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Hedge tunds — transparency & liquidity?

An institutional investor and a hedge fund
manager walk into a bar. The investor hands the
HF manager a $20 bill and says: “Get me a drink
that meets my needs. If | like your choice, I'll buy
the drinks all night” says the investor before
leaving for the bathroom. Confused by the
demand, the HF manager shrugs and orders them
both a pint of Guiness.

The barman pours the drinks, takes the money
and tells the HF manager “you should have got
him a vodka”

Really, Why Vodka, Why not Guinness?

“More transparency, greater liquidity” replies the
barman.

But it was too late, the investor had already gone.



Notes: risk control?

Note 1. The barman, unlike the absent investor, had the power to
flag the hedge fund manager’s error. Had the fund manager been
running a managed account with the barman, he would have
stopped the investor before it was too late.

Note 2: Please understand: whilst vodka is both liquid and
transparent like a managed account, Hedge Funds cannot
guarantee that vodka will, in general result in greater risk control. In
fact, we suggest the opposite.



‘ The 2008 Report Card can be found in the
Compliance toolkit of the BCSC website
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BC Adviser metrics

ICPM firms = 76

Specialty dealers (non-SRO dealers) =9
Total approximate AUM = $158 billion
Average AUM = $2.1billion each

Total advisers = 278

Average advisers = 3.7 advisers per firm



Exam focus 2008 - 20 registrants

Exams 2008 @ Mutual fund dealers
CMR

B Investment
10 Counsel/Portfolio
Managers

] Fund Examinations
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[J Scholarship Plan
Dealers

B Exchange Contracts
Dealers




Exam highlights

2008

Total
Exams Percent

Types of Registrants Examined 2008 2008
Mutual fund dealers 0 0%
Investment Counsel/Portfolio Managers 14 70%
Fund Examinations 3 15%
Scholarship Plan Dealers 2 10%
Exchange Contracts Dealers 1 5%
Total Registrants Examined 20 100%




Report Card — common deficiencies

Top Ten Deficiencies by Frequency 2008

Total firms used for stats = 19 To_tql _ Percent Deficient
Compliance deficiency categories Deficiencies
1 Policies and procedures manual issues 14 74%
2 Disaster recovery and business continuity 11 58%
3 Advertising & marketing 9 47%
4 Know-your-client (KYC) and suitability 8 42%
5 Registration administration (NRD etc) 7 37%
6 Overall compliance program 6 32%
7 Conflicts of interest & personal trading 5 26%
8 Disclosures 5 26%
9 Out-of-province or non-resident clients 4 21%
10 Insider and early warning reporting 4 21%




CFA topics

Peter Bernstein’s ideas: by Jason Zweig, Money Magazine
Anything can happen. We do not and cannot know the future.

Whether you take risk depends not just on the probability that you are
right but also on the consequences if you are wrong.

The riskiest moment is when you are right.

If you're comfortable with all your own, you’re not diversified.
Diversification is an explicit recognition of your ignorance.

Economic Psychology? — John Nofsinger
Overconfidence in ability to pick stocks
Herding — comfortable when other mgrs do the same
Take mental shortcuts- look at only the info | like
lllusion of control
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'CFA topic: The Black Swan — e i

Taleb

What is a Black Swan?
= A highly improbable event
= Carries a massive impact
= Itis an outlier / long tall

Examples:

= 9/11

Success of Google

1987 Crash

Sub-prime crisis

NYSE Chair,Richard Grasso’s
bonus
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Concepts to consider

Ethics: a firms code of conduct; acting with integrity &
professional competence of staff.

Professionalism; maintain and improve professional
conduct.

Fiduciary Duties: while this has no clear definition or
rule, it generally applies to those in a fiduciary
relationship. There are more “breach of fiduciary
responsibility” and regulatory suits being raised in
arbitration against brokers and investment advisers.

Q: What does a lack of these elements create?

12




Why is ethics important?

Strong ethics = a powerful tool for your corporate culture
Ethical standards guide employee behaviour

CSI defines ethics in three basic ways:

o Ethics represents the rules or standards governing the behavior
of a particular group, such as a profession.

o Ethics is a set or moral principles or values; morals are rules or
the habits of conduct of a society established with reference to
right and wrong.

o Ethics is the study of the general nature of morals and moral
choices made by individuals.
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How is fiduciary duty defined?

The term "fiduciary" comes to us from Roman law, and means "a
person holding the character of a trustee, or a character analogous
of a trustee, In respect to the trust and confidence involved in it
and the scrupulous good faith and candor which it requires."
Fiduciaries have a duty, created by undertaking certain types of
acts, to act primarily for the benefit of another in matters
connected with such undertaking. We utilize the term “fiduciary”
to mark certain relationships where a party with superior

knowledge and information acts on behalf of one who usually
does not possess such knowledge and information.

Blacks law dictionary
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Standard of care for fund manager

Standard of care for investment fund manager
Every investment fund manager must

(a) exercise the powers and discharge the duties of its
office honestly, in good faith and in the best interests of
the investment fund, and

(b) exercise the degree of care, diligence and skill that a
reasonably prudent person would exercise in the
circumstances

Section 125, BC Securities Act

“Canada is ripe for increased legal proceedings alleging
breaches of fiduciary obligations”

Stephen Erlichmann, Fiduciary duty and conflicts of interest in the Canadian
Mutual Fund Industry: Davies Ward & Beck.
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Compliance processes- questions?

o What is meant by compliance program design?

o Are the compliance committee/dept of officers known
by employees?

o Is the function and scope of officer duties clear?
o Does the program outline permissible conduct?

o What data mining do you do to prevent and detect
ISsues?

o Do you monitor specific work outsourced?

o Do you consider corporate governance and risk
mgmt?

o |s your program pro-active or reactive?
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What is a good compliance program?

Supervision & Control

1T 1r 10 1f

Design:
Outcomes desired

Compliance
procedures

Designate officer

Define scope of

duties @

Effective
Procedures:

Policy manual
Proceduresitraining

Hierarchy of
supervision

Checks and ba@

Review of:

Business areas
Controls
Key documents

Trading

Outsourcing @

Monitoring:

Disclosures
Contracts

New products

@

Marketing

U ¥ I1r 10

Reporting:
Program mgmt
Corp Governance
Risk mgmt

Self assessment

®

£

Monitor, detect, review & report
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Where to start?

Establish
compliance
committee —set
mandate

{L

Set compliance goals
and strategies —
desired outcomes

Get buy-in from
senior management -
ask for their ideas &
input

Annual review of
programs — to test
their effectiveness.
Annual report to
board on progress.
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‘ Exceptional firms?

=Code of ethics

smUpdated policies and
procedures designed to
prevent & detect violations

sAnnual check-up of
compliance programs

sEffective Chief
Compliance Officer

=Senior management
approves new procedures
In writing

sUseful data mined
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You can work it out
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Contact information

Michael Sorbo (604) 899-6689
msorbo@bcsc.bc.ca

Janice Leung (604) 899-6752
jleung@bcsc.bc.ca

Nirwair Sanghera (604) 899-6861
nsanghera@bcsc.bc.ca

Edwin Leong (604) 899-6682
eleong@bcsc.bc.ca

Christopher Cheng (604) 899-6718
ccheng@bcsc.bc.ca

Lena Lew (604) 899-6650
llew@bcsc.bc.ca
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