
 

 

 

November 21, 2007 

VIA ELECTRONIC MAIL 

Ms. Taiya Smith 
Executive Secretary of the Treasury 
U.S. Department of the Treasury 
1500 Pennsylvania Avenue, N.W. 
Washington, D.C.  20220 

  Re: Review by the Treasury Department of the Regulatory 
   Structure Associated with Financial Institutions               

Dear Ms. Smith: 

Managed Funds Association (MFA) is the voice of the global alternative 
investment industry.  MFA applauds the efforts of Secretary Henry M. Paulson, Jr. and the U.S. 
Department of the Treasury (Treasury) in undertaking this initiative to review and reconsider the 
optimal regulatory structure for U.S. financial institutions.  MFA agrees with Treasury that the 
existing structure has served the United States well.  MFA also agrees that a periodic review to 
modernize that structure in order to meet the dynamic changes we have seen in the marketplace 
is necessary and appropriate. 

MFA members include professionals in hedge funds, funds of funds and managed 
futures funds.  Established in 1991, MFA is the primary source of information for policy-makers 
and the media about the global alternative investment industry and the leading advocate for 
sound business practices and industry growth.  MFA�’s members represent the vast majority of 
the largest hedge fund groups in the world who manage a substantial portion of the almost $2 
trillion invested in absolute return strategies.  MFA is headquartered in Washington, D.C., with 
an office in New York, NY. 

MFA members and their different investment and trading business activities in the 
United States are subject to regulation by the U.S. Securities and Exchange Commission (SEC), 
the U.S. Commodity Futures Trading Commission (CFTC), state securities regulators, the 
Financial Industry Regulatory Authority (FINRA) and the National Futures Association (NFA).  
Many of the offerings issued by MFA members and many of their business activities are subject 
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to the regulatory oversight and authority of multiple regulators.  MFA members have great 
familiarity with some of the inefficiencies that may result from having more than one regulatory 
body oversee the same business or business activity. 

Like most regulated businesses, MFA members would prefer a system with one 
regulator and one regulatory framework for their businesses.  Multiple regulators and multiple 
regulatory standards can lead to duplicative or, even worse, conflicting regulatory edicts.  Either 
way, more than one regulator tends to increase the cost of doing business, and those costs 
increase substantially when two or more regulators are pointing in different directions. 

MFA is a strong proponent of private sector self-regulation.  Indeed, MFA has 
published Sound Practices for Hedge Fund Managers (Sound Practices), which provides peer-
to-peer guidance for hedge fund managers in setting forth policies and procedures to operate and 
manage their funds.  In its fourth iteration, Sound Practices incorporates the President�’s Working 
Group on Financial Markets�’ (PWG) principles that were published in February 2007 and 
includes robust recommendations on such issues as the valuation of a fund�’s portfolios, as well 
as risk management and adequate disclosure to hedge fund investors.  MFA and its members 
have vetted Sound Practices with regulators, policy-makers and international organizations such 
as the International Organization of Securities Commissions (IOSCO) and other market 
participants as a means of gaining global acceptance of its recommendations. 

As is evident by MFA�’s dialogue with IOSCO, MFA is always mindful of the 
international nature of markets and the alternative investment business itself.  Regulatory 
decisions and policies implemented in the United States are no longer made within a strictly 
national silo.  Treasury�’s review of the U.S. regulatory structure rightly embraces this 
understanding of the global competitive and regulatory impact of decisions made in the United 
States, as well as those by overseas regulators and policy organizations.  Global considerations 
surely impact MFA�’s view of the structural issues Treasury has posed. 

While the focus of our comments and Treasury�’s initiative is on structural issues, 
MFA wants to make certain at the outset that our views are not taken as criticism of or 
complaints about any specific regulatory body or official.  Even when we disagree, MFA 
appreciates the efforts of each of its members�’ regulators to serve the public interest by fostering 
investor protection, as well as market and financial integrity. 

