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HEDGE FUND REGULATION
MARKET MATTERS
THE PROS AND CONS OF REQUIRING SEC REGISTRATION FOR HEDGE FUND MANAGERS
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that's sidestepped registration that wor​ries Donaldson and the two other com​missioners who favor regulation. They claim that compiling basic information on all hedge funds will help the SEC deal more proactively with the issue of fraud. "The growth in hedge funds has been accompanied by a substantial and troubling growth in the number of our hedge fund fraud enforcement cases," the proposal asserts.
Should the roughly 7,000 U.S. hedge fund managers, who most market watchers expect will soon be control​ling $1 trillion in assets, be required to register with the Securities and Ex​change Commission? Opinion among managers—and among regulators—is mixed. "If you look at the hedge fund industry, it's really bifurcated on this issue," says John Kelly, a board mem​ber of the industry's trade group, the Managed Funds Association (MFA), and chief executive officer at Man Investments in Chicago, a leading manager of hedge funds. "There are a number of managers that just don't want the administrative burden." Yet others say that registered hedge funds are a good idea, that registration pro​vides a competitive edge when market​ing to investors.
The SEC commissioners are simi​larly divided. Although on July 14 the commission formally proposed that virtually every hedge fund man​ager register under the Investment Advisers Act of 1940, the vote was
close—three to two.
SEC Chairman William Donaldson, a veteran Wall Street executive who cofounded the investment bank Don​aldson Lufkin & Jenrette and who cast the tie-breaking vote in favor of regulation, is on record saying that he views protecting investors as the SEC's primary mandate. Such protec​tion requires more information from hedge fund managers than what is cur​rently available—information that the SEC can reasonably acquire only by mandating that hedge fund managers become registered advisers and fill out Form ADV. "Here's a $1 trillion slice [of investment assets] that we don't have a right to go look at," Donald-son told the Senate the day after the vote. "This is an important loophole we need to fill."
In truth, the loophole is already half filled. Nearly 50 percent of all hedge fund advisers in the country have voluntarily registered, according to the SEC's September 2003 staff report on hedge funds. But it's the other half
For its part, the MFA has formally taken issue with the SEC's proposal. The trade group and other critics of in​creased regulation counter that hedge funds are after all designed for wealthy, sophisticated investors, a group that can fend for itself. They claim that SEC resources are better directed at protecting the mass of smaller inves​tors from fraud in, say, mutual funds. Besides, as Cynthia Classman, one of the two SEC commissioners who voted against the proposal, told Bloomberg News in July, 46 hedge fund frauds out of 2,600 enforcement cases in the five years through the end of 2003 are relatively few. Furthermore, the critics claim, the SEC and other government agencies already have the power to in​vestigate federal securities violations. Granted, said Donaldson in Senate testimony. But under existing rules, the SEC can only go in once fraud has been committed. "It's like arriving at the scene of the accident after it's hap​pened," he explained.
Requiring all hedge fund managers to become registered investment ad​visers would be a first step toward
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[image: image3.wmf]David Diesslin, president of Diesslin 

& Associates, an advisory firm in 

Fort Worth, Tex., and chairman of the 

board of governors of the CFP Board 

of Standards. "To fix the mutual 

funds, all they need to do is enforce 

what's on the books. But we don't 

have [regulations] for hedge funds. 

It's that simple," he says.

 

Mark Anson, chief investment of

-

ficer at CalPERS, the country's largest 

public pension fund, which has about 

$755 million invested in 16 hedge 

funds, of which

 roughly 40 percent 

are unregistered, also believes that 

investors would benefit if every hedge 

fund 

filed

 

a Form ADV. It's a good 

"starting point for due diligence," he 

told

 

the Senate in July. "But it's 

just 

that

—

a starting point," he empha

-

sized. "It's 

not a panacea."

 

Indeed, many people say there's a 

risk in putting the SEC's imprimatur 

on every hedge fund, particularly if 

it convinces more investors to jump 

into the funds. "The 

reality

 

is, 

just 

because someone's an RIA doesn't 

mean he or she is a legitimate busi

-

ness or is any more qualified to be 

managing assets on behalf of inves

-

tors," observes Daniel Strachman, 

managing partner at Answers & Co., 

a financial consultancy in New York, 

and author of 

Getting Started in 

Hedge Fund

s 

(Wiley). An RIA is 

just 

someone who's filled out some forms, 

he quips. Passing a value judgment on 

a 

manager, registered or not, requires 

much more research.

