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Chapter I:  Introduction 

 
I. Introduction. 

Over the past decade, private investment funds, including hedge funds, have experienced 
unprecedented growth.  According to recent statistics, hedge fund assets have grown 
from approximately $39 billion among 610 funds in 1990 to over 6,000 hedge funds with 
approximately $600 billion in assets by 2003.1  More recently, in the first quarter of 
2003, just less than $7 billion of new capital came into the hedge fund industry.2  
Industry experts predict that hedge fund assets will continue to grow at rates of upwards 
of 25% over the next five (5) years.3   

Hedge funds are attracting more institutional investors such as pension plans, 
foundations, and endowments, as well as more mainstream investors, in record number.  
These types of investors represent a break from the traditional type of hedge fund 
investor, namely high net worth individuals.  Moreover, nearly every large mutual fund 
family, brokerage house, and bank is offering, or plans to offer, hedge funds to 
institutional clients and wealthy individuals.  Some hedge funds now have initial 
minimum investments as low as $25,000,4 a far cry from the days of million dollar initial 
minimum investments.   

The increase in the number of, and amount of money invested in, hedge funds has 
attracted the attention of regulators.  For example, the Securities and Exchange 
Commission (“SEC”) has garnered statistical data about these funds and has increased its 
knowledge of how this industry operates.5  Up to now, hedge funds have been subject to 
limited regulation.  The tide, however, appears to be changing and there is concern that 
the initiatives by the SEC to learn more about the hedge fund industry could lead to some 
form of regulation over these funds.  Moreover, in June 2003, House Financial Services 
Capital Markets Subcommittee Chairman Richard Baker said that he expects to consider 
legislation to regulate hedge funds by the end of the year 2003.6  On September 29, 2003, 
the staff of the SEC released a report entitled “Implications of the Growth of Hedge 
Funds” that is the result of the staff’s research and study of the industry.7  The report 

                                                 
1  Tremont Tass Research (a hedge fund database), TASS Asset Flows Report First Quarter 2003, cited from 
Financial Times, “Man Announces Record Raising for New Fund,” July 2, 2003 available at 
http://news.ft.com/servlet/ContentServer?pagename=FT.com/StoryFT/FullStory&c=StoryFT&cid=1054966597435 
(last visited on July 2, 2003). 
2  Id.  
3  Business Week, “Will Hedge Funds Be Overrun by All the Traffic?,” Mar. 11, 2002 at 82. 
4  Barron’s, “Hedging Their Bets,” Jan. 7, 2002 at F3; Forbes, “The $500 Billion Hedge Fund Folly,” Aug. 8, 
2001 at 70. 
5  For instance, on May 2003, SEC held a two-day hedge fund roundtable and discussed a number of 
regulatory and other issues.  
6  BNA Securities Regulation & Law Report, “Baker Foresees Legislation Before End of ’03; Details to 
Follow,” Vol. 35, No. 26 (June 30, 2003).   
7  A copy of the Staff Report can be found at http://www.sec.gov/news/studies/hedgefunds0903.pdf.   
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outlines the staff’s factual findings regarding the industry, identifies regulatory concerns, 
and makes recommendations to the SEC regarding “improvement” of the current system 
of regulation and hedge fund oversight.  On July 14, 2004, the SEC proposed (by a 3 to 2 
vote) a new rule and rule amendments that would require hedge fund advisers to register 
with the SEC under the Investment Advisers Act of 1940, as amended (“Advisers Act”).  
See Section II.A of the course materials for more detail. 

As such, it is important to understand where the industry has been, where the industry is 
heading, and the issues regarding the industry that may warrant the SEC to regulate 
hedge funds. 

A. Regulation. 

Even though hedge funds have traditionally not been subject to a comprehensive 
regulatory scheme, there are a number of statutes and regulations that do impact 
on the operations and activities of these funds.  These statutes and regulations 
include the federal securities laws, state securities and corporate laws, federal and 
state tax laws, federal pension laws, regulations enacted by self-regulatory 
organizations and rules established by the SEC, the Internal Revenue Service 
(“IRS”), and the Department of Labor (“DOL”).  Specifically, the organization 
and operation of hedge funds are affected by each of the following statutes and 
entities. 

1. Securities Act of 1933, as amended (“Securities Act”). 

The Securities Act governs the offering process for securities and 
establishes civil liability for false registration statements.  The Securities 
Act also has anti-fraud provisions with respect to the offer and sale of 
securities.   

2. Securities Exchange Act of 1934, as amended (“Exchange Act”). 

The Exchange Act regulates, among other things, activities of securities 
brokers and dealers, the registration of classes of securities and related 
reporting obligations and reporting obligations of investment advisers with 
respect to certain institutional accounts.  The Exchange Act also has anti-
fraud provisions with respect to the purchase and/or sale of securities.   

3. Investment Company Act of 1940, as amended (“Investment 
Company Act”). 

The Investment Company Act regulates open- and closed-end investment 
companies, as well as their advisers and principal underwriters.  The  



 
 

I - 3 

Investment Company Act also provides for certain investment restrictions 
on investment companies, whether registered or not under the Act. 

4. Investment Advisers Act of 1940. 

The Advisers Act regulates investment advisers, including unregistered 
investment advisers.  To the extent a manager for a hedge fund is 
registered under the Advisers Act, there may be implications with respect 
to, among other things, performance fees, custody of fund assets, books 
and records, and principal and agency cross-trades. 

5. Commodity Exchange Act (“CEA”). 

The CEA governs trading in futures contracts and commodity options.  
Hedge funds may be subject to the provisions of the CEA if they trade in 
these instruments.  Moreover, a manager of a hedge fund that trades in 
these instruments may need to register as a commodity pool operator 
(“CPO”) or commodity trading advisor (“CTA”) under the CEA.  CPO or 
CTA registration may have, among others, record keeping and disclosure 
obligations. 

6. Internal Revenue Code of 1986, as amended (“Code”). 

The Code and the regulations thereunder govern the tax treatment of 
hedge funds, including distributions to their owners.  There are a variety of 
tax issues depending on who the participants in a fund are and the 
structure of the hedge fund.  For example, hedge funds that are taxed as 
partnerships offer pass-through tax treatment with respect to their 
investments. 

7. Employee Retirement Income Security Act of 1974, as amended 
(“ERISA”). 

ERISA establishes principles of fiduciary conduct and responsibility 
applicable to persons who manage or control the assets of an employee 
benefit plan.  ERISA applies to most private employee benefit plans.  
Certain types of retirement plans or arrangements, such as individual 
retirement accounts (“IRAs”) not sponsored by an employer and plans 
covering only self-employed individuals (sometimes called “Keogh 
plans”), are not subject to ERISA.  These plans and arrangements (as well 
as ERISA plans) are, however, subject to Code Section 4975, which 
imposes excise taxes on prohibited transactions substantially similar to 
prohibited transactions described in ERISA. 

If the assets of a hedge fund are deemed to be “plan assets” for purposes 
of ERISA and/or Code Section 4975, the fund manager will be an ERISA 
“fiduciary” with respect to all ERISA plans participating in the fund and 
will be required to comply with fiduciary responsibility rules under 
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ERISA and prohibited transaction restrictions imposed by ERISA and 
Code Section 4975.  These rules and restrictions may have a substantial 
impact on fund operations ranging from the manager’s fees to the types of 
investments the fund may make. 

8. State Securities and Corporate Law. 

States securities laws are primarily concerned with the registration of 
securities, broker-dealers and smaller investment advisers.  Managers may 
be subject to state investment adviser registration even where a manager 
may be exempt from registration under the Advisers Act.  State corporate 
law governs matters with respect to, among other things, the organization 
of the hedge fund and its corporate structure, voting issues, dissolution of 
a fund and state taxation.   

9. Foreign Laws. 

To the extent a hedge fund has overseas operations or is offered overseas, 
applicable foreign laws may apply.  Moreover, a number of hedge funds 
are incorporated in offshore jurisdictions and require compliance with 
local laws regarding the formation and registration of such funds.  

10. Banking Laws. 

This outline does not address the extent to which a bank or an affiliate of a 
bank (such as a bank holding company) may be involved in the 
management or operations of a hedge fund.  Investment management and 
advisory activities of banks and their affiliates are subject to applicable 
federal and state banking laws and regulations. 

B. Selecting a Domicile. 

1. Domestic Entities. 

Many factors may be involved in selecting an appropriate state in which to 
organize a private fund.  These may include: 

a. Marketing Issues.  

Some investors prefer some jurisdictions over others. 

b. Tax Issues. 

Some states tax a limited liability company (“LLC”) or its non-
resident members.  Some states also tax non-resident limited 
partners.  Other states, such as New York, may impose other taxes. 
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c. Corporate Law Issues.   

Some states, such as Delaware, often are viewed as having 
favorable corporate laws, and relatively easy organizational and 
ongoing reporting requirements.  Many states also require a private 
fund (and its adviser) organized in another state, but operating in 
that state, to qualify to do business. 

d. Regulatory Issues.   

Different states may have significant regulatory provisions 
affecting private funds, such as provisions requiring private fund 
advisers to register under state law, restrictions on solicitation 
activities and accepting performance fees, provisions requiring 
securities registration and broker-dealer registration provisions. 

2. Offshore Entities. 

As with domestic funds, there are a variety of offshore jurisdictions in 
which offshore unregistered funds may be domiciled.  Common 
jurisdictions include the Bahamas, Bermuda, the British Virgin Islands, 
the Cayman Islands, Guernsey, Jersey and Panama.  Funds organized for 
sale in the European Union (“EU”) often are based in Luxembourg or 
Ireland.  Among the factors to consider when selecting a domicile for an 
offshore private fund are: 

a. Favorable Tax Treatment.   

Many funds seek to be domiciled in jurisdictions that are tax 
friendly, and many of the principal countries for organizing 
offshore funds have favorable tax treatment for funds.  (Offshore 
funds that invest in the United States, however, may be subject to 
U.S. withholding taxes.) 

b. Marketing Considerations.   

As with domestic funds, many investors prefer to invest in entities 
located in jurisdictions with which they are familiar based on past 
experience.  Therefore, sponsors often locate offshore funds in 
jurisdictions based on the desires of their expected client base. 

c. Favorable Regulatory Structure.   

Fund sponsors often seek to organize funds in a jurisdiction that 
minimizes governmental regulation of the fund.  The fund sponsor 
may also seek to domicile the fund in a jurisdiction that has a 
regulatory framework that is consistent with the framework 
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governing the manager’s other pooled vehicles.  Several principal 
issues to consider are: 

i. availability of limited partnership (“LP”), LLC, exempted 
company and business and statutory trust entities that 
provide for limited liability of shareholders (and fund 
managers); 

ii. little or no regulation of the fund by the regulatory agencies 
of the offshore jurisdiction;  

iii. minimum investment requirements; and 

iv. little or no limitations or restrictions on purchasing or 
redeeming interests. 

d. Availability of Professional Service Providers.   

The availability of sophisticated legal, banking, administrative and 
accounting services also may be important considerations in 
determining where to domicile an offshore fund.  However, as a 
result of the repeal of the statutory basis for the so-called “Ten 
Commandments” – which were requirements set forth in 
regulations of the Department of the Treasury (“Treasury”) that 
generally restricted the ability of offshore funds to conduct back 
office, shareholder communication and similar activities in the 
United States – fund sponsors and domestic administrators may 
conduct some or all of a fund’s back office and support activities in 
the United States without exposing the fund or its investors to U.S. 
federal taxation. 

e. UCITS Funds.   

A fund that intends to be sold to retail investors of EU common 
market countries (i.e., a “UCITS” fund) must be domiciled in a 
jurisdiction that is eligible for sale into the European common 
market and that is recognized by the UCITS Directive countries.  
Typically, UCITS funds are organized in Luxembourg or Ireland.  
See Section D(4) below. 

C. Selecting an Entity.   

The following is a summary of some of the principal characteristics of both LLCs 
and LPs under Delaware law. 
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1. LLCs and LPs.   

Traditionally, domestic private funds offered to individuals have been 
structured as LPs and, more recently, as LLCs.  Both LPs and LLCs offer 
pass-through tax treatment – that is, unlike a corporation, they are not 
subject to entity-level taxation.  Instead, investors in an LP or LLC 
generally are taxed on their pro rata share of the income, gains and losses 
of the LP or LLC, irrespective of whether they receive any distributions 
from the LP or LLC. 

a. General Partner Liability.   

The principal advantage of an LLC over an LP is that the 
management of the LLC has limited liability for its debts, 
liabilities and obligations.  Under the Delaware Limited Liability 
Company Act, a member of an LLC, whether a managing member 
or non-managing member, has no liability beyond the member’s 
investment in the LLC.  Conversely, the general partners of an LP 
are liable for the debts, liabilities and obligations of the LP, which 
can exceed the amount of the general partners’ investment.  
Limited partners are protected from personal liability beyond their 
investment in the LP provided that they do not participate in its 
management.  An LP can, however, effectively limit the liability of 
the general partner by creating a corporation to serve as the general 
partner. 

b. Voting Rights.   

The Delaware Limited Liability Company Act specifically 
provides that LLCs may have different classes or groups of 
members and may give members no voting rights with respect to 
the LLC’s affairs.  Although an LP may specifically disclaim 
limited partners’ voting rights on specific matters covered by the 
Delaware Revised Uniform Limited Partnership Act, that Act does 
not generally contemplate complete control of the LP by its general 
partners. 

c. Tax Status.  

LPs and LLCs generally are eligible to receive pass-through tax 
treatment under the Code under the so-called “check-the-box” 
regulations. 

2. Delaware Statutory Trusts.   

Delaware statutory trusts (formerly known as “business trusts”) are 
frequently used by entities (such as banks) to manage investment vehicles 
without being an equity holder. 
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a. Liability of Trustees and Beneficial Owners.   

Unless the trust instrument provides otherwise, beneficial owners 
are entitled to the same limitation on personal liability extended to 
shareholders of private corporations.  Except as otherwise provided 
in the trust instrument, trustees, when acting in that capacity, are 
not personally liable to any person other than a beneficial owner 
for any act, omission or obligation of the trust. 

b. Management of the Trust.   

The trust must have at least one trustee that is a resident or has its 
principal place of business in Delaware.  The trust instrument may 
provide for classes, groups or series of trustees or beneficial 
owners and may provide for the taking of any action without the 
vote or approval of any particular trustee or beneficial owner or 
any class, series or group of trustees or beneficial owners. 

c. Tax Status.   

Delaware statutory trusts are eligible to receive pass-through tax 
treatment under the Code the same as LPs and LLCs. 

3. Other Entities. 

Depending upon factors such as the likely investors in a private fund, the 
sponsor of the fund, and the investment activities of the fund, a private 
fund also may be organized as an “S corporation,” investment trust, bank 
common or collective trust fund, insurance company separate account, 
unincorporated association or an ordinary corporation. 

D. Special Structures. 

1. Master-Feeder Structure.  

A “master-feeder” group of funds involves one or more “feeder” funds 
that invest in a “master” fund.  The master-feeder structure allows an 
adviser to sponsor multiple feeder funds, each with different sales charges, 
distribution channels and/or categories of eligible investors, while 
obtaining the benefits of diversification and economies of scale at the 
master fund level.  Master-feeder structures are common for, among 
others, offshore funds where advisers seek to “co-brand” a feeder fund 
with various offshore distributors, especially when the adviser does not 
have a distribution channel or sufficient contacts to offer funds in certain 
offshore jurisdictions.  Master-feeder fund structures also may be used to 
permit a U.S. registered mutual fund and an offshore fund to invest in a 
common master fund. 
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The major characteristics of a master-feeder structure are: 

a. The master fund and each feeder fund is organized as a separate 
legal entity. 

b. Each feeder fund generally invests all of its investable assets in the 
master fund. 

c. Interests in the master fund are sold privately to one or more feeder 
funds; the interests in the feeder funds are, in turn, sold privately to 
investors. 

d. The portfolio management, fund accounting and custody functions 
of a traditional unregistered fund are performed at the master fund 
level. 

e. The distribution, shareholder servicing and administration 
functions of a traditional unregistered fund are performed at the 
feeder fund level. 

2. Fund-of-Funds. 

a. Generally.   

A fund-of-funds is a private fund that invests some or all of its 
assets in other private funds.  Fund-of-funds have become an 
important source of potential capital to private funds that do not 
have well-established distribution networks. 

b. Closed-End Fund of Hedge Funds.   

Recently, several brokerage firms and investment banks have 
begun offering closed-end funds of hedge funds.  The purpose of 
these funds, which are registered as closed-end investment 
companies under the Investment Company Act, is to expose 
existing clients to a hedged investment product with a much lower 
minimum investment (often only $25,000 or $50,000) than a 
typical hedge fund relying on Regulation D under the Securities 
Act.  Although closed-end fund of hedge funds do offer a lower 
minimum investment than typical hedge funds, they are subject to 
the various requirements of the Investment Company Act, 
including limits on certain investment techniques and elaborate 
fund governance requirements.  

