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Sound Practices for Hedge Fund Managers

About Managed Funds Association

Hedge fund managers are vital participants in the global capital markets, 
yet they remain largely misunderstood by the media, the government, and 
the public-at-large. In light of the U.S. Court of Appeals for the District of 
Columbia decision overturning the SEC’s rule requiring registration of most 
hedge fund managers, the recent pension reform legislation, and the tremen-
dous growth and increased visibility of the industry, hedge fund managers 
are under heightened scrutiny in the United States and abroad. This scrutiny 
necessitates focused advocacy, consistent messages, and shared experiences 
for the industry.  

For over 16 years, Managed Funds Association (“MFA”) has been the 
unifying voice of the hedge fund industry. MFA’s mission is to protect the 
interests of the industry, to educate policy makers, and to assist its Members 
better grow and conduct their businesses. 

MFA achieves its success through four major areas:

Protect

MFA is the preeminent advocate for the hedge fund industry in the United 
States with a primary focus of protecting the integrity and the efficiency of 
the capital marketplace by representing the interests of industry participants 
on Capitol Hill. MFA works tirelessly with policy makers, in both Houses 
of Congress, and regulators, to shed light on what has been mischaracter-
ized as a secretive industry. MFA navigates the political landscape through 
its lobbying initiatives and extensive contacts throughout Washington, D.C. 
MFA has strength in numbers that no individual Member or group can 
replicate—MFA’s Members manage a vast majority of the almost $2 trillion 
industry. MFA exports these advocacy efforts outside of Washington, D.C. 
to the states and internationally, including the United Kingdom, Japan, 
India, and other regions.

Preface
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Promote

In conjunction with its advocacy efforts in Washington, D.C. and abroad, 
MFA works to reshape the media’s misrepresentations and the public’s 
misperceptions about the hedge fund industry. MFA is able to promote the 
benefits of alternative investments, including hedge funds, to the global 
financial marketplace as a whole, in a way that individual managers could 
not accomplish on their own. MFA operates as a clearinghouse of informa-
tion by virtue of its representation of the industry so that it can engage the 
media and the public on a variety of issues impacting the industry without 
a spotlight shining on any one particular manager. MFA is able to dispel 
myths, to encourage understanding, and to disseminate messages to the me-
dia and among the general public with a uniform, collective voice to ensure 
consistent clarity. 

Educate

MFA recognizes that its initiatives with the government, the press, and the 
public are irrelevant if MFA’s Members do not operate according to high 
ethical standards and reputable business practices. Therefore, MFA regularly 
educates its Members about the best practices for any hedge fund manager 
who wishes to enter the marketplace. MFA’s Sound Practices for Hedge Fund 
Managers is the most recognized and well-respected resource for hedge fund 
managers seeking to foster a culture of compliance. MFA hosts conferences, 
seminars, and other educational events to help train hedge fund manag-
ers and industry counterparts, such as lawyers and accountants, and to lay 
the foundation for consistent market practices across the broad spectrum 
of hedge fund strategies. MFA’s active involvement enables its Members to 
collectively help shape best practices that will foster growth of the industry. 
Additionally, MFA communicates to its Members about changes in legisla-
tion and regulation impacting all aspects of the industry.   

Participate

MFA’s success is contingent upon the continued support of its Members. 
MFA seeks the financial support of industry participants and substantive 
involvement in MFA committees, activities, and events. MFA’s Board of  
Directors and other committees are comprised of prominent industry par-
ticipants. MFA’s advocacy on Capitol Hill is most effective with the partici-
pation of its Members. Participation provides Members with access—both 
collectively and individually—to influential policy makers. Each conference, 
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seminar, and event is made possible by the involvement of individual Mem-
bers. The largest participants in the hedge fund industry are MFA’s most 
active Members and most significant financial contributors. Upon joining, 
each Member of MFA gains an instant peer group of the most influential 
leaders in the hedge fund industry and receives opportunities to interact 
with them in an unparalleled way.  

MFA Members are paramount in helping the industry prosper. MFA 
Members provide two assets that are fundamental for MFA to succeed in 
its mission: financial support in the form of annual MFA Membership dues 
and conference sponsorship and attendance, and substantive participation 
in a variety of committees, working groups, and other activities. Without 
continued and growing support in the form of Member dues, MFA would 
not be able to succeed in its mission.  

MFA is led by its President, Executive Vice President/Chief Operating 
Officer, Executive Vice President/Chief Administrative Officer, and an 
executive team of legal, government affairs, membership and marketing 
professionals. An administrative staff assists MFA executives with the details 
necessary to advance the association’s strategic mission. For more informa-
tion about MFA, visit www.managedfunds.org.

Managed Funds Association 
2025 M Street, N.W. (headquarters) 
Suite 610 
Washington, D.C. 20036 
202.367.1140 

360 Madison Avenue 
18th Floor 
New York, NY 10017 
212.808.1102
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About the 2007 Edition

MFA has published the 2007 edition of its Sound Practices for Hedge Fund 
Managers in a new three-ring binder format and design, making the docu-
ment easier to navigate and update. As needed and appropriate, MFA will 
circulate updated pages and sections to its Members, so that Members can 
simply replace the outdated pages or sections.

MFA is certain this new format will make the document more readily  
accessible to hedge fund managers as they seek to operate in accordance  
with industry best practices. 

In preparing Sound Practices for Hedge Fund Managers, MFA consulted with Akin 
Gump Strauss Hauer & Feld LLP and, with respect to Appendix IV—Guidance for 
Hedge Funds and Hedge Fund Managers on Developing Anti-Money Laundering 
Programs (Release No. 2), with Schulte Roth & Zabel LLP.

Preface
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Sound Practices for Hedge Fund Managers

MFA publishes its Sound Practices for Hedge Fund Managers (“Sound  
Practices”) for the benefit of its Members and the global Hedge Fund1  

industry. Currently in its fourth iteration (previous editions were published 
in 2000, 2003, and 2005), Sound Practices contains recommendations that 
provide Hedge Fund Managers, operating as single-manager Hedge Fund 
complexes, with a framework of internal policies, practices, and controls from 
a peer-to-peer perspective (the “Recommendations”). MFA principally directs 
the Recommendations toward all Hedge Fund Managers, both U.S.-based 
and non-U.S., with business operations and investments in the United States  
and its territories. However, MFA recognizes the truly global structure of  
the Hedge Fund marketplace, and has developed Sound Practices so that the 
Recommendations are useful tools for Hedge Fund Managers around the 
world. As the pre-eminent resource for establishing standards of excellence, 
Sound Practices creates a framework from which all Hedge Fund Managers 
may tailor the Recommendations to meet their needs in order to develop  
and implement a culture of compliance. 

Public Policy & the Hedge Fund Industry

Sound Practices has been acknowledged by Hedge Fund Managers, as well 
as investors, regulators, and market counterparties, as the seminal resource 
for developing and maintaining sound business practices. For example, 
the “Counterparty Risk Management Policy Group II”, in its 2005 Report, 
Toward Greater Financial Stability: A Private Sector Perspective, encouraged 
“hedge fund managers, for the purpose of best practices,” to adopt an earlier 
edition of Sound Practices. The 2007 edition demonstrates the continued 
commitment of MFA and its Members to address both the current regula-

Introduction

1	� The terms “Hedge Fund” and “Hedge Fund Manager” are defined later in this 
Introduction under General Considerations Relating to Hedge Funds, Hedge Fund 
Managers, and Investors. Other capitalized and/or italicized terms and certain techni-
cal words and phrases used in this document that are not defined in the text itself are 
defined in Appendix I—The Glossary and Selected Sources Used.
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tory environment and public policy issues surrounding Hedge Funds. MFA 
believes that the 2007 edition directly responds to the President’s Working 
Group on Financial Markets’ (the “PWG”) Agreement Among PWG and 
U.S. Agency Principals on Principles and Guidelines Regarding Private Pools of 
Capital, which the PWG published in February 2007 to establish the cur-
rent public policy approach for all private pools of capital, including Hedge 
Funds (the “PWG Agreement”). The principles set forth in the PWG Agree-
ment apply equally to Hedge Fund Managers (and other managers of private 
pools of capital), their counterparties and creditors, investors and fiduciaries, 
and financial regulators, encouraging all parties to be vigilant in achieving 
soundness in the financial markets through collaborative market discipline:  

	� Private pools of capital bring significant benefits to the financial markets. 
However, these pools of capital also present challenges for market participants 
and policymakers. Investors, creditors, counterparties, pool managers, and 
supervisors must be aware of these challenges . . . and work to address them. 
Public policies that support market discipline, participant awareness of risk, 
and prudent risk management are the best means of protecting investors and 
limiting systemic risk.  
PWG Agreement, Section 1.

The PWG Agreement strongly encourages Hedge Fund Managers to develop 
industry sound practices as a means of achieving the market discipline 
necessary to satisfy the PWG’s public policy approach. Specifically, the PWG 
Agreement urges Hedge Fund Managers to “have information, valuation and 
risk management systems that meet sound industry practices that enable 
them to meet the expectations of creditors, counterparties, fiduciaries and 
investors.”  MFA has designed Sound Practices to respond to the PWG’s 
recommendations by comprehensively addressing issues associated with the 
recent growth and dynamic nature of the Hedge Fund industry. Moreover, 
Hedge Fund Managers who adapt the Recommendations to their firms 
will contribute meaningfully to the internal soundness of individual Hedge 
Funds they operate and to the strength of the financial markets in which 
they participate. 

