
SEC Issues Report on Hedge Funds and Proposes Rule 
Implementing Expense Disclosure Recommendation
Securities and Exchange Commission Chairman 
William H. Donaldson presented a highly antici-
pated report on hedge funds on September 29, 
2003. Commission staff prepared the report, 
entitled “Implications of the Growth of Hedge 
Funds,” which includes several significant rec-
ommendations for increasing the oversight of 
hedge funds and their investment advisers.1 The 
Commission’s decision to review the hedge fund 
industry and to request a staff report was based 
primarily on the significant growth in hedge fund 
assets and the Commission’s lack of information 
about hedge funds.

The most important recommendation in the 134-
page report is that hedge fund advisers should 
be required to register with the Commission as 
investment advisers under the Investment Advisers 
Act of 1940. The other key recommendations 
seek to require hedge fund advisers to provide 
a disclosure statement to hedge fund investors 
and to increase prospectus fee disclosure and 
enhance valuation procedures for registered funds 
that invest in hedge funds. At this point, the 
recommendations do not have the force of law; 
Commission approval is required to enact them.  

Some of the recommendations in the report, if 
enacted, would attempt to address the concern, as 
stated by Chairman Donaldson, that hedge funds 
“operate below the Commission’s radar screen.” 
For example, if hedge fund advisers were required 
to register with the Commission, they would 
become subject to regular examinations by the 
Commission’s compliance staff.

The report was issued after many months of staff 
consideration, which included a review of 65 
hedge fund advisers that began in June 2002 and 
a two-day hedge fund industry roundtable held 
earlier this year. Although the report has been 
widely expected, the context of its issuance is 
worth noting. Chairman Donaldson’s news con-

ference releasing the report was widely covered by 
the media. Also, one of the concerns stated in the 
report is the increase in the number of hedge fund 
enforcement cases. The report was released on the 
heels of the settlement of illegal trading charges 
by Canary Capital Partners L.L.C., a hedge 
fund. Three days after the report was issued, the 
Commission announced a settlement with a hedge 
fund executive in a securities fraud case involving 
late-trading of mutual funds.2 The Commission 
has already begun to act on one of the recom-
mendations in the report – increased prospectus 
disclosure of registered fund-of-funds fees – by 
issuing a proposed rule on October 3, 2003.

Proposed Federal Registration Requirement for 
Hedge Fund Advisers

Under current law, investment advisers that meet 
certain criteria are required to register with the 
Commission. However, an adviser is exempt from 
the federal registration requirements if it does 
not advise any registered investment companies, 
does not hold itself out generally to the public as 
an adviser, and had fewer than 15 clients during 
the preceding 12 months (where each hedge fund 
generally counts as one client).3 Typically, many 
hedge fund advisers are covered by this exemp-
tion. According to staff estimates, approximately 
two-thirds of hedge fund advisers are not regis-
tered with the Commission.

In the report, the staff recommended that the 
Commission enact a rule requiring hedge fund 
advisers to look through any funds under their 
management and count each investor in each fund 
as a separate client. If such a rule were enacted, 
nearly all hedge fund advisers would be required 
to register with the Commission. However, the 
staff also recommended that the Commission 
consider incorporating a threshold for registration 
based on the aggregate amount of assets managed 
by the hedge fund adviser. The intent of the asset-
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based threshold would be to maintain the federal 
registration exemption for advisers to smaller 
hedge funds.

The staff cited several potential benefits to requir-
ing hedge fund advisers to register with the 
Commission: 

• Registered hedge fund advisers would become 
subject to the Commission’s regular inspections 
and examinations program. 

• Commission oversight could lead to earlier 
detection of actual and potential misconduct, help 
to deter fraud and encourage a culture of compli-
ance and controls.

• The Commission would be authorized to collect 
basic information about the activities of hedge 
fund advisers and hedge funds.

• Registered hedge fund advisers could be 
required to provide Commission-mandated disclo-
sure to hedge funds and to hedge fund investors, 
including information about potential conflicts of 
interest.