3. Parallel Funds.   

Parallel funds are two or more commonly managed funds that invest, on a 
pro rata basis, identically or substantially identically to one another.  For 
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example, the Investment Company Act essentially prohibits a foreign fund 
from registering in the United States, and U.S. funds often try to limit their 
offers and sales to non-U.S. residents for tax, administration and 
compliance reasons.  A U.S. mutual fund manager may, therefore, set up 
an offshore fund that is a parallel fund to a U.S. registered fund, as a 
means of offering a fund similar to that registered fund to foreign 
investors. 

4. UCITS Funds.   

Undertakings for Collective Investment in Transferable Securities 
(“UCITS”) were established under the regulations implementing the EU’s 
Directives.  Once a UCITS fund is approved in one EU country, 
applications may be made to have the fund offered and sold to the public 
in another EU country.   

a. As previously mentioned, a UCITS fund must be organized in an 
EU country – typically Luxembourg or Ireland. 

b. UCITS funds generally may invest only in transferable securities 
traded on a regulated market.  UCITS funds cannot invest in U.S. 
registered mutual funds.   

c. UCITS funds must be open-ended investment vehicles allowing 
the investor to redeem shares or units on request. 

d. A recent EU directive liberalized some of the rules applicable to 
UCITS funds (“UCITS III”).  It is now possible to create certain 
specialized types of UCITS funds, such as funds of funds, money 
market funds, cash funds and index funds.  In addition, the 
prospectus requirements for UCITS funds were simplified and EU 
countries are now prohibited from requiring additional documents 
or information.  However, many EU countries have not adopted 
legislation necessary to implement UCITS III. 

5. Venture Funds. 

a. Purpose.  

Venture capital funds invest exclusively to provide seed and other 
pre-public financing generally to newly established companies.  
These investments are of the very “high risk/high reward” variety.  
Many venture funds contemplate a large or even total loss on many 
investments with a view toward a multiple percentage increase on 
a limited number of investments that will ensure a high overall 
return.  A venture fund generally only profits on an investment 
when the portfolio company goes public or is acquired by another 
company. 
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b. Active Role.   

Very often, a venture capital fund will hold a large (sometimes 
even a majority) position in portfolio companies.  Lead venture 
capitalists typically take an active role in portfolio companies’ 
management, including holding seats on a board. 

c. Investment Company Act.   

It is important to note that venture capital funds as pooled 
investment vehicles may fall under the definition of “investment 
company” set forth in Section 3(a)(1) of the Investment Company 
Act and discussed in detail below.  Many venture capitalists 
consider their activities to be outside the purview of the Investment 
Company Act.  However, its possible application must be analyzed 
on a case-by-case basis. 

i. Rule 3a-1 Exclusion.   

This Rule excepts from the definition of “investment 
company” any company that invests no more than 45% of 
its assets and earns no more than 45% of its revenues from 
investment in securities.  The Rule excludes from these 
percentage tests securities in which a company has a 
majority interest.  Accordingly, it is possible that a venture 
capital fund with a substantial number of controlling 
positions would be able to satisfy the Rule’s requirements.  
It should be noted, however, that this is a risky proposition 
since volatile and often uncertain values of private 
investments could make compliance difficult on an ongoing 
basis. 

ii. Other Exemptions/Exclusions.   

A venture capital fund that cannot comply with Rule 3a-1 
must meet one of the other exceptions/exemptions from 
investment company registration discussed below, most 
notably either the 100 investor exception of Section 3(c)(1) 
or the “qualified purchaser” exception of Section 3(c)(7). 
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iii. Pronounced Integration Concern.   

As discussed below, in meeting the 100 investor exception 
from registration, care must be taken to avoid launching 
more than one fund within a short time frame that are very 
similar in investment style.  The SEC staff may view these 
as a single fund and “integrate” them in a manner that 
could mean that neither is excepted from registration.  This 
especially is a concern for venture funds relying on this 
exception since venture capitalists tend to launch one fund 
after another that make very similar types of investments. 

d. Investment Adviser Registration.   

Similarly, there is no special exemption/exception from 
registration as an investment adviser at either the state or federal 
level for managers of venture capital funds.  The need to register 
(or not) must be analyzed in the same manner as for any private 
fund as discussed below.  It probably is the case that there are a 
large number of venture fund operators that unwittingly are 
operating in violation of federal and/or state adviser registration 
requirements. 

e. Broker-Dealer Registration.   

As with the investment adviser issue, it is easy to conceive of sales 
of interests in a venture capital fund and/or the sponsorship of such 
funds as not involving broker-dealer activities.  However, it is 
possible that fund sponsorship and/or sales arrangements can 
trigger broker-dealer registration requirements, especially at the 
state level.  This issue must be carefully analyzed in the same 
manner discussed below as for any private fund. 

f. Offering Document Considerations.   

Because venture funds engage in unusually speculative activity, it 
is especially important that offering documents adequately disclose 
investment related risk, including the possible risk of a total loss 
and that the fund’s portfolio is largely, if not entirely, illiquid. 

g. Investor Suitability Concerns.   

Although the various exemptions under the Securities Act and the 
Investment Company Act for all private funds, discussed below, 
contemplate an at least relatively sophisticated investor base for 
private funds, the operator of a venture fund is well advised to pay 
particular attention to these requirements.  Indeed, many venture 
funds permit only super-sophisticated investors through the use of 
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high purchase minimums.  Some venture funds admit only 
professional venture capitalists. 

h. Investment Documentation.   

Because venture funds invest exclusively in private placements, 
they typically (in conjunction with other participating venture 
capitalists) are able to negotiate the terms of each investment.  
Care should be taken to insist on appropriate preferences vis-à-vis 
founders’ stock, adequate say in company governance (e.g., board 
seats), anti-dilution provisions and registration rights.  All of these 
items can and should be carefully documented.  For this reason, 
venture capital funds generally engage qualified legal counsel in 
making each investment. 
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Chapter II:  Recent Regulatory Actions 
 
II. Recent Regulatory Actions. 

A. Rule Proposal Requiring Hedge Fund Advisers to Register Under the 
Advisers Act. 

At its July 14, 2004 open meeting, the SEC proposed (by a 3 to 2 vote) a new rule 
and rule amendments that would require hedge fund advisers to register with the 
SEC as investment advisers under the Advisers Act. 

The proposed new rule would require an adviser to a “private fund” to register 
with the SEC by requiring the adviser to “look through” the fund and to count the 
number of investors in the fund (rather than the fund) when determining whether 
the adviser is eligible for the Advisers Act’s exemption from registration for an 
adviser with 14 or fewer clients.  The SEC proposes to define a “private fund” for 
these purposes as a fund that: 

 would be an investment company but for the exceptions in Sections 
3(c)(1) or 3(c)(7) of the Investment Company Act; 

 permits owners to redeem their ownership interests within two years of 
purchase; and 

 is offered based on the investment advisory skills, ability or expertise of 
the investment adviser. 

The proposed new rule would not require advisers to private equity or venture 
capital funds to register under the Advisers Act. 

The proposed new rule contains special provisions for advisers located outside the 
United States that are designed to limit the extraterritorial application of the 
Advisers Act to offshore funds that have U.S. investors. 

In each case, hedge fund advisers still must have at least $25 million of assets 
under management in order to register with the SEC. 

The proposed amendments to existing rules under the Advisers Act would:  (1) 
permit hedge fund advisers to continue charging performance fees to an investor 
that may not qualify as a “qualified client” under Rule 205-3 if the adviser 
becomes SEC registered; (2) permit advisers to advertise fund performance 
history even if the adviser may not be able to satisfy fully the recordkeeping 
requirements with respect to performance history; and (3) extend from 120 days 
to 180 days the time period within which fund of hedge funds needs to provide 
audited financial statements to fund investors in compliance with the Advisers 
Act’s custody rule (see Section II.F of the course materials).  The SEC also will 
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propose amendments to Form ADV to more clearly identify hedge fund advisers 
that are registered due to their hedge fund activities. 

The SEC staff did not expressly address to what extent hedge fund advisers that 
register with the SEC would be subject to other provisions of the Advisers Act, 
such as the requirements with respect to principal trades and agency cross-trades.  
However, based on SEC staff comments at the open meeting, it appears that 
advisers will be subject to some of these other Advisers Act provisions, including, 
for example, designating a chief compliance officer and implementing written 
policies and procedures. 

The SEC staff estimates that hedge fund advisers manage approximately $850 
billion of assets under management and that this number could grow to $1 trillion 
in the near future.  The SEC staff is concerned regarding the lack of information 
with respect to this growing industry, recent enforcement cases involving hedge 
funds and their managers, and the growing exposure of smaller investors to the 
risk of hedge funds.  The SEC believes that the registration of hedge fund advisers 
under the new rule would permit the SEC to: 

 Collect and provide to the public basic information about hedge funds 
and hedge fund advisers, including the number of hedge funds operating 
in the United States, the amount of assets under management, and the 
identity of their advisers; 

 Examine hedge fund advisers to identify compliance problems early and 
deter questionable practices.  The SEC believes that, if fraud occurs, 
examinations offer a chance to discover it early and limit the harm to 
investors; 

 Require all hedge fund advisers to adopt basic compliance controls to 
prevent violation of the federal securities laws; 

 Improve disclosures made to prospective and current hedge fund 
investors; and 

 Prevent felons or individuals with other serious disciplinary records from 
managing hedge funds. 

The SEC and its staff clarified that the proposed new and amended rules are not 
intended to: (1) require hedge funds to register as investment companies; (2) 
extend SEC jurisdiction where it does not already exist; (3) established a new 
regulatory scheme; or (4) in any way impede the legitimate operations of hedge 
funds and the vital role they can, and in many cases do, play in our financial 
markets. 

As noted above, two SEC Commissioners opposed the proposal.  Their opposition 
is based in part on (1) lack of a clearly articulated problem that would be 
addressed by requiring hedge fund advisers to register, (2) unintended 
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consequences of the proposed new rule and rule amendments, and (3) diversion of 
significant resources from other, more traditional, areas under SEC jurisdiction. 

Comments on the proposed provisions were to be submitted to the SEC by 
September 15, 2004. 

B. SEC Rules Mandating Compliance Programs. 

The Securities and Exchange Commission adopted new Rules under the 
Investment Company Act and the Investment Advisers Act that require 
investment advisers registered with the SEC to adopt and implement internal 
programs designed to prevent violation of the federal securities laws (“compliance 
programs”).  
 
The new Rules require each registered investment adviser (even one that does not 
advise a registered fund) to adopt and implement a written compliance program, 
review the program annually for adequacy and effectiveness, and designate a 
chief compliance officer (“CCO”) responsible for administering the program.  
Failure to have an adequate compliance program in place will constitute a 
violation of the SEC’s Rules, independent of any other securities law violation.  
The new Rules will thus permit the SEC to address a failure to have adequate 
compliance controls in place before any such failure harms investors. 
 
1. Adoption and Implementation of Mandatory Compliance Program. 

New Rule 206(4)-7 under the Advisers Act requires each registered 
investment adviser to adopt and implement compliance procedures.  The 
Rule may eventually apply to a much larger group of advisers if the SEC 
follows through on the staff’s recommendation and requires that advisers 
to hedge funds count the investors in such funds for purposes of the 
exemption in Section 203(b)(3) of the Advisers Act.  See Section II.A of 
the course materials. 

 
Under Rule 206(4)-7, it is unlawful for a registered adviser to provide 
investment advice unless it has adopted and implemented a written 
compliance program reasonably designed to prevent violation of the 
Advisers Act by the adviser or any of its supervised persons.8  The Rule 
requires advisers to formalize policies and procedures intended to address 
their fiduciary and regulatory obligations under the Advisers Act.   

 
The policies and procedures for a registered adviser need only encompass 
compliance considerations relevant to the operations of that particular 
adviser, as the Rule requires that such policies be “reasonably” designed to 

                                                 
8 A “supervised person” is defined as “any partner, officer, director (or other person occupying a similar 
status or performing similar functions), or employee of an investment adviser, or other person who provides 
investment advice on behalf of the investment adviser and is subject to the supervision and control of the investment 
adviser.” 
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prevent violations of the Advisers Act. The Rule does not specify topics 
and practices that should be covered by the compliance program.  
However, the adopting release states that the compliance program should 
be designed to prevent violations of securities laws and should include 
provisions for detection and remedial measures in the event that such 
violations occur. 

 
The adopting release states that at a minimum, the following issues should 
be addressed to the extent relevant to the adviser: 
 
(1)  portfolio management processes, including allocation of investment 

opportunities, disclosures by the adviser, and applicable regulatory 
restrictions, 

 
(2)  trading activities, including procedures to obtain best execution, 

soft dollar arrangements, and allocation of aggregated trades, 
 
(3)  proprietary trading of the adviser and personal trading of supervised 

persons, 
 
(4)  accuracy of disclosures made to investors, clients and regulators, 

including account statements and advertisements, 
 
(5)  safeguarding of client assets from conversion or inappropriate use, 
 
(6)  accurate record-keeping and maintenance, 
 
(7)  marketing advisory services, 
 
(8)  processes to value client holdings and assess fees based on those 

valuations, 
 
(9)  safeguards for the privacy protection of client records and 

information, and 
 
(10)  business continuity plans. 

 
2. Annual Review. 

 
Rule 206(4)-7 requires each adviser to review its compliance program 
annually for adequacy and effectiveness of implementation.  The review 
should consider any compliance matters that arose during the previous 
year and possible revisions to the program to address changes in the 
business activities of the adviser or its affiliates or in the Advisers Act or 
applicable regulations.  The adopting release points out that, although the 
Rule only requires an annual review, interim reviews may be necessary in 
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response to significant compliance events, changes in business 
arrangements, and regulatory developments. 

 
3. Chief Compliance Officer. 

 
Under Rule 206(4)-7, each adviser must designate a CCO to administer its 
compliance program.  An adviser’s CCO should be competent and 
knowledgeable regarding the Advisers Act and empowered with full 
responsibility and authority to develop and enforce an appropriate 
compliance program for the adviser.  The adopting release emphasizes that 
the CCO should have a position of seniority and authority sufficient to 
compel others to adhere to the compliance program.  In relation to this 
requirement, the SEC is amending Form ADV to require that each 
registered adviser and applicant for registration as an adviser identify a 
single compliance officer.   

 
The adopting release points out that the title of CCO does not, in and of 
itself, carry supervisory responsibilities.  Thus, a CCO would not 
necessarily be subject to sanction by the SEC for failure to supervise other 
advisory personnel.  A compliance officer who does have supervisory 
responsibilities can continue to rely on the defense provided for in Section 
203(e)(6) of the Advisers Act.9  Furthermore, the release states that the 
Rule does not require an adviser to hire an additional executive to serve as 
the CCO, but rather to designate an individual as the adviser’s CCO. 

  
4. Record-Keeping. 

The new Rule and Rule amendments require advisers to maintain copies 
of all compliance programs in effect at any time in the last five years.  
Advisers are also required to keep any records documenting their annual 
review.  These records may be maintained electronically, but must be 
provided in electronic format to the SEC upon request. 

5. Phase-in Period for Adviser Compliance with New Rules.  
 

The adopting release creates a two-stage phase-in period for compliance 
with the new Rules.   

 

                                                 
9  Section 203(e)(6) provides that a person shall not be deemed to have failed to reasonably supervise another 
person if: (i) the adviser had adopted procedures reasonably designed to prevent and detect violations of the federal 
securities laws; (ii) the adviser had a system in place for applying the procedures; and (iii) the supervising person 
had reasonably discharged his supervisory responsibilities in accordance with the procedures and had no reason to 
believe the supervised person was not complying with the procedures. 



 
 

II-6 

a. CCO and Compliance Program Deadline. 

On or before October 5, 2004, each adviser must designate a CCO 
and must adopt compliance programs that satisfy the requirements 
set forth in the Rules.   

b. First Annual Compliance Program Review Deadline. 

Each adviser must complete the first annual review of its 
compliance program no later than eighteen months after its 
adoption or approval. 

C. Investment Adviser Codes of Ethics.   

Recently, the SEC adopted new Rule 204A-1 under the Advisers Act, along with 
conforming amendments to Rule 204-2, Form ADV and Rule 17j-1 under the 
Investment Company Act, to require all SEC-registered investment advisers to 
adopt and enforce codes of ethics.  

