
Fund Governance Redux: 
2012 Industry Data, Hot Topics & 

Recommended Best Practices 

Best Practices Series 
February 2013     

EXECUTIVE SUMMARY 

We have collected and analyzed 2012 SEC data on 2,279 Cayman domiciled funds to get an indication of  fund governance 
practices.  On balance, the 2012 data show a modest improvement in governance practices versus 2011 data, albeit 
from a “low base”. 

  SFA data shows that 26% of  funds have no external directors – an alarming number but an improvement from 2011’s 
level of  31%.  The proportion of  funds with the highest risk profile -- with no external directors and only one or two 
internal directors -- was 14% in 2012, a marginal improvement from last year’s 15% rate.  (Pages 3-4) 

  US manager practices continue to lag the UK, European and other Commonwealth countries where boards are more 
likely to be diverse and have a majority of  external directors.  (Pages 4-5) 

  A major litmus test for the industry is the prevalence of  “split” boards – situations in which the external directors work 
for different firms and therefore are more likely to be truly independent.  US managed funds lag badly in this area with 
only 35% having split boards versus 72% in UK, Europe and Commonwealth countries.  (Page 5) 

  Size does matter: larger firms tend to avoid the most troublesome board configurations but they fall short of  best 
practices.  (Page 6) 

  Despite recent negative press attention, the most popular professional directors (so-called “jumbo” directors) continue to 
handle hundreds of  funds – the top 30 likely sit on more than 100 each and the top 3 likely sit on more than 400 each.  
But the trends are improving: last year there were 40 directors thought to be sitting on 100+ boards. (Page 6) 

  If  a Cayman-domiciled fund has an external director, the probability that at least one of  these “jumbo” directors sits on 
its board is 60% - so most professional investors continue to be at risk.  (Page 6)   

  78% of  external directors work for (i) professional directorship firms, (ii) fund services companies or (iii) law firms and 
don’t typically have investment backgrounds.  There are few external directors with the requisite experience to effectively 
monitor changes in investment strategy or fund risk despite investor preferences for this experience set. (Pages 6-7) 

  US onshore governance practices are in their infancy but increasingly are being discussed by industry participants.  The 
legal risks of  not having a governance framework for US onshore partnerships is topical as the SEC and other regulators 
appear increasingly troubled by current industry practices.  (Page 7) 

  In presenting the 2012 data, Sound Fund Advisors outlines best practices in fund governance for board composition, 
responsibilities, meetings and shareholder interaction. (Page 8-12) 
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In February 2012, SFA published the first report to 
gather comprehensive data on fund governance 
practices for Cayman-domiciled funds.  Response to 
the SFA paper was overwhelming and suggests that 
investment managers, investors and service providers 
are interested in knowing more about the current state 
of  fund governance.  With that in mind, we have 
collected the calendar-year 2012 data, and this report 
presents that information, along with our views on 
several industry hot topics.  Similar to last year, we 
have also included a section on fund governance best 
practices. 

Momentum for Governance Transparency? 

Since last year’s SFA report, there has been increased 
attention from both investors and regulators regarding 
fund governance practices.  On the investor side, 
anxiety continues to center on “jumbo” directors -- i.e. 
individuals that take on 50+ (and in some cases 
hundreds) of  directorships and whether it’s possible to 
provide genuine oversight with that many assignments.  
For more on this topic, see the July, 2012 New York 
Times front page article, “In Caymans, it’s Simple to Fill 
a Hedge Fund Board.”  In response to these concerns 
and with the goal of  retaining its preeminent position 
with fund managers and investors, the Cayman Island 
Monetary Authority (“CIMA”) is currently circulating 
proposals that include making fund directorship 
assignments more transparent.  Whether these 
proposals will go far enough to shed complete 
sunshine on the number of  assignments held by 
individual directors remains to be seen, but the 
essential point is that momentum is building for 
improved disclosure.  Investors are starting to question 
and care about the quality of  governance and fund 
oversight – and thoughtful investment managers are 
taking notice. 

