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We provide the first examination of hedge fund boards and their directors. The majority of
directorships are held by extremely busy independent directors. These directors are sought after
by funds because they have more reputational capital at stake, making them independent and
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associated with investor withdrawals. Moreover, funds with busy independent directors are less
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Hedge Fund Boards and the Market for Independent Directors

Christopher P. Clifford, Jesse A. Ellis, and William C. Gerken
1. Introduction

Hedge funds face limited monitoring from regulators, and their complex investment
strategies and opaque disclosures make it hard for their investors to monitor them. Moreover,
share restrictions such as lockup periods make it difficult for investors to “vote with their feet”
by withdrawing their capital. These characteristics provide fertile ground for agency conflicts
to emerge between hedge fund managers and investors. Despite the fact that funds collectively
manage over $3.4 trillion dollars in assets (SEC Division of Investment Management, 2015)
and several recent studies document hedge fund misbehavior!, we know relatively little about
how funds are governed so as to assure investors can expect a return on their investment.
In this paper, we examine the role that boards of directors play in the governance of hedge
funds.

Hedge fund directors have a legal obligation to monitor the fund manager and serve as an
advocate for investor rights. However, because directors are appointed by the fund manager,
critics raise concerns that directors may simply be “rubber-stamps” that serve nothing more
than a perfunctory role in fulfilling regulatory requirements to have a board. This view
has gained popularity following a wave of scandals during the recent financial crisis, where
several directors were accused of breaching their fiduciary duties to properly monitor funds
that engaged in misconduct and fraud.? Consequently, several media reports questioned the
independence and monitoring capability of hedge fund boards.® Despite this increased media
attention, an empirical study of hedge fund boards is notably absent from the literature.

This paper is a first step toward filling this gap. To do so, we take advantage of a recent

1See for example, Agarwal, Daniel, and Naik (2011); Bollen and Pool (2009, 2012); Dimmock and Gerken
(2016); Aiken, Clifford, and Ellis (2015); Patton, Ramadorai, and Streatfield (2015)

2“Former Bear Stearns Managers Face Criminal Charges”, Bloomberg, June 2008;

“The Other Offshore Disaster”, New York Times, June 2010;

“Weavering Capital Collapses Over Derivatives Position”, Financial Times, March 2009

34In Caymans, It’s Simple to Fill a Hedge Fund Board”, New York Times, July 2012;

“Hedge Funds Are Not Like Banks”, New York Magazine, July 2012


http://www.bloomberg.com/apps/news?pid=newsarchive&sid=agnF2IL2OCyE
http://opinionator.blogs.nytimes.com/2010/06/24/the-other-offshore-disaster
http://www.ft.com/intl/cms/s/0/982b4e44-14ce-11de-8cd1-0000779fd2ac.html#axzz3uVYis7iT
http://dealbook.nytimes.com/2012/07/01/in-caymans-its-simple-to-fill-a-hedge-fund-board/?_r=1
http://nymag.com/daily/intelligencer/2012/07/hedge-funds-are-not-like-banks.html

disclosure law that forces hedge funds to electronically report their board membership to the
Securities and Exchange Commission (SEC). We use these SEC filings to build a database
comprised of 5,400 different directors for 5,126 hedge funds over the period 2009-2013.

We begin by documenting several stylized facts about hedge fund boards. Unlike public
corporations and mutual funds, hedge funds face few governance regulations and thus offer an
interesting setting to understand how market forces shape board structure. In most cases, a
hedge fund’s board would be compliant with regulations if it had just two inside directors (i.e.,
fund owners, employees, or related parties) and no outside directors. If the role of hedge fund
boards was simply to comply with regulations, then we would expect to see limited variation
in board structure, few outside directors, and significant clustering around regulatory minima.
Strikingly, the data plainly contradict this “compliance” hypothesis. We find considerable
cross sectional variation in the size and structure of hedge fund boards. In fact, despite the
lack of independence requirements, outside directors are more common than inside directors
and, though most boards have only three directors, nearly 80% have at least one outside
director.

Another interesting pattern emerges when we examine the workloads of these outside
directors. Namely, the majority of outside directors sit on relatively few boards, yet the
majority of directorships are held by a relatively small yet busy cadre of professional directors,
each of whom hold more than twenty directorships at one time. The media point to these
busy directors as evidence that hedge fund board governance is perfunctory- such a heavy
workload must preclude directors from devoting the time and attention necessary to protect
investors.* In this paper, we put forth an alternative explanation for the busyness of hedge
fund directors based on the concepts of director reputation and certification.

Investor concerns over agency problems and withdrawal restrictions motivate hedge funds

4“Fund Jumbo Directors and Their Many Seats”, Financial Times, November 2011


http://www.ft.com/cms/s/0/a6164788-111b-11e1-ad22-00144feabdc0.html#axzz2g6l6A0mf

to hire credible, independent monitors to help certify their quality and encourage outside
investment. However, because fund managers hire them, directors need an external source
of credibility in order to help convince investors that they are appropriately monitoring the
manager. The labor market should reward higher quality directors with more directorships,
and busier directors have more reputational capital to lose if they neglect their fiduciary
duties by “rubber-stamping” the decisions of the fund manager. Additionally, directors that
work for many different fund advisers are less beholden to any single employer, making them
more independent from fund management. Thus, we hypothesize that directors can derive
their credibility from the director labor market, meaning that the busyness of a director can
serve as a proxy for his quality, reputational capital, and independence from management.

To test this theory, we first examine the relation between a director’s reputation and
his future job prospects. We find that the probability a director is appointed to a new
directorship is strongly and positively related to the number of other directorships he holds.
Additionally, directors are hired more often if they served on the boards of better performing
funds and less often if they served on the board of a failed fund. Collectively, these results
are consistent with the theory that funds are attracted to directors that have developed
stronger reputations in the director labor market. In contrast, we find several results which
are inconsistent with the rubber-stamp theory that funds prefer directors that are too busy
to monitor them. Specifically, we find there is diminishing returns to director busyness,
suggesting capacity costs are a real concern for directors. Moreover, funds are more likely to
hire directors with more fund-specific human capital and lower monitoring costs, indicating
funds and directors match in such a way as to mitigate capacity costs.

