


Trim Size: 152mm X 229mm ffirs.indd  02/12/2015  06:10:36:PM Page iv



Trim Size: 152mm X 229mm ffirs.indd  02/12/2015  06:10:36:PM Page i

A Guide to 
Starting Your 
Hedge Fund
Erik Serrano Berntsen 
and John Thompson



Trim Size: 152mm X 229mm ffirs.indd  02/12/2015  06:10:36:PM Page ii

This edition first published 2015
© 2015 John Wiley & Sons, Ltd 

Registered office
John Wiley & Sons Ltd, The Atrium, Southern Gate, Chichester, West Sussex, PO19 8SQ, 
United Kingdom 

For details of our global editorial offices, for customer services and for information about 
how to apply for permission to reuse the copyright material in this book please see our web-
site at www.wiley.com. 

All rights reserved. No part of this publication may be reproduced, stored in a retrieval 
system, or transmitted, in any form or by any means, electronic, mechanical, photocopying, 
recording or otherwise, except as permitted by the UK Copyright, Designs and Patents Act 
1988, without the prior permission of the publisher.

Wiley publishes in a variety of print and electronic formats and by print-on-demand. Some 
material included with standard print versions of this book may not be included in e-books or 
in print-on-demand. If this book refers to media such as a CD or DVD that is not included in 
the version you purchased, you may download this material at http://booksupport.wiley.com. 
For more information about Wiley products, visit www.wiley.com.

Designations used by companies to distinguish their products are often claimed as trade-
marks. All brand names and product names used in this book are trade names, service marks, 
trademarks or registered trademarks of their respective owners. The publisher is not associ-
ated with any product or vendor mentioned in this book. 

Limit of Liability/Disclaimer of Warranty: While the publisher and author have used their 
best efforts in preparing this book, they make no representations or warranties with the 
respect to the accuracy or completeness of the contents of this book and specifically disclaim 
any implied warranties of merchantability or fitness for a particular purpose. It is sold on the 
understanding that the publisher is not engaged in rendering professional services and neither 
the publisher nor the author shall be liable for damages arising herefrom. If professional 
advice or other expert assistance is required, the services of a competent professional should 
be sought. 

A catalogue record for this book is available from the Library of Congress.

A catalogue record for this book is available from the British Library.

ISBN 978-0-470-51940-0 (hardback) ISBN 978-1-119-06488-6 (ebk)
ISBN 978-1-119-16489-3 (ebk)          ISBN 978-1-119-06526-5 (obk)

Cover design: Wiley
Cover image: (c)Mirexon/shutterstock

Set in 10/12pt Sabon LT Std by Laserwords Private Limited, Chennai, India 
Printed in Great Britain by TJ International Ltd, Padstow, Cornwall, UK