We have selected certain of Treasury�’s questions as relevant to the experience of 
MFA�’s members and, for ease of reference, provided those questions below with our answers.  
We hope this format will assist Treasury in its deliberations. 
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I. General Issues 

1.2.3 Many countries have moved towards creating a single financial 
market regulator (e.g., United Kingdom�’s Financial Services Authority; Japan�’s Financial 
Services Agency; and Germany�’s Federal Financial Supervisory Authority (BaFin)).  Some 
countries (e.g., Australia and the Netherlands) have adopted a twin peaks model of 
regulation, separating prudential safety and soundness regulation and conduct-of-business 
regulation.  What are the strengths and weaknesses of  these structural approaches and 
their applicability in the United States?  What ideas can be gleaned from these structures 
that would improve U.S. capital market competitiveness? 

MFA has no strong convictions on whether a single financial market regulator 
would be the best way to organize a reform of U.S. financial regulation.  In theory, MFA 
members support a single coordinated, coherent regulatory approach.  Yet, MFA realizes that 
conflicting or duplicative regulation may exist even when two different branches or divisions 
within a single agency have different views and policies.  Different regulators with different 
kinds of concerns -- investor protection versus market price transparency, for example -- may 
have different reactions to different ways of doing business.  In MFA�’s view, it is most important  
that regulatory policy is well-informed, balanced and coordinated.  In that regard, MFA believes 
the PWG effectively addresses pertinent issues and coordinates regulatory policy in a wide-array 
of areas affecting MFA members and their various business activities.  The PWG�’s coordination 
role is a real source of strength of the U.S. financial regulatory structure. 

1.3.4 In recent years, debate has emerged about �“more efficient�” regulation 
and the possibility of adopting a �“principles-based�” approach to regulation, rather than a 
�“rules-based�” approach.  Others suggest that a proper balance between the two is essential.  
What are the strengths, weaknesses and feasibility of such approaches, and could a more 
�“principles-based�” approach improve U.S. competitiveness? 

MFA supports the concept of a principles-based approach to regulation, which 
sets out goals regulated entities must meet without prescribing the specific methods for reaching 
those goals.  This flexible approach fosters the development of a cooperative, not combative, 
regulatory relationship for businesses and their regulators, and avoids the problems a rigid one-
size-fits-all approach may impose on an ever-evolving array of business structures and 
operations.   

Some claim a principles-based approach sacrifices legal certainty for flexibility.  
The CFTC has had experience with principles-based regulation for futures exchanges and 
derivatives clearing organizations under the amendments enacted in 2000 to the Commodity 
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Exchange Act (CEA).  The CFTC has adopted a useful approach to resolving the legal certainty 
issue.  It establishes a safe harbor of acceptable practices that allow exchanges to conduct their 
affairs with certainty that compliance with the acceptable practices will necessarily involve 
compliance with the applicable principle.  In this manner, if an exchange wants or needs to 
comply with a core principle in a special way not accommodated by the �“acceptable practice,�” it 
may discuss these special circumstances with the CFTC and reach some understanding of how it 
may best comply.  Most exchanges, however, simply follow the acceptable practices to ensure 
their activities are being conducted within the framework of the enacted statutory principles. 

The CFTC�’s experience with and application of statutory core principles would 
offer other federal agencies an important source of advice and counsel in implementing any 
principles-based systems Congress may decide to enact.  The CFTC�’s track record with 
principles-based regulation should therefore make it a model regulatory authority to emulate and 
not a candidate for any proposed form of regulatory consolidation. 

1.3.5 Would the U.S. financial regulatory structure benefit if there was a 
uniform set of basic principles of regulation that were agreed upon and adopted by each 
financial services regulator? 

Yes. The public interest goals for regulation should be distilled down to a set of 
uniform broadly-based principles or objectives.  The Financial Services Roundtable 
(www.fsround.org) has recently published a set of sound criteria, which would be a good starting 
point for this exercise.  MFA would be pleased to play a further role in the development of a 
uniform set of regulatory principles. 

