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Operational risk can sink a fund, but who has responsibility for 
mitigating operational risk—the manager or the board?  Investors need 

“Who is steering the ship?”

We all know that alternative investment funds have one 
simple, basic purpose—to grow and preserve wealth. In 
order to do this, investment acumen is important, but 
not enough.  Academic literature increasingly supports, 
and life experience tells us, that operational risk can 
sink a fund.1 As a result of recent meltdowns and frauds, 
sophisticated investors have come to appreciate that 
a focus solely on performance is not enough.  After a 
period in which transparency into investments was 
demanded and achieved, investors are now seeking 
to avoid the rapid decline in asset values that can be 
triggered by an operational misstep and, for this reason, 
they are focusing on the governance process. 

This white paper highlights the key questions that are 
not being asked with respect to the fund governance 
process and concludes that the failure to address these 

issues prevents investors and managers from deriving true value from the costs alternative funds 
incur to compensate their boards.  It also explores the differences between funds organized as 
Delaware limited liability companies and funds chartered under the laws of other jurisdictions and 
then weighs the relative merits of each approach.

The paper concludes that there is much to be said for the U.S. model, with its clear reliance on 

either to increase the rate of return or to enhance infrastructure, as is deemed appropriate.  Also, 
accountability under this model is unambiguous. This is not to say that a more expansive board 

by legislators and regulators when they—as well as the underlying managers and directors—

the board intends to achieve its objectives. 
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Investor:  Can I trust them with 
my funds?

Regulator: Does managment 

Sponsor: I need to be able to run 
my business.

Director: Who do I represent?
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mitigating operational risk—the manager or the board?  Investors need 
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We all know that alternative investment funds have one 
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and life experience tells us, that operational risk can 
sink a fund.1 As a result of recent meltdowns and frauds, 
sophisticated investors have come to appreciate that 
a focus solely on performance is not enough.  After a 
period in which transparency into investments was 
demanded and achieved, investors are now seeking 
to avoid the rapid decline in asset values that can be 
triggered by an operational misstep and, for this reason, 
they are focusing on the governance process. 

This white paper highlights the key questions that are 
not being asked with respect to the fund governance 
process and concludes that the failure to address these 

issues prevents investors and managers from deriving true value from the costs alternative funds 
incur to compensate their boards.  It also explores the differences between funds organized as 
Delaware limited liability companies and funds chartered under the laws of other jurisdictions and 
then weighs the relative merits of each approach.

The paper concludes that there is much to be said for the U.S. model, with its clear reliance on 

either to increase the rate of return or to enhance infrastructure, as is deemed appropriate.  Also, 
accountability under this model is unambiguous. This is not to say that a more expansive board 

by legislators and regulators when they—as well as the underlying managers and directors—

the board intends to achieve its objectives. 
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A key reason why alternative funds have been able to deliver positive returns for their investors 
is that they operate outside many of the boundaries imposed on competing institutions. Well-run 
alternative funds offer investment opportunities managed with unparalleled strategic creativity 
and limited outside interference. They draw their capital from investors who are legally required 
to be among the most sophisticated in the world. At a time when so many others in the broader 

Of course. One need look no further than headlines that frequently highlight scandals, real or 
alleged. But the far larger story is one of success.  And, as will be pointed out, many of the “bumps 
in the road” are tied directly to failures of investors to inquire about basic governance issues – i.e. 
Bernie Madoff.
 
Due to alternatives’ superior returns, investors, including pension plans, are increasing exposure to 
private equity, real estate and hedge funds.2  Endowments and foundations are also moving in this 
direction.3 In the U.S., numerous state and municipal pension funds would also like to expand their 
investments in the alternative sector; but many are hampered by legislative or political limitations 

state pension fund in the U.S., publicly stated that he would be able to double his investments in 
alternative funds were he not held back by political constraints.4  Similarly, although the state of 
Georgia recently ended its absolute ban on alternative investments, it nevertheless limited the 
allowance to 5% and continued to exclude its teachers’ pension fund, which happens to be the 
largest in the state.5

The reason states and municipalities have traditionally been wary of alternative investments largely 
boils down to their overriding concern with protecting the assets of “indirect investors”—that is, 

that relies on the advice of only one individual.6 
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Operational risk can sink a fund, but who has responsibility for 
mitigating operational risk—the manager or the board?  Investors need 

“Who is steering the ship?”

