Raising the Bar in the World of Hedge Funds

“It was the best of times, it was the worst of times; it was the age of wisdom, it was the age of foolishness; it was the epoch of belief, it was the epoch of incredulity; it was the season of Light, it was the season of Darkness; it was the spring of hope, it was the winter of despair; we had everything before us, we had nothing before us; we were all going directly to Heaven, we were all going the other way.”
This Dickinsonian lament speaks to us by analogy of the world we live in today full of turmoil and change and of unlimited potential for wealth creation co-existing with the heartache of financial ruin and bankruptcy; of horizon-expanding technological solutions and the knowledge creation of the information society running in parallel with lower educational achievement and anti-intellectual biases.  Where belief in free markets, productivity growth, and the notion that a rising tide lifts all boats, clashes with persistent poverty, widening income gaps and the loss of jobs, homes, and retirement savings.   Today’s headlines suggest a growing confusion, lack of focus and direction in both Washington and on Wall Street that is contributing to a crisis of confidence not only in our policy-makers but in the system itself.  Pleas for stability and slower reaction times together with less convulsive responses to the credit crises are up against a herd mentality that stampedes the discipline of the marketplace in the name of the discipline of the marketplace—ironically inhibiting the free flow of capital at a time when it is most needed to stabilize the system.  This is not simply because banks have decided to institute risk management policies that may have become too relaxed in the run-up to the mortgage crisis, but also insinuates questions of trust in long-term, established relationships.

These are the “worst of times” for tens of thousands in the finance industry who have lost their jobs and for the millions who have lost their assets as a consequence of the ongoing crisis of credit and confidence.  The question now is, how do we return to the “best of times?”  This is an existential – and the essential – question for the hedge fund industry today.  There is much political talk about taking a fresh look at the regulatory environment in which hedge funds operate.  The two leading financial market regulators, the Securities and Exchange Commission [SEC] in the United States and the United Kingdom’s Financial Services Authority [FSA], face increasing pressure to open the discussion on the subject and to begin to contemplate the notion of increased regulation.  Stimulating this have been a number of high profile fraud cases in the industry.  But it is the larger context of the state of the economy and the extent of the credit crisis that has focused attention and brought increased scrutiny to hedge funds. 

Because hedge funds operate for the most part outside the regulatory environment overseen by the SEC, the Department of the Treasury, and the Federal Reserve, popular opinion can construe hedge funds as being somehow above the law, serving the self-interests of hedge fund managers and their wealthy clients.  Enviable returns, until the past year, protected the industry and reinforced the logic of the industry’s freedom of operation.  It is this freedom of operation and the belief that the operation of unfettered market forces plays the role of ultimate regulator that have shaped changes in behavior through the successes and failures of hedge fund managers.  Industry advocates have claimed that this operating environment proves the worth of self-regulation, that managers who have committed fraud have been prosecuted, that transparency in fund transactions has been advanced as a result, and that funds which have performed poorly or engaged in illegal or unethical practices have been disciplined by marketplace itself.  

Such a view is perhaps too rosy and an embellishment on current reality.  Withdrawals and liquidation of investments is testing the resilience of the industry and challenging many of its working assumptions.  Some investors, unconvinced by arguments that losses have been due to the fallout from larger market forces, have turned litigious in their search for evidence and explanations of investment losses.  They have faulted fund managers and charged them with unsuitable investment decisions, insufficient or improper disclosure, misrepresentation, negligence, misconduct, and other behaviors relating to omission of information.
What should the industry be looking for in the way of best practices, new ethics codes, new laws and regulations, and new regulatory agencies?  What can be done now to maintain the strengths of the traditional functioning of the industry?  What changes in behavior and the ways of doing business can not only restore confidence in the industry, but enhance market forces and hasten a return to historic performance levels and fees?  We argue that elevating the role of ethics, making it a fundamental corollary to the normal functioning of the market and the basis of transparency and accountability will produce these results.  It will facilitate the creation of a code of conduct and set of best practices – hallmarks of all professions – that will shape everything from hiring and training of personnel, management duties and responsibilities, investor relations, and forestall costly and potentially misguided government intervention and regulation that will diminish the fundamental role the hedge fund industry plays in creating wealth, raising capital and in distributing and sharing risk.
Moreover, we posit that the institutionalization and enculturation of ethical practices by hedge fund managers in their organizations and amongst their peers will directly lead to higher profitability.  Surveys of CEO's in other business sectors clearly indicate that they believe that ethical behavior leads to higher profit levels and we see no reason why the same would not hold true for the world of hedge funds.
Behavior modification is difficult (just ask the thirty million American who are trying to lose thirty pounds!), but it can happen.   Systemic change in society can occur, often incrementally, though nonetheless revolutionary.  Think of walking into a business meeting in 1962 and finding twelve smokers among the twenty men and women, (probably all men) in the room.  Can you imagine such a meeting today?  Never.  The change in smoking behavior came first and foremost from the public, particularly not-for-profit groups that caused changes in laws, and more importantly changes in public perception about the acceptability of smoking.  The changes in public perceptions and desires in turn changed corporate culture.  Such changes came about because there was a tectonic shift in individual perceptions and behavior, and a transformation of such into new laws and rules of behavior

