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Summary 
Hedge funds have received a great deal of media coverage in the past several years because large 
sums of money have been gained or lost in a relatively short time by some hedge funds. Most 
hedge funds are not required to register with the Securities and Exchange Commission (SEC) 
under the Investment Company Act of 1940 or the Investment Advisers Act of 1940. In 2004, the 
SEC implemented a rule that would have required all hedge fund advisers to register with the 
SEC under the Investment Advisers Act. Hedge funds challenged the rule in federal court, arguing 
that the SEC had misinterpreted provisions of the Investment Advisers Act. The U.S. Court of 
Appeals for the D.C. Circuit agreed with the hedge funds and struck down the SEC’s rule. 
Following that decision, it appeared that congressional action would be necessary to require all 
hedge funds to register.  

In the wake of the financial crisis, Congress and President Obama’s Administration debated 
proposals for financial regulatory reform. One of the main thrusts of the proposals was to allow 
regulatory agencies better access to information regarding large market participants whose failure 
may have a detrimental effect on the entire financial system. It is widely believed that many 
hedge funds could fall into the category of market participants that pose this sort of risk. 
Accordingly, much of the debate centered around eliminating the exemption from registration for 
hedge fund advisers and creating reporting requirements. 

This report will discuss the SEC’s previous rule requiring hedge fund advisers to register with the 
agency and the appeals court decision that struck it down. These events formed the basis for the 
eventual reforms enacted by the Dodd-Frank Act. The report will then discuss Title IV of the 
Dodd-Frank Act, which will create new registration and reporting requirements for private fund 
advisers. Further discussion of the various policy perspectives on this topic may be found in CRS 
Report 94-511, Hedge Funds: Should They Be Regulated?, by Mark Jickling. 
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Introduction 
The term “hedge fund” is at times difficult to define for legal purposes, since it does not appear to 
be defined anywhere in federal securities laws. No single definition of the term appears to be used 
by industry participants, but perhaps one of the most useful definitions of a hedge fund is that it is 
“any pooled investment vehicle that is privately organized, administered by professional 
investment managers, and not widely available to the public.”1 Legally, however, they have 
historically been exempt from registration under the Investment Company Act of 1940 (15 U.S.C. 
80a-3), because they qualify for exemptions from registration under either section 3(c)(1) or 
3(c)(7). Therefore, the Dodd-Frank Act will define “private funds” to mean issuers that would be 
investment companies under the Investment Company Act, but for their qualification for the 
exemption in either 3(c)(1) or 3(c)(7).2 

Hedge funds have received a great deal of media coverage in the past several years because large 
sums of money have been gained or lost in a relatively short time by some hedge funds. Some 
have argued that the Securities and Exchange Commission (SEC) should be given specific 
statutory authority to require the registration of hedge funds or their advisers. Arguments for other 
kinds of registration or for no regulation have also been urged.3 With the passage of the Dodd-
Frank Act, discussed below, hedge fund advisers will be required to register with the SEC. These 
new requirements are based, in part, on events that occurred in 2004. 

2004 Securities and Exchange Commission Rule 
In 2004 the SEC issued a rule4 which resulted in requiring many hedge fund advisers to register 
with the SEC as investment advisers under the Investment Advisers Act.5 This rule first defined a 
“private fund” as an investment company that is exempt from registration under the Investment 
Company Act6 because it has fewer than 100 investors or only qualified investors,7 allows its 
investors to redeem their interests within two years of investing, and markets itself based upon the 
“skills, ability, or expertise of the investment adviser.”8 The rule went on to state that these private 
funds, “[f]or purposes of section 203(b)(3) of the [Investment Advisers] Act (15 U.S.C. § 80b-
3(b)(3), ... must count as clients the shareholders, limited partners, members, or beneficiaries ... of 
[the] Fund.”9 In general, prior to the rule, hedge fund advisers were exempt from registration with 

                                                
1 President’s Working Group on Financial Markets, HEDGE FUNDS, LEVERAGE, AND THE LESSONS OF LONG-TERM 

CAPITAL MANAGEMENT 1 (1999) (hereinafter Working Group Report). Another useful definition of the term is an 
“entity that holds a pool of securities and perhaps other assets, whose interests are not sold in a registered public 
offering and which is not registered as an investment company under the Investment Company Act.” United States 
Securities and Exchange Commission, STAFF REPORT TO THE UNITED STATES SECURITIES AND EXCHANGE COMMISSION 