Until the CIMA proposals are in effect, however,  
information on fund governance practices will remain 
difficult to obtain. But there is some data available.  In 
our description of  the current state of  governance, we 
will be relying on calendar-year 2012 data made 
available by the US Securities and Exchange 
Commission (“SEC”).  Some offshore funds file a 
Form D or D/A (an amended Form D) with the SEC 
-- typically to allow them to issue securities exempt 
from SEC registration to  tax-exempt US investors, like 

foundations, endowments or state/public retirement 
plans. Data from the Form D, therefore, does not 
capture the entire fund universe.  One simple estimate 
of  the completeness of  the data set is that there were 
10,841 funds registered in Cayman Islands as of  
December 31, 2012, while our Form D dataset shows 
2,279 Cayman funds filing a Form D.  Therefore, we 
are capturing approximately 21% of  all Cayman funds.  
This is a large enough sample to be indicative of  
current practices.  We should also note that our data 
may be over-estimating the quality of  fund governance 
practices.  The universe of  funds that file a Form D 
with the SEC is large but is not a random selection of  
all funds.  Funds that can successfully market to US 
tax-exempt investors are more likely to pay attention to 
important issues like governance.  A more complete 
description of  the data is available in Appendix I.  

Board Composition Distribution 

Based on our data, we were able to identify individuals 
as either internal or external directors. To put it briefly, 
an internal director either works for the investment 
manager/advisor or for an organization with an 
ownership interest in the investment manager/advisor. 
An external director is anybody on a fund board that 
doesn’t fit the criteria for an internal director. (While 
the terms “external” director and “independent” 
director are frequently used interchangeably, we outline 
a more nuanced view of  a true “independent” director 
in our Best Practices section.  Since we lack sufficient 
information to make this distinction with the SEC 
data, we will use the term “external” director with this 
data.) With these caveats, let’s look at the frequency of  
various board configurations. 
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director profiles, this is sufficient for many funds. 

Do External Directors Have Control? 
We are able to look at the question of  who has majority 
control of  a board.  This view does not account for the 
possibility that either internal or external board 
members have super-voting rights.  But based on the 
data, many funds have moved towards the preferred 
model of  placing control in the hands of  external 
directors. 

How Does Manager Location Affect Practices? 

We grouped the data into regions based on the location 
of  the investment advisor.  The data suggests materially 

The data show that most funds have external directors. 

How Many Internal Directors? 
There is no commonly accepted number of  internal 
directors according to our data.  The increased 
incidence of  one internal director appears to result 
from one of  two configurations: either a founder with 
no external directors or (even more typically) a one 
internal/two external director model.  One or two 
internal directors should be sufficient for most funds. 

How Many External Directors? 

For funds that have external directors, the most 
common number to have is two.  With the appropriate 
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different practices by region.  As you can see from the 
data below, UK and Commonwealth countries (Canada, 
Australia, New Zealand, etc) have corporate 
governance practices that are more developed than the 
US and Asia or other EM managers. 

Split Boards 
We see something similar when we look at another 
indicator of  the quality of  governance: the incidence of  
external directors coming from the different firms 
(“split boards”).  While it is often described as more 
“efficient” to have two external directors from the same 
firm, it compromises the effectiveness of  the second 
director for several reasons: (i) as a consequence of  the 
history and culture of  the organization providing the 
directors, the two directors are likely to have similar 
backgrounds, (ii) frequently the two directors will 
informally assign one of  them to be a “lead director” 
and the other director will pay less attention and rely on 
the lead for information and guidance, and (iii) 
directors from the same firm may be more likely to 
defer to each other.  Effectively this reduces the two 
external directors to something akin to one external 
director.  This practice is common in less developed 
governance situations because the external directorship 
firm will frequently discount the price for the second 
director.  This makes it appealing to start-up funds or 
firms that are looking for easy, turn-key answers.  In 
our universe, having a split board is significantly more 
common in funds that have non-US managers. 
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What do investors want? 
The very low incidence of  split boards in the US (35%) 
stands in stark contrast to the expressed desires of  
investors, and to a large degree managers themselves.  
The MPL Hedge Fund Governance Survey, conducted 
by IFI Global in the Fall of  2012, found a strong 
preference for split boards. 

