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Hedge Fund Update

On October 26, 2004, the Securities and Exchange Commission (the “Commission’”) adopted a new rule and
rule amendments (the “New Rules’) that will require most hedge fund advisers to register as investment advisers
under the Investment Advisers Act of 1940 (““Advisers Act’”). The New Rules may have a significant impact on
hedge fund advisers, depending on the size, structure and operations of the adviser and its funds. Advisers who
must register as a result of the New Rules must register under, and be in full compliance with, the Advisers Act
no later than February 1, 2006.

REGISTRATION OF CERTAIN HEDGE FUND ADVISERS

Impact of New Rules areas of emphasis include performance
fees, custody i ssuesand marketing practices.
The New Rules will require investment advisers to

privatefundsthat currently rely onthe* privateadviser” * Register no later than February 1, 2006. If
exemption' to take the following steps on or before you choose to register early, you must
February 1, 2006: comply with al provisionsof the Advisers

Act as of the date of your effectiveness.
e Assess whether or not the New Rules

requireyoutoregister withtheCommission Assess Registration Requirements

asaninvestment adviser. Asageneral rule,

many adviserstohedgefundswill berequired The New Rulesrequireinvestment advisersto “private
to register under the New Rules. Advisers funds” to count all investorsinthefund, rather thanonly
to venture capital and private equity funds the fund itself, for the purpose of determining the
likely will not need to register. availability of theprivateadviser exemption.? The New

Rules define a“ private fund” as afund that®:
* Designate a Chief Compliance Officer.

1) would be an investment company but for

»  Develop written compliance policies and theexceptionsin Section 3(c)(1) or 3(c)(7)
procedures that comply with the Advisers of the Investment Company Act of 1940;*
Act.

2) permitsinvestorsto redeem their interests
*  Implementarecordsprogramthat complies within two years of purchase; and
with the Advisers Act.
3) isofferedbased ontheinvestment advisory
* Review fund and adviser operations for skills, ability or expertiseof theinvestment
compliancewiththeAdvisersAct. Particular adviser.
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This definition was intended to exclude private
equity funds and venture capital funds, which require
long-term capital commitments, fromthedefinitionof a
privatefund. Thedefinitional sowasintendedtoexclude
structured finance vehicles from the definition of a
private fund. Nevertheless, we urge al advisers of
private pooled vehicles to review their particular
circumstances to ensure that they are not inadvertently
covered by the New Rules.

Anadvisertoaprivatefund must count all investors
in the fund, rather than only the fund, as clientsfor the
purpose of determining the availability of the private
adviser exemption. The fund itself does not count, and
certaininsidersdo not count, asclientsfor this purpose.
Because most hedge funds have more than fourteen
investors, most investment advisersto hedge fundswill
be required to register as aresult of the New Rules.

The New Rules specifically address the treatment
of non-U.S. advisers. If you areanon-U.S. adviserto a
private fund and you accept subscriptions from U.S.
investors, you should review the application of the New
Rules to your circumstances.

If an adviser has fifteen or more clients and assets
under management in excess of $30 million, it must
register with the Commission. If an adviser has assets
under management between $25and $30million, itmay,
butisnot requiredto, register withtheCommission. If an
adviser has less than $25 million in assets under
management, state law will apply. While the “look
through” provisionsof the New Rules do not expressly
extendto states, itispossiblethat statesalsowill seek to
regul ate hedge fund advisers.

To register with the Commission, an investment
adviser must submit Part | of Form ADV electronically
through the IARD system and must complete and
maintain Part 1l of Form ADV (or a comparable
brochure). Part11 generally includesadetailed description
of services and products, fees, biographies of key
personnel, investment management approach, brokerage
and trading practices, and conflicts of interest.

You will need to have many of your compliance
policies and procedures in place in order to complete
your registration. You should also allow 30 days for
the Commission to process your registration. We
recommend that you commence the registration
process several months in advance of the deadline.

Develop Compliance Program

The Advisers Act also requires registered advisers to
designate a Chief Compliance Officer (CCO). A CCO
must beasupervised personof thefirmandisresponsible
for administering the firm's compliance policies and
procedures.® Thestaff of the Commission hasindicated
that such person should be aperson of staturewithinthe
firm and should havetherequisite authority to carry out
hisfunction.

The Advisers Act requires registered advisers to
(i) adopt andimplement written policiesand procedures
reasonably designedto prevent violationby thefirmand
its supervised persons of the provisions of the Advisers
Actandrulesthereunder, and(ii) review nolessfrequently
than annually the adequacy of such policies and
proceduresandtheeffectivenessof theirimplementation.
Advisers to hedge funds should focus in particular on
conflicts raised by the typical hedge fund structure,
including significant personal investment by insiders, the
use of performancefees, and side-by-side management
of longonly andlong/short portfolios.

Inadditiontothisgeneral requirement, theAdvisers
Act specifically requires registered advisers to adopt
(1) written policies and procedures to prevent insider
trading, (ii) aCodeof Ethicsgoverning personal trading
and other matters, and(iii) written policiesand procedures
governing proxy voting. The staff of the Commission
alsonoted several specifictopicsthat should becovered
by afirm’ swritten compliance policieswhenit adopted
thenew CCO and complianceprocedurerequirements.®

Inaddition, other regulations(e.g., Regulation S-P)
may apply toaregisteredinvestment adviser that did not
apply to an exempt investment adviser.

Compliance with this portion of the Advisers Act
rules may require significant enhancements to
personnel, policies and procedures, and systems.
Some firms will need to consider hiring an external
person to fulfill the Chief Compliance Officer role.

