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Introduction

VER THE LAST TEN YEARS, institutional and high

net-worth investors embraced “hedge funds” as

high-return investment vehicles and as a means

of reducing the market risk of their overall invest-
ment portfolios. The hedge fund industry has experienced expo-
nential growth in the number of funds available, in the
variations of the underlying investment strategies and particu-
larly in assets under management. The increasing prominence
and flow of dollars into this asset class coincided, as expected,
with heightened governmental scrutiny.

Ultimately, this scrutiny culminated in the U.S. Securities
and Exchange Commission’s (“SEC”) much-disputed rules and
amendments' mandating that by February 1, 2006, hedge fund
managers had to register as investment advisers under the
Investment Advisers Act of 1940.2 However, under the new
rules, many private investment funds can escape the registration
requirements because the SEC failed to make an important def-
initional distinction between a “hedge fund” and other similarly
structured investment vehicles. Specifically, these other funds fall
outside the scope of registration because their partnership lan-
guage extends the fund’s redemption period beyond two years,
the threshold of a “hedge fund” as defined by the SEC. As a
corollary to longer lockup periods, this new rule serves to
decrease liquidity terms to the detriment of the individual

investor.

By eliminating this two-year lockup distinction and elucidat-
ing a definition grounded in investment characteristics, the SEC
can achieve full hedge fund registration and develop appropriate
insight into the dynamics of the industry without placing undue
burdens on the funds or their investors. Without comprehensive
industry data, policy makers are inadequately informed to deter-
mine whether additional regulation is warranted and ill-equipped,
if necessary, to implement an appropriate regulatory framework.
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The memory of Long Term Capital
Management’s (“LTCM”) infamous
collapse in September 1998 serves
as an example of the threat hedge
funds pose as a source of systematic

risk to the capital markets.
A y

Defining a hedge fund

The memory of Long Term Capital Management’s
(“LTCM”) infamous collapse in September 1998 serves as an
example of the threat hedge funds pose as a source of systematic
risk to the capital markets. However, the industry has developed
a great deal since the implosion of LTCM and the Federal
Reserve-brokered bailout of the funds.

The popular misconception of hedge funds is that they are
all inherently volatile investment vehicles—relying heavily on
global macro strategies and significant leverage to make large
directional bets on stocks. In reality, less than 5% of hedge funds
are global macro funds, and these alternative investment strate-
gies may or may not use leverage and short selling to “hedge” the
portfolio’s exposure to market movements.

In tracing the etymology of the phrase “hedge fund,” one
sees the difficulty the SEC faces in defining what it is they seck
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to regulate. The hedge fund concept originated from the work of

Alfred Winslow Jones, who created a single-strategy fund in
1949 that utilized short selling and leverage
to hedge exposure to movements in the
equity markets.” Today, the amorphous
term encompasses a multitude of tech-
niques, with investment return, volatility,
and risk varying greatly among the differ-
ent approaches.” These strategies have
branched out from their roots in equity
trading into futures contracts, commodi-
ties, derivatives, and currencies, among
others, all of which attempt to generate
positive returns in a variety of market envi-
ronments. Defining the term itself is not a
new problem, as it has historically meant
different things to different people.’

Broadly defined, a “hedge fund” has
three characteristics: (a) a pooled invest-
ment vehicle (b) that is privately organized
and (c) not widely available to the public.’
These funds are formed as separate accounts or commingled
investment vehicles administered by a professional investment
management firm. Most frequently, hedge funds are organized as
limited partnerships or limited liability corporations having a
significant position in securities. While these characteristics
should normally trigger registration with the SEC as an “invest-
ment company” under the Investment Company Act of 1940,
hedge funds typically avoid the “investment company” classifica-
tion by limiting the number of underlying investors.®

r

Broadly defined, a “hedge fund” has three
characteristics: (a) a pooled investment
vehicle (b) that is privately organized and

(c) not widely available to the public.

A

Hedge funds are also defined by their structure rather than
any distinct investment methodology. Just as investment strate-
gies vary from fund to fund, the risk and return characteristics
vary greatly as well. Nevertheless, risk aversion is inherently
prevalent among large fund managers because of the manage-
ment fee structure and the fear of mass redemptions as a result
of exorbitant losses. Unlike registered investment companies,
which tend to favor a “relative” return approach by seeking to

exceed the performance of a benchmark, such as the S&P 500
Index, most hedge funds strive for an “absolute” return. This
absolute approach attempts to achieve pos-
itive returns in all market conditions, with
little exposure to the systematic move-
ments of the capital markets.

