
Hedge Fund Return Due Diligence: 
Identifying When a Hedge Fund 
Manager is Fraudulently Reporting

Investors need to ensure that self-
reported hedge funds returns are proper
and not being misreported – “avoid the
next Madoff”.



2

Dr. Stanley J Feldman

Chairman and Co‐founder

Axiom Valuation Solutions
stan@axiomvaluation.com
781‐486‐0100 x204

Stan is the chief valuation officer for the company, and has overall
responsibility for the company's signed valuation reports and for the
company's valuation analysis systems. He directly manages the company's
valuations for financial reporting and fair value projects.

Stan has consulting and academic experience in the valuation of privately
held and publicly traded firms, along with extensive real world experience.
He is an expert in the valuation of complex financial securities, including
thinly traded equity and fixed income instruments, and public and privately
held businesses. He helped to draft FAS 157(now Topic 820), the fair value
standard, as a member of the Financial Accounting Standards Board's (FASB)
Valuation Resources Group, an external advisory committee on valuation
issues.

Stan received a B.A. in Economics from the City University of New York,
Hunter College, a M.A. in Economics from the New School for Social
Research, and a Ph.D. in Economics from New York University.



3

About Axiom Valuation Solutions

Axiom Valuation Solutions is a nationally recognized financial security and business
valuation firm. We have conducted valuation assignments for clients throughout the U.S.,
Europe and Asia. We regularly conduct fair value assignments for financial institutions in
terms of fair valuing portfolio assets and liabilities as well as acting as an advisor and
assessing whether internal transfers between funds meet the fair value standard. Our
Co‐founder and Chairman, Dr. Stanley Jay Feldman, was a member FASB’s Valuation
Resource Group, an advisory group to FASB on fair value issues. AIRAS is currently used
by institutional investors to both validate self‐reported returns and fair values of
alternative investment managers.

For more information, please visit
www.axiomvaluation.com
www.avairas.com
www.hedgefundvalue.com

201 Edgewater Drive, Suite 255, Wakefield, MA, 01880 781‐486‐0100
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Disclaimer

This material is offered for educational purposes with the understanding that Axiom
Valuation Solutions is not rendering legal, accounting or any other professional service
through presentation of this material.

The information presented in this webcast has been obtained with the greatest of care
from sources believed to be reliable, but is not guaranteed to be complete, accurate or
timely. Axiom Valuation Solutions expressly disclaims any liability, including incidental or
consequential damages, arising from the use of this material or any errors or omissions
that may be contained in it.



5

Topic Outline

• Defining Fraudulent Reporting

• Transparency

• Transparency Scale

• Transparency Due Diligence Scorecard

• An Approach to Return Due Diligence

• Case Study

• Final Thoughts

Page

6

7

10

11

13

16

21



6

Defining Fraudulent Reporting

• Characteristics of Fraudulent Reporting versus Axiom’s  2010  Institutional 
Investor Survey Responses
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Transparency is a Top Five Factor When Assessing a Hedge Fund Manager
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There is a Disconnect Between the Value Investors and Hedge Fund Managers 
Place on Transparency

• Hedge Fund Managers Rate Transparency as Less Important Than Investors

Transparency

Source: E&Y
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What Can We Conclude So Far?

• Investors value increased transparency.
• Investors correlate increased transparency with receiving more 

information from managers about:
1. Investment Philosophy
2. Depth and reputation of investment management team
3. Information related to oversight and related investment practice

• Given the “opaqueness” of hedge funds, investors do relatively little 
analysis to verify that self‐reported returns and NAVs are not being 
fraudulently reported.

