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Yeu. lette r of ~!.:l>' :::9, 1%8 ~::;ks \Jlwth,;r 1. b'lVC flUY COli-i,1ents concerning 
t he :ictivltl.c!l ~)f il1v(.l c,tr ... cn t g CC>l!P !; c OL.l[,on ly t',, [cn-ed to as llCdgc funds. 
As Y01... kllow. c. hcdJo fund in Iln :inve:;til!Ci~t vd\iclc \~hich =1:.00 use of 
oorru\·!cd fund;> (or l evere.p,e ane C0L.::1i ts 0 portion of the fund's capi tal 
to $elling secuei ties short. 

Ij ;2 .:':{;~ fun cis DoCY be clos:::ificd inlo t \·.'O r;rou!1s, those v!h!ch hnve regis
t o . cd \Ii th the Co~:nis::;ion uncer tho Invcz tr::cn t COlf.pnny f,ct of 1940 cnd 
thc:;c \'!hich i:.::vc not Cone ~;o, end :.Jhich clr..h1 to cor:o undcr one or I~orc 

e>:0L? t:i.ens contui!1e d 1n thnt l .e'(.. As to theGl! runGs v:hich a.rc regist(!l:'eci 
" ith ti1.:! CCI.-.:dssion, they C\rc, of cellr!':o, requircd to 1:'2ko tho Slll::C 
filinGs as oth~r il1v(i;E:tn:ent cOI.:paoic5 and) ,'!ccor{)ingly) .:c have the SRl~e 
in£cri:~ tion concerning them in our files. ict11ile this is not the Cil$C 

(, ith the unrc8ister.:d fends , nCl/c::thc lcss, ','0 hava enc!ct.vorcd to obtain 
.:\5 l"uch inforl:.z.tion es we C£tIl as to their identit'l. CCi.1position ~d 
tra C:ing practices. 

I belleve. hmlcvcr, tlwt mueh ~:ore infori:\.'1tion and cn.e.lys1s t~ill be 
rec.:u1 r ", c! bcfore any l:cfini tive conclusions c"n Oll r.:adc as to the need 
fer :l,c:d i tiona l rer;uletion in this D.C,::. Horeevo:.-. the problci.ls tIl<! t 
,,'c l.l.:v ·;; been focusing en Co not :;:OG:" to be Il1\lch different fro;;; tho:.e 
pr~scl1tccl by trading activities · of ccrtai~ of the rC3istered ~utual 
fun ds _ 1 t, thereforc, S CC:i\S to 17 .. :, th,~ t the ".os l:. c:::::pedi t10us and .::!!'p:.-o
pr::. 2.\:e 'Way to deal ;·?i tn the ?J::"cb!eL',s in tbis area t-Jould be to consider 
thea in connection \-lith the pro?oseci institutional study 'Ihich is now 
u"icre ycur CCi,;r::ittec. F':>t" your information! am enclosing n =:cranc.1um 
~rcl?:I.l:ed by the Division of l'ruQillg and l'larkets ~lhich <liscOlssas this 
subject in mcre detail. 

If yeu desire ,"-ny further inioroation concerning this &;ettcr. please l~t 
~e ~~C~:l. 

Enclosure 

SSoorkin/pjrn 
1 t-: D(-o;:/.;O p 

Sincerely. 

Manuel F. Cohen 
Chairman 
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en the b~sis of inforwntion .:!vnild,lc to us at this time, He unGcrr-tcmd 
tb2. c:. th .::: hc:..':(}c fund cuncc:"t. g<::l1cl-:,lly E;~cu.l~il1g . is predi.cated upon t:<IO 
bc .. Gic inv~st r~~r.t t:.c.cbniqu~s ; thct ~~!.;.ir.lu!u utilizl\tio.,: of borro~c:d funds 
for lcvcr<:gc •. 'l!.d the CCi'liJioilcnt of a Gubstr-ntil'll p01.-tion of the totel 
ava ilable c;,lpitd to the short side of the \il,wkct. Levere,g£! is "ceo",
plish~d by pu~chQsinS)Dn mnrnin)securiticB listed on national se~~rlt1cs 
e:cch,m;;;cs anu using other 5ccuri tics to collr.:te.rclizc b:mk loans. As 
pcot.:ction fro:Q l:l t.lvcrsc r. .. n:kct cc-ndi tion£;, such :tuncs l.,aintain substan
tial ohort positiuns in certaIn s ccurities at tho same time as leng 
posit:!.c,;'ls t\re beld in otl:er securities. 