The PWG Agreement is the PWG’s first official statement applicable to 
Hedge Fund Managers since its 1999 report, Hedge Funds, Leverage, and 
the Lessons of Long-Term Capital Management, which included a specific 
recommendation that the Hedge Fund industry establish a set of sound 
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practices for risk management and internal controls. A small group of Hedge 
Fund Managers published the first edition of Sound Practices for Hedge Fund 
Managers in 2000 in direct response to this recommendation and focused 
primarily on risk management. MFA subsequently published 2003 and 
2005 editions to reflect industry developments and to expand the subject 
matter covered.  

The international regulatory community, including the “Group of Seven” 
and “Group of Eight” heads of state, has encouraged MFA and Hedge Fund 
Managers to continue to develop sound practices in order to strengthen 
market discipline through risk management practices. The Financial Stabil-
ity Forum (“FSF”), established in 1999 by the Group of Seven Finance Min-
isters (the “G7 Finance Ministers”) and central bank governors, published 
its Update of the FSF Report on Highly Leveraged Institutions in May 2007 
(the “FSF Report”), in response to a request by the G7 Finance Ministers 
to update the FSF’s 2000 report. The FSF Report highlights some of the 
recent private sector and public policy initiatives aimed at protecting against 
systemic risks and sets forth recommendations to build on these ongoing 
efforts. For Hedge Funds, the FSF Report states:

	� The global hedge fund industry should review and enhance existing  
sound practice benchmarks for hedge fund managers in the light of expecta-
tions for improved practices set out by the official and private sectors. 
The FSF Report.

Sound Practices answers these international public sector calls to improve 
market discipline. As mentioned earlier, the Recommendations provide a 
framework for all Hedge Fund Managers, regardless of regulatory jurisdic-
tion, to develop proper and sound internal business operations, which, if 
adhered to, will contribute to MFA’s and the Hedge Fund community’s 
dedication to a robust, competitive, and stable global financial marketplace.

Hedge Funds, the Global Financial Marketplace,  
and MFA’s Recommendations  

Hedge Funds, like credit providers (such as banks and other financial institu-
tions), are key participants in international financial markets. However, the 
activities of Hedge Fund Managers differ greatly from those of credit provid-
ers. These other financial institutions generally seek to eliminate or minimize 
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the risks of their businesses through hedging and other risk management 
methods. Hedge Fund Managers, on the other hand, are in the business  
of seeking and assuming calculated risks, and do so in order to achieve the 
absolute returns desired by their Hedge Fund investors. MFA believes, as  
do key policy makers, that this activity is beneficial to financial markets:

	� [Hedge funds’] rapid growth is one of the most important developments in 
U.S. financial markets in the past decade or so. Hedge funds vary widely 
in their investment strategies and in the types of risks they take. Overall, 
however, most economists agree that the rise of hedge funds has been a positive 
development for investors and for financial markets. They have stimulated 
an extraordinary amount of financial innovation in recent years; and, using 
many of these new financial tools, they have greatly enhanced the liquidity, 
efficiency, and risk-sharing capabilities of our financial system.  
Remarks by Ben S. Bernanke, Chairman, Board of Governors of  
the Federal Reserve System, at the New York University Law School,  
New York, New York (April 11, 2007).

By participating in the market as risk seekers, Hedge Fund Managers pro-
vide needed liquidity to financial markets, which can help reduce systemic 
risk and, at the same time, ensure the overall viability of the marketplace.  
In this sense, Hedge Funds often act as risk absorbers in markets. They do so 
by serving as ready counterparties to those wishing to hedge risk, especially 
when markets are volatile, thereby reducing pressure on market prices while 
increasing liquidity. In addition, Hedge Fund Managers typically trade based 
on extensive research, which brings more accurate price information, and 
therefore, price efficiencies to the markets. Without the research and com-
mitment of capital by Hedge Fund Managers, the markets potentially would 
have wider price spreads, as well as more pronounced pricing inefficiencies 
and illiquidity. Hedge Funds also often provide investors with valuable port-
folio diversification—such diversification can reduce individual investor risk 
and, as a result, overall marketplace risk.

MFA recognizes, however, the concerns expressed by policy makers with 
respect to certain activities of Hedge Funds and the potential for systemic 
risk. Since the publication of the 2005 edition of Sound Practices, regulatory 
supervisors have taken particular interest in over-the-counter (“OTC”)  
“derivatives”, particularly credit derivatives. Regulators have expressed 
concern that a major credit event could have a substantial impact on global 
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financial markets. Consequently, the PWG specifically addresses OTC 
derivatives with respect to its directive that Hedge Fund Managers develop 
industry sound practices:

	� [R]isk management and valuation policies employed by private pools of capi-
tal should comply with the industry sound practices. Such pools also should 
implement and comply with industry sound practices to strengthen processing, 
clearing, and settlement arrangements for credit derivatives and other over-
the-counter derivatives.  
PWG Agreement, Section 9.2.

With the goal of reducing systemic risk vis-à-vis the derivatives marketplace, 
MFA works with major derivatives dealers, under the direction of the Feder-
al Reserve Bank of New York, to address operational challenges of processing 
trades. MFA’s experiences in this and other public policy and private sector 
initiatives have greatly shaped the Recommendations. 

Objectives of MFA’s Recommendations

1. Strengthen Business Practices of the Hedge Fund Industry through a 
Strong Framework of Internal Policies and Practices. The Recommenda-
tions serve to educate Hedge Fund Managers by providing peer group 
consensus on standards for internal management controls on the subjects 
covered herein and by addressing the convergence of internal control stand-
ards across the financial services industry. The Recommendations go beyond 
the requirements imposed by U.S. laws or regulations. Moreover, MFA has 
developed and updated the Recommendations in the belief that the most 
effective form of industry oversight is self-discipline and self-monitoring 
by Hedge Fund Managers as part of a shared responsibility with market 
counterparties, investors, and regulators, to unify the overarching principles 
set forth in the PWG Agreement. The Recommendations, if adopted, should 
enhance the ability of Hedge Fund Managers to manage operations, satisfy 
responsibilities to investors, comply with applicable regulations, and address 
unexpected market events. 

2. Encourage Individualized Assessment and Application of Recommenda-
tions, as One Size Does Not Fit All. The strategies, investment approaches, 
organizational structures, and amount of assets managed by individual 
Hedge Fund Managers vary greatly. Mindful of this reality, MFA has  
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written the Recommendations with enough specificity and ample flexibility 
to provide meaningful guidance regardless of those differences. MFA cannot 
address all the considerations that should be taken into account in determin-
ing whether and how to apply a particular Recommendation. The Recom-
mendations are not static, one-size-fits-all, prescriptive requirements that 
all Hedge Fund Managers must follow in exactly the same manner. Rather, 
each Hedge Fund Manager should assess the Recommendations based 
on the size, nature, and complexity of its organization, its strategies, and 
resources, as well as the objectives of the Hedge Funds it manages, and tailor 
and apply the Recommendations, as appropriate. 

A Hedge Fund Manager may be able to implement some Recommenda-
tions fairly easily or unilaterally. Other Recommendations, however, may 
require substantial planning and significant budgetary commitments, 
internal systems changes, infrastructure development, and/or services and 
expertise offered by third parties. Some Hedge Fund Managers may have 
specific personnel who perform each of the various practices described in the 
Recommendations. Other, generally smaller, Hedge Funds may have person-
nel who perform multiple roles while still satisfying the objectives of the 
Recommendations. A Hedge Fund Manager may also use Sound Practices 
as a tool to conduct periodic self-assessments as to the effectiveness of its 
individual implementation of the Recommendations.

3. Enhance Market Discipline in the Global Financial Marketplace.  
By evaluating the Recommendations and applying those that are relevant 
to its particular business model, a Hedge Fund Manager can continue to 
strengthen its own business practices. In doing so, the Hedge Fund Manager 
enhances investor protection and abates systemic risk. Hedge Fund Manag-
ers, by individually adapting and tailoring the Recommendations to meet 
their business models, in aggregate will contribute to overall market sound-
ness. MFA will further adapt and refine the Recommendations as the Hedge 
Fund industry and global financial markets continue to evolve. 

General Considerations Relating to Hedge Funds,  
Hedge Fund Managers, and Investors

Hedge Fund Defined. No statutory or regulatory definition of a Hedge 
Fund exists. Historically, the term “hedge fund” referred to an investment 
vehicle with the ability to hedge the value of its assets (e.g., through the use 
of options or the simultaneous use of “long positions” and “short sales”). 
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However, the term “hedge fund” as understood in the current financial 
marketplace describes a wide range of investment vehicles that can vary 
substantially in terms of size, strategy, business model, and organizational 
structure. Thus, some Hedge Funds may not engage in “hedging” activities 
at all (e.g., some Hedge Funds may engage only in “buy and hold” or other 
strategies that do not involve hedging in the traditional sense). 

