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Chairson, Cormdttee on Interstate
cnd Foreipgm Cermerce

Hcugce of Representatives

sashingten, BP.C. 20515 Signed by:

vear Mr. Chalrman:

Your letter of May 29, 1968 asks vhother Y have any couuents concerning
the nctivities of fnvestuent groups cousenly referred to as hedge funds.
As you know, a hedge fund is onr investicnt vebicle which wakes use of
Wwrroved funds for leverege and coinits a portion of the fund's capital
to selling securitices chort.

liedze funds mgy be clascificed into two groups, those which have regis-
tered with the Coumission uncer the ILavestement Couwpany fet cf 1940 end
these which have not cene so, end which cleim to come under one or mnore
axerpticns contanined in that Lct., As to those funds which are registered
vith the Counmission, they are, of course, required to zake the saue
filings ¢s other investuent coupanies and,accordingly,we have the sawme
inferration ecncerning them in our f£iles., while this 1s not the cace
with the unreglstered funds, nevertheless, we have endeavored to obtain
as uch information as we can as to their identity, cowposition and
tracing practiccs.

believe, houvevar, that much core information and anslysis will be
eguirea before any definitive conclusions can be made as to the neced

T addi ticnui reguletion in this srea. lorecver, the probleus that

en focusing cn do not ceen to be nuch different from those
presented by trading sctivitics of certain of the rezistered mutusl
funds. 1t, ther»fove, geems £o wme that the most expediticus and appro-
prizte way to deal with the problewg in this area would be to conmsider
thea in connecticn with the propcsed instituticnal study which is now
before yeour Coumittec. For your information 1 an cnclosing a semorvendun
precared by the Divisgion of Trading and Markets which discusses this
subject ip mere detail.
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you desire eny further information concerning this matter, please let
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. Sincerely,

Manuel F. Cohen
Chairman

Enclosure
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VEMCRANDUM PRUPARED BY THE DIVISICN GF
TRADING AND HARKRLTS, SLCURITLESS ARD ZXCHANGE
CCMIIZHICH, 1K ......a,_i Q5L TU & LRTTIR DATLD
iaY 2%, 1508, rac 1:1 3(8 N( RADLY BARLEY L.
oT!‘ GGERS, CHALRN 'J.I, CMITTER (N INTLRETATE
AND POREIGH CUMoRCE

tn the besis of ipformation availeble to us at this time, we underctand
thet the hedge fund cencept, generally spesking, iz predicated upon o
basic investment techniques; the mexinmua utilization of borrowed funds
for levergze, and the comultuent of a substential portion of the total
available capitzl to the short side of the market. Leverage is accom=
plished by purchasing,on wargin,sccuritics listed on naticnal gecurities
exchunzes and using other scecurities to collgteralize bank loans. s
protection f£row adverse market cenditions, such fuands meintain substan-
tial short positivns in certain zecuritics at the same time as leng
positicns are held in other sccuritcies.

In essonce, portfolio wmanagers of hedge fiads cormit wost of their aveil-
able funcs to accuire long positions in sccurities which they anticipate
will experlence a price rise greater than the warkel average in a rizing
m:rkat or deeline less preeipitously in a declining market. At the sane
cuzining available capital is uvced to assume short positicns in
c ibr ias:c uvhick the mansaer fecls will decline in price more ropidly
then the ct average in declining markets, or rise more slowly in a
Tising naract. Coascequently, it is theorezically possible for a purte-
folic to prefit or axperience lussces on each of its positicns, irre-
sective of the general trend of the market.
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ié po ortfolic turnover isg another com:on characteristic of hedge
nds. This is cecasicned partially, at least, by the unavailability
leng-tera cspitsl gains tax benefits to profits realized on short
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Hedse funds, historieally, hsave bean organized as partrerships with

cne or wore general partmners and a number of limited partners. Recently
ceverzl investment companies, cmploying “hedge" and "leverage" coneepts,
have rcgisterced with this COhm15810“ zud have offered thelr shares to
the public.
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May 29, 1968 RECEIVED
MAY 311368

SEC., & EXCH. COMAL

~

Hon,., Manuel F. Cohen

Chairman

Securities and Exchange Commission
Washington,D.C. 20549

Dear Chairman Cohen:

The enclosed article from the London Economist on

the hedge funds may have escaped your attention.