As a result, SEC-registered advisers that previously were not required to establish 
codes of ethics (all advisers that do not advise or subadvise mutual funds) will 
need to adopt and implement codes, and registered advisers to mutual funds will 
be required to amend existing codes of ethics adopted under Rule 17j-1.  Part II of 
Form ADV has been amended to require a description of the adviser’s code of 
ethics, and an adviser must offer to provide a copy of its code to its clients on 
request.  New Rule 204A-1 may be of even greater significance to hedge fund 
managers going forward as the SEC continues to consider whether certain hedge 
fund managers should be required to register under the Advisers Act.  See Section 
II.A of the course materials. 

Although the effective date of Rule 204A-1 and the related amendments is August 
31, 2004, advisers must comply with the new rule and related rule amendments by 
January 7, 2005.  Accordingly, advisers must adopt or amend a code of ethics, and 
receive initial securities holding reports for access persons, by January 7, 2005. 

1. Overview of Requirements. 

Rule 204A-1 represents an expansion on what traditionally has been 
included in codes of ethics adopted by registered investment advisers, 
usually pursuant to Rule 17j-1, and requires internal reporting of 
violations to the adviser’s CCO or other designated individuals.  The key 
requirements of Rule 204A-1 are highlighted below: 

a. General. 

Each SEC-registered investment adviser must adopt and 
implement a code of ethics, regardless of the number or types of 
clients serviced.  This code must be maintained and enforced by 
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the adviser, and enforcement must include the review of any access 
persons’ personal securities reports generated pursuant to the code. 

b. Standards of Conduct.   

Each adviser’s code of ethics must include some statement of the 
firm’s “standards of conduct” that applies to all of the adviser’s 
supervised persons, reflect the adviser’s and its supervised 
persons’ fiduciary duties, and clearly state that compliance with the 
federal securities laws is required. 

c. Reporting of Personal Trading. 

The code must require that access persons (i.e., supervised persons 
that have access to nonpublic information regarding 
recommendations to clients on the purchase or sale of securities, 
clients’ trading information or nonpublic information regarding the 
portfolio holdings of an affiliated mutual fund, or are involved in 
providing investment advice to clients) report their personal 
securities holdings within 10 days of becoming an access person 
and annually thereafter.  This information must be current as of a 
date not more than 45 days prior to the date the individual becomes 
an access person or, for an annual report, the date the report is 
submitted.  Access persons also must report their personal trading 
activities, if any, quarterly to the adviser’s CCO or other 
designated persons within 30 days after the close of the quarter.  
Exceptions to these reporting requirements are discussed below. 

d. IPOs and Private Placements. 

Each adviser’s code of ethics must require pre-approval for the 
participation of access persons in any initial public offering 
(“IPO”) or private placement. 

e. Internal Reporting. 

The code must require that any violations of the code be reported 
to either the CCO or other designated personnel.  If violations are 
not reported to the CCO directly, other procedures must be in place 
to ensure that all code violations are ultimately reported to and 
periodically reviewed by the CCO.  The adopting release also 
stressed that advisers must foster a firm culture that will encourage 
internal reporting and protect supervised persons who report 
violations from retaliation. 
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f. Implementation and Ongoing Education. 

Advisers must provide a copy of the code and all amendments 
thereto to all supervised persons and obtain a written 
acknowledgement of receipt from each such person.  Although the 
new rule does not require any particular training programs or 
ongoing education regarding the code of ethics for employees, the 
adopting release emphasized the importance of such programs. 

Recognizing that each adviser is faced with different concerns specific to 
its individual clientele and business activities, the new rule does not 
prescribe the adoption of trading pre-clearance (except with respect to 
IPOs and private placements), blackout periods, or other such measures 
typically used to restrict or monitor personal trading activities of access 
persons.  Rather, the adopting release states that, when drafting codes of 
ethics, advisers should consider whether the inclusion of such procedures 
is necessary or appropriate.  When drafting codes of ethics, advisers 
should also consider the inclusion of provisions governing, if appropriate, 
procedures or restrictions on the acceptance of gifts, the circumstances 
under which access persons may serve on the board of a publicly traded 
company, and procedures by which the firm and its compliance 
department review the code of ethics and any reports generated pursuant 
to the code.  Several organizations, including the Investment Counsel 
Association of America, the Financial Planning Association, the 
Association for Investment Management and Research and the Certified 
Financial Planner Board of Standards, have developed or are in the 
process of developing model codes for their members’ use. 

2. Material Non-Public Information. 

Although included in the proposed rule, the final rule does not require a 
code of ethics to include provisions that prevent access to material non-
public information regarding the adviser’s recommendations or clients’ 
securities transactions and holdings.  The SEC instead reminded advisers 
of their duty under Section 204A to establish and enforce policies and 
procedures to prevent the misuse of material nonpublic information.  An 
adviser individually may determine, however, that inclusion of some 
provisions regarding access or use of material nonpublic information in its 
code of ethics is appropriate and helpful for the integration of its overall 
compliance program.   

3. Personal Trading of Access Persons.   

Generally, the new rule includes within the definition of access person any 
of the adviser’s employees who may be in a position to misuse or have 
access to material nonpublic information.  For example, the adopting 
release states that even a client service representative could be considered 
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an access person if that individual communicates investment advice, and 
therefore has access to the firm’s recommendations, to clients.  Which 
adviser employees are considered access persons also may depend on how 
stringently the adviser limits access to trading recommendations and client 
portfolio information.  Consequently, smaller advisory firms may need to 
classify more of their staff as access persons subject to the personal 
trading reporting requirements if employees have multiple responsibilities 
or if strict information barriers are impracticable.   

Additionally, the new rule does not require personal securities reports for 
transactions pursuant to an automatic investment plan or for transactions 
in accounts over which the access person has no direct or indirect 
influence or control.  Also, holdings and transaction reports need only 
cover “reportable securities,” which include all securities except the 
following: 

a Transactions and holdings in direct obligations of the U.S. 
Government,   

b. Money market instruments (including bank certificates of deposit, 
commercial paper and repurchase agreements),  

c. Shares of money market funds, 

d. Shares in mutual funds – unless the adviser or a control affiliate of 
the adviser acts as the investment adviser, subadviser or principal 
underwriter for the fund, and  

e. Transactions in units of a unit investment trust if the unit 
investment trust is invested exclusively in unaffiliated mutual 
funds.   

4. Recordkeeping.   

Rules 204-2(a)(12) and (13) were also revised to reflect the adoption of 
new Rule 204A-1.  Amended Rule 204-2(a)(12) will require advisers to 
maintain copies of their codes of ethics, records of violations and actions 
taken in response to violations of the code, and copies of supervised 
persons’ written acknowledgement of receipt of the code.  Amended Rule 
204-2(a)(13) will require advisers to keep a record of the names of access 
persons, personal securities reports by access persons, and any records of 
decisions approving access persons’ participation in IPOs or private 
placements.  Advisers are required to comply with the current record-
keeping requirements under Rule 204-2(a)(12) and (13) until they begin to 
comply with new Rule 204A-1.   
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D. Anti-Money Laundering.   

1. Introduction.   

On October 26, 2001, President Bush signed into law the Uniting and 
Strengthening America by Providing Appropriate Tools Required to 
Intercept and Obstruct Terrorism Act of 2001 (the “USA PATRIOT Act”).  
The USA PATRIOT Act represents a far-reaching expansion of the Bank 
Secrecy Act of 1970 (“BSA”) and sets broad goals for financial 
institutions to identify and prevent, in the first instance, possible money 
laundering activity. 

Banks have been dealing with extensive anti-money laundering laws and 
regulations since the passage of the BSA.  The USA PATRIOT Act 
extends many of these responsibilities to non-bank financial institutions 
and creates new responsibilities for all financial institutions.  The only 
BSA requirement currently applicable to unregistered investment 
companies is the obligation to report on IRS/FinCEN Form 8300 the 
receipt of cash or certain non-cash instruments totaling more than $10,000 
in one transaction or two or more related transactions.  Additional 
requirements are imposed by the Office of Foreign Assets Control 
(“OFAC”), discussed below. 

On December 31, 2002, Secretary of the Treasury, the Board of Governors 
of the Federal Reserve System, and the SEC jointly issued a report to 
Congress (the “Investment Company Report”) on the application of the 
USA PATRIOT Act to investment companies, including unregistered 
investment companies.  The Investment Company Report includes a 
description of the evolution of the BSA as a tool to combat money 
laundering and terrorist financing, an overview of the stages of the money 
laundering process, including the use of investment companies in money 
laundering, and a review of the general money laundering risks posed by 
various types of investment companies within two categories—those 
registered with the SEC (e.g., mutual funds, “closed-end” funds and unit 
investment trusts) and all others (e.g., hedge funds, commodity pools, 
private equity and venture capital funds, and real estate investment trusts).   

The Investment Company Report also briefly summarizes the USA 
PATRIOT Act regulations promulgated to date, the regulations that are 
still under consideration, and recommendations for further regulatory 
action.10  This report may be viewed at: 
http://www.treasury.gov/press/releases/reports/356report.pdf. 

                                                 
10  The Investment Company Report discusses the rationale for the proposed regulation requiring certain 
unregistered investment companies to establish anti-money laundering programs.  In the report, Treasury also 
recommends requiring unregistered investment companies to establish customer identification and verification 
programs.  Presumably, these would mirror the customer identification program regulations (“CIP Regulations”) 



 
 

II-11 

2. Anti-Money Laundering Programs.   

On September 26, 2002, the Treasury published a proposed rule 
(“Proposed Rule”) regarding anti-money laundering program requirements 
for unregistered investment companies. The Proposed Rule defines 
“unregistered investment company” as a company that  (a) would be an 
investment company under the Investment Company Act but for the 
exclusions provided for in sections 3(c)(1) and 3(c)(7) of the Investment 
Company Act, is a commodity pool or invests primarily in real estate 
and/or interests therein, (b) permits an owner to redeem his ownership 
interest within two years of purchase of that interest, (c) has total assets as 
of the end of the most recently completed calendar quarter the value of 
which is $1 million or more, and (d) is organized under the law of a state 
or the United States, is organized, operated or sponsored by a U.S. person, 
or sells ownership interests to a U.S. person.   

a. Minimum Requirements.   

Under the Proposed Rule, an unregistered investment company’s 
anti-money laundering program (“AML Program”) must, at a 
minimum: 

i. Establish and implement policies, procedures, and internal 
controls reasonably designed to prevent the unregistered 
investment company from being used for money laundering 
or the financing of terrorist activities and to achieve 
compliance with the applicable provisions of the BSA and 
the USA PATRIOT Act; 

ii. Provide for independent testing for compliance to be 
conducted by the unregistered investment company’s 
personnel or by a qualified outside party; 

                                                                                                                                                             
applicable to (1) broker-dealers, (2) mutual funds, (3) banks, (4) futures commission merchants and introducing 
brokers and (5) banks lacking a federal functional regulator (each, a “Covered Financial Institution”).  Under the 
CIP Regulations, a Covered Financial Institution is required to establish procedures, effective October 1, 2003, that 
would enable it to form a reasonable belief that it knows the true identity of its customers.  The CIP Regulations 
generally define customer as a person who opens a new account.  The CIP Regulations exclude from the definition 
of customer (1) financial institutions regulated by a federal functional regulator or banks regulated by a state bank 
regulator, (2) governmental agencies and instrumentalities, (3) companies that are publicly traded on the NYSE, 
AMEX and Nasdaq (except entities listed under the separate Nasdaq Small Cap Issues) stock markets, and (4) 
persons that have an existing account with the Covered Financial Institution, provided that the Covered Financial 
Institution has a reasonable belief that it knows the true identity of the person.  As part of the customer identification 
program, a Covered Financial Institution would be required to collect certain information with respect to its 
customers, verify the identity of its customers and determine whether a customer’s name appears on any list of 
known or suspected terrorists or terrorist organizations prepared by any federal government agency and made 
available to the financial institution. 
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iii. Designate a person or persons responsible for 
implementing and monitoring the operations and internal 
controls of the program (“AML Officer”); and 

iv. Provide ongoing training for appropriate persons. 

b. Timing.   

Under the Proposed Rule, the AML Program requirement would 
go into effect 90 days after the publication of the final rule.  The 
comment period on the Proposed Rule ended November 25, 2002, 
and a final rule is expected this fall.    

On May 5, 2003, the Treasury published a proposed rule regarding 
anti-money laundering program requirements for investment 
advisers.11  The comment period on the proposed rule ended July 
7, 2003, and the rule would go into effect 90 days after publication 
of the final rule.   

In addition, we understand that Treasury is working on an AML 
Program rule proposal for CTAs.  The release of the proposed rule 
is expected to allow a sixty-day comment period.  We also 
understand that Treasury is not expected to release proposed 
regulations for CPOs until it has a chance to review and analyze 
comments on the proposed rules for unregistered investment 
companies and the forthcoming proposed rule for Cats.   

In the meantime, we understand that Treasury expects unregistered 
investment companies, investment advisers, Cops and CTAs to be 
thinking of how they would implement the AML Program 
requirements of the USA PATRIOT Act with respect to their 
business.  Treasury has indicated that there would be no 
inspections with respect to a financial institution’s AML Program 
until specific regulations are in place with respect to that type of 
financial institution. 

c. Delegation.   

As unregistered investment companies often conduct their 
operations through third parties, such as fund administrators, 
investment advisers, CPOs, CTAs, broker-dealers and futures 

                                                 
11  Under the proposed rule, an investment adviser is defined as a person whose principal office and place of 
business is located in the United States that either (1) is registered or required to be registered with the SEC and 
reports or is required to report on Form ADV that it has assets under management or (2) is exempt from registration 
with the SEC and that would be required, if it were registered with the SEC, to report on Form ADV that it has $30 
million or more of assets under management, unless such person is otherwise required to have an anti-money 
laundering program under the BSA (e.g., the investment adviser is also registered as a broker-dealer).  The proposed 
rule generally mirrors the proposed AML Program rule applicable to unregistered investment companies.    
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commission merchants, among others, the Proposed Rule would 
permit an unregistered investment company to contractually 
delegate the implementation and operation of aspects of its AML 
Program to third parties.  Nevertheless, the unregistered investment 
company would remain fully responsible for the effectiveness of 
its AML Program and would be required to obtain a contractual 
commitment from the third parties ensuring that federal examiners 
are able to obtain information and records relating to the AML 
Program and to inspect the third party for purposes of the AML 
Program. 

d. Adoption and Inspection.   

Under the Proposed Rule, an unregistered investment company’s 
AML Program must be approved in writing by its board of 
directors or trustees or, if it does not have one, by its general 
partner, sponsor, organizer, operator, or other person who has a 
similar function with respect to the company.  The Proposed Rule 
contemplates inspection of an unregistered investment company’s 
AML Program by Treasury or its designee.  

e. Notice Requirement.   

In addition, the Proposed Rule would require each unregistered 
investment company to file with the Financial Crimes Enforcement 
Network (“FinCEN”) a notice (“Notice”) within 90 days after the 
date on which the unregistered investment company first becomes 
subject to the AML Program requirements under the USA 
PATRIOT Act.  The Notice, a form of which is appended to the 
Proposed Rule, would include the following information:   

1. name of the unregistered investment company, including all 
family or complex names, trade names and doing-business-as 
names;  

2. the address, telephone number and, if applicable, the e-mail 
address of the unregistered investment company;  

3. the address, telephone number and, if applicable, the e-mail 
address and registration number of the investment adviser, 
commodity trading advisor, commodity pool operator, 
organizer and/or sponsor of the unregistered investment 
company;  

4. the name, telephone number and, if applicable, the e-mail 
address of the AML Officer; 
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5. the total assets under management held by the unregistered 
investment company as of the end of the unregistered 
investment company’s most recent fiscal year; and 

6. the total number of participants, interest holders or security 
holders in the unregistered investment company. 

3. Risk-Based Approach. 

The legislative history of the USA PATRIOT Act explains that the 
requirement to have an AML program is not a one-size-fits-all 
requirement.  The general nature of the AML Program requirement 
expresses Congress’s intent that each financial institution tailor its 
program to its business taking into account factors such as size, location, 
activities and risk or vulnerabilities to money laundering.  The Proposed 
Rule requires an unregistered investment company to analyze the money 
laundering risk posed by any entity that invests in it, by using a risk-based 
evaluation of relevant factors regarding the investing entity.  Such factors 
include, among others: (1) the type of entity; (2) its operator or sponsor; 
(3) its location; (4) the type of regulations to which that entity or its 
operator is subject; and (5) whether the entity has an anti-money 
laundering program. 

Additional due diligence and care should be taken with respect to 
investors and transactions involving persons that operate from a country or 
territory that is either listed on the FATF List of Non-Cooperative 
Countries and Territories (see, http://www1.oecd.org/fatf/NCCT_en.htm) 
or subject to a FinCEN Money Laundering Advisory (see, 
http://www.fincen.gov/). 

