Hedge Funds Governance Series
Part 4 - Conflicts of Interest
Introduction

This is the fourth article in a series that discusses the key aspects of hedge fund governance.
This article will cover conflicts of interest, present some key examples, and discuss resolution
options.

There are usually a number of different parties involved in the administration and operation of
a hedge fund. Each of these parties will have a set of duties and responsibilities that defines
their role. However, each of these parties will most usually also have their own commercial
interests outside of the duties they are expected to disburse on behalf of the fund. This
situation means that conflicts of interest will regularly emerge, throughout the entire lifecycle
of the hedge fund.

We can define a conflict of interest as being any time that an involved party is found to be in a
situation that could possibly affected their impartiality and judgment in matters pertaining to
the operation of the hedge fund. This conflict of interest will have the probability of influencing
the actions of the affected party, with regards to their disbursement of duties towards the
hedge fund.

A definitive list of reasons/causes for conflicts of interest to arise is impossible to define.
However, in most cases, it is deemed sufficient that a set of processes and practices are in
place to ensure that all conflicts of interest are identified and addressed in a diligent fashion.

Below are listed some (by no means all) of the reasons or causes for a conflict of interest to
arise.

Examples of Conflicts of Interest

® Multiple Fund Trades: If the manager of a fund is operating more than one investment
portfolio, they may place a buy or a sell order with a broker, before allocating the stock
across different portfolios. A risk is exposed whereby this allocation could provide and
unfair advantage to one of these portfolios.

® (ross Trades: A conflict of interest can arise when a fund manager instigates a buy or sell
trade across multiple funds under their management. Due to the fund manager
managing multiple funds, each of which should be treated equally with regard to buy
and sell price, a conflict of interest may arise.



Incentive Fees: If the fund is set up to pay the investment advisor some form of
performance related bonus or fee, then the investment advisor may seek to boost the
performance of a fund artificially, to secure higher levels of remuneration. This could
expose the fund to unnecessary finical risk. An oversight committee should monitor the
fund'’s portfolio and ensure that it is being operated within acceptable risk boundaries,
and in line with the fund’s constitutive documents.

Director’s Interests and Remuneration: Commercial and financial interests of the board
of directors should be declared with a view to highlighting any potential cause for
conflict of interest. Any other directorships should be considered, especially those that
see the director sitting on the board of multiple funds. Most usually a director or their
company will receive a fee from each hedge fund, and a large percentage of the
director’s income may be derived from these fees, indeed, they may be entirely
financially dependent upon them. The fee is usually dictated by the fund sponsors, and it
is important that directors are loyal to the fund, and not to the sponsors who are
responsible for setting their level of remuneration.

Favorable Dealing: Hedge fund directors are often provided with a level of discretion
when dealing with operational situations such as minimum subscriptions, notice periods
and redemptions. Directors will be required to approach each case for consideration in
its individual merits only. Care needs to be taken to ensure that the fund portfolio is
maintained, and that its value does not become diluted due to directors exercising this
discretion.

Soft Commissions/Dollars: The investment advisor will often place trades with a
particular broker, and in return may receive research data, or access to trading platforms
in return. Whilst this is not a reason for conflict of interest per se, there have been
multiple instances in the past where this arrangement has led to inappropriate trading,
sometimes illegal. This type of trading relationship is regulated in the U.S.A and the UK
to ensure this kind of conflict of interest cannot arise.

Side Letter: It is normal for a hedge fund to initiate side letters with certain investors,
that will give them certain privileges or rights that other investors do not have. These
benefits can include such things as better commercial terms, a higher level of liquidity or
enhanced reporting. Investors who are offered this kind of side letter will then in return,
invest significantly higher levels of capital resulting in increased management fees for
the investment advisor. It is important to monitor such side letters, and ensure that
other investors are not unfairly impacted by these trading arrangements, and that they
terms of the side letter are strictly adhered too.



® Manager Marks: The administrator of a hedge fund is usually responsible for obtaining
the current market prices of the fund’s portfolio, in order to calculate its current net
value. Third party administrators will often provide an additional service, whereby they
will employ a team of experts to calculate the value of hard to price securities, or they
may offer a similar service by outsourcing the task to another party. When no such
service is available, the investment advisor will often provide the evaluation. Any such
valuation issued by the investment advisor will need to be verified, and processes put in
place to ensure that investment advisors provided valuations are fair.

® Personal Account Dealing: Employees involved in the administration of the hedge fund
will often be privy to information regarding the fund’s portfolio. This information could
be utilized for financial gain either by the employee, or one of their associates. A strict
confidentiality policy must be put in place to fully prevent the use of fund financial data
in this way.

® Suspension of Net Asset Value: In some situations, we uncertain market conditions exist,
the ability to determine the hedge funds net value may be suspended. This should only
ever occur to protect all investors. A suspension of this kind should only ever receive
approval under the most extreme circumstances. It should not be used by the
investment advisor to freeze income levels. Any suspension must be agreed by the board
of directors.

® [nvestment Adviser Fund Directors: It is quite usual for a member of the investment
advisory company to take a place on the board of fund directors. The ability for this
director to provide vital information and data is seen as a significant enough reason to
overlook the fact that they are not totally independent. However, any such appointed
director will need to clearly understand that their loyalty and commitment is to the fund,
and not to the investment advisor. Where a conflict of interest at board level arises due
to this lack in independence, the director may need to excuse themselves from any
decision made by the board.

What can be Done When a Conflict Arises?

Any interactions or trading relationships that could potentially lead to a conflict of interest
need to be identified, and documented. A conflict of interest presents a risk, or a possibility
of risk to the hedge fund and its investors. By exercising a risk management approach to
dealing with conflicts of interest they can often be entirely negated, or some form of
mitigation found.

With most of the examples found above, there are ways to resolve the conflict of interest,
or remove the risk attached to it. As an example, the investment advisor may voluntarily



decide that they will not enter into any softing arrangements, and this would remove the
conflict of interest entirely. Alternatively, there may be a clause in the fund’s offering
document, that specifically defines under which circumstances softing arrangements will be
allowed, and also define a process for keeping such arrangement transparent. In some
cases, risks arising from conflicts of interest can be transferred. An example of this would be
cross trades, where the buy or sell price is verified by an independent party.

Overall, one the key duties and responsibilities of independent hedge fund directors is to
ensure that any conflicts of interest are highlighted and addressed quickly and efficiently,
thus exposing the fund to as little risk as possible. Directors are expected to use their skills,
knowledge and expertise to act in the best interests of the fund at all times, and exercise
fair judgment to resolve any conflict of interest. Directors are expected to remain impartial,
and if that impartiality becomes compromised, it needs to be highlighted so that it cannot
negatively affect the fund or its investors.