• The minimum investment requirement for direct 
investments in hedge funds charging performance 
fees would effectively be increased because feder-
ally registered advisers may not charge such fees 
unless investors have $750,000 invested with the 
adviser or a net worth of $1.5 million.4 

• Adviser registration rather than fund registra-
tion would not require disclosure of a hedge 
fund adviser’s trading strategies and it would not 
restrict such strategies. 

Proposed Disclosure Statement Designed for 
Hedge Fund Investors

Investment advisers that are registered with the 
Commission are required to provide investors 
with a disclosure document that includes informa-
tion required under Part II of Form ADV. Form 
ADV requires extensive disclosure of an adviser’s 
organization, control persons, business practices, 
and other information. Typically, hedge fund 
advisers voluntarily provide some of this informa-
tion to investors in a private placement memoran-
dum or offering document for the hedge fund.

In the report, the staff recommended that the 
Commission require registered hedge fund advis-
ers to complete a “hedge fund brochure,” a new 
disclosure statement tailored to hedge fund inves-
tors. The staff recommended that the disclosure 
statement meet minimum disclosure requirements 
which could include information about conflicts 
of interest that may arise from prime broker rela-
tionships and advisers’ side-by-side management 

of hedge funds and other client accounts, as well 
as other items determined by the Commission. 

No Changes Recommended for Hedge Fund 
Investment Practices  

The hedge fund industry has been concerned 
that federal regulation would be used to restrict 
the ability of hedge funds to engage in alterna-
tive investment strategies that are either highly 
restricted or not permitted for registered funds. 
In the report, the staff noted that registration of 
hedge fund advisers would not impede the manner 
in which a hedge fund adviser invests or operates 
a hedge fund. For example, registration would not 
place restrictions on a hedge fund adviser’s ability 
to short-sell securities, or to use leverage or deriv-
atives. Also, adviser registration would not require 
detailed disclosure of hedge fund trading strategies 
or portfolio positions.

Proposed Elimination of Solicitation Prohibition 
for Hedge Funds Sold to Certain Investors

Hedge funds and their offerings of interests are 
exempt from registration with the Commission so 
long as they meet certain conditions. One of these 
conditions is that hedge funds are not allowed 
to conduct offerings of their interests using any 
form of general solicitation or general advertis-
ing.5 In the report, the staff recommended that the 
Commission modify the solicitation prohibition 
to allow general solicitation and advertising by 
certain hedge funds that are sold only to “quali-
fied purchasers.”  A qualified purchaser includes 
individual investors who own more than $5 mil-
lion in investments. The staff noted that quali-
fied purchasers are highly sophisticated investors 
and therefore, a general solicitation of a hedge 
fund that can only be sold to qualified purchas-
ers would not raise significant investor protection 
concerns. 

Proposed Requirements Applicable to Registered 
Funds

In recent years, some registered investment com-
panies have been formed to invest all or a portion 
of their assets in hedge funds. In the report, the 
staff made recommendations to address concerns 
about the adequacy of fee disclosure and valu-
ation policies of registered funds that invest in 
hedge funds. 

Underlying Fund Fee Disclosure. To address 
the concern that registered fund investors are 
not fully aware of the advisory fees paid by the 
registered fund to the advisers of the underly-
ing hedge funds, the staff recommended that the 
Commission require all registered funds to dis-
close in their prospectus fee tables the estimated 
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expenses of the registered fund’s underlying 
hedge fund interests. 

On October 3, 2003, less than one week after 
the public release of the report, the Commission 
proposed amendments to the prospectus disclosure 
forms that would enact this recommendation.6 
Under the prospectus disclosure amendments 
proposed by the Commission, registered funds 
would be required to include an additional line 
item that discloses annual operating expenses 
and sets forth the registered fund’s pro rata 
portion of the cumulative expenses charged by 
underlying funds in which the registered fund 
invests. The definition of underlying fund would 
include funds that would be an investment com-
pany but for the exceptions provided in sections 
3(c)(1) and 3(c)(7) of the Investment Company 
Act of 1940. The operating expenses would need 
to include any sales loads paid by the registered 
fund to acquire shares of the underlying funds, 
even if the top-level fund does not hold those 
shares at the end of its fiscal year. Comments on 
the proposed amendments are due by December 
3, 2003. 