The use of hedge funds is an attrac-
tive mechanism for portfolio diversifica-
tion because the lack of correlation to a
traditional performance benchmark can
dampen the volatility of the overall invest-
ment portfolio. Since varying market con-
ditions require a fund to have flexibility in
its investment style to achieve consistently
positive returns, a hedge fund partnership
agreement will usually authorize the man-
ager to partake in multiple strategies. This
flexibility is necessary because it is unlikely
that successful strategies in a bull market
will also provide positive returns during
downturns in the market.’

Recent Growth as Impetus
for Registration

Although hedge funds have been around since 1949, the
industry experienced its most explosive growth over the past
decade. The bull market run of the 1990’s led to tremendous
growth in investable assets. But, the subsequent market decline,
and expectations of a lower return environment, spurred
investors to search for alternative means of achieving higher

returns, while also warding off correlation to broad
1 market performance. Hedge funds met both objec-
tives because they had at their disposal a wide array
of investment strategies, many of which traditional
registered funds were prohibited from employing.'
Accordingly, sources estimate that the hedge fund
industry has grown to approximately 7,000 funds
managing almost $1 trillion in assets, an amount
that has increased at a rate of 260% over the past
five years." The SEC estimates that this $1 trillion
represents a fifteen-fold increase in the last ten
J years.

The growth in allocation to this asset class
negatively affects its investors. As a greater number of investors
chase the top performing funds, individual investors and funds
of funds are under increased pressure to secure capacity with top
managers.”” The growth of the industry, coupled with height-
ened competition for access to prime funds, results in fee struc-
tures and redemption terms that are weighted heavily in favor of
the hedge fund manager because established managers have
more leverage to negotiate the terms of the partnership.
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It is in a manager’s best interest to secure longer lock-up
periods because they are compensated through both an incentive
fee tied to performance as well as
through a management fee,
which is a flat rate based on
assets under management at the
fund.” While a performance-fee
arrangement may ensure that the
fund manager’s interests are
closely aligned with those of the
fund’s investors, the manage-
ment fee is guaranteed through
the life of the investment, regard-
less of fund performance. Thus,
there is a trend towards longer
lock-up periods in the industry.

While investors may infer
trends of asset growth, this L
development cannot be corrobo-
rated because there is a lack of reliable or comprehensive knowl-
edge of the industry. Hedge funds are under no obligation to
report their performance or assets under management to any
third party survey or index provider. Additionally, reported
numbers suffer from “survivorship bias;” underperformance is a
major reason that funds close and those that perform well are
more likely to disclose their information to an outside party.
Unfortunately, companies that collect fund data merely pass it
on without vetting it through a formal verification process. The

result is an inadequate source of data with dubious utility."

Hedge Funds and the
Investment Advisers Act of 1940

The SEC’s escalating concerns about the rapid growth of
the industry are valid as the SEC has no reliable data on the
number of hedge funds or their assets under management, and
because the estimates that are available vary greatly.” This lack of
information compelled the SEC to take regulatory action to

Although hedge funds have
been around since 1949, the
industry experienced its most
explosive growth over the past
decade. The bull market run of
the 1990’s led to tremendous

growth in investable assets.

understand growth within the industry, to respond to increases
in hedge fund fraud enforcement cases and to address the broad
market’s direct and indirect
1 exposure to hedge funds.
Accordingly, the SEC’s new rules
seek the following regulatory
objectives: (1) to collect a census
of information about the indus-
try; (2) to prevent hedge fund
related fraud and (3) to limit the
retailization of hedge funds.
Achieving these objectives is in
the best interest of the industry,
the investors and the financial
markets. However, the rule
adopted by the SEC will not
achieve these aims.
J The Investment Advisers
Act of 1940 requires that invest-
ment advisers register with the SEC and disclose pertinent infor-
mation such as disciplinary history and business practices.
Almost all hedge funds satisfy the definition of an investment
adviser, but most hedge funds have historically avoided registra-
tion by relying on the Act’s de minimis exemption available to
investment advisers with 14 or fewer clients.” Under old SEC
rules, an investment adviser could count each “legal organiza-
tion” advised by the adviser as a single client." For example,
under the old rules, 499 individual investors could form as a
“legal organization” a hedge fund. The fund manager did not
have to register with the SEC because they viewed the fund man-
ager as having only a single client, the hedge fund itself.
Furthermore, any one of those underlying investors could be yet
another hedge fund having 499 investors.

