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C Proposes Rule and Rule Amendments Requiring Registration of Certain 
dge Fund Managers 

July 20, 2004, the Securities and Exchange Commission (“Commission”) proposed a new rule and rule amendments (the 
oposal”) under the Investment Advisers Act of 1940 (the “Advisers Act”) which, if adopted, would require certain hedge 
 managers to register with the Commission. The Proposal can be found at http://www.sec.gov/rules/proposed/ia-2266.htm. 

 Registration 

osed new Rule 203(b)(3)-2 would 
ire investment advisers to count each 
stor in a “private fund” as a client for 
urpose of determining whether or not 
rivate adviser exemption of Section 

(b)(3) of the Advisers Act is available.  
 practical effect of the proposed rule 
ld be to eliminate the private adviser 
ption for most hedge fund managers, 

eby requiring them to register with the 
mission and comply with the full 
latory scheme of the Advisers Act. 

 Proposal contains various 
-through provisions.  In cases where a 
stered investment company invests in 
ivate fund, proposed Rule 203(b)(3)-2 
ld require the hedge fund manager to 
t the investors in the registered 
stment company as clients when 
rmining whether registration is 
ired.  Offshore hedge fund managers 
 would be required to look through the 

private funds they advise and count any 
U.S. investors as clients.  As a result, 
offshore hedge fund managers would be 
required to register with the Commission 
if the private funds that they advise had 
fifteen or more U.S. investors.  However, 
unlike domestic advisers, offshore hedge 
fund managers generally would not be 
subject to the full scope of Advisers Act 
regulation and would only be required to 
comply with the anti-fraud provisions of 
the Advisers Act with respect to the 
offshore fund and its investors. 

the company permits investors to 
redeem their interests in the fund 
within two years of their purchase; 
and 

A “private fund” is a fund that meets the 
following three requirements: 

 

 

 the company offers interests in the 
fund based on “the investment 
advisory skills, ability or expertise” 
of the adviser.   

The definition of “private fund” contains 
an exception for a company with its 
“principal office and place of business 
outside the United States, makes a public 
offering of securities in a country other 
than the United States, and is regulated as 
a public investment company under the 
laws of [a] country other than the United 
States.” 

the company relies upon the 
exceptions in Sections 3(c)(1) or 
3(c)(7) of the Investment Company 
Act of 1940 (the “Investment 
Company Act”) to avoid registration 
under the Investment Company Act;  

The definition also excepts companies 
that permit investors to redeem their 
interests within two years of their 
purchase when such redemptions are 
limited to interests acquired with 
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reinvested dividends and to redemptions 
due to extraordinary, unforeseeable 
events. 

Related Amendments 

In addition to proposing new Rule 
203(b)(3)-2, the Commission proposed 
various conforming rule amendments.  
For example, the Commission proposed to 
amend Rule 203(b)(3)-1.  Investment 
advisers have relied on paragraph 
(a)(2)(1) of Rule 203(b)(3)-1 to count a 
legal entity as a single client (instead of 
counting each owner of such entity as a 
client) to avoid being required to register 
under the Adviser Act.  The amendment 
would clarify that investment advisers 
cannot rely on paragraph (a)(2)(1) to 
count a private fund as a single client.  

In addition, the Proposal amends the 
adviser’s books and records requirements 
(Rule 204-2).  If the hedge fund adviser 
serves as a general partner, a managing 
member or in a comparable capacity to a 
private fund, the adviser would have to 
include records of such private fund as 
part of its books and records.  This 
requirement includes the records of a fund 
where a related person of the adviser (as 
defined in Form ADV) serves as the 
general partner, managing member or in a 
similar capacity to the fund. 

The proposed amendments to Rule 204-2 
would provide transitional relief with 
respect to records supporting past 
performance claims.  For periods prior to 
registering with the Commission, a newly-
registered hedge fund adviser would not 
be required to comply with the 
recordkeeping requirements of Rule 204-2 
to support claims of its past performance, 

but would instead be required only to 
retain the records that it actually has 
supporting such performance claims. 

Hedge fund advisers required to register 
under the Advisers Act would be 
prohibited from charging clients 
performance fees unless such clients are 
“qualified clients.”  The Commission is 
proposing to grandfather current clients of 
hedge fund advisers by amending Rule 
205-3 to allow hedge fund advisers to 
continue to charge performance fees to 
their current investors, even those which 
are not “qualified clients.”  The 
grandfathering provision would prevent a 
hedge fund’s current investors from 
having to divest their interests in the fund 
and would permit such investors to add 
additional funds to their current account.  
The amendment would not, however, 
allow investors in a hedge fund which are 
not “qualified clients” to open new 
accounts with the fund.  

The Proposal also would add greater 
flexibility to the Custody Rule (Rule 
206(4)-2), permitting advisers to hedge 
funds and other pooled investment 
vehicles to distribute their audited 
financial statements to investors within 
180 days, instead of the shorter 120 days 
currently required by the Custody Rule. 

The Proposal contains an amendment to 
Form ADV requiring (if adopted) more 
detailed disclosure of private fund 
activities. 

Adoption is Uncertain 

Adoption of the Proposal in its current 
form, or at all, is uncertain.  This situation 
is due in large part to substantial 

opposition to the Proposal by two 
Commissioners which, in a rare move, 
filed a written dissent, and to substantial 
opposition by the Chairman of the Federal 
Reserve, Alan Greenspan, and others.  As 
a result, the Proposal may change 
significantly or may not be adopted. 

If the Proposal is adopted, it is uncertain 
as to when hedge fund advisers would 
have to register with the Commission.  
The Commission is requesting comment 
on the required time it would take in order 
for hedge fund advisers to register under 
and to be able to comply with the 
requirements of the Advisers Act.    

Comments to the Proposal must be 
submitted to the Commission by 
September 15, 2004.  It is conceivable 
that final action concerning the proposal 
could occur within 2 months of that date. 

Impact of Registration 

Were the Proposal to be adopted largely 
in its current form, it would have a 
significant impact on many hedge fund 
advisers.  Domestic hedge fund advisers 
required to register with the Commission 
would have to comply with the full scope 
of the Advisers Act and the regulations 
adopted pursuant to that statute, including 
regulations concerning custody of client 
assets, solicitation of new investors, 
advertising, charging of performance fees, 
recordkeeping and supervision.  In 
addition, registered hedge fund advisers 
would be required to file periodic reports 
with the Commission and would be 
subject to Commission inspection. 
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