• To the extent that investors  in the most opaque hedge funds appear to 
“trust” and not “verify”, fraud is likely to become a larger not a smaller 
problem going forward.
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Transparency Scale

Full 
Transparency

No
Transparency

Not all Funds are Equal on the Transparency Scale

Full Partial Little 
Disclosure Disclosure Disclosure

Releases Security Level Detail Yes Sometimes No
Publically Traded Securities Yes Sometimes No
Daily Price/NAV Reporting Yes Sometimes No
Return Easily Verified Yes Sometimes No
Releases Portfolio Level Characteristics Yes Yes Sometimes
Monthly/Quarterly Returns Reporting Yes Yes Yes

Typical Type of Funds
Mutual 
Funds

Hedge 
Funds

Fund of 
Funds
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The First Step in the Verification Process is to Develop a Transparency Score 
for Each Hedge Fund

Yes/No Points Points Available

1) If the hedge fund reports audited returns as of the investor audit date, 
does the hedge fund auditor verify that audited returns are based on 
validating position level detail?

100

2) If the hedge fund reports audited returns as of the investor audit date, 
does the hedge fund auditor verify that audited returns are based only on 
sampling position level detail?

35

3) Does fund release security level detail to investors? 50
4) Does fund provide current portfolio level characteristics? 25
5) Is There Monthly/Quarterly Return Reporting? 10
6) Are reported hedge fund returns compared to the returns from a 

customized benchmark index that has the same portfolio characteristics as 
that disclosed by the hedge fund manager?

75

7) Are reported hedge fund returns compared to the returns from a publicly 
available hedge fund return index that does not have the same portfolio 
characteristics as that disclosed by the hedge fund manager?

10

8) Are All Securities Publicly Traded? 10

Total Points 0
Total Transparency Score Low

Note:  Total Points Greater Than 100:                              High Transparency
             Total Points Less Than 100 Greater Than 50:   Medium Transparency
             Total Points Less Than 50:                                       Low Transparency
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The Solution:
Portfolio Replication is the Solution to Proper 

Hedge Fund Return Due Diligence
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An Approach to Return Due Diligence

Collect Fund 
Information 

Build Replicating 
Portfolio 

Verify Reported 
Return

Generate Return 
Confidence Rating

Manager Fund 
Characteristics

Replicating 
Portfolio

Corresponding 
Public Indices

Confidence 
Curve 

Generation

Return 
Comparison

Return 
Confidence 
Rating

Replicating Portfolio is a customized benchmark using Manager’s reported 
asset weights and corresponding public indices.
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Replicating Portfolio

Fund Characteristics Weights Detailed Portfolio Weights and Returns

Replicated Portfolio Return
(Weights * Returns)

Weights
USA Japan Europe India Total

Energy 9.0% 3.0% 1.5% 1.5% 15.0%
Materials 12.0% 4.0% 2.0% 2.0% 20.0%
Financial 24.0% 8.0% 4.0% 4.0% 40.0%
Telecom 3.0% 1.0% 0.5% 0.5% 5.0%
Tech 12.0% 4.0% 2.0% 2.0% 20.0%

Total 60.0% 20.0% 10.0% 10.0% 100.0%

Returns
USA Japan Europe India Total

Energy 10.2% 8.3% 9.4% 5.5%
Materials 8.3% 5.4% 2.3% 2.5%
Financial ‐4.5% ‐2.1% ‐6.2% ‐3.0%
Telecom 9.2% 5.1% 2.2% 4.1%
Tech 4.1% ‐2.5% ‐1.1% 2.1%

Portfolio Return 1.9%
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Measuring the Probability of Fraudulently Reporting

Return equality does not infer the absence of fraud. The larger the area of difference, as
shown below, the less confident we are that the two portfolios are equal: In this example
the only way to obtain the same return is to create a portfolio that is very much different
than that disclosed by hedge fund manager.

Area difference, 
represented by the area 
bordered by points A‐B‐C is 
compared to the total area 
A‐B‐D to assess the level of 
confidence.  