In ess (!nc e: , portfolio lu~n 32crs of hc clf.~e f~.!lG.s C01~!Iiiit x.~ost of their ev.o.il
::;~ lc f:;r; Gn to Ilc (luire 10:12 positions 1:-. Gccuritics which they Ilnticip<itc 
will ex.? ~ric.:1co n price rise gr€:[ .. tci: tban the t::ar~c:' (',v(:~(,;£e in .0. rising 
~,:r;{ct or dcclinr; lQs3 prec1~it:ou:;ly in a declining r..er!wt. I,t tn;;) !;<l:~C 
tic.e , rc:..,uinin;:. avc.ilnole c<l[J it:.l is uccd to DfiSUlnc Ghc:n:t positions in 
cthGi:' iss\l",;:; < .. hicb tl;c r.;.::mc,zc,: fcc-is ~lill ticcl1nc in prIcE: wore r.::.p:l.dly 
then the !:.crkct ~vE'rege in declining m~l'l:l;.ets, or rise Il'.aZ'u slO'.oIly in .a 
risin;:; 1r..:1rkct. CC·,1scquently. it is theoJ:'etically possible for n ?"rt
folic to profit or e)~pericncc. l()sso::; on eo.ch of. ita positions, irre
spective of the eenel"&l tr(!nd of tha !!isrket. 

j;.B.:lic portfolio turnover 1$ anothe;:, co,,":on cbilr~ctcristic of h£!dge 
:funds. This' is oec.:!sicnQc pertil.'.lly, £It le.::st. by the unavllilab1li cy 
of long-term cspitel g.~ins ta~.,; bc..'1efits to profits realized. on short 
ssl (;s. 

Ikc;sc f~"lcs. nistol:'icf.lly, h.r.ve. bee.:! orsanizcd 8S purtnerships "lith 
one or 1:.04'<::: general l'~rt;ners tlnd a number of li:ni ted partners. !'~ccntly 
cE;vel';:;.l i!1VestIl:ant cO:?lp~'ies, employing "hecige" and "1eVe1:8ge" concepts. 
have rCriistcrcll. witb this COl::mission end hev::. offered tbeir shares to 
tl~e public. 
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Chai=an 
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CHAIRMAN'S OFFICE 

RECEIVED 

MAY 311968 

SEC. ~ EXCH. COMM. 

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 
Co~~ssion 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 
icperil the funds' own capital stability. 

Do you have any comment in this area? 

Sincerely yours, 

ROS :m.."ll 
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IT d . 'fz'" d ,:· ..... 1,. '. ,', .:, "1':' l' Even when the ASE pools its findings 
J. .. = J. ,c~g;,e __ ~.U:.:",71=S==";;:=,, =;;:' ='="0::"",'0::' :",';;:;;' =0::3 " J after they're compiled this summer with 
r==' =::z " the New York Stock Exchange the data Prickly ".! ! :) :. ,.:. ' :' : . . ~' y,won'! be all inclusive because a number 
=================,1: ;:of older hedge funds arc private invest-

. Now York ", ! .. ment companies that aren't affiliated with 
" . Ii brokerage houses. The NYSE warned 

AmeriQn stockbrokers, like ,others,: dor " its member finns some weeks ago not to 
the best they can for customers but isn't <J : get so deeply involved in a fund's specula-.-
it likely that whcn investing for themselves I): I"tive activities as to imperil the finn's own 
the brokers should tl)' to do even better? " : : .eapital stability. Under Exchange rules 

" This question of a possible conflict of:: ') 'a brokerage house cannot let its capital 
... :c' interest emerges a.s' a principal concern - I. l:drop to less than 5% of its liabilities.' 

