The HFSB Standards

Introduction
HFWG/HFSB

Although the Standards set out below have been formulated by the HFWG, they refer to HFSB because from
now on the “ownership” of the Standards will rest with that organisation.

How to read the Standards

The Standards are set out in a consistent format in blue shaded boxes throughout this document. The
differentiated formatting of the text within the boxes reflects the different nature of the content:

e The actual Standards (in bold)

e Additional guidance and examples which are intended to assist and illustrate how compliance might be
achieved (in normal text)

e Explanations and comments (in italics).

Hlustration

e The actual Standard is set out in bold text
— Lists of relevant sub-items which form part of the Standard are set out in bold text.

Guidance on the Standard (and references to useful additional guidance, eg materials published
by AIMA and I0SCO) and examples of how the Standard might be complied with are set out in
normal text.

Additional explanation and commentary to enhance understanding is set out in italics.

It is the Standards (in bold type) to which hedge fund manager signatories to the Standards are required to
conform on a comply or explain basis. The guidance and examples (in normal and italic type) are intended only
to assist managers in complying with the Standards.

Applicability of the Standards to particular types of management activity

We should emphasise that the Standards have been designed so as to apply to fund managers solely in respect
of their management activities in relation to hedge funds for which they act as the investment manager. They
do not apply to other activities including, by way of example, management activities in relation to segregated
accounts or fund of hedge funds although certain of the Standards might, with or without adaptation, be
appropriate for hedge fund managers to utilise in carrying out those other activities.

We would have no objection if a hedge fund manager, for the avoidance of any doubt, specified in its
Disclosure Statement and on its website any areas of its business to which the Standards are not applicable.

In circumstances where a manager carries out sub-advisory functions for a manager of a hedge fund or is
appointed by the operator of a fund platform to manage a particular pool of assets, it is recognised that the
manager's position vis-a-vis the fund governing body is likely to be less influential than is the case in a typical
hedge fund structure where the manager is the directly appointed investment manager. Nevertheless, inasmuch
as a particular Standard requires the manager to do what it reasonably can to enable the fund governing body
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to achieve a particular outcome and in relation to any Standards which it is not authorised or able to conform
with given the terms of its appointment or mandate, then the manager should still be able to comply with that
Standard if, in practice, it encourages the relevant pool operator or manager itself to adopt the Standards.

Certain of the Standards may also be capable of application to other areas of the asset management industry. If
participants in those areas find any of the Standards helpful and wish to adopt or adapt them for their
circumstances then they are of course free to do so and we would welcome that.

Applicability to smaller managers

The HFWG encourages broad adoption of the Standards by fund managers involved in hedge fund
management irrespective of their size and the stage of development of their firms. Although fund managers
who founded the HFWG may be considered more “established”, each having more than US$4 billion under
management, the Standards are equally capable of being adopted by smaller as well as larger firms.

During the consultation, some felt that established managers may find it easier at the outset to comply or take
steps to achieve compliance or otherwise explain their approach than a smaller manager or start-up. A smaller
manager could, for example, face resource constraints in producing more detailed documentation to explain its
approach to investors on broader comply or explain issues.

The HFWG has noted this concern and has added acknowledgements in some Standards which take account
of specific challenges facing smaller managers. Moreover, an explanation from a manager as to why it is unable
to comply with a particular Standard may be considered entirely appropriate in the circumstances.

Disclosure in the fund's offering documents

Various of the Standards require a manager to do what it reasonably can to enable and encourage the fund
governing body to make certain disclosures in the fund's offering documents. For the avoidance of doubt,
HFSB expects this to apply only to current and future offering documents. To the extent that a fund's current
offering documents do not contain the required disclosure, we would expect managers to do what they
reasonably can to enable and encourage fund governing bodies to update such offering documents to include
the relevant disclosures as soon as practicable in order to comply with the relevant Standard.

However, a manager may of course choose to not comply with such Standard but rather to explain that, for
example, on the grounds of cost, it intends to encourage the fund governing body to wait until the fund's
offering documents are next updated for some other reason. So far as old offering documents are concerned
where there is no outstanding offer of securities being made, a manager can effectively ignore the Standards
relating to offering document disclosure since the relevant offer closed before the Standards had been adopted.

Disclosure in the manager's own marketing materials

Various of the Standards require a manager to make certain disclosures in its “marketing materials”. In
recognition of the fact that a manager's marketing materials will normally comprise various documents,
sometimes including very short “teasers” or “flyers”, the Standards should not be interpreted as requiring the
same information to be included in each such document. Rather, such documents should when taken as a
whole, and together with the fund's offering documents, contain the required disclosures and it is for the
manager to decide which disclosures ought properly to be made in which documents with a view to ensuring
that investors and prospective investors are provided with the information they would reasonably require in
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order to make a properly informed investment decision. It follows that where in the Standards a disclosure is
required in the manager's marketing materials this requirement will be met if disclosure is made in the fund's
offering documents.

FSA Principles

The FSA Principles relevant to each of the Standards are set out within the Standards. It should be noted that
for UK regulatory purposes the references in the FSA's Principles to a firm's “customer” or “client” are in this
context to be read as a reference to the fund managed by the manager and not to the investors in the fund.
Nevertheless, HFSB believes that managers will wish to consider the interests of the investors in the funds and
to do what they reasonably can with a view to ensuring that the benefits of outcomes sought by the Standards
flow through to investors.
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Disclosure to investors and counterparties [1]-[4]

There are several areas where adequate disclosure is required:

¢ Investment policy and associated risks, which relates to disclosure to investors of the fund's investment
strategy and the risks involved in an investment in the fund (Standard [1])

e Commercial policy, which relates to disclosure of the commercial terms on which the manager has agreed
to manage the fund and on which investors will invest (Standard [2])

e Performance measurement (Standard [3])
e Counterparty disclosures, such as to prime brokers (Standard [4]).

Investment policy and risk disclosure [1]

Investment policies and strategies and related risks can vary significantly between funds. Ensuring that these are
carefully explained in a fund’s offering documents or the hedge fund manager’s own marketing materials is
therefore vital to enable investors to make well-informed decisions when investing and monitoring investments.
The HFWG identified the following issues on investment policy disclosure:

¢ Do hedge fund managers provide sufficient information to investors as to the investment policies, strategies
and the potential risks associated with the strategies and techniques used to generate returns?

e Do hedge fund managers adhere to any standard guidelines for reporting on investment policy?
FSA Principles

Relevant FSA Principles include:

(6) Customers’ interests — a firm must pay due regard to the interests of its customers and treat them fairly.

(7) Communication with clients — a firm must pay due regard to the information needs of its clients and
communicate with them in a way which is clear, fair and not misleading.

Investment policy and risk disclosure - Standards and Guidance [1]'°

10 In conforming to these best practice standards, managers may wish to consult the guidance contained in MFA Sound Practices for Hedge Fund Managers
(2007) (eg 2.2, 2.3, 2.4, 2.5) as well as the CFA Institute’s Asset Manager Code of Conduct —Selection F (Disclosure) and AIMA’s Guide to Sound Practices
for European Hedge Fund Managers (2007).
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Commercial terms disclosure [2]

The commercial terms of hedge funds are very important to investors. The terms include, for example,
management and performance fees, expenses, minimum “lock-up” periods during which an investor is unable
to exit its investment, redemption notice periods, redemption penalties and any powers to defer redemptions.
Adequate disclosure is therefore necessary to enable investors to make well-informed investment decisions.