The data suggest that practices should be expected to 
change in the years ahead as funds better align with best 
practices and investor preferences. 
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this paper we spent more time talking about jumbo 
directors and numbers of  assignments.  This year, it is 
appropriate to focus on the positive: while there still 
seem to be directors who hold a significant number of  
board seats, concentration is going down.  Last year, we 
estimated that there were 44 directors with 100 or more 
assignments.  This year, that number is estimated to be 
closer to 30.  Last year, an investor in a Cayman fund 
had a 78% chance of  having either no external 
directors or a jumbo director on their board.  This year, 
the incidence of  no external director or a jumbo 
director went down to 70%.  Hopefully as the industry 
moves forward, these number will moderate further.    

Who Are The Largest Providers? 
An issue as important as concentration or jumbo 
directors is the relative lack of  diversity of  most fund 
boards.  While our conclusions are drawn from 
inferences, the data paints a stark picture.  Over three-
quarters of  external directors come from one of  three 
firm types: (i) dedicated directorship firms, (ii) law 
firms or their affiliates and (iii) diversified fund service 
companies.  These firms are proficient at supplying 
directors with legal, regulatory or administrative 
backgrounds.  But very few of  these firms have staff  
with investment, risk or portfolio management 
backgrounds.  Directors that may have a markets or 
investment background are captured by the “Other” 
category below (and to some extent by the “Individual” 
category.   

How does size influence fund governance? 
As one would expect, the size of  the investment 
manager does have an impact on board composition.  
Larger managers (with assets greater than $1 billion) 
tend to avoid the most troublesome board 
configurations.  For example, larger managers only have 
7% of  their funds with one or two internals and no 
externals versus a 19% frequency for smaller managers.  
And while the absolute number of  directors isn’t a 
substitute for quality or independence, 29% of  larger 
funds have 5 or more directors versus only 15% of  
smaller funds.  What’s disappointing, however, is that 
larger funds have not shown more leadership in the 
areas of  board control and avoiding jumbo directors.   
With regard to board control, the data suggests that 
larger funds show only a slight advantage in terms of  
external director majorities and the incidence of  jumbo 
external directors is the same as smaller funds. 

How Many Assignments? 
There is no hard and fast rule about the number of  
assignments an independent director can handle.  If  a 
director doesn’t do his/her job properly, one 
assignment is too many.  We believe in transparency, 
and the idea that market participants (investors, 
directors, investment managers and other service 
providers) can manage to satisfactory configurations if  
they have knowledge about the number and nature of  
other assignments that directors may have.  Last year in  
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The profile of  Cayman fund directors varies quite a bit 
from the expressed preferences of  investors.  Below are 
the results from the MPL Hedge Fund Governance 
Survey, conducted by IFI Global in the Fall of  2012, on 
the most important skill sets for a fund board as seen 
by investors.  The highest ranking answers were 
portfolio management and risk management. 

Clearly there is work to do in terms of  aligning investor 
concerns about relevant director experience and current 
fund board configurations. 

US Onshore Governance 

While some funds have chosen to tackle the issue of  
providing parallel governance structures for US 
onshore partnerships, this effort is still in its infancy.  
Before describing these efforts more fully, it is worth 
pointing out that this issue in particular represents a 
significant legal, regulatory, and public relations 
challenge for the industry.   
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To make the public relations point first, the increasingly 
partisan tone in Washington is motivating both parties 
to focus on instances where politicians or their 
supporters invested in vehicles domiciled in offshore tax 
“havens”, and specifically the Cayman Islands.  This 
issue is likely to continue in the coming year as the tax 
treatment of  carried interest is discussed and debated 
often in populist terms. Lines are already being drawn 
between tax havens and poor governance and oversight 
– and it’s likely that this will further highlight the 
absence of  oversight for US vehicles.  With the 
attention that is already on public and corporate 
pension plans and their management, it would be 
surprising if  the media, politicians and regulators don’t 
become more involved.   (See, for example, the recent 
Huffington Post article, “Caymans’ Folly: Do You 
Know Where Your Pension Funds Are?”)   