Another way that hedge fund directors increase their workload capacity is by working
for professional directorship firms that employ several directors and a support staff. The
majority of directorships are held by affiliates of a directorship firm, and this institutional

structure appears unique to the hedge fund directorship market. Firm-affiliated directors



have access to shared resources and technologies that create economies of scale and reduce
the marginal cost of monitoring each fund. Busier directors are substantially more likely
to work for a firm and are also more likely to concurrently serve on the same board with a
colleague from the same firm, reducing the joint workloads of both directors. Working for a
firm can also convey additional reputational benefits to the director, as he is able to associate
with the collective reputation of the firm and its employees (Tirole, 1996). Even when we
control for the director’s individual reputational capital, directors from directorship firms are
more likely to be hired, and this effect is stronger when the firm is more reputable.

We also find evidence of positive assortative matching between high quality directors
seeking to enhance and protect their reputation and high quality funds seeking certification
from a credible outside monitor. Specifically, busier directors are more likely to join the
boards of better performing funds and funds with fewer regulatory violations. Moreover,
funds that lose the certification of a reputable independent director experience a 4.7% outflow
of capital in the quarter of the director’s exit. In contrast, we find no outflow of capital when
a non-independent director exits or when the fund is able to replace a departing independent
director.

We also find evidence that reputable independent directors are better monitors. Specifically,
funds with reputable independent directors are 83% less likely to commit fraud. In addition,
funds with reputable independent directors are less likely to abuse discretionary liquidity
restrictions (commonly known as side pockets or gates) and engage in performance-based
risk shifting. Collectively, our evidence suggests reputable independent directors play an
important monitoring role in hedge fund governance.

As the first, large-scale study to examine hedge fund boards and the market for their

directors, we contribute to the growing literature which examines the various governance



mechanisms hedge funds use to manage agency conflicts.> For instance, some studies have
found a positive association between fund misconduct and the quality of internal controls
such as signature processes governing cash transfers, pricing and disclosure practices, and
the quality of service providers such as auditors or administrators (Cassar and Gerakos,
2010; Brown, Goetzmann, Liang, and Schwarz, 2012). Because the board is tasked with
developing and monitoring internal control processes, understanding board quality is necessary
to understanding the source of effective internal controls. Our findings suggest that the
quality of a hedge fund’s board can be measured by the reputation and independence of the
fund’s directors.

In addition, our study is related to the corporate board literature debating the costs and
benefits of director busyness. Fama and Jensen (1983) contend that higher quality directors
will be rewarded by the labor market with more directorships. Consistent with this reasoning,
some studies have used the number of directorships held by a director as a positive indicator
of his reputation(e.g., Kaplan and Reishus, 1990; Vafeas, 1999; Masulis and Mobbs, 2011;
Field, Lowry, and Mkrtchyan, 2013). Our results are more consistent with this bright side
view of director busyness.

However, there is also a potential dark side to director busyness. For example, in their
theory of venture capitalist (VCs) involvement in their portfolio companies Kanniainen and
Keuschnigg (2003) argue that because it is costly for venture capitalists (VCs) to provide
advice to to their portfolio firms, there is an optimal level of busyness, and VCs that become
stretched too thin can actually destroy firm value. Supporting this view, Cumming (2006)
finds that VCs tend to have smaller portfolios when their portfolio companies require more

intensive involvement by the VC. Moreover, Cumming and Walz (2010) find that busy VC

®Some examples include: Brown, Goetzmann, Liang, and Schwarz (2008, 2012), Agarwal, Daniel, and Naik
(2009), Cumming and Dai (2010), Dimmock and Gerken (2012), Cumming, Dai, and Johan (2013), Ozik
and Sadka (2014), and Aiken, Clifford, and Ellis (2015)



managers tend to have worse performance. There is also evidence of a dark side to busyness
for public corporations. Fich and Shivdasani (2006) find that firms with a high proportion of
busy directors are associated with weak corporate governance and poor firm performance,
and Yermack (2004) finds that the labor market is less likely to reward busier directors with
additional directorships.

The discrepancies between the findings in our study and studies revealing a dark side to
director busyness could be due to the fact that the latter studies focus on directorships for
typical industrial corporations, which require high firm-specific workloads that dramatically
lower a director’s capacity to effectively manage multiple board positions. This makes a
corporate director’s busyness a poor proxy of his quality, because we do not observe the seats
directors could obtain in the absence of these constraints (e.g., if they had more free time
or could specialize in closely related firms). In contrast to industrial corporations, hedge
funds are relatively homogenous, and the duties of their directors are relatively focused and
standardized. These factors dramatically reduce the required time investment and increase
the scalability of the director’s human capital such that it can be employed efficiently across

many funds.®

2. Data and Institutional Background

2.1. Data Sources

The board data in our paper are collected from SEC Form D filings from EDGAR over
the period of 2009 to 2013.7 All hedge funds seeking to raise capital from U.S. investors
must file a Form D disclosing limited information about the fund and the offering, including

the names and addresses of the fund’s board members. We define a director as being an

6See section 2.3.1 for a further discussion of how hedge fund directors are able to manage heavy workloads.
"The beginning of our sample period coincides with the SEC moving to electronic Form D filings on March
15, 2009. See Ivanov and Bauguess (2012) for a summary of these data.



insider if the director also lists himself as an executive of the fund, the director discloses a
relationship with the fund, or the director matches to other regulatory filings for the fund.
Otherwise, we classify the director as an outsider. The focus of our study is on this sample of
outside directors. We manually collect background data on outside directors from the Form
D, LinkedIn, web searches, and FundGov, a commercial database that includes biographical
information of hedge fund directors. We combine our director data with two other datasets:
a dataset derived from Form ADV filings and a merged database of the five most widely
used commercial hedge fund databases: LipperTASS, HFR, Morningstar, BarclayHedge, and
Eureka.

2.2. Hedge Fund Boards

Nearly 70% of hedge fund assets are held by offshore corporations (offshore funds) located
in countries such as the Cayman Islands, Bermuda, and the British Virgin Islands. Though
most of these funds are managed by U.S.-based hedge fund advisers, they are located
offshore to serve the U.S. tax-exempt and non-U.S. investor clienteles, both of whom can
receive favorable tax treatment and enhanced privacy when they invest through an offshore
corporation. Offshore funds structured as corporations must comply with corporate and
securities laws in these countries, including the requirement that the fund must have a board
of directors.

