glossary of 
Business Valuation Terms adopted by the 
majority of the professional organizations 
representing business valuation apprais-
ers in the United States, a capitalization 
of earnings method is a method within 
the income approach whereby economic 
benefits for a representative single period 
are converted to value through division by 
a capitalization rate.

4. A portion of the annual bonus is often 
deferred, while the grants of the car-
ried interest and the restricted units are 
typically subject to vesting and continued 
employment.

5. Broadly speaking, under Connecticut 
Law, something is considered property 
for purposes of distribution in a divorce 
case where there is a presently existing 
and enforceable right to something and 
the likelihood of receiving the asset is not 
overly speculative.

it should be determined which aspects of 
the employee’s compensation represent 
regular income and which aspects per-
haps represent a return on investment or 
a return on income deferred in the past. 
What aspects of the employee’s compen-
sation structure represent income for 
alimony and support purposes and what 
aspects perhaps could be considered 
property rights to be divided between the 
parties as equitable distribution on di-
vorce (and without the tax consequences 
associated with alimony)?5 

How to structure a settlement when
the fund or the parties’ interest there
in is illiquid
An issue of illiquidity frequently comes up 
in settlement discussions. In a typical sce-
nario, a property spouse has an interest 
in the hedge fund’s management fees and 
carried interest. A division of property es-
sentially means that the interest is sold at 
the fair market value, and the net proceeds 
are distributed equitably between the 
spouses. In practice, however, such a sale 
of the interest in the hedge fund rarely, if 
ever, happens; and, in fact, the property 
spouse typically retains the interest. This 
presents a challenge if the marital estate 
does not have sufficient other, liquid as-
sets to achieve an equitable division of the 
marital assets. To address this challenge, 
the parties can establish a constructive 

Embezzlement. Fraud. White-collar crime. Business Litigation.  
Unfortunately, these are very real aspects of today’s business 
environment. Fortunately, we eliminate the question marks  
to help uncover the truth.

Forensic Accounting Services, LLC
Piecing together financial puzzles®

“So, where’d  
   the money go?”

2389 Main Street, Glastonbury, CT 06033 | 860-659-6550

Learn how at: www.ForensicAccountingServices.com

®

http://www.forensicaccountingservices.com/

	CT-Lawyer-June-2015-Hedge-Funds-Part-1
	03282016151748_Pages_from_1_July_Aug_CT_Lawyer_-_Hedge_Funds_2



