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December 20, 2007 

 
VIA ELECTRONIC MAIL   
  
Mr. Thomas Biolsi 
Associate Regional Director   
U.S. Securities and Exchange Commission 
Three World Financial Center 
Suite 400 
New York, NY 10281         
 

Re: August 2007 New York Regional Office Examination Request Letter 
 

Dear Mr. Biolsi: 
 

Managed Funds Association (“MFA”)1 appreciates meeting with you and your staff on 
December 11, 2007 (the “Meeting”) to discuss the August 2007 examination request letter (the 
“August Letter”) prepared and distributed by the Office of Compliance Inspections and 
Examinations (“OCIE”) staff of the U.S. Securities and Exchange Commission’s (“SEC” or the 
“Commission”) New York Regional Office.  We further appreciate the opportunity to furnish 
comments on the August Letter.  The August Letter is addressed to Chief Compliance Officers at 
various registered investment advisers and requests the production of certain documents and 
information in preparation for periodic examinations.  The SEC staff (the “Staff”) has indicated 
that the August Letter is a pilot program for the Commission, and that the Commission is in the 
final stages of revising the document for regular use beginning in January 2008.  We look 
forward to reviewing the new version and hope that the Commission and Staff will consider the 
comments and recommendations set forth below. 
 
MFA Comments and Recommendations  
 

MFA strongly supports the Commission’s goals of promoting compliance with the 
federal securities laws (and regulations thereunder) and investor protection.  Hedge fund advisers 
also share these goals with the SEC and take their compliance responsibilities very seriously.  
Advisers recognize the fundamental principle that good compliance is a crucial element of good 
business.  Many advisers have recruited first-class lawyers and compliance professionals, often 
with substantial experience at other SEC-regulated firms, to assist in ensuring that proper policies 
and procedures are in place to minimize compliance and legal risk.  Those professionals, in turn, 
are eager to work with the Staff to advance their shared goals.  Our comments are made in the 

                                                 
1 MFA is the voice of the global alternative investment industry.  Our members include 
professionals in hedge funds, funds of funds and managed futures funds.  Established in 1991, MFA is the 
primary source of information for policymakers and the media and the leading advocate for sound business 
practices and industry growth.  MFA members represent the vast majority of the largest hedge fund groups 
in the world who manage a substantial portion of the approximately $2 trillion invested in absolute return 
strategies.  MFA is headquartered in Washington, D.C., with an office in New York. 
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spirit of working with the SEC to help strengthen the examination process to better facilitate the 
Commission and the industry’s shared goals.   

 
We believe that the examination process can and should be a cooperative one between the 

Staff and the industry.  The pre-examination letters originally developed by the Staff for advisers 
had a useful purpose:  to give the adviser time to gather the documents the examination staff 
would ask to see during the examination.  These documents would enable the Staff to 
meaningfully assess compliance with the federal securities laws (and regulations thereunder), 
which would help make the examination process more effective and efficient.  Many of our 
members read the August Letter as going beyond this purpose.  In particular, it seems that many 
of the requests contained in the August Letter ask for information that is not required to be 
maintained by advisers under the Investment Advisers Act of 1940 (together with the rules 
thereunder, the “Advisers Act”), and such information generally is not collected and maintained, 
or generally is not maintained in the manner requested, by hedge fund managers.   
 

During our Meeting, you noted that the Staff expanded the breadth, scope and number of 
the requests in the August Letter, in part, to limit the number of supplemental requests.  As a 
corollary to the increased requests, the Staff increased the amount of time given to each adviser to 
gather and produce the information from one day to two weeks.  This approach has, in our view, 
the unintended consequence of placing a heavy burden on the compliance and operational 
resources of many firms regardless of the timing involved.  Complying with the request and any 
implied follow-up surveillance, while arguably could be marginally useful in supporting a robust 
compliance program, would not, in our judgment, be the most efficient and effective way of 
addressing the potential underlying risks and could detract from the resources of an adviser’s 
compliance department.   

 
We believe that the examination process should recognize that registrants may choose an 

alternative means for addressing the identified risks.  We note that the August Letter appears not 
to account for the fact that advisers and funds, and accordingly their compliance programs, are 
diverse in size and type.2 Moreover, we believe that the Commission’s risk-based approach to the 
examination process should result in narrowly tailored questions addressing significant risks 
identified by the Staff.  Many of our members have found their initial examinations extremely 
time-consuming, with much effort involved in areas that the firms believe do not involve 
significant risks.  As such, we believe that the approach taken in the August Letter does not 
appear to be consistent with the risk-based approach to examinations that the Commission has 
espoused.3  
 

                                                 
2 See Remarks by Lori A. Richards, Director of the SEC’s Office of Compliance Inspections and 
Examinations at the CCOutreach National Seminar (Nov. 14, 2006) available at:  
http://www.sec.gov/news/speech/2006/spch111406lar.htm.  In her remarks at the seminar, Ms. Richards 
also stated that “[i]ndeed, while compliance with the law is a minimum standard, the compliance process 
by which firms achieve that standard is not a one-size-fits-all proposition.” 
 