For purposes of Sound Practices, MFA defines a Hedge Fund as follows:

A pooled investment vehicle that generally meets the following criteria:   
(1) it is not marketed to the general public (i.e., it is privately-offered);  
(2) it is limited to high net worth individuals and institutions; (3) it is not 
registered as an investment company under relevant laws (e.g., U.S. Invest-
ment Company Act of 1940, as amended); (4) its assets are managed by a 
professional investment management firm that shares in the gains of the 
investment vehicle based on investment performance of the vehicle; and  
(5) it has periodic but restricted or limited investor redemption rights.

MFA does not intend the term Hedge Fund, as used in these Recommen-
dations, to capture private investment funds that are “purely” traditional 
private equity, venture capital, or real estate funds. MFA recognizes, how-
ever, that individual Hedge Funds may pursue these and other investment 
strategies in accordance with their “offering documents”.

Relationship between Hedge Funds and Their Hedge Fund Managers. 
MFA makes the following assumptions about the relationship between  
a Hedge Fund and its Hedge Fund Manager in setting forth the  
Recommendations:  

•	� A professional investment management firm (e.g., a Hedge Fund  
Manager) manages the assets of each Hedge Fund;

•	� The term Hedge Fund Manager includes Hedge Fund Managers that are 
registered with the U.S. Securities and Exchange Commission (“SEC”) 
as investment advisers, and those exempt from registration, under the 
Investment Advisers Act of 1940 (the “Advisers Act”), as amended;

•	� The Hedge Fund Manager is a legal entity governed by a person or group 
of persons, acting through a management committee, board of directors, 
or other body, or directly as officers or members of the Hedge Fund  
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Manager, with the authority and responsibility to direct and oversee the 
Hedge Fund Manager’s activities (a Hedge Fund Manager’s “governing 
body”); 

•	� The organizational and constituent documents of the Hedge Fund  
Manager’s governing body are the “governing documents”; 

•	� The “senior management” of a Hedge Fund Manager signifies the Chief 
Executive Officer, Chief Financial Officer, and others at the highest 
level of the decision-making process for the day-to-day operations of the 
Hedge Fund’s business;

•	� The Hedge Fund Manager’s governing body has the legal authority and 
responsibility to direct and oversee the activities of the Hedge Fund; and

•	� The governing body of the actual Hedge Fund may be the Hedge Fund 
Manager itself (e.g., as the general partner or managing member of the 
Hedge Fund) or an independent body that delegates the investment 
management function of the Hedge Fund to the Hedge Fund Manager 
pursuant to an investment management agreement.

With those assumptions in mind, the client of a Hedge Fund Manager is the 
Hedge Fund. Although a Hedge Fund Manager has relationships with the 
investors in a Hedge Fund, the Hedge Fund Manager provides its invest-
ment advice to the Hedge Fund in accordance with the investment strategy 
and objectives set forth in the Hedge Fund’s offering documents, rather than 
any specific objectives or directives of any individual Hedge Fund investor. 

A Hedge Fund Manager typically receives compensation, in part, based on 
the performance of the Hedge Funds it manages and often significantly 
invests directly in those funds. This structure creates a strong alignment 
of interests between a Hedge Fund’s other investors and the Hedge Fund 
Manager. 

N.B. The nature and structure of Hedge Funds and their relationships with 
Hedge Fund Managers vary substantially, and these assumptions may not apply to 
all Hedge Funds or Hedge Fund Managers. For the purposes of Sound Practices, 
MFA assumes that a Hedge Fund Manager will apply each relevant Recommen-
dation, as deemed appropriate, to each of the Hedge Funds it manages.
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Relationship between Hedge Funds and Their Investors. Certain legal doc-
uments, which may include an offering memorandum, limited partnership 
or limited liability company agreement, subscription agreement, or similar 
contracts, govern the relationship between a Hedge Fund and its investors 
(referred to collectively in this document as “offering documents”). Whether 
investing in a U.S. domiciled limited partnership as a limited partner or in 
a non-U.S. domiciled company as a shareholder, the investor is typically a 
passive participant in the Hedge Fund with no right of participation in the 
management of the Hedge Fund and generally with limited voting rights.  
A Hedge Fund investor’s liability is generally limited to the extent of its 
investment in a Hedge Fund. 

As noted above, although the client of a Hedge Fund Manager is the Hedge 
Fund, the Hedge Fund Manager generally communicates with the investors 
with respect to all matters related to the Hedge Fund, including  
its investment objectives, strategies, terms, and conditions of an investment 
in the Hedge Fund. 

Regulatory restrictions generally require investors in Hedge Funds to meet 
certain requirements, such as net worth or other financial sophistication 
standards, which the PWG Agreement supports:

 	� Investor protection concerns can be addressed most effectively through a 
combination of market discipline and regulatory policies that limit direct 
investment in such pools to more sophisticated investors.  
PWG Agreement, Section 2.

U.S. laws and regulations, for instance, generally require investors in Hedge 
Funds—whether institutional or individual investors—to satisfy financial 
net worth and other criteria in order to invest in a Hedge Fund. To further 
bolster investor protection, managers of certain institutional investors, such 
as pension fund plans, are fiduciaries with a legal duty to act in the best 
interest of plan beneficiaries when making any investments on behalf of the 
institution, in Hedge Funds, or otherwise. 

Since its inception, MFA has consistently promoted this policy approach  
as a means of achieving investor protection when needed. 
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Irrespective of their jurisdiction of origin, investors in Hedge Funds should 
have the ability to understand and evaluate for themselves an investment 
in a Hedge Fund and the corresponding risks. Hedge Fund Managers also 
reasonably expect that investors in a Hedge Fund would not expose them-
selves to risks they could not tolerate. In furtherance of these expectations, 
investors generally conduct extensive due diligence of the Hedge Fund and 
the Hedge Fund Manager before making a financial commitment to invest.  
The PWG Agreement sets forth these concepts in its recommendations to 
investors. 

Overview and Organization of the Recommendations 

Recognizing the shared responsibility to ensure the vitality, stability, and 
integrity of financial markets, MFA works collaboratively with other seg-
ments of the marketplace to develop solutions for areas deemed vulnerable 
by financial regulators. Above all, MFA and its Members recognize the 
need to be at the forefront of the development of sound industry practices, 
particularly in areas such as documentation and transactional practices, risk 
management, and valuation, in order both to mitigate risks to the financial 
system that could emanate from the activities of Hedge Funds or their  
counterparties and to ensure Hedge Funds continue to provide their rec-
ognized benefits to the global financial marketplace. MFA has crafted the 
Recommendations accordingly.

MFA has divided the Recommendations into the following seven substan-
tive sections. 

Section 1: 	� The management, internal trading, and information technology 
controls that a Hedge Fund Manager should establish.

Section 2: 	� Responsibilities to investors and proposed practices intended to 
assist a Hedge Fund Manager in fulfilling these responsibilities.

Section 3: 	� Determination of net asset value, including verification of  
assets and liabilities, valuation policies and procedures, and the 
financial statement close process.

Section 4: 	� Risk measurement and management practices to ensure that the 
risk policies of a Hedge Fund Manager are observed.
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Section 5: 		  Key regulatory controls and compliance issues.

Section 6:	�	�  Trading relationships, monitoring, and disclosure, including 
recommendations for documentation policies, “best execution” 
practices, and soft dollar arrangements, which aim to help 
govern the relationship between a Hedge Fund Manager and 
its market counterparties.

Section 7:	�	�  Business continuity, disaster recovery, and crisis management 
planning.

In addition, Sound Practices contains the following seven appendices to the 
Recommendations:

Appendix I:	�	� A glossary of key terms and selected sources used throughout 
Sound Practices (certain capitalized and/or italicized terms and 
certain technical words and phrases that are not defined in 
the body of the document can be found in the glossary).

Appendix II:	� A Model Due Diligence Questionnaire for Hedge Fund Investors 
(commonly asked questions a Hedge Fund Manager should 
be prepared to receive from current or prospective investors).

Appendix III:	� Supplemental information on risk monitoring practices for 
Hedge Fund Managers (in furtherance of Section 4).

Appendix IV: 	�Guidance for Hedge Funds and Hedge Fund Managers on  
Developing Anti-Money Laundering Programs (Release No. 2).

Appendix V: 	� U.S. regulatory filings that may be applicable to a Hedge 
Fund Manager (not exhaustive, but provides a starting point 
for a Hedge Fund Manager in identifying applicable filing 
requirements and developing policies to comply with such 
requirements).
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Introduction

Appendix VI: 	�Checklist for Hedge Fund Managers to consider in develop-
ing a compliance manual (neither prescriptive, nor intended 
to cover each consideration that may be relevant for a particu-
lar Hedge Fund Manager).

Appendix VII: �Checklist for Hedge Fund Managers to consider in develop-
ing a code of ethics (neither prescriptive, nor intended to 
cover each consideration that may be relevant for a particular 
Hedge Fund Manager).

