
Hedge Funds Governance Series

Part 1 - Overview

Introduction

This will be the first in a series of four articles that will discuss the governance of hedge funds,

based on the current economic and financial environment. It has become clear that the

investors are beginning to require improved controls and governance for hedge funds and this

need will need to be met by investment advisors.

Recent research has shown that 91% of all investors have indicated that they would not

consider investing in hedge funds that did not meet their required governance standards.

Furthermore, 80% of all investors have indicated that governance is one of their most

important issues, with 76% of investors indicating that they had previously turned down an

offer to invest in a fund due to concerns over governance. This data has been substantiated by

further research carried out by Ernst & Young (i). Legal rulings, for example Weavering (ii) also

highlight the fact that investment advisors that offer funds that have inadequate governance

could find themselves in a serious legal situation.

Overall, governance is now one of the main concerns for investors, and makes up a significant

part of and due diligence study when considering new investments. This raises the question,

what is sufficient governance, and how can good governance be attained?

Towards Good Governance

This first article in our series on hedge funds will attempt to give an overview of hedge fund

governance, and introduce the most important aspects of good governance. We will expend

upon each of these aspects in further articles. By the end of the series, we will have defined

good governance fully, and demonstrated tangible solutions on how to achieve good

governance.

Before we continue, it should be pointed out that good governance does not mean meeting a

set of minimum standards. Good governance means deploying a solid infrastructure that is

reviewed and maintained regularly, with a view to providing excellence. Once deployed, this

infrastructure will need to meet the demands of investors, and be capable of passing due

diligence. This governance infrastructure will also need to interface with the existing business

processes used for managing all other aspects of the hedge fund. This series of articles will

help to educate readers, and assist them in achieving high standards of governance.

Good Governance Defined



We will begin by discussing what hedge fund governance is. Hedge fund governance is a term

used to encompass all of the systems and business processes that directly affect how the fund

is controlled and managed. Ultimately, it is the fund directors that carry the responsibility for

governance, and they have a responsibility to manage the fund, as well as reporting directly to

investors. Directors are legally bound to act in the best interests of investors.

The operation and administration of the fund is usually delegated to third parties, including the

auditor, broker, administrator and investment advisor. For this reason, the fund directors act in

the capacity of an oversight committee, managing and monitoring the activities undertaken by

all parties involved with the operation of the hedge fund. This is a tangible commitment, and

requires the fund directors to take an active role in fund management.

We should point out that fund directors are actually members of the board of the investment

fund, and not members of the board of the company acting as an investment advisor. Each of

the directors has a real obligation to the fund investors. It is important to understand that

individual directors are seen to be individuals that have no commercial connection with the

investment advisor, or any of the third party service providers that make up the overall

administration and management infrastructure. Additionally, directors will almost always have

a work history that includes roles such as fund administration, financial law or investment

management.

A robust governance policy will encompass the full range of fund related business processes,

and will be the major tool for assuring investors that the fund is being managed in a

professional and responsible way, and that best effort is being made to minimize risk exposure

due to bad management.

Future articles in this series will cover the following topics:

Fund Directors

The key to ensuring that the role of directors is covered sufficiently is finding the right people

to populate the fund’s board. Investors and investment advisors need to define what they

require from directors.

Effective Board Meetings

Setting the frequency of board meetings, deciding who needs to attend, developing the

contents of the board pack and choosing agenda items are all important considerations.

Solving Conflicts of Interest



Conflicts of interest can and do arise from time to time, and are a major issue for investors. The

investment advisor needs to be educated on the types of conflicts of interest that can arise,

and be equipped to resolve them quickly and efficiently. We will give examples of the types of

conflicts that are most common, and define a set of processes for dealing with conflicts of

interest.

Fund Operation

A definition and explanation of all the systems and processes that make up the activities of

operating the fund. This includes accounting, over fund payment control and management of

cross trades. We will also discuss the required operational policy and associated

documentation.

Reporting to Investors

A definition of best practices for communicating with investors. We will cover the proper

auditing of financial statements, and how to prepare industry standard investment updates.

Valuation Policy

Many investors now consider it compulsory that fund management includes a well-defined

policy for valuation. We will take a look at the director’s discretion to value, and discuss the

proper wording of the fund’s offering memorandum.

Monitoring Risk

Risk management is a pivotal factor of hedge fund governance; with the fund directors playing

a vital role in making sure that the full spectrum of governance policies are followed. This

includes policies covering aspects such as compliance, pricing, liquidity and credit risk.

Confidentiality

Fund directors have a legal obligation to operate some form of privacy policy, with regards to

the disclosure of sensitive documents such as meeting minutes, letters and other key

documents.

(i) Coming of Age: Annual Hedge Fund Survey 2011 (Greenwich Associates/Ernst & Young)

(ii) Weavering Macro Fixed Income Fund Limited (in liquidation) vs. Stefan Peterson and Hans

Ekstrom.