ON THE IMPLICATIONS OF THE GROWTH OF HEDGE FUNDS 3 (2003). 
2 Discussed infra. 
3 See CRS Report 94-511, Hedge Funds: Should They Be Regulated?, by Mark Jickling. 
4 69 FED. REG. 72,054 (December 10, 2004), codified at 17 C.F.R. Parts 275 and 279. 
5 15 U.S.C. §§ 80b-1 et seq. 
6 15 U.S.C. §§ 80a et seq. 
7 15 U.S.C. § 80a-3(c)(1), (7). 
8 17 C.F.R. § 275.203(b)(3)-1(d)(1). 
9 17 C.F.R. § 275.203(b)(3)-2(a). 
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the SEC so long as they had “fewer than 15 clients.”10 Referred to collectively as “Goldstein,” 
various hedge fund advisers brought suit to challenge the equation under the rule of “client” with 
“investor.” 

Goldstein v. Securities and Exchange Commission11 
Goldstein argued that the SEC misinterpreted Section 203 of the Investment Advisers Act, which 
exempts from registration “any investment adviser who during the course of the preceding 12 
months has had fewer than 15 clients.... ”12 In response to Goldstein’s argument, the SEC argued 
that, because the Investment Advisers Act does not define “client,” the term is therefore 
ambiguous. The SEC in its argument for authority to issue the hedge fund rule relied upon the 
decision in Chevron, U.S.A., Inc. v. Natural Resources Defense Council13 that “[i]f ... the court 
determines Congress has not directly addressed the precise question at issue, the court does not 
simply impose its own construction on the statute, [footnote omitted] as would be necessary in the 
absence of an administrative interpretation. Rather, if the statute is silent or ambiguous with 
respect to the specific issue, the question for the court is whether the agency’s answer is based on 
a permissible construction of the statute [footnote omitted].”14 The SEC argued in Goldstein that, 
because the Investment Advisers Act does not define “client,” it was a “permissible construction 
of the statute” for it to issue the hedge fund rule equating “client” with “investor.” 

The U.S. Court of Appeals for the District of Columbia in a three-judge panel unanimously found 
that this argument with respect to the SEC’s hedge fund rule did not mesh with an amendment by 
Congress to Section 203 and that it was counter to interpretations that the SEC itself had made 
over the years about hedge fund advisers and investors.15 

According to the court, a 1970 amendment, in which Congress eliminated a separate exemption 
from registration under the Investment Advisers Act for advisers who advised only investment 
companies and explicitly made the fewer than 15 clients exemption unavailable to such 
advisers,16 would have been unnecessary if the shareholders of investment companies could be 
counted as “clients.” The court went on to state that another section of the Investment Advisers 
Act suggests that Congress did not intend “shareholders, limited partners, members, or 
beneficiaries” of a hedge fund to be considered clients. In its definition of investment adviser as 
“any person who, for compensation, engages in the business of advising others, either directly or 
through publications or writings, as to the value of securities or as to the advisability of investing 
in, purchasing, or selling securities,”17 the Investment Advisers Act does not cover a hedge fund 
manager whose job is to control the disposition of the pool of money in the fund and not to give 

                                                
10 Exempted from registration is “any investment adviser who during the course of the preceding 12 months has had 
fewer than 15 clients and who neither holds himself out generally to the public as an investment adviser nor acts as an 
investment adviser to any investment company.... ” 15 U.S.C. § 80b-3(b)(3). 
11 451 F.3d 873 (D.C. Cir. 2006). 
12 15 U.S.C. § 80b-3(b)(3). 
13 467 U.S. 837, 842-843 (1984). 
14 Id. at 843. 
15 Goldstein v. Securities and Exchange Commission, 451 F.3d 873 (D.C. Cir. 2006). 
16 P.L. 91-547, § 24, 84 Stat. 1413, 1430 (1970). 
17 15 U.S.C. § 80b-2(11). 
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investment advice. If, according to the court, the person controlling the fund is not an investment 
adviser to each individual investor, each investor cannot be a client of that person. 