http://www.wiley.com
http://booksupport.wiley.com
http://www.wiley.com


Trim Size: 152mm X 229mm ffirs.indd  02/12/2015  06:10:36:PM Page iii

To Ada and Mary Grace



Trim Size: 152mm X 229mm ffirs.indd  02/12/2015  06:10:36:PM Page iv



Trim Size: 152mm X 229mm ftoc.indd  02/19/2015  11:36:42:AM Page v

Contents

Acknowledgements ix

PART I Why This Book? 1

Chapter 1 Introduction 3

Why This Book? 3

The Big Picture and Energy Commodities 4

Case Study: Amaranth Advisors 5

Layout 6

The Beginning 7

Bibliography 7

PART II The Basics 9

Chapter 2  What Is a Hedge Fund? 11

I Already Know What a Hedge Fund Is 11

A Little Bit of History 12

So What Is a Hedge Fund? 13

Hedge Funds (Un)Defined 16

The Growth of the Hedge Fund Industry 18

Hedge Fund + Commodities = Commodities Corporation 19

Whither Energy and Commodity Hedge Funds? 20

Moving Forward 20

Bibliography 21

Chapter 3 What Are Energy Commodities? 23

Introduction 23

What Are Energy Commodities? 23



Contentsvi

Trim Size: 152mm X 229mm ftoc.indd  02/19/2015  11:36:42:AM Page vi

The Regionality of Electricity 25

Why Are Energy Commodities Attractive for Investors? 27

A Complex, Solvable Problem 30

Drivers of Complexity 31

Conditions for Solvability 36

Principal Sources of Opportunity and Risk 39

Bibliography 46

Chapter 4 Trading and Investing in Energy Commodities 47

Bottom-up and Top-down 48

Trading + Managing a Business = Successful Hedge Fund 49

The Edge? 50

Trading Energy Commodities 52

Basic Financial Knowledge for Commodities 55

Conclusion 56

Bibliography 59

Part III Starting the Journey 61

Chapter 5 The Business Plan: Implications and Applications 63

Introduction 63

Objectives and Uses of a Hedge Fund Business Plan 64

Conclusion 71

Bibliography 72

Chapter 6 Laws, Contracts, and Lawyers  73

Don’t Kill Your Lawyer 73

Legal Basics for Funds  74

Master–Feeder Fund Structures 77

Side-Pocket Structures 81

The Firm 84

The Investment Advisory Agreement  86



  vii

Trim Size: 152mm X 229mm ftoc.indd  02/19/2015  11:36:42:AM Page vii

 Contents

Attributes and Variations of the Investment  
Management Enterprise 87

Structural Design Decisions 88

Case Study: Complex Tax Structuring 98

Be Nice To Your Lawyer 103

Bibliography 104

Chapter 7 Service Providers 105

Introduction 105

Long-Term Relationship:  
Service Providers and Marriage 106

Service Providers: Who and Where? 107

Negotiate, Negotiate, Negotiate 108

Service? 110

How to Choose? 112

Final Thoughts 113

Bibliography 113

PART IV Running the Business 115

Chapter 8 Fundraising 117

Strategic Investor Portfolio Design  118

Start-up Lifecycle Analysis and Investor  
Portfolio Development 127

Investor Acquisition – Marketing 130

Tools for Marketing and Key Marketing Documents 140

Marketing Documentation 143

Investor Maintenance – Investor Relations 152

Chapter 9 Operations and Infrastructure 155

Introduction 155

Infrastructure and Technology 158

Bibliography 160



Contentsviii

Trim Size: 152mm X 229mm ftoc.indd  02/19/2015  11:36:42:AM Page viii

PART V Final Thoughts 161

Chapter 10 Investing in Energy Commodity Hedge Funds 163

Asset Allocation: Portfolio Building Basics 163

Asset Allocation: Understanding Different Strategies  167

Checklist for Investing in Energy Commodity  
Hedge Funds 170

Bibliography 171

Chapter 11 Quo Vadis 173

Bibliography 179

Appendix A Sample Business Plan Outline 181

Appendix B  Outline of a Confidential Explanatory   
Memorandum: Sample Offshore Feeder Ltd 183

Appendix C Sample Due Diligence Questionnaire Outline 189

Index 195



Trim Size: 152mm X 229mm flast.indd  02/12/2015  06:14:48:PM Page ix

Acknowledgements

We would like to thank all the colleagues and co-investors who we have had 
the pleasure of working with over the years. Many of them will hopefully 
recognize themselves in some of the more amusing stories contained herein. 
We would also like to thank David Lee who has been invaluable in getting 
the text over the finishing line and has helped with fact checking, data gath-
ering, legal background work, moral support, and great quotes. We appreci-
ate the input of all those who contributed comments on manuscript drafts, 
including Dieter Kaiser and Markus Kreutzer for the detailed proof reviews.

The Wiley publishing team has been a wonderful group of professionals to 
work with since our first meeting in Chichester all those years ago. We thank 
the ones that are no longer there, and all the ones who helped us in the 
last year to bring the project to fruition, including Thomas Hyrkiel, Jennie 
Kitchin, Sam Hartley, and the design team for its most fantastic cover art-
work (not only is launching your fund a maze but it’s a hedge-maze, genius).

Thank you to the Stable Asset Management team who make every long 
work day a pleasure, and to all the managers we have backed and seeded 
over the years who keep surprising us with their tenacity and results. We are 
very proud of being associated with such talented and fundamentally solid 
human beings.

Many thanks to all the lawyers, administrators, auditors, accountants, mar-
keters, and directors with whom we have debated the issues contained in the 
book. This has been almost as much fun as working with you on our invest-
ments. To all those who waited for a few years since their first pre-order to 
final delivery, thank you for not cancelling the orders. We hope to confirm 
that good things come to those who wait.



Trim Size: 152mm X 229mm flast.indd  02/12/2015  06:14:48:PM Page x



Trim Size: 152mm X 229mm c01.indd  02/12/2015  04:14:2:PM Page 1

PART I

WHY THIS BOOK?