On the regulatory front, there are already signs that the 
SEC is more interested in these issues.  As discussed in 
a recent article in The Non-Executive Director, Bruce 
Karpati from the SEC’s Enforcement Division has 
“stated that US hedge funds’ lack of  independent 
governance makes them more susceptible to conflicts of  
interest, insider trading and  other fraudulent practices.” 
The SEC is promising more focus on these issues in 
2013.  The challenge for the industry is that there is no 
compelling reason for the disparate onshore/offshore 
treatment.  It’s hard to argue that funds and their 
investment managers should knowingly endorse or 
sponsor less protection and oversight for one set of  
investors (onshore) than identical investment strategies 
offered to other (offshore) investors.  

For managers that are tackling this issue, different 
models are beginning to emerge.  Some funds have 
moved towards creating a governance committee or 
advisory committee where the general partner of  the 
partnership can only exercise certain powers (such as 
suspending redemptions, changing auditors, transacting 
between vehicles managed by the investment manager) 
with the approval of  the committee.  In other cases, 
funds are establishing a “Board of  Managers”  which 
governs the general partner directly and functions much 
like the board of  directors of  an offshore fund.  Both 
of  these structures are an improvement over current 
practices and will likely be more prevalent in the coming 
years.  
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The SFA View on Best Practices in Fund 
Governance 

Let’s start with the obvious: almost all hedge funds are 
started at the instigation of  a particular investment 
manager as a vehicle to effectuate a particular 
investment strategy or approach.  This differs 
importantly from a traditional corporate model where 
directors are actively involved in setting a strategic 
direction or vision and hiring management to execute 
on it.  Investors in corporations that suffer poor 
management may reasonably expect the board to 
appoint new managers.  But investors in hedge funds 
make the hiring/firing decisions themselves by sticking 
with or redeeming from their investments.    

But this increased investor responsibility does not mean 
that investors should not be protected or that 
investment managers have free reign.  Investors have 
the right to be protected from conflicts of  interest, 
from misrepresentations of  investment strategies or 
risks, and from misconduct or fraud.   At its best, fund 
governance provides this assurance in a transparent, 
structured and thorough manner.  

Best Practices: An Absolute or Relative Concept? 

Discussions of  best practices often start with a fixed 
concept – the ideal so to speak.  But perhaps a more 
realistic view of  best practices is to acknowledge that 
practices should evolve depending on the resources, 
size and complexity of  a fund or fund complex.  The 
problem in the hedge fund industry today isn’t primarily 
a lack of  awareness of  how boards should be 
constituted or how boards should practice.  The 
problem is the apparent stickiness or inertia of  boards 
and practices that made sense when funds were $50 
million but no longer make sense when they are ten 
times that size.  In other areas, we expect, if  not 
demand, funds to evolve as their assets, strategies and 
operational complexity grow.  The same should be true 
with their approach to governance.   So best practices 
may not be a fixed point but a continuum and funds 
judged as much by their movement as by fixed 
standards.  In each section of  our discussion, we will 
talk about ideals, but we will also include a paragraph 
on what smaller funds may accomplish with more 
limited resources. 
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I.    Board composition 

The most important contributor to strong fund 
governance is an excellent board.  The best governance 
procedures will be ineffectual in the hands of  a group 
of  disinterested individuals.  We believe that best 
practices in board composition involves the following: 

①   A board composed of  representatives of  the 
investment manager and independent directors.  
Independent directors are directors that (i) have no 
direct or indirect ties to service providers to the funds 
(e.g. the investment manager, onshore or offshore 
counsel, auditors, administrator, etc.), (ii) are not 
providing ancillary services to the fund that could create 
conflicts (e.g. third-party marketing services), and (iii) 
are themselves not shareholders or LPs.   While having 
a director that is also a shareholder may heighten their 
attention, it also creates situations where their personal 
interests may conflict with the interests of  the broader 
group of  shareholders. 