The SEC itself, before issuing the hedge fund rule, had apparently argued that an investment 
adviser of an entity like a hedge fund does not directly advise others. In 1997 the SEC stated that 
a “client of an investment adviser typically is provided with individualized advice that is based on 
the client’s financial situation and investment objectives. In contrast, the investment adviser of an 
investment company need not consider the individual needs of the company’s shareholders when 
making investment decisions, and thus has no obligation to ensure that each security purchased 
for the company’s portfolio is an appropriate investment for each shareholder.”18 

The court then discussed a United States Supreme Court case to buttress further its position. The 
case, Lowe v. Securities and Exchange Commission,19 held that certain financial newsletters were 
not investment advisers. After looking at the legislative history of the Investment Advisers Act, 
the Court found that the existence of an advisory relationship depended primarily upon the 
character of the advice given. An investment adviser “provide[s] personalized advice attuned to a 
client’s concerns.”20 According to the court in Goldstein, the adviser/manager of a hedge fund is 
concerned with the fund’s performance and not with the financial condition of each investor. 

The D.C. Circuit concluded that “[t]he Commission has, in short, not adequately explained how 
the relationship between hedge fund investors and advisers justifies treating the former as clients 
of the latter”21 and held that the SEC’s hedge fund rule was arbitrary and vacated and remanded 
the rule. 

On August 6, 2006, SEC Chairman Christopher Cox stated that the SEC would not seek en banc 
review of the court of appeals decision and would not petition the United States Supreme Court 
for a writ of certiorari. 

Subsequent SEC Action 
On December 13, 2006, the SEC voted unanimously to issue a proposal for a new antifraud rule 
under Section 206(4)22 that would prohibit an investment adviser from defrauding investors in a 
hedge fund or certain other pooled investments. According to Chairman Cox, this proposal by the 
SEC responded to the Goldstein decision.23 

On July 11, 2007, the SEC unanimously voted to approve new Rule 206(4)-8 under Section 206 
of the Investment Advisers Act.24 The rule, passed in the wake of Goldstein, would clarify the 
SEC’s authority to pursue fraudulent misconduct by hedge fund advisers. 

                                                
18 Status of Investment Advisory Programs Under the Investment Company Act of 1940, 62 FED. REG. 15,098, 15,102 
(March 31, 1997). 
19 472 U.S. 181 (1985). 
20 Id. at 208. 
21 Goldstein at 882. 
22 15 U.S.C. § 80b-6(4). 
23 DAILY REPORT FOR EXECUTIVES (BNA), A-41 (December 14, 2006). 
24 17 C.F.R. § 275.206(4)-8. 
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The Dodd-Frank Act: Title IV—Regulation of 
Advisers to Hedge Funds and Others 
In light of recent economic events, a movement occurred toward financial regulatory reform. The 
main goal of the reform efforts was to allow regulatory agencies access to the information that 
they would need to determine whether a given financial firm, regardless of its regulatory status, 
may pose systemic risk in the event of its failure. Because hedge funds typically were structured 
in such a way as to avoid registration and disclosure under the securities laws, the Dodd-Frank 
Act eliminates some of the exemptions most often used by these entities in order to allow the 
SEC and the Financial Services Oversight Council access to the information necessary to achieve 
these goals. The theory of their proposals is that the elimination of these exemptions will require 
hedge funds to register and disclose to regulators, thereby allowing regulators access to the 
information that they might need to ward off potential catastrophe in the event of a hedge fund 
failure.25 This section will discuss the exemptions from registration most commonly used by 
hedge funds, prior to the enactment of the Dodd-Frank Act. It will then discuss Title IV of the 
Dodd-Frank Act, eliminating certain exemptions and creating reporting requirements for advisers 
to private funds. 

Exemptions Commonly Used by Hedge Funds 

The Investment Company Act26 

Many hedge funds are not investment companies under the Investment Company Act of 1940.27 
They are not merely exempt from registration or from the provisions of the Investment Company 
Act; rather, they are not included in the definition of “investment company” at all, because they 
generally avail themselves of one of two exemptions from the definition of investment company.  

