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SEC Chairman Seeks Emergency Rules for Hedge Funds 
From the Investment Management Practice Group

On July 25, 2006, in testimony at a hearing on the 
operation and regulation of hedge funds chaired by the Senate 
Committee on Banking, Housing and Urban Affairs, SEC 
Chairman Christopher Cox presented his views on the 
appropriate regulation of hedge funds. His testimony provides 
insight into how the SEC will seek to regulate hedge fund 
advisers after Goldstein v. SEC, the decision handed down last 
month vacating the SEC’s hedge fund adviser registration rules 
(the “Hedge Fund Rules”) under the Investment Advisers Act 
of 1940 (the “Advisers Act”). 

Chairman Cox began his testimony by emphasizing that, 
notwithstanding the Goldstein decision, hedge funds 
remain subject to SEC regulation and enforcement under the 
anti-fraud, civil liability and other provisions of the federal 
securities laws. However, he stated clearly that the SEC 
must move quickly to address the “gaping hole” that the 
Goldstein decision has left and identified the following 
emergency rulemakings and Commission actions he intends 
to recommend to the SEC for this purpose: 

1. The SEC should promulgate a new anti-fraud rule 
under the Advisers Act that would “look through” a hedge 
fund to its underlying investors for purposes of Sections 
206(1) and 206(2) of the Advisers Act. This rule would treat 
investors in a hedge fund as clients of the hedge fund’s adviser 
for purposes of the Advisers Act’s anti-fraud provisions and  
reverse the conclusion in the Goldstein court that a hedge 
fund adviser had a fiduciary duty to the fund and not to 
investors in the fund. 

2. The SEC staff should take emergency action to restore a 
series of transitional and exemptive rules contained in the 
Hedge Fund Rules and beneficial to hedge fund advisers 
but rendered void by Goldstein.  This action is necessary to 
insure that hedge fund advisers that registered in reliance 
on the Hedge Fund Rules are not suddenly in violation of 
regulatory requirements when the court issues its final 
mandate in August. These rules include the following:

 (a) Reintroduce provisions which would allow SEC- 
registered hedge fund advisers to receive performance 
fees from investors in a domestic hedge fund 
who are not “qualified clients” and who invested 
prior to the effective date of the Hedge Fund Rules 
(February 10, 2005); and

 (b) Reintroduce provisions that would allow SEC- 
registered hedge fund advisers to use performance 
history prior to the effective date of the Hedge Fund 
Rules without complying with the Advisers Act 
recordkeeping requirements.

3. The SEC staff should take emergency action to restore a 
provision of the Advisers Act custody rule, which had been 
added by the Hedge Fund Rules, to allow a fund of hedge 
funds adviser 180 days after the end of a fiscal year, rather 
than 120 days, to provide investors with annual audited 
financial statements.

4. The SEC staff should take emergency action to issue rules 
addressing the application of the Advisers Act to foreign 
advisers that manage foreign based hedge funds with U.S. 
investors. The Hedge Fund Rules were clear that such 
advisers who register with the SEC were not subject to all 
the provisions of the Advisers Act. Goldstein eliminated this 
aspect of the rulemaking and hence created doubt and a 
disincentive to registration. 
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5. In light of the increasing availability of hedge funds, 
the SEC staff should analyze and consider amending the 
definition of “accredited investor” as applied to retail 
investment in unregistered hedge funds. At a minimum, 
Chairman Cox suggested that the net worth test for an 
individual investor and spouse be increased from $1.0 
million to $1.5 million. Chairman Cox further indicated 
that he would recommend that the SEC take formal steps 
to limit the marketing and availability of hedge funds to 
unsophisticated retail investors. This could mean that the SEC 
will focus more closely on marketing through internet hedge 
fund “supermarket” portals.

Chairman Cox concluded his testimony by indicating that he 
had directed the SEC’s staff to continue to conduct compliance 
examinations of SEC-registered hedge fund advisers. 

Chairman Cox’s testimony suggests that the SEC will not 
seek to resurrect the Hedge Fund Rules, for instance by 
appealing the Goldstein decision. He indicated that some 
improvements will be possible through administrative action 
but others may require legislation. With respect to any 
proposed legislation, he indicated that the SEC would 
provide technical advice and assistance if requested but that 
any future legislation or regulation (i) should not interfere 
with investment strategies or operation of hedge funds, 
including their use of derivatives trading, leverage and 
short selling, (ii) should continue to permit hedge funds to 
charge clients performance fees and (iii) should not require 
onerous portfolio disclosures. Some opponents of hedge fund 
adviser registration were concerned that such registration was 
the first step towards onerous substantive regulation of hedge 
funds. Chairman Cox seems to have acknowledged that such 
regulation will occur, but perhaps to a less onerous extent than 
previously feared.