②   The investment managers’ representatives on the 
board should include the CIO and (when possible) the 
COO or comparable person in charge of  non-
investment activities.   The perspective of  the 
investment manager should be represented on the 
board.  Additionally, including the CIO and COO 
creates a personal legal responsibility for the fund’s 
proper management.  

③  The independent directors should have a majority of  
the votes on the board  – or their approval should be 
required for certain actions such as suspending 
redemptions or changing the liquidity terms of  the 
fund.   

④  In order to provide meaningful oversight, the board 
– and especially its independent directors - should have 
a diversity of  experience.   The areas of  functional 
insight should include: legal, regulatory, markets/
investment strategies, audit, risk management, and IT. 

⑤  While professional independent directors will work 
for a number of  funds, the capacity of  a director should 
allow that director to devote significant time and 
attention even during periods of  high market stress, like 
Q4 2008.  There is not an exact science to the number 
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of  funds or relationships a director can handle, but the 
director should be transparent about the number of  
assignments they have both to investors and the 
investment manager.  

⑥  Director compensation should be reasonable for the 
amount of  work involved in the assignment, can differ 
from director to director based on their level of  
experience and expertise, and should be set by the 
board, not the investment manager. 

⑦   Directors should be willing and able to travel to 
meet the investment manager and participate in face-to-
face board meetings at least twice per year.  There is no 
substitute for spending time and being with the 
manager and other board members. 

Smaller Funds: Smaller funds are likely to start with a 
board primarily or entirely comprised of  internal 
directors.  There should be at least two internal 
directors covering investment and operational areas and 
the boards should be operating in a transparent, 
structured manner.  Even with limited budgets, a third-
party firm can be engaged to provide corporate 
secretarial services (compiling and distributing agendas 
and meeting materials, taking minutes, establishing 
follow-up schedules. etc.).  This can be an important 
prod to keeping the trains running on time.  As and 
when practical, firms would add their first independent 
director.   

 II.  The role of  the board 

While the board will typically delegate many day-to-day 
responsibilities to third parties like the investment 
manager, administrator, auditors, etc., the board retains 
very important roles and responsibilities.  These would 
include the following: 

① 	   	  Monitoring Strategy, Risk and Liquidity Profile.  The 
Investment Management Agreement will specifically 
delegate the responsibilities for selecting investments, 
portfolio construction, risk management and trading/
dealing to the investment manager.  The board should 
be ensuring, however, that when the investment 
manager is exercising these responsibilities that he or 
she is doing so in a manner that is consistent with the 
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prospectus and other materials that have been provided 
to investors.  Put simply, the board ensures that the 
manager adheres to investment, risk and liquidity 
restrictions.  Independent directors should take the lead 
in this role because of  the inherent conflict of  interest 
for “inside” directors.  While this can often seem 
relatively straightforward, many funds adapt and change 
with market conditions over time.  The independent 
directors are charged with the responsibility to ensure 
that this change does not constitute wholesale strategy 
drift or a change in risk or investment profile that 
differs materially from what was described to investors.  
The directors may be helped in this regard by requesting 
that the administrator prepare reports for the board that 
would highlight changes in security types or strategy 
profile. 

②   Monitoring Service Providers.  The investment manager 
will be responsible for daily interaction with third-party 
service providers like prime brokers, auditors and legal 
counsel, but the board should supervise and approve 
the selection of  these providers and interact with them 
at regular intervals.  This provides shareholders with an 
important protection against either (i) conflicts of  
interest between the service providers and the 
investment manager, and (ii) fraud or misconduct – 
which typically would require some combination of  
misconduct and negligence by the investment manager 
and the fund’s other service providers.  