To serve the U.S. taxable investor clientele, advisers set up domestic limited partnerships
(onshore funds) to avoid the double taxation that accrues to domestic investors in U.S.
corporations. In a limited partnership, the fund manager serves as the general partner with
full managerial control, and the investors serve as limited partners. Limited partnerships
do not have boards because, by definition, limited partners cannot participate in control
over fund operations. Therefore, tax laws essentially preclude boards in onshore hedge funds,

whereas they essentially force the establishment of boards in offshore hedge funds. Thus, our



analysis is restricted to the boards of offshore funds.®

In Table 1, we present summary statistics and frequency distributions of board structures
and offshore domiciles for the 5,126 funds in our sample. By far the most common domicile
for offshore hedge funds is the Cayman Islands, which accounts for 79.6% of the sample.
The next two largest domiciles are the British Virgin Islands (7.8%) and Bermuda (4.0%),
respectively. These domiciles impose relatively few regulations regarding the structure of
hedge fund boards, and unlike U.S. public corporations and mutual funds, offshore hedge
funds are not typically required to have any outside directors on their board. In the Cayman
[slands, for example, the only requirement is that boards have at least two directors (inside or
outside). If boards were designed simply to meet the regulatory minimum of their respective
domicile, then we would expect to see limited variation in board structure, few outsiders,
and significant clustering around regulatory minima.

The statistics in Table 1 plainly contradict this “compliance” hypothesis. Despite the
lack of outsider requirements, outside board members are actually more common than inside
board members. From Panel A, we see that the median board has three directors, one of
which is an insider and two of which are outsiders. Indeed, 79.2% of boards have at least
one outside director. Panel B reveals that the two outsider, one insider structure is the most
common board structure, yet it also reveals considerable variation in board structure across

funds.

2.3. Hedge Fund Directors

Although hedge fund board structures are relatively unregulated, hedge fund directors

face fiduciary duties and responsibilities that are shaped by industry standards and domicile

8We note that onshore funds could obtain de facto board governance when they are part of a master-feeder
structure, whereby the onshore fund feeds its assets to an offshore corporate master-fund. This master-feeder
structure is common in the hedge fund industry, and we include the boards of these offshore master funds in
our sample as well.



common law. Hedge fund directors have a general duty to supervise matters where the
interests of the manager and investors may differ. Directors help establish internal controls,
review and approve the investment advisers’ contracts and fees, and help appoint the fund’s
auditor, custodian, and other third party administrators. The directors also approve certain
actions taken by the fund, such as the valuation of illiquid assets, in-house trades with
the investment adviser, certification of the accuracy of fund information, the granting of
side letters for preferential treatment of certain investors, and approval of discretionary
liquidity restrictions (i.e., gates or side pockets). Despite having these duties, hedge fund
directorships typically require considerably smaller time commitments than directorships of
public corporations and their fees are relatively small ($10,000 to $30,000 per hedge fund
board compared to $227,000 per board for directors of the typical Fortune 500 company
(Tower Watson Survey, 2013). The busiest hedge fund directors are “professional directors”
that derive their primary income from serving as a director on many funds.

Table 2 summarizes the characteristics of the 1,573 outside hedge fund directors in our
sample and reveals several striking facts about the director labor market. Panel A describes
the director’s country of residence. Interestingly, despite the fact that our sample is comprised
of non-U.S. funds by construction, the United States is the most common country of residence
for directors (27.8%). Under a quarter (24.2%) of directors live in the three most popular
fund domiciles (Cayman Islands, British Virgin Islands, and Bermuda), despite the fact that
over 90% of funds are domiciled in these locations.

Panels B and C of Table 2 summarize director workloads at both the director and direc-
torship level. These panels reveal that the distribution of director workloads is considerably
skewed. In Panel B we see that the average outside director sits on 6.5 boards, while the
average outside directorship is held by a director that sits on 41.0 boards. In Panel C we see
that 67.6% of outsider directors serve on three or fewer funds, which resembles the typical

workload of corporate directors. However, these directors account for only 17.9% of all outside



directorships. The remaining 82.1% of directorships are held by only 32.4% of the outside
directors. Strikingly the 7.5% of directors that sit on more than twenty boards collectively
hold 51.4% of all outside directorships. Thus, the majority of directorships are held by
directors that are extraordinarily “busy” by typical corporate director standards.

Directors also sit on boards across many different advisers.” The average outside director-
ship is held by a director that represents 22.7 different advisers. This statistic is pertinent to
the concept of director independence. A director who serves on many boards for the same
adviser is more likely to be co-opted by that adviser, as his collective compensation is derived
from one employer. Thus, we define an outside director to be Independent if he sits on the
boards of funds managed by multiple advisers and the director is not conflicted by providing
other services to the fund such as legal or audit work. Independent directors make up 35.0%
of the outside director population, and hold 78.7% of the outside directorships.!® In our
subsequent analysis we separately examine both the number of funds and the number of
advisers a director works for to highlight the link between multiple adviser associations and

director independence.

2.3.1. How can hedge fund directors manage so many directorships?
Considering that directors of public corporations are often considered “busy” if they
hold more than three directorships (Fich and Shivdasani, 2006), it is reasonable to ask how

hedge fund directors can serve so many funds at once. Although hedge funds operate varied

9Hedge funds are managed by an adviser which is essentially an umbrella company that manages several
underlying funds. The analog in mutual funds would be the mutual fund family, such as Fidelity, which
manages several underlying and disparate Fidelity funds, each with their own board. While mutual fund
directors routinely sit on many boards concurrently, these boards are typically on funds within the same
family. For example, three unique directors serve as outside directors across 39 unique Fidelity Select funds.
Each of these directors, however, does not serve across additional mutual fund families, such as Vanguard or
T. Rowe Price.

10ne concern is that directors may work with many advisers but all work for the same fund administrator
that has a stable of directors that they place on the fund. In fact, the busiest directors in our sample work
with many service providers, and directors rarely work with only a single service provider of any type.
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investment strategies, from a director’s perspective, hedge funds are far more homogenous
than industrial corporations. Compared to corporate directors, hedge fund directors have a
relatively limited set of duties (such as monitoring valuation and trading practices) which
require similar knowledge to execute across different hedge funds. Moreover, the majority
of agency and regulatory issues facing hedge funds are common across funds, which allow
for economies of scale in monitoring several hedge funds at once. In addition, there are
several unique aspects of the hedge fund directorship market that enable directors to shoulder
ostensibly extreme workloads. We present statistics in Panels D and E that shed light on
some of these institutional details.

In Panel D, we present statistics on director backgrounds from data hand collected from
their LinkedIn profiles. Typically, directors rely on information generated by fund service
providers such as auditors and administrators to evaluate fund management. As we see
in Panel D of Table 2, many directors have a background in fund management (39.1%),
accounting (8.2%), or law (8.5%), which may help them to better process the information
these service providers generate in advance of board meetings. Moreover, repeated interactions
with these providers across different funds may reduce their information acquisition costs
due to familiarity. Thus, once a director acquires the general knowledge required to monitor
hedge funds effectively, it can be applied broadly across multiple directorships more easily
than if he were the director of a public corporation.