The HFWG identified the following issues on disclosure of commercial terms:

e Do hedge fund managers provide adequate disclosure to investors about the commercial terms applicable
to an investment in their funds?

e Are any changes to such commercial terms adequately disclosed to investors?

FSA Principles
Relevant FSA Principles include:

(1) Integrity — a firm must conduct its business with integrity.
(6) Customers'’ interests — a firm must pay due regard to the interests of its customers and treat them fairly.

(7) Communications with clients — a firm must pay due regard to the information needs of its clients, and
communicate information in way which is clear, fair and not misleading.

(8) Conflicts of interest — a firm must manage conflicts of interest fairly, both between itself and its
customers and between a customer and another client.

Commercial terms disclosure — Standards and Guidance [2]"

11 Managers may wish to consult further guidance, as set out by MFA's Sound Practices for Hedge Fund Managers (2007) (2.6) and GIPS guidance on
disclosure of fees and cost (section F), http://www.gipsstandards.org.
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12 "Any term the effect of which might reasonably be expected to be to provide an investor with more favourable treatment than other holders of the same
class of share or interest which enhances that investor’s ability either (i) to redeem shares or interests of that class or (ii) to make a determination as to
whether to redeem shares or interests of that class, and which in either case might, therefore, reasonably be expected to put other holders of shares or
interests of that class who are in the same position at a material disadvantage in connection with the exercise of their redemptions rights.” AIMA's Industry
Guidance Note on Side Letters and Supplement No. 1 thereto: http://www.aima.org/uploads/AIMAIndustryguidanceNoteSideLettersMembers.pdf

13 AIMA's Industry Guidance Note on Side Letters and Supplement No. 1 thereto:
http://www.aima.org/uploads/AIMAIndustryguidanceNoteSideLettersMembers. pdf
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Performance measurement [3]

Accurate and consistent reporting of investment performance enables investors to make well-informed
judgments about their investments and allows them to compare different managers and hold them to account.
The Global Investment Performance Standards (GIPS)™ provide a standardised approach to performance
presentation to communicate investment results to clients and prospective clients. It is widely used among
traditional asset managers and specific standards have recently been developed with specific applications to
private equity. The existing standards are under review to include guidance to the hedge fund sector.

The HFWG identified the following issue:

e Do hedge fund managers inform their clients in an adequate manner about performance?

FSA Principles
Relevant FSA Principles include:

(6) Customers’ interests — a firm must pay due regard to the interests of its customers and treat them fairly.

(7) Communication with clients — a firm must pay due regard to the information needs of its clients and
communicate with them in a way which is clear, fair and not misleading.

Performance measurement - Standards and Guidance [3]

HFSB welcomes the initiative of GIPS to review the applicability of their existing principles to hedge funds.

14 Administered by CFA Institute (www.gipsstandards.org).
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Disclosure to lenders/prime brokers/dealers [4]

Hedge fund managers rely on commercial and investment banks and other financing counterparties to provide
extensions of credit and other forms of lending. Financing to hedge funds has evolved in a variety of ways from
traditional prime brokerage vehicles (margin lending and stock borrowing) to synthetic and derivative
instruments, and more recently to guaranteed, fixed and long-term facilities. The type of credit extended to
hedge funds depends on a host of variables which the fund and the manager determine between them.

The amount of credit risk that counterparties will assume will be a function of the bilateral agreement with the
hedge fund, in particular the collateralisation of positions. To assess the credit risk, counterparties will require
information about the hedge fund and its positions.

It is normal for lenders to take responsibility for demanding satisfactory levels of transparency to enable them
to make well-informed lending decisions. Supervisors and others have suggested that the provision of such
information by hedge funds can be impeded inter alia by insufficient protection of the confidentiality of that
information within the lending institution. It is therefore essential that hedge fund managers recognise the
importance of addressing any potential conflicts with the lender so that the lender can receive the necessary
flow of information to make well-judged lending decisions.

For these reasons, the Counterparty Risk Management Policy Group Il (CRMPG II) has recommended disclosure
practices to improve transparency and counterparty credit assessments.’™> CRMPG |l stated that, when
determining how much information to provide on a confidential basis to their counterparties, market
participants should recognise that provision of relevant credit data increases the level of counterparties’ comfort
and improves the likelihood that access to credit will continue during periods of systemic and institutional
stress. The HFWG endorses the breadth and direction of these recommended practices.

The HFWG identified the following issues in relation to disclosure to lenders:
e Are conflicts of interest between lenders and hedge funds identified?

e Do hedge fund managers provide lenders with sufficient information to assess risk adequately?

FSA Principles

(1) Integrity — a firm must conduct its business with integrity.

(2) Financial prudence — a firm must maintain adequate financial resources.

Disclosure to lenders/prime brokers/dealers — Standards and Guidance [4]

¢ A hedge fund manager should, subject to obtaining the consent of the fund’s governing body,
provide, or do what it reasonably can to enable and encourage the fund's administrator to
provide, any agreed information reports to the fund's counterparties in a timely manner.

15 Counterparty Risk Management Policy Group Il (2005), Towards Greater Financial Stability: A Private Sector Perspective (2005), section lIl (Improving
Transparency and Counterparty Credit Assessments), p. 46, http://www. crmpolicygroup.org.
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Valuation [5]-[9]

Valuation is the process of determining the value of a hedge fund’s portfolio at a given time. While valuation is
generally expressed as a single number it is important to recognise that the single number is merely the
expression of a range of potential outcomes that derive from the valuation process. It follows that investors
need to be informed about the valuation process and have confidence in its breadth and robustness. For
example, the valuation process should be seen in the context of the depth of the market in the relevant asset
class. As hedge funds are significant users of complex assets, where depth of markets may be uncertain, this
needs to be borne in mind when considering valuations of those underlying assets.

The liquidity crisis

The credit crunch which began in summer 2007 has demonstrated that the valuation of hard-to-value assets
is clearly one of the most significant issues affecting confidence in the financial industry today. We hope that
the Standards we have drawn up for hedge funds will contribute to best practice in this area. But the issues
apply to the whole financial services industry. The inherent problem is the inadequacy of any single number
to answer the question of what an asset is worth, what could it be sold for, over what period etc. This is one
of the most pressing areas on which progress is needed in the months ahead and it is just as pressing for
investment banking, proprietary trading desks, commercial banks and money market funds. The hedge fund
sector stands ready to play its part in this debate, which needs practitioners, lenders, third parties, investors
and the accountancy profession to come together if progress towards better understanding and better
transparency and portrayal of valuations is to be made.

For open-ended funds, the valuation is the basis for subscriptions to and redemptions from hedge funds by
investors. For all hedge funds, it measures the hedge fund’s performance and affects the compensation of the
hedge fund manager. Here, we identify two sets of issues in relation to valuation: segregation of the valuation
and portfolio management functions and how to deal with hard-to-value assets.'®

16 High quality materials on valuation principles have also been created by others, including AIMA and I0SCO. AIMA's Guide to Sound Practices for Hedge
Fund Valuation and I0SCO’s Principles for the Valuation of Hedge Fund Portfolios (2007) provide further detail on specific valuation themes. The HFWG
recommends both as further guidance for hedge fund managers in formulating their valuation approach.