③   Valuation.  One of  the most important risks in 
governance today is the uncomfortable level of  
vagueness on exactly who is ultimately responsible for 
valuation of  the fund’s assets.   It is clear that the 
directors perform a role in the valuation process, but 
that role may differ from fund to fund.  What is 
important is that all roles be clearly defined and 
acknowledged, whether it be the directors, the 
investment manager, the administrator, the valuation 
agent or any other third party and that this be 
communicated properly to investors.   With regard to 
the directors specifically, the board should do the 
following: (i) supervise any valuation committees that 
may be constituted to process valuations, (ii) approve 
valuation procedures and processes, (iii) approve any 
exceptions to the agreed-upon procedures, (iv) it should 
be aware of  valuations on hard-to-value or exotic 
securities, (v) sign off  on any transactions that are done 
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between vehicles that are advised by the investment 
manager, and (vi) receive and review NAV packages on 
a monthly or quarterly basis. 

④   Audit.  The directors are directly responsible for 
approving the annual audit for the fund.  In practice, 
this means the directors hire and supervise the audit 
firm, engage the auditor in active dialogue to 
understand the financial compliance environment, and 
satisfy themselves that the accounts are accurate. 

⑤   Accuracy of  Fund Information.  The directors are 
responsible for the accuracy, completeness and 
timeliness of  official communications by the fund to 
investors and potential investors.  This includes the 
offering memorandum, constitutional documents, 
subscription documents, and periodic valuations.   
This information should be reviewed on an annual 
basis to make sure that it remains accurate.  In cases 
where the board is relying on third parties such as the 
administrator or investment manager to send this 
information, it should receive positive assurance that 
this has been done on a timely basis.  Of  course, the 
directors should also be aware and conversant with 
communication directly between the investment 
manager and shareholders or potential shareholders 
(monthly or quarterly updates, risk information, 
marketing materials, etc.). 

⑥   Side Letters.  The board should be actively involved 
in the granting of  any special terms and conditions 
that are codified in a “side letter”. 

⑦   Discretionary Powers.  The board ultimately exercises 
the discretionary powers granted to it by the 
prospectus.  This includes more mundane items like 
the ability to waive sales fees, minimum investment 
amounts, redemption fees or subscription cut-off  
times/dates.  But it also includes the very substantial 
discretion to impose or waive gates, suspend 
redemptions and the calculation of  the NAV.  These 
discretionary powers are often fraught with potential 
conflicts for directors who also work for the 
investment manager.  Therefore it is important that 
independent directors play a substantial role in the 
application of  most discretionary powers. 
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⑧   Shareholder Communication.  The board should be 
well acquainted with efforts undertaken to market the 
funds as well as shareholder relations.  This would 
include understanding the target client base, the current 
mix and needs of  shareholders, redemption and 
subscription requests or schedules, the capacity of  the 
investment strategies, shareholder correspondence and 
shareholder events.  It is important that directors’ work 
product be available to shareholders so that they can 
gain assurance that the board is working in a proper 
manner.  Additionally, individual directors should be 
available to meet or listen to shareholders who have 
concerns or issues with the funds.  These efforts 
generally will enhance shareholder retention.  

Smaller Funds:  It is especially important for smaller 
funds without independent directors that the internal 
directors provide ample documentation of  their 
activities as directors, distinct from their corresponding 
role as members of  the the investment manager.   For 
example, the exercise of  discretionary powers or over-
riding of  valuation procedures should be done in the 
context of  board meetings and not during the normal 
course of  duty as the investment manager.   

III. Director Interaction/Board Meetings 

In order to fulfill the responsibilities discussed above, 
the director will need to spend a material amount of  
time upfront familiarizing him or herself  with the 
investment manager and other service providers.  It is 
our view that this is best accomplished by undertaking a 
formal review that touches on all major areas of  board 
responsibility and provides a documented assurance that 
the director is aware and knowledgeable of  all material 
areas of  concern.  This assessment should be shared 
with the investment manager and interested 
shareholders.  Subsequent to this initial assessment, 
directors will typically interact with other board 
members and the investment manager through a 
schedule of  board meetings.  We recommend the 
following: 

①   The schedule of  board meetings should be 
determined in advance and should be conducted with a 
frequency no less than 3 times per year.  In many cases, 
board meetings should take place quarterly.  At least two 
meetings a year should occur with all board members 
physically present. 