3 See Testimony of Lori A. Richards, Director of the SEC’s Office of Compliance Inspections and 
Examinations, before the U.S. House Subcommittee on Commercial and Administrative Law (June 7, 
2005) available at:  http://www.sec.gov/news/testimony/ts060705lar.htm;  Remarks by Lori A. Richards, 
Director of the SEC’s Office of Compliance Inspections and Examinations, at the National Society of 
Compliance Professionals National Membership Meeting (Oct. 25, 2005) available at:  
http://www.sec.gov/news/speech/spch102605lr.htm. 
 

http://www.sec.gov/news/speech/2006/spch111406lar.htm
http://www.sec.gov/news/testimony/ts060705lar.htm
http://www.sec.gov/news/speech/spch102605lr.htm
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More fundamentally, we are deeply concerned that certain Staff members may determine 
that failure to maintain certain requested records, which advisers are not required to maintain 
under the Advisers Act, or to use those records to enhance surveillance, suggest that a firm has a 
weak or ineffective compliance program, and should be cited for violating the Compliance 
Procedures and Practices rule4 and/or the Code of Ethics rule5.  We believe that this approach has 
the undesirable practical effect of creating new regulatory requirements outside of the established 
rulemaking process.  It is our view that, if the Staff believes additional books and records should 
be maintained by advisers, then the Commission should formally propose an amendment to the 
Books and Records rule6 under the Advisers Act. 
 
 We believe that the most effective method of ensuring a risk-based approach to the 
examination process, as well as in the development and implementation of compliance programs, 
is to have an active and continual dialogue between the industry and the Commission.  The 
Commission has indicated its support of this idea by committing to engage in a meaningful 
dialogue with chief compliance officers and by emphasizing the importance of communicating 
effectively with firms and assisting chief compliance officers in ensuring strong compliance.7  
We believe, however, that the Commission’s communication with advisers regarding its 
examination program and priorities could be greatly improved.  During our Meeting, you 
indicated that the Staff was also concerned about the communication and dissemination of 
information to advisers regarding its examination program and was open to suggestions.  
Therefore, we ask the Commission to consider the following recommendations to address this 
issue and to further the goal of increasing the dialogue between the industry and the SEC: 

                                                

 
 Increased Use of the OCIE Section of the SEC’s Website including Quarterly 

Publication of ComplianceAlert:  We believe that the SEC’s website is an 
excellent tool for communicating information to large and small advisers.  As 
discussed at the Meeting, we recommend that the Commission consider placing 
information on its website, such as its examination priorities, the top five 
compliance issues seen in examinations and exam sweeps, the current 
examination request letter and notification of pilot programs being conducted by 
the Staff.  Use of the website to convey this type of information would ensure 
equal access to information by all advisers, including smaller advisers who 
generally have fewer resources to devote to attending SEC and industry 
conferences and programs.  ComplianceAlert is also an effective tool, which 
informs advisers about the results of OCIE’s recent examinations and exam 
sweeps.  ComplianceAlert, however, is only published once or twice a year.  We 
recommend that the SEC publish this document on, at least, a quarterly basis. 

 

 
4 Advisers Act Rule 206(4)-7. 
 
5 Advisers Act Rule 204A-1. 
 
6 Advisers Act Rule 204-2. 
 
7 See Remarks by Lori A. Richards, Director of the SEC’s Office of Compliance Inspections and 
Examinations, “SEC’s Compliance Examinations in the Protection of Investors,” at the Ninth Annual IA 
Compliance Best Practices Summit 2007 (Mar. 23, 2007) available at:  
http://www.sec.gov/news/speech/2007/spch032307lar.htm. 
 

http://www.sec.gov/news/speech/2007/spch032307lar.htm
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 Hedge Fund Focused CCO Seminars or Roundtables:  We recommend that the 
Commission hold chief compliance officer seminars and roundtables tailored to 
hedge funds. 

 
 Hedge Fund Focus Group:  We recommend that the Commission engage in 

ongoing discussions with a core group of advisers to discuss the Commission’s 
examination priorities and other areas of relevant interest for the Commission or 
industry. 

