
 

 

 
 
            

October 8, 2010 
 
 
Via Electronic Mail: cp10_19@fsa.uk.gov 
 
Ms. Lindsey Dawkes 
Remuneration Team 
Financial Services Authority 
25 The North Colonnade 
Canary Wharf 
London E14 5HS 
 

Re: Consultation Paper 10/19 – Revising the Remuneration Code 

 
Dear Ms. Dawkes: 
 

Managed Funds Association (“MFA”)1 welcomes the opportunity to respond to the Financial 
Services Authority’s (“FSA”) Consultation Paper 10/19 – Revising the Remuneration Code (the 
“Consultation Paper”).  MFA and its members strongly support the primary principle underlying the 
Remuneration Code (“Code”), that remuneration policies must be consistent with and promote effective 
risk management.  Indeed, we believe that this principle underlies the governance structure and 
remuneration models utilized by hedge fund advisers. 

 
MFA and its members also strongly support the principle of adopting a proportional approach to 

implementing the remuneration provisions, as provided for in the most recent amendments to the Capital 
Requirements Directive (“CRD3”).  We understand that the FSA takes the view that the proportionality 
principle should not be interpreted to exempt firms from application of the Code in its entirety.  We 
believe, however, that the FSA should limit the application of or provide exemptions from those 
provisions in the Code that are not necessary or appropriate for hedge fund advisers.  We believe it is also 
important to ensure that there is an appropriate transition period for hedge fund advisers that are 
becoming subject to the Code for the first time.  We are concerned that the timelines for implementation, 
which begin as early as January 1, 2011, do not provide sufficient time to allow firms to implement 
changes that may be required as a result of the Code. 

 
In considering the appropriate application of the Code to hedge fund advisers, we believe it is 

important to consider some fundamental differences between the structures of privately owned hedge 
fund adviser firms and other types of financial companies.  Dan Waters, Director, Conduct Risk, and 
Asset Management Sector Leader at the FSA made this point in a recent speech, when he said, “how do 

                                                 
1  MFA is the voice of the global alternative investment industry.  Its members are professionals in hedge funds, 
funds of funds and managed futures funds, as well as industry service providers. Established in 1991, MFA is the 
primary source of information for policy makers and the media and the leading advocate for sound business 
practices and industry growth. MFA members include the vast majority of the largest hedge fund groups in the 
world who manage a substantial portion of the approximately $1.5 trillion invested in absolute return strategies.  
MFA is headquartered in Washington, D.C., with an office in New York.  
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regulators implement for asset manager’s the CRD’s remuneration provisions, which were built upon a 
detailed analysis and understanding of a business model fundamentally different from asset 
management?”.2  It is also important to consider that hedge fund managers are not depository institutions 
and do not maintain accounts that have government insurance.  Hedge fund managers also did not require, 
nor did they seek, government assistance, and they operate their businesses with no backstop from 
taxpayers. 

 
Hedge Fund Adviser Structure and Remuneration 

 
Unlike many banks and other large financial institutions, hedge fund advisers are typically 

privately owned and, therefore, do not have public shareholders.  Moreover, the principals who own the 
hedge fund adviser are also typically senior management of the adviser with primary responsibility for the 
portfolio management activities and oversight of other employees of the adviser.  Unlike financial 
institutions with public shareholders, therefore, management and ownership of hedge fund advisers are 
integrated, not separated.  This integration of ownership and management ensures an alignment of 
interest, which provides strong incentives to appropriately manage risks.  Because the structure of hedge 
fund advisers promotes alignment of interests between management and ownership, we believe that hedge 
fund advisers do not need to be subject to those provisions in the Code that are designed to achieve the 
same result.3  We also believe that payments tied to a person’s ownership stake in a hedge fund adviser 
should not be treated as remuneration and should be deemed outside of the scope of the Code.  Treatment 
of these types of payments as remuneration under the Code would unfairly subject the owners of one type 
of business structure to restrictions on their ownership interests. 

 
The revenue model for hedge fund advisers is also distinct from that of many other financial 

institutions.  Hedge fund advisers do not generate profits by trading their own assets; they generate profits 
by receiving management and performance fees for successfully managing client assets.  Because hedge 
fund adviser fees are generally not subject to claw-back, profits earned for the adviser are not subject to 
the risk of future loss, unlike profits earned on assets owned by a financial institution (which can decrease 
in value in the future).  Further, because the principals of the hedge fund adviser typically have significant 
amounts of their own capital invested in the funds they advise, and because the performance fees earned 
by the adviser typically are subject to high-water marks, the fee structure for advisers is designed to 
encourage long-term profits and to discourage excessive short-term risk taking. 