No Substitute for Legal or Other Professional Advice  

The Recommendations are not intended to serve as, or be a substitute for, 
professional advice. This document neither seeks to cover the specific legal 
requirements with which a Hedge Fund Manager must comply, nor is it ex-
haustive. Hedge Fund Managers should consult with their professional legal, 
accounting, compliance, tax, and other advisers in determining the applica-
bility of the Recommendations to their business operations and appropriate 
methods for implementing the applicable Recommendations.
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The Recommendations in Section 1 present fundamental policies for 
a Hedge Fund Manager in its management and trading operations. 
Section 1 includes Recommendations for a Hedge Fund Manager  
to establish trading and risk parameters corresponding to the invest-
ment objectives of each Hedge Fund it manages. The Recommenda-
tions provide guidance on the oversight of both internal and external 
portfolio managers, and on review processes to effectively monitor 
trading activities and operations to ensure compliance with the pre-
determined trading and risk parameters. The Recommendations also 
include information technology (“IT”) guidance in order to control 
changes to any software applications, data, and IT infrastructure and 
to maintain proper security therein. Finally, the Recommendations in 
Section 1 provide guidance on relationships with third-party service 
providers that perform key business functions, such as calculating net 
asset value (“NAV”) or monitoring risk. 

1. �Recommendations:  
Management, Trading, and  
Information Technology Controls



Management and Trading Controls

1.1 �
A Hedge Fund Manager should establish management policies and  
practices appropriate for its size, nature, and complexity and for its  
trading activities for each Hedge Fund it manages.

A Hedge Fund Manager should 
establish management policies for 
trading activities documentation, 
NAV determination, risk analysis, 
compliance, and other key areas as 
appropriate. A Hedge Fund Man-
ager should adopt an organizational 
structure that facilitates effective 
oversight to ensure compliance with 

the established management policies. 
A Hedge Fund Manager should 
review its policies and practices at 
least annually and update them as 
appropriate (e.g., to reflect changes 
in structure or strategy, extraordinary 
market events, or new applicable 
regulations).

1.2 �
A Hedge Fund Manager should determine the investment, risk, and  
trading policies for each Hedge Fund it manages based on the specific 
investment objectives described in the respective Hedge Fund’s  
offering documents.

A Hedge Fund Manager should allo-
cate capital and risk among portfolio 
managers, strategies, asset classes, 
and other relevant categories, to fit 
each Hedge Fund’s performance 
objectives and targeted risk profile. 
A Hedge Fund Manager should 
periodically re-examine allocations 
and adjust them as appropriate. In 
addition, a Hedge Fund Manager 

should establish appropriate trading 
parameters and risk limits for each 
allocation, as these parameters fit 
into the portfolio. The Hedge Fund 
Manager should adjust the trad-
ing parameters and risk limits as 
necessary to reflect various market 
and other changes. These principles 
are developed more fully in Section 
4­—Risk Management.
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1.3 �
A Hedge Fund Manager should impose appropriate controls to ensure 
that its portfolio management and trading activities are consistent with 
the allocation policies and trading parameters.

A Hedge Fund Manager’s senior 
management should regularly review 
the trading activities and perform-
ance of each Hedge Fund’s portfolio 
and regularly evaluate the associated 
risk levels. To do so, the Hedge 
Fund Manager should require inter-
nal reports that provide senior man-
agement with information regarding 
the trading activities, performance, 
and risk levels of each investment 
strategy. Each report should identify 
any and all deviations from trading 
parameters and risk limits.

A Hedge Fund Manager that man-
ages one or more Hedge Funds and 
one or more managed accounts 

(commonly referred to as “side- 
by-side management”) should 
develop and implement internal 
policies and procedures to govern 
the allocation of investment  
opportunities across Hedge Funds  
and managed accounts. See Section 
2, Responsibilities to Investors, 
Recommendation 2.8.

A Hedge Fund Manager’s controls 
should also ensure that its portfolio 
management and trading activities 
are consistent with its policies and 
procedures governing transactions 
with counterparties. See Section 6­— 
Trading Relationship, Management, 
Monitoring, and Disclosure. 
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1.5 �
A Hedge Fund Manager should have appropriate approval processes  
and documentation for retaining sub-advisers and other external  
portfolio managers.

A Hedge Fund Manager should 
develop due diligence and approval 
processes for selecting and retain-
ing a sub-adviser or other external 
portfolio manager to manage any 
capital over which the Hedge Fund 
Manager has investment discre-
tion. When a Hedge Fund Manager 
invests such capital with an external 

portfolio manager in a managed 
account, the Hedge Fund Manager 
should clearly define in a written 
agreement with the external portfolio 
manager the trading restrictions and 
limits, reporting requirements, and 
termination provisions applicable to 
their relationship.

1.4 �
A Hedge Fund Manager should establish policies for monitoring the  
trading activities and performance of each portfolio manager to which  
it allocates capital.

A Hedge Fund Manager should 
subject all of its portfolio manag-
ers, including external portfolio 
managers, to controls and review 
processes based on the amount of 
assets managed, form of allocation, 
and trading strategy. A Hedge Fund 
Manager should monitor the trading 
activities and performance of all 

portfolio managers on a periodic 
basis. Frequency of evaluation will 
depend on the form of the allocation 
(e.g., monthly performance review of 
the management of a passive invest-
ment in a Hedge Fund versus more 
frequent review of the management 
of a significant “managed account” 
investment). 

Management and Trading Controls
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Information Technology Controls   

1.6 �
A Hedge Fund Manager should establish policies and procedures to  
control changes to any software applications, data, and IT infrastructure.

A Hedge Fund Manager should 
establish control policies and pro-
cedures to ensure that any changes 
to the production software applica-
tions, data, and infrastructure (e.g., 
hardware) that support the overall 
business processes occur only with 
authorization, testing, and approval. 
A Hedge Fund Manager should 
employ, to the extent feasible, the 
following policies and procedures: 

• �Authorization controls over the 
development or acquisition of IT 
resources (e.g., hardware, software); 

• �Version control management; 

• �Segregation of personnel and 
technical environments for the 
development of, testing of, and 
implementation of changes; 

• �Appropriate testing and approval  
of changes prior to usage in  
production; and 

• �Back-out and recovery plans in 
the event of an implementation 
problem. 

The Hedge Fund Manager should 
maintain documentation of the 
above policies and related activities.
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1.7
A Hedge Fund Manager should establish policies and procedures for  
logical and physical security over software applications, data, and IT 
infrastructure.

A Hedge Fund Manager should  
establish information security 
policies and procedures in order 
to define the controls required to 
secure the data and systems used 
in its operations. In its policies and 
procedures, a Hedge Fund Manager 
should address the security and  
usage of computer applications,  
databases, operating systems, hard-
ware, and networks. A Hedge Fund  
Manager should employ, to the 
extent feasible, the following  
policies and procedures:  

• �Personnel responsibilities for  
information security; 

• �Physical access controls to produc-
tion systems and data storage  
(e.g., media, USB keys);

• ��Authentication controls (e.g., pass-
words) that govern how users and 
processes verify their identity to 
obtain access to systems and data;

• �Entitlement controls that speak 
to the level of access (e.g., read, 
update) a user or process has to 
systems and data; and

• �Audit logging and monitoring  
controls internally and at the  
network perimeter.

Policies and procedures should take 
into account the addition of new 
personnel, modification of existing 
access rights, and removal of access. 
A Hedge Fund Manager should 
maintain documentation of the  
security administration activities.

Information Technology Controls   
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1.8 �
A Hedge Fund Manager should establish policies and procedures for  
IT operations, including backup and recovery of data, scheduling, and 
problem management.

A Hedge Fund Manager should im-
plement policies and procedures to 
help ensure that all necessary data is 
properly backed up so that it can be 
accurately and completely recovered 
if a system outage or compromise 
of data integrity occurs. In addi-
tion, a Hedge Fund Manager should 
prepare a detailed business conti-
nuity, disaster recovery, and crisis 
management (“BC/DR”) plan in 
order to help ensure the continuity 
of business operations in the event 
of disaster. A Hedge Fund Manager 
should test and update the plan on  
a regular basis. See Section 7­— 

Business Continuity, Disaster  
Recovery, and Crisis Management 
for more guidance. 

A Hedge Fund Manager should also 
have procedures in place to execute 
programs, including data transmis-
sions, as planned and to identify and 
resolve deviations from scheduled 
processing in a timely manner.  
A Hedge Fund Manager should 
implement policies and procedures 
in order  to identify, resolve, review, 
and analyze any problems or inci-
dents in a timely manner.
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1.9 �
A Hedge Fund Manager should carefully select and monitor any mission-
critical, third-party service providers performing key business functions 
(e.g., prime brokerage, risk monitoring, valuation, or BC/DR functions)  
or it or any Hedge Fund it manages based on such service provider’s 
experience with those particular Hedge Fund operations.

Mission-critical service providers are 
those service providers a Hedge Fund 
Manager requires to ensure prompt 
and accurate execution and process-
ing of transactions and to meet 
regulatory reporting requirements. A 
Hedge Fund Manager should define 
clearly in written agreements with 
mission-critical, third-party service 
providers the roles, responsibilities, 
and liability of such service provid-
ers. A Hedge Fund Manager should 
periodically evaluate the performance 

of mission-critical service providers. 
A Hedge Fund Manager should dis-
close to the Hedge Funds it manages 
relationships between the Hedge 
Fund Manager and service providers 
that may give rise to potential  
material conflicts of interest. See  
the Recommendations in Section 
7—Business Continuity, Disaster  
Recovery, and Crisis Management 
for the issues associated with third-
party service providers.