You will note that the Economist states that the

Commission has not yet expressed its concern over the

activities of these arrangements although the New York Stock
Exchange warned its member firms some weeks ago not to become
so deeply involved in the funds'speculative activities as to

imperil the funds' own capital stability.

Do you have any comment in this area?

Sincerely yours,
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American stockbrokers, like olhcrs do,;l

the best they can for customers but isn’t
it likely that when investing for themselves "'
the brokers should try to do even better 24,
This question of a possible conflict ofi.

'mu:rcst emerges as’a principal concern
“of securities "industry regulators in the

i .wakc of the recent proliferation of hedge

. funds in Wall Strect: These funds are
. private investment * partnerships  which
have been formed increasingly lately by
_.people in securities firms and in which a
,.seiect, few, normally well-to-do clients are
The funds most
c.oscly resemble mutual funds (units trusts)
that sell their shares to the public at large.
As private operations, however, the hedge
funds use highly speculative investment
tactics generally denied to the -mutual
" funds, "such as selling short and making
the fullest use of credits. This latitude
_gives hedge fund managers considerably
" more leeway to cash in on special situa-
.tions which for the most part have paid
- off handsomely.
. grown spectacularly to about $11 billion,

,.double the figure a year ago, and five . .-
two years ago—and -

_times the Tfigure
~against total assets of the US mutual fund
..industry of about $42 billion.
: _ But problems have been multiplying
viright lang with the hedge funds' size.
..Except for a handful of publicly offered
,_hcdgc funds, the partnerships don’t have
. to register with the Securities and
-Excnangc Commission and thus don't

. have to make periodic reports on their .

.investments or other  disclosures. " The
,.American Stock Exchange is to find out
', how many firms are involved in the funds
;1o get a head count as'well as an idea of
‘,:hc amounts involved. .., ...
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The hedge funds have .

53 .ing actions and much obv:ously remains

g clearly s up to the SEC.
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wEven when the ASE pools its findings
safter they're compiled this summer with
the New York Stock Exchange the data

wwon't be all inclusive because a number

i.0f older hedge funds are private invest-
.ment companies that aren't afiliated with
iibrokerage houses. The NYSE warned
1 its member firms some weeks ago not to

; get so deeply involved in a fund's specula- .

x.-nvc activities as to imperil the firm's own

r.capital stability, Under Exchange rules .

oa brokerage house cannot let its capital
i{drop to less than 5% of its liabilities. -
But borrowings by hedge fund partners
bh.who are also partners-of the brokerage
ilhouse would count agains: the member
“firm's liabilities thus risking depressing
i.the house's capital ratio bclow the per-
smitted level. '
r. The.SEC, which .oversees: the self-
\ policing exchanges, hasn't made ‘any
rimoves of its own as yet to restrict the
s hedge funds although it admits it's been
wlooking into their activities for nearly a
: year. The SEC scems mainly concerned
i that the diversity of investment tech-
:.niques open to hedge funds’ managers can

_ri and docs lead to trading abuses. The funds”

o

can, in theory, use their highly geared

.1 buying power to move up the price of a
.t "=stock only to unload their. holdings as..

!

unsuspecting investors jump on the' band- —

- wagon. It would be even worse if the
lambs that are thus shorn were customers -
of a brokerage house that sheltered the
hedge fund responsible. And somse part.
ners-in hedge funds are executives and
directors of large corporations and in that
.« Capacity have access to information about »,

4, company affairs not known to most

.. investors that can be useful to the funds

< in making their investments. Seen’in the
.- light of poss:ble abuse the moves by the
v.two New York exchanges to restrain the
hedge funds are, at best, temporary hold-

to be done to subject the hedge funds to
. -meaningful controls. “The next, move
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