 
 Meetings with MFA and Speaking Engagements at MFA Forums and/or 

Conferences:  We recommend that the Commission engage in ongoing 
discussions with MFA, including participation in MFA-sponsored programs, and 
other trade associations to discuss industry-wide issues. 

 
MFA is committed to serving as a resource to OCIE Staff on its examination process and 
priorities, as well as the hedge fund industry.  As discussed at the Meeting, MFA has worked in 
the past with the Staff to assist in training examiners.  We are more than willing to participate in 
such training in the future.   
 

With respect to specific comments on the requests in the August Letter, we have grouped 
the requests into categories, based on the compliance issue they seem designed to address and/or 
the concerns they raise for advisers. 
 
I. Inside and proprietary information 
 

We recognize that the Staff has legitimate concerns regarding the potential improper use 
of inside information by investment advisers, and a number of requests in the August Letter 
appear to have the improper use of inside information as the underlying concern.  MFA supports 
the Commission in its efforts to prevent the improper use of inside information.  All registered 
advisers are required to maintain policies and procedures reasonably designed, taking into 
account the nature of the adviser’s business, to prevent the misuse of inside information.  The 
requests discussed below, however, seem to suggest an adviser should have particular policies 
and procedures in place, and do not seem to be risk-based or tailored to the business of an adviser.  
We believe that many of these suggested procedures are not the most effective or efficient means 
by which an adviser can prevent the improper use of inside information.  In light of the wide-
ranging nature of the Staff’s concerns, we believe this would be an appropriate topic on which to 
have meaningful discussions between the industry and the Staff to discuss the Staff’s concerns 
and how the industry addresses those concerns.  We believe these discussions would allow the 
Staff to revise its examination letter to request information that would better enable the Staff to 
achieve its goal of protecting investors against the improper use of inside information. 

 
In the August Letter, requests II(D)(1) and V(C)(1) seek information about public 

company affiliations of investors in hedge funds and relatives of employees.  Advisers generally 
do not collect information from investors regarding their public company affiliations, and it is 
unclear if the information were collected, how advisers would be expected to limit, or implement 
enhanced surveillance with regard to, communications with those investors.  This is particularly 
true because the requests do not seem to account for the materiality of relationships in asking for 
information about the affiliations of relatives of employees, and the term “relative” is not defined 
to appropriately limit its scope. 
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Similarly, we would submit that collecting detailed information about all contacts with 

corporate insiders at conferences, as suggested by request V(G)(1), is not an effective compliance 
tool as it is not a risk-based approach to collecting and monitoring information.  Request II(J)(1) 
also seems to be a similarly extremely broad attempt to address concerns about inside information 
that could be made available in connection with a bankruptcy workout regardless of the nature of 
the business of the adviser or other more effective monitoring tools that an adviser may already 
have in place. 
 

Request II(G)(1) seems to imply that there is a risk of improper sharing of inside and/or 
proprietary information when one hedge fund has an investment in another, unaffiliated, hedge 
fund.  Here again, this information, by itself, would not seem to be useful to the compliance 
effort.  If the implication is that communications between the hedge funds should be limited, or 
subject to additional surveillance, we would again submit that this would not be an efficient or 
effective monitoring tool, and could limit perfectly legitimate business activities. 

 
II. Conflicts of Interest 
 
 Several requests apparently designed to address potential conflicts of interest are 
extremely broad.  These include II(H)(1), III(J)(1), III(M)(2), III(M)(3), III(N)(1) and III(N)(2).  
Registered advisers all have policies and procedures designed to address conflicts of interest.  
These policies and procedures are drafted in light of the risks associated with an adviser’s 
business and the materiality of the associated risk, among other factors.  For example, an adviser 
would certainly want to know if a close relative of one of its trading employees is providing sales 
coverage to the adviser at a broker-dealer that executes its trades.  It would not necessarily need 
to know, however, that a cousin of the trader works in operations or technology at a broker-
dealer, or that the cousin’s rich uncle invested in one of the adviser’s funds.  We recommend that 
the Staff revise these requests in light of concerns about the materiality of the requests and the 
vague and potentially overly broad nature of certain terms (e.g., “relative”) in the requests. 

 
III. Data Format 
 

A number of requests, including I(G), II(A)(2), II(A)(3) and VI(B)(1), request data in the 
form of Microsoft Excel spreadsheets.  This data may not be maintained by many firms in that 
format.  While we understand that data mining by the Staff may be facilitated by the use of 
standardized presentations, it may be quite burdensome, particularly for smaller firms, to provide 
data in this form.  We recommend that the Commission revise these requests to ask for 
information to be provided in the form and medium in which the adviser maintains the 
information. 
 