Trim Size: 152mm X 229mm c01.indd  02/12/2015  04:14:2:PM Page 3

Chapter 1

Introduction

Beginning is half the journey.
Traditional Korean proverb

Why This Book?

When we launched our first hedge fund in 2006 we needed guidance. As 
a firm we had over three decades of experience in all facets of the energy 
industry as well as a background in management consulting and private 
equity. This rooted our approach in developing detailed business strategies 
and understanding the best practices for both young and mature businesses. 
What we did not have was an understanding of what it took to start and 
manage a hedge fund, especially a hedge fund focused on investing in energy 
and related commodities markets. As we looked for resources to help us fill 
our knowledge gap, we realized there was nothing out there.

Since those early days we have partnered with some of the best commod-
ity traders and commodity investors to launch institutional quality asset 
managers. It has been a fascinating journey filled with a rollercoaster of 
events as varied as the 2008 Global Financial Crisis (GFC), the Bernard 
Madoff scandal, a day when we thought our investment bank clearers 
would go under, the end of Swiss banking secrecy, a deluge of new regu-
lations, the exit of most banks from commodity trading, and a bunch of 
fantastic colleagues. We have also been blessed with great investors who 
we feel privileged to serve. Of course, along the way we have learned many 
lessons. Though some of these lessons came from success (or perhaps more 
accurately, serendipity), the majority of the lessons we have learned were the 
result of mistakes we made along the way. 

As we reflected back on those days of perusing bookshelves for books to 
help us with launching our first hedge fund, we thought it might be worth-
while to distil some of the lessons that we had learned over the years and 
record them. We wanted to create the book that we wished we had when we 
started down this path. 
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It was a great idea. Unfortunately, like many projects of any worth, it 
took much longer than we had anticipated. Thankfully, after many years, we 
are grateful that we can finally present this book to you. 

We do not pretend that this book is exhaustive. That said, we feel it 
will be a useful reference tool for hedge fund practitioners. Specifically both 
energy commodity hedge fund managers as well as investors in such hedge 
funds should find it particularly useful. At least that is our hope.

The Big Picture and Energy 
Commodities

The amount of capital invested in hedge funds is approaching USD 3 tril-
lion. To put that in context, the amount of capital invested in hedge funds is 
greater than the individual nominal 2012 GDP of France (USD 2.6 trillion), 
the UK (USD 2.5 trillion), and Russia (USD 2 trillion). Even the combined 
nominal 2012 GDP of countries like Australia (USD 1.5 trillion) and South 
Korea (USD 1.1. trillion) does not equal the amount of capital invested 
in hedge funds. In fact, the USA, China, Japan, and Germany are the only 
countries that on an individual basis have a nominal 2012 GDP that sur-
passes the amount of capital invested in hedge funds. It is anticipated that 
more capital will flow to hedge funds, with total hedge fund assets under 
management to nearly double and hit USD 6 trillion by 2018.1 

Undoubtedly, it is an interesting time to be involved in the alternative 
investments industry. From the end of World War II until the present day, 
we have seen the growth and institutionalization of corporate and national 
pensions, endowments, foundations, family offices, and other similar enti-
ties responsible for directing much of the approximately USD 3 trillion that 
is invested in hedge funds. 

With the spectre of underfunded pension liabilities looming over many 
developed economies, alternative investments have emerged as a preferred 
asset class to help generate attractive, risk-adjusted returns that ideally 
have minimal correlation to traditional asset classes. Indeed, for many large 
 pensions and other large pools of capital that are under liabilities pressure, 
‘alternative investments’ have become an increasingly important part of 
portfolio construction.

1Citi Investor Services, Opportunities and Challenges for Hedge Funds in the  Coming 
Era of Optimization, Part 1: Changes Driven by the Investor Audience, 2014. 
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Within this milieu, many investors in alternatives are looking to com-
modities and especially energy commodities to provide attractive, uncorre-
lated – if sometimes volatile – returns that form one component of a larger, 
diversified portfolio that likely includes both traditional and alternative 
investments. Oil has long been traded by hedge funds and other speculative 
capital pools. Electricity, the fuels for generating electricity, and so-called 
environmental products such as emissions credits and weather derivatives 
have become high-profile investment strategies offering the promise of 
potentially high uncorrelated returns. 

These high returns, however, are accompanied by volatility and risk. 
Additionally, few investors have experience in evaluating these investment 
opportunities and few prospective hedge fund managers understand the 
market fundamentals and their associated risks. Many financial institutions 
and service providers have only begun to dedicate financial and intellectual 
capital to these rapidly growing investment strategies.