1.4 Does the current regulatory structure adequately address consumer 
or investor protection issues?  If not, how could we improve our current regulatory 
structure to address these issues? 

MFA believes the current structure effectively addresses consumer and investor 
protection issues.  In some areas, however, enhanced protection may be warranted.  For example, 
the PWG has proposed reforms strengthening the customer protections available to the CFTC 
and others in the area of retail foreign exchange (FX) transactions.  In the aftermath of the 2000 
amendments to the CEA, these types of transactions have grown into a fertile field for fraud and 
abuse of consumers who are most vulnerable and least able to protect themselves.  Congress has 
not yet enacted these reforms.  MFA believes Congress should pass those reforms at its earliest 
opportunity.  In addition, state regulators and local law enforcement should endeavor to eradicate 
these illegitimate FX dealers which prey on vulnerable consumers. 
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1.6 Europe is putting in place a more integrated single financial market 
under its Financial Services Action Plan.  Many Asian countries as well are developing 
their financial markets.  Often, these countries or regions are doing so on the basis of 
widely adopted international regulatory standards.  Global businesses often cite concerns 
about the costs associated with meeting diverse regulatory standards in the numerous 
countries in which they operate.  To address these issues, some call for greater global 
regulatory convergence and others call for mutual recognition.  To what extent should the 
design of regulatory initiatives in the United States be informed by the competitiveness of 
U.S. institutions and markets in the global marketplace?  Would the U.S. economy and 
capital market competitiveness be better served by pursuing greater global regulatory 
convergence? 

Policy-makers should consider, among other things, the competitiveness of U.S. 
businesses in establishing U.S. regulatory policy.  In a global, technologically sophisticated 
marketplace, it would be self-defeating to impose regulation that drives business out of the 
United States and into foreign markets. Greater global convergence of regulatory standards 
would help to address these competitiveness concerns.  MFA has participated in and would 
support continued, meaningful efforts to enhance global regulatory convergence. As mentioned 
previously, MFA has worked with international organizations, such as IOSCO and the G-7 and 
G-8 finance ministers and deputies, in the development of international regulatory standards.  
For example, MFA has participated in a dialogue with IOSCO in the development and adoption 
of its international portfolio valuation principles and in the identification of issues affecting 
funds of hedge funds. 

II. Securities and Futures 

2.3.1 Is there a continued rationale for distinguishing between securities 
and futures products and their respective intermediaries? 

Yes.  It has always been relatively easy to distinguish the issuance of securities 
and common stock from futures and options contracts.  Stock is an ownership interest in a 
business enterprise and its issuance is part of the capital raising process.  Futures and options do 
not involve an ownership interest in anything; instead they derive their value from something 
else, whether it is a stock index, natural gas, gold, wheat or even a stock price itself.  Generally, 
the stock world is net long, higher prices are consistent with all stock investors�’ expectations and 
hopes.  In futures and options, however, for every long there is a short and, therefore, neither 
higher nor lower prices are desired, just fair prices.    
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2.3.2 Is there a continued rationale for having separate regulators for these 
types of financial products and institutions? 

Yes.  Securities and futures markets are different.  Congress has correctly 
reflected those differences in the separate statutes that apply to each market.  Unless those 
separate statutes are rewritten and somehow homogenized into one statute based on a principles-
based regulatory structure, maintaining separate agencies to administer those statutes should 
continue, subject to the continued vigilance of the PWG when needed to reconcile any different 
perspectives the various agencies may have on common market or trading issues.  