4. Suspicious Activity Reporting. 

The BSA requires banks and subsidiaries of bank holding companies to 
file suspicious activity reports (“SARs”) with FinCEN.  The USA 
PATRIOT Act expands coverage of the SAR requirement to broker-
dealers.  Under a proposed rule published on January 21, 2003, mutual 
funds would be required to file SARs.  Unregistered investment 
companies are not currently required to file SARs, but may be required to 
do so in the future.  An unregistered investment company may file an SAR 
on a voluntary basis. 

The threshold activity requiring a broker-dealer to file an SAR is any 
transaction or series of transactions conducted or attempted by, at, or 
through the broker-dealer, involving or aggregating funds or other assets 
of at least $5,000, and which the broker-dealer knows, suspects, or has 
reason to suspect: 
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a. involves funds derived from illegal activity or is intended or 
conducted in order to hide or disguise funds or assets derived from 
illegal activity (including without limitation the ownership, nature, 
source, location, or control of such funds or assets) as part of a 
plan to violate or evade any federal law or regulation or to avoid 
any transaction reporting requirement under federal law or 
regulation; 

b. is designed, whether through structuring or other means, to evade 
any requirements of any regulations promulgated under the BSA; 

c. has no business or apparent lawful purpose or is not the sort in 
which the particular client would normally be expected to engage, 
and the broker-dealer knows of no reasonable explanation for the 
transaction after examining the available facts, including the 
background and possible purpose of the transaction; or 

d. involves the use of the broker-dealer to facilitate criminal activity. 

5. OFAC Compliance. 

OFAC oversees the enforcement of federally mandated economic 
sanctions against certain foreign governments, financial institutions, and 
“specially designated nationals” (individuals or companies that have been 
named as targets of sanctions either due to drug trafficking, terrorism, or 
some other illegal activity).  The OFAC sanctions are numerous and 
varied.  Many of the sanctions are based on United Nations and other 
international mandates, are multilateral in scope, and involve close 
cooperation with allied governments.  The actual prohibited transactions 
vary, depending on the sanctions applicable to a particular entity.  OFAC 
maintains a website at http://www.ustreas.gov/offices/enforcement/ofac/ 
that includes links to the individual sanctions programs and an 
alphabetical master list of Specially Designated Nationals and Blocked 
Persons (“SDN List”).   

In general, an unregistered investment company is forbidden from entering 
into transactions prohibited by reference to the SDN List or a jurisdiction 
subject to an OFAC administered sanction.  Therefore, unregistered 
investment companies should screen all transactions, including any 
transactions with investors (e.g., investment in the fund or redemption 
request), to ensure that no transaction involves a person on the SDN List 
or a jurisdiction subject to an OFAC administered sanction. 

6. Jurisdictional Issues.  

Unregistered investment companies, their sponsors and their service 
providers may be subject to a variety of anti-money laundering laws and 
regulations in foreign jurisdictions.  For example, an unregistered 
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investment company accepting a non-U.S. resident investor may be 
required to comply with the anti-money laundering laws of that investor’s 
country.  Furthermore, given the broad definition of unregistered 
investment companies required to have AML Programs under the USA 
PATRIOT Act, an offshore private fund, for example, may find itself 
subject to more than one jurisdiction’s anti-money laundering regulations. 

E. Recent Enforcement Actions. 

1. SEC. 

a. Introduction. 

Since the near collapse of the once-heralded Long-Term Capital, 
Ltd. hedge fund12 and the successful securities fraud case brought 
against Michael Berger and the Manhattan Investment Fund, 
Ltd.,13 the SEC has been taking an increasingly active role in 
enforcing the applicable securities laws as they apply to hedge, 
venture, and other private funds and the principals who manage 
them.  This summary will explore and analyze the SEC’s recent 
enforcement actions against such funds and their advisers and will 
categorize and summarize these actions by the type of violation(s) 
charged.14 

The SEC’s recent enforcement activity in the private funds area 
has focused on four basic allegations giving rise to securities law 
violations: false and misleading statements regarding the fund’s 
performance or risk; misappropriation of investors’ funds; 
engaging in general advertising or solicitation; and manipulation of 
the fund’s underlying investments.  The SEC has also brought 
charges against investment advisers of private funds for 
recordkeeping violations for acting as unregistered investment 
advisers.  Each of these will be discussed more fully below. 

b. False and Misleading Statements. 

By far the greatest number of enforcement actions brought by the 
SEC against private funds involve allegations of fraud resulting 
from false and misleading statements about a fund’s performance, 
value, risk profile, or the performance of the investment manager 

                                                 
12  See, e.g., Lakonia Mgmt., Ltd. v. Meriwether, 106 F. Supp. 2d 540 (S.D.N.Y. 2000). 
13  See, e.g., United States v. Berger, 188 F. Supp. 2d 307 (S.D.N.Y. 2002); SEC v. Berger, et al., 244 F. Supp. 
2d 180(S.D.N.Y. 2001); In the Matter of Fin. Asset Mgmt., Inc., Securities Act Rel. No. 8052, 2002 SEC LEXIS 8 
(Jan. 3, 2002). 
14  For more recent SEC enforcement actions, see SEC v. Silverman, Litig. Rel. No. 18597, 2004 SEC LEXIS 
441 (Feb. 25, 2004); SEC v. EPG Global Private Equity Fund et. al., Litig. Rel. No. 18577, 2004 LEXIS 327 (Feb. 
17, 2004); SEC v. Millennium Capital Hedge Fund, L.P., Litig. Rel. No. 18481, 2003 LEXIS 2853; In the Matter of 
David M. Mobley, Advisers Act Rel. No. 2131, 2003 SEC LEXIS 1220 (May 20, 2003) 
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advising the fund.  The SEC’s focus has been not only on 
fraudulent statements made in connection with the solicitation or 
offering of fund interests, but also on fraudulent statements made 
in account statements sent to investors after their initial investment. 

Many of the enforcement actions brought by the SEC have alleged 
material misstatements or omissions in the offering materials used 
to obtain new investors.  For example, in SEC v. Platinum 
Investment Corp., et al.,15 the SEC brought securities fraud charges 
against a registered broker-dealer and its principals for making 
material misrepresentations in two unregistered stock offerings, 
one of which was a purported hedge fund.  The SEC alleged that 
the principals of Platinum Investment Corporation made false and 
misleading statements portraying New Focus Capital Partners as a 
domestic hedge fund with a successful track record and, as a result, 
obtained over $1.5 million from at least 56 investors.  The 
complaint seeks permanent injunctions against all principals, as 
well as disgorgement and civil penalties.  The U.S. District Court 
for the Southern District of New York has granted a preliminary 
injunction and froze the defendants’ assets pending resolution of 
the suit. 

The SEC has also brought securities fraud charges against a hedge 
fund and its principals for making false and misleading statements 
in offering materials and on the hedge fund’s web site.  In SEC v. 
Ryan J. Fontaine,16 the SEC brought an enforcement action against 
a purported hedge fund and its principal alleging that the fund 
made an unregistered offering of securities over the Internet and, in 
addition, made numerous false claims about the fund’s track 
record, amount of assets under management, and affiliations with 
well-known financial institutions.  The complaint, brought in the 
U.S. District Court for the Southern District of New York, alleges 
that, between July and October 2002, Fontaine deceived investors 
by fraudulently claiming, among other things, that: (a) the fund’s 
average annual return was 39.5% over a 13-year history; (b) the 
fund had approximately $250 million under management; (c) 
Salomon Smith Barney was a sub-adviser to the fund; and (d) 
KPMG performed certain auditing services for the fund.  A final 
judgment against Fontaine and Simpleton Holdings Corporation 
(also known as Signature Investments Hedge Fund) was entered by 
the U.S. District Court for the Southern District of New York 
permanently enjoining them from violating the anti-fraud and 

                                                 
15  Litig. Rel. No. 17679, 2002 SEC LEXIS 2083 (Aug. 14, 2002).  See also SEC v. Platinum Inv. Corp., et al., 
Litig. Rel. No. 18064, 2003 SEC LEXIS 779 (Apr. 2, 2003); SEC v. Platinum Investment Corp., et al., Litig. Rel. 
No. 17643, 2002 SEC LEXIS 1956 (July 31, 2002). 
16  Litig. Rel. No. 17864, 2002 SEC LEXIS 3031 (Nov. 26, 2002). 
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registration provisions and ordering them to pay $29,837 in 
disgorgement and prejudgment interest and a $29,300 civil 
penalty.17 

In SEC v. House Asset Management, L.L.C. et al.,18 the SEC 
alleged that the defendants solicited potential investors to invest 
their retirement savings in House Edge, L.P., a hedge fund, by 
making material misrepresentations about the fund’s return.  The 
complaint alleged that the defendants told investors that the hedge 
fund had generated cumulative returns of 148% since its inception 
by engaging in a sophisticated securities trading strategy, when in 
fact the fund had suffered losses of more than $850,000 since its 
inception.  The defendants raised approximately $2.9 million from 
at least 60 investors between March 2000 and June 2002.  The 
complaint also alleged that the defendants made false and 
misleading statements about the principals’ investment experience 
and background and did not disclose that one of the principals was 
terminated as a registered representative for unauthorized sales of 
hedge fund shares and was barred by the NASD.  The SEC 
obtained an order of permanent injunction from the U.S. District 
Court for the Central District of Illinois enjoining the defendants 
from violating the antifraud provisions of the securities laws and 
freezing the assets of the defendants.  In February 2003, the SEC 
agreed to settle the action, imposing the sanction whereby the 
defendants are barred from association with any investment 
adviser.19 

In addition to making misstatements in solicitation and offering 
materials, many private funds have been subject to SEC 
enforcement actions for making false and misleading statements in 
continuing communications to shareholders.  In SEC v. Beacon 
Hill Asset Management, LLC,20 the SEC obtained a preliminary 
injunction against the manager of a group of hedge funds for 
materially misstating net asset values and corresponding returns to 
the funds’ investors.  Among other violations, the hedge fund 
manager reported that the funds’ losses were estimated to be 25%, 
when the actual losses were approximately 54%, including losses 
that had not been reported in prior reporting periods.  The 
Commission’s investigation into Beacon Hill Asset Management is 
continuing. 

                                                 
17  Litig. Rel. No. 18254, 2003 SEC LEXIS 1773 (July 28, 2003). 
18  Litig. Rel. No. 17583, 2002 SEC LEXIS 1610 (June 24, 2002). 
19  In the Matter of Paul J. House, et al., Advisers Act Rel. No. 2108, 2003 SEC LEXIS 330 (Feb. 6, 2003).  
20  Litig. Rel. No. 2912, 2002 SEC LEXIS 2912 (Nov. 15, 2002). 
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In Edward Thomas Jung and E. Thomas Jung Partners, Ltd.,21 the 
SEC filed a civil complaint in the U.S. District Court for the 
Northern District of Illinois against the manager of a private, 
unregistered hedge fund for fraudulent statements made both in 
offering materials and also in quarterly account statements sent to 
investors in the fund.  The SEC’s complaint alleged that between 
1994 and 1998, the fund and its manager were responsible for 
issuing a series of false performance reports that materially 
overstated the fund’s and the manager’s prior trading record and 
falsely stated that investor assets would be used solely to conduct 
the fund’s business and to collateralize trading on behalf of the 
fund.  In fact, the complaint alleged that the manager placed the 
fund’s assets in its own account and used them to collateralize the 
principal’s own personal margin trading, which resulted in a loss 
of more than $21 million for 55 investors.  To conceal this loss, the 
manager sent false quarterly account statements to the fund’s 
investors that materially overstated the current value of their 
investment.  In February 2003, criminal charges were filed against 
Jung and in February 2004, a criminal jury found him guilty of 
eight counts of wire fraud and two counts of securities fraud.22 

In SEC v. Jean Pierre, et al.,23 the SEC brought suit against two 
brokers and a college professor in connection with the fraudulent 
offering of LP interests in JB Stanley, a hedge fund.  The 
complaint charged the defendants with making false and 
misleading statements, both orally and in the fund’s offering 
materials, concerning the investment strategy of the fund, the 
fund’s business history and prospects, and one of the brokers’ past 
performance.  The complaint also alleged that most of the offering 
proceeds were misappropriated to pay for the brokers’ personal 
expenses.  In order to induce investors to maintain their 
investments in the fund, the defendants also distributed false 
account statements that materially misrepresented the fund’s 
performance.  The charges brought by the SEC included violations 
of Sections 5(a), 5(c), and 17(a) of the Securities Act, Section 
10(b) of the Exchange Act, and Sections 206(1) and 206(2) of the 
Advisers Act.  The U.S. District Court for the Southern District of 

                                                 
21  Exchange Act Rel. No. 45669, 2002 SEC LEXIS 793 (March 28, 2002).  See also United States of America 
v. Jung, Litig. Rel. No. 17995, 2003 SEC LEXIS 439 (Feb. 25, 2003) (the United States Attorney for the Northern 
District of Illinois filed criminal charges against Jung on February 18, 2003); SEC v. Jung, et al., Litig. Rel. No. 
17417, 2002 SEC LEXIS 596 (March 15, 2002); SEC v. Jung, et al., Litig. Rel. No. 17041, 2001 SEC LEXIS 1185 
(June 20, 2001). 
22  Litig. Rel. No. 18570, 2004 SEC LEXIS 273 (Feb. 9, 2004).  See also, United States of America v. Edward 
Thomas Jung (N.D. Ill.), Case No. 03-CR-172. 
23  SEC v. Jean Pierre, et al., 2003 U.S. Dist. LEXIS 10933 (S.D.N.Y. 2003), Fed. Sec. L. Rep. (CCH) 
¶92,448 (June 27, 2003); Litig. Rel. No. 18045, 2003 SEC LEXIS 675 (March 21, 2003); Litig. Rel. No. 17303, 
2002 SEC LEXIS 59 (Jan. 10, 2002). 
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New York granted summary judgment to the SEC and permanently 
enjoined the brokers from future violations of the above antifraud 
provisions of the federal securities laws.  In addition, the court 
ordered that they disgorge all ill-gotten gains and pay the civil 
penalties pursuant to Section 308 of the Sarbanes-Oxley Act of 
2002.  

There does not appear to be a minimum investment amount or 
number of investors  to trigger enforcement action by the SEC.  
For example, the SEC brought an enforcement action against a 
hedge fund and its principal alleging that, for a period of two 
months, the fund made false and misleading statements about the 
safety and return investors could expect from an investment in the 
hedge fund.24  These statements were made in a series of 
solicitation letters and e-mails to clients of the principal’s broker-
dealer and through the broker-dealer’s web site.  These 
communications, which raised $10,000 from a single investor, 
described the hedge fund as a safe, government-sponsored 
investment vehicle that would yield returns of 15% to 50%.  In 
response to an inquiry from the SEC Staff, the hedge fund offering 
was terminated and the investor’s assets were returned.  The 
principal and the fund were ordered to cease-and-desist from 
committing or causing any future violations of securities laws, 
were barred permanently from any association with any broker or 
dealer and ordered to pay a civil penalty.25  

The SEC has also brought actions against investment advisers to 
hedge funds for their role in providing misleading performance 
reports to investors.  In Charles K. Seavey,26 the SEC found that 
Morgan Fuller Capital Management and its employee, Charles 
Seavey, violated Sections 206(1) and 206(2) of the Advisers Act 
by making material misstatements and omissions in letters and 
performance reports sent to investors in the Paradigm Capital 
Fund, a hedge fund, regarding the stock of a Lithuanian bank.  The 
performance report reflected the fund’s investment in the bank’s 
stock despite the fact that the purchase transaction had never 
settled and the fund did not in fact own the shares.  The inclusion 
of the bank stock in the performance report caused the fund’s 
performance to appear much more favorable than it actually was.  
The SEC imposed a temporary censure, suspension and cease-and-

                                                 
24  See John Christopher McCamey and Sierra Equity Partners, LP, 1933 Act Rel. No. 8137, 2002 SEC 
LEXIS 2567 (Oct. 8, 2002). 
25  See In the Matter of John Christopher McCamey and Sierra Equity Partners LP, 1933 Act Rel. No.8254, 
2003 SEC LEXIS 1680 (July 18, 2003). 
26  Adm. Proc. No. 3-10336, 2003 SEC LEXIS 716 (Mar.. 27, 2003).  See also Charles K. Seavey and 
Alexander Lushtak, Advisers Act Rel. No. 1925A, 2001 SEC LEXIS 501 (March 9, 2001); Charles K. Seavey and 
Alexander Lushtak, Advisers Act Rel. No. 1925, 2001 SEC LEXIS 305 (Feb. 20, 2001). 
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desist order on Seavey for his role in preparing and distributing the 
performance report, as well as a $10,000 second-tier fine. 