Further, hedge fund directors mitigate capacity problems by organizing themselves into
professional service firms (similar to law and accounting firms), whereby the firm employs
several directors, and the fund contracts with the firm to provide director representation on
the board. By being part of a firm, directors have access to shared resources and technologies
that create economies of scale and reduce the marginal cost of monitoring each fund.

The directorship firm, DMS, which is the largest directorship firm headquartered in the

Cayman Islands, provides a useful case study. DMS has over 200 employees, and services over

11



800 different funds whose assets total $330 billion. The directors at DMS share a common
support staff which reduces the administrative burden related to servicing each fund. In
addition, DMS employs a variety of technological solutions that the directors use to track
and evaluate hedge fund trading and valuation practices, which they use to make judgments
about fund operations. The costs of technological assets (like a custom software program)
are mainly fixed and can be spread across the firm’s client base. Further, DMS operates
a team-based model, whereby each director is supported by associates working behind the
scenes, and sometimes by another DMS director on the board. Multiple DMS directors may
sit on the same board, which allows them to work as a team, split up tasks, and reduce the
per-person effort required to monitor the fund. Though this firm model is common to the
accounting and legal professions, hedge fund directors are the only directors we are aware of
that organize themselves in this way.

Panel E of Table 2 shows the proportion of directorships held by directors employed by
directorship firms stratified by the busyness of the director. Only 19.8% of directors with
three or fewer directorships work for a firm, whereas 60.2% of directors with four or more
directorships work for a firm. In fact, 81.1% of the busiest directors (directors with over
twenty directorships), work for a directorship firm. This is consistent with the idea that
directorship firms are a means by which busy directors can manage capacity issues. Busier
directors are also much more likely to serve with a teammate, which we define to be the
cases where a director sits on a board concurrently with one or more colleagues from the
same directorship firm. Directors who manage over twenty funds serve with a teammate
42.4% of the time, compared to only 7.0% of the time for directors with three or fewer funds,
suggesting that the team-model is one way in which membership in a directorship firm enables

directors to share and manage heavy workloads.
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3. Reputation and the Labor Market for Hedge Fund Directors

3.1. Hypothesis Development

There are at least three reasons why busier directors should have higher value in the
labor market. First, Fama and Jensen (1983) contend that higher quality directors will be
rewarded by the labor market with more directorships. Thus, the size of a director’s portfolio
of directorships could be a proxy for his quality. Second, a large portfolio of directorships can
also serve as a reputational bonding mechanism. A director that work for more funds has
more to lose by acting in a way that hurts his reputation (i.e., by failing to properly monitor a
fund). Third, directors that work for many managers are less beholden to any single manager,
and thus are more independent from management. Coles, Daniel, and Naveen (2014) argue
that outside directors that are appointed by management are likely to be captured by the
very managers they are supposed to be monitoring. However, a director that serves on many
boards has little incentive to cater to a particular manager if in doing so it would tarnish his
reputation. A director who can be credibly perceived by investors as being more independent

could provide valuable certification for the fund. This leads us to our first hypothesis:

Hypothesis 1a Directors are more likely to obtain additional directorships if they have

worked for more funds and more advisers.

In addition to the quantity of directorships, the quality should matter as well. If hedge
funds care about hiring quality directors, then we should see evidence that the labor market
rewards directors for that have worked for better performing funds (Fama and Jensen, 1983).
Moreover, Fama and Jensen (1983) predict that there can be a substantial devaluation
of human capital if a director develops a poor reputation. Fund failure is a particularly
important risk for hedge fund investors, and performance track records will not include the
impact of fund failure as hedge fund databases can be missing the worst returns of hedge

funds that fail and stop reporting (Aiken, Clifford, and Ellis, 2013; Agarwal, Fos, and Jiang,
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2013). Thus, funds should be less willing to hire directors that worked for a failed fund in

the past.

Hypothesis 1b Funds are more likely to hire directors from better performing funds and

less likely to hire directors that have worked for failed funds.

A third dimension of director reputation comes from the reputation of the directorship
firms. Tirole (1996) theorizes that a group member’s reputation and incentives are affected
by his own past behavior, as well as by the behavior of the group, and vice-versa. Because
the reputation of the group (directorship firm) is influenced by the behavior of the members
(directors), the group has an incentive to monitor each member to ensure that he provides
appropriate product quality (monitoring) and does not adversely impact the group’s collective
reputation. In other words, a director from a firm will not only worry about protecting his
own reputation when carrying out his duties, but will also worry that the firm may fire him
if he shirks his responsibilities. Thus, a hedge fund and its investors can use the directorship
firm’s reputation to infer the expected quality of director services. Moreover, just as the
director’s own reputation is the bonding mechanism that incentivizes his monitoring effort,
the firm’s reputation can act as an additional layer of “skin in the game” that will encourage

the director to provide quality monitoring.

Hypothesis 1c Directors are more likely to obtain new directorships if they work for direc-
torship firms and this effect should be stronger when the director works for more reputable

firms.

3.2. Results: Directorship Appointments

In this section, we test our hypotheses concerning the role of reputation in the market for
directors. In Table 3, we identify the attributes that are related to a director’s propensity to

obtain an additional directorship in the following quarter. We employ a logit model, where
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the dependent variable is equal to one if the director joins at least one additional board in
the subsequent quarter, and zero otherwise. The sample includes all outside directors and
the unit of observation is the director-quarter. In all models, we control for time fixed-effects
and cluster the standard errors by director.

Model 1 reveals that the number of directorships the director currently holds is positively
related to the likelihood that a director acquires a new directorship in the subsequent period.
For example, holding an additional directorship is associated with a roughly 9% increase
in the odds of a directorship appointment in the next quarter. A director with a single
directorship has only a 5% probability of adding at least one additional directorship in the
next quarter, while a director with twenty directorships has a 50% probability of joining
additional boards. This result is consistent with the idea that the size of a director’s portfolio
of directorships is a proxy for the quality of a director’s reputation.

However, directors have a finite amount of time to devote to each fund, and taking
on too many directorships may limit the director’s monitoring capacity. Survey evidence
(Carne Global Financial Services, 2011) suggests that fund managers and investors have such
concerns.The majority of respondents replied that the optimal director should have no more
than 20-30 directorships. Interestingly, few (<5%) respondents replied that directors should
have less than twenty directorships, while a similar proportion replied that more than fifty
is optimal. Thus, while reputation-based arguments suggest a director’s quality should be
increasing in the number of directorships he holds, this relation should weaken as directors
become increasingly busy.