Section 3(c)(1) of the Investment Company Act states that issuers with fewer than 100 beneficial 
owners will not be deemed investment companies.28 Many hedge funds limit themselves to 99 
beneficial owners or fewer.29 If one of these owners is a company, the company is counted as one 
owner for purposes of calculating the number of beneficial owners.30 However, if the company 
owns more than 10% of the outstanding voting securities, each shareholder in the company is 
counted as a beneficial owner. 

The other widely used exemption is Section 3(c)(7) of the Investment Company Act, which 
exempts funds that sell shares only to “qualified purchasers.”31 Qualified purchasers are (1) any 
natural person who owns not less than $5 million in investments as defined by the SEC; (2) a 

                                                
25 Financial Regulatory Reform, Obama Administration White Paper, available at http://www.financialstability.gov/
docs/regs/FinalReport_web.pdf. 
26 15 U.S.C. §§ 80a et seq. 
27 Working Group Report at 3, Appendix B available at http://www.ustreas.gov/press/releases/reports/hedgfund.pdf. 
28 15 U.S.C. § 80a-3(c)(1). 
29 Working Group Report at 3, Appendix B. 
30 15 U.S.C. § 80a-3(c)(1). 
31 15 U.S.C. § 80a-3(c)(7). See also, Working Group Report at 3, Appendix B. 

.



Hedge Funds: Legal History and the Dodd-Frank Act 
 

Congressional Research Service 5 

family-owned company that owns not less than $5 million in investments; (3) certain trusts; and 
(4) any other person who owns and invests on a discretionary basis at least $25 million in 
investments.32 Funds using this exception are deemed investment companies for the purposes of 
limiting their ability to acquire securities in or sell their own securities to other investment 
companies.33 

The Investment Advisers Act of 194034 

Many managers of private funds are investment advisers within the meaning of the Investment 
Advisers Act. Investment advisers are persons “who, for compensation, engage in the business of 
advising others, either directly or through publications or writings, as to the value of securities or 
as to the advisability of investing in, purchasing, or selling securities, or who, for compensation 
and as part of a regular business, issue or promulgate analyses or reports concerning securities.”35 
In general, investment advisers are required to register with the SEC under the Investment 
Advisers Act.36 Prior to the Dodd-Frank Act taking effect, advisers to private funds may not be 
required to register as long as, within the preceding 12-month period, they have not had more 
than 15 clients and do not hold themselves out to the public as an investment adviser, nor act as 
an investment adviser to a registered investment company or business development company.37 
“Clients,” as discussed above, in this circumstance has been interpreted to refer to each pooled 
investment fund and not to each investor in the fund.38 Therefore, if a particular private fund 
company consists of fewer than 15 individual pooled investment vehicles, the investment adviser 
to those funds is not required to register with the SEC under the Investment Advisers Act. The 
Dodd-Frank Act would eliminate this exemption.  

Other Securities Laws 

Private funds also may tend to structure the sales of their shares in such a way as to be exempt 
from registration and reporting obligations under the Securities Act of 193339 and the Securities 
Exchange Act of 1934.40 In fact, in order to avail themselves of the common exemptions in the 
Investment Company Act, the fund may not make a “public offering” of its securities.41 Offerings 
of securities that are not public offerings are defined under Section 4(2) of the Securities Act of 
1933.42 The Dodd-Frank Act would not change the ability of hedge funds to fit within these 
exemptions; therefore, the exemptions are not discussed in detail here. 

                                                
32 15 U.S.C. §80a-2 (a)(51)(A). 
33 15 U.S.C. § 80a-12(d)(1)(A)(i), (B)(i). 
34 15 U.S.C. §§ 80b-1 et seq. 
35 15 U.S.C. §80b-2(a)(11). There are enumerated exemptions from this definition into which private fund or hedge 
fund managers do not typically fall. 
36 15 U.S.C. § 80b-3(a). 
37 15 U.S.C. § 80b-3(b)(3). 
38 Goldstein v. Securities and Exchange Commission, 451 F.3d 873 (D.C. Cir. 2006). 
39 15 U.S.C. §§ 77 et seq. 
40 15 U.S.C. §§ 78 et seq.; Working Group Report at Appendix B. 
41 15 U.S.C. §§ 80a-3(c)(1), (c)(7). 
42 15 U.S.C. § 77d(2). See also, Working Group Report at Appendix B. 
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Provisions of the Dodd-Frank Act 
The Dodd-Frank Act will require the registration of investment advisers to private funds under the 
Investment Advisers Act of 1940. Private funds would be defined as those funds that would be 
investment companies under the Investment Company Act of 1940 but for their use of exemptions 
3(c)(1) or 3(c)(7).43  