 
The variable remuneration earned by senior employees of hedge fund advisers (those likely to be 

deemed Code Staff) is tied to the performance fees generated by the adviser.  As discussed above, an 
adviser earns performance fees by generating profits over the long term for the funds it manages.  As 
such, the variable remuneration earned by senior employees is based on the ability of the adviser to 
generate profit by earning performance fees over the long term.   

 

                                                 
2 Speech by Dan Waters: Remuneration: Tailoring the European Regulatory Regime to the Alternative Investments 
Industry, September 23, 2010, available at: 
http://www.fsa.gov.uk/pages/Library/Communication/Speeches/2010/0923_dw.shtml. 
 
3 Economists have described “agency” phenomenon, i.e., the separation of ownership and management for decades.  
See e.g., Berle and Means, The Modern Corporation & Private Property, (1932).  There are numerous economic 
studies and papers examining the relationships between executives and their compensation incentives over the years.  
E.g., Yesterday's Heroes: Compensation and Creative Risk-Taking, Ing-Haw Cheng, Harrison Hong, and Jose A. 
Scheinkman, NBER Working Paper No. 16176, July 2010 (discussion of “cowboy cultures” and short term 
expectations of investors as well as economic incentives for management). 
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Problematic Provisions in the Code 
 
While MFA and its members are supportive of the overall goals of the Code, we believe that there 

are several provisions in the proposed Code that, if applied to hedge fund advisers, would be inconsistent 
with the stated principle of proportionality.  As discussed in more detail below, we are concerned that the 
scope of “Code Staff” is likely to be overly broad as applied to many hedge fund advisers and we believe 
that the deferral, payment in shares, and remuneration ratio requirements are not well suited for hedge 
fund advisers. 

 
Definition of “Code Staff” 
 
We understand the goal of the Consultation Paper to include the senior management and primary 

risk takers within the scope of the Code.  We are concerned, however, that the definition of “Code Staff”, 
as set out in the Consultation Paper is overly broad in two key respects.  The reference to “risk takers” in 
the definition and the related guidance in 19.3.6 potentially includes relatively junior persons within a 
hedge fund adviser and also potentially includes persons who do not make material risk judgments on 
behalf of the adviser.  We encourage the FSA to provide further guidance on the types of persons 
intended to be picked up by the term “risk taker,” which we believe should provide flexibility based on 
the different types of business models and structures of firms subject to the Code. 

 
We are also concerned that there are global hedge fund advisers who have registered personnel 

within their international groups with the FSA as approved persons performing significant influence 
functions who appear to fall within the definition of “Code Staff” (because they perform significant 
influence functions).  This may be the case even when those persons are not employees of the UK firm 
and do not receive any remuneration from the UK entity.  We believe that a person who is an employee of 
a non-European parent entity of a UK entity should not be deemed Code Staff, unless (and then only to 
the extent that) such person receives remuneration from the UK entity.  We believe that this is the 
appropriate treatment even if that person is registered with the FSA as an approved person performing a 
significant influence function. 

 
Deferral Requirements 
 
As discussed above, the fees earned by hedge fund advisers are based on gains earned on behalf 

of their clients and are realized by the adviser once they have been earned.  Hedge fund advisers typically 
earn their fees on an annual basis, and the structure of the funds they manage is based on this model.  It is 
important to note that this fee structure is agree upon by sophisticated investors who can and do exercise 
their redemption rights if they believe the fee structure no longer aligns their interests with the interests of 
the adviser.  Because hedge fund advisers earn annual fees, which are generally not subject to claw-back 
or other future adjustments, we believe that the requirement in principle 12 to defer 40-60% of variable 
remuneration over a period of at least three years should generally not be applicable to hedge fund 
advisers.  

 
We are also concerned that deferral requirements could have significant adverse tax implications 

for many senior employees of hedge fund advisers.  Because the senior employees of the adviser are also 
likely to be owners of the adviser, much of what may be deemed variable remuneration is related to their 
ownership stake.  As a result, the deferral requirements of the Code could result in these senior employees 
having tax liabilities in excess of the amount of cash they are permitted to earn under the Code in a given 
year. 
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Required Remuneration in Shares 
 
The provisions in principle 12 relating to and payment of 50% of variable remuneration in shares 

are not practicable for hedge fund advisers.  Because most hedge fund advisers are not publicly traded 
companies there is no active market for the ownership interests in the adviser.  This creates complications 
(valuation, for example) if those interests (or instruments linked to those interests) have to be used as 
remuneration for employees.  Moreover, employees that receive those interests would be extremely 
limited in their ability to dispose of them at a future date.   

