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tephanie Breslow’s practice spans liquid 

fund strategies (including hedge) and 

private equity, and often strategies at the 

intersection of both: credit, litigation finance, 

activism and blockchain assets, where hybrid 

skills and knowledge – as well as multiple other 

expert practices within the firm – come into 

play. Breslow is a Schulte Roth & Zabel partner 

who serves as co-head of the Investment 

Management Group and as a member of the 

firm’s Executive Committee. 

Credit funds have become “the new banks” 

since the 2008 crisis, as traditional banks lent 

less and a non-bank lending industry flourished. 

Strategies range from mezzanine credit funds 

with lower risk and return targets, to loan 

origination funds and distressed debt funds 

that get involved in non-performing loans, and 

entities going through or exiting insolvency or 

bankruptcy processes. Specialty credit funds 

can focus on areas such as litigation finance 

or life settlements, which are also known as 

viatical settlements. CLOs (collateralised loan 

obligations) packaging corporate loans are hot 

again, and in fact anything with a recurring 

cash flow, such as student loans, credit card 

loans, auto loans, aircraft leases, film or music 

rights, can be securitised. 

Though a diversity of credit strategies has 

proliferated, it has been challenging for some 

funds to raise assets as yield compression 

reduces their returns while strong equity 

markets also make for tough comparisons. 

A dislocation in markets could increase the 

opportunity set for some credit strategies, by 

allowing them to earn higher interest rates and 

increasing the supply of distressed opportunities. 

The question is how investment vehicles 

should be structured to capitalise on these 

opportunities while aligning interests between 

managers and investors and mitigating conflicts 

of interest. Managers need to choose a law firm 

that understands credit and is familiar with 

the unique features and differences that apply 

to closed-end private equity, evergreen liquid 

funds, and hybrid structures.

Structuring choices 
Breslow, who has featured in The Hedge Fund 

Journal’s ‘50 Leading Women in Hedge Funds’ 

report in association with EY, recalls how, 

“starting before the crisis, some credit fund 

managers offered credit-focused investment 

strategies in different vehicles to cater for 

investment preferences. A hedge fund style, 

evergreen open-ended structure with periodic 

liquidity was offered to some investors while 

others opted for a private equity style closed 

end fund. Side pockets were used to hold less-

liquid credit instruments within the evergreen 

structure, creating flexibility.”

“Over time, credit fund structures have 

increasingly adopted a hybrid approach whereby 

a single credit fund vehicle may now contain 

elements of both hedge fund and private equity 

structures. This is logical because credit funds 

that do not invest in freely tradeable credit 

instruments are a halfway house between 

private equity and hedge funds. They do not 

have classic private equity holding periods of 

five to ten years with no market price, and nor 

do they own assets that can be sold in a matter 

of weeks. They may instead own level three 

assets, valued by marking to model, which can 

typically be liquidated in two or three years.”

“Preferences vary between managers and 

strategies, but on balance, credit hedge funds 

that do not invert in freely tradeable instruments 

have drifted towards private equity and/or 

spillover co-investment style structures. They 

may, for example, choose a closed-end hybrid 

structure that has a fixed investment term, 

draws down capital, and charges performance 

fees above a hurdle rate, but that also contains 

aspects of hedge fund models, such as fee 

calculations based on net asset value rather 

than cost, and ‘soft locks’ allowing intermittent 

opportunities for redemptions, possibly at a 

discount.” 

Co-investments and side pockets
After the financial crisis, investors in open-end 

funds grew less accepting of side pockets. As a 

result, fund sponsors who previously ran credit 

strategies using open-ended funds with a side 

pocket allocation had to think of other ways to 

handle their less liquid investments. This has 

caused some managers to create sidecar vehicles 

with private equity structures, or one-off co-

investment vehicles, to hold concentrated or 

otherwise illiquid positions.

Separating less liquid investments into their 

own vehicle can offer more scaleability than 

funds can achieve with side pockets alone. 

“Caps on the size of side pockets at the fund 

level were often filled up and could easily be hit 

if redemptions reduced the denominator, since 

there was no redeeming from the side pocket. 

This deprives new investors of the opportunity 

to invest in less liquid opportunities,” explains 

Breslow. Another reason is that, “investors 

would rather wait on the sidelines until 

attractive opportunities are found, without 

paying fees on dry powder. A classic hedge fund 

structure may not be ideal for such opportunistic 

vehicles, since it would charge fees on the 

idle cash, whereas a private equity style or 

co-investment vehicle would rarely charge on 

committed capital.” 