In Model 2, we test for a non-linearity in the relation between the number of current
directorships and the likelihood that a director acquires a new directorship using a piecewise
linear specification estimated over three regions of current directorships (1-3, 4-20, and 21+).
We find that the relation between future appointments and current directorships is strongest

in the lower regions (1-3 and 4-20), and the relation significantly weakens in the upper region
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(a comparison of all three coefficients shows the differences are significant with a p-value <
0.001). That is, an increase in directorships (i.e., increase in reputational capital) matters
most for directors that do not hold many directorships to begin with. Directors that already
have more established reputations (sit on more than twenty boards) realize little additional
reputational benefits by serving on additional boards. This implies the net reputational
benefit of director busyness exhibits diminishing returns. It could be that extremely busy
directors have more reputational capital than less busy directors, but the additional capacity
costs of extra directorships may offset some of the reputational benefits.

In Model 3, we use the number of advisers the director works for (as a director) as a
proxy for director quality instead of the number of directorships. This proxy is potentially
more powerful than the raw number of directorships because, in addition to being more
reputable, directors that work for more advisers are also likely to be more independent. We
find a strong positive and significant relation between number of advisers and appointment
probability. Specifically, working for an additional adviser increases the the odds of a
directorship appointment by over 18%.

In Model 4, we explore the relation between the past performance of the funds in the
director’s portfolio and appointment probability. We continue to control for number of
advisers and also include the variable Director Return, which is the director’s equal-weight
“portfolio” return over the past three years across all funds for which the director serves (we
find similar results using alternative estimation windows). We also include Past Failures,
which is the number of failed funds (defined as exit from the commercial databases) on which
the director served, scaled by the maximum number of funds the director has previously
served on. We find a significant and positive (negative) relation between Director Return
(Past Failures) and directorship appointment probability.

Finally, we examine the importance of directorship firms. As argued above, if directorship

firms convey reputational benefits through a collective reputation channel, then we should

16



see an incremental benefit for affiliating with directorship firms. In Model 5, we include
Directorship Firm, which is an indicator variable equal to one if the director works for a
directorship firm, and zero otherwise. We find that firm-affiliated directors are more than
three times as likely to gain an additional directorship as are unaffiliated directors. Including
Directorship Firm does not reduce the significance or substantially alter the magnitude of the
number of advisers variable, suggesting that the director is still more likely to be hired the
more popular he is, regardless of whether or not he works for a firm. Further, we add a proxy
for the reputational capital of the firm, Directorship Firm’s # of Funds, which is the number
of funds serviced by the firm. This variable is also positive and significant, indicating that
directors are more likely to be hired if they come from firms with more clients. For example, a
director from one of the ten largest directorship firms (in terms of the number of fund clients)
is 79.3% more likely to obtain a new directorship than a director from a less reputable firm.
These results support the hypothesis that directorship firms convey reputational benefits

through a collective reputation channel.

3.2.1. Robustness

In Table 4, we assess the robustness of our results to changes in sample construction and
control variables inclusion. One concern is that the population of director residents could be
driving the results. For instance, the majority of funds are domiciled in the Cayman Islands.
If it were the case Cayman funds only hired Cayman directors, then our results may be
driven by domicile population effects. To address this, in Panel A we present director-level
appointment regressions for each director country of residence subsample. We find a similar
significant and positive relation between number of advisers and appointment probability
across each country subsample, including the United States, where no offshore hedge funds
are domiciled. Thus, our results are not being driven by domicile population effects.

Another concern is that our measure of reputational capital is a proxy for other observable
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factors related to director quality. For example, it could be that directors obtain more
directorships due to having advanced degrees or certain industry experience, leading to a
spurious relation between busyness and appointment probability. To address this, we use
the subset of directors with hand collected biographical data from LinkedIn. Specifically,
we include the director’s age and gender, as well as indicators for whether the director: has
a graduate degree, graduated from a top 100 university, has a CFA, was a CEQO, or has
experience in either private equity, law, fund management, or accounting. We present the
results in Panel B of Table 4.

In Model 1, we run our director appointment regressions including each biographical
variable and no reputational capital proxy. Of the ten biographical variables, only Age
and Fund Fxperience are significant. Specifically, younger directors and directors with fund
experience are significantly more likely to be appointed than older directors or directors
without fund experience. This regression has fairly low predictive power, with a pseudo R?
of about 0.03. In Model 2, we add our measure of director busyness (number of advisers)
and continue to find a positive and significant relation between number of advisers and
appointment probability after controlling for ten other observable director attributes. The
addition of this variable greatly increases the predictive power of the regression, as the pseudo
R? increases to 0.19. Thus, it does not appear that director busyness is merely a proxy for
other observable director quality metrics. That said, our results are consistent with director
busyness being a proxy for the underlying quality of the director, which may be related to
other characteristics that are unobservable to the empiricist (such as intelligence, creativity,
business contacts, etc.). The logic behind using director busyness as a proxy for director
quality is that the directorship market should reveal the quality of directors, even if other

observable characteristics do not.
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4. Director and Fund Matching

In the previous section, we implicitly characterized the directorship market as one-sided
with funds choosing directors and director human capital being regarded equally across all
funds. However, the market is actually characterized by two-sided matching, with funds
appointing directors and directors agreeing to work for funds. For instance, a fund may
prefer hiring one director over another because his skills and experience make him a better
fit for that fund’s specific needs (Denis, Denis, and Walker, 2015). Knyazeva, Knyazeva, and
Masulis (2013) show that proximity to larger pools of local director talent leads to more
independent boards in a sample of US industrial firms. In addition, higher quality funds may
have an advantage in attracting higher quality directors if directors are capacity constrained
and/or concerned that working for lower quality funds could harm their reputation. In this
section, we examine how director hiring decisions are influenced by the interaction between

the characteristics of funds and directors.

4.1. Hypothesis Development

We expect that funds will seek to hire directors with more fund-specific human capital,
i.e. those with attributes or experience that complement the specific operating landscape
of the fund. Moreover, such directors bear a relatively lower marginal cost in accepting the
position, allowing them to serve on more funds. Thus directors should also prefer to work for
funds that match their human capital. with more fund-specific human capital should We
examine fund-specific human capital along four dimensions.

First, we predict that directors are more likely to be hired if they have experience working
with the fund’s adviser in the past. A director with adviser-specific knowledge may be able
to invest less monitoring effort in order to understand the idiosyncratic characteristics of
the fund, since many of those characteristics are likely shared by the adviser’s other funds.