Fund Governance at a Crossroads Sound Fund Advisors 

10	  www.soundfundadvisors.com	  



②  The agenda for board meetings should be provided 
in advance and materials supporting items to be 
discussed should be provided with sufficient time for 
directors to properly consider them. 

③   Third party servicer providers such as 
administrators and auditors should be invited to 
participate during part of  these meetings to report out 
on their areas of  relevance.  

④   While formal meetings are important, board 
members should be ready and prepared to meet 
formally or informally at any time as issues or market 
conditions dictate. 

The agenda for Board meetings may vary from meeting 
to meeting depending on time of  year and the issues at 
hand.  But a typical agenda should include the 
following: 

  Review of  investment performance, risk and 
liquidity profile. 

  Review of  upcoming subscriptions and 
redemptions. 

  Discussion of  marketing efforts and shareholders 
issues or communication. 

  Review of  staffing or infrastructure changes at the 
investment manager. 

  Review of  new account openings/counterparties 
and counterparty exposure. 

  Discussion of  legal, regulatory or compliance issues 
or communication. 

  Presentation by Valuation Committee of  results, 
exceptions, procedures. 

  Presentation by Administrator of  NAV package. 

  Presentation by Administrator of  AML procedures/
issues. 

  Presentation by Auditor of  annual accounts and 
approval as required (annually). 

  Review of  Offering Memorandum, Subscription and 
other fund documents (annually). 
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  Review of  side letters. 

  Review of  any requests for discretionary powers/
waivers. 

  ERISA issues. 

  Review appointment of  service providers and 
engagement of  auditor (annually) 

  Approve renewal of  D&O insurance (annually).  

Smaller Funds: Smaller fund boards should meet at 
least twice per year and it would be good for at least one 
of  those meetings to be with all directors physically 
present.   While the agenda for a board meeting with 
only internal directors may be abridged, it should 
demonstrate that all important roles have been 
discussed and minuted. 

IV.  Shareholder interaction 

We believe that directors should be strongly oriented 
towards serving the interests and needs of  all 
shareholders.  This means that directors should provide 
transparency on the work they have done for the fund, 
the specifics of  their interaction with other directors 
and how decisions were made, and issues that were 
considered.  Minutes of  board meetings should not 
simply record that items were reviewed or considered, 
but should evidence the collective thought process.  At 
the least, board agendas should be available to all 
shareholders.  Board minutes may be available if  the 
directors agree that this will not compromise the quality 
of  their deliberations.  

During normal times, directors should participate in 
shareholder events.  During periods of  market or fund 
stress, directors should be available to shareholders to 
understand their concerns and issues.  Ultimately this 
communication will help the fund (and the investment 
manager) by making sure that investor concerns are 
heard. 

What about On-Shore Governance? 
In theory, an investor in an Onshore US fund should 
enjoy the same level of  oversight and protection that is 
afforded Offshore investors.  But the more typical 
reality is that US-domiciled limited partnerships have no 
meaningful fund governance of  any kind.  The general 
partner (which is typically controlled by the investment 
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manager or its principals) controls the partnership 
and limited partners (the investors) must abide their 
decisions.  It would be a significant step forward if  
US limited partnerships put in place governance 
structures (e.g. Governance Committees or Directors 
at the GP level) that provided meaningful oversight 
and protection like those recommended in this paper. 

Best Practices Checklist 

   A board with 3-5 individuals, a voting majority of  
which are independent, external directors. 

   External board directors that have diverse skill 
sets and include markets and strategy knowledge, 
legal/regulatory experience, risk and operations. 

   External board directors with the appropriate 
number of  assignments and focus to provide 
significant time, attention and oversight even during 
periods of  market stress. 

