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Investors continue to increase attention on the legal, operational and accounting risks of hedge funds. 
Post Madoff, “Business Risk” is now a central consideration of hedge fund selection.  
 
But – there is no one size fits all solution: indeed, investor expectations, preferences and attitudes are 
perhaps more fragmented in 2011 than ever: 
 
■  Commingled funds versus managed accounts versus funds of one versus platforms versus 

institutional feeders 

■  Large funds versus small funds (what do we really mean by an “institutional” fund, anyway?)  

■  Established funds with a track record versus start ups (performance, seeding?) 

■  European perspective versus US perspective will continue to diverge due to governance, tax 
and regulation: Canada must be aware of the attitudes in both regions 

■  For institutions: invest directly with in house team; invest directly using a consultant (specialist 
hedge fund, general investment management); invest via a FoF; FoF becoming an advisor 

■  Increasing efforts to create retail hedge fund access, dependent on country 

■  Many investors have unique “hot buttons” where they have been burnt in the past 
 
 
 

 
 

 

A fragmented viewpoint, but something for everyone 



■  Insider Trading:  

■  Can you ask a thief if they are a thief? 
■  Risk is either (i) a rogue individual (focus on compensation structures at the manager) or (ii) the 

king believes that the law only applies to the little guy (Galleon) 

■  Managed Accounts: 

■  Provides “TLC” – especially control to draft the IMA and select service providers 
■  But….too many managed accounts can impact a firm’s operational infrastructure 
■  Creates a pervasive side letter for the managed account holder 

 
■  Prospectus Creep: 

■  Redemptions in kind via SPV / Liquidating Trust, “opening of mail” 
■  Suspension when “redemptions would cause a breach or default under any covenant in any 

agreement entered into by the Fund, including an agreement for borrowing or other financing 
agreement”  

■  Should there be a standard hedge fund PPM? 
 
 
 

 
 

 

Castle Hall’s Concerns 



ADMINISTRATORS 
 
■  Move away from self administration largely complete; it would be impossible to launch a new, self administered 

fund and gain significant investor interest 

■  Trend for offshoring; we see an accelerating race for the bottom to find the cheapest location to conduct admin 
servicing.  Hedge fund admin servicing appears to be moving towards the mutual fund model 

 
■  Administrator transparency to investors during the due diligence process: 

■  None of ABC Fund Services, its affiliates and / or their officers or employees makes any representation or warranty, express or 
implied, as to the adequacy, completeness or accuracy of the responses contained in the questionnaire or other information 
provided to you and / or to your representatives, whether orally or in writing. No liability whatsoever is accepted by ABC for any 
loss howsoever arising from any use or reliance by you, your representatives and / or your clients of the information contained 
in this questionnaire or other information provided to you and / or to your representatives in connection therewith, whether orally 
or in writing.  

■  In our view, valuation remains the primary operational risk and the most likely cause of a future hedge fund “blow 
up”; without independent pricing, there is always the risk of fraud 

■  Transparency reports are an excellent initiative, especially in the area of asset existence.  However, 
transparency reporting runs a risk of providing false comfort in the area of valuation: 

■  Verify rather than value assets 
■  Verify prices to what source, and within what tolerance?  Is the pricing review “passive” or “active”? 

 
 

 

Castle Hall’s Concerns (2) 



■  Governance 
 
 
 
 
 
 
 
 
■  Directors 
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Investor Expectations and Preferences 

 
 
 Investor shares provide relevant voting rights to fund investors. 
 Service providers periodically report directly to the board. 
 Information prepared by service providers delivered directly by them to the board. 
 The board is ultimately responsible for valuation. 
 The board is empowered to monitor and replace the fund’s service providers, 

including the investment manager. 
 The investment strategy is accurately described in the hedge fund’s OM and there are 

relevant investment restrictions. 
 The OM contains clear, reasonable and specific risk parameters. 
 Investment terms are fair and reasonable and ensure investors’ sufficient protection 

and the avoidance of conflicts of interest.  
 