Links: http://aima.org/uploads/execsummaryAIMAGuidesSPforHFValuation2007.pdf (the full text is only available in hard copy),
http://www.iosco.org/library/pubdocs/pdf/i0OSCOPD240.pdf
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Segregation of functions in valuation — Governance [5]+[6]

For some hedge funds, a third party will be responsible for valuing the fund’s assets and calculating the fees
payable to the manager. However, this formal segregation of duties can be compromised if the manager has a
significant input into and/or influence over the valuation process. Such an outcome is particularly likely where a
hedge fund invests in hard-to-value assets or complex derivatives and the third party lacks sufficient expertise in
that area.

By contrast, other hedge funds have valuations performed by specialist in-house functions. Reasons for doing
so include the timeliness of the valuation process, the complexity of the assets and investments in the fund’s
portfolio or other commercial considerations. However, such recourse to in-house specialist functions increases
the risk of conflicts.

Since in either case it is possible for the hedge fund manager to exercise influence over the valuation process,
potential conflicts of interests between the hedge fund manager and investors could arise. It is therefore vital
that such potential conflicts of interest are adequately managed.

The HFWG identified the following issues concerning the separation of responsibility for valuing a fund’s assets
from the portfolio management function:

e Do hedge fund managers adequately mitigate potential conflicts of interest when they are involved in
assisting third parties in valuing the fund’s assets or when valuations are performed in-house?

e Do investors understand how the valuation process is conducted?
e Are sufficient safeguards in place to ensure that valuation policies are applied consistently?

FSA Principles
Relevant FSA Principles include:

(1) Integrity — a firm must conduct its business with integrity.
(2) Skill, care and diligence — a firm must conduct its business with due skill, care and diligence.

(3) Management and control — a firm must take reasonable care to organise and control its affairs
responsibly and effectively, with adequate risk management systems.

(6) Customers’ interests — a firm must pay due regard to the interests of its customers and treat them fairly.

(7) Communications with clients — a firm must pay due regard to the information needs of its clients, and
communicate with them in a way which is clear, fair and not misleading.

Segregation of functions in valuation — Governance Standards and Guidance [5]

¢ A hedge fund manager should do what it reasonably can to enable and encourage the fund
governing body to put in place valuation arrangements aimed at addressing and mitigating
conflicts of interest in relation to asset valuation.

HFSB believes that the most satisfactory way to achieve this is for a hedge fund manager to do what it
reasonably can to enable the fund governing body to appoint an independent and competent third party
valuation service provider.
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17 http://www.aima.org
18 http://www.iosco.org/library/pubdocs/pdf/IOSCOPD253.pdf
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Segregation of functions in valuation — Disclosure Standards and Guidance [6]
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Hard-to-value assets — Governance [7]+[8]

In addition to the issues identified above in relation to the separation of responsibility for valuing a fund’s assets
from the portfolio management function, particular issues arise where a fund invests in hard-to-value assets.

While market prices for exchange-traded instruments are usually obtainable from exchanges or recognised data
vendors, complex assets are often valued according to broker quotes or pricing models (see box over) since
market prices are not readily available.™

In addition, some hedge funds invest in hard-to-value assets, including shares in companies which are privately
owned or are being prepared for initial public offerings (“IPOs"”). Such investments may be held with the
intention of keeping them for a period of years until an “event” such as a third party sale, IPO or liquidation of
the asset occurs. Since the asset is privately held, it is likely that no trading or market price will be available
until the anticipated trigger event occurs. One approach that hedge fund managers may employ is to place
such assets in “side pockets” (see box below).

As noted in the previous section, it is essential to investors that asset valuation accurately reflects “fair value”2°
for all assets. Given that hard-to-value assets may give rise to particular difficulties, it is important that the
relevant valuation processes employed should ensure fair, consistent and dependable pricing. In addition, the
difficulties which arise with subscriptions and redemptions in funds with significant amounts of hard-to-value
assets should be properly managed (see box over).

The HFWG identified the following issues in relation to the valuation of hard-to-value assets:

e Do hedge fund managers adequately manage challenges arising in valuing hard-to-value assets where
reliable market data is not available?

e Do hedge fund managers ensure that such assets are valued consistently?

e Do hedge fund managers provide sufficient information to investors to enable them to understand how
such assets are valued?

Side-pockets

As noted above, where a hedge fund invests in hard-to-value assets with the intention of keeping them for
a period of years until an “event” such as a third party sale, IPO or liquidation of the asset occurs, it is likely
that there will be no trading and no market price available until the anticipated trigger event occurs. As a
result, difficulties arise when investors subscribe for, or redeem investments in, hedge funds which are
holding hard-to-value assets.

On the one hand, if the hard-to-value asset is accounted for at cost?!, an investor redeeming its investment
in a fund just before the “event” would not share in a potential rise in value caused by that event. On the
other hand, investors subscribing to the fund just prior to such event would benefit in an unwarranted
manner from the sudden valuation uplift. Even if valuation models or third party estimations were employed
to value these hard-to-value assets while held, this would not guarantee fair treatment of investors since the
realised value may still differ significantly from the estimates.

One common approach designed to overcome this is to place hard-to-value assets of this type into side
pockets such that only investors in the fund at the time at which the relevant asset is acquired will
participate in any investment gains or losses attributable to that asset. Side pockets thereby help to
overcome valuation difficulties arising from longer-term hard-to-value investments and allow fair treatment
of investors.

19 It is important to bear in mind that the valuation of exchange traded positions can also be uncertain, particularly if a position is large, because a recent
price published by an exchange may be very different from the price at which the investment could be liquidated. Ideally, all of these liquidity-related
concerns should be considered together.

20 In other words, the current amount at which an asset could be exchanged between knowledgeable willing parties in an arm’s length transaction. More
detail on fair value can be found in AIMA's Guide to Sound Practices for Hedge Fund Valuation (2007), Appendix 4.

21 May be subject to regional accounting standards.
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Pricing models

Hedge fund managers use pricing models to estimate the current fair value of many hard-to-value assets which
are not continuously traded and for which no current market price is available. Banks and other financial
institutions commonly use such models, particularly for valuing derivative positions. The models are usually
developed by third party software vendors or internally by hedge fund managers or their trading counterparts.

Such models usually attempt to estimate asset prices based on factors which have been observed to drive
valuations in the past. This calibration, based on historical data, can be a limitation on pricing models.
Factors that have strongly affected prices in the past might not drive prices in the future. The reliability of the
model therefore needs to be tested regularly against observed market prices.

When considering the quality of pricing models for valuation, it is important to distinguish between, on the
one hand, vanilla derivatives (such as equity swaps) which can be valued by standard off-the-shelf software
models and, on the other hand, complex, structured, one-off contracts for which valuation is more difficult.

It is important that hedge fund managers put in place processes for monitoring and managing pricing
models, including handling of overrides to model inputs or results (see Standards and Guidance below).

FSA Principles
Relevant FSA Principles include:

(1) Integrity — a firm must conduct its business with integrity.
(2) Skill, care and diligence — a firm must conduct its business with due skill, care and diligence.

(3) Management and control — a firm must take reasonable care to organise and control its affairs
responsibly and effectively, with adequate risk management systems.

(6) Customers’ interests — a firm must pay due regard to the interests of its customers and treat them fairly.
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Hard-to-value assets — Governance Standards and Guidance [7]

22 May be subject to regional accounting standards.
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Hard-to-value assets — Disclosure Standards and Guidance [8]

23 http://www.aima.org
24 http://www.iosco.org/library/pubdocs/pdf/IOSCOPD253.pdf
25 http://www.fasb.org/pdf/fas157.pdf, p. 22.
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Risk Management [9]-[20]

Understanding, managing, taking and controlling risk is the essence of the hedge fund business and lies at the
core of FSA Principles 1 (integrity), 3 (management and control) and 4 (financial prudence). The risks taken by
hedge fund managers affect a wide variety of stakeholders, including investors, prime brokers/lenders and the
managers themselves, and are also important for financial stability. Therefore, assuring investors, supervisors
and hedge fund counterparties that managers have a responsible approach to risk is essential to maintaining
confidence in the sector.