This should reduce the director’s costs and improve his efficacy as a monitor. Further, the
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director’s quality is less uncertain from the adviser’s perspective, which should reduce the
risk of adding him to the fund’s board.

Second, we predict that directors are more likely to be hired if they have experience
working with the fund’s administrator or other key service providers. In order to monitor
the fund’s actions, the director must frequently engage with and monitor the fund’s service
providers. For instance, fund administrators generate comprehensive reports about fund
trading and valuation practices, and the director must read and interpret the administrator’s
findings to understand whether the fund is operating in the interests of its investors. A
director who has worked with the administrator in the past can understand their reports
within the context of the other reports he has received, improving his ability to make an
informed evaluation of the administrator’s findings. Further, a director who has a relationship
with a service provider may be able to extract critical soft information about fund actions,
improving his ability to monitor.

Third, we predict that directors are more likely to be hired if they have more experience
with funds that operate similar investment strategies. Many hedge funds concentrate their
operations in highly specialized trading strategies. The valuation and reporting issues that
are relevant to merger arbitrage funds may differ from the issues relevant to funds trading
illiquid debt instruments. Dass, Kini, Nanda, Onal, and Wang (2014) argue that directors
with related industry experience can better process firm-specific information, improving their
monitoring ability. Similarly, a director whose past experience is more closely aligned with
the fund’s investment strategy should be in a better position to evaluate the fund’s actions.

Fourth, we predict that directors that reside in the same domicile are more likely to be
hired by the fund. Although directors need not hail from the same domicile as the fund
(indeed, the most common residency is the United States, which has no offshore funds), those
that do have a distinct advantage in that they can attend meetings at a significantly lower

cost.
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Hypothesis 2a Directors and funds are more likely to match if the director is local and if
the director has more experience with the fund’s adviser, fund’s service providers, and funds

that operate similar investment strategies to the hiring fund.

In addition to matching based on monitoring cost minimization, directors and funds may
also match based on their quality. While a fund may desire to hire a highly reputable director,
that director could choose not to work for that particular fund if it would not help their career
or if they have a better outside option. Similarly, while a director may desire to serve on the
board of a well-run hedge fund, that fund might not be willing to hire that director. Higher
quality funds should have an advantage in attracting higher quality directors if directors
are capacity constrained and/or concerned that working for lower quality funds could harm
their reputation. If directors seek jobs at high quality funds and funds seek to hire high
quality directors, then the hedge fund directorship market would result in positive assortative
matching, similar to the market for marriages (Greenwood, Guner, Kocharkov, and Santos,
2014), or the market matching underwriters to firms issuing public equity (Fernando, Gatchev,

and Spindt, 2005).

Hypothesis 2b We expect busier directors to match with higher quality funds in the labor

market.

4.2. Results

We test these hypotheses in Table 5 with a director selection model that uses a conditional
logit regression to estimate the probability a fund hires a specific director as a function of
the interaction between fund and director characteristics. This approach is similar to the
one employed in Kuhnen (2009) to estimate the likelihood a mutual fund adviser hires a
specific sub-adviser from the set of all sub-adviser candidates. The unit of observation is the
fund-director pair (directorship). For each director that is hired by a fund during our sample

(2,616 unique hires), we select 100 random control directors from the universe of outside
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directors that served on any board in that period, but were not hired by the fund. The fixed
effects in the conditional logit regression are at the fund-date level, which controls for fund
and time characteristics involved in the hiring decision. Thus, the effects estimated in this
approach are at the director and director-fund pair level. In each model, we include a measure
of fund-specific human capital and control for the general reputational capital of the director
using the number of advisers or number of funds the director work for. Previous Adviser
Relationships is a count of the number of instances the director previously worked with the
fund’s adviser. Ezperience with Administrator (Ezperience with Other Service Providers) is
an indicator variable equal to one if the director has experience with the fund’s administrator
(custodian, auditing firm, law firm, or prime broker), and zero otherwise. Director Portfolio
Correlation is defined as the correlation of the fund’s returns with the returns of the other
fund’s in the director’s portfolio. The logic behind this variable is that funds operating similar
strategies should have more correlated returns (Sun, Wang, and Zheng, 2012). Correlations
are estimated on a rolling basis over the previous 36 months for both the treatment and
control directors. Local Director is an indicator equal to one if the director resides in the
same country as the fund’s domicile.

In Model 1, we find a significant and positive relation between the human capital variables
and the probability the director is hired by a fund. A director is 5.2 times more likely to
be hired by a fund if they have previously worked for another one of the adviser’s funds.
Directors that have experience with the fund’s administrator (other service providers), are
2.3 (1.2) times more likely to be hired, and a one standard deviation increase in Director
Portfolio Correlation increases the chances the director is hired by 3.1 times. Finally, we
see that a fund is 4.3 times more likely to hire a local director. Taken together, the results
indicate that fund-specific human capital plays an important role in the labor market for
hedge fund directors, suggesting that directors and funds match in such a way as to reduce

the time constraints associated with performing the director’s duties.
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To test our assortative matching hypothesis, we add interactions of fund characteristics
with our measures of the reputational capital of the director (i.e., # of Advisers or # of Funds
the director works for). Fund Return is the fund’s trailing three year return. Fund Regulatory
Violation equals one is the fund’s adviser reports a regulatory action on its Form ADV. Note,
because the fund is common to both the actual director and the 100 random control directors
for each hiring event, the base effect of the fund characteristic has already been controlled
for by the model’s fixed effects. In Model 2, we find that # of Advisers x Fund Return is
positive and statistically significant (at the 10% level). Thus, funds with higher past returns
are more likely to hire directors who work for a larger number of advisers. In Model 3, we
find that # of Advisers x Fund Regulatory Violation is negative and significant. Funds with
managers that have no history of regulatory violations hire directors who work for a greater
number of advisers. We find similar results in Models 4 through 6 when we use # of Funds
instead of # of Advisers. Collectively, these results suggest that higher quality funds are able

to hire directors with better reputations, consistent with positive assortative matching.