 

 
1.3 Board of Directors 
 
1.3.1 Content 
 

Investors tend to favour investments in hedge funds that have a predominantly independent 
board of directors who are materially free of conflicts with the investment manager, and 
that boasts a variety of directly relevant skills and experience applicable to the investment 
strategy pursued by the fund. 

 
1.3.2 Requirements 
 

Responsibility for the governance of a hedge fund rests with its board of directors.  
Although the board may delegate the investment management and administration of the 
fund, it remains ultimately responsible for the management of the company (the fund 
itself, to which the investment manager serves as an advisor) and has a fiduciary duty to 
the fund and its shareholders as a whole.  Therefore, investors believe it is imperative that 
the hedge fund’s board of directors consist predominantly of independent, competent and 
knowledgeable individuals.  
 
Investors expect that an “independent” director should be free from all conflicts with the 
fund, its service providers, the investment manager and any of their respective directors, 
partners, principals, officers or employees.  It is important to stress that an “independent” 
director of a hedge fund is compensated by the fund, and not by the investment manager.  
Further, a director’s remuneration should be commensurate with the level of responsibility 
that the director demonstrates in overseeing the operations of the fund.  
 
The hedge fund director’s primary duty is to protect the interests of the investors.  This 
duty is exercised by providing oversight of the hedge fund’s operations, oversight of its 
service providers (including those of the hedge fund’s investment manager or advisor), 
ensuring adherence to the investment strategy, and by reviewing marketing material and 
investor reports to ensure that these provide adequate and accurate information to existing 
and prospective investors.   
 
Concerns surrounding a person’s ability to undertake a directorship effectively, particularly 
during challenging times, can arise when individuals hold a large number of board 
directorships.  It is therefore good practice to ascertain the number of board directorships 
that a prospective director holds, before they are appointed, in order to ensure that the 
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capacity exists for them to get involved, actively, in resolving issues.  One regulator, who is 
documented as expressing concerns regarding the high number of directorships held by  
some individuals, now requires that director applications from individuals who hold more 
than 30 directorships make certain disclosures to the board of the relevant fund/firm 
proposing them as director. 
 
A critical factor in the standard of hedge fund governance is the role, responsibility and 
quality of a fund’s independent directors.  They are frequently provided by offshore 
corporate services firms and proposed for appointment by the investment manager at the 
suggestion of either the fund’s administrator or legal counsel. There is a wide spectrum of 
these firms, some providing useful and essential secretarial and administrative services but 
no more.  For these, investors believe that it is imperative that the fund’s directors do not 
recognise the investment manager as their “client”, that they do not serve both as 
directors of the fund and of the investment manager, nor that they absolve themselves 
(either through the hedge fund’s OM or service level agreement) of responsibility for 
valuation or other critical governance or oversight matters.  
 
Despite the private nature of hedge fund investments, the trajectory of their governance is 
towards the public market model of strong, independent boards and democratically 
empowered investors.  Investment managers are advised to look to public markets for 
guidance on governance best practice, as the institutionalisation of the hedge fund industry 
should inevitably push fund governance in the direction of public market best practice. 
 

 
Investor Expectations and Preferences 

 
 

 The board is constituted of no less than three and no more than five directors. 
 The board consists of a majority of independent directors. 
 Quorum for making key decisions includes at least one independent director. 
 One of the independent directors serves as chairman and casts a deciding vote, as 

necessary. 
 The directors have professional experience relevant to the activities of the fund. 
 The breadth of board experience should be balanced among the various functional 

areas in the hedge fund marketplace. 
 The directors serve on a modest number of boards, commensurate with the 

reasonable expectation that they have the time to deal with and properly resolve 
complex or extraordinary issues. 

 Board meetings are held at least quarterly, one of which must be held in person by 
the directors. 

 Adequate directors’ and officers’ liability insurance is in place covering the fund’s 
directors. 
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