In SEC v. Hoover and Hoover Capital Management, Inc.,27 the 
SEC filed a securities fraud complaint in the U.S. District Court for 
the District of Massachusetts alleging that Stevin Hoover, a 
registered investment adviser, solicited and obtained investments 
in the Chestnut Fund, L.P., a domestic hedge fund, by making 
fraudulent misrepresentations to prospective investors, both orally 
and in writing in the fund’s private placement memorandum.  The 
SEC further alleged that, during an 18-month period after 
establishing the fund, Hoover misappropriated more than 
$625,000, used these funds for personal and business expenses, 
and concealed the misappropriation by distributing fictitious 
account statements to investors.28  Hoover pled guilty to one count 
of securities fraud.    In February 2003, without admitting or 
denying the SEC’s allegations of misrepresentation, 
misappropriations and fictitious account statements, Hoover 
consented to a final judgment ordering him and his entities to pay 
over $1 million in disgorgement and prejudgment interest.29  

In Michael Smirlock,30 the SEC brought civil charges against a 
registered investment adviser for falsely increasing the value of an 
investment portfolio he managed for three hedge funds in order to 
induce additional investors to invest.  The complaint alleged, 
among other things, that, between December 1997 and June 1998, 
the adviser engaged in securities fraud by inflating the values 
reported for thinly traded securities known as swaptions.  The 
adviser settled the SEC’s action by agreeing to the entry of a final 
judgment that permanently enjoins him from further violations of 
the securities laws and permanently bars him from association with 
an investment adviser.31  In a criminal case filed simultaneously 
with the SEC’s civil action, the adviser pled guilty to two counts of 

                                                 
27  Litig. Rel. No. 17666, 2002 SEC LEXIS 2045 (Aug. 8, 2002).  See also SEC v. Hoover, et al., Litig. Rel. 
No. 17825, 2002 SEC LEXIS 2797 (Nov. 1, 2002) (in a criminal case, Hoover was sentenced to 18 months 
imprisonment, followed by three years of supervised release during which Hoover will be barred from providing any 
financial services or acting as the custodian for funds belonging to other people); In the Matter of Stevin R. Hoover, 
et al., Advisers Act Rel. No. 2068, 2002 SEC LEXIS 2681 (Oct. 21, 2002); SEC v. Hoover, et al., Litig. Rel. No. 
17487, 2002 SEC LEXIS 1067 (April 24, 2002); SEC v. Hoover, et al., Litig. Rel. No. 17284, 2001 SEC LEXIS 
2618 (Dec. 19, 2001). 
28  The SEC’s complaint alleges generally that Hoover misappropriated nearly $3 million from clients of his 
management firm, Hoover Capital Management, Inc., including investors in the hedge fund.  Id.  Enforcement 
actions alleging misappropriation of investment funds are discussed separately below. 
29  SEC v. Hoover, Litig. Rel. No. 17981, 2003 SEC LEXIS 354 (Feb. 11, 2003). 
30  Investment Company Act Rel. No. 2046, 2002 SEC LEXIS 2061 (Aug. 12, 2002).  See also United States 
v. Smirlock, Litig. Rel. No. 17536, 2002 SEC LEXIS 1381 (May 28, 2002). 
31  SEC v. Smirlock, et al., Litig. Rel. No. 17630, 2002 SEC LEXIS 1889 (July 24, 2002). 



 
 

II-22 

securities fraud and was sentenced to four years incarceration and 
ordered to pay $12.6 million in restitution. 

c. Misappropriation of Investor Funds. 

In addition to false and misleading statements made to induce and 
maintain investors in private funds, the SEC has also focused on 
the funds’ use of investor assets.  A number of actions have 
recently been brought by the SEC against private funds and, more 
frequently, against the individuals operating such funds, for 
misappropriation of investors’ assets.  The SEC generally takes the 
view that any investor funds that are used in a manner inconsistent 
with that disclosed in the offering material can be deemed 
misappropriated. 

In SEC v. Chabot, et al.,32 the court entered a judgment against 
Peter Chabot for securities fraud.  The SEC brought securities 
fraud charges against Sirens Synergy, an offshore hedge fund, and 
Chabot, its manager, alleging that Chabot misappropriated more 
than $1.2 million in investor funds.  The complaint alleged that 
Chabot, individually and through his broker-dealer and adviser 
entities, raised over $1.2 million from approximately 14 investors 
by making false and misleading statements concerning the fund’s 
investment strategy.  Chabot claimed that he was an experienced 
trader who had developed a mathematical model to predict when to 
buy stocks and whether to take long or short positions.  The 
complaint alleged that Chabot never bought securities with the 
investors’ funds, but instead used those assets on consumer goods 
and services, including computers, clothes, travel, tickets to 
prestigious sporting events, furniture, oriental rugs, and jewelry.  
In addition, the complaint alleged that Chabot made over 130 
ATM withdrawals totaling $60,000 from a bank account that 
contained investor funds.  The SEC obtained a preliminary 
injunction enjoining Chabot and his entities from further violations 
of the securities laws and freezing their assets pending resolution 
of the litigation, and the United States District Court for the 
Southern District of New York entered a final judgment against 
Chabot. 

Misappropriation of investor funds for uses other than personal 
expenses has also been a focus of the SEC.  In SEC v. House Asset 
Management, L.L.C., et al.,33 the SEC alleged that the defendants 
misappropriated investor funds in part because they borrowed 

                                                 
32  Litig. Rel. No. 17276, 2001 SEC LEXIS 2603 (Dec. 17, 2001).  See Litig. Rel. No. 18214, 2003 SEC LEXIS 
1572 (July 3, 2003).  See also SEC Charges Offshore Hedge Fund and Its 26 Year Old Manager with Fraud, 
Obtains Emergency Relief, SEC News Digest 2001-218, 2001 WL 1420610 (S.E.C.) (Nov. 13, 2001). 
33  Litig. Rel. No. 17583, 2002 SEC LEXIS 1610 (June 24, 2002). 
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funds from the hedge fund to purchase an office building for the 
fund’s adviser.  Similarly, in SEC v. Hoover, et al.,34 the SEC 
charged that the investment adviser of a hedge fund 
misappropriated fund assets to pay, among other things, office rent 
and repayments to former clients who were victims of an earlier 
securities fraud. 

The SEC has also alleged misappropriation in instances where a 
fund’s manager has failed to invest in a manner consistent with 
that described in the offering materials.  For example, in Brian 
Prendergast,35 the SEC upheld disciplinary actions taken by the 
NASD against a hedge fund manager for, among other things, 
misappropriating investor funds.  The fund’s private placement 
memorandum described an investment allocation of 60% in S&P 
stock index futures and 40% in load and no-load mutual funds.  
Instead of following this allocation, the SEC charged that the 
manager began investing in vehicles other than those identified in 
the private placement memorandum, including Chicago Board of 
Trade Treasury Bond futures and foreign currency options.  No 
mutual fund shares were ever purchased.  The manager was 
censured and barred from association with any NASD member in 
any capacity. 

A number of the misappropriation actions brought by the SEC 
involve a Ponzi scheme disguised as a hedge or other private fund.  
For example, the SEC brought a civil action against Paramount 
Financial Partners, L.P., a hedge fund, and its principals for 
securities fraud in connection with the offering of partnership 
interests.36  The complaint alleged that, from May 2000 through 
March 2001, the defendants raised over $15 million from investors 
by portraying Paramount as a registered hedge fund that generated 
returns of as much as 99%.  The defendants told investors that 
Paramount had access to certain discounted securities that it could 
purchase and re-sell at a substantial profit.  The defendants also 
told investors that they were required to maintain their principal 
and interest with Paramount for a set period of time.  The 
complaint alleged that investor proceeds were not used to buy 
securities, but rather were used to pay earlier investors and to pay 
personal and business expenses.  The SEC obtained a preliminary 
injunction enjoining Paramount and its principals from selling 

                                                 
34  Litig. Rel. No. 17666, 2002 SEC LEXIS 2045 (Aug. 8, 2002).  See also SEC v. Hoover, et al., Litig. Rel. 
No. 17487, 2002 SEC LEXIS 1067 (April 24, 2002); SEC v. Hoover, et al., Litig. Rel. No. 17284, 2001 SEC LEXIS 
2618 (Dec. 19, 2001). 
35  Exchange Act Rel. No. 44632, 2001 SEC LEXIS 1533 (Aug. 1, 2001). 
36  SEC v. Cummings, et al., Litig. Rel. No. 17840, 2002 SEC LEXIS 2940.  See SEC v. Cummings, et al., 
Litig. Rel. No. 17598, 2002 SEC LEXIS 1720 (July 3, 2002).  See also SEC v. Cummings, et al., Litig. Rel. No. LR 
17581, 2002 SEC LEXIS 1603 (June 24, 2002). 
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securities or accepting additional funds from investors.  The 
injunction also enjoined the defendants from committing further 
securities law violations and directed that they provide sworn 
accountings to the SEC to account for investor funds. 

In SEC v. Vestron Financial Corp., et al.,37 the SEC brought a civil 
complaint against the operators of two hedge funds alleging that 
the defendants misappropriated more than $2 million of investor 
funds and engaged in a Ponzi scheme by paying off earlier 
investors with new investor proceeds.  The complaint alleged that 
the defendants raised more than $11.6 million from over 350 
investors by promising high returns from stock and commodities 
trading in both a U.S. and an offshore hedge fund.  The SEC 
charged that, of that $11.6 million, only 14% was used for actual 
trading.  The funds’ operators used the remaining investor funds to 
purchase condominiums, boats, cars, and other personal items.  In 
addition, the SEC alleged that the defendants were conducting a 
Ponzi scheme whereby investors who chose to receive their 
purported monthly gains in cash were paid out of new investor 
funds.  The U.S. District Court for the Southern District of Florida 
enjoined the operator of funds from future violations of the federal 
securities laws.38  In addition, the SEC imposed a sanction barring 
the defendant from association with any broker, dealer, or 
investment adviser, pursuant to Section 15(b) of the Exchange Act 
and Section 203(f) of the Advisers Act. 39  

d. General Advertising or Solicitation. 

The SEC has also focused on whether private funds have made 
offerings or solicitations in violation of advertising restrictions on 
such funds. 

In Brian Prendergast,40 the SEC upheld disciplinary action taken 
by the NASD against a hedge fund manager for, among other 
things, engaging in an improper general solicitation in connection 
with a private placement of unregistered securities.  Brian 
Prendergast, an associated person with a former NASD member 
firm, managed Prism Financial, L.L.C., a hedge fund exempt from 

                                                 
37  Litig. Rel. No. 17200, 2001 SEC LEXIS 2209 (Oct. 22, 2001).  See also SEC v. Vestron Financial Corp., et 
al., Litig. Rel. No. 17433, 2002 SEC LEXIS 759 (Mar. 27, 2002). 
38  In the Matter of Salman Shariff, Exchange Act Rel. No. 47145; Advisers Act Rel. No. 2096, 2003 SEC 
LEXIS 54 (Jan. 9, 2003); see also SEC v. Vestron Financial Corp., et al., Litig. Rel. No. 18065, 2003 SEC LEXIS 
780 (Apr. 2, 2003) (the United States Attorney for the Southern District of Florida indicted Salman Shariff, the 
operator of the funds, and charged him with ten counts of mail fraud, seven counts of wire fraud, seven counts of 
securities fraud, and nineteen counts of money laundering). 
39  Id.  
40  Exchange Act Rel. No. 44632, 2001 SEC LEXIS 1533 (Aug. 1, 2001). 
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registration pursuant to Regulation D under the Securities Act.  
During the period hedge fund shares were being offered and sold, 
Prendergast placed an advertisement in a newspaper announcing a 
free seminar, conducted by Prism, on hedge funds.  This seminar 
was described in a letter to current fund investors as a means to 
attract new investors to Prism and was therefore considered to be a 
general solicitation in violation of the restriction against such 
seminars and advertisements in Rule 502(c) under the Securities 
Act. 

In SEC v. Saxena,41 the SEC brought securities fraud charges 
against the manager of two private funds in part because he 
engaged in a general solicitation and public advertisement in 
connection with a private placement of unregistered securities 
pursuant to Regulation D.  The manager provided free advertising 
for the investment funds and permitted the funds access to his 
investment newsletter subscriber lists for use in promoting their 
offerings.  The U.S. District Court for the District of Massachusetts 
granted summary judgment in favor of the SEC, as well as 
disgorgement and civil penalties.  The U.S. Court of Appeals for 
the First Circuit upheld this judgment on appeal from the manager. 

e. Manipulation of the Fund’s Underlying Investments. 

Finally, the SEC has taken action against hedge and other private 
funds in instances where the operators or managers of those funds 
have manipulated the funds’ underlying investments in order to 
inflate their value. 

For example, in SEC v. Lauer, et al.,42 the SEC filed securities 
fraud charges against the Connecticut-based advisers of a 
purported billion-dollar hedge fund alleging, among other things, 
that the advisers engaged in a scheme to over-inflate the 
performances and net asset values of three hedge funds by 
manipulating the month-end closing prices of certain securities 
held by the funds to overstate the value of the funds’ holdings in 
virtually worthless companies.  The SEC’s complaint also alleges 
that the defendants provided unfounded and unrealistic valuation 
opinions to auditors to obtain audited financial statements and 
included false and misleading statements and omissions in the 
funds’ offering and marketing materials, all to attract new investors 
in the funds and induce current investors to forgo redemptions and 
continue investing in the funds.  The SEC recently obtained a 
preliminary injunction restraining the advisers from ongoing 

                                                 
41  Fed. Sec. L. Rep. (CCH) ¶ 91,657 (1st Cir. Dec. 21, 2001). 
42  Litig. Rel. No. 18247, 2003 SEC LEXIS 1706 (July 23, 2003). 
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violations of the federal securities laws.  The SEC is seeking a 
permanent injunction, disgorgement of ill-gotten gains, civil 
monetary penalties, and an accounting.  The case is currently 
pending in the U.S. District Court for the Southern District of 
Florida. 

In SEC v. Friedlander, et al.,43 the SEC filed securities fraud 
charges against a hedge fund and its manager for, among other 
things, manipulating the common stock of a company in which the 
hedge fund held an interest.  The complaint alleged that 
Friedlander, a securities trader, engaged in purchases of a thinly 
traded common stock held by the hedge fund at the end of the 
month for each of five months in order to inflate the value of that 
stock and, consequently, the net asset value of the hedge fund.  As 
a result of this practice, known as “portfolio pumping,” Friedlander 
caused additional investors to subscribe to the hedge fund at 
inflated net asset values.  In addition, between August 2000 and 
February 2001, Friedlander redeemed more than $2.4 million in 
hedge fund interests for the benefit of himself and his entities at 
inflated net asset values.  These redemptions were to the detriment 
of the other investors, who were unaware of the fact that the fund’s 
value had been manipulated.  In an amended complaint filed in 
2003, the SEC alleged that Friedlander defrauded investors by 
materially misrepresenting the status and value an investment fund, 
commingled money, misappropriated investors’ funds for personal 
expenses, and provided false asset reports printed on KPMG 
letterhead even though KPMG did not prepare or assist in the 
preparation of the reports, or authorize the use of its letterhead.  
Pursuant to the amended complaint, criminal charges were filed 
against Friedlander and in related matter, a complaint was also 
filed by the Commodity Futures Trading Commission (“CFTC”).44 

f. Accountant Violations. 

The SEC recently has focused its attention on the “gatekeepers,” or 
service providers, to hedge and other private funds and has brought 
actions against such service providers for their activities in 
connection with those funds.  The U.S. District Court for the 
Southern District of New York recently dismissed a summary 
judgment motion brought by Deloitte Touche Bermuda (“DTB”) in 

                                                 
43  Litig. Rel. No. 17021, 2001 SEC LEXIS 1058 (June 1, 2001).  See also SEC v. Friedlander, et al., 2002 
U.S. App. LEXIS 22564 (2nd Cir. 2002); SEC v. Friedlander, et al., Litig. Rel. No. 17315, 2001 SEC LEXIS 2735 
(Jan. 15, 2002). 
44  SEC v. Friedlander, et al.  Civil Action No. 01 Civ. 4683 (KMW)(S.D.N.Y.) Litig. Rel. No. 18426, 2003 
SEC LEXIS 2549 (Oct. 24, 2003).  See also, U.S. Commodity Futures Trading Commission Charges Connecticut 
Man and His Company with Bilking Commodities Investors in Fraudulent Pool Scheme, CFTC News Release 4859-
03 (Oct. 24, 2003). 
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Cromer Finance Ltd. v. Berger45 and held that the accounting firm 
must stand trial on civil charges that it aided and abetted the 
Manhattan Investment Fund’s alleged $400 million fraud through 
audits it conducted for fiscal years 1996 and 1997. 