5. Evidence of Certification: Director Exits and Fund Flows

Positive assortative matching is consistent with the idea that reputable independent
directors act as a certification mechanism for high quality funds. If so, what happens when
the director removes his certification from the fund? Once on the board, a director has an
incentive to monitor the fund and influence management to behave appropriately. However,
if he is unable to influence the fund against engaging in conduct that could tarnish his
reputation, he has an incentive to leave the board. Given this incentive, the departure of
an independent director from the board could be viewed as a loss of certification and cause
investors to negatively update their opinion of fund quality (Fahlenbrach, Low, and Stulz,
2013). If the departure of an independent director is tantamount to a loss of certification,

then we would expect to see their departures accompanied by outflows of investor capital.
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To test this prediction, in Table 6, we model the relation between independent director
exits and fund flows in a regression framework. Again, we define a director to be Independent
if he sits on the boards of funds managed by multiple advisers and the director is not conflicted
by providing other services to the fund such as legal or audit work. The unit of observation
is a fund-quarter. The dependent variable is the fund’s quarterly, implied net flow. In each
model, we control for observable fund characteristics that have been shown to affect flows,
including lagged values of fund size, age, fees, share illiquidity, flows, performance, and
volatility. We also include style, time, and jurisdiction fixed effects to control for unobservable
heterogeneity that may explain fund flows.!! We cluster our standard errors at the fund level.

In Model 1 of Table 6, we find that when a fund loses and is unable to replace at least one
independent director, on average the fund loses 4.7% of its capital. This effect is statistically
significant and economically meaningful, given that the average quarterly flow in our sample
is -0.28%. To control for any backfill bias, we remove the first 18 months of each fund’s
return history in Model 2 and our results are unchanged. In Model 3, we restrict the sample
to those funds with more liquid redemption restrictions (notice periods of one quarter or less)
so as to more clearly identify cases where investors could react to director departures in a
timely manner. In these cases independent director exits are associated with a 6.8% outflow.
12° Another concern with our analysis is that directors and investors may be simultaneously
leaving funds because of poor current performance. To address this issue, in Model 4 we drop
funds in the bottom style-adjusted performance quintile for the current quarter. Our results
are similar.

As we do not observe the cause of director turnover, some director exits are likely benign

HPast research has shown that fund flows and flow-performance relationship can vary across fund domicile
(Cumming, Dai, and Johan, 2015a). In addition to including jurisdiction fixed effects, when we include
interactions between jurisdiction dummies and past performance (untabulated), the results are unchanged.

12We also consider the possibility that a change in service provider, such as administrator or auditor, could
confound the analysis. In unreported tests, we re-run Model 1 and exclude observations with any concurrent
change in service providers. We find the results are qualitatively similar.
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(e.g. director retirement). In these cases, certification may not be lost if a fund can replace a
lost independent director with another reputable director. In Model 5, Independent Exit w/
Replacement equals one if the fund replaces an independent director with another independent
director, and zero otherwise. The coefficients on Independent Exit w/o Replacement and
Independent Exit w/ Replacement are not additive, as we separately estimate the effect of
director departure on flows based on whether the director is replaced. We find that flows
are statistically insignificant surrounding independent director replacements.'® This suggests
that the loss of an independent director sends a stronger negative signal if the fund does not
(or cannot) replace the director.

If the value of a director’s certification hinges on his reputation, then we would expect the
magnitude of the investors’ reaction to be positively related to the magnitude of the exiting
director’s reputational capital. In Model 6, we include exits of non-independent directors,
i.e., directors that only work for the one adviser. Examining the loss of non-independent
directors serves as a placebo test of whether investor withdrawals are associated with director
departures in general, or whether investors distinguish the information content of departures
based on the reputation of the director. The flow response to the loss of a non-independent
director is approximately zero. In Model 7, we examine the magnitude of reputational capital
lost by measuring the number of external adviser board seats held by the exiting independent
director, EXIT x # External Advisers. We find that even within the sample of independent
director exits, investors react more negatively to the exits of independent directors that serve
more external advisers. We find similar results in Model 8 when we proxy for reputational
capital using the number of different external fund’s a director works for.

Collectively, these results support the notion that a director’s outside reputation is an

important component of his ability to certify fund quality, as the market reacts more negatively

13In unreported tests, we separately examine whether the independent director was replaced from within the
same directorship firm or with a director from another directorship firm. The results are similar.

25



to the loss of certification from more reputable directors. An alternative explanation of
our findings is that independent director exits are not a signal that investors use to update
their priors about fund quality, but rather that the exit of independent directors may
be related to some unobservable negative shock to the fund that directors and investors
observe simultaneously, causing them both to leave the fund. However, this explanation does
not contradict our main contention, which is that busier directors have more pronounced
reputational incentives to exit the board when they perceive trouble at the fund, bolstering

their ability to serve as a certification mechanism.

6. Evidence of Monitoring: Fraud, Discretionary Liquidity Restrictions, and

Risk Shifting

6.1. Fund Fraud

Because they face limited oversight and disclosure rules, hedge funds are particularly
susceptible to operational risks (Brown, Goetzmann, Liang, and Schwarz, 2008). Perhaps
the most important role of directors is to monitor fund activities so as to ensure the fund
is complying with the law and is not engaging in misconduct that could harm investors.
Directors must approve many actions taken by the fund where there is opportunity to engage
in misconduct, such as the valuation of illiquid assets, in-house trades with the investment
adviser, and the certification of the accuracy of fund information. If independent directors
play a governance role in hedge funds by providing external monitoring, we should expect to
see a lower prevalence of fraud for funds with more reputable independent directors on their
board. We test this proposition using administrative proceedings related to hedge fund fraud
filed by the Securities and Exchange Commission.

To obtain hedge fund fraud data, we follow an approach similar to Dimmock and Gerken

(2012) and search all SEC administrative proceedings that contain the terms “fraud” and
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“hedge fund” filed from January 2009 through November 2015.1* This process yields 181
filings. We read each filing and find 92 cases where a fund from our sample was involved
in fraud. We combine related cases into a single event. For example, in one case the fund
manager disproportionately allocated favorable trades to six client accounts (including ones
in which the manager had a personal stake), earned additional fees based on the boost in its
performance as a result, and misallocated fund assets to pay for part of a divorce settlement
and for a personal timeshare in New York.

Because we care about when the fraud occurred (rather than when it was detected), we
use the detail from the administrative proceedings to determine the time period when the
SEC reports the fraud to have actually taken place. In doing so, we avoid potential bias
caused by a correlation between detection and time variation in the predictive variables of
interest.!> We then create an indicator variable Fraud, which is equal to one if the fund was
engaged in a fraud in a particular quarter and zero otherwise. In our sample, a fraud is
ongoing in 1.2% of fund-quarters.!®

Table 7 reports results from a logit regression predicting Fraud in period t + 1 as a
function of board variables and other fund characteristics observed in period ¢. The unit of
observation is a fund-quarter, and we use the full sample of funds with non-missing data.