But what does weight loss and smoking have to do with hedge funds?  Just this – peer pressure and “standard business usage” can nudge the managers of hedge funds to toe the mark to a set of standards of conduct and ethical behavior out of enlightened self-interest.  Hedge fund leaders can accomplish this by themselves, with no help or interference from government.  Let’s look at three situations which are analogous in several aspects.

Many charities are adopting whistle blower policies and are creating Audit Committees on their boards of directors.  There is no requirement or coercion behind this promulgation – rather it has been the questions which grantors have begun to ask regarding the good governance aspects of these worthy causes which led to their creation.  The boards of the charities are made up of very smart people who, after being asked a few times regarding their whistle blower and corporate governance policies, caught on to the fact that it is better to attend to these issues in order to better attract funding.  And so “industry usage”, that which is expected of a well run organization, has become an unofficial standard.  The ultimate goal of such policies and behavior is to reap the value of a good reputation.  In this scenario, the voluntary adoption of these policies has a direct relationship to a charity’s ability to instill confidence in grantors and attract funding. The charities which appoint Audit Committees and burden their directors heavily would love to avoid that expenditure of time and resources, but, if that is what consumers and clients demand, there is little choice.  
One of the most dramatic examples of the power of ethics in guiding behavior and having a profound impact on an economy and financial transactions came in the early years of Israeli statehood.  The Israeli government was faced with a severe threat – that the black market in currency could undermine not only the value of the Shekel but the entire financial structure of the country.  The government appealed to the people not to ship money abroad and not to deal in black market trading of US Dollars.  Even though Israelis share a deep suspicion of government, and are steeped in socialist ideology, a vast majority of the citizens voluntarily desisted from these transactions and made it clear that people who did those deeds were not welcome in their homes or in their business deals.  The treasury weathered the storm because business people were socialized to a set of expectations that they would be held to and created an ethical standard while seeing the positive economic benefits of such behavior both collectively and individually.

Another example is drawn from the accounting profession and the New York State Society of CPA’s in particular.  The privilege of serving on one of the Society’s committees was a credential very much in demand within the accounting profession.  Accounting firms which made up the leadership were aware of which firms behaved ethically and which ones cut corners or crossed the line either legally or ethically.  Such individuals were effectively excluded from committee membership and, in consequence, their opportunities for both professional and revenue growth were limited.  Both within the accounting community and within individual firms, this paradigm produced a profound amount of peer pressure to dissuade and ostracize miscreants.  These standards and implicit code of conduct emerged in the industry without benefit of legislation or legal enforcement.  
In the Army the axiom is, “Anyone can fool the Company Commander but no one can fool the guys in the platoon”.  For those who have served, everyone knows in a matter of weeks those with whom you would be willing to share a foxhole and those you would make a point of avoiding.  Likewise, self regulation, with high standards, will lead to an elevated set of expectations on the part of investors.  If some hedge funds do not meet those high standards, they will find that investors will fade away and take their money to a fund in which they implicitly have more confidence.  In this way, “industry usage” will push the management of these financial organizations to do what the buyer expects and demands.  
The new expectations of investors, especially in this toxic environment of increasing uncertainty can advance the movement to elevate standards and ethical behavior.  At this point, the impetus is not the result of new laws or government regulatory demands.  Hedge funds presently have the opportunity to adopt and push higher standards out of enlightened self interest – not because a regulator is about to audit their activities. In doing so they can set the stage and the framework for the debates to come on how to regulate Hedge Funds.  This pre-emptive action has the potential to provide significant benefits in the way the rules of the road for Hedge Funds will look two years from now.   
Hedge fund managers already share characteristics with professionals in medicine, law, accounting and higher education.  They have a highly specialized knowledge base; they have certain barriers to entry into the profession; they represent a societal elite set apart from the layman or a deferential citizenry by the specialization of their work and esoteric operations.  What is missing is an associational body that oversees the conduct of its members, that sets expectations of good conduct and practice and insists on conformity to the norms of the profession.   University faculty, lawyers and doctors all risk sanction, censure and even the rare expulsion from the profession when they violate these norms and expectations.  Self-policing, even in various realms of business have been shown to be as effective as imposed government regulations and in fact work hand-in-hand with regulatory agencies to set the bounds of external monitoring and interference in day-to-day work.  