DTB argued that the court lacked subject matter jurisdiction 
because none of the Manhattan Investment Fund’s investors were 
U.S. residents and none of the losses were caused by DTB’s 
conduct in the United States.  The court disagreed, noting that once 
the court has jurisdiction over a transaction, it matters not that the 
particular acts committed by each defendant occurred within the 
court’s jurisdiction.  The court noted that, because all of the causes 
of action and defendants are connected through the single 
fraudulent scheme conducted by the Manhattan Investment Fund 
and Michael Berger in New York, the court could properly assert 
subject matter jurisdiction. 

DTB faces charges of securities fraud, aiding and abetting common 
law fraud and breach of fiduciary duty, common law fraud, 
negligence, and professional malpractice.  The litigation is 
pending. 

g. Other Violations. 

The SEC has also focused its attention on recordkeeping and other 
violations involving hedge funds, venture funds, and other private 
funds.  In In the Matter of Zion Capital Management, LLC,46 the 
SEC imposed sanctions against an investment adviser and its 
principal for, among other things, antifraud and recordkeeping 
violations related to a hedge fund.  The SEC found that, although 
the adviser told hedge fund investors he would operate the hedge 
fund with the same trading strategy he had used successfully for 
another entity in which he had a financial interest, he instead 
allocated more profitable trades to the second entity, causing the 
hedge fund to lose 60% of its value due to unprofitable trades.  The 
SEC also found that the adviser failed to keep required records of 
his trading.  The SEC fined the adviser $220,000, ordered 
disgorgement of $211,827, prejudgment interest of  $87,343, and 
imposed a cease and desist order. 

In Abraham and Sons Capital, Inc., et al.,47 the SEC imposed 
sanctions against an investment adviser and its president for, 

                                                 
45  Fed. Sec. L. Rep. (CCH) ¶ 92,447 (2nd Cir. June 23, 2003). 
46  Initial Decisions Rel. No. 220, 2003 SEC LEXIS 253 (Jan. 29, 2003).  See also In the Matter of Ricky A. 
Lang, et. al, Admin. Proc. File No. 3-10659 (Dec. 11, 2003). 
47  Exchange Act Rel. No. 44624, 2001 SEC LEXIS 1522 (July 31, 2001). See also Litig. Rel. No. 18713, 
2004 SEC LEXIS 1020 (May 14, 2004). 
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among other things, recordkeeping failures related to a private, 
pooled hedge fund that they managed.  The SEC also found that 
the investment adviser failed to have an independent public 
accountant conduct an examination of customer funds and 
securities relating to the hedge fund, as required by Rule 206(4)-
2(a)(5) under the Advisers Act.  The investment adviser’s 
registration was revoked, its president was barred from association 
with a broker-dealer for five years, and the president and 
investment adviser were each fined $50,000. 

In Portfolio Advisory Services, L.L.C., et al.,48 the SEC brought an 
enforcement action against an investment adviser and its president 
for failing to seek best execution in securities transactions for 
certain advisory clients by systematically interposing a broker-
dealer between clients and a market maker on over-the-counter 
trades to compensate the broker-dealer for referring clients to a 
hedge fund the adviser managed.  To find investors for the hedge 
fund, the adviser entered into arrangements with five registered 
representatives to direct commissions to them in return for 
referring clients to the fund.  The adviser and its president settled 
the action by agreeing to a censure, a cease and desist order, and a 
civil penalty of $50,000. 

In addition, hedge fund managers are not immune from charges of 
securities law violations separate and apart from their fund 
activities.  In SEC v. Ciccone,49 the SEC charged the managing 
director of a venture fund with insider trading in advance of a 
public announcement about a pending investment in Teligent, Inc. 
by outside investors.  Dennis Ciccone, the venture fund’s 
managing director, shared office space with Donald Jones, a 
founding member and general partner of the venture fund, who 
was also a director of Teligent.  Ciccone misappropriated 
information given to Jones in his position as a director of Teligent 
and purchased shares of Teligent the day before the public 
announcement of a $500 million investment in the company by 
outside investors. 

h. State Enforcement Actions and Investigations 

States are becoming increasingly active in the area of securities 
enforcement and are focusing on both registered and private funds.  
Both New York and Massachusetts have launched investigations 
into mutual fund trading practices and have initiated complaints 

                                                 
48  Investment Company Act Rel. No. 2038, 2002 SEC LEXIS 1591 (June 20, 2002). 
49  Litig. Rel. No. 17143, 2001 SEC LEXIS 1875 (Sept. 20, 2001). 
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against both mutual funds and hedge funds for unlawful trading 
activities. 

New York Attorney General Eliot Spitzer recently announced the 
settlement of a complaint against a hedge fund and its managers in 
connection with an investigation into trading practices of mutual 
funds, focusing particularly on market timing and late trading of 
mutual fund shares by favored individuals and companies.  As a 
result of Mr. Spitzer’s initial investigation, both the New York 
Attorney General’s Office and the SEC have launched massive 
investigation into mutual fund trading practices that are currently 
ongoing. 

The Martin Act, New York’s investor protection statute, generally 
protects the general public against fraud in connection with the 
purchase or sale of securities in the state.  In addition, the Martin 
Act authorizes the New York Attorney General to investigate 
suspected cases of fraud that are brought to the attention of state 
regulators either by complaint or otherwise. 

Late trading generally involves the purchase of mutual fund shares 
at the day’s closing price after the market closes.  Both SEC 
regulations and the Martin Act prohibit late trading because it 
allows certain investors to take advantage of post-market-closing 
events that are not reflected in the share price set at the close of the 
market. 

Market timing is an investment technique involving short-term 
trading of mutual fund shares, which can have a detrimental effect 
on the long-term shareholders for whom mutual funds are 
designed.  Although mutual fund companies generally state in their 
prospectuses that they discourage or prohibit such practices, Mr. 
Spitzer’s office claims to have evidence that many mutual fund 
managers permitted these types of trades in exchange for payments 
or other inducements. 

The complaint brought by Mr. Spitzer alleged that Canary Capital 
Partners, LLC, a multi-million dollar hedge fund, two Canary-
related entities, and Canary’s managing principal received special 
trading opportunities with leading mutual fund families, including 
Bank of America’s Nations Funds, Banc One, Janus, and Strong, to 
engage in late trading and market timing.  These opportunities 
were the result of undisclosed agreements that involved substantial 
benefits to the fund’s managers.  The Canary entities agreed, in the 
settlement, to pay $30 million in restitution for illegal profits 
generated from these unlawful trading practices, as well as a $10 
million penalty. 



 
 

II-30 

Massachusetts Secretary of the Commonwealth William Francis 
Galvin filed an administrative complaint against Morgan Stanley 
alleging fraudulent high-pressure sales tactics in connection with 
the sales of mutual funds and other financial services products.  
The complaint followed investigations by the state into trading 
practices at one of Morgan Stanley’s Boston offices, where brokers 
allegedly received commissions for selling Morgan Stanley owned 
and affiliated mutual funds that were higher than commissions 
received for the sale of other funds.  These higher commissions 
were not disclosed to investors, a practice that constitutes fraud 
under the Massachusetts Securities Act.  In addition to receiving 
higher commissions, the office employed high-pressure sales 
tactics to encourage sales of affiliated funds, including, among 
other things, sales contests, hidden compensation in the form of 
travel and expense reimbursements, business development dollars, 
and asset-retention dollars. The complaint seeks disgorgement of 
millions of dollars of commissions received as a result of these 
fraudulent practices. 

2. CFTC. 

The CFTC initiates dozens of enforcement actions each year.  In recent 
years, most of these actions have involved allegations of fraud, rather than 
simple compliance oversight.  However, CFTC enforcement actions 
involving fraud often also implicate compliance errors by persons 
operating commodity pools.50   

For example, in July 2000, the CFTC filed an injunctive action against an 
individual whom the CFTC claimed to be operating at least two de facto 
commodity pools.  The two pools apparently consisted of at least 15 
investors, totaling $56 million in assets.  The CFTC alleged that the 
individual showed some investors trading logs showing a balance of over 
$100 million, a figure which the CFTC alleged was grossly inflated in 
violation of Section 4b(a)(ii) of the CEA (prohibiting false statements to 
investors).  The CFTC also alleged that the individual failed to register as 
a CPO in violation of Section 4m(1) of the CEA and failed to provide the 
CFTC with books and records requested by the CFTC in violation of Rule 
1.31 and 4.23 under the CEA.  CFTC Charges Phillip Ferguson d/b/a 
Ferguson Financial, B&F Trading, and First Investor’s Group with 
Commodity Pool Fraud and Failure to Register as a Commodity Pool 
Operator, CFTC News Release 4420-00 (July 13, 2000).  In 2002, the 

                                                 
50  See Federal Commodities Enforcer Charges Salt Lake City Attorney Donald Purser with Fraud, CFTC 
News Release 4746-03 (Jan. 29, 2003); U.S. Commodity Futures Trading Commission Files and Settles 
Enforcement Action Against Boston Trading Advisors, LLC, for Failing to Register as a Commodity Pool Operator, 
CFTC News Release 4860-03 (Oct. 29, 2003); U.S. Commodity Futures Trading Commission Charges Commercial 
Hedge Services, Prime Trading Company, and Lawrence Joseph Volf with Fraud, CFTC News Release 4924-04 
(May 5, 2004). 
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United States District Court for the Northern District of Indiana entered a 
default judgment against the defendant and ordered him to pay $12.8 
million in restitution to defrauded investors and a $10.8 million civil 
penalty.  CFTC Settles Fraud Actions Against Three Defendants Involved 
with Indiana Commodity Pool, CFTC News Release 4768-03 (April 2, 
2003).  Meanwhile, the CFTC amended its complaint and added additional 
defendants alleging that they made false and misleading statements to pool 
participants and prospective participants.  More than $11 million in 
restitution and civil penalties were imposed on the remaining defendants.  
U.S. Commodity Futures Trading Commission Settles Action Against 
Remaining Defendants in Indiana Commodity Pool Fraud, CFTC News 
Release 4836-03 (September 9, 2003). 

In another enforcement action, the CFTC filed an injunctive action against 
three individuals who operated unregistered commodity pools.  The 
individuals collected more than $600,000 from 36 different investors in 
four pools.  The CFTC action accused the individuals of committing fraud 
by using the money for personal use, commingling investor funds and 
issuing false statements, among other alleged violations.  In the 
compliance area, the CFTC action accused the individuals of failing to 
register as CPOs and CTAs in violation of Section 4m(1) of the CEA and 
of failing to provide the reports required to be submitted to pool 
participants under Rule 4.22 under the CEA.  CFTC Charges Leonard G. 
Nauman, Edward Stevenson Kirris, III, William J. Relf, Pension America, 
Inc., Futures Profit Making, LLC., Selective Futures Management, LLC., 
Specialized Commodity Timing, LLC., and Commodity Timing Specialists, 
LLC., with Commodity Pool Fraud and Failure to Register as Commodity 
Pool Operators, CFTC News Release 4445-00 (September 7, 2000). 

In an enforcement action against a California company and two employees 
for fraud, the CFTC alleged that, between November 2001 and October 
2002, the defendants solicited, accepted, and pooled in excess of $2 
million from at least 13 members of the public to participate in an 
unregistered commodity pool to trade commodity futures and option 
contracts.  The defendants then allegedly misappropriated approximately 
$530,000 of the pool’s funds to pay for personal and unauthorized 
business expenses, transferring approximately $150,000 to others who had 
no legitimate entitlement to those funds.  California Company and Two 
California Residents Charged with Commodity Pool Fraud, CFTC Press 
Release 4777-03 (April 21, 2003).  

In a case decided by the U.S. District Court for the Eastern District of 
Michigan, a judge issued a consent order imposing sanctions against 
Charles G. Mady, ordering him to pay back over $8.2 million to defrauded 
investors.  In addition to misappropriating $1 million from the commodity 
pool, Mady failed to disclose to his investors that the pool had incurred a 
loss of over $4 million.  Michigan Attorney, Charles G. Mady, Ordered to 
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Pay More than $8 Million to Defrauded Commodity Pool Investors, CFTC 
Press Release 4863-03 (Nov. 10, 2003).  

In December 2003, the U.S. District Court for the Middle District of 
Florida ordered a husband and wife team and an additional defendant to 
pay over $4.52 million in restitution and civil monetary penalties.  The 
CFTC charged Thomas Chilcott, Leona Westbrook and Ted E. Whidden 
with defrauding commodity pool customers in a Ponzi scheme and 
misappropriating funds.  Whidden, Chilcott and Westbrook were ordered 
to repay customers over $2.1 million.  In addition, the court directed 
Chilcott to pay $1.32 million as a civil penalty, Whidden to pay $990,000 
in civil penalty and Westbrook to pay $110,000 for her role in the Ponzi 
scheme.  Florida Federal Court Orders Husband and Wife Thomas 
Chilcott and Leona Westbrook to Repay More than $2.1 Million in Civil 
Penalties.   

In a more recent action, the CFTC filed an enforcement action against 
Equity Financial Group, LLC and its principal, alleging fraud in the 
solicitation of commodity pool participations in Shasta Capital Associates, 
LLC, a commodity pool touted as a hedge fund that received $5.7 million 
from 29 investors.  Advertising Shasta as having earned more than a 100 
percent return on investment in the last three years, a third-party website 
featured Shasta as “Hedge Fund of the Week.”  Funds invested in Shasta 
were then transferred to Tech Traders, which lost $3.5 million over the 
course of a year.  U.S. Commodity Futures Trading Commission Charges 
Equity Financial Group, LLC and Others with Fraudulently Soliciting 
More than $5.7 Million from Investors in the Shasta Capital Associates, 
LLC Hedge Fund, CFTC News Release 4908-04 (Apr. 6, 2004). 

  3. NASD Sales Practice Requirements. 

Concerned that some members may not be fulfilling their sales practice 
obligations when selling and marketing hedge funds, NASD issued a Notice 
to Members in February 2003.  The Notice advises members of their 
obligation to investors whenever recommending or selling hedge funds.51  
Obligations of members include:  

a. providing balanced disclosure in promotional efforts; 

b. performing a reasonable-basis suitability determination; 

c. performing a customer-specific suitability determination; 

d. supervising associated persons selling hedge funds and funds of 
hedge funds; and  

                                                 
51  See http://www.nasdr.com/pdf-text/0307ntm.pdf (last visited on June 30, 2003).  
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e. training associated persons regarding the features, risks, and 
suitability of hedge funds.52  

The NASD’s focus on hedge funds is a recent development.53  In an 
enforcement action in April 2003, NASD censured and fined Altegris 
Investments, Inc. $175,000 for failing to disclose the risks associated with 
hedge funds when marketing them to investors.54  NASD also censured and 
fined Altegris’ Chief Compliance Officer $20,000 for failing to adequately 
supervise the firm’s advertising practices in this area.55  NASD found that 
between October 2002 and February 2003, Altegris distributed 26 different 
pieces of hedge fund sales literature to its customers.  Each of these 
marketing pieces failed to include important disclosures regarding specific 
risks of investing in hedge funds and made unbalanced presentations about 
the particular hedge funds.  Although some or all risks may have been 
described in offering documents to investors, such disclosure did not cure 
the violations of NASD’s advertising rules that require that each piece of 
sales literature independently comply with the rules’ standards.  In settling 
this matter, Altegris consented to the entry of findings and agreed to obtain 
pre-approval from the NASD Department of Advertising Regulation before 
distributing future advertisements and sales literature.56  In addition to 
charging firms that fail to disclose risks, the NASD has also implemented 
enforcement actions against firms who failed to disclose material facts to 
investors in unregistered hedge fund offerings.  In August 2003, the NASD 
charged Win Capital Corp. and its principals for failing to disclose facts 
relating to the use of $700,000 out of the $1 million raised in a hedge fund 
offering.  Three hundred thousand dollars were used to purchase a note 
from a company the principals jointly controlled.  The other $400,000 was 
used to provide an additional loan to the a business colleague.57  In a 
separate case, the NASD charged Shelman Securities Corp. and its 
chairman Mark C. Parman with securities fraud.  The NASD alleged that 
Shelman and Parman made over $2 million in fraudulent offers or sales of 
unregistered securities, of which approximately 30% was paid to Shelman, 
the exclusive underwriter, and Parman-owned, Prism Independent 
Consulting, Inc.  Furthermore, Parman was charged with drafting private 

