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Institutional Investors Raising the Bar

Asset allocators including pensions, endowments, 
foundations, and corporate CIOs have materially changed 
their approach to investing over the last decade.  Topics rarely 
discussed prior to 2008 – concentration risk, counterparty 
exposure, the lack of fee transparency, borrow costs, margin 
requirements and many other topics – are now integral 
to investor due diligence and ongoing manager scrutiny.  
Treasury operations, once relegated to the “back office”, now 
stands prominently on stage – first and foremost, protecting 
assets from a multitude of non-market risks and, secondarily 
and importantly, driving direct value to the bottom line.  

With interest rates remaining at historically low levels, 
investors seeking strong risk-adjusted returns continue to 
increase their allocations to alternative investments. This 
trend is driving capital to hedge funds, private equity, and 
real estate asset classes. Interestingly, top-tier managers are 
beneficiaries of far more than their share of asset allocations 
– even on an AUM-adjusted basis, creating challenges for 
smaller and mid-sized managers.  Why? 

Smart Treasury Matters

Investors today are more selective than ever, with allocations 
going predominantly to those funds with consistent, strong 
investment returns as well as demonstrable excellence in 
operational risk management and treasury operations.  
Noted leaders within the institutional investor community 
are actively setting ever-higher standards for evaluating 
asset managers, while the rest of the industry is only too 

happy to follow. savings from better operational efficiency, 
and reducing risk of regulatory non-compliance expense.

Today, allocators’ CIO’s seek to not only understand how 
risk is managed within their portfolio, but to understand 
the intricacies of counterparty exposures and how 
collateral, margin, and borrowing costs are impacting overall 
investment risk—and performance. For example, allocators 
expect modern risk-management processes enabling robust 
and timely asset protection, including the ability to move 
cash and securities positions across relationships with speed 
and confidence.  

Institutional investors continue to demand consistent returns 
from their fund managers, but additionally, they are expecting 
operational excellence, across various middle- and back-office 
functions. This whitepaper examines some of the questions that 
institutional investors are (or should consider) asking their fund 
managers during operational due diligence processes around 
running an optimized treasury function. 

“Institutional investors expect 
you to have clarity across  
your counterparties and real-
time visibility into all of your 
cash, collateral, margin and 
securities financing—and, 
flexible, seamless processes  
to manage risk, optimize 
balances and generate alpha 
from operations.” 
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This focus on operational due diligence puts treasury management into the 
spotlight. Not only is treasury viewed through the lens of risk management and 
control, but also across the dimensions of cash, collateral, margin, securities 
financing, and liquidity management. The goal is to optimize across all of these 
dimensions, for each counterparty individually and for the portfolio as a whole. 

Leading investors are looking for managers who know their counterparties well, 
manage their relationships actively and in a disciplined manner, understand 
where their assets (cash, collateral, margin, and positions) are located at all 
times, understand their financing costs, and know how to effectively optimize 
asset allocations to minimize risks, manage costs and improve yields. 

Unfortunately for institutional investors, many funds continue to approach 
treasury management as if it was 2007, not 2017, and their focus on leading 
practices is not necessarily measured by their size, longevity or standard 
performance metrics. Managers overall continue to operate their treasury 
operations in manual and inefficient ways.  Understanding what lies ‘under the 
hood’ requires a thoughtful, methodical approach to operational due diligence.

What Sets Managers Apart

Top managers know that an optimized and integrated approach to operations will differentiate them.  Attracting and retaining 
substantial institutional allocations requires demonstrable excellence in all aspects of operations, which increasingly includes 
treasury management.

Even beyond proving their operational strength to institutional investors, managers are focusing on improving treasury 
management to address a range of industry-wide pain points that are a result of regulatory changes – which every manager 
must address, as well as each allocator’s institutional focus on how best to mitigate negative events in the market over the 
past few decades. Some of the most prevalent challenges include the lack of availability and high cost of liquidity and balance 
sheet, increasing operational costs to comply with ever-tightening regulation, and the steady expansion of counterparty 
relationships and implementation of procedures and systems to enable a timely understanding of counterparty exposures 
and value-for-fees metrics. 