Distressed credit strategies thrive during 

market dislocations, but can experience return 

challenges and a lack of attractive investment 

opportunities during periods of market stability. 

To attract investors to these strategies in good 

times, “some funds have set up opportunistic 

drawdown structures that can spring into life 

as and when broad based, or idiosyncratic, 

investments are identified”.
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Breslow notes, “private equity or co-investment 

style vehicles will tend to have a hurdle rate 

trigger for performance fees, typically around 

8% with catch up, whereas hedge fund 

strategies often only have a high-water mark. 

But this varies by strategy, and a lower octane 

mezzanine debt fund would be unlikely to 

charge performance fees higher than 15%.” 

Beyond this, “Larger funds may also have lower 

management fees. Discounts can be offered for 

one or more of: early bird founders’ classes, 

larger investments or longer lockups. Non-fee 

expenses have not changed much, though 

care should be taken to determine whether 

line items are appropriately charged as fund or 

management company expenses.”

Conflicts of interest 
Indeed, fees are one possible flashpoint for 

conflicts of interest, which can also arise where 

managers have different products or strategies 

that may be investing in different parts of the 

capital structure, such as a more senior or less 

senior paper. Sometimes this is intentional 

because one fund has a higher or different 

risk mandate. Sometimes this can even be an 

accidental function of cash flow timing issues 

which force a fund to buy a particular issue 

simply because it cannot source the same paper 

as a sibling fund. Unlike public equity, which 

generally only has one or two share classes, 

corporate bond markets can offer hundreds of 

issues and ISIN codes from the same issuer. 

Sometimes one fund could own equity and 

another credit. Ownership of the fulcrum 

security, which holds the key to control rights 

in distressed situations (and which can also 

change over time) is another contentious issue. 

“There is no perfect solution to managing and 

mitigating these potential and actual conflicts 

of interest, but transparent disclosure is the 

absolute minimum regulators and investors 

expect from managers. Regulators may also 

look favourably upon investor/LP approvals 

being sought in these situations, but regulators 

do not in fact provide the most prescriptive 

advice. Other options include setting out 

policies on which types of paper are bought 

by different funds, or on how to prioritise 

between funds; one possible, if imperfect, 

criterion for doing so is to favour the largest 

position. Policies can also be devised on voting 

where one fund has a position on a creditor 

committee.”

“Some funds make use of an advisory board, 

or other independent party hired to act as a 

referee, and others will seek legal advice. A 

general rule is the ‘arm’s-length’ approach: 

general partners should act for each fund as 

they would if the counterparty were a third 

party rather than another fund run by the same 

general partner.” THFJ
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aggregate client orders while accommodating 

differing arrangements regarding the payment 

for research that will be required under MiFID 

II. After MiFID II goes into effect, some clients 

within a given aggregated order may pay 

total transaction costs that include the cost 

of execution as well as research services, 

while other clients may pay different amounts 

in connection with the same order (i.e., for 

execution only) because of varying research 

arrangements or because the investment adviser 

elected to pay part or all of the research expenses 

for such clients with its own funds. 

This no-action letter allows investment advisers 

to continue to aggregate client orders while 

accommodating differing research payment 

arrangements, provided that:

•  The investment adviser implements procedures 

designed to prevent any account from 

being systematically disadvantaged by the 

aggregation of orders; and 

•  Each client in an aggregated order will continue 

to pay/receive the same average price for the 

purchase or sale of the underlying security and 

will pay the same amount for execution.

Division of Trading and Markets No-
Action Relief
The third no-action letter4 allows an investment 

adviser that pays for research through an RPA to 

continue to rely on the safe harbor provided by 

Exchange Act Section 28(e) when the investment 

adviser makes payments for research to an 

executing broker out of client assets — alongside 

payments to the executing broker for execution 

— with the research payments credited to an RPA 

administered either by the executing broker or 

a third-party administrator. This no-action relief, 

however, will only apply if the following four 

conditions are satisfied:

•  The asset manager makes payments to the 

executing broker-dealer out of client assets for 

research alongside payments through an RPA to 

that executing broker-dealer for execution;

Implications
While the steps taken by the SEC no doubt 

temporarily reduce the burden on US broker-

dealers and asset managers of complying 

with MiFID II, preserve investor access 

to research, and accommodate the EU’s 

changes without materially altering the US 

regulatory approach, it remains to be seen 

whether this interim approach to addressing 

conflicting US and EU requirements will be 

viable in the long run. 