The way forward is difficult   Unlike public corporations, non-governmental organizations, international organizations and universities, hedge funds do not share the public nature as well as the structure and size of such organizations that facilitates addressing of ethics as an issue of organizational culture.  Most hedge funds are small, closely held organizations with small staffs where the presence of an ombudsman, whistleblower protections and internal mechanisms to identify and report malfeasance would be at best awkward and likely difficult.  Hedge funds are extremely important to New York City’s tax base and to maintaining New York City’s status as the center of finance.  No community wants to risk losing this important component of its business infrastructure.  But escalating regulatory risk, reporting and transparency issues and investor and public relations compel us to take the lead now in order to maintain the independence and freedom of movement we value.  It also contributes to the smooth functioning of the market required for the hedge fund industry to thrive while serving its purpose in capital markets.
The hedge fund industry should realize that they have a real opportunity to build powerful bonds with key stakeholders through a sincere investment in corporate citizenship.  A growing base of empirical evidence reports that good corporate citizenship also inspires people to widely disseminate good opinion and recommendations regarding a company.   In time, both consumers and even employees report on the corporate culture and the nature of its citizenship.  Such word of mouth can be especially powerful in the relatively small world of the hedge fund industry and can be far more powerful than advertising in developing and maintaining loyalty and investments in a world where reputation and confidence means more than superficial branding.
The debates about socially conscious corporate behavior have gone on for more than 100 years.  Studies show that the extremes of “the public be damned” methods of operation and the undiscriminating and overly enthusiastic “do-gooders” both wind up at the bottom of the pile.  Evidence is accumulating that refutes Milton Friedman’s statement in 2002 that the only moral purpose of the corporation is to make profit and we are seeing that multi-stakeholder approaches produce profitable, sustainable enterprises.  Data and surveys from the world’s top business schools and groups like the One World Trust, Boston College’s Center for Corporate Citizenship, the Ethics Resource Center, the Conference Board and other organizations have demonstrated that corporate social responsibility is not merely a feel-good public relations gambit but is now at the core of business strategies and profit maximization goals.  These same companies still have short-term risks and debt to manage.  For hedge funds this could be a special challenge but not impossible.  The point is that there is now a clear value proposition to putting ethics at the core of our work.  It can reduce costs of compliance, improve the human resource function, stabilize the market, enhance the confidence of our investors, and reduce the volatility in the industry from cases of scandal and fraud.  

Government regulation would not signal the death knell of the growing hedge fund industry and yet it is highly undesirable if it becomes too intrusive.  Unintended consequences always follow new laws and the risk is just too great.  Self regulation, on the other hand, would relieve the pressure on governmental bodies to take drastic action that could negatively impact business.  Adam Smith, in his “Wealth of Nations”, explained how man engages in actions for his own self interest but in the process enriches the community around him.  Hedge funds are new enough to grow into that self-governance mode.  They deserve the opportunity but must seize the moment, create the needed peer pressure and industry-wide mores, do it effectively, and deprive government of that vacuum which leads to the heavy hand of regulation.