Firms adopting an active approach to treasury management can systematically measure and manage counterparties in 
terms of risks, rates, collateralization, and share of “wallet spend.” Further, these firms optimize their costs of funding, while 
providing regulators and investors with a greater degree of transparency and risk assessment.  

Those managers who invest time and resources to build robust processes internally, and work with their service partners to 
define and integrate leading practices across their treasury operations, stand out from the pack when they are under scrutiny.

For example, cash management—which is arguably the least complex and best understood component of treasury—is often 
managed by manual aggregation, weekly, bi-weekly or monthly on spreadsheets and “optimized” through ‘close enough’ 
eyeballing by seasoned treasury professionals or with spreadsheet macros to suggest efficient use of cash balances.  Once 
desired moves are determined, they are executed manually through wire moves, FX hedges, sweeps, et cetera.  This approach 
may work with one or two counterparties, but with many firms now having a dozen or more counterparties and managing 
multiple currencies, across multiple time zones, across dozens or even hundreds of accounts, can this possibly be considered 
leading practice? Can this manual process be error-free and repeatable by anyone in the treasury operations team? Is it 
efficient and cost effective? Absolutely not.  

What matters most to 
Institutional Investors?

 › Liquidity protection

 › Risk management

 › Timely asset protection

 › Counterparty exposure and 
cost metrics

 › Transparency

 › Regulatory compliance

 › Fee structures
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What is Needed Today

A robust cash management system where all counterparty information is 
centralized and displayed in one place, in a timely and accurate manner, 
with the ability to easily and continuously execute complex optimize 
rules. To be considered “institutional quality”, a cash management system 
should also include seamless transactional workflow, where FX hedge 
trades, wires and sweeps can be initiated, approved, executed, confirmed 
and reported from a highly secure, integrated platform.  This narrative only 
addresses cash management.  As firms invest across asset classes, across 
geographies and among increasing numbers of counterparties, collateral 
management, margin management, securities financing and other facets 
of treasury need to be thought of similarly, and increasingly are by leading 
institutional investors.  

Treasury in the Spotlight

As manager evaluations evolve with the market and regulatory 
environment, treasury management is increasingly a focus of operational 
due diligence. Leading institutional investors are ensuring they have 
insight into how treasury impacts a fund’s overall risk profile as well as its 
operational efficiency.  A fund’s ability to quickly and effectively respond 
to investor questions and requests throughout a wide range of potential 
crisis situations gives comfort -- and the inability to do so raises a red flag.

Institutional investors want to make sure they deeply understand a manager’s treasury management procedures, starting 
with who is responsible for treasury and how they are handling counterparty, financing costs, cash, collateral and margin 
requirements. Integral to this evaluation is gaining an understanding of a fund’s process around monitoring and optimizing 
each aspect of treasury. 

Integrating several key questions across core treasury functions into initial and ongoing due diligence reviews will provide 
critical insight into the level of focus, efficiency and stewardship around treasury management.  While some of the following 
questions are basic, they are essential to gaining deep understanding of the treasury-related factors that could impact a 
given investment’s risk-reward equation.  The following section outlines questions top institutional due diligence teams are 
asking fund managers about the components of their treasury operations, and the underlying rationale. 

Evaluating Cash Management 

Understanding where all cash positions are held (and at what cost) is an 
obvious, yet essential benefit of treasury management.  Having a clear 
picture of cash balances, intraday liquidity, rates and transactions offers 
a clear opportunity to reduce funding costs, fees and penalties and leads 
to incremental yield opportunities. 

Cash management, when done effectively, provides significant insight 
into counterparty risks and enables managers to capture return, mitigate 
risks and optimize their capital to deploy it as opportunities arise.  If not 
managed systematically, cash management is manually intensive, often 
insufficiently controlled, and may expose managers to unnecessary risk, 
cost and inefficiency. The following questions help illuminate the level of 
rigor, efficiency, and effectiveness of a fund’s cash management functions:

What are the Biggest 
Challenges Managers Face?

 › Availability of liquidity

 › Cost of liquidity and balance 
sheet

 › Fee compression

 › Costs of regulatory compliance

 › Asset allocation and 
optimization amongst 
counterparties 

 › Outdated spreadsheet methods

 › One-to-one transaction 
management

 › Need for integration among key 
service providers

“A fund’s ability to 
quickly and effectively 
respond to investor 
questions and requests 
throughout a wide 
range of potential crisis 
situations will either 
give comfort or raise a 
red flag.”
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Question:   How do you define free cash?