 
Ratios of Variable and Fixed Compensation 
 
As discussed above, hedge fund advisers earn management and performance fees on the assets 

they manage for their clients.  The performance fees earned by hedge fund advisers typically are subject 
to high-water marks, which ensure that advisers only earn these fees by generating long-term profits on 
behalf of their clients.  The variable remuneration earned by senior employees of the adviser is, in turn, 
based on the adviser’s ability to earn those performance fees.  As such, the remuneration structure for 
hedge fund advisers is to set a relatively low fixed salary, with variable remuneration available based on 
fund performance.     

 
We are concerned about the consequences that the ratio provisions in principle 12, which would 

require hedge fund advisers to pay their employees a higher percentage of fixed remuneration and 
increase the firms’ fixed overheads along with other associated costs such as benefits based on salary.  
Contractually committing more capital to salary payments would have the unintended consequence of 
restricting the adviser’s ability to limit total remuneration in difficult times, such as in 2008 when many 
hedge fund advisers severely reduced bonuses that were paid out.  This would also limit advisers’ 
flexibility to maintain profitability (or potentially break even) in periods of underperformance, a result 
that seems inconsistent with the goals of the Code.  Higher fixed remuneration also disrupts the alignment 
of interests among the adviser, the adviser’s employees and the adviser’s clients that results from the 
current revenue and remuneration structures of hedge fund advisers. 

 
Proportional Application of the Code 
 
MFA and its members believe that the structure and remuneration policies of hedge fund advisers 

are well designed to achieve the objectives of the CRD3 and the Code.  We also believe that the 
application of rules designed for banks and other financial institutions that trade their own assets and have 
publicly traded securities are not well suited for privately owned hedge fund advisers.  We therefore 
suggest, consistent with the principle of proportionality, that the FSA limit the application of the Code 
with respect to hedge fund advisers.   

 
Specifically, we believe that the provisions of the Code set out in Proportionality Table 1 in 

Annex 5 to the Consultation Paper generally are appropriate for hedge fund advisers, with two exceptions.  
As discussed above, the fees earned by a hedge fund adviser are not subject to claw-back or other future 
adjustments.  As such, we believe the requirement in principle 8 to include reductions in previous 
payments to employees should not be applicable to hedge fund advisers.  Also as discussed above, the 
senior employees of the adviser are also typically the owners of the adviser.  Because much of the profit 
earned by the adviser is likely to be deemed variable remuneration, we believe that the application of 
principle 12, setting appropriate ratios between fixed and variable remuneration, are not appropriate for 
hedge fund advisers.  We encourage the FSA to consider moving those provisions to Table 3, which 
would allow the FSA to apply them on a comply or explain basis. 
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Conclusion 
 
MFA and its members support the goal of developing remuneration policies that are consistent 

with and promote effective risk management.  Ownership and management of hedge fund advisers are 
connected by virtue of the structure of these advisers, thereby ensuring an alignment of interests that 
promotes sound risk management.  The revenue model for hedge fund advisers is tied to generating 
profits on behalf of the adviser’s clients and is not subject to claw-backs or other future adjustments once 
earned.  High-water marks and significant management ownership in the funds managed by the adviser 
help ensure that an adviser and its senior employees seek long-term profits and discourage excessive 
short-term risk taking.   

 
We believe that the application of the principles in Proportionality Table 1 of the Consultation 

Paper in the manner discussed above, combined with the key structural features of hedge fund advisers 
are well suited to achieve the underlying goal of the Code.  We are concerned, however, that application 
of many of the other provisions of the Code would be impractical to implement for privately-owned 
advisers without any public policy benefits.  Accordingly, we encourage the FSA to limit the application 
of the Code with respect to hedge fund advisers. 

 
If you have any questions regarding any of these comments, or if we can provide further 

information with respect to these, or other regulatory reform or market issues, please do not hesitate to 
contact me or Benjamin Allensworth at (202) 367-1140. 
 
 

Respectfully submitted, 
 
/s/ Stuart J. Kaswell 
 

      Stuart J. Kaswell 
      Executive Vice President &  

Managing Director, General Counsel 
 

Cc: David Raikes, Banking Sector, Financial Services Authority 


