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Executive Summary
We examine situations where the same fund manager simultaneously manages mutual funds and hedge funds.  Such individuals are known as side-by-side managers. The SEC and other regulators/legislators have raised concerns about side-by-side management due to the obvious appearance of conflicts of interest: mutual fund managers are typically paid a small fixed fee of around 1% of assets, while hedge fund managers receive larger fixed fees plus a performance bonus of around 20% of profits generated. Side-by-side managers thus have a monetary incentive to strategically shift returns from their mutual funds to their hedge funds.  This could be accomplished by having hedge funds front-run mutual fund trades, disproportionately allocating hot IPOs to hedge funds, late trading mutual fund shares, or the allocation of bunched trades to benefit hedge funds to name a few.
Yet despite the obvious appearance of conflict, the practice of side-by-side management has many advocates.  These proponents argue that it is crucial that they be allowed to offer the possibility of side-by-side management in order to hire and retain their star performers, while detractors argue that the temptation for abuse is high and the practice should be banned.  Our paper seeks to inform this debate.
We document 112 side-by-side managers who manage a total of 189 hedge funds and 304 mutual funds.  The 155 side-by-side managed mutual funds in our sample in existence in 2004 managed a total of $123 billion suggesting that this is a significant slice of the money management industry. Our analysis based on various performance metrics shows that side-by-side mutual fund managers significantly outperform peer funds, consistent with this privilege being granted primarily to star performers. Interestingly, side-by-side hedge fund managers are at best on par with their style category peers, casting further doubt on the idea that conflicts of interest undermine mutual fund investors. Our results are robust to various alternative specifications.  Thus, we find no evidence of welfare loss for mutual fund investors due to exploitation of conflicts of interest.  Therefore any inclination to ban this practice seems premature.