It is important to note, however, that failure and poor performance will occur, and no risk management
approach or system can or should be expected to prevent failure and poor performance.

The following sections of this report set out HFSB's proposed risk management best practices, which are about
managers establishing the following:

e A risk framework, helping managers to think about risk in a structured manner (Standards [9]-[10])

e Standards covering management of:
—  Portfolio risk (Standards [11]-[16])
—  Operational risk (Standards [17]-[18])
—  Outsourcing risk (Standards [19]-[20]).
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Risk Framework [9] + [10]

Given the complexity and breadth of risk issues, managers should think about risk in the context of a risk
framework. The framework should cover governance aspects and all significant categories of risk, thereby
providing a structure for consistently evaluating and managing risk.

The HFWG identified the following issue on managing risk:

¢ Do hedge fund managers have a consistent risk management framework and can they adequately explain
their approach to risk management?

FSA Principles
(1) Integrity — a firm must conduct business with integrity.

(3) Management and control — a firm must take reasonable care to organise and control its affairs
responsibly and effectively, with adequate risk management systems.

(4) Financial prudence — a firm must maintain adequate financial resources.

(6) Customers' interests — a firm must pay due regard to the interests of its customers and treat them fairly.

Risk framework - Governance Standards and Guidance?® [9]

Risk framework - Disclosure Standards and Guidance [10]

The following table provides an overview of the different risk categories which should be covered by the risk
framework and where best practice is detailed in the subsequent sections.

26 Risk frameworks and the concept of risk appetite are common in the banking industry, as described in The new Finance and Risk agenda, What is your risk
appetite? (Oliver Wyman), http://www.oliverwyman.com/ow/pdf_files/the_new_FnR_agenda_FNR_0307.pdf.
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Risk category overview

Category Description Risk for whom Covered in Standards
Portfolio risks Risk of losses in the Direct risk for investors, [11]-[16]
investment portfolio indirect (reputational) risk
for the manager
Operational risks Risk of breakdowns in Direct risk for the manager, |[17]-[18]
internal controls or systems | indirect risk for investors
which can lead to financial
losses
Outsourcing risks Risk of failures in the Direct risk for the manager, |[19]-[20]
delivery of services by third | indirect risk for investors
parties
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Portfolio Risk [11]-[16]
The HFWG identified the following issues on portfolio risk:

e Do hedge fund managers adequately monitor portfolio risks to ensure alignment with stated risk appetite?

e s the risk appetite of hedge funds adequately disclosed in managers’ marketing materials and/or funds'’
offering documents so that investors can fully understand and distinguish the risk profiles of different funds?

e Do hedge fund managers provide ongoing disclosure to investors as to the fund's risk taking?

The section below provides best practice standards and guidance relating to the following areas of portfolio risk
management:

e Governance (Standard [11]): adequate governance of the risk function to ensure that potential conflicts
of interest between the hedge fund manager and the investor are properly mitigated.

e Measurement (Standards [12], [13], [14]): adequate measurement of the different sources of
portfolio risk.

e Control (Standard [15]): monitoring processes to ensure the portfolio remains within the boundaries set.
* Investor disclosure (Standard [16]): assuring investors that risk management processes are in place.

Others have also developed high quality materials on portfolio risk management, including AIMA?’, MFA?8 and
the Risk Standards Working Group?®. The HFWG recommends these documents as further guidance for hedge
fund managers in developing and enhancing their approach to portfolio risk management.

FSA Principles

(1) Integrity — a firm must conduct its business with integrity.
(2) Skill, care and diligence — a firm must conduct its business with due skill, care and diligence.

(3) Management and control — a firm must take reasonable care to organise and control its affairs
responsibly and effectively, with adequate risk management systems.

(4) Financial prudence — a firm must maintain adequate financial resources.

(10) Clients’ assets — a firm must arrange adequate protection for clients’ assets when it is responsible
for them.

For disclosure:

(7) Communications with clients — a firm must pay due regard to the information needs of its clients, and
communicate information to them in a way which is clear, fair and not misleading.

(9) Customers: relationship of trust — a firm must take reasonable care to ensure the suitability of its advice
and discretionary decisions for any customer who is entitled to rely upon its judgment.

27 AIMA: Sound Practices for European Hedge Fund Managers (2007), http://www.aima.org/uploads/GuidetoSoundPracticesforEuropeanHFMMay2007.pdf
28 Managed Fund Association: MFA's Sound Practices for Hedge Fund Managers (2007) http://www.managedfunds.org
29 Risk Standards Working Group: Risk Standards for Institutional Investment Managers and Institutional Investors, http://Awww.cmra.com/risk.pdf
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Portfolio risk - Governance Standards and Guidance3® [11]

Portfolio risk - Measurement [12-14]

Risk measurement is a complex area involving the use of sometimes standardised risk indicators which provide
comfort if they are within the boundaries of the stated risk limits. Although a measure such as Value-at-Risk
("VaR") can be of real value in controlling certain risks, it can also provide false comfort if it is used
inappropriately.

Risk measurement therefore requires a sound understanding of the dynamics and the nature of risks in the
portfolio (both in normal as well as stressed market conditions) before selecting appropriate and coherent risk
measures to control them. Given the breadth of hedge fund strategies and emerging new risk profiles within
the sector, there is no single risk measure appropriate in all circumstances and it would be unwise to rely on
just one measure without supplementing it with other risk analyses and with allowing human intervention the
last word.

30 Further guidance can be found in AIMA's Guide to Sound Practice for European Hedge Fund Managers (2007), 2.1.2.
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The following sections provide an overview of best practice standards for measuring liquidity, market and
counterparty risk.

Liquidity risk management

A hedge fund needs cash to invest, meet investor redemptions and margin calls, and pay creditors and
expenses. The sources of liquidity are available cash, fund subscriptions, liquid assets that can be sold quickly
and credit lines with prime brokers and other lenders. Liquidity risk refers to the risk of a fund not being able at
all times to meet its obligations to creditors, counterparties or investors.

The leveraged®' nature of many hedge funds may make their cash position more sensitive to sudden market
distress than that of long-only funds. The complexity arises when, for example, unexpected falls in market
prices trigger sudden margin calls, which have to be met by asset liquidations by the fund (which in turn might
cause asset prices to drop). Hedge fund managers should therefore be vigilant in measuring and managing
liquidity risks.

Liquidity risk management - Standards and Guidance [12]

31 Further guidance can be found in AIMA's Guide to Sound Practice for European Hedge Fund Managers (2007), 2.1.2.
32 Will only be relevant for open-ended hedge funds.
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Market risk management [13]

Market risk refers to the risk of losses to the portfolio due to fluctuations in, for example, interest rates,
equities and commaodity prices and foreign exchange rates. It also includes factors such as volatility risk®* and
correlation risk34.

Volatility risk: the risk of a change in the (expected) volatility of a price of an asset (which could for example affect option prices).

Correlation risk: the risk of change in the (expected) correlation between asset prices.

Monte Carlo simulation: statistical evaluation of risks, where a large number of “scenarios” is generated based on random samples for uncertain
underlying variables.