Rationale:    Alternative managers typically use leverage and operate across many currencies which drives the need for a 
precise definition of what is free (unencumbered), usable cash in order to make daily, optimal decisions about 
cash movements.  

Question: How do you monitor cash balances across all of your counterparties at the local currency level?

Rationale:  The ability to see all cash balances across counterparties at the local currency level is essential and its value 
increases in direct proportion to the number of counterparties. Clearly seeing, transacting and reporting on 
cash provides valuable insight into exposures, helps track unintentional cash balances and ensures timely 
monitoring of the respective interest rates and accruals. 

Question: How do you calculate and handle currency exposure considering the product the managers trade?

Rationale:  It is important to measure and manage multiple currency exposures versus the base currency of a fund 
in order to actively manage FX and unintended currency exposures. In addition, it is important that the 
manager understands the FX exposures generated by each of their traded products. 

Question:  How often do you collapse offsetting balances between your prime brokers and custodians to avoid 
unnecessary net financing charges?

Rationale:  Establishing a systematic process to review and collapse your offsetting balances can help reduce significant 
counterparty charges. 

Question:  What is your process for cash movements and/or wire payments, including oversight of who manages the 
process and what is the review and approval chain?

Rationale:  Control, security and automation are often lacking in this area, heightening risk and inefficiency.  A 
systematic, digitized, auditable process is key to maintaining control. 

Question:  How are you optimizing your cash use across counterparties?

Rationale:  Establishing clear guidelines for optimizing cash to minimize risk and exposure, minimize slippage, minimize 
currency exposure, and maximize incremental yield is critical. 

Question: How do you allocate your excess cash and measure your return profile?

Rationale:  Establishing guidelines and procedures for excess cash investments and tracking returns provides flexibility, 
counterparty diversification and potentially enhances your overall P&L. 

Question: Are you managing cash using centralized systems or manually using spreadsheets and bank portals?

Rationale:  Manual process are error prone and create key man risk dependencies, not to mention not repeatable in a 
consistent way daily, which creates unnecessary operational risks and inefficiencies. 
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Question: What is the role of your fund administrator in the cash management process?

Rationale:  Fund administrators can provide significant help in managing and optimizing cash usage across various 
counterparties. 

Evaluating Counterparty Management 

As fund managers expand their counterparty relationships to diversify risk and support their business needs, they face 
the increasingly complex challenge of tracking and actively managing their exposure to each counterparty. This includes 
monitoring and balancing their wallet share across counterparties to ensure they maintain appropriate revenue levels that will 
enable them to maintain access to the necessary financing relationships, and to manage their overall cost of doing business. 
The following questions help in understanding how well a fund is positioned to manage its counterparties:

Question:  How many different counterparties do you utilize ad in what capacity do you use them?

Rationale:  Operational complexity and risk increase with the number and type of external trading counterparties.  
(Custodian banks, prime brokers, swaps counterparties, etc.)

Question:   What factors drive the need for additional counterparties?

Rationale:    Depending on the drivers that generate the need for new counterparties such as diversification, regional 
access, and financing stability, the responses can expose potential issues related to trading and liquidity, and 
can provide greater risk insight.

Question:  How do you measure counterparty exposure and how do you monitor your daily exposure to each of 
them?

Rationale:   Understanding how much asset value could be lost in the event of a crisis, what the worst-case scenarios are, 
and tracking key parameters including stock price, CDS spreads and ratings all significantly contribute to risk 
reduction.

Question:  Can you move assets quickly and effectively to manage liquidity and counterparty risk?

Rationale:  Responses expose the degree to which a fund has contingency plans in place for crisis situations.  Finding 
out how quickly a fund can move assets, along with the ability to actively manage liquidity and protect assets 
in the event of a crisis are fundamental to risk management and among the most critical functions treasury 
should provide.

Question:  How do you evaluate your relationship with prime brokers, including the degree of alignment between 
revenue levels and the value of each relationship?