All stocks and bonds are subject to the jurisdiction of the SEC.  Virtually all 
futures contracts are subject to the exclusive jurisdiction of the CFTC.  (Security futures are the 
only exception.)  Some options contracts are subject to the jurisdiction of the SEC and some to 
that of the CFTC.  In some cases, the dividing line is based on the �“underlying asset�” from which 
the options value is derived:  if stock, then the SEC regulates the options; if commodities (like 
gold, corn and crude oil), then the CFTC has exclusive jurisdiction.  In some cases, where an 
option is listed for trading determines which agency regulates it:  options on currency are 
regulated by the SEC when traded on a securities exchange and by the CFTC when otherwise 
traded.    

While MFA members do not believe strong reasons exist to merge the CFTC into 
the SEC, or vice versa, MFA would support the creation of more areas of shared jurisdiction by 
the SEC and CFTC using the currency options template.  This template would allow an exchange 
to decide whether it wanted to list its products under the SEC�’s jurisdiction or that of the CFTC.  
This framework would be helpful to apply to new forms of products, like security futures, which 
Congress authorized in 2000, but saddled with a hybrid scheme of regulation subject to the rules 
and regulations of both agencies.  While the two agencies could coordinate regulatory policy, the 
exchanges and other trading platforms themselves could decide what form of regulation best 
suited the development of liquid trading markets.  For example, in the margin area for stock 
options and stock futures, exchanges should be able to choose whether to apply the risk-based 
performance bond system for futures or the SEC-mandated minimum margin levels currently 
applicable to options trading.   

The policy reasons for exclusive, not shared, regulatory jurisdiction remain 
strong.  Once a market decides whether to list its product under the securities or futures system, 
it should exclusively be subject to that system.  Any efforts to subject trading markets to multiple 
regulators, like the attempt by the Federal Energy Regulation Commission to assert jurisdiction 
over natural gas futures price manipulation, should be precluded.  Asking market participants to 
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follow multiple regulatory directives results in substantial inefficiency, confusion and undue 
costs for market participants. 

The SEC and CFTC may need to increase or intensify their efforts to reconcile 
their respective regulation of intermediary brokerage firms in order to remove duplicative 
systems and unwarranted costs.  Affording firms the ability to offer their customers portfolio 
margining or a choice of collateral management systems may also allow them to streamline their 
financial integrity systems.  In fact, in some areas, like financial reporting and net capital, the 
CFTC and SEC have worked together to achieve cross-recognition efficiencies.  Achieving these 
efficiencies should not become a license for ignoring real commercial and regulatory differences.  
Many funds offered by MFA members and the members themselves conduct their business 
affairs under the CFTC�’s commodity pool operator regulatory system, which emphasizes 
disclosure to investors and quality controls for those allowed to operate these private pools of 
capital, subject to NFA and CFTC oversight.  That regulatory system is dissimilar from mutual 
fund regulation under the Investment Company Act, and it should be.  Each regulatory system 
serves the public interest and is tailored in large part to the dominant characteristics of the 
different fund business models.  We should continue to respect the regulatory differences that 
flow out of those unique features.  Additionally, the PWG should continue to coordinate federal 
regulatory policy in any areas where those differences warrant some level of coordination. 

2.3.3 What type of regulation would be optimal for firms that provide 
financial services related to securities and futures products?  Should this regulation be 
driven by the need to protect customers or by the broader issues of market integrity and 
financial system stability?   

Regulation can and should serve each of these interests.  All market participants 
want fair and financially secure markets, from the least experienced investor to the most 
sophisticated hedge fund.  Regulation should be tailored, however, to the needs of different types 
of customers or investors, especially in the area of customer or investor protection safeguards.  
The fact that CFTC markets attract fewer retail customers than the investors in markets subject to 
SEC oversight, as well as a higher proportion of sophisticated institutional market participants, 
should have an impact on the regulatory policies adopted to protect customers.  In either case, 
complete and meaningful disclosure should provide the core customer and investor protection.  
The extent of that disclosure and any government-required prescribed disclosure may, however, 
vary based on the nature of the customer or investor base to which the disclosure is targeted. 