Third-Party Service Providers
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The Recommendations in this section address the key elements 
a Hedge Fund Manager should consider in providing investment 
management services to a Hedge Fund, while balancing the interests 
of Hedge Fund investors. As described in the Introduction, investors 
in Hedge Funds—whether institutional or individual—are required 
by law or regulation to satisfy financial net worth and other criteria 
in order to invest in a Hedge Fund. For example, some institutional 
investors, such as pension plans, are represented by fiduciaries 
subject to heightened regulation of investment activities in order to 
protect beneficiaries. Irrespective of the type of investor, all Hedge 
Fund investors should have the tools to understand and evaluate for 
themselves any risks associated with an investment in a Hedge Fund. 
A Hedge Fund Manager should provide Hedge Fund investors with 
adequate information (as described in this section) to enhance the 
investors’ ability to understand and evaluate their investment in the 
Hedge Fund. Moreover, a Hedge Fund Manager should develop 
policies and procedures to address situations involving potential or 
actual material conflicts of interest generally consistent with these 
Recommendations. 

2. �Recommendations:  
Responsibilities to Investors



Responsibilities to Investors

2.1 �
A Hedge Fund Manager should foster a management environment that 
appropriately recognizes its responsibility to act in the interest of each 
Hedge Fund it manages.

A Hedge Fund Manager is retained 
by a Hedge Fund to act as its 
investment manager. In that capac-
ity, a Hedge Fund Manager has a 
responsibility to act in the interest 
of its client, the Hedge Fund, and 
in the interest of the Hedge Fund’s 
investors. A Hedge Fund Manager 
must also act in accordance with its 
investment management agreement 
with the Hedge Fund, the offering 
documents of the Hedge Fund, and 
applicable law. When a Hedge Fund 
Manager has more than one client 

(e.g., other Hedge Funds or man-
aged accounts), it should act in a 
manner consistent with its fiduciary 
duties to each client. This requires 
the Hedge Fund Manager to balance 
the interests of all client accounts 
against its own interests to the 
extent the Hedge Fund Manager’s 
interests are reasonable and properly 
disclosed. Such balancing of inter-
ests, fiduciary duties, and resulting 
conflicts are the same as with other 
asset managers (e.g., private equity 
firms, mutual funds, etc.). 

2.2 �
A Hedge Fund Manager should provide prospective and existing Hedge 
Fund investors with information regarding the Hedge Fund’s investment 
objectives and strategies, range of permissible investments, material risk 
factors, and the material terms of an investment in the Hedge Fund. This 
information should be sufficient to enhance the ability of investors to 
understand and evaluate their investment in the Hedge Fund.

As part of their due diligence review, 
prospective and existing Hedge 
Fund investors may ask a Hedge 
Fund Manager questions regard-
ing the terms of an investment in a 
Hedge Fund, as well as the manage-
ment and investment practices of 

the Hedge Fund Manager. A sample 
checklist of commonly asked ques-
tions or requested information is 
provided in Appendix II—MFA’s 
Model Due Diligence Questionnaire 
for Hedge Fund Investors. When 
asked questions from prospective 
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Hedge Fund investors, a Hedge 
Fund Manager may choose to 
respond to such questions with 
standardized answers that can be 
supplemented as needed. 

Informative disclosure regarding 
the material terms of an investment 
in a Hedge Fund (e.g., applicable 
charges, expenses, withdrawal or 
redemption rights and restrictions, 
reporting, use of “side pockets”, etc.) 
and the Hedge Fund’s investment 
objectives and strategies enhance the 
ability of investors to form proper 
expectations as to the Hedge Fund’s 
performance. Therefore, a Hedge 
Fund Manager should attempt to 
prepare appropriate disclosures for 
dissemination to Hedge Fund inves-
tors on a timely basis, without com-
promising proprietary information 
regarding the Hedge Fund’s trading 
positions. See Recommendation  
2.4 below for a discussion of mate-
rial risk factors that a Hedge Fund 
Manager should consider disclosing 
to Hedge Fund investors.

When a Hedge Fund Manager 
changes the objectives or strate-
gies of a Hedge Fund, the range of 
permissible investments, or terms 
of an investment in a Hedge Fund, 
the Hedge Fund Manager should 
evaluate and consider consulting its 
legal counsel to determine whether 
disclosure to Hedge Fund investors 
is necessary and whether consent 

should be obtained from Hedge 
Fund investors. After evaluating 
the circumstances, a Hedge Fund 
Manager may fairly determine that it 
need not make additional disclosure 
and/or obtain consent from investors 
to changes in the objectives or strate-
gies of the Hedge Fund. A Hedge 
Fund Manager should evaluate the 
materiality of the change in light of 
the variety of objectives employed 
by the Hedge Fund Manager and 
any periodic communications that 
are made to Hedge Fund investors 
regarding a Hedge Fund’s activities. 

A Hedge Fund Manager should 
review at least annually a Hedge 
Fund’s offering documents and any 
standardized answers or responses 
to a due diligence questionnaire 
to (1) ensure that the documents 
reflect current information and 
disclosures regarding the Hedge 
Fund’s objectives and strategies, 
and (2) determine if any modi-
fications are required due to any 
changes in any material terms of an 
investment in a Hedge Fund, or any 
legal, regulatory, tax, or other devel-
opments. A Hedge Fund Manager 
should communicate any material 
modifications of a Hedge Fund’s 
offering documents to existing 
investors by delivery of the updated 
offering documents or by other  
correspondence.



2.3 �
A Hedge Fund Manager should assess whether its operations or particular 
circumstances may present actual or potential conflicts of interest and 
should attempt to appropriately disclose any material conflicts of interest 
to Hedge Fund investors.

A Hedge Fund Manager should 
develop policies and procedures  
to assess and appropriately disclose 
any material conflicts of interest  
to Hedge Fund investors. Potential  
conflicts that a Hedge Fund  
Manager may need to disclose,  
if applicable, include:

• �	�Relationships with brokers and 
other service providers;

• �	�Conflicts generated by fee  
arrangements;

• �	�Proprietary trading of the Hedge 
Fund Manager and personal/ 
employee trading;

• 	�Use of “Soft Dollar Arrangements” 
and/or expense pass-through 
provisions; 

• �	�Conflicts that may arise in the 
context of side-by-side manage-
ment of multiple accounts, such  
as the allocation of investment  
opportunities among Hedge 
Funds or accounts managed by  
the Hedge Fund Manager; and

• �	�Conflicts generated by interested-
party transactions or relationships 
with affiliated persons.

Responsibilities to Investors
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2.4 �
A Hedge Fund Manager should work with its legal counsel to identify  
and adequately describe risks to be disclosed to Hedge Fund investors.

Examples of the types of risks that  
a Hedge Fund Manager should 
consider disclosing are the risks  
associated with: 

• 	�Incentive compensation structure;

• �	�Lack of assurance as to  
performance;

• �	A specific strategy or particular 
types of investment instruments 
and investment markets;

• �	�Limited liquidity and restrictions 
on redemptions (e.g., those result-
ing from redemption “gates” and 
side-pocket investments);

• �	Use of leverage and margin  
(including leverage embedded  
in derivative instruments);

•	� Potential loss of key management 
personnel; 

•	� Taxation and “ERISA” status and 
considerations;

•	� Valuation of assets, including  
valuation of side-pocket invest-
ments or other illiquid or non-
marketable investments;

•	� Broker and other “counterparty” 
insolvency; and

•	� Presence or absence of regulatory 
oversight of the Hedge Fund and 
Hedge Fund Manager.



2.5
A Hedge Fund Manager should periodically provide Hedge Fund  
investors with relevant performance data and, when appropriate, risk 
information regarding the strategy and terms of the Hedge Fund. 

Relevant periodic disclosures to 
Hedge Fund investors may include:

• 	�Performance measures, such as 
NAV calculations, strategy per-
formance attribution, and similar 
information;

• �	�Capital measures, such as assets 
under management; and

• �	�Risk measures that are appropriate 
to the Hedge Fund.

Responsibilities to Investors

06   |    Responsibilities to Investors

2.6 �
When a Hedge Fund Manager has the discretion to grant (or has in the 
past granted)—through a side letter or similar arrangement—any more 
favorable rights to certain investors that may have a material impact on 
other investors, the Hedge Fund Manager should (1) make appropriate  
disclosures to investors in the Hedge Fund and (2) consider issues associ-
ated with the approval and monitoring of any special terms to investors.

Examples of certain types of rights 
that may have a material impact on 
other Hedge Fund investors may 
include, but are not limited to,  
more favorable transparency and/or 
liquidity rights.

Hedge Fund Managers with opera-
tions in the United Kingdom should 
exercise caution in connection with 
the use of side letters and other 
similar arrangements. The Financial 
Services Authority (the “FSA”) has 
pronounced that, when exercising 
regulatory functions, it will con-
sider a guidance note issued by the 

Alternative Investment Management 
Association, a U.K.-based alternative 
investment industry association, with 
respect to the use of these arrange-
ments. The guidance note, in sum-
mary, states that firms are required 
to disclose the existence of side 
letters that contain terms enhancing 
an investor’s ability to redeem shares 
or interests or make a determination 
as to whether to redeem shares or 
interests that might reasonably be  
expected to put other investors in the 
same class of interests at a material 
disadvantage.



