
NASD Issues Interpretative Letter Regarding Hedge Fund Marketing 

The National Association of Securities Dealers, 
Inc. (the “NASD”) issued an Interpretative Letter 
to the Securities Industry Association (the “SIA”) 
on October 2, 2003 addressing several impor-
tant issues concerning the sale of hedge funds 
by NASD broker-dealers (the “Interpretative 
Letter”).1  Most significantly, the NASD prohib-
ited the inclusion of related performance informa-
tion in hedge fund marketing materials used by 
broker-dealers to recommend hedge funds.

In addition, the Interpretative Letter addressed the 
following issues raised by the SIA:  (1) the level of 
due diligence required to be conducted by a bro-
ker-dealer that recommends funds of hedge funds, 
(2) the factors relevant in determining whether 
a specific communication constitutes a recom-
mendation, and (3) the risk factors required to be  
included in hedge fund marketing materials used 
by broker-dealers.

Related Performance Information in Hedge Fund 
Marketing Materials 

The NASD stated in the Interpretative Letter that 
under Conduct Rule 2210 in its current form, 
broker-dealers may not publish or distribute mar-
keting materials for a hedge fund that present 
related performance information. 

For purposes of the Interpretative Letter, the term 
“related performance information” includes the 
performance of other, separate investment com-
panies, funds, portfolios, accounts or composites 
thereof managed by the same investment adviser, 
sub-investment adviser, or portfolio manager that 
manages the hedge fund that the broker-dealer is 
promoting.  This term includes the performance 
of so-called “clone” funds and other similarly 
managed accounts and funds, the performance of 
funds or accounts that preceded and were con-
verted into the advertised hedge fund, and com-
posites of other similarly managed funds, accounts 
or portfolios.  However, the term generally would 

not include the performance of a master fund of 
which a hedge fund is a feeder, to the extent that 
it reflects the performance of the same portfolio 
of securities in which the hedge fund’s assets are 
invested.  In addition, broker-dealers must not 
use any hypothetical or backtested performance 
that does not reflect the actual performance of the 
hedge fund.  

However, the NASD stated that its current posi-
tion with respect to related performance informa-
tion is not intended to foreclose the possibility 
that related performance information may be used 
in hedge fund marketing materials in the future.  
Indeed, the NASD has proposed amendments to 
its advertising rule that would permit the use of 
related performance information in certain mar-
keting materials.  Action on these amendments is 
currently pending.2

The NASD also noted that sales materials pub-
lished or distributed by a broker-dealer are subject 
to Conduct Rule 2210 even if a non-NASD mem-
ber, such as a hedge fund manager, prepared the 
materials.  

Due Diligence of Underlying Funds

In the Interpretative Letter, the NASD stated that 
due diligence is not necessarily required to be 
performed with respect to each of the underly-
ing funds in a fund of hedge funds.  The analysis 
of whether due diligence may be required with 
respect to each or some of the underlying funds is 
fact-specific, and would depend on the informa-
tion and findings generated through the due dili-
gence of the top fund.  Specifically, in cases where 
a broker-dealer’s due diligence on a fund of hedge 
funds establishes a sufficient basis to evaluate the 
merits and risks of investing in that fund, it is the 
NASD’s view that, generally, for regulatory pur-
poses, no further due diligence into the underlying 
funds would ordinarily be required by the broker-
dealer.    
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Determination if a Communication Constitutes a 
Recommendation

The NASD advised the SIA that the factors used 
to determine whether a specific communica-
tion to the public constitutes a recommendation 
would be the same regardless of whether or not 
the communication relates to hedge funds.  The 
determination of whether a communication is a 
recommendation is important in that it would 
dictate whether a broker-dealer would be required 
to comply with Conduct Rule 2310, the NASD’s 
suitability rule, with respect to a particular trans-
action. 

The NASD also reiterated its view that the deter-
mination of whether a “recommendation” has 
been made is an objective rather than a subjective 
inquiry, and that an important factor to consider 
is whether – given its content, context, and man-
ner of presentation – a particular communication 
from a broker-dealer to a customer reasonably 
would be viewed as a “call to action,” or sug-
gestion that the customer engage in a securities 
transaction.3  Accordingly, a broker-dealer that 
only acts as a “placement agent” with respect to 
a transaction (including a transaction involving a 
hedge fund) could be considered to have made a 
recommendation with respect to the transaction.

Discussion of Risk Factors in Hedge Fund 
Marketing Materials 

The NASD clarified that there is no specific 
requirement that hedge fund marketing materials 
include a list of risk factors associated with an 
investment in a particular hedge fund.  

In a news release dated April 22, 2003, when the 
NASD announced that it had fined a member 
firm for failing to disclose adequately the risks of 

investing in hedge funds, other firms were con-
cerned that the NASD was now requiring that 
lists of risk factors must be included on each piece 
of hedge fund sales literature used by a mem-
ber.  The NASD responded to these concerns in 
the Interpretative Letter.  Specifically, the NASD 
stated that it was not imposing a new requirement 
but noted that its advertising rule, Conduct Rule 
2210(d)(1), requires that marketing materials “be 
based on principles of fair dealing and good faith 
and should provide a sound basis for evaluating 
the facts in regard to any particular security … 
discussed … and that no material fact or qualifi-
cation may be omitted if the omission, in light of 
the context of the material presented, would cause 
the communication to be misleading.”  The NASD 
also said that each piece of sales literature used 
by a member must independently comply with the 
standards of Conduct Rule 2210.  Accordingly, 
the NASD took the position that broker-dealers 
must include only those disclosures that are neces-
sary to ensure that each piece of sales materials is 
fair and balanced.  

The Interpretative Letter is valuable in that it 
discussed the NASD’s view regarding suitability 
and advertising as they specifically relate to hedge 
funds.  Accordingly, broker-dealers and invest-
ment advisers whose business involves hedge 
funds in any manner are recommended to review 
carefully the Interpretative Letter.  With respect 
to related performance information, we will con-
tinue to monitor the NASD rulemaking process 
to determine if the NASD eventually permits this 
type of information to be used in hedge fund 
marketing materials in the future through amend-
ments to Conduct Rule 2210.

02

        Notes

1 The Interpretative Letter is available at http://
www.nasdr.com/2910/2210_11.asp.

2 See SR-NASD-98-11 which is available at http://
www.nasdr.com/filings/rf98_11.asp

3 See Notice to Members 01-23 (“Suitability Rule and 
Online Communications”), which is available at http://
www.nasdr.com/pdf-text/0123ntm.pdf.  In the Interpretative 

Letter, the NASD stated that even though Notice to Members 
01-23 discussed the NASD suitability rule as it relates to 
online communications, broker-dealers may rely on the gen-
eral principles stated in that Notice to Members to determine 
the application of the suitability rule in the context of the sale 
of hedge funds and funds of hedge funds, including applica-
tion of the various examples concerning what constitutes and 
does not constitute a recommendation.      
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