The number of observations in Table 7 is much larger than in our previous tables because we

do not require any variables from the commercial databases.!” In each model our variable of

MWe look for detected case of fraud through the end of November 2015 as fraud may occur for several years
before it is detected and reported in the SEC administrative proceedings.

15 A related concern shared with many archival studies of misconduct is that we only observe detected events.
Fund characteristics that decreases the probability of detection increases the incentive for fraud. In general,
this relation biases against finding significant results in a predictive model, as characteristics associated
with a higher rate of fraud will also be associated with a lower detection rate.

16The observed rate of fraud is similar to other studies of investment managers (e.g. Dimmock and Gerken,
2012) as well as other types of corporate fraud (e.g. Karpoff, Lee, and Martin, 2008).

17 As we report below, funds that voluntarily report to commercial databases are much less likely to commit
fraud, creating a potential selection bias. In an untabulated result, we also estimate the model using only
the funds that report to a commercial database and find qualitatively similar and significant results for our
measures of board independence.
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interest is a measure of board reputation/independence. In addition, we control for three
measures related to board diversity: board age, whether the board has a female director,
and the overlap in past positions held by the directors, as past studies find that increased
diversity can reduce the incidence of fraud (e.g., see Cumming, Leung, and Rui (2015b)).
We also control for fund size, adviser size, minimum investment, institutional clientele, and
whether the fund reports to commercial hedge fund databases. Standard errors are clustered
at the fund-level.

In Model 1, our measure of board reputation/independence is the indicator variable Has
Independent, which equals one if there is at least one independent director on the board, and
zero otherwise. The coefficient on Has Independent is negative and significant at the less
than 1% level. The result implies that funds with independent directors are 84% less likely
to engage in fraud. In Models 2 and 3 we measure board reputation/independence as the
normalized sum of board engagements held by the outside directors of the fund that are
external to the fund’s adviser. We use the number of external advisers, # External Advisers,
in Model 2 and the number of external funds, # External Funds, in Model 3. Consistent with
Model 1, both these models provide evidence that greater board reputation/independence
is related to a much lower likely of future fraudulent behavior. We note that we also find
evidence that more diverse boards are less likely to commit fraud, consistent with past
literature. Specifically, we find that funds with a female director are significantly less likely
to engage in fraud and funds whose directors have worked with each other on more past
engagements (and thus are potentially more prone to groupthink) are more likely to commit
fraud.

In unreported analysis on those funds for which we have detailed service provider data,
we also control for other governance metrics that were shown in Brown et al. (2012) to be
related to hedge fund operational risk: whether the fund had a Big 4 auditor, valued its

assets internally, and switched its administrator. Our key results still hold. Further, we also
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run our analyses including individual service provider fixed effects and find similar results,
indicating the effect of board independence on fraud cannot simply be explained solely by
cross-sectional differences in the quality of other fund service providers.

As detected fraud is jointly determined by the true fraud rate and detection rate, we need
to exercise care in attributing differences in the observed fraud rates. We address this in
two ways. First, we identify when fraud occurred and the dependent variable is measured
during the occurrence of fraud in a given year, even if the fraud is not detected until years
later. Second, we examine the duration of the fraud as a proxy for detection rate. The
average duration of the fraud is 14 quarters for funds with independent directors, and 17
quarters for those without. The shorter fraud duration for funds with independent boards is
inconsistent with the idea that these funds have a lower fraud detection rate. To confirm
the predictive validity of our models, we also perform K-fold cross-validation tests and find
consistent predictive power from our measures of board independence.'® In sum, the presence

of reputable, independent directors is strongly related to lower fraud risk.

6.2. Discretionary Liquidity Restrictions

During the recent financial crisis, many hedge fund managers used their discretion to
restrict investor liquidity through the use of gates or side pockets.! The use of these
discretionary liquidity restrictions (DLRs) by fund managers is controversial because, while
DLRs can protect investors by helping funds avoid costly fire sales, DLRs could be abused
by managers who restrict withdrawals in order to preserve fund capital in the face of poor
expected performance. Because the board has to approve the manager’s decision to establish
a DLR, they provide an interesting laboratory to test the monitoring efficacy of independent

hedge fund directors. Specifically, we test whether there is an association between a fund’s

18See Dimmock and Gerken (2012) for a discussion of the technique in this setting.
19See Aiken, Clifford, and Ellis (2015) for details of these discretionary liquidity restrictions.
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post-DLR performance and its board structure. If independent directors are better monitors
they should be able to mitigate DLR abuses, meaning that the post-DLR performance should
be higher for funds with independent boards than for funds with non-independent boards.

We begin with the sample of DLR funds used in Aiken, Clifford, and Ellis (2015), and
collect Form D filings for each fund in order to obtain its board structure. The majority
of DLRs were initiated between 2007-2009 which was before funds filed their Form D in
electronic format. Prior to electronic filing, Form D’s were kept on the SEC website in the
format of scanned paper copies (sometimes containing hand-written responses), requiring
manual encoding of each fund filing. Because of the cost of obtaining this data, we only
obtain board structures for the DLR sample of funds, which means we cannot ascertain
the number of other directorships held by the director. However, we can ascertain whether
the director is an outsider or an insider, and we use this classification as a proxy for board
independence.?’ Our sample includes 230 DLR funds, 52 of which have an independent
director on their board. The presence of independent directors in the DLR sample (22.6%)
is far lower than the full-sample average we use in our main analysis (79.2%), suggesting
that funds with independent directors were less likely to establish DLRs than funds with
inside-only boards.?!

In Figure 1 we present the compound quarterly performance of DLR funds stratified by
board structure along with the performance of the hedge fund index in event time surrounding
the DLR initiation quarter. We see that both funds with and without independent directors
significantly underperform the hedge fund index in the quarters leading up to the DLR,
suggesting that both types of funds enact DLRs in response to poor performance. Remember

that the efficient rationale for imposing DLRs is to avoid being forced to sell temporarily

20When we examine the sample of data where we can obtain the directors’ other employment data, this proxy
procedure correctly classifies independent boards 88% of the time.

21'We note, however, that the differences in data collection procedures and sample timing between the DLR
and full sample could affect these inferences.
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undervalued assets at fire-sale prices. Thus, enacting DLRs in response to poor performance
is not evidence of managerial malfeasance. However, the efficient rationale also predicts that
the fund should realize a rebound in performance subsequent to enacting the DLR, as its
undervalued assets return to fair value as markets stabilize.

When we examine the two years following the DLR, it is clear that funds with inside-only
boards do not experience a rebound in performance, as their cumulative performance is
essentially flat