2.7 �
A Hedge Fund Manager should develop and maintain trade allocation 
policies, disclose the material aspects of these policies to its Hedge Fund 
investors, and document any material deviations therefrom. A Hedge 
Fund Manager should include the material aspects of its trade allocation 
policies in a Hedge Fund’s offering documents and, with respect to a  
U.S.-registered investment adviser, in the Hedge Fund Manager’s Form 
ADV that is filed with the SEC.
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2.8 �
A Hedge Fund Manager should deliver annual audited financial state-
ments to Hedge Fund investors in a timely manner or as may otherwise  
be prescribed by laws or regulations.

A Hedge Fund Manager should 
engage qualified independent audi-
tors to audit the annual financial 
statements of any Hedge Fund with 
investors not affiliated with the 
Hedge Fund Manager. Detailed 

guidance on the development of  
a Hedge Fund Manager’s policies  
to determine NAV and the Financial 
Statement Close Process (“FSCP”) 
are provided in Section 3­— 
Determination of Net Asset Value. 

2.9 �
A Hedge Fund Manager should develop valuation policies and proce-
dures, recognizing that Hedge Fund investors may both subscribe to and 
redeem interests in a Hedge Fund in reliance on the values derived from 
such policies and procedures. 

Detailed guidance on the develop-
ment of a Hedge Fund Manager’s 
policies to verify assets and liabilities, 

determine NAV, and the FSCP  
are provided in Section 3—  
Determination of Net Asset Value. 



2.10 �
A Hedge Fund Manager should develop and maintain a code of ethics 
and personal trading policies that include the appropriate use of materi-
al, non-public information. A Hedge Fund Manager should communicate 
the material aspects of this code and policies to Hedge Fund investors.

A Hedge Fund Manager’s code of 
ethics, personal trading policies, and 
monitoring of trading activity should 
seek to prevent and detect improper 
trading by its personnel, taking into 
account: the nature of the Hedge 
Fund Manager’s business; type of 
investments or instruments traded; 
and applicable laws, rules, and regu-
lations in all applicable jurisdictions. 
See Section 5­—Regulatory Controls 
for additional guidance. See Appen-
dix VII—Checklist for Hedge  
Fund Managers to Consider in 

Developing a Code of Ethics for a 
menu of items that a Hedge Fund 
Manager may wish to consider in 
developing a code of ethics and 
personal trading policies. This code 
and policies may include: the use 
of blackout periods; restricted lists; 
reviews; holding periods; and pro-
hibitions on certain types of trades 
and/or required pre-approval/clear-
ance of certain transactions, such as 
initial public offerings, private place-
ments/limited offerings, or securities 
on any restricted list.

Responsibilities to Investors
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2.11 �
A Hedge Fund Manager should establish policies and procedures de-
signed to (1) safeguard information related to its Hedge Fund trading 
activities, as well as information subject to confidentiality obligations, and 
(2) prevent the misuse of this information (including investor or customer 
information), taking into account the nature of the Hedge Fund Manager’s 
business and type of investments or instruments traded. 

A Hedge Fund Manager’s policies 
and procedures should address the 
protection of information relating to 
the Hedge Fund’s trading activities, 
as well as the protection of confi-
dential information provided to the 
Hedge Fund or the Hedge Fund 
Manager by the Hedge Fund  
investors and other third parties.  
In the United States, for example, 
with respect to individuals who 

are investors in a Hedge Fund, the 
Hedge Fund Manager should ensure 
that its policies and procedures meet 
the requirements of the SEC’s Regu-
lation S-P promulgated under the 
Gramm-Leach-Bliley Act. Moreover, 
a Hedge Fund Manager should 
establish appropriate information 
barriers within its firm to effectuate 
the foregoing. 
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2.12 �
A Hedge Fund Manager should disclose to Hedge Fund investors its 
relationships with prime brokers and other brokers that involve potential 
material conflicts of interest and, taking into account the nature of the 
Hedge Fund Manager’s business and type of investments or instruments 
traded, develop the appropriate policies and procedures. 

Appropriate considerations, poten-
tial disclosures, and policies may 
include:

•	� Disclosure of material relation-
ships between the Hedge Fund 
Manager and brokers;  

•	� Disclosure of material affiliated  
or interested-party transactions;

•	� Policies and disclosures on use  
of Soft Dollar Arrangements (see 
Recommendation 2.13); and

•	� Discussion of how the Hedge 
Fund Manager seeks to meet 
its best execution obligations 
to clients and of any directed 
brokerage arrangements. See 
Section 6—Trading Relationship 
Management, Monitoring, and 
Disclosure, Recommendation 6.5.

Responsibilities to Investors
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 �2.13 �
A Hedge Fund Manager should disclose its use of Soft Dollar Arrange-
ments to existing and potential investors in each Hedge Fund it manages. 
This disclosure should be made prior to engaging in such arrangements 
and should disclose the Hedge Fund Manager’s policies with respect to 
these arrangements.

Disclosure of Soft Dollar Arrange-
ments may include:

•	� Whether the Hedge Fund  
Manager’s use of the products 
and services provided by a broker 
pursuant to Soft Dollar Arrange-
ments does not exclusively benefit 
the Hedge Fund whose trades 
generate the relevant brokerage 
commissions or fees;

•	� The types of products and services 
that may be received through 
Soft Dollar Arrangements in an 

appropriate level of detail, and 
whether the use of Soft Dollar 
Arrangements falls within the safe 
harbor of Section 28(e) of the 
Securities Exchange Act of 1934, 
as amended.

For guidance on a Hedge Fund 
Manager’s determinations and poli-
cies relating to Soft Dollar Arrange-
ments, see Section 6—Trading  
Relationship Management,  
Monitoring, and Disclosure,  
Recommendations 6.8 and 6.9.

2.14
A Hedge Fund Manager should establish and maintain policies relating 
to gifts and entertainment, and other payment or receipt of money or 
property from any person in a non-business capacity that may create the 
appearance of impropriety to Hedge Fund investors.
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This section sets forth guiding principles a Hedge Fund Manager 
should consider in fulfilling one of the most important functions of 
its operations: the determination of NAV. A Hedge Fund Manager, 
in consultation with the governing body of a Hedge Fund, should 
establish policies and procedures for the determination of NAV that 
are fair, consistent, and verifiable. It is important for a Hedge Fund 
Manager to recognize that Hedge Fund investors may subscribe to 
and redeem interests in the Hedge Fund in reliance on the values 
derived from these policies and procedures. The Recommendations 
in this section cover various aspects of a Hedge Fund Manager’s 
NAV policies and procedures, including: (1) policies and procedures 
with respect to verifying the existence of assets and liabilities  
(financial and non-financial); (2) policies for the manner and frequen-
cy of computing NAV based on U.S. generally accepted accounting 
principles (“U.S. GAAP”) or International Accounting Standards 
(“IAS”) with respect to each Hedge Fund; (3) policies regarding 
the appropriate disclosure of material, NAV-related information to 
Hedge Fund investors; (4) policies and procedures to ensure pricing 
is fair, consistent, and verifiable; (5) policies for the manner and fre-
quency of computing portfolio valuation for the purposes of internal 
risk monitoring of the portfolio; and (6) policies and procedures for 
the establishment of the FSCP, which is the last part of the process 
for determining NAV. 

3. �Recommendations:  
Determination of Net Asset Value



Verification of the Existence of Assets and Liabilities

3.1 �
A Hedge Fund Manager should establish procedures to independently 
verify the existence of financial assets and liabilities.

The existence of financial assets and 
liabilities is a critical element in the 
computation of NAV. A Hedge Fund 
Manager should develop practices to 
ensure trades are processed accurately 
and on a timely basis. A Hedge Fund 
Manager should establish these 
practices based on a review and 
understanding of the Hedge Fund 
Manager’s business structure. A 
Hedge Fund Manager should estab-
lish, implement, and enforce robust 
policies, procedures, and internal 
controls for each stage of the trading 
cycle, including: trade initiation; 
execution; confirmation; settlement; 
reconciliation; and accounting. 

In addition, a Hedge Fund Manager 
should establish, implement, and  
enforce procedures for the verifica-
tion of non-financial assets and 
liabilities. A Hedge Fund Manager 
should maintain formal documen-
tation to support its non-financial 
accruals. See Recommendation 3.12 
regarding verification of non-finan-
cial assets and liabilities (e.g., accruals  
zfor expenses and fees).

Section 1—Management, Trading, 
and Information Technology  
Controls and Section 6—Trading 
Relationship Management, Monitor-
ing, and Disclosure provide a Hedge 
Fund Manager with additional 
guidance that may supplement the 
Recommendations provided in this 
section, focusing specifically on the 
determination of NAV.
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3.2 �
A Hedge Fund Manager should establish policies and procedures for 
the control and processing of purchases and sales of financial assets and 
liabilities.

A Hedge Fund Manager should 
establish policies for the processing 
of purchases and sales of financial 
assets and liabilities. These policies 
may include thresholds for specific 
levels of approvals. A Hedge Fund 
Manager should also establish ad-
equate segregation of duties among 
those who are authorized to trade, 
those who are responsible for record-
ing trade activity, and those who are 
responsible for reconciling the trade 
activity. Logical access rights to data 
and software application supporting 

these processes should enforce the 
required segregation of duties. In 
addition, a Hedge Fund Manager 
should develop and implement pro-
cedures prior to executing trades in 
new financial assets and liabilities  
or with new counterparties. See 
Section 6—Trading Relationship 
Management, Monitoring, and  
Disclosure for more information  
on documentation policies and 
procedures in transacting with 
counterparties.
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3.3 �
A Hedge Fund Manager should establish policies and procedures for the 
periodic reconciliation of the Hedge Fund Manager’s recorded financial 
assets and liabilities to statements produced by independent sources.

