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Based on a subsequent order by the Circuit Court, we have made important revisions to our Client 
Memorandum of June 23.  The subsequent order stays the effectiveness of the Circuit Court’s 
order vacating the hedge fund manager registration rule to give time for the SEC to petition for a 
rehearing. 

 
Federal Court Overturns 

Hedge Fund Manager Registration Rule 
On June 23, the United States Court of Appeals for the District of Columbia Circuit vacated and 
remanded Rule 203(b)(3)-2 and related rule amendments under the Advisers Act (the “Hedge Fund 
Rule”) adopted by the SEC in December, 2004.  The court’s decision effectively overturns and throws out 
the Hedge Fund Rule, although the court has withheld issuance of the order vacating the rule until seven 
days after disposition of any timely petition by the SEC for rehearing.  See Goldstein, et al., v. Securities 
and Exch. Comm’n, No. 04-1434 (D.C. Cir. June 23, 2006), available at: 
pacer.cadc.uscourts.gov/docs/common/opinions/200606/04-1434a.pdf. 

Prior to the adoption of the Hedge Fund Rule, many hedge fund advisers were able to avoid registration 
by relying on Section 203(b)(3) of the Advisers Act and Rule 203(b)(3)-1 thereunder.  Section 203(b)(3) 
generally exempts from SEC registration any investment adviser with fourteen or fewer clients in any 12- 
month period.  Meanwhile, Rule 203(b)(3)-1 had generally defined a hedge fund as a single client.  The 
Hedge Fund Rule changed the definition of “client” so that a hedge fund adviser needed to look though its 
hedge funds and count each investor as a client for these purposes.  Thus, the Hedge Fund Rule 
effectively made the Section 203(b)(3) exemption unavailable to hedge fund advisers. 

In reaching its decision, the court focused on the shift in the SEC interpretation of the meaning of the term 
“client.”  The court concluded that the interpretation embodied in the Hedge Fund Rule “falls outside the 
bounds of reasonableness” and “comes close to violating the plain language of the statute.”  The court 
reached this conclusion by reviewing prior judicial decisions, Congress’ use of the term in the Advisers 
Act generally, and prior SEC interpretations of the term, including the view that a registered investment 
company is the adviser’s client rather than the investment company’s investors.  In short, the court 
concluded that a hedge fund should be viewed as an adviser’s client, rather than the fund’s investors, and 
added that the SEC did not adequately explain “how the relationship between hedge fund investors and 
advisers justifies treating the former as clients of the latter.” 

SEC Options 

The court decision leaves the SEC with a limited number of options.  First, the SEC could continue the 
legal case by requesting a rehearing (or a rehearing by the full Court of Appeals) within 45 days of the 
date of the decision or by appealing the decision to the Supreme Court.  If the SEC does not petition for a 
rehearing within 45 days, the order vacating the Hedge Fund Rule will issue and take immediate effect.  
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Second, the SEC could attempt to redraft the rule in a way that would satisfy the court’s concerns, an 
alternative that we believe would be very challenging based on the rationale contained in the court’s 
opinion.  Third, the SEC could lobby congress to amend the Advisers Act in a way the specifically calls for 
the registration of hedge fund advisers.  Finally, the SEC could concede that hedge fund advisers with 14 
or fewer funds do not need to register.   

SEC Chairman Cox has issued a statement disclosing that he has “instructed the SEC's professional staff 
to promptly evaluate the court's decision, and to provide to the Commission a set of alternatives for our 
consideration.”  A full copy of Chairman Cox’s statement can be found at: 
http://www.sec.gov/news/press/2006/2006-101.htm. 

Potentially Broader Implications 

In addition to striking down the Hedge Fund Rule, the court’s decision and rationale could have a 
significant impact on how the SEC interprets and applies the Advisers Act to hedge fund advisers.  
Specifically, the court opinion states that a hedge fund adviser “owes fiduciary duties only to the fund, not 
to the fund’s investors.”  The SEC previously took the opposite position (i.e., that fiduciary duties are 
owed to the fund’s investors).  The SEC relied on this position to conclude, among other matters, that a 
registered hedge fund adviser needs to provide a copy of its Form ADV Part II to the fund’s investors.  We 
believe that this issue and several other obligations that arise out of references to the term “client” may be 
called into question as they apply to hedge fund advisers. 

Options for Hedge Fund Advisers 

Hedge fund advisers that registered with the SEC solely based on the Hedge Fund Rule may consider 
deregistering (assuming generally that they continue to advise 14 or fewer funds), pending the case’s 
final outcome.  Hedge fund advisers, however, may consider other factors in making this determination, 
including (1) the possibility that the courts may issue a further stay or that the SEC or Congress may 
nevertheless craft some other approach to require future registration; (2) whether the adviser has relied 
on the benefits of registration, such as to hold itself out generally to the public as an investment adviser 
(including through a publicly available website), or accepted ERISA and other plan asset money in any 
fund in excess of 25% of any class of the fund’s securities; and (3) whether existing and potential 
investors would be comfortable with deregistration. 

Hedge fund advisers that have not registered in reliance on the two-year lock up provision may consider 
accepting investor money without regard to the lock up, again depending on the final outcome of the 
litigation.  In determining whether to do so, these advisers should consider that the SEC or Congress may 
require hedge fund advisers to register by means of a new rule or legislation that contains a similar 
exception for funds imposing a two-year lockup.  We expect that most hedge fund advisers who may be 
affected by the court’s decision will take a wait-and-see approach. 

 

 

* * * 
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If you have any questions about this memorandum or want to discuss in more detail the court decision, 
please call Terrance O’Malley at (212) 859-8402 or Jessica Forbes at (212) 859-8558, or any of the 
other partners in the Fried Frank Asset Management Group. 

 
New York   
Lawrence N. Barshay 212.859.8551 lawrence.barshay@friedfrank.com 
Jessica Forbes 212.859.8558 jessica.forbes@friedfrank.com 
David S. Mitchell 212.859.8292  david.mitchell@friedfrank.com 
Terrance J. O’Malley 212.859.8402 terrance.omalley@friedfrank.com 
Gil Raviv 212.859.8798 gil.raviv@friedfrank.com 
Kenneth I. Rosh  212.859.8535 kenneth.rosh@friedfrank.com 
   
Washington   
Richard Ansbacher 202.639.7065  richard.ansbacher@friedfrank.com 
Walid Khuri 202.639.7013 walid.khuri@friedfrank.com 
Richard A. Steinwurtzel 202.639.7120 richard.steinwurtzel@friedfrank.com 
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