0

10

20

30

40

50

60

0.0% 0.5% 1.0% 1.5% 2.0% 2.5% 3.0%

Po
rt

fo
lio

 M
ix

 In
de

x

Portfolio Returns

Portfolio Generated
with Same Return
as MR but
Different Mix

Manager Reported
Portfolio (MR)

Difference between
Generated  Portfolio
and Manager Reported
Portfolio

A

B

C

D



16

Case Study:
Looking at Fairfield Sentry (a Madoff Feeder 

Fund) in the Early Years of the Fund
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Returns Due Diligence Scorecard

Yes/No Points Points Available

1) If the hedge fund reports audited returns as of the investor audit date, does the 
hedge fund auditor verify that audited returns are based on  validating  position 
level detail?

No 0 100

2) If the hedge fund reports audited returns as of the investor audit date, does the 
hedge fund auditor verify that audited returns are based only on  sampling 
position level detail?

No 0 35

3) Does fund release security level detail to investors? No 0 50
4) Does fund provide current portfolio level characteristics? Yes 25 25
5) Is There Monthly/Quarterly Return Reporting? Yes 10 10
6) Are reported hedge fund returns compared to the returns from a customized 

benchmark index that has the same portfolio characteristics as that disclosed by 
the hedge fund manager?

No 0 75

7) Are reported hedge fund returns compared to the returns from a publicly 
available hedge fund return index that does not have the same portfolio 
characteristics as that disclosed by the hedge fund manager?

No 0 10

8) Are All Securities Publicly Traded? Yes 10 10

Total Points 45
Total Transparency Score Low

Note:  Total Points Greater Than 100:                              High Transparency
             Total Points Less Than 100 Greater Than 50:   Medium Transparency
             Total Points Less Than 50:                                       Low Transparency

Fairfield Sentry (Madoff Feeder Fund) Return Due Diligence Scorecard
Auditor ‐ PWC
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Madoff Fund Case: Fund “Characteristics”

Madoff’s “Split Strike Conversion Strategy” as described in Fairfield Sentry (a Madoff 
Feeder Fund) marketing material.

• Takes long positions in a subset of the 
S&P 100 Stocks

• Buys Out‐of‐the‐money (usually 5%) S&P 
100 Puts Equal to the value of the long 
stock positions

• Sells Out‐of the‐money (usually 5%) S&P 
100 Calls Equal to the value of the long 
stock positions

• Options were 3 months in duration

Strike Price (105)

Strike Price (95)
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Madoff Returns in Excess of  Portfolio Benchmark Returns

Comparing Madoff Excess Returns to SEC 3% Guideline Would not Have Resulted in 
Further Investigation by the SEC

SEC’s API system uses a 3% 
difference as the trigger to 
investigate whether a 
Hedge Fund is fraudulently 
reporting. While Madoff 
posted one quarter’s return 
where the difference is 
greater than 3%, this would 
not be sufficient proof for 
the SEC to trigger an 
investigation since in other 
quarters the returns were 
well within the SEC 
standard.
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Madoff Fund Case: Results – Failed in Each Period

The level of confidence that one can recreate the manager’s disclosed portfolio in terms 
of asset weightings and the self‐reported return is low. 

Although differences in 
reported returns versus the 
benchmark seem low, the 
results are outside the 
acceptable range when 
using asset weight / return 
differences and historical 
volatility, which indicates 
there is high likelihood that 
the  manager is  
fraudulently reporting.

Please visit 
http://www.avairas.com/ca
mpaign_documents/Madoff
_Article.pdf for our more 
detailed analysis of Madoff
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Some Final Thoughts

• When investing in hedge funds, investors are taking on 
transparency risk which in many cases is large, not easily quantified, 
and is not being priced.

• Under the above circumstance, the chances of fraud increase thus 
requiring investors to perform far greater quantitative due 
diligence. Replication is a statistically proven method to do this.

• Audit coverage does not protect against fraud particularly where 
funds are opaque and/or the fund’s audit date is distanced from the 
investor entity’s valuation date.

• Trust but Verify will increase the chances of detecting fraud.
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Financial Times Article


