
o 

TO: 

SUBJECT: 

MEHORANDUN )~ . 
September 9, 1968 - ,J51;;) 7 

Chairman Cohen 

Division of 
Division of 

:~ ~p 9J ==l-
-f"~- r Trading and Hark'ets /~ v ~~ 

Corporate Regulation J:J ~. 
Hedge Funds 

r-. . , , Q/11/(P7 

This is in response to your memorandum of August 30, 1968, As the 
Chairman is al'1are, the staff has been looking into the activities of 
hedge funds, In so doing I.;e have attempted to gather information as 
to the activities of such funds both on an industry wide basis and as 
to operations of A,W. Jones & Company and A,VI, Jones Associates, tHO 
of the largest unregistered hedge funds, This has been a most difficult 
undertaking and has presented numerous problems. 

In regard to the activities of the A. W. Jones funds, the Nelv Y6rk RegionCll 
Office has made a detailed study of the operations of those funds, \-lith 
particular emphasis on who their limited partners are and hal" they are 
obtained, The regional office has recently completed its investigation 
and has recommended that no enforcement action be taken against the tlVO 
Jones funds. They concluded there was no public offering of partnership 
interests, that less than 100 persons IVere involved in each fund and that 
treating the two funds as one would be an extremely difficult position to 
sustain. 

Vie have carefully considered this report and concluded that while es t ab
lishing a public offering may be difficult, we would like to throughly 
review the matter before conunenting upon the recommendation of the Ne\ol 
York Office. At the same time, we recognize that establishing a public 
offering would be difficul t because of the Iveal th and sophistication of 
the great majority of the investors in these funds and the fact that 
these investments are apparently unsolicited. 

\" . On an indust~·y ~1ide basis, staff members of Lhe Division of Trading and 
Markets have visited some seven hedge fund Ilianagers and obtai lied infor
mation as to haw such funds were organized, their investment objectives, 
their investment techniques, the number of participants and the total 
amount of money invested. In addition, copies of documents IVerc also 
obtained including partnership agreements, periodic letters sent to fund 
participants, names and identity offund participants and the names of 
other persons receiving information on the funds' trading. 

Copies of the ledger accounts for each of the funds for the period 
January 1 through Junc 31, 1966 were obtained from the principal brokers 
for each of the funds and the transactions recorded therein were trans
ferred to punch cards and analyzed by the computer in a number of difftrf>nl 
ways. The results of these runs were then carefully revie~1ed. They 
shOl"ccI no trading patterns which appeared, on their face, to be manipu .. 
lative or othenvise in violation of the securities 1ah'S. 
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Nevertheless, 've are proceeding ,vith the inquiry and attempting to explore 
more fully the above aspects, as "ell as other aspects, of hedge fund 
operations. In this regard, "e have been revie,ving the activities of such 
funds to determine if these funds and lor their operators should be required 
to register under the Securities Act, the Exchange Act, the Investment 
Company Act, or the Investment Advisers Act. In addition to presently pending 
~atters, "e also plan further inquiry to determine the extent to 'i.,hich 
hedge funds may be trading on inside information. 

Our inquiry mIl al so include a revie", of the follo"ing: (1) The amount 
of give-ups directed by hedge funds and the true reasons therefor; (2) The 
borro"ing activities and credit arrangements of such funds; (3) The general 
market impact of trading by such funds "ith emphasis on its impact on the 
short side of the market. 

While we will be concentrating our efforts on t.he unregistered hedge funds, 
we also plan to examine several registered hedge funds to determine whether 
the registered funds engage in the same activities and, if so, ,,,hether 
registration appears to have resulted in any lessening of the problems 
presented by the unregistered hedge funds. 

In order to ,accomplish these objectives "e are employing the follomng 
techniques: (1) Circulation of a comprehensive questionnaire to both regis
tered and unregistered hedge funds; (2) Scheduling of inspections of both 
registered and unregistered hedge funds with a vie", tOI"ard ascertaining 
the reasons for, and methods by ,,,hich, portfolio transactions are effected; 
(3) Analysis of approximatley 50 situations in ,vllich it appears that there 
may have been trading on inside information, to ascertain the extent to 
which trading by he'dge funds may have been in'vol ved; (4) The subpoenaing 
of records and taking of testimony in situations which appear to indicate 
the need for corrective measures. 

It is our vie" that any corrective action should al"ait the results of our 
inquiry. To dat:e.i.t, has, been most difficult to isolate problems ",hich 
seem to be peculiar to hedge funds. As clearly demonstrated by information 
available to ~s,there is no question that these entities effect transactions on 
the basis o"f inside information. Ot' course, as "e all knol", this -practice 
is not the private preserve of hedge funds. While generally registration 
under the Securities Act, Investment Company Act and Investment Adviser 
Act would place certain restrictions on the nature and extent of their 
activities, the fact remains that a good many of them would still be able 
to operate on a smaller scale. 11 Registration as broker-dealers ~uuld 
permit us to impose on hedge funds reporting requirements patterned after 
those imposed upon investment companies and it is for this reason that 
very active consideration is currently being given to this facet of the 
problem. 

11 We have been requ~r~ng registration as Investment Advisers in those 
;-ituations coming to our attention where the facts appear to wan"ant it. 
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On the basis of our inquiry to date, a major problem area that seems to 
be raised by cert~in practices of hedge funds is the substantial sums of 
pooled monies that they represent. Concentrated use of such funds with 
respect to securities \~ith small floating supplies can, and we believe 
have, caused sharp market s\Vings. Once again, this practice is not 
exclusively a hedge fund problem, but is engaged in extensively by the 
"ne\~ breed" of broker-dealers which have been soliciting and servicing 
large numbers of discretionary accounts. Because of the subtlety of 
these problems and their pervasiveness , 'it may \~ell be difficult to deal 
with them satisfactorily under existing regulations. The further study 
which \~e are making may resul t in recommendations for ne\~ regulations and 
perhaps statutory changes. It is agai·nst this background that \ole suggest 
the making of any recommendations a\~ait the outcome of further study. 
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