In addition, investment advisers subject 

to SEC regulations that will be directly or 

indirectly covered by MiFID II will have to 

finalize any needed amendments to their 

expense review and allocation policies to 

confirm that they satisfy MiFID II as well as 

the new conditions and expectations set 

forth by the SEC and European Commission 

guidance. THFJ
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•  The research payments are for research 

services that are eligible for the safe harbor 

under Exchange Act Section 28(e);

•  The executing broker-dealer effects the 

securities transaction for purposes of 

Exchange Act Section 28(e); and

•  The executing broker-dealer is legally 

obligated by a contract with the asset 

manager to pay for research through use of 

an RPA.

European Commission Views
In a coordinated action, the European 

Commission published FAQ guidance addressing 

two concerns surrounding the application of 

MiFID II to EU asset managers and non-EU 

managers contractually required to comply 

with MiFID II unbundling rules (“Third-Country 

Delegates”) when they obtain research from 

third-country (i.e., US and other non-EU) broker-

dealers. 

The European Commission issued the following 

welcome clarifications:

•  EU managers and Third-Country Delegates 

may continue making combined payments for 

research and execution as a single commission 

to third-country broker-dealers, as long as 

the payment attributable to research can 

be identified separately. To this end, EU 

managers and Third-Country Delegates that 

operate an RPA for research payments must 

maintain a clear audit trail of payments 

to research providers and must be able to 

identify the amount spent on research with a 

particular third-country broker-dealer; and 

•  In the absence of a separate research invoice 

from a third-country broker-dealer, the EU 

manager or Third-Country Delegate should 

consult with the broker-dealer or other third 

parties with a view to determining the charge 

attributable to the research. In this case, the 

manager must also ensure that the supply 

of and charges for those benefits or services 

should not be influenced or conditioned by the 

levels of payment for execution services. 

FOOTNOTES

1.  Securities Industry and Financial Markets 
Association (Oct. 26, 2017) [SEC No-Action 
Letter].

2.  Section 202(a)(11)(C) of the Advisers Act 
generally excludes from the investment 
adviser definition any broker or dealer who 
performs investment advisory services (i.e., 
who, for compensation, engages in the 
business of advising others, either directly or 
through publications or writings, as to the 
value of securities or as to the advisability of 
investing in, purchasing, or selling securities, 
or who, for compensation and as part of 
a regular business, issues or promulgates 
analyses or reports concerning securities) and 
whose performance of such services is solely 
incidental to the conduct of his business as a 
broker or dealer and who receives no special 
compensation therefor.

3.  Investment Company Institute (Oct. 26, 
2017) [SEC No-Action Letter].

4.  Asset Management Group of the Securities 
Industry and Financial Markets Association 
(Oct. 26, 2017) [SEC No-Action Letter].

FOOTNOTES

[1]  Available here, https://www.sec.gov/litigation/complaints/2018/

comp-pr2018-190.pdf.

[2]  On July 27, 2018, Ligand was sued for $3.8 billion by investors in 

eight funds. This followed multiple class-action lawsuits, alleging 

securities fraud, filed against Ligand beginning in 2016.

[3] 15 U.S.C. § 78j(b).

[4]  17 C.F.R. § 240.10b-5(a)-(c). Rule 10b-5(a), (b) and (c) prohibits any 

act or omission resulting in fraud or deceit in connection with the 

purchase or sale of any security.

[5] 15 U.S.C. § 80b-6(4).

[6]  17 C.F.R. § 275.206(4)-8. Section 206(4) of the Advisers Act prohibits 

an investment adviser from, directly or indirectly, engaging in any 

act, practice, or course of business that is fraudulent, deceptive, or 

manipulative. Rule 206(4)-8(a)(1) prohibits an adviser to a pooled 

investment vehicle from making any untrue statement of a material 

fact or omitting to state a material fact necessary to make the 

statements made, in the light of the circumstances under which they 

were made, not misleading, to any investor or prospective investor in 

the pooled vehicle.

[7]  Investor alert available here, https://www.investor.gov/additional-

resources/news-alerts/alerts-bulletins/updated-investor-alert-

social-media-investing-0. See also SEC v. Craig, where the defendant 

manipulated the share price of two publicly traded companies by 

tweeting false and misleading information. Available here, https://

www.sec.gov/news/pressrelease/2015-254.html. See also SEC 

v. McKeown and Ryan, where the defendants used their website, 

Facebook and Twitter to pump up the stock of microcap companies 

and later profited by selling the shares of those companies. Available 

here, https://www.sec.gov/litigation/litreleases/2010/lr21580.htm.

[8]  Available here, https://www.fbo.gov/index.php?s=opportunity&

mode=form&id=cb35eb83b39b56d47aa531bd800dfcac&tab=co

re&_cview=0.