IV. Other Records Not Maintained 
 

The following requests seek records that registered advisers are not required to keep 
under the Advisers Act and which many advisers do not currently maintain:  V(E)(2), V(E)(3), 
VIII(G), IX(F)(2) and X(I)(2).  While an adviser should maintain a log of written complaints 
received from investors in its funds, for example, it is not required to, and many advisers do not, 
log all shareholder communications that occur orally.  To the extent that the Commission believes 
these types of records should be maintained by registered advisers, we believe that the 
appropriate process would be for the SEC to propose amending Rule 204-2 under the Advisers 
Act. 
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With respect to concerns about conflicts of interest in connection with political 

contributions, chief compliance officers should have a risk-based approach in deciding whether 
such contributions should be monitored (for example, an adviser may well be concerned about 
employee contributions to officials having responsibility for selecting investment advisers for a 
public pension fund, but should not be concerned about employee contributions to candidates for 
federal office). We recommend that concerns about conflicts of interest that only apply to a 
subset of advisers not be included in a general examination letter, but instead be addressed during 
the examination process, to the extent that there are material conflicts resulting from an adviser’s 
business. 
 
V. Other Requests 
 

Request II(A)(1), which seeks information on proposals that were considered but 
rejected, would seem, in some instances, to invade attorney-client privilege and the 
confidentiality of the process for internal review of compliance concerns.  As drafted, this request 
would also seem to require a compliance officer to track every telephone call and conversation in 
which potential transactions or arrangements were discussed, even if preliminarily, which would 
be a seemingly impossible task for any compliance department.  We believe that if a proposal has 
been rejected, it would not seem to raise an issue or concern for the Staff.  Given the extremely 
broad nature of this request, and its limited value, we recommend this question be removed from 
the examination letter.  We note that you indicated at the Meeting that this request will not be 
included in the Commission’s revised letter. 

 
Request II(B)(3), which asks for a description of the compliance department’s role in the 

investment process, is either very straightforward (if the answer is simply that compliance 
reviews portfolio allocation, consistency with stated investment strategy, etc.) or very problematic 
(if it is intended to imply that compliance should play some larger role).  We recommend that the 
Staff clarify this request in recognition of the fact that the compliance department does not have a 
business or supervisory role with respect to the investment process. 

 
Request II(D)(3)(e) suggests that the Staff believes it should have the opportunity to 

review a firm’s rationale for declining to make an investment, while the Staff appears never to 
have suggested that it should be reviewing the rationale for actually making the investments the 
adviser does make. We believe that this request is not well tailored to address the apparent 
underlying concern of the Staff and should be revised to more appropriately address the Staff’s 
concerns or be removed from the request letter.    

 
Request IV(A)(1), which asks for a description of the monitoring process for block 

trades, is either very straightforward (if the answer is that compliance monitors block trades as it 
does other trades) or very problematic (if it is intended to suggest, without apparent foundation, 
that firms should have a process for monitoring block trades that is different from their processes 
for monitoring other trades).  We recommend that the Staff clarify this request in light of the 
above concern.   

 
Finally, Request V(A)(4) suggests that an adviser’s Code of Ethics should be made 

available to the “public,” while a registered adviser is only required to describe its Code in Form 
ADV, Part II and provide a copy to clients upon request.  We recommend that this request be 
revised to track the requirement applicable to registered advisers. 
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Conclusion 
 

MFA appreciates the opportunity to comment on the August Letter and the examination 
process.  We believe that our Meeting included a constructive dialogue between the Staff and 
MFA that resulted in a fruitful exchange of ideas and information.  Again, we support the 
Commission’s efforts to protect investors and the integrity of markets.  We hope and expect that 
we can continue to serve as a resource for the Commission and its Staff when considering the 
examination methodology appropriate for our industry. 

 
 
 
       Respectfully submitted, 
 

        
 
       John G. Gaine 
       President 
 
 
cc: The Hon. Christopher Cox, Chairman 
 The Hon. Paul S. Atkins, Commissioner 
 The Hon. Annette L. Nazareth, Commissioner 
 The Hon. Kathleen L. Casey, Commissioner 

Lori Richards, Director 
 Office of Compliance Inspections and Examinations 
 John Walsh, Chief Counsel 
  Office of Compliance Inspections and Examinations 
 Gene Gohlke, Assistant Director  
  Office of Compliance Inspections and Examinations 
 Mark Schonfeld, Regional Director  
  U.S. Securities and Exchange Commission- New York Region 
 James Capezzuto, Attorney 
  Office of Compliance Inspections and Examinations 

 