  Board meetings at least three or four times per 
year, of  which two are face-to-face with all board 
members present. 
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About Sound Fund Advisors 
Sound Fund Advisors ("SFA") was founded by Jonathan Morgan to provide focused and 
active directorship services to asset management firms and institutional hedge funds. 
The firm's approach brings market, risk and hedge fund investing experience to a small 
number of  firms that are interested in best practices in fund governance. Prior to 
founding Sound, Jonathan Morgan was a hedge fund strategist, portfolio manager, 
principal and investor for more than 18 years. Over the past 9 years, he has been the head 
of  hedge fund research and manager selection at Julius Baer Alternatives (2002-2005), 
Barclays Global Investors (2005-2009) and UBP Asset Management (2009-2011). SFA 
brings to bear the best practices in hedge fund research and due diligence into the area 
of  fund governance by adopting a thorough, standardized and transparent process 
coupled with systematic and frequent interaction with investment managers. The 
approach is designed to ensure that investors' objectives are addressed while providing 
the Investment Manager with a knowledgeable and complementary resource to their 
current fund boards. 
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   External board directors that spend significant 
time upfront becoming familiar with the fund and its 
operations. 
   A board that is actively involved in monitoring the 
fund’s valuation process. 

  A board that interacts regularly with the fund’s 
service providers and asks them to participate in 
board meetings. 

  A board with agreed upon meeting schedule, a 
pre-set agenda, and materials to support the agenda 
that are circulated and read in advance by board 
members. 

   A board that interacts with shareholders and is 
transparent and available to them, especially during 
periods of  stress. 



Appendix I – SEC Data Treatment 
This analysis is based on information included in Form 
D and Form D/As filed with the SEC during 
calendar-year 2012 for hedge funds domiciled in the 
Cayman Islands.  Funds that self-designated as “Master 
Funds” in their name have been excluded to mitigate 
the possibility of  double-counting.  In total, there were 
2,279 unique funds that met these criteria.  There are 
2,867 people associated with these funds that serve as 
directors.  Each individual was designated in one of  
three categories: (i) Known Internal director, (ii) 
Known External director, or (iii) Unknown.  A person 
is a Known Internal director if  they self-designate as 
an “Executive” of  the fund on their Form D, or if  we 
associated them with the fund through publically 
available information.  A person is considered to be an 
internal director if  they work for either the investment 
advisor/manager of  the fund, or they work for an 
entity which controls or has an equity stake in the 
investment manager.  In cases where a fund is on a 
hedge fund platform, employees of  the platform 
provider are considered internals.   Known External 
directors have no direct ties to the fund and this term 
is interchangeable with independent director or non-
executive director.  In cases where directors serve as 
independent directors for the investment manager 
itself  and for the underlying fund, the director is 
considered an external director despite the potential 
for some conflict.  The universe of  Known External 
directors is derived from publically available 
information, including information provided by 
service providers themselves.  Individuals who are 
listed as directors but where there is no publically 
available information on their status are listed as 
“Unknown”. In order to be conservative in our 
analysis, we have assumed that Unknown directors are 
external directors.  The number in each category are as 
follows: 

Known Internal Directors: 2,266 persons (79% of  total) 
Known External Directors: 548 persons (19% of  total) 
Unknown: 53 persons (2% of  total) 

Manager Location and Size 
In addition to the data collected from SEC records, we 
have associated each fund with an investment advisor.  
The location of  the investment advisor was obtained 
from publically available sources.  We also survey 
industry information to identify managers with more 
than $1 billion in total strategy assets.  These managers 
are considered “Large” for the purposes of  examining 
how size impacts governance practices. 

Director Firm Type and Assignments 
In all cases possible, we have identified the firm where 
Known External directors work and have grouped 
them into appropriate sub-categories.  In many cases, 
firms or individuals could fit into more than one 
category and best efforts were made to make the best 
choice. In order to estimate the number of  
assignments that are not reported through Form D, we 
noted that the percentage of  funds filing Form Ds is 
21% (2,279 funds versus a reported universe 10,841 
funds according to the Cayman Island Monetary 
Authority as of  December 31, 2012) and used a factor 
of  four.  To put it simply, based on the Cayman data, it 
would appear that for every assignment where we have 
a Form D, individual directors likely sit on three other 
fund boards where there is no Form D filed. 
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