A stress test simulates a significant market move (eg 30% equity price drop) and measures the impact on the fund’s value. In a scenario analysis, multiple
stresses are applied simultaneously (eg 30% equity price drop, shift in interest rates, etc).

Also sometimes referred to as “fat tails”, which means that extreme occurrences are more likely to occur than theoretically expected.

For example, when the price of a future varies from the price of the underlying instrument as expiry approaches. The imperfection of hedging strategies is
likely to be higher the more immature the market.
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Market risk management - Standards and Guidance [13]

The risk measurement framework should account for this, for example by applying valuation discounts
for modeling purposes to positions that might have to be liquidated under stressed conditions (see
Standard [12] (Liquidity risk management)).

¢ A hedge fund manager should translate the results of the analysis of market risks (stress
tests/scenario analysis, etc) into timely management action (eg adjustment of positions) as part
of the control and risk management process.

Limitations of individual risk measures

In early 2007 problems emerged in the sub-prime mortgage market causing sharp falls in the prices of
collateralised debt obligations (“CDOs") and other related derivatives underpinned by mortgage repayments.
The lowest rated derivatives, linked to the first losses incurred from mortgage defaults, fell in price first. But
subsequently, even the highest rated derivatives such as AAA-rated CDOs also experienced sharp price drops
—up to 10% in a few days.*®

Such price volatility is not usually associated with AAA-rated derivatives, and may have reflected liquidity
issues and hedging-driven trading as opposed to a repricing based on a revision of fundamental value.
Investors who had bought such instruments on the basis of their rating were probably surprised. But without
such ratings, an investor using normal risk measures would have found it difficult to assess the risk such
instruments posed.

Historical VaR measures would have offered little guidance because for some types of the derivatives there
was little historical experience to draw on, and where histories did exist they had been generated in a
benign macroeconomic environment. Scenario analysis and stress testing — seeing how the instruments
might be expected to behave in a less benign economic environment — might have revealed more
information. This shows that scenario and stress frameworks should also strive to capture market dynamics
such as forced selling (for example, because of losses incurred on over-rated derivatives) and volatility of
liquidity premiums.

Counterparty credit risk management [14]

Hedge fund managers enter transactions with various trading counterparties including, among others, prime
brokers, lending banks and exchanges. Counterparty credit risk refers to the risk of loss due to a trading
counterparty defaulting on its obligations. This risk is particularly relevant to derivative positions, where the
exposure between counterparties fluctuates over the life of the contract. Hedge fund managers following best
practice will implement a spectrum of measures to monitor and contain counterparty credit risks to acceptable
levels.4

39 Eg during the month of July 2007 the ABX AAA 07-01 index dropped in price from 99.5 to 88.
40 Further detail has been provided by the CRMPG (2005), Towards Greater Financial Stability: A Private Sector Perspective (2005), section Il (Improving
Transparency and Counterparty Credit Assessments), http://www.crmpolicygroup.org See also MFA's Sound Practices for Hedge Fund Managers (2005) (4.9).
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Counterparty credit risk management - Standards and Guidance [14]

Control processes

There is little point in having sophisticated risk measurement methodologies unless the results are translated
into management action.

Control processes - Standards and Guidance [15]
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Portfolio risk - Disclosure Standards and Guidance [16]

41 See Appendix E (Leverage) for examples of leverage measures.

42 Marketable Securities: Securities, that can be easily liquidated into cash, for example government securities, stock, bonds, notes, commercial paper and
other financial instruments that are regularly listed for sale on recognised public exchanges.

43 Further guidance on risk measures is provided by the Investor Risk Committee Report — Hedge Fund Disclosure for Institutional Investors, Section 1, issued
by the International Association of Financial Engineers, http://www.iafe.org/upload/IRCConsensusDocumentiuly272001.pdf
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Operational Risk [17]+[18]

Managing and mitigating operational risk is important for a sound approach to risk management by hedge
fund managers. Operational risk includes breakdowns in internal controls, systems and corporate governance
and unexpected disasters which can lead to financial losses from failure to perform, error and fraud.

Guidance on operational sound practices for hedge fund managers can fill many manuals and goes beyond the
scope of this Report, but there are several areas where HFSB considers compliance with best practices to be
particularly important*:

® People and governance

e Trading and execution

e Fraud and financial crime prevention
e Disaster recovery

e |T systems

e Model risks

e legal and regulatory risk.

FSA Principles
(1) Integrity — a firm must conduct its business with integrity.

(2) Skill, care and diligence — a firm must conduct its business with due skill, care and diligence.

(7) Communications with clients — a firm must pay due regard to the information needs of its clients, and
communicate information to them in a way which is clear, fair and not misleading.

(8) Conflicts of interest — a firm must manage conflicts of interest fairly, both between itself and its
customers and between a customer and another client.

(10 Clients" assets — a firm must arrange adequate protection for clients’ assets when it is responsible
for them.

44 The Basel Committee on Banking Supervision has produced valuable material on sound practices for managing operational risk in the banking industry (eg
http://www.bis.org/publ/bcbs96.pdf). Further materials have been produced by industry bodies such as AIMA and MFA and are highlighted below.
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People and Governance

Operational risk - Governance Standards and Guidance [17a]

Trading and execution

Hedge funds are exposed to trading-related risks, including failed trades, price overrides and trade confirmation
backlogs, which could ultimately expose the fund to market, credit and liquidity risks. These operational issues
are not particular to hedge fund managers, but also affect banks and long-only asset managers.*®

Operational risk — trading and execution Standards and Guidance [17b]

45 Further guidance on sound practices for transactional practices can be found in AIMA's Guide to Sound Practices for European Hedge Fund Managers
(2007), sections 3.3 and 3.4; and MFA's 2005 Sound Practices for Hedge Fund Managers (section VI).
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Documentation issues

There are numerous illustrations where the interplay of legal and documentation risks surface between
hedge funds and the dealer, investor and regulatory community. Indeed, the origins of much of the credit
and counterparty and investor risks in the market lie in the more remote and less understood world of the
legal agreements that surround them. Several years ago the industry broadly agreed that assignment of
contracts in the credit derivative markets had become unnecessarily risky and needed redress. For years, the
industry had been beset by a high percentage of assignments which had been poorly documented between
dealers and end user counterparts involving credit derivative transactions. The NY Federal Reserve, assisted
by the FSA, intervened and, with the major dealers, identified the key triggers and drivers. The CRMPG then
set out a series of recommendations that quickly found their way into a protocol of agreements between
large dealers and hedge funds globally, vastly reducing the number of undocumented and unsigned
assignments within a short time. This set of private sector initiatives reversed years of increased operational
and legal risks and restored much needed stability to the market.

There is a series of issues relating to legal risk where documentation is very important. Hedge funds and
their dealer and investor colleagues interact with one another on a series of topics including:

¢ enforceability of master netting agreements across legal jurisdictions;

e trigger mechanisms as to what determines a default action in a master agreement based upon
insufficient NAV; and

e language on margin lock ups and terms and conditions of those time frames.

It is important that funds and dealers continually strive to achieve best practice in the field of documentation
and legal compliance since the ability to ensure broad enforceability of their documents is critical to their
success and how their professionalism is viewed in the marketplace.

Fraud and financial crime prevention

Financial crime and fraud pose a serious threat to individual managers and can undermine the integrity of the
financial services sector and markets as a whole?.