Shortcoming of the New Rules

The SEC implemented its regulatory scheme by amending
the de minimis exemption of the Investment Advisers Act, requir-
ing hedge fund advisers to look through any “private fund”
under their management and count each investor, or owner of
an interest or share in the fund, as a separate client of the adviser.
Investment advisers may no longer count any “private fund” as a
single client; rather, they must view each underlying investor as
a single client counting towards the 14 person threshold.”
However, the change does not apply to all funds, but rather only
those deemed to be a “private fund.” Under the new rules, the
SEC now defines a “private fund” on the basis of three charac-
teristics:

@ one that would be subject to regulation under Section
3(a) of the Investment Company Act of 1940, but for the
exemption to that definition provided under either
Section 3(c)1 or 3(c)7 of that Act;
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® one that permits its investors to redeem any portion of
their investment or ownership interest in the fund within
two years of the initial investment or purchase of such
interest; and

® one that offers its interests based on the investment advi-
sory skills, ability, or expertise of the investment adviser.”

Thus, the registration requirements under the Investment
Advisers Act extend only to investment funds with short-term
liquidity rights, explicitly excluding private equity and venture
capital funds under the supposition that the nature of these
investments results in long-term capital commitments.

The obligations of registration do not require affected
hedge funds to reveal their investment strategies, disclose port-
folio holdings, or prohibit the use of leverage in their portfolios.
As most private investment funds satisfy the criteria of elements
(1) and (3) above, the sole point of distinction between those
private funds required to register and those exempted private
funds is the two-year redemption period.

r

The current requirements of registration are not
particularly arduous to hedge funds, but they are ineffective.
In its new rules, the SEC makes no attempt to regulate
based on the type of holdings or strategies employed by
hedge funds, instead it identifies the redemption period

as the defining characteristic of a hedge fund.

A

Based on this differentiation, it necessarily follows that the
SEC believes there will be no meaningful correlation between
the firms with a minimum two-year period of investment and
those firms that the SEC felt warranted registration.

Unfortunately, the SEC gives no regard to the recent trend
of longer redemption periods imposed by top quartile hedge
fund managers. By tying registration to the lock-up period rather
than to an underlying investment strategy or type of security, the
SEC creates a loophole allowing funds to avoid registration.
Hedge fund managers are taking advantage of this oversight.
Registration is an administrative and financial burden on the
firm and provides no direct benefit to funds or their investors.
Thus, the number of new registrants has not approached SEC
expectations, as large and small managers alike are not register-
ing, opting instead to extend their lock-up provisions beyond
two years or by closing the fund to new investment dollars.”

The SEC’s decision to include the lock-up loophole has
proved disadvantageous to investors as well. Since the loophole
leads to more stringent liquidity provisions, it will not curb
fraud at an early stage. Deceptive activity may incubate longer
before it comes to the attention of investors since an individual
investing today will not be able to withdraw funds for at least
two years. Furthermore, the scope of the new rule is intended to
apply to all hedge funds, thereby allowing the SEC to finally per-
form a comprehensive survey of the industry. In its current
application, however, many funds will escape this industry cen-
sus because of the loophole.

Defining the Solution

The SEC could improve the affects of compliance by
changing the definition of a “private fund” under § 275
203(b)(3)-1 to emphasize a fund’s portfolio characteristics
instead of its redemption period.” A definition focused on core
investment characteristics, such as the marketability of securities
held within the portfolio or frequency of trading, would provide

the appropriate level of clar-
ity the industry needs in
defining the term “hedge
fund.” For example, if a fund
contained a designated level
of marketable securities it
would then qualify under the
Act as a “private fund.””
Such distinctions would also
allow the SEC to meaning-
fully distinguish between the
traditional hedge funds and
private equity/venture capi-
J tal funds beyond a metric
based on the requisite period
of investment, which has proved inadequate. Furthermore, it
would be much more difficult for a manager to change its fund’s
investment strategy than it would be to adjust the redemption
period. Such a monumental shift in strategy could ultimately
lead to mass redemptions in the fund.

Conclusion

The current requirements of registration are not particu-
larly arduous to hedge funds, but they are ineffective. In its new
rules, the SEC makes no attempt to regulate based on the type
of holdings or strategies employed by hedge funds, instead
it identifies the redemption period as the defining characteristic
of a hedge fund. One of the primary goals of the new regi-
stration requirements was to develop a census of the industry.
Nevertheless, the poorly constructed language of the rules
fails to achieve the Commission’s one true aim—quantifying
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the size and scope of this rapidly growing segment of the finan-
cial markets.

A conclusive “hedge fund” definition based on a fund’s
underlying portfolio would prevent hedge funds from skirting
registration. The SEC should revisit its recent amendments
to the Investment Advisers Act and use the opportunity to
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