We all know that alternative investment funds have one 
simple, basic purpose—to grow and preserve wealth. In 
order to do this, investment acumen is important, but 
not enough.  Academic literature increasingly supports, 
and life experience tells us, that operational risk can 
sink a fund.1 As a result of recent meltdowns and frauds, 
sophisticated investors have come to appreciate that 
a focus solely on performance is not enough.  After a 
period in which transparency into investments was 
demanded and achieved, investors are now seeking 
to avoid the rapid decline in asset values that can be 
triggered by an operational misstep and, for this reason, 
they are focusing on the governance process. 

This white paper highlights the key questions that are 
not being asked with respect to the fund governance 
process and concludes that the failure to address these 

issues prevents investors and managers from deriving true value from the costs alternative funds 
incur to compensate their boards.  It also explores the differences between funds organized as 
Delaware limited liability companies and funds chartered under the laws of other jurisdictions and 
then weighs the relative merits of each approach.

The paper concludes that there is much to be said for the U.S. model, with its clear reliance on 

either to increase the rate of return or to enhance infrastructure, as is deemed appropriate.  Also, 
accountability under this model is unambiguous. This is not to say that a more expansive board 

by legislators and regulators when they—as well as the underlying managers and directors—

the board intends to achieve its objectives. 
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Even though alternative investment vehicles maintain barriers to entry and conduct business with 

in an unsupervised manager (as is the case under the U.S. model).  In this environment it is 
understandable that some investors seek a board structure to ease their concerns. In fact, some 
of the largest investors (primarily, but not exclusively, government-owned investment funds and 
large institutional investors) will only make allocations to alternative funds that have boards of 
directors.

First, it is clear that as a tsunami of change hits fund managers, additional eyes, ears, and brains 

governance-conscious investors. 

Second, a board can engender proper respect for “fund level” issues and governance in senior 

meltdown, a little bit of “sunshine” can go a long way.  If there is one thing investors welcome, 
it is access to meaningful information, as illustrated by the efforts to increase transparency with 
respect to investment holdings themselves.  

Third, for an emerging manager, the existence of a board can demonstrate to investors that the 

Fourth, a board can provide a forum where the adviser’s staff can raise and share concerns.

Lastly, a board can take on the role of overseeing operational safeguards that are important to 
investors who are skeptical of the potential risks associated with commingled funds, and who for 
this reason might otherwise choose to invest through managed accounts.  An active and informed 

manager and those of fund investors. 
 
As such, there is no question that a board can be a powerful protective force and serve as an 

We explore that question in the next section.
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Operational risk can sink a fund, but who has responsibility for 
mitigating operational risk—the manager or the board?  Investors need 

“Who is steering the ship?”

We all know that alternative investment funds have one 
simple, basic purpose—to grow and preserve wealth. In 
order to do this, investment acumen is important, but 
not enough.  Academic literature increasingly supports, 
and life experience tells us, that operational risk can 
sink a fund.1 As a result of recent meltdowns and frauds, 
sophisticated investors have come to appreciate that 
a focus solely on performance is not enough.  After a 
period in which transparency into investments was 
demanded and achieved, investors are now seeking 
to avoid the rapid decline in asset values that can be 
triggered by an operational misstep and, for this reason, 
they are focusing on the governance process. 

This white paper highlights the key questions that are 
not being asked with respect to the fund governance 
process and concludes that the failure to address these 

issues prevents investors and managers from deriving true value from the costs alternative funds 
incur to compensate their boards.  It also explores the differences between funds organized as 
Delaware limited liability companies and funds chartered under the laws of other jurisdictions and 
then weighs the relative merits of each approach.

