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Among the various measures Congress is currently 
considering to reform the mutual fund industry is 
a ban on the joint management of mutual funds 
and hedge funds.

Section 202 of the Mutual Funds Integrity and Fee 
Transparency Act of 2003 (H.R. 2420), authored 
by Capital Markets Subcommittee Chairman 
Richard H. Baker (R-LA) and which the House 
of Representatives approved in a 418-2 vote on 
November 19, 2003, would prohibit the same 
person from jointly managing a mutual fund and 
a hedge fund, except when permitted to do so 
by rule, regulation or order of the Securities and 
Exchange Commission (“SEC”).  An investment 
advisory firm, however, could still provide adviso-
ry services to both mutual funds and hedge funds.  
A substantially similar provision was included in 
S. 1971, the Mutual Fund Investor Confidence 
Restoration Act of 2003, which Senators Jon 
Corzine (D-NJ) and Chris Dodd (D-CT) intro-
duced in the Senate on November 25, 2003.1

The joint management ban has been discussed 
very little in the hearings on the various mutual 
fund bills to date.  Mr. Baker, however, in testi-
mony on the related bill S. 1822, briefly explained 
the thinking behind this provision.  He indicated 
that a joint management arrangement of this 
type might create an incentive for a manager to 
allocate the best investment ideas to the hedge 
fund because of the performance fees the manager 
receives for advising this fund.  Such a manager, 
therefore, would breach its fiduciary duty since it 
would not be acting in the best interests of all of 
its clients.  Mr. Baker also noted that the arrange-
ment “apparently provided at least one manager 
with the opportunity to market time the very 
mutual fund he was managing, on behalf of the 
hedge fund.”  He did not provide further detail.

The SEC, in its report on hedge funds issued in 
September, 2003, provided a more detailed expla-

nation of the types of conflicts that might arise 
when the same person jointly manages a mutual 
fund and a hedge fund.  The SEC indicated that 
unique facts, including the nature of the fees 
paid, the interests of the adviser and the nature 
of hedge fund investment strategies themselves, 
distinguish hedge funds from other pooled invest-
ment vehicles offered by investment advisers, 
and bring these conflicts into sharper focus.  The 
SEC noted the fact that advisers may be paid 
performance fees for advising a hedge fund that 
are significantly higher than the asset-based fees 
the adviser receives for advising a mutual fund.  
It also noted that many advisers have significant 
investments in the hedge funds they manage.  In 
these circumstances, the SEC stated, the manager 
has an incentive to favor the hedge fund over the 
mutual fund by allocating investment opportuni-
ties to the hedge fund.

In its September report, the SEC also explained 
the types of conflicts that might arise when the 
same manager advises a mutual fund and a hedge 
fund using different strategies.  For example, the 
SEC observed that the adviser may manage a 
mutual fund using a long-only investment strategy 
that calls for the manager to take a long posi-
tion in a particular equity security.  At the same 
time, the adviser may manage a hedge fund that 
calls for the manager to take a short position in 
the same equity security.  In such cases, the SEC 
noted, the short sale could have a negative effect 
on the price of the mutual fund.  The short sale, 
the SEC indicated, could also have a negative 
effect on the mutual fund’s performance.

Given the current fund environment and prevail-
ing mood in Congress, there is almost certain to 
be enactment of mutual fund reforms.  Whether 
the joint management ban will be among these 
measures remains to be seen.  With the current 
spate of perceived abuses going beyond registered 
funds to encompass hedge funds as well, however, 
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Our investment management lawyers can help you understand the impact H.R. 2420 and the related bills 
could have on your company.  If you have any questions concerning the proposed legislation or any other 
matter, please contact any of us.

Congress may well seek to ensure that the joint 
management prohibition becomes law since it 
will have accomplished with one stroke a legisla-
tive restriction that reaches both types of pooled 
investment vehicles.2

Notes

1) Two other bills on mutual fund legislation have also been 
introduced in the Senate.  Senators Daniel Akaka (D-HI), 
Joseph Lieberman (D-CT) and Peter Fitzgerald (R-IL) intro-
duced the Mutual Fund Transparency Act of 2003, S. 1822, 
on November 3, 2003, and Senators Tom Daschle (D-SD), 
Ted Kennedy (D-MA), and John Kerry (D-MA) introduced the 

Mutual Fund Investor Protection Act of 2003, S. 1958, on 
November 25, 2003.  Neither of these bills, however, includes 
a similar ban on joint management of mutual funds and hedge 
funds.

2) As currently included in H.R. 2420 and S. 1971, the 
prohibition on joint management does not apply to the joint 
management of registered closed-end funds and hedge funds.  
This could change, however, as the bills proceed through 
Congress since the types of conflicts of interest Mr. Baker and 
the SEC have identified as reasons for imposing the ban in the 
case of jointly managed mutual funds and hedge funds also 
seem to apply to the joint management of hedge funds and 
registered closed-end funds.