A Hedge Fund Manager should 
reconcile trade information entered 
into its portfolio accounting system 
with the trade information recorded 
by third parties on a daily basis. In 
addition, to the extent practical, 
a Hedge Fund Manager should 
reconcile cash balances to balances 
recorded or statements published by 
third parties at the end of each day. 
If a Hedge Fund Manager discovers 
any differences between these bal-
ances or statements, it should,  
to the extent practical, investigate 
any differences on a timely basis.

In order to verify the existence 
of financial assets and liabilities, 
a Hedge Fund Manager should 
reconcile its internal financial state-
ments to statements produced by 
recognized independent financial 
institutions on a monthly basis. 
A Hedge Fund Manager should 
attempt to reconcile any differences 
between the statements, recognizing 
that differences could exist between 
a counterparty’s statement and a 
prime broker’s statement.

Verification of the Existence of Assets and Liabilities
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3.4 �
A Hedge Fund Manager should establish procedures for obtaining confir-
mations and performing periodic reconciliations of OTC derivatives with 
its respective counterparties.

To the extent applicable, a Hedge 
Fund Manager should imple-
ment and comply with evolving 
industry practices to strengthen its 
processing, clearing, and settlement 
arrangements for OTC derivatives. 
These practices may include the 
use of protocols for issuing and 
completing trade confirmations and 
obtaining prior written consent for 
assignments.

In addition, the industry has estab-
lished protocols for basic derivatives 
documentation, including master 
agreements, master trade confirma-
tions, security agreements, guaran-
tees, and related documentation, as 
well as industry-standard documen-

tation for foreign exchange, currency 
forwards, currency options, and 
related OTC transactions. A Hedge 
Fund Manager should consider the 
use of such protocols and documen-
tation to achieve operational efficien-
cies in the negotiation and execution 
of basic derivatives documentation 
with counterparties.

In addition to the foregoing, a 
Hedge Fund Manager should estab-
lish a practice of reconciling its OTC 
derivatives records with the records 
of its respective counterparties on a 
monthly basis. This practice would 
require that the Hedge Fund Man-
ager receives monthly statements 
from its respective counterparties.



3.5
A Hedge Fund Manager should establish policies for maintaining  
sufficient internal documentation of transactions involving non-publicly 
traded financial investments (other than OTC derivatives) for the purpose 
of facilitating and ensuring the verification of the Hedge Fund’s financial 
assets and liabilities.

For non-publicly traded financial 
assets and liabilities (other than the 
OTC derivatives described above), a 
Hedge Fund Manager should main-
tain adequate supporting documen-
tation as evidence of the existence of 
a transaction. In addition, a Hedge 
Fund Manager should maintain 
internal documentation in a manner, 
and to a sufficient degree, to enable 
it to track and support unfunded 
commitments to third parties. The 

purpose of this policy is to ensure 
the accuracy of amounts recorded  
as assets and liabilities.

A Hedge Fund Manager should 
establish and implement procedures 
for: the dissemination of regular 
corporate action updates; the deter-
mination of the applicable corporate 
action; and the recording of such 
corporate actions.

Verification of the Existence of Assets and Liabilities
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3.6 �
A Hedge Fund Manager should adopt an appropriate accounting  
standard that incorporates the concept of “fair value”.

Determination of Fair Value
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For NAV purposes, a Hedge Fund 
Manager should value investments 
according to U.S. GAAP or IAS. A 
Hedge Fund Manager should rec-
ognize that there may be differences 
in determining fair value of financial 
assets and liabilities as between  
U.S. GAAP and IAS 39: Financial  
Instruments, Recognition and  
Measurement under International  
Financial Reporting Standards. 
Under either standard, however, 
a Hedge Fund Manager should 
comply with the relevant account-
ing standard that incorporates the 
concept of fair value.

Generally, U.S.-based Hedge Fund 
Managers employ U.S. GAAP 
Financial Accounting Standards 
Board's Statement of Financial  
Accounting Standards No. 157,  
Fair Value Measurements (“FAS 
157”) to value their financial invest-
ments. Under FAS 157, fair value 
is defined as the price that would 
be received to sell an asset or paid 
to transfer a liability in an orderly 
transaction between market partici-
pants at the measurement date. In 
measuring fair value, FAS 157 also 
establishes a fair value hierarchy that 
prioritizes the inputs that are applied 
to valuation techniques. 



3.7 �
A Hedge Fund Manager, in consultation with its governing body, should 
determine the party who bears ultimate responsibility for the valuation  
of investments and disclose this information to Hedge Fund investors.

If ultimate responsibility for valu-
ation of investments does not lie 
with the Hedge Fund Manager, 
the Hedge Fund Manager should 
provide oversight in the valuation 
process. This oversight may include 
regular meetings and approvals of 
pricing methodologies.

A Hedge Fund Manager may deem 
it necessary to establish a separate 
committee, such as a valuation or 
pricing committee, to oversee the 
determination of fair value in the 
valuation process. The establishment 
of a valuation committee may miti-
gate the risk of actual or potential 
conflicts. A valuation committee, 
if formed, should be comprised of 
individuals who have the authority 
and experience to provide meaning-
ful oversight of the valuation process. 
When a valuation committee regu-
larly solicits and employs the advice 

of external experts in the valuation 
process (such as Fund Administra-
tors), the use of these experts could 
help prove the independence of the 
committee.

Where certain responsibilities (e.g., 
position verification, pricing affirma-
tion, etc.) for determining a Hedge 
Fund’s NAV are contractually 
assigned to a Fund Administrator, a 
Hedge Fund Manager should review 
and analyze its contract with the 
Fund Administrator to determine 
the Fund Administrator’s level of 
responsibility for determining NAV. 
Before a contract is executed be-
tween them, a Fund Administrator 
and a Hedge Fund Manager should 
agree as to the roles and responsi-
bilities between them in valuing 
financial assets and liabilities of the 
Hedge Fund Manager and/or its 
Hedge Funds.

Responsibility for Valuation
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3.8 �
A Hedge Fund Manager’s pricing policies and procedures should be fair, 
consistent, and verifiable.

A Hedge Fund Manager should, to 
the extent practical, either calculate 
or verify the accuracy of prices inde-
pendent of the investment decision 
process. To that end, a Hedge Fund 
Manager should rely on price quotes 
from external sources whenever 
practical and establish policies for 
determining the value of assets for 
which appropriate external price 
quotes are not reasonably available. 
In addition, a Hedge Fund Manager 
should document the process used 
to determine whether to implement 
recommendations of a pricing serv-
ice, as well as circumstances in which 
it is appropriate to override a pricing 
service’s recommendation.

When available, a Hedge Fund 
Manager should consider validating 
prices of financial assets and liabil-
ities with a secondary source and 
investigating significant differences 
between the primary and secondary 
source. For example, when a pricing 
model is used to value OTC invest-
ments, the output of the model 
may be compared to a counterparty 
quote. In addition, a Hedge Fund 
Manager should consider the role  
of the Fund Administrator in the 

price validation process. Wherever 
possible, a Fund Administrator 
should independently price the 
financial assets and liabilities of  
the Hedge Fund.

Certain instruments held in Hedge 
Fund portfolios may have more than 
one official price that can be used  
for valuation purposes. Examples  
of this are financial assets and liabili-
ties traded on multiple exchanges, 
(including dual-listed securities), 
those that trade across multiple time 
zones, and certain OTC derivatives. 
In determining which settlement 
price to use in these instances,  
a Hedge Fund Manager should  
consider the exit price and what  
the Hedge Fund would realize as 
of the time that the Hedge Fund 
closes its books and determines 
NAV. Should a security close on a 
foreign exchange prior to the valu-
ation by the Hedge Fund Manager, 
the Hedge Fund Manager should 
consider the time zone movements 
that occur in markets subsequent 
to the foreign close, particularly in 
situations when there is shareholder 
activity in the relevant security.
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Pricing Policies and Procedures
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3.9 �
A Hedge Fund Manager should establish pricing policies and procedures 
that assure that NAV is marked at fair value. 

A Hedge Fund Manager should 
choose reliable and recognized pric-
ing sources to the extent practical. 

The existence of written pricing 
policies and procedures is a critical 
element to the control structure sur-
rounding a Hedge Fund Manager’s 
pricing of portfolio investment 
instruments. The Hedge Fund 
Manager’s governing body should 
establish these policies based on a 
thorough review and understanding 
of the totality of the Hedge Fund 
Manager’s business structure (e.g., 
range and complexity of instruments 
traded, stipulations contained in the 
Hedge Fund’s offering documents, 
liquidity terms offered to Hedge 
Fund investors, etc.). In addition, a 
Hedge Fund Manager should review 
these policies either (1) with the 
person(s) responsible for making 
investment decisions for the Hedge 
Fund or the valuation committee, 
as the case may be, or (2) with the 
Hedge Fund’s independent auditors. 
In any case, a Hedge Fund Manager 
should consistently apply its pricing 
policies and procedures.