What is not optimal is a system that limits investor choice when one regulator 
decides to expand its regulatory reach beyond its core mission.  One example of this 
phenomenon is the area of public managed futures fund offerings.  The multi-layered regulatory 
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gauntlet these offerings must run has operated as a strong disincentive to issuing these funds for 
public customers.  For example, FINRA has adopted policies under its underwriting 
compensation authority that have had the unintended consequence of restricting the amount and 
internal distribution of futures brokerage commission payments by these futures funds.  This 
restriction extends beyond FINRA�’s core mission and has operated to chill the availability of 
these investment opportunities to public customers while providing no benefit to investors.   

2.3.4 What is the optimal role for the states in securities and futures 
regulation? 

In MFA�’s view, state officials and state resources should be devoted to important 
consumer protection and fraud prosecutions designed to protect new, inexperienced investors 
from purveyors of risky and unregulated schemes.  The example of retail FX transactions 
discussed earlier fits within this category.  Both the SEC and the CFTC are operating with 
severely limited resources.  Policing fraud on the state and local levels would complement these 
federal efforts and deter those who believe if they limit their unsavory activities to preying on 
investors in a localized area, they can avoid detection by the federal government. 

To the extent state regulators attempt to regulate fund offerings by MFA 
members, we believe states could better spend those resources on the fraud prevention described 
above.  SEC, CFTC, NFA and FINRA are actively involved in overseeing the disclosure and 
offering process for fund investments.  States should concentrate their resources and talents in 
other areas. 

2.3.5 What are the key consumer/investor protection elements associated 
with products offered by securities and futures firms?  Should there be a regulatory 
distinction among retail, institutional, wholesale, commercial, and hedging customers? 

The key customer/investor protection elements are common to securities and 
futures firms -- full and regular disclosure of all material information, satisfaction of fitness 
standards for supervisory and sales personnel, minimum capital requirements and financial 
integrity for firms and maintenance of a cutting-edge, technologically sophisticated system for 
reporting transactions and maintaining records.  Regulatory distinctions by customer class are 
very appropriate.  For example, the long-established offering exemptions under the Securities 
Act of 1933 confirm that disclosures that are warranted for retail customers may be excessive for 
institutional investors.  The Commodity Futures Modernization Act of 2000 (CFMA) also sets 
forth different levels of regulation for transactions involving different types of market 
participants.  By all accounts, this tiered system of regulation for certain types of derivatives 
transactions has been extremely successful by providing protections for those who need it most, 
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while allowing others with the capacity to conduct their own protective due diligence operations 
to do so.  In addition, new CFTC registration exemptions available to the commodity pool 
operators of collective investment vehicles offered to sophisticated investors have resulted in 
increased pool offerings and liquidity in many futures markets. 

2.3.6 Would it be useful to apply some of the principles of the Commodity 
Futures Modernization Act of 2000 to the securities regulatory regime?  Is a tiered system 
of regulation appropriate?  Is it appropriate to make distinctions based on the relative 
sophistication of the market participants and/or the integrity of the market? 

In some respects, the CFMA actually followed securities regulation by reducing 
or eliminating the need for formal regulation of private transactions among sophisticated 
counterparties, including many funds operated by MFA members.  The CFMA also provided for 
principles-based regulation for self-regulatory organizations, like exchanges.  The CFTC has 
coupled those principles with acceptable practices to provide a safe harbor for those who desire 
that kind of regulatory certainty.  This CFMA feature could be of great value in the securities 
context, as well.  The regulation of intermediaries, as well as fund offerings under the CEA and 
CFMA, are not yet generally subject to principles-based regulation.  MFA recommends the 
CFTC and the SEC give serious consideration to adopting such a structure in a consistent and 
coherent manner.  

Conclusion 

MFA appreciates Treasury�’s commitment to study these important issues.  If 
Treasury has any additional questions about our views, MFA would be pleased to respond.   

Sincerely, 
 

 
 
John G. Gaine 
President 