46 Further references: FSA handbook (eg SYSC 3.2) http://fsahandbook.info/FSA/html/handbook/SYSC/3/2/, FSA website:
http://www.fsa.gov.uk/Pages/About/What/financial_crime/money_laundering/index.shtml. Detailed information on prevention of money laundering is also
provided by the Joint Money Laundering Steering Group (JMLSG), www.jmlsg.org.uk.

66 Hedge Fund Standards: Final Report



Operational risk — fraud and financial crime prevention Standards and Guidance [17c]

Disaster recovery

Various internal and external events such as building fire, terrorism or avian flu could interrupt operations in the
absence of disaster recovery and business continuity plans being created and tested.*

Operational risk — disaster recovery Standards and Guidance [17d]

47 Further guidance on Anti-Money Laundering Regulations can be found in AIMA's Guide to Sound Practices for European Hedge Fund Managers (2007),
(section 4.1.5).

48 Further guidance on sound practices for disaster recovery procedures can be found in AIMA's Guide to Sound Practices for Business Continuity
Management for Hedge Fund Managers (2006), AIMA's Sound Practices for European Hedge Fund Managers (2007), (eg 3.9); and MFA's Sound Practices
for Hedge Fund Manager (2005) (VII).
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Model risk

The investment process, risk management and hedging strategies hedge fund managers pursue often depend
on models which can leave them exposed to certain types of model risk. Model risk refers to the risk that arises
when the models used are:

e applied to tasks for which they are inappropriate;
e based on incorrect assumptions; and
e otherwise implemented incorrectly.

As a result, these models can, if used inappropriately, provide “false comfort” to hedge fund managers. This
underlines the need for all models to be properly governed so that, where necessary, management use human
judgment and override models.

The magnitude of model risk will be a function of the complexity of the hedge fund manager’s investment
mandates, the nature of the assets and the range of models used. For example, a hedge fund manager
focusing on exotic derivative markets where almost all trading decisions involve elements of complex evaluation
models has greater exposure to this risk than an equity long/short manager that limits its use of models to
company earnings simulations.

Operational risk — model risk Standards and Guidance [17¢]

IT security

Like all other technologically dependent operations, hedge funds require support from systems and operations
globally 24 hours a day throughout the year. As a result, measures such as secure offsite facilitation, disaster
recovery and technological and systems recovery are essential®.

49 Further guidance on sound practices on IT security can be found in AIMA's Guide to Sound Practices for European Hedge Fund Managers (2007),
(section 3.9) and AIMA's Guide to Sound Practices for Business Continuity Management for Hedge Fund Managers (2006).
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Operational risk — IT security Standards and Guidance [17f]

¢ A hedge fund manager should ensure security and integrity of systems and data.

Depending on the scale of the manager, this could include system testing, offsite IT and data back-up,
disaster recovery procedures and supervision of contract IT resources.

Legal and regulatory risk

Hedge fund managers often trade in securities in multiple jurisdictions and therefore need to understand
applicable local rules and regulation.

Operational risk — legal and regulatory risk Standards and Guidance [17g]

e A hedge fund manager should ensure that it understands local conduct of business rules and
regulations which apply in the jurisdictions in which it operates (including any rules governing
the passporting of regulatory authorisations from one jurisdiction to another). A hedge fund
manager should also ensure that it understands laws and regulations relevant to the securities
in which it trades (eg shareholding disclosure requirements and foreign ownership rules).

Operational risk - Disclosure Standards and Guidance [18]

¢ To enable investors and creditors to be confident that operational risks are managed
satisfactorily, a hedge fund manager should make available a summary of its procedures
and controls applying to the management of operational risk to investors and creditors
undertaking due diligence.

Outsourcing risk [19]+[20]

The hedge fund industry is traditionally based on a strongly unbundled business model, with managers
focusing on what they are best at — managing the portfolio — while third parties provide other services such as:

e an administrator to handle, amongst other things, fund accounting and transfer agency services (for
example, handling subscriptions for and redemptions of investments in the funds);

e avaluation expert (often also the administrator) to value the assets and investments in the fund’s portfolio;

e one or more prime brokers to provide, amongst others, brokerage, stock-lending, financing, back and
middle-office support (including clearing and settlement of trades) and other administrative services;

e one or more custodians (often also prime brokers) to provide custody services for the fund’s assets; and
e an auditor to provide audit services for the fund’s annual accounts.

All of these services are vital to the success of hedge funds. Ensuring that the selection and monitoring of third
party service providers is properly managed is therefore of great importance to investors.

The HFWG identified the following issues in relation to third party services provided to the hedge fund:

e Do hedge fund managers take sufficient care and conduct adequate due diligence when recommending
third party service providers for the fund?

e Are third party service providers adequately monitored?
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e Do hedge fund managers themselves provide or, where appropriate, encourage the provision by other
service providers of sufficient information to fund governing bodies to enable them to evaluate and review
the appointment or continued appointment of third party service providers?

e Do hedge funds rely excessively on particular third party service providers who may lack robust
infrastructure and fail to provide expected service levels?

e s sufficient information provided to investors as to how third party service providers are selected and their
performance monitored?

FSA Principles
Relevant FSA Principles include:

(2) Skill, care and diligence — a firm must conduct its business with due skill, care and diligence.

(3) Management and control — a firm must take reasonable care to organise and control its affairs
responsibly and effectively, with adequate risk management systems.

(10) Clients’ assets — a firm must arrange adequate protection for clients’ assets when it is responsible
for them.

Outsourcing risk - Governance Standards and Guidance [19]

50 Reports on controls under the (US) SAS70, (UK) AAF 01/06 or other standards include a report from an independent reporting accountant.
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Outsourcing risk - Disclosure Standards and Guidance [20]
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Fund Governance [21]+[22]

Potential conflicts of interest can arise between hedge fund managers, the hedge funds which they manage
and investors in those hedge funds, for example in relation to manager remuneration and other related factors.
To mitigate these potential conflicts, appropriate governance mechanisms and oversight are required.

An important issue to consider on establishing a fund, therefore, is the mechanism for addressing and
containing such potential conflicts of interest. This issue may not have been accorded great importance when
the hedge fund industry was in its infancy, perhaps reflecting the fact that the relationships between managers
and their relatively few private investors were more informal and managers themselves may have been the
main investors. As such, these relationships were essentially based on mutual knowledge and trust at that time.
As the industry has grown, however, the investor base has broadened with more and more institutional
investors (insurance companies, pension funds, endowments and so on) and funds of funds starting to invest in
hedge funds. For three reasons, HFSB considers that this change in the investor base requires a reinforcement
of oversight processes:

e increasing remoteness between ultimate investors and hedge fund managers;
e increasing institutionalisation, with investors looking for a higher degree of comfort; and

e increasing “retailisation” of the ultimate investor base (for example, entry of retail investors and investment
by insurance companies and pensions plans owing ultimate duties to retail investors).