Rationale:  Effective relationships require a regular, meaningful dialogue, ideally with access to senior management, and 
informed by timely and accurate treasury information.  
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Evaluating Collateral and Margin 

Funds may have billions of dollars of collateral posted to multiple OTC counterparties and prime brokers at any given time, 
but without active collateral and margin management, the fund may be dramatically under or over-collateralized.   This 
typically results in higher costs, higher risk or missed opportunities.  The following questions help to uncover a fund’s ability 
to effectively manage collateral and margin:

Question:  Do you track margin usage by each counterparty (both prime broker and ISDA relationships)?  

Rationale:  Understanding margin requirements across all counterparties is critical to allocating capital efficiently.

Question:  Which variables such as counterparty diversification, credit ranking, pricing or margin terms are most 
important to the fund in optimizing balances across providers?

Rationale:   Funds can achieve greater capital efficiency when capital is optimized to ensure flexibility, liquidity and 
performance potential

Question: Can you run what-if scenarios on margin/collateral in order to optimize usage?

Rationale: This is an ideal margin optimization methodology, though not universally practiced.

Question:  Do you independently calculate and audit margin usage and have a process to dispute margin use by each 
counterparty?  

Rationale:    Margin and collateral statements from counterparties can be very opaque and error prone, and, if left 
unmonitored and unchallenged, can result in a sub-optimal leverage profile and a deficiency of excess capital 
or “buying power.” 

Question: How do you avoid a derivatives portfolio overcapitalization situation?

Rationale:  It is important to monitor and manage derivatives statements and capital calls closely because excess/
unnecessary capital pledged away can result in an under-utilization of fund capital.

Question: Can you allocate capital usage down to the strategy, trader, or position level?

Rationale:  Counterparty relationships have historically been managed at the fund/legal entity level only; being able to 
allocate on a more granular level provides greater visibility and affords greater transparency.

Question: How do you audit the Initial Margin being charged on your derivatives portfolio?

Rationale:  Diligent auditing of the agreed-upon initial collateral levels with derivatives counterparties is an important 
practice because of the inherent lack of standardization across counterparties and the potential to over 
collateralize.
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Evaluating Funding and Financing 

Fund managers must actively track and understand the lending rates on their positions—regardless of direction. For short 
positions, getting a better understanding of market color by leveraging the increasing transparency of borrow rates can help 
reduce borrow costs.  For long positions, managers may identify lending opportunities enabling them to add incremental 
alpha to their portfolio’s performance. But, lending out their longs introduces operational challenges, which often deter 
fund managers from participating. Such challenges can be addressed with effective treasury management technology and 
proactive internal processes.

Question:  How do you monitor and verify financing costs (leverage, securities borrowing, swaps, etc.) across all of 
your counterparties? 

Rationale:  Financing costs can be a big expense driver for funds, particularly if they are not closely or effectively 
monitored.  Monitoring should be done at an individual security or position level.

Question: How do you optimize costs of financing?

Rationale:  The natural follow-on activity to monitoring is optimization.  Funds should be continually refining procedures 
and approaches to ensure “best execution” of financing costs.

Question:  Do you monitor valuable long holdings from a securities lending perspective and lend out long positions to 
generate incremental return?  

Rationale:  Value of long holdings is an often-overlooked opportunity to generate incremental returns.

Active Treasury Management 

A robust, comprehensive treasury management system is a strategic necessity and a business imperative, delivering 
quantifiable value.  A seamlessly integrated system capturing positions, rates, and other key metrics provides detailed 
counterparty intelligence, a framework for analysis and a single point for executing transactions. This ensures that: risks are 
visible and minimized; cash, collateral and securities are optimized; and, your investors can rest assured that their assets are 
in good hands, in favorable markets and in stressful markets. 

 
About Hazeltree

Hazeltree is the leading Treasury Management solution provider, serving hedge funds, asset managers, fund administrators, 
insurance companies and pension funds with powerful, proactive performance enhancement and risk mitigation capabilities 
that generate alpha from treasury, reduce a range of risks and streamline operations. Hazeltree’s integrated treasury 
management solution includes comprehensive cash management, securities financing, collateral management, counterparty 
management and margin management capabilities. Hazeltree is headquartered in New York with offices in London and 
Hong Kong.  

Hazeltree Fund Services
150 West 30th Street
New York, NY 10001

www.hazeltree.com


