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The SEC continues to devote increased resources and energy to
oversight and enforcement efforts related to hedge funds and
their managers. In fact, the number of enforcement actions
against hedge funds and their managers has risen dramatically
in the past few years. All indications suggest that the SEC will
continue to subject the industry to increased regulatory scrutiny
and potential enforcement actions. This article is intended to
help hedge fund managers understand the basic internal SEC
processes and procedures involved in identifying, developing
and ultimately bringing an enforcement action.

Sources for Investigation Leads

The Enforcement Division, which conducts investigations,
receives information about potential cases from a number of
different external and internal sources. External sources include:
(i) press reports; (ii) complaints from whistleblowers, such as dis-
gruntled investors, former (or current) employees, and other
market participants; and, (iii) referrals from other regulators, such
as exchanges or foreign regulatory authorities. In addition, a
hedge fund manager may decide to self-report a problem in an
effort to mitigate the potential consequences.

Internal sources include both market surveillance conducted
by the SEC staff, as well as examinations of registered hedge
fund advisers conducted by the SEC’s Office of Compliance
Inspections and Examinations (OCIE). OCIE generally conducts
two types of examinations: (i) “routine” examinations, which
are focused on general compliance with various provisions of
the Investment Advisers Act and, (ii) “for-cause” examinations,
which are triggered when the SEC has reason to believe that
an adviser may be in violation of applicable laws, rules and
regulations. If an OCIE examination reveals that the hedge
fund manager has engaged in significant violations that cannot
be addressed through a deficiency letter, OCIE will refer the
matter to the Enforcement Division. The Enforcement staff will

then independently assess the potential violations to deter-
mine whether to initiate an investigation. Many, but not all,
referrals from OCIE to the Enforcement Division result in an
enforcement investigation.

Opening and Conducting an Investigation

The Enforcement staff begins an investigation by completing
internal forms that contain a brief description of the matter and
result in the assignment of a tracking number. The investigation
is then typically assigned to a staff attorney with oversight by a
branch chief. The staff attorney conducts the investigation by
gathering information, which will vary depending on the nature
of the underlying conduct. For example, in an insider trading
case, the staff attorney may gather telephone records and per-
sonal calendars. In a market manipulation case, the staff attor-
ney may gather various market and trading data.

In almost all investigations, the staff attorney will conduct at
least some interviews and testimony. Interviews are not adminis-
tered under oath and no transcript is made of the conversation.
Testimony, on the other hand, resembles a civil deposition in
that the witness is placed under oath and the questions and
answers are recorded. A witness may assert traditional privileges
during testimony, such as the attorney-client privilege and the
Fifth Amendment right against self-incrimination. Unlike criminal
investigations, however, if a witness refuses to testify on Fifth
Amendment grounds, the SEC may obtain an adverse inference
against the witness and essentially view the refusal to answer a
question as an admission.

Investigations can be either “informal” or “formal.” The primary
distinction is that in a “formal” investigation, the Enforcement
staff has authority to issue compulsory subpoenas for documents
or testimony. Most investigations begin as “informal.” In an
“informal” investigation, the Enforcement staff requests informa-
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tion on a voluntary basis. Hedge fund managers that are regis-
tered investment advisers; however, may have certain mandatory
document production obligations, even if a request is couched as
being voluntary. Moreover, as a practical matter, failing to cooper-
ate with a voluntary request for information or testimony will likely
raise the Enforcement staff’s suspicions and prompt the investiga-
tion to be converted to a “formal” investigation. To obtain “for-
mal” status (and subpoena authority), the Enforcement staff must
prepare a detailed memorandum for the SEC commissioners that
summarizes the investigation’s progress and requests their author-
ization. At that point, it often becomes more difficult to persuade
the Enforcement staff to close the investigation.

The “Wells Notice” Stage

At the conclusion of an investigation, which often takes at least
several months, the Enforcement staff will determine whether or
not to recommend to the commissioners that they authorize the
commencement of an enforcement action. If the staff decides to
proceed, the staff will typically inform the potential defendant of
that fact by providing as “Wells Notice.” The notice also
informs the potential defendant of the opportunity to make a
“Wells submission,” which is a written response (or rebuttal) to
the Enforcement staff’s allegations that explains why an enforce-
ment action is not warranted. If the Enforcement staff deter-
mines that the Wells submission is not persuasive, the Enforce-
ment staff will submit both its enforcement recommendation
and the Wells submission to the commissioners for their consid-
eration. The commissioners ultimately decide whether to
authorize the filing of an enforcement action. An action can be
filed either before an administrative law judge, or in more
severe cases, in federal district court. Settlements generally can
be negotiated at any point after the Enforcement staff issues
the Wells Notice.

Sanctions

Sanctions in enforcement actions are varied. In addition to mon-
etary penalties and the disgorgement of any ill-gotten gains,
the SEC typically seeks a cease-and-desist order in an adminis-
trative action or an injunction in federal court, both of which
prohibit any current or future violations of the securities laws at
issue. With respect to hedge fund cases, the SEC may also seek
to suspend or bar individual defendants from associating with
any investment advisers, including any hedge fund managers.
The SEC may also seek to suspend or bar individuals from act-
ing in a supervisory capacity. Such sanctions can significantly
impact a person’s ability to continue earning a living in the

hedge fund (or other investment advisory) business.
Finally, the SEC has authority to bring civil, rather than criminal,
actions. Criminal actions generally can only be brought by a
U.S. Attorney’s office or the Department of Justice.

Recent Enforcement Developments

The SEC enforcement focus on hedge funds and their managers
has primarily involved insider trading and market conduct, as
well as overt fraud. Enforcement actions have involved private
investment in public equity (PIPE) offerings, improper short sales
and other fraudulent trading practices, and misappropriation of
funds. Recent press reports indicate that the SEC and other reg-
ulators are also investigating hedge fund managers’ use of con-
sultants that may be privy to inside information, the manner in
which hedge fund managers value their portfolios, and whether
hedge fund managers have received inappropriate gifts or other
inducements from brokers.

The SEC also does not appear to be constrained by the territo-
rial boundaries of the United States. It has shown a willingness
to sue hedge funds and their managers that trade in the United
States even when those hedge funds and managers are based
outside of the United States. The specter of increased enforce-
ment efforts has not been limited to the SEC. With all of the
recent attention being paid to hedge funds, criminal authorities
have found hedge funds and their managers to be attractive
targets as well.

Conclusion

The number of recent cases against hedge funds clearly sug-
gests that the SEC has placed the industry under increased
focus and scrutiny. Given this recent activity, hedge fund man-
agers must now be keenly aware of how the Enforcement staff
conducts its investigations. Failure to do so will impair a hedge
fund manager’s ability to work effectively with the Enforcement
staff during an investigation and could hamper its ability to
obtain a favorable outcome.
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