Of course, not all hedge funds are the same and so best practice in any particular case may need to reflect the
investor base, the size and age of a fund, how long the manager has held the position and other relevant
factors. This indicates a “spectrum” of governance approaches:

e At one end of the spectrum are the more informal types of hedge funds, where the hedge fund managers
themselves and their friends, families and other contacts are significant investors and there is a limited
number of other sophisticated investors who are known to the manager. A more informal set of
governance arrangements may be appropriate for these funds. It should be noted, however, that even in
these circumstances at times of stress the nature of the relationship between the manager, the fund
governing body and the investors can be tested. It may therefore be the case that a more robust, advanced
governance model could be an advantage even for these more informal types of hedge fund.

e At the other end of the spectrum, best practice should reflect the increased depersonalisation,
institutionalisation and “retailisation” of the investor base by the fund manager seeking to strengthen the
fund governing body and giving more prominence to the distinction and independence between the fund
governing body and the hedge fund manager. Such independence may be reflected in the composition of
the fund governing body and/or the ability of the fund governing body to terminate the investment
management agreement.

e In the case of listed or quoted closed-ended vehicles, this is likely to make compliance with all or
substantially all of the provisions of established codes of corporate governance and other director guidance
desirable (or perhaps versions of such codes or guidance which have been adapted specifically for hedge
funds). An advanced governance model such as this requires a suitably qualified and experienced board
with a majority of independent directors who can hold the manager directly to account for its performance
and its conduct under the investment management agreement.

72 Hedge Fund Standards: Final Report



Of course, HFSB acknowledges that irrespective of the chosen governance approach, in practical terms,
investors usually choose a manager to invest with rather than appointing a fund governing body with a
mandate to select an appropriate manager.

The key issue which the HFWG identified in relation to the establishment of appropriate fund governance
mechanisms was therefore:

e Do hedge fund managers provide a satisfactory mechanism or vehicle for handling potential conflicts of
interest between themselves and investors?

FSA Principles

Relevant FSA Principles in this context include:

(3) Management and control — a firm must take reasonable care to organise and control its affairs
responsibly and effectively, with adequate risk management systems.

(6) Customers’ interests — a firm must pay due regard to the interests of its customers and treat them fairly.

(7) Communications with clients — a firm must pay due regard to the information needs of clients and
communicate information to them in a way which is clear, fair and not misleading.

(8) Conflicts of interest — a firm must manage conflicts of interest fairly, both between itself and its
customers and between a customer and another client.
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Fund governance Standards and Guidance [21]

Prior to the establishment of a fund, a hedge fund manager should assess where the fund
governance structure should lie on the “spectrum” (see above). In light of that assessment,
the manager should be proactive in seeking to ensure that a fund governance structure which
is suitable and robust to oversee and handle potential conflicts of interest is put in place at
the outset.

A hedge fund manager should on the establishment of a fund do what he reasonably can to
encourage and assist the fund governing body to identify and recruit members of the fund
governing body with suitable experience and integrity to enable the fund governing body to
be able to discharge effectively its role with the appropriate level of independence.

A hedge fund manager should throughout the life of the fund be cognisant of the need for the
fund governing body and governance processes to be effective and appropriate (having
regard, among other things, to any changes in the nature of the fund and its investors), advise
the fund governing body accordingly and do what it reasonably can to encourage and assist
the fund governing body to make any changes which in the light of such advice the fund
governing body considers to be necessary or desirable (including recommending suitable
individuals it has identified as additional or replacement directors as appropriate).

A hedge fund manager should encourage and assist the fund governing body to meet
regularly, to conduct such meetings in a manner which safeguards the intended legal,
regulatory and tax status of the fund and to document such meetings properly.

— In normal circumstances HFSB would expect fund governing bodies to meet at least quarterly.

A hedge fund manager should carefully consider the extent to which the adoption by the fund
governing body of all or parts of established codes of corporate governance or other director
guidance®' is appropriate and do what it reasonably can to encourage and assist the fund
governing body to act accordingly. This includes ensuring that the fund governing body has
adequate resources to comply with any such corporate governance code or director guidance.

Whilst HFSB recognises that managers cannot legally require independent boards to adopt best practice
principles for their governance, they should nevertheless use their influence to encourage adoption and
compliance. Naturally, HFSB is also aware that the Standards in no way override legal, technical,
contractual and tax realities.

As guidance to managers when considering which corporate governance code or director guidance are
appropriate for fund governing bodies to adopt, HFSB has set out below a selection of those principles
contained in the corporate governance codes and director guidance published by AIC and AIMA which it
considers to be of greatest importance®'. HFSB recognises, however, that not all of these principles will
be applicable to all types of hedge funds:

— directors’ potential conflicts of interest should be disclosed fully to the fund's investors (through the
fund’s offering documents) and the board as a whole (at the first available meeting) (AIMA 1.4);

— fund boards should have sufficient collective expertise, availability and be otherwise qualified to
understand the investment policy and strategies of the fund and the attendant risks (AIC 6, AIMA
1.4). Expertise should include areas such as investment management, regulatory issues, accounting,
administration and technical understanding of the fund’s strategies;

51 AIC: Association of Investment Companies: The AIC Code of Corporate Governance (2007), http://www.theaic.co.uk/files/technical/AICCode.pdf;
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AIMA's Offshore Alternative Fund Director’s Guide (2008) www.aima.org (the full text is only available in hard copy).
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Fund Governance - Disclosure Standards and Guidance [22]
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Shareholder conduct, including activism [23]-[28]

Investors who take on a more pronounced role in dealing with companies in which they are invested with a
view to encouraging behaviour more beneficial to shareholders are often referred to as “activist” investors. This
could include, but is not limited to, engaging in discussions with management on issues such as overall
company strategy, capital structure, dividend policy, merger or de-merger decisions and executive
compensation. It could ultimately result in the investor exercising its voting power to effect changes that the
investor believes will increase the value of its investment in the company.

While the term activism is often used to describe hedge fund managers, it is important to note that
an overwhelmingly large number of activist investors are clearly not hedge fund managers, and
most hedge fund managers are not pursuing activist strategies. Even if a manager is labelled as
being activist, this does not mean that it engages actively with all companies in which it invests.

The HFWG acknowledges that there is a public debate on the advantages and disadvantages of activist
investing. Among the perceived advantages are better risk and resource allocation in the economy as a whole
and strengthened corporate governance®?. Perceived disadvantages include short-termism and job losses in
corporate restructurings. However, general debate about activist investing is beyond the scope of this report,
although the HFWG members would be happy to contribute to it. Rather than engaging in this debate here
within this Report, the HFWG believes it is more appropriate to clarify some specific underlying concerns and
delineate best practice approaches that hedge fund managers should adhere to in relation to their conduct on
behalf of funds which are shareholders in investee companies. Relevant areas include prevention of market
abuse, such as insider trading, and other issues relating to shareholder conduct.

It is important to note that the best practice approaches identified in the following sections might well merit
consideration for adoption by all investors as well as applying to hedge funds.

The subsequent Standards apply to all hedge fund managers, whether activist or not.

Prevention of market abuse [23]+[24]

Proper market conduct and prevention of market abuse are crucial to maintaining market integrity and overall
confidence in financial markets. Of course, market abuse applies to a much wider range of activities than just
activism. All market participants, including hedge fund managers, have to comply with the laws and
regulations applicable in the markets in which they invest. In the EU context, the relevant legislation is the
Market Abuse Directive (“MAD") which has been implemented in the UK by section 118 of the Financial
Services and Markets Act 2000 (“FSMA"). In addition to the five market abuse offences introduced by MAD,
FSMA also contains two market abuse offences retained from the pre-MAD UK regime. The Code of Market
Conduct published by the FSA contains guidance on compliance with the market abuse regime.

However, activist investors are much more involved in the interplay of information between the public and
private domains than traditional managers and therefore need to be particularly vigilant about market abuse. In
addition, hedge funds often span a variety of asset classes including equities, credit and private equity, and may
have access to privileged information in certain areas of their organisation. This requires adequate mechanisms
to ensure compliance with applicable market abuse laws and regulation.

The HFWG identified the following issue in relation to market abuse:

Do hedge fund managers comply with applicable law and regulation on market abuse?