Foreign private fund advisers would remain exempt from registration.44 Foreign private fund 
advisers would be defined as advisers with no place of business in the United States having fewer 
than 15 clients and investors in the United States in private funds advised by the investment 
adviser and with aggregate assets under management attributable to U.S. clients and investors of 
less than $25 million (or such other higher number as the SEC may designate).45 A foreign private 
fund adviser may not hold itself out as an investment adviser in the U.S., nor may it advise an 
investment company or a business development company as either term is defined by the 
Investment Company Act of 1940. Also exempt are investment advisers that solely advise small 
business investment companies that are licensees under the Small Business Investment Act46 and 
venture capital fund advisers.47 Private fund advisers with assets under management of less than 
$150 million would qualify for a limited exemption from registration if they comply with records 
and reporting requirements to be established by the SEC.48 The bill would also provide for an 
exemption from the definition of investment adviser for “family offices” as defined by the SEC 
by rule.49 Lastly, advisers registered with the Commodity Futures Trading Commission (CFTC) 
as commodity trading advisers are exempt from registration, unless the business of the adviser 
becomes predominantly securities-related after the Dodd-Frank Act takes effect.50 

Registered advisers to private funds would be required to maintain records and file reports with 
the SEC, which would be made available to other relevant regulators including the Financial 
Services Oversight Council (FSOC).51 The records would be required to include the amount of 
assets under management and use of leverage, counterparty credit exposure, trading and 
investment positions, valuation policies and practices, types of assets held, side arrangements, 
trading practices, and other information deemed necessary by the SEC in consultation with the 
FSOC for the public interest and/or the assessment of systemic risk. 

The SEC is required to conduct periodic examinations of the records of private fund advisers.52 
The agency would also have the power to conduct examinations outside of the regular periodic 
examinations as it deemed necessary. The SEC would be required to make those records available 
to the FSOC. The FSOC would be required to maintain the confidentiality of information it 

                                                
43 Section 403 of the Dodd-Frank Act. 
44 Id. 
45 Section 402 of the Dodd-Frank Act. 
46 Section 403 of the Dodd-Frank Act. 
47 Section 407 of the Dodd-Frank Act. Venture capital fund advisers would be required to maintain records and submit 
reports as the SEC designates by rule. 
48 Section 408 of the Dodd-Frank Act. 
49 Section 409 of the Dodd-Frank Act. 
50 Section 403 of the Dodd-Frank Act. 
51 Section 404 of the Dodd-Frank Act. 
52 Id. 
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receives from the SEC and the information would be exempt from the Freedom of Information 
Act (FOIA).53 The SEC would also be exempt from disclosing reports and information required to 
be filed with it under this subsection, except that the SEC would be unable to withhold 
information from Congress and would not be prevented from complying with requests for 
information from other federal agencies or orders of a court of the United States in an action 
brought by the United States or the SEC. Furthermore, any federal agency or department 
receiving information, reports, documents, etc., pursuant to this subsection would be exempt from 
FOIA with respect to that information. The confidentiality of proprietary information, as defined 
by the bill, would also be safeguarded. 

Private fund investment advisers would be required to safeguard client assets over which they 
have custody, including verification of such assets by independent accountants.54 Taking into 
account the public interest and the economy, the SEC must increase the financial threshold for 
accredited investors, and is required to adjust that threshold every four years to determine 
whether the requirements of the definition should be adjusted or modified for the protection of 
investors.55 
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53 5 U.S.C. § 552. 
54 Section 411 of the Dodd-Frank Act. 
55 Section 413 of the Dodd-Frank Act. 
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