                                                 
52  Id. 
53  http://www.nasdr.com/pdf-text/0306dis.txt (last visited on May 24, 2004). 
54  NASD News Release, NASD Fines Altegris Investments for Hedge Fund Sales Violations, available at 
http://www.nasdr.com/news/pr2003/release_03_015.html (last visited on June 30, 2003). 
55  Id.  
56  For other similar case, see also Turner Investment Distributors, Inc. at http://www.nasdr.com/pdf-
text/0402dis.txt (last visited on May 24, 2004); John Francis Mauldin at http://www.nasdr.com/pdf-text/0307dis.txt 
(last visited on May 24, 2004); J.P.R. Capital Corp. at http://www.nasdr.com/pdf-text/0402dis.txt (last visited on 
May 24, 2004); Neil W. Brooks at http://www.nasdr.com/news/pr2003/release_03_036.html (last visited on May 24, 
2004). 
57  NASD Files Three Enforcement Actions for Fraudulent Hedge Fund Offerings, at 
http://www.nasdr.com/news/pr2003/release_03_036.html (last visited May 24, 2004). 
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placement memoranda to investors that were false and deficient in 
information.58 

In February 2004, the NASD issued a $1.5 million fine and a temporary 
suspension to Worldco, LLC and its owners for commingling Worldco’s 
operations with PTJP Partners, a hedge fund sharing owners with Worldco.  
The NASD alleged that Worldco failed to disclose information that the 
founder of Worldco also controlled PTJP.  Also, the NASD found 
inadequate separation between Worldco and PTJP, including the mutual 
use of office space, personnel and resources.  Furthermore, unregistered 
Worldco traders and PTJP traders regularly traded in Worldco’s proprietary 
accounts in violation of NASD rules.  In addition, for over 21 months, in 
anticipation of a possible IPO, Worldco inaccurately characterized 
commission rebates owed to PTJP as revenue to Worldco.  Later, when the 
IPO was no longer feasible, Worldco returned over $5 million for the 
benefit of PTJP and another hedge fund, both related to the same owners.  
Because of the commingling and conflicts of interest, Worldco maintained 
inaccurate books and submitted erroneous  financial records to the SEC.  
Finally, the NASD noted that there was inadequate supervision to deter and 
prevent these violations.59   

In October 2003, the NASD provided interpretative guidance on the Notice 
in response to a letter from the Securities Industry Association.60  In 
response to the letter, the NASD stated that the reasonable-basis suitability 
obligation addresses a member's obligation, in connection with a security it 
recommends, to have a belief that the security is suitable for any investor.  
The NASD explained that members discharge this obligation by conducting 
due diligence with respect to the security being recommended, including, 
but not limited to, investigating the background of the hedge fund manager, 
reviewing the offering memorandum, reviewing the subscription 
agreements, examining references, and examining the relative performance 
of the fund.  The Notice was not intended to suggest, in the case of a fund 
of hedge funds, that such due diligence must be performed at each of the 
underlying funds in a fund of hedge funds. The analysis of whether due 
diligence may be required at each or some of the underlying funds is fact-
specific, and would depend on the information and findings at the fund of 
hedge funds.  When a member's due diligence on a fund of hedge funds 
establishes a sufficient basis to evaluate the merits and risks of the 
investment, then generally, for regulatory purposes, no further due 
diligence into the underlying funds would be required.  

                                                 
58  NASD Files Three Enforcement Actions for Fraudulent Hedge Fund Offerings, at 
http://www.nasdr.com/news/pr2003/release_03_036.html (last visited May 24, 2004). 
59  NASD Fines Worldco and Four of its Owners$1.5 Million for Co-Mingling Operations with a Hedge Fund; 
CEO Barred, Three Others Suspended at http://www.nasdr.com/pdf-text/0402dis.txt (last visited on May 24, 2004).   
60  See http://www.nasdr.com/2910/2210_11.asp (last visited on Oct. 8, 2003). 
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In a December 2003 interpretive letter, addressing the ban on “related 
performance” information in hedge fund sales materials under NASD Rule 
2210, the NASD stated that it would not object to the use of “related 
performance” information in sales materials for unregistered private hedge 
funds, provided that all recipients of the sales materials are “qualified 
purchasers.”61 

In February 2004, the NASD announced that it had censured and fined 
Turner Investment Distributors, Inc. $100,000 for distributing hedge fund 
sales literature that contained inadequate disclosures of the specific risks of 
investing in hedge funds, and for making unbalanced presentations about a 
particular hedge fund that failed to provide investors with a sound basis for 
evaluating the hedge fund.62  The NASD also found that the firm launched 
a web site that allowed all members of the public to download print-
disabled versions of a private placement memorandum in violation of SEC 
Regulation D, Rule 506 and Section 5 of the Securities Act of.  NASD 
required Turner to file all sales literature and advertisements concerning 
hedge funds with NASD’s Advertising Regulation Department at least ten 
days prior to their first use for a period of six months. 

In February 2004, the NASD also announced that it had censured and fined 
J.P.R. Capital Corp. $11,000 for disseminating hedge fund sales literature 
that contained exaggerated, inaccurate, and misleading statements.63  The 
NASD also found that J.P.R. omitted material facts, making the sales 
literature misleading.  

F. Custody. 

1. An adviser has custody of a client’s assets if it has any direct or indirect 
access to those assets.  On September 11, 2003, the SEC approved 
adoption of amendments to Rule 206(4)-2, the Custody Rule.64  The 
amendments were adopted substantially as proposed and became effective 
on November 5, 2003.  Among other things, amended Rule 206(4)-2: 

a. States that an adviser is deemed to have “custody” of client assets 
when it holds, “directly or indirectly, client funds or securities, or 
[has] any authority to obtain possession of them.”  The amended 
rule provides three example of circumstances under which an 
adviser has custody: 

i. An adviser has custody when it has possession of client 
assets, unless the adviser inadvertently receives them and 
returns then to the sender within three business days. 

                                                 
61  See http://www.nasdr.com/2910/2210_12.asp (last visited on June 8, 2004). 
62  See http://www.nasdr.com/pdf-text/0402dis.pdf (last visited on June 8, 2004). 
63  Id. 
64  Investment Advisers Act Rel. No. 2176. 
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ii. An adviser has custody of client funds or securities if it has 
the authority, pursuant to a general power of attorney or 
otherwise, to withdraw assets from a client’s account. 

iii. An adviser has custody if it acts in any capacity that gives 
it legal ownership or, or access to, client funds or securities. 

b. Requires advisers with custody of client funds or securities to 
maintain all client assets with a “qualified custodian” and either (i) 
arrange for the custodian to deliver quarterly account statements 
directly to clients or (ii) deliver quarterly account statements to 
clients themselves and have an independent public accountant 
conduct an annual surprise examination to verify the clients’ 
assets.  A “qualified custodian” under the rule includes banks and 
savings associations, registered broker-dealers, registered futures 
commission merchants and foreign financial institutions that 
customarily hold financial assets.  Registered futures commission 
merchants are deemed qualified custodians only with respect to 
client funds and security futures or other securities incidental to 
futures and options on futures transactions.  The rule also provides 
that foreign financial institutions that customarily hold financial 
assets for their customers are deemed qualified custodians only if 
the institutions maintain the advisory clients’ assets in customer 
accounts segregated from the institutions’ proprietary assets. 

The amended rule contains exemptions from the qualified 
custodian requirement for two types of securities.  First, an adviser 
may use a mutual fund transfer agent in lieu of a qualified 
custodian with respect to shares of a mutual fund purchased 
directly from the fund’s transfer agent (and thus maintained on the 
fund’s books) rather than through another intermediary such as a 
broker-dealer.  Second, advisers are exempt from the qualified 
custodian requirement with respect to privately offered 
uncertificated securities in their clients’ accounts, if ownership of 
the securities is recorded only on the books of the issuer or its 
transfer agent, in the name of the client, and transfer of ownership 
is subject to prior consent of the issuer or holders of the issuer’s 
outstanding securities.  An adviser may use this exemption with 
respect to the account of a limited partnership (or other pooled 
investment vehicle) only if the limited partnership is audited 
annually and the audited financial statements are distributed to the 
limited partners, as described in the amended rule and discussed in 
Section E(2)(c) below. 

c. Advisers are exempted from the rule with respect to clients that are 
registered investment companies and are exempted in part with 
respect to certain other pooled investment vehicles.  Advisers are 
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not required to comply with the amended rule’s reporting 
requirements with respect to limited partnerships and similar 
pooled investment vehicles if the pool (i) is audited at least 
annually and (ii) distributes its audited financial statements 
prepared in accordance with generally accepted accounting 
principles (“GAAP”) to all limited partners (or members or other 
beneficial owners) within 120 days of the end of its fiscal year.  
(The amended rule originally required that audited financial 
statements be distributed within 120 days, but the SEC has 
proposed extending this period to 180 days for fund-of-funds and, 
pending the formal adoption of the 180 day period, has taken a no-
action position with respect to advisers relying on the 180 day 
period with respect to fund-of-funds.) Although the proposed rule 
exempted such entities from all of the rule’s requirements, the final 
rule exempts them only from the reporting requirements.  
Therefore, such advisers will be required to maintain the pool’s 
funds and securities with a qualified custodian. 

d. The SEC also adopted two amendments to Form ADV related to 
amended Rule 206(4)-2.  First, the SEC amended an instruction to 
Item 9 of Part 1A, which inquires whether an adviser has custody 
of client funds or securities.  Recognizing that a large number of 
SEC-registered advisers deduct their fees directly from client 
accounts and currently answer “no” to this item in reliance on 
certain no-action letters that are, as noted above, being withdrawn 
by the SEC staff, the new instruction specifies that advisers having 
custody only because they deduct fees may answer “no” to Item 9. 
Commentators recommended, and the SEC agreed to, this change 
to avoid requiring a large number of advisers to amend their Form 
ADVs in this regard.  In the adopting release,65 the SEC noted that 
it will take several months before the NASD will be able to 
reprogram the Investment Adviser Registration Depository to 
implement the change.  The SEC indicated that, in the interim, 
advisers registered with the SEC that have custody only because 
they deduct fees from client accounts should continue to answer 
“no” to this item. 

The other requirement to Form ADV eliminates the requirement 
that advisers with custody of client assets include an audited 
balance sheet in their disclosure brochure delivered to clients. 

                                                 
65  Id. 
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 Chapter III:  Developing Good Compliance Procedures 
 

III. Developing Good Compliance Procedures. 

A. Conflicts of Interest. 

1. Allocation. 

a. Allocation Issues. 

i. A common problem for advisers with multiple clients is the 
short supply of a particular type of security that is desired 
by multiple clients or limited demand for a security that is 
held by multiple clients. This problem is especially acute 
when a security is attractive at the time of purchase or 
unattractive at the time of sale. In such circumstances, 
investment advisers may have to allocate these transactions 
among their clients. Allocation decisions are also needed 
when blocked or bunched purchases of securities are made. 
Blocked or bunched purchases are typically made for large 
orders and generally are used to obtain better execution 
costs and prices. 

ii. In effecting such allocation decisions, advisers must treat 
each client in a “fair and equitable manner.” In general, no 
client may be favored over another client. Two allocation 
methods are commonly used: (1) a pro-rata allocation of 
the day’s transactions among the accounts with open orders 
for that security based on the average price obtained that 
day; and (2) a system of allocating specific orders to 
specific accounts on a sequential basis in which all 
accounts are given their share of desirable orders. 

1.) Typically, for accounts investing in fixed-income 
securities, the specific allocation method is more 
practical because of the greater number of issues of 
fixed-income securities available that have a high 
degree of fungibility.   

2.) Typically, for accounts investing in equity 
securities, the pro-rata allocation method is more 
practical because of the higher availability of issues.  
Factors that may be used when allocating on a pro-
rata basis include, each account’s asset size, the 
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account’s current holdings of an issuer, and the 
proportion that each account’s target amount of that 
type of security bears to the total amount desired by 
all accounts. 

3.) In determining allocations, certain investment 
managers adopt a “de minimis” exception.  The de 
minimis exception permits smaller accounts or 
accounts with a small initial allocation to receive 
their entire allocation before larger accounts are 
given their pro-rata amount, in order to minimize 
the transaction costs involved with a series of small 
allocations. 

4.) Advisers should disclose their allocation procedures 
to their clients.  Advisers should also have written 
allocation procedures and should document any 
departures from the written procedures. 

iii. Consideration should also be given to the timing of trade 
allocation decisions: pre-trade or post-trade.  Further 
consideration should also be given to reallocation decisions 
that may be required due to, for example, changes in the 
market or trade errors. 

b. Allocation should generally be made at the time the order is 
submitted for execution. Post-trade allocation may be made if all 
clients whose orders are allocated receive fair and equitable 
treatment and the allocation is consistent with the adviser’s 
fiduciary duties and duty of best execution. An adviser may make 
an exception to the pre-trade allocation if there is a valid reason for 
the revised allocation.  For example, a revised post-trade allocation 
may be appropriate where an order was not filled and pro-rata 
allocation would result in small holdings and odd lots for clients. 
The adviser should maintain a written statement of the reasons for 
the post-trade allocation. 

c. Enforcement Actions. 

i. In the Matter of MacKenzie, Walker Investment 
Management Co., Advisers Act Release No. 1571 (July 16, 
1976).  The SEC sanctioned the adviser for allowing the 
portfolio manager to place orders without specifying on the 
trade tickets or otherwise the client accounts to which the 
trade should be allocated and alleged that the portfolio 
manager subsequently allocated high performing trades to 
the adviser’s performance fee-based accounts. 
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ii. SEC v. Paul Joseph Sheehan d/b/a Paul J. Sheehan & 
Associates, Litigations Release No. 18386 (October 2, 
2003).  On October 2, 3002, the SEC filed a civil complaint 
charging Paul Joseph Sheehan (“Sheehan”) with securities 
fraud and investment adviser fraud.  The SEC alleges that 
Sheehan carried out a fraudulent “trade allocation” scheme 
known as “cherry-picking” that resulted in him “cherry-
picking” at least $7.4 million in profitable day trades for 
himself and stealing economic opportunities that rightfully 
belonged to his clients.  The complaint alleges that Sheehan 
implemented the fraudulent scheme by calling in trades to 
executing brokers without designating whether the trades 
were for his own personal accounts or the accounts of his 
clients.  After the trades were executed, the shares or trade 
proceeds were allocated to an account at Salomon Smith 
Barney.  Sheehan did not instruct Salomon Smith Barney to 
which particular client account or personal account the 
shares were to be allocated until the end of the trading day.  
Sheehan, without admitting or denying the allegations of 
the complaint, consented to the entry of a judgment that 
permanently enjoins him from violating Section 10(b) of 
the 1934 Act and Rule 10b-5 thereunder, and Sections 
206(1), 206(2) and 207 of the Advisers Act.  The 
appropriateness and amounts of disgorgement and civil 
penalty are to be determined by the court at a later date. 

iii. In the Matter of Michael L. Smirlock, Advisers Act Release 
No. 1393 (November 29, 1993).  The SEC brought 
enforcement proceedings against the chief investment 
officer and head of the fixed income desk of an asset 
management division of an investment advisory firm.  The 
officer caused trades to be executed in mortgage-backed 
securities which he allegedly failed to allocate to particular 
clients for periods of two to nine business days causing the 
adviser’s books and records to be inaccurate and in 
violation of the Advisers Act. 

2. Bunching. 

a. General.   

“Bunching” is the practice of an adviser’s combining 
contemporaneous purchases or sales of securities of several clients 
in order take advantage of economies of scale or to increase 
efficiency of execution.  Bunching raises allocation issues as well 
as regulatory and anti-fraud concerns under the Advisers Act and 
the Investment Company Act. 
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b. Anti-Fraud Provisions.   

The Advisers Act imposes on advisers a fiduciary duty to act in 
good faith for the benefit of its clients, and to provide full and fair 
disclosure when it allocates trades and bunches orders.  The courts 
have found that this fiduciary duty requires advisers to exercise the 
utmost good faith in dealings with clients, to disclose all material 
facts, and to employ reasonable care to avoid misleading clients.  
See SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180 
(1963).  This fiduciary duty further requires that an adviser must 
ensure that all clients are treated fairly in the aggregation of orders 
and allocation of trades. 

In SMC Capital, Inc., the SEC staff stated that the SMC’s 
established procedures were consistent with its fiduciary duty 
under Section 206 of the Advisers Act because: 

i. They provided for full disclosure to clients of the practice 
of aggregating orders; 

ii. They ensured that no advisory client would be favored over 
any other client; and 

iii. They provided that each client who participated in an 
aggregated order would participate at the average share 
price with all transaction costs shared on a pro rata basis.  
SMC Capital, SEC No-Action Letter, [1995 Transfer 
Binder] Fed. Sec. L. Rep. (CCH) ¶ 77,049, at 79,097 (Sept. 
5, 1995). 

c. Investment Company Act Section 17(d).   