52 Eg see OECD Report on The Implications of Alternative Investment Vehicles For Corporate Governance (2007)
http://www.oecd.org/dataoecd/60/11/39007051.pdf
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FSA Principles

(1) Integrity — a firm must conduct its business with integrity.

(3) Management and control — a firm must take reasonable care to organise and control its affairs
responsibly and effectively, with adequate risk management systems.

(5) Market conduct — a firm must observe proper standards of market conduct.

(11) Relations with regulators — a firm must deal with its regulators in an open and co-operative way, and
must disclose to the FSA appropriately anything relating to the firm of which the FSA would reasonably
expect notice.

Prevention of market abuse — Governance Standards and Guidance [23]
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Examples of compliance procedures designed to identify, detect and prevent market abuse

Abuse Procedures

Insider dealing

Notification to the compliance officer if an employee believes he/she has received inside
information

Compliance officer to determine whether information is material and
non-public

If information is material and non-public, the securities of the issuer concerned are to
be placed on the restricted list (in which case such stocks cannot be traded) or on a
grey list (non-disclosed restricted list, which prevents such information from being
shared with the entire firm, such that it might allow personnel to second guess why
something was restricted)

Securities (shares, bonds, etc) of companies on the restricted list in which the entire
firm would be excluded from dealing (eg, restricted in the order management system)

Where practicable, Chinese walls to prevent, for example, individual portfolio managers
who are members of a creditors’ committee of a distressed or bankrupt company (and
who therefore have access to confidential information) from also trading such
company’s debt or equity

In instances where inside information is known to employees who have no active
involvement in the investment management function, documentation
of details of this knowledge should be placed on a separate (non-publicised) register

Dissemination of insider
information

Managers should have policies to restrict dissemination of material non-public
information including, for example, the manager’s own intention actively to engage
with a company (eg by advocating/suggesting a corporate restructuring)

Non-disclosure of
shareholdings when
disclosure thresholds have
been exceeded

Managers should document arrangements with other parties (eg other managers)
together with which it has adopted a “lasting common policy towards the
management of the issuer in question”

Relevant disclosures should take place if disclosure thresholds are exceeded, accounting
for collective share ownership of all parties involved

Prevention of market
manipulation

Public relations policies regarding public statements of intent to seek to ensure that no
false or misleading impressions are given to the market

Prevention of market abuse — Disclosure Standards and Guidance [24]

e A hedge fund manager should disclose to investors in its own marketing materials that it has a
policy to prevent market abuse (no disclosure of the actual policy is required).

Further guidance on market abuse topics applicable to a range of firms can be found in FSA Market Watch
publications®. The HFWG recognises the complexity of the issues and would welcome further guidance from
regulators, as well as being ready to participate in necessary debate.

publicly disclosed).

out situation.

Examples of potential inside information

¢ Knowledge of another hedge fund manager’s intention to engage in activist behaviour (which is not

¢ Inside information obtained by a manager while serving on a creditor committee in a bankruptcy work-

e Information on upcoming securities offerings, which have not yet been publicly announced by the issuer.

53 Market Watch No. 15, 17 (Anti market abuse systems and controls); No. 20 (shareholder activism); No. 21 (controls over inside information relating to
takeovers): http://www.fsa.gov.uk/pages/About/What/financial_crime/market_abuse/library/newsletters/index.shtml
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Proxy voting [25]+[26]

Assets under management by the hedge fund industry have significantly increased over recent years and hedge
funds have become powerful participants in equity markets. As part of their duties to their clients, hedge fund
managers should participate, where possible, in corporate decisions that affect the performance of investments.

The HFWG identified the following issue in relation to proxy voting:

e Do managers fulfill their duty to vote proxies where it is in the best interest of investors?

FSA Principles

(5 Market conduct — a firm must observe proper standards of market conduct.

(6) Customers’ interests — a firm must pay due regard to the interests of its customers and treat them fairly.

Proxy voting - Governance Standards and Guidance [25]

54 Black box trader: computerised, automated trading system, which generates buy and sell signals based on proprietary algorithms, often executing a larger
number of trades.
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Proxy voting - Disclosure Standards and Guidance [26]

¢ A hedge fund manager's proxy voting policy should be made available to investors upon
request. A hedge fund manager should also document cases where the voting policy has not
been followed and report accordingly to the fund governing body.

Disclosure of derivative positions [27]

Derivatives such as CfDs allow investors to obtain economic exposure to stocks. There are many reasons for
seeking exposure via derivatives rather than buying the stock directly, including market access, stamp tax and
funding/leverage®>. The HFWG is conscious that these derivatives do not normally fall under the same disclosure
requirements (in the UK, for example, under the FSA's Disclosure and Transparency Rules®®) as shares owned
outright®’.

The HFWG identified the following issue on disclosure of derivative positions:

e Do hedge fund managers use derivatives to avoid disclosure of (economic) positions in companies which, if
they owned the stock directly, would have to be made public, thereby giving a misleading impression to
the market?

FSA Principles

(1) Integrity — a firm must conduct its business with integrity.

(11) Relations with regulators — a firm must deal with its regulators in an open and co-operative way, and
must disclose to the FSA appropriately anything relating to the firm of which the FSA would reasonably
expect notice.

Disclosure of derivative positions

HFSB acknowledges that companies have a right to know who owns them or who has an ability to obtain
significant voting power easily. Indeed, members of the HFWG would welcome higher levels of disclosure.

However, the voluntary adoption of enhanced disclosure requirements by hedge fund managers (or any
other particular sector of the market) would cause distortions in the market place because they would not
apply to all market participants but merely to hedge fund managers.

HFSB welcomes the FSA consultation®® on the disclosure of contracts for difference and looks forward to
its results.

Borrowing stock to vote [28]

Securities lending arises when a holder of securities agrees to provide them to a borrower for a limited period
of time secured against pre-agreed collateral or cash. At the end of the lending period, the borrower returns
the securities, or an identical equivalent, to the holder. The holder receives a fee from the borrower for the use
of the borrowed securities. Since ownership passes to the “borrower”, stock “lenders” lose the right to vote
their stock although they retain the economic interest, while the borrower obtains the right to vote.

This has given rise to concern that some market participants could borrow stock in order to vote at shareholder
meetings, while not being economically exposed. As a result, the voting rights attaching to the holding would
not necessarily be exercised in the best interest of the lender who has the economic exposure. The HFWG is

55 When buying stock, the investor will have to pay the market value of the holding. In the case of a derivative, the investor might only be exposed to the
changes in value of the underlying stock, but with no need to fund the position at the outset, save for the posting of margin.

56 Disclosure and Transparency Rules, eg requiring disclosure of share ownership if certain thresholds are exceeded.

57 NB: There is a disclosure obligation if under the terms of the derivative the fund can require physical delivery of the underlying securities.

58 FSA's Consultation paper 07/20 “Disclosure of contracts for difference” (November 2007): http://www.fsa.gov.uk/pubs/cp/cp07_20.pdf
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concerned that this use of borrowed stock undermines investor confidence in the results of shareholder votes.
Since this issue is not specific to hedge funds but is of wider application, the HFWG would welcome wider
consultation with regulators and market participants to develop a regime that is applicable to all parties and
ties votes to underlying economic exposure.

The HFWG identified the following issue on borrowing stock:

e s it appropriate for hedge funds to borrow stock to vote while not economically exposed?

Borrowing stock to vote — Governance Standards and Guidance [28]
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