:: of securities ' industry regulators in the . .1 nut borrowings by hedge fund partners 
: ',wake of the recent proliferation of hedge .: ' I·. who are also partners' of the brokerage 
:. funds in Wall Street: These funds are .. ' Ii house would count against the member 
:. private investment ' partnerships which ' . :: . firm's liabilities thus .risking depressing 

h:\\'c bcen formed increasingly lately by . '. ', ' ',. the house's capital ratio' below the per-
'. pco?le in securities firms and in which a 'Jmitted level. . . 
· . se ; e~t, few, nornully well-to-do clients are . ; c' I. The . SEC, which · oversees ' the self- . .. 

.'. ir.vitcd to particioate. The funds most ,policing exchanges, hasn't made 'any 
.• closely resemble m~lUal funds (units trusts) ". 'i oimoves of its own as yet to restrict the 

that sell their shares to the public at large. ;" .~ i :' hedge funds although it admits it's been 
As private operations, however, the hedge )" :': :.looking into their activities for nearly a 
funds use h ighly speculative investment . : : year. The SEC seems mainly concerned 
tacti::.s generally denied to the ·mutual c,".: J that the diversity of investment tech-
funds, . such as selling short and making '.: ;.: . ; .niques open to hedge funds' managers can . . 
the fullest use of credits. This latitude .. ... !. j?r and docs 'lead io trading abuses. The funds· . ... 

. g ives hedge fund managers considerably · :·.:,.i · :. : :! can,. in theol)', use their highly. gcared . 

. , more leeway to cash in on special situa- '. , :; .: .. I buymg power to move up the price of a 
,. ': .tions which jor the most part have paid ' . I . ;'.' '. '" stock only to unload their . holdings as .. 
"" : . .o;j handsomely. The hedge funds have '. ":'.: ; ;.. ... unsuspecting investors jump on the' band- , 

., grown spectacularly to about $t I billion, .. ":.! ': ... .' wagon. It would be even worse if the · 
,:.double the figure a year ago, and five '. · .. :.f .: ' :. lambs that are thus shorn were customers 
. times the 'figure two years ago-and ':';:.:! i .':';' of a brokerage ho~se that sheltered the 
"against total assets of the US mutual fund .... i .:." hedge fund responSible . And so:n~ par:-
.. inciustry of about $42 billion. . ': .'.: ... . ners".in hedge funds are executives and 
" Eut problems have. been multiplying :::;:1;. '';-- directors of large corporat ions and in that . 
"right lang with the hedge ~unds' size. ::..-".:! 'j: ... ;, capacity, have ~ceess to information about. 
'.' Except for a handful of pubhcly offered . >' i. " 'j company affaIrs not known to mos: 
,hedge funds, the partnerships don't have ' . ". 1 :; .' investors that can be useful to the funds 
"to register with the Securities and .. ':,":.:.':~'! '.';"',_:. ::.'"in making their investments." Seen' in the 
·.Exchar.ze Commission and thus don't . _, ' light of possible abuse the moves by the 
.. :have to make periodic reports on their .. I ' " ,;two New .York ·exchanges to restrain the 
... investments or other . disclosures .. The . !'.I (~hedge funds are, at best, temporal)' hold-
:.A:nerican Stock 'Exchange is to find out .. ' : . 0; ing actions Ol.nd much obviously remains I" }I ____ 
'. how many firms are involved in the ' funds .. , j . to be. done to subject the hedge fund.~ to 1 ~ 
:"0 get a hud count as -well as an idea of i.'·meanm~rul c~>ntrols. ".J.~~ .;.x:T~~" ~.~ve ,-r-
~thc amount; involved, , .... .. , ...... , ____ -'-_ ' ' .! .clearly IS up to t~.~ .S~C~i. ':i,,:' j .. ., 'i ~,i~ .1 

. ' ' . ," i . ... .. ... I \,.~, .. I " .: • . • 
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