Implement Records Program

The Advisers Act imposes extensive records
requirements on registered investment advisers. The
New Rulesprovidethat all records of aprivatefundfor
which a registered investment adviser or its affiliate
serves as genera partner, managing member or in a
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similar capacity shall be considered records of the
adviser. Thismeanssuch recordsmust bemaintainedin
accordancewiththeAdvisersActand, moresignificantly,
are available to the Commission staff upon inspection.

TheNew Rulesal so addressthe use of performance
information. The New Rules allow a newly registered
private fund adviser to continue to use performance
information for private funds and separate accounts
eventhoughtheadviser’ srecordsprior toitsregistration
likely did not meet the Advisers Act requirements. The
newly registered adviser must maintaincompliant records
fromthedate of theeffectivenessof itsregistration. The
adviser must maintain whatever supporting records it
hasfor the period prior to itsregistration.

Review Fund and Adviser Operations

TheNew Ruleswill requirenewly registered advisersto
review the terms and structure of their hedge fund
productsand, in somecases, to changethefund structure
or documentation. Inaddition, newly registered advisers
will need to review the operations of the adviser for
compliancewith substantive provisionsof the Advisers
Act. Three areas of focus include performance fees,
custody rules, and marketing practices.

The Advisers Act generally precludes the use of
performance fees (i.e., fees based on capital gains or
appreciation), exceptfor“ qualifiedclients.” Thetypical
hedge fund performance fee structure is precluded by
this provision. Accordingly, newly registered advisers
must limit their use of performance fees to “qualified
clients’ on a going-forward basis.” A 3(c)(7) fund is
deemedto beaqualified client. Hedge fund advisersto
3(c)(1) funds will need to implement grandfather
provisionsfor existing investorsand will needtorevise
their subscription material sto takeinto account the new
gualifiedclient provisionsfor eachindividual investor.

For many hedgefunds, theinvestment adviser or an
affiliate also serves as general partner or managing
member. The Commission takes the position that the
adviser is deemed to have custody of such assets. In
order tomeet AdvisersAct rulesgoverning custody, the
fundmust ddliver auditedfinancial statementstoinvestors
within 120 days of the fund’ sfiscal year end (180 days
for hedge fund-of-funds).

The Advisers Act includes detailed records
reguirementsto support performance presentationsand

imposessevera substantivereguirementsonthecontent
of marketing materials. Additionally, the Advisers Act
regquires aregistered investment adviser to enter into a
written agreement containing certainprovisionswithall
third-party solicitors and to ensure that the solicitor
discloses the arrangement to potential clients.
Accordingly, newly registered advisersshould eval uate
whether any solicitation or referral arrangements must
comply with these provisions of the Advisers Act.

Effective and Compliance Dates

The New Rules were effective February 10, 2005.
Privatefund advisersmay el ect to begin complyingwith
the New Rules as of their effective date, but must
comply nolater than February 1, 2006. An adviser must
comply withall provisionsof the AdvisersAct uponthe
effectiveness of its registration.

1 Currently, many investment advisers to hedge funds rely on the
“privateclient” exemption, which exemptsaninvestment adviser
fromregistrationwiththe Securitiesand ExchangeCommissionif
it had fewer than fifteen clients during the preceding twelve
months, andit doesnot holditself out tothepublicasaninvestment
adviser or act asan investment adviser to aregistered investment
company. Prior totheNew Rules, ahedgefund counted asasingle
client for this purpose. Advisers Act, Section 203(b) and former
Rule 203(b)(3)-1.
Rule 203(b)(3)-1.
Rule 203(b)(3)-2.
Section 3(c)(2) of thelnvestment Company Act excludesfromthe
definition of “investment company” those fundswith fewer than
100 sharehol ders, and Section 3(c)(7) of thel nvestment Company
Act excludesfrom the definition of “investment company” those
funds that permit only investors that are “qualified purchasers.”
Most hedge funds, private equity fundsand venture capital funds
rely on these provisions.
> The requirement to designate a Chief Compliance Officer was
effective February 5, 2004, with an October 5, 2004 compliance
date. The requirement generated much debate and, in particular,
raised concernsregarding the potential liability of such person. A
complete discussion of these issues is beyond the scope of this
article,
& Investment AdvisersAct ReleaseNo. 2204 (December 17, 2003).
These areas include, without limitation, valuation and client
reporting, tradeall ocati ons, best execution, affiliated transactions,
confidentiality of customer informeation, recordkeepingandbusiness
continuity planning.
In order to prevent disruptionin the operation of hedgefunds, the
Commission grandfathered in existinginvestors. Thisexemption
applies to additional capital contributions of such investors, but
not to anew account opened by such aninvestor or aninvestment
in anew fund by such investor.
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Contributing Authors: Deborah Bielicke Eades and Byron D. Hittle.

If you have any questions regarding material in this issue of the
Investment Services Bulletin, please contact the authors or your
regular Vedder Price contacts.

The Investment Services Bulletin is published by the law firm of
Vedder, Price, Kaufman & Kammbholz, P.C.It is intended to keep our
clients and interested parties generally informed on developments
in the investment services industry. It is not a substitute for
professional advice.

© 2005 Vedder, Price, Kaufman & Kammholz, P.C. Reproduction of
this bulletin is permitted only with credit to Vedder, Price, Kaufman
& Kammholz, P.C. For an electronic copy of this newsletter, please
contact us at info@vedderprice.com.
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