Valuation of Underlying Hedge Funds. The staff 
also is concerned about whether registered 
funds have adequate procedures for valuing 
their investments in hedge funds. Accordingly, 
the staff recommended that the Commission 
consider enacting a rule that would prohibit 
registered funds from investing in the securities 
of hedge funds unless their boards of directors 
have adopted procedures designed to ensure 
that the funds value those assets consistently 
with the requirements of Section 2(a)(41) of the 
Investment Company Act of 1940. Since Section 
2(a)(41) already applies to registered funds, the 
change required by the staff’s proposal would 
likely be that the fund must adopt written valua-
tion procedures appropriate for valuing underly-
ing hedge fund interests. 

Other Staff Recommendations 

The staff suggested that the NASD and the 
Commission monitor capital introduction ser-

vices provided by broker-dealers. The staff is 
concerned that the activities of some prime bro-
kers (e.g., capital introduction conferences and 
seminars) may rise to the level of acting as a bro-
ker or investment adviser. Also, the staff believes 
that the NASD and the Commission should 
continue to watch closely for violations of bro-
ker-dealer suitability obligations with respect to 
the sale of funds-of-hedge funds. The staff’s prin-
cipal concern in this area is that funds-of-hedge 
funds are being sold to investors who do not 
fully understand the investment strategies, risks 
and fees of such funds.

The staff recommended that the Commission 
make efforts to improve investor education 
regarding hedge funds and that the hedge fund 
industry be encouraged by the Commission to 
“embrace and further develop best practices.” 
The staff also asked the Commission to consider 
issuing a concept release examining the wider 
use of hedge fund investment strategies by reg-
istered funds. In particular, the staff was inter-
ested in looking further at whether (1) current 
restrictions on registered funds’ use of leverage 
and short selling should be relaxed, (2) absolute 
return strategies (which are intended to produce 
positive returns in all market conditions) have a 
positive effect on aligning the interests of advis-
ers and investors; and (3) additional investor 
education initiatives would be necessary. 

*  

On its own, the hedge funds report does not 
impose any new rules or new staff interpreta-
tions. However, the report was publicly support-
ed by Chairman Donaldson7 and as discussed 
above, a proposed rule regarding prospectus fee 
disclosure has already been issued. It is likely 
that additional rule proposals regarding at least 
some of the staff recommendations will be 
issued. Prior to enactment, such proposals would 
be subject to public review and comment. We 
will continue to monitor government and indus-
try activity in this area.
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Notes

1. The staff report is available at http://www.sec.gov/news/
studies/hedgefunds0903.pdf.
2. In the Matter of Steven B. Markovitz, Administrative 
Proceeding File No. 3-11292 (Oct. 2, 2003).
3. See Section 203(b) of the Investment Advisers Act.
4. Some states, such as California, have adopted a similar 
performance fee rule. See, e.g., Cal. Code. Regs. title 10, sec-
tion 260.234 (2003).
5. See Rule 506 under the Securities Act of 1933 and Sections 

3(c)(1) and 3(c)(7) of the Investment Company Act of 1940. 
6. Fund of Funds Investments, SEC Release No. 33-8297 (Oct. 
3, 2003). 
7. Chairman Donaldson recently testified, “I will say, as I 
have before, that I believe that the Commission needs to have 
a means of examining hedge funds and how they operate. 
Speaking only for myself, I believe that registration of hedge 
fund advisers would accomplish this.” Hearing Before the 
Senate Comm. on Banking, Housing and Urban Affairs (Sept. 
30, 2003).
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