The paper concludes that there is much to be said for the U.S. model, with its clear reliance on 

either to increase the rate of return or to enhance infrastructure, as is deemed appropriate.  Also, 
accountability under this model is unambiguous. This is not to say that a more expansive board 

by legislators and regulators when they—as well as the underlying managers and directors—

the board intends to achieve its objectives. 
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If you are interested in a further discussion of these issues, please reach out to us:"

The Regulatory Fundamentals Group LLC 
1115 Broadway, 11th Floor 

New York, NY 10010 
Information@RegFG.com 

212-537-4058 x 1 

The following page provides information about how RFG supports your peers.  
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As noted above, there is no question that a board can be a powerful protective force; but the 
mere existence of a board is not enough to assure that this role is served.  Investors who seek 
the protections that a board can provide must also address the factors that tend to impede its 
functioning.  Several of these factors are discussed below.

Time, resources, and 
expenses: Given the limited 
time some directors spend 
on fund issues, it is fair to ask 
whether the resources would be 

by increasing return to investors. One study found that in 2011, at least 40 directors of Cayman 
Islands funds served on more than 100 boards each, and three likely sat on more than 500.9 The 
survey estimated that approximately 70% of the Cayman fund boards that have an independent 
director are served by a director who sits on more than 100 fund boards.  Obviously not even 
the world’s most conscientious board member can diligently oversee 100 different funds when, 
regardless of jurisdiction, there are still only 365 days in the year.

But that is not the critical concern. As addressed below, such arrangements are not always an 
intrinsic negative for investors. The issue is not how many boards a director sits on.  The critical 
issue is: what is expected of the director and can the expectations reasonably be met.
 
The overhead needed to maintain a highly-engaged board can itself prove an impediment to the 

decisions might balk at the accompanying price tag. In order to provide meaningful oversight, a 
board needs access to skills and resources and enough time to review and understand the inner-

Meanwhile, the overwhelming majority of “independent” alternative fund directors typically make 
$5,000 - $25,000 per board per year and thus these directors have a very different motivation: 
namely, to place themselves on as many boards as possible. As noted above, the issue comes down 
to expectations. Is it reasonable to expect directors to play a meaningful role without substantial 

issues is a perfect example of how vital the “unasked question” can be.

One of the unaddressed considerations is simply whether the money expended to develop a 
strong, highly-functioning board might be better spent on strengthening the manager’s C-level 

with critical staff.  This issue deserves careful consideration.
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“Is it reasonable to expect directors to 
play a meaningful role without substantial 
resources and, if resources are not 
allocated, what do investors gain?”
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Regulatory Risk Management for Endowments and Foundations 

 
Did you know that your investment activities are subject to multiple U.S. and foreign regulations?  

 

Are You Comfortable That! 
 

• Your compliance program is in line with peer group standards? 
• You have fully satisfied all federal filing and reporting requirements? 
• Managers you allocate to have kept up-to-date with applicable regulatory requirements?  

 
 
If Not, Here is Your Solution 
 
Join a consortium of your peers, the leading U.S. endowments and foundations, already using RFG 
Pathfinder!, and receive:  

• A baseline of regulatory requirements. 
• Weekly thought leadership alerts that provide insights on developments and future trends.  
• Peer-to-peer communications through webinars and conferences, which allow you to share 

questions and knowledge. 
 
 
Here’s What Clients Say About RFG’s Definitive Resource for Investment Offices  
 
 

• “We have gotten a lot out of our partnership with RFG, and we think others can too.” 

• “As a new client, so far, you have exceeded expectations.” 

• “The forum you provide is HUGELY beneficial!” 

• “Your work on reporting requirements has been outstanding.” 

• “The summaries you prepared on the Congressional inquiry!were circulated to our 

CFO and others in the organization!they were just what we needed.” 

 


