
 

 Oct

SE
Ad

In a
hed
requ
last
rele

 

Rule
reas
requ
this 
hedg
grow
(cur
the n
at 70
dem
Sev
new
abso
fund
frau
inve
inve
plan
orga
main
“wo
Com

1 

 

SecMail
®

 

ober 27, 2004   SecMail
®

 No. 04-10-27 www.ffhsj.com/practice_groups/sec_reg.htm

C Votes to Require Hedge Fund Managers to Register as Investment 
visers 

 3-2 decision, the Securities and Exchange Commission yesterday adopted new Rule 203(b)(3)-2, that will require certain 
ge fund managers to register with the Commission under the Investment Advisers Act of 1940.  Registration will be 
ired beginning in February 2006.  Chairman William Donaldson explained that the Rule is “substantially as proposed” 

 summer with some revisions to address the concerns raised by commentators.  Once the Commission issues its adopting 
ase, we will update you on the substantive differences between the proposed rule and the final rule. 

 proponents noted that the primary 
ons for adopting a registration 
irement for hedge fund managers at 
time include the rapid growth of the 
e fund industry, particularly the 
th of assets under management 

rently estimated at $866 billion) and 
umber of funds (currently estimated 
00), and the increasingly diversified 

ographics of hedge fund investors.  
eral Commissioners cautioned that 
 investors, who cannot afford to 
rb the risks associated with hedge 
 investments or the costs of potential 
d, are investing in hedge funds.  Such 
stors include smaller, non-traditional 
stors; public and private pension 
s; endowments; and charitable 
nizations.  Chairman Donaldson 
tained that failure to adopt the Rule 

uld be a major dereliction of the 
mission’s duty.” 

Impact of Rule 203(b)(3)-2 

By requiring hedge fund managers to 
register as investment advisers, the 
Commission will be able to: 

• collect information regarding the 
hedge fund industry; 

• conduct examinations of hedge fund 
advisers to identify compliance 
problems and practices that might be 
harmful to investors, and to provide a 
deterrent to unlawful conduct;   

• deny registration to hedge fund 
managers who have been convicted of 
a felony or have a disciplinary record 
subjecting them to a disqualification; 
and 

• require registrants to adopt policies 
and procedures designed to prevent 
violations of the Advisers Act and to 
designate a chief compliance officer. 

Registering with the Commission as an 
investment adviser will have a significant 
impact on many hedge fund managers. 
Domestic hedge fund advisers required to 
register with the Commission will 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, charging of 
performance fees, recordkeeping, and 
supervision.   

Counting Clients 

Given Chairman Donaldson’s statement 
that the Rule will be adopted 
“substantially as proposed,” we anticipate 
that it will require a hedge fund manager 
with 15 or more clients during the 
preceding 12 months and with more than 
$30 million in assets under management 
to register as an investment adviser.  The 
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practical effect of the Rule will be to 
eliminate the private adviser exemption 
for most hedge fund managers, thereby 
requiring hedge fund managers to register 
with the Commission and comply with the 
full regulatory scheme of the Advisers 
Act.  The new Rule will require 
investment advisers to count each investor 
in a “private fund” as a client, rather than 
count the “private fund” as a single client, 
for the purpose of determining whether or 
not the private adviser exemption of 
Section 203(b)(3) of the Advisers Act is 
available.1   

We anticipate that the Rule will include 
various other proposed look-through 
provisions.  In cases where a registered 
investment company invests in a private 
fund, Rule 203(b)(3)-2 will likely require 
the hedge fund manager to count the 
investors in the registered investment 
company as clients when determining 
whether registration is required.  

Based on the proposed rule, offshore 
hedge fund managers also will 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 will be required to register with 

the Commission if the private funds that 
they advise had 15 or more U.S. investors 
in the previous 12 months.  An offshore 
hedge fund manager would look to the 
place of organization in the case of a 
corporation or business entity or to the 
location of the trustee in the case of trust 
to determine whether an investor is a 
“U.S. investor.”  Investor residency would 
be determined only at the time the client 
invests in the fund; subsequent relocations 
would not change the investor’s status.   

Transition Period Rules 

Registration will be required beginning in 
February 2006, providing a 14-month 
transition period.  In addition, we 
anticipate that various transition rules will 
provide some relief to hedge fund 
managers that are required to register.  It 
is also expected that the Commission will 
issue an interpretive letter or letters to 
further address any transitional issues that 
may arise.   

Until the effective date, the Commission 
will not look back to count the number of 
hedge fund investors for the previous 12 
months.  Further, if the fund offers 
investors redemption rights for 

investments that have been in the fund for 
less than two years (and meets the other 
two parts of the definition of “private 
fund” discussed above), the fund will be 
considered a "private fund" and the 
adviser would be required to look through 
the private fund to the investors for the 
purpose of counting clients.  The 
Commission will not apply this 
requirement retroactively; instead, the 
requirement will only be applied to new 
investors in funds beginning on the 
effective date.   

Commission Examination Task Force 

In response to concerns that Commission 
oversight is not sufficiently developed and 
that agency resources are limited, 
Chairman Donaldson has directed the 
formation of a task force of SEC staff 
members to be responsible for the 
development of processes by which 
Commission examination will become 
risk-filtered and risk-based.  The task 
force will begin meeting immediately.  
The Commission’s goal is to have a risk-
based inspection program operational by 
February 1, 2006. 

                                                 
1 The Commission proposed to define the term “private fund” for the purpose of determining whether registration is 

required as a fund that (a) 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; (b) permits investors to 
redeem their interests in the fund within two years of their purchase; and (c) offers interests in the fund based on “the 
investment advisory skills, ability or expertise” of the adviser. 
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