 

Furthermore, although all 

wealth managers would 

undoubtedly wel

come increased 

transparency for 

hedge funds, 

Kipley Lytel, a partner 

at 

Montecito Capital Management in 

Santa Barbara, Calif., points out 

that 

the process is sure to add 

administra

tive costs that would in 

turn be passed 

on to investors. 

How 

much would those costs amount 

to?

 

Donaldson says that the biggest 

expense would
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be the development and maintenance 

of compliance policies and procedures 

associated with RIA status

—

a process 

that he estimates would initially cost 

between $25,000 a

nd $50,000 per 

hedge fund adviser.

 

That's not an exorbitant amount, 

considering the steep fees that most 

hedge funds tend to 

levy

 

on cli

ents

—

unless, of course you're a small 

operator launching a hedge fund for 

the first time, notes Kevin McCreadie, 

chief investment officer at Mercantile 

Bankshares in Baltimore, which runs 

three registered hedge funds of funds. 

Indeed, as securities lawyer Michael 

Tannenbaum, a partner at the New 

York law firm Tannenbaum Helpern 

Syracuse & Hirschtritt, points out, 

for

cing RIA status across the board 

could "impact the smaller, newer 

managers, because they'll need to 

adhere to a series of requirements 

that are costly." That could in turn 

create a barrier to new entrants, says 

Tannenbaum, who's also president of 

the Hedge

 Fund Association, a not

-

for

-

profit association that promotes 

the industry.

 

A related and perhaps more seri

-

ous worry is that the SEC will stretch 

itself

 

too thin in trying to police the 

industry

—

an outcome that could 

ultimately threaten investors gener

-

ally. "Resources are already strained 

in regulating existing RIAs," says 

Eane Carrick, chairman of Sovereign 

Wealth Management, a Memphis 

advisory firm that has about $50 mil

-

lion, or one

-

quarter of its assets under 

management, invested in hedge funds. 

"I 

believe regulation comes at a cost, 

and that cost will be passed along to 

consumers eventually."

 

Another

—

and potentially bigger

—

 

risk in mandating RIA status for all 

hedge funds is the impact it might 

have on the investment

-

strategy side of 

the business. The main reason hedge 

funds have attracted so much money 

over the past few years is that their

 

novel investment strategies boast low 

or negative correlations with tradi

-

tional money management. Thus, the 

$64,000 question: Will imposing RIA 

status on hedge funds marginalize, or 

even kill, their competitive edge?

 

On one level, that doesn't seem 

likely. After all, about half of hedge 

funds doing business in the United 

States are already registered, and that 

hasn't stopped them from maintain

-

ing

 their unique investment approach. 

Eest anyone fear that the SEC's ac

-

tions might kill the golden hedge fund 

goose, Donaldson emphasizes that the 

sole goal of registration is collecting 

information and keeping an eye out 

for legal violations of securities 

laws.

 

But Alan Greenspan, chairman of 

the Federal Reserve, isn't convinced. 

The SEC proposal, if approved, won't 

reduce fraud, Greenspan predicted in 

recent Senate testimony. "Fraud is 

almost always uncovered through 

complaints of counterparties or by 

acci

dent," he explained. If the SEC 

proposal fails to reduce the incidence 

of fraud, as he forecast, political 

pressure will become "irresistible to 

expand the SEC's regulatory reach in 

an endeavor to accomplish what it 

set out to do," Greenspan warned. 

Under 

a cloud of increasing regula

-

tion, many hedge fund managers may 

leave the industry. That concerns him, 

because hedge funds, by virtue of their 

nontraditional investing, have become 

crucial players in 

raising

 

America's 

economic flexibility. That flexibility

 

shouldn't be taken lightly, he argues, 

because it's enhanced this country's 

capacity for absorbing economic 

shocks. Reducing that flexibility could 

pose a threat to the economy.

 

The stakes in hedge fund regula

-

tion, in short, may be higher than 

you 

think.
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(jpicerno@bloomberg 
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