Pricing policies and procedures 
should clarify the role of each party 
in the valuation process, identify the 
pricing source for each instrument, 
and include resolution procedures 

for pricing and capture exceptions. 
A Hedge Fund Manager should 
periodically update these policies 
and procedures for new types of 
instruments, as well as changes in 
applicable accounting standards. 

Where practical, a Hedge Fund 
Manager should develop practices 
and/or systems for capturing pricing 
data for their trading positions from 
independent sources on a daily basis. 
A Hedge Fund Manager should also 
adopt procedures for periodically 
verifying the accuracy of pricing 
data and for reviewing any material 
discrepancies between price sources. 
Where an instrument is not actively 
traded or where obtaining price 
information requires significant 
effort, less frequent pricing may 
be appropriate depending on the 
nature and the size of the trading 
position and the size, structure, and 
investment objective and strategy 
of the Hedge Fund. For positions 
traded when the only external source 
of fair value may be quotes from 
relevant market-makers (the number 
of which, based on the liquidity of 
the position, may be very limited), 
a Hedge Fund Manager should 
also consider the number of quotes 
desired to gain comfort with the fair 
value. This may also lead to model 

Pricing Policies and Procedures
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pricing as discussed below in this 
Recommendation 3.9.

The range of OTC instruments that 
may require alternate pricing sources 
include derivative instruments,  
asset-backed securities, fixed income 
instruments, and other similar 
instruments. However, if these alter-
nate sources are unavailable, either 
because the transactions are one-of-
a-kind or not actively traded, the 
only market for these instruments 
may be with the transaction’s coun-
terparty. These instruments could 
be valued: (1) by obtaining a quote 
or estimate from the counterparty; 
(2) based on a pricing model; or (3) 
any combination thereof. Where a 
pricing model is used, a Hedge Fund 
Manager should make sure that it is 
in a position to explain and support 
the model parameters used in deter-
mining the valuation. In addition, 
the Hedge Fund Manager should 
consider “back-testing” the pricing 
model in order to assess its accuracy. 

Where market prices do not exist 
or are not indicative of fair value, 
a Hedge Fund Manager should 
establish valuation methods for NAV 
purposes. For example, in valuing 
certain instruments, a Hedge Fund 
Manager may consider seeking input 

from its portfolio management team 
in order to take advantage of their 
expertise. Nonetheless, a Hedge 
Fund Manager must ensure that the 
appropriate amount of control and 
oversight exists, potentially through 
a valuation committee, as discussed 
in Recommendation 3.7.

A Hedge Fund Manager may use 
alternative approaches for valuing 
illiquid or otherwise hard-to-value 
financial assets and liabilities. Among 
the various approaches to valuing 
these types of assets and liabilities  
are: obtaining broker or counterpar-
ty quotes; performing model pricing; 
and receiving independent apprais-
als. These three types of approaches 
should be included in the overall 
valuation policy of a Hedge Fund 
Manager. When obtaining broker 
quotes to value illiquid and hard-to-
value financial assets and liabilities, 
a Hedge Fund Manager should 
attempt to obtain multiple broker 
quotes and develop a methodology 
for calculating an average price, or  
be able to support the price ulti-
mately used. For financial assets 
and liabilities valued using a pricing 
model, a Hedge Fund Manager 
should give consideration to obtain-
ing counterparty quotes to assess 
the reasonableness of the pricing 
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and liabilities with investor interests 
in order to achieve fairness to inves-
tors (e.g., side pockets), the Hedge 
Fund Manager should recognize that 
creation of this mechanism does not 
change the principles or methods 
used for determining fair value of the 
illiquid financial assets and liabilities.

A Hedge Fund Manager should 
monitor the performance of pricing 
services to ensure consistency in the 
services provided. 

model valuation. Where independ-
ent appraisals are obtained, a Hedge 
Fund Manager should evaluate each 
independent appraiser’s qualifica-
tions and experience in valuing an 
illiquid or otherwise hard-to-value 
financial asset or liability and the 
extent to which it can provide price 
assurance.

If a Hedge Fund Manager has used 
a mechanism to align the investment 
strategy of illiquid financial assets 

3.9 �continued
 

Pricing Policies and Procedures
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Frequency of NAV Determinations

indicative NAV more frequently, 
based on estimates of accrued fees, 
income and expenses, and trading 
profits and loss, which may  
be used for internal purposes,  
such as risk monitoring. See also 
Section 4—Risk Management,   
Recommendations 4.12 and 4.17. 

A Hedge Fund’s official NAV is 
typically determined on an estab-
lished periodic basis and is used for 
the purposes of disclosure and for 
the pricing of Hedge Fund inves-
tor subscriptions and redemptions. 
Separately, a Hedge Fund Manager 
may also prepare an estimated or 

3.10
A Hedge Fund Manager should establish policies for the frequency  
of determining a Hedge Fund’s NAV.
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Financial Statement Close Process

other accounting activities. This 
policy should include: (1) preparing 
the trial balance and any necessary 
consolidations; (2) accumulating, 
preparing, reviewing, and posting 
journal entries; and (3) drafting and 
reviewing the financial statements 
and related disclosures.

A Hedge Fund Manager should 
delegate the responsibility of the 
FSCP to personnel conversant in the 
relevant U.S. GAAP or IAS, as well 
as any applicable regulatory require-
ments. This delegation of responsi-
bility will ensure that the financial 
statements prepared, whether they 
are internal management reports or 
external regulatory reports, are in 
compliance with U.S. GAAP or IAS, 
as the case may be, or applicable 
regulatory requirements. A Hedge 
Fund Manager should define  
access rights to data and software  
applications supporting the FSCP  
to enforce appropriate segregation 
of duties.

The FSCP is the process whereby 
the results of various transactions 
are summarized, reviewed, consoli-
dated, edited, and used for reporting 
to investors and management. In 
the FSCP, the calculation of NAV 
should take into account not only 
the fair value of the financial assets 
and liabilities (as described above) in 
the portfolio (sometimes referred to 
as “trading P&L”), consistent with 
appropriate accounting principles 
(U.S. GAAP or IAS), but also accru-
als of interest, dividends, and other 
receivables, as well as fees, expenses, 
and other payables. This is critical as 
Hedge Fund investors will both buy 
and sell interests in a Hedge Fund 
on the basis of NAV. 

A Hedge Fund Manager should 
establish a policy around the FSCP 
that transforms the transactions 
reflected in accounting records into 
financial statements and related 
disclosures, and that generally repre-
sents a process entirely separate from 

3.11
A Hedge Fund Manager should establish policies and procedures for  
periodic closing of books and records consistent with appropriate  
accounting principles.
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When a Hedge Fund Manager uses 
a Fund Administrator, the Hedge 
Fund Manager should establish 
procedures to review the calcula-
tion of NAV provided by the Fund 
Administrator. This may include 
analyzing and reviewing in detail the 
package provided by the Fund Ad-
ministrator when no internal records 
are kept, or reconciling the records 
provided by the Fund Administra-
tor to the Hedge Fund Manager’s 
internal records.

A Hedge Fund Manager should 
have procedures in place to review 
the recordation of all financial and 
non-financial assets and liabilities. 
The recording of many of these 
accounts, such as the accruals for 
interest and dividends, ties in closely 
with the corporate action process 
that a Hedge Fund Manager should 
establish. For non-financial assets 
and liabilities, including manage-
ment fees, incentive fees, and other 
liabilities, the Hedge Fund Manager 
should have a review process in 
place to ensure that these assets and 
liabilities are properly calculated and 
recorded when determining NAV. 

3.12
As part of the FSCP, a Hedge Fund Manager should incorporate pro-
cedures for the review and recordation of all financial and non-financial 
assets and liabilities (including accruals of interest, dividends, and recorda-
tion of all non-financial asset and liabilities, including management fees, 
incentive fees, and other liabilities).
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Hedge Fund Manager should take 
measures to ensure Hedge Fund 
investors are allocated their appropri-
ate share of profits or losses within 
a given period. A Hedge Fund 
Manager can accomplish this by  
performing reasonableness checks 
on the returns of investors, such as 
calculating the rate of return of each 
investor for a period to verify that all 
investors with identical rights and fee 
arrangements have identical returns.

The allocation of income and 
expense to Hedge Fund investors is 
an integral part of the FSCP. Alloca-
tions are typically performed by the 
Fund Administrator or by a division 
within a Hedge Fund Manager’s 
back office. A Hedge Fund Manager 
should establish, implement, and 
enforce procedures to ensure that  
all new investors and exiting inves-
tors are allocated profits or losses in 
appropriate periods. In addition, a 

3.13
A Hedge Fund Manager should review the allocation of income and  
expense to Hedge Fund investors. 

Financial Statement Close Process

financial statements. By standardiz-
ing the way information is presented 
on a periodic basis to Hedge Fund 
investors and in annual financial 
statements, a Hedge Fund Manager 
will ensure that the investors receive 
consistent information throughout 
the year.

The way in which a Hedge Fund 
Manager reports to Hedge Fund 
investors should be consistent from 
period-to-period. A Hedge Fund 
Manager should also attempt to 
provide consistent information as  
between periodic reports and a 
Hedge Fund’s annual audited 

3.14
In relation to reporting to Hedge Fund investors, a Hedge Fund Manager 
should incorporate procedures that seek consistency between periodic 
reports and annual audited financial statements.