Case Study: Amaranth Advisors

For better or worse, the hedge fund that has become virtually synony-
mous with the volatility and risk related to energy commodities investing is 
Amaranth Advisors (‘Amaranth’). Amaranth’s spectacular demise in 2006, 
however, belied its more modest beginnings as a multi-strategy hedge fund 
launched in Greenwich, CT, in 2000 that was focused on convertible arbi-
trage opportunities. As convertible arbitrage opportunities and related prof-
its began declining, Amaranth transitioned to an investment strategy that 
focused on energy commodities. Eventually, energy investing accounted for 
approximately 80% of Amaranth’s profits, with its main fund growing to 
over USD 9 billion dollars by August 2006. Unfortunately, that would be the 
peak of Amaranth’s success.

In 2004, about two years before its implosion, Amaranth hired a natural 
gas trader named Brian Hunter. Hunter had worked as a natural gas futures 
trader for both a pipeline company and then for Deutsche Bank before join-
ing Amaranth. In 2005, Hunter was so instrumental in helping generate 
USD 1 billion of profits for Amaranth that it was expected his bonus might 
be as high as USD 100 million. Hunter’s natural gas trading strategy focused 
on spread trades using natural gas futures. In this strategy, traders enter 
into long and short positions in the same underlying and benefit from the 
difference in pricing over time, or the spread. In addition to natural gas 
futures, Hunter overlaid call and put options on the underlying natural gas 
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future contracts as well as natural gas swap contracts that enhanced his core 
spread trade strategy using natural gas futures.

In early 2006, Hunter continued his spread trading strategy by buy-
ing natural gas futures contracts, options, and swaps for winter delivery, 
shorting non-winter-month gas futures, and entering similar positions via 
options and swaps. The maturity of these contracts ranged from 2006 until 
2010. This strategy served Hunter and Amaranth well through the spring 
of 2006, when Amaranth’s energy investments were up approximately USD  
2  billion by April. In May, the long-dated natural gas future positions entered 
a period of volatility, although trouble was not immediately apparent. 

After peaking at over USD 9 billion in August, Amaranth’s main fund 
experienced a significant drawdown in September 2006 as the natural gas 
positions Hunter had taken started moving against him. By the middle of 
September, the fund had experienced a 50% drawdown and had a single 
day loss in September of USD 560 million. As the fund had difficulties meet-
ing the ever-increasing size of margin calls, eventually market participants 
purchased large stakes of Amaranth’s natural gas positions. The natural gas 
markets eventually stabilized towards the end of September 2006. Unfor-
tunately, Amaranth’s loss led to the closing of its doors and Amaranth and 
Hunter have been involved in a variety of regulatory investigations and legal 
actions since then. Amaranth, named after a flower meaning ‘unfading’ or 
‘eternal’ in Greek, appears as though it will live up to its namesake, albeit 
for the wrong reasons.

Layout

With the hope of helping you launch a fund or invest in an energy commodi-
ties hedge fund that becomes an institutional quality asset manager and not 
another Amaranth, we have organized this book in a way that we think will 
allow it to be used as a reference guide as different issues or topics arise. 
Beyond this Introduction, comprising Part I, the book has four further parts 
and a series of appendices.

Part II provides the basics and background of hedge funds, energy com-
modities, and trading energy commodities. Part III delves into the key areas 
of starting a hedge fund with the focus on a sound business plan, the legal 
requirements of starting a hedge fund, and working with service providers 
such as prime brokers and administrators. Part IV focuses on the nuts and 
bolts of running an investment management firm by exploring topics of 
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fundraising and operations. Part V concludes with points that hedge fund 
investors should consider when adding an energy commodity hedge fund to 
their portfolio, as well as thoughts we have had on the future of energy com-
modity hedge funds. The appendices include outlines of a sample  business 
plan, an offering memorandum (also referred to as a private placement 
memorandum or PPM), and a due diligence questionnaire. 

The Beginning

We have come a long way since trying to figure out how to launch our first 
energy commodities hedge fund almost a decade ago. Like us, the alternative 
investments industry, and hedge funds in particular, have come a long way 
in the last few years. We hope the beginning of this journey for you ends 
up being as rewarding as it has been for us. It is an incredible time to be 
part of an exciting and dynamic industry. Although the hedge fund industry 
has matured considerably since Alfred Winslow Jones started the first hedge 
fund in 1949, perhaps a review of the past is the best place to begin your 
journey.
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