Many private fund advisers also advise registered investment 
companies.  If transactions of a registered investment company are 
bunched with the transactions of the adviser’s other clients, it may 
be considered a joint transaction in violation of Section 17 of the 
Investment Company Act and Rule 17d-1 thereunder. 

Section 17(d) of the Investment Company Act makes it unlawful 
for any affiliated person (or an affiliate of that person) of a 
registered investment company to effect a transaction in which the 
investment company is a joint or a joint and several participant 
with such affiliated person.  Under Section 2(a)(3) of the 
Investment Company Act, the investment adviser of an investment 
company is included in the definition of “affiliated person.”  Rule 
17d-1 under the Investment Company Act requires an application 
to the SEC for an order to permit any such joint enterprise, 
arrangement or profit-sharing plan.  A joint enterprise or other 



 
 

III-5 

joint arrangement or profit-sharing plan is defined very broadly 
and includes any written or oral plan, contract, authorization or 
arrangement, or any practice or understanding regarding an 
enterprise, whereby the investment company and affiliated person 
have a joint or a joint and several participation, or share in the 
profits of the enterprise. 

i. SMC Capital.   

In general, merely aggregating the orders of various clients 
does not create a joint enterprise; however, in SMC Capital, 
the SEC staff advised that, if an adviser allocates trades so 
as to disadvantage a registered investment company, it may 
result in the creation of a joint enterprise.  In SMC Capital, 
the SEC staff outlined conditions an adviser should meet 
when bunching orders, including the following:  

1.) The adviser should not aggregate transactions 
unless it believes that aggregation is consistent with 
its duty to seek best execution (which includes the 
duty to seek best price) for its clients and also is 
consistent with the terms of its investment advisory 
agreement with each client for which trades are 
aggregated. 

2.) Aggregation policies should be fully disclosed in 
the adviser’s Form ADV and separately disclosed to 
the adviser’s existing clients and the broker-dealers 
through which bunched orders would be placed. 

3.) No advisory client may be favored over any other 
client.  In general, this means that each client in the 
bunched order should participate at the average 
share price for all of the adviser’s transactions in 
that security on that day; transaction costs should be 
shared pro rata based on each client’s participation 
in the transaction. 

4.) Before entering an aggregated order, the adviser 
should prepare a written statement (“Allocation 
Statement”) specifying the participating client 
accounts and how it intends to allocate the order 
among the participating clients. 

5.) If the aggregated order is filled in its entirety, the 
adviser should allocate the securities among the 
participating clients in accordance with the 
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Allocation Statement; if the order is partially filled, 
the adviser should allocate the securities pro rata 
based on the Allocation Statement. 

6.) Notwithstanding the foregoing, the securities may 
be allocated on a basis different from that specified 
in the Allocation Statement if all client accounts 
receive fair and equitable treatment.  The adviser 
also must give a written explanation for the 
different allocation and the adviser’s compliance 
officer must approve this explanation in writing by 
no later than one hour after the opening of the 
markets on the next trading day. 

7.) The adviser’s books and records should separately 
reflect, for each client account, the securities held 
by, and bought and sold for, that account and which 
orders were aggregated. 

8.) Client funds and securities should be deposited with 
one or more banks or broker-dealers, and should not 
be held collectively any longer than is necessary to 
settle the transaction in question.  Cash or securities 
held collectively for clients should be delivered to 
the custodian bank or broker-dealer as soon as 
practicable following settlement. 

9.) The adviser may not receive additional 
compensation or remuneration of any kind as a 
result of the proposed aggregation. 

10.) Individual investment advice and treatment should 
be accorded to each advisory client. 

ii. Pretzel & Stouffer.   

In Pretzel & Stouffer (Dec. 1, 1995), the SEC staff 
reaffirmed the positions set forth in SMC Capital.  The staff 
affirmed that, if a portfolio manager allocates trades in such 
a way as to disadvantage a registered investment company, 
a joint arrangement raising concerns under Section 17(d) 
might arise.  Moreover, if a portfolio manager allocates 
trades in a way that disadvantages any client, the adviser 
might be in violation of Section 206 of the Advisers Act.  
The SEC staff also noted that an adviser does not violate its 
fiduciary duty to its clients merely by failing to aggregate 
orders for client accounts.  However, if an adviser 
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determines not to aggregate its orders, it should disclose to 
its clients that it will not aggregate and the consequences of 
the failure to aggregate, such as potentially higher 
commissions. 

d. Section 17(j).   

Section 17(j) of the Investment Company Act prohibits an 
affiliated person from transacting in securities held by or being 
considered for purchase or sale by a registered investment 
company.  Rule 17j-1 promulgated thereunder requires an adviser 
to adopt a code of ethics designed to prevent such transactions.  
The SEC has noted that an aggregated transaction might be 
allowed under Section 17(d) but be limited by other legal standards 
such as Section 17(j).  In SMC Capital, the SEC staff noted that 
Section 17(j) and Rule 17j-1 under the Investment Company Act 
and Section 206 of the Advisers Act prohibit fraudulent practices 
in connection with aggregated trades in which a registered 
investment company and affiliated person of the investment 
company participate.  To comply with the Investment Company 
Act, an adviser’s aggregation policies should be consistent with its 
code of ethics. 

e. ERISA Clients.   

An adviser generally must avoid bunching orders of clients that are 
subject to ERISA or Code Section 4975 with orders for the 
adviser’s own account (or accounts in which the adviser has an 
interest) for the purpose of benefiting the adviser or if such clients 
otherwise would be disadvantaged. 

f. CFTC Regulations.   

Regulation 1.35(a-1) allows bunched orders for all customers who 
provide written investment discretion to eligible account managers.   

i. An “Eligible Account Manager” is: 

1.) a registered CTA, or a CTA exempt or excluded 
from registration; 

2.) an investment adviser registered with the SEC, or 
an investment adviser exempt or excluded from 
registration; 

3.) a bank, insurance company, trust company, or 
savings and loan association subject to federal or 
state regulation; or 
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4.) a foreign adviser who provides advice solely to 
foreign persons.  CFTC Rule 1.35(a-1)(5)(i). 

ii. An “Eligible Customer” is: 

any customer who provides written investment discretion to 
an eligible account manager. 

iii. Allocation.   

Allocations must be made as soon as practicable after the 
entire transaction is executed, but not later than the end of 
the day the order is executed.  Allocations must be fair and 
equitable and no account or group of accounts may 
consistently receive favorable or unfavorable treatment.  
These judgments should be made over time and not on a 
trade-by-trade basis. 

iv. Recordkeeping. 

1.) Account managers must keep and make available to 
the CFTC, the United States Department of Justice, 
or other appropriate regulatory body, upon request, 
records sufficient to demonstrate that the allocations 
meet the fair and equitable standard. 

Failure of an account manager to respond to a 
request for information would entitle the CFTC to 
prohibit the account manager from submitting 
orders for execution on designated contract markets 
and prohibit futures commission merchants 
(“FCMs”) from accepting orders from such account 
managers. 

 
2.) FCMs will be required to keep and make available 

to the CFTC records that, as applicable, indicate 
each order subject to bunching and the accounts to 
which contracts executed for such order are 
allocated. 

 
3.) Records of summary or composite data sufficient 

for the customer to compare its results with those of 
other relevant customers must be made available to 
customers upon request. 
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3. Principal Transactions. 

A principal transaction occurs when the adviser buys securities from, or 
sells securities to, the client from its own inventory. An investment adviser 
is deemed to be acting in a principal capacity for his own account when 
the transaction is effected through the principal account of an affiliated 
broker-dealer. 

a. Under Section 206(3) of the Advisers Act, an adviser—whether or 
not it must register under the Advisers Act—cannot knowingly 
effect a principal transaction unless it discloses to the client in 
writing the capacity in which it is acting and obtains the client’s 
consent to the transaction. 

b. Consent must be obtained for each principal transaction.  The SEC 
has stated that blanket consents do not meet the requirements of 
Rule 206(3). 

c. Section 206(3)’s disclosure and other requirements apply to so 
called “riskless principal transactions” (i.e., where a dealer 
executes simultaneous purchasers and sales of a security after 
locating counterparties in the market). 

d. Broker/dealers that are required to register as advisers solely 
because they provide non-individualized, publicly distributed 
written materials or make public oral statements, are exempted 
from Section 206(3) by Rule 206(3)-l under the Advisers Act.  The 
adviser must, however, provide advice solely: 

i. by means of publicly distributed written materials or 
publicly made oral statements; 

ii. by means of written materials or oral statements that do not 
purport to meet the objectives or needs of specific 
individuals or accounts; 

iii. through the issuance of statistical information containing 
no expressions of opinion as to the investment merits of a 
particular security; or 

iv. any combination of the foregoing services; provided, 
however, that such materials and oral statements include a 
statement that, if the purchaser of the advisory 
communication uses the services of the adviser in 
connection with a sale or purchase of a security that is a 
subject of such communication, the adviser may act as 
principal for its own account or as agent for another person. 
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e. An investment adviser is prohibited from engaging as principal in a 
transaction with a plan client subject to ERISA and/or Code 
Section 4975, unless a prohibited transaction exemption is 
available.  Prohibited Transaction Exemption 75-1, for example, 
provides exemptions for certain securities transactions involving 
registered broker-dealers, underwriting syndicates, and market 
makers, subject to certain conditions. 

4. Agency Transactions. 

a. Use of an Affiliated Broker-Dealer.   

An agency transaction typically involves a broker-dealer acting 
only as agent for one of the parties to a securities transaction.  This 
transaction is typically executed on the open auction market, with 
the counter-party being represented by its own broker.  The 
Advisers Act does not specifically prohibit an investment adviser, 
which is also a registered broker-dealer, or a broker-dealer affiliate 
of an investment adviser, from effecting agency transactions on 
behalf of the adviser’s clients.  The investment adviser, however, 
must disclose the manner in which it or its broker-dealer affiliate 
handles such transactions. 

i. Investment Company Act Restrictions –  Section 17(e). 

Section 17(e) of the Investment Company Act limits the 
compensation a registered investment adviser to an 
investment company may receive when acting as agent or 
broker for a registered investment company. Section 
17(e)(1) prohibits an affiliate, when acting as an agent, 
from accepting any compensation (other than a regular 
salary) except in the course of the compensated person’s 
business as an underwriter or broker. When acting as a 
broker in connection with the sale of securities to or by the 
investment company, Section 17(e)(2) provides that the 
affiliate may not receive any compensation exceeding 
certain limits. If the sale is effected on a securities 
exchange, the compensation may not exceed the “usual and 
customary broker’s compensation,” as defined in 
Rule 17e-1. 

ii. Exchange Act Restrictions – Section 11(a).   

Section 11(a) of the Exchange Act prohibits members of a 
national exchange from effecting transactions on that 
exchange for an account over which it (or a registered 
investment adviser) exercises investment via discretion. 
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Rule 11a2-2(T) provides an exception to the statute if 
certain conditions are met, including client authorization to 
the broker to retain any compensation it may receive for 
effecting transactions and providing the client with an 
annual statement that sets forth the compensation retained 
by the broker.  If the adviser also provides brokerage 
services (either directly or through an affiliate) to a plan 
subject to ERISA or the prohibited transaction provisions 
of Code Section 4975, then the adviser must do so in 
compliance with Prohibited Transaction Exemption 86-128. 

b. Agency Cross Transactions.   

In an agency cross transaction, the investment adviser acts as 
broker both to its advisory client and to the other party to the 
securities transaction.  Under Section 206(3) of the Advisers Act, 
an adviser—whether or not it must be registered—cannot 
knowingly effect an agency cross transaction unless it discloses to 
the client in writing the capacity in which it is acting and obtains 
the client’s consent to the transaction. 

i. Rule 206(3)-2 provides a safe harbor that permits agency 
cross trades if: 

1.) the client executes a written consent prospectively 
authorizing such transactions; 

2.) the adviser discloses in writing to the client prior to 
obtaining the client’s consent the capacity in which 
it is acting and its possible conflict (i.e., the adviser 
will act as broker for both parties, receive 
commissions from both parties and consequently 
may have conflicting duties of loyalty and 
responsibilities); 

3.) the adviser confirm each such transaction in 
writing; 

4.) the adviser sends the client an annual statement of 
all such transactions; and 

5.) all statements to the client clearly indicate that the 
client may at any time revoke the authority granted 
to the adviser. 

ii. Rule 206(3)-2 is unavailable where the adviser advises both 
buyer and seller in the transaction because the check of 
“arm’s-length bargaining” is not present. In effect, this 
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limits the rule to trades between an advisory client and an 
unsolicited brokerage client.  The rule should not be 
construed as relieving the investment adviser of its 
obligation to act in the best interests of the client, including 
seeking best price and execution. 

5. Best Price and Execution. 

As fiduciaries, investment advisers have an obligation to seek best price 
and execution of clients’ transactions.  The adviser has a duty to execute 
clients’ securities transactions in such a manner that the total costs or 
proceeds in each transaction are the most favorable under the 
circumstances. 

a. A key element is securing the best price for the transaction.  Best 
price means the highest price attainable when the adviser is selling 
a security and the lowest price when the adviser is buying a 
security. 

b. Best execution encompasses obtaining the best qualitative 
transaction for the client (e.g., low commission rates for clients and 
placing a large order in pieces so as to not affect the market).  
Other factors in determining whether the adviser has achieved best 
price and execution include the confidentiality provided by the 
broker, the promptness of execution of securities transactions, the 
broker-dealer’s clearance and settlement capabilities, and the 
financial stability of the broker-dealer. 

c. Generally, an adviser should make periodic evaluations of the 
execution performance of the broker-dealers it selects for client 
transactions to measure the varying factors considered in 
determining best execution. 

d. Conflicts of Interest Regarding Best Execution.   

If an investment adviser has a potential conflict of interest in its 
selection of a broker-dealer to execute securities transactions for its 
clients, it must disclose this conflict of interest.  Otherwise, if the 
investment adviser uses a broker-dealer with whom it has an 
affiliation or relationship, an argument may be raised that 
transactions through that broker-dealer may not achieve best 
execution.  (See discussion under Soft Dollars in Section B(2) 
below, for a further discussion of potential conflicts of interest that 
can arise in seeking best price and execution.) 
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6. Churning. 

Churning is a synonym for overtrading and refers to an excessive rate of 
turnover in a controlled account for the purpose of increasing the amount 
of commissions.  A fiduciary exercising control over client funds may be 
held liable for churning if: 

a. trading in the account was excessive in light of the account’s 
investment objectives; 

b. it exercised control over the trading in the account; and 

c. the adviser acted with the intent to defraud or with willful and 
reckless disregard for the interests of the client. 

B. Brokerage and Soft Dollars. 

1. Directed Brokerage. 

a. Under certain circumstances, an investment adviser’s client, or 
someone authorized to act on the client’s behalf, may instruct the 
adviser to direct a portion of the brokerage transactions to be 
effected for its account to a specified broker-dealer.  Normally, the 
client makes this request in return for services provided directly to 
that client (i.e., research, performance evaluation, other 
administrative services, discounts or cash rebates). 

b. In cases where the client has instructed the investment adviser to 
direct brokerage to certain broker-dealers, the adviser still has a 
fiduciary duty to disclose to the client that the client may forgo any 
benefit from savings on execution costs that the adviser could 
obtain for its clients through, for example, negotiated discounts or 
batched orders. 

c. Generally, when a client directs where an adviser should place the 
client’s brokerage, the adviser is relieved of its fiduciary obligation 
to obtain best price and execution.  If, however, the adviser 
receives some benefit from the direction of brokerage to particular 
brokers, the adviser retains its duty to disclose its ability to obtain 
best price and execution. 

2. Soft Dollars. 

The term “soft dollars” generally is used to describe arrangements where 
an investment adviser pays for research or other products or services from 
a broker-dealer or directs trades in client accounts to the broker-dealer 
through whom the research or their products are supplied, thereby 
providing the broker-dealer with commission revenue.  (When an adviser 
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purchases research or other products with its own money, it pays with 
“hard dollars.”)  The use of soft dollars by an investment adviser poses the 
question as to whether that adviser is receiving best price and execution 
and has acted in accordance with its fiduciary duty of loyalty. 

a. Section 28(e).   

Section 28(e) of the Exchange Act provides a safe harbor for 
advisers who direct a client’s equity trades to broker-dealers to 
acquire research and other products and services. Because Section 
28(e) is a “safe harbor,” an adviser cannot violate that section.  If, 
however, the soft dollar arrangement falls outside of the section, it 
may violate the Advisers Act, other federal laws or the adviser’s 
common law fiduciary duties to the client. Section 28(e) provides 
that a money manager can use a broker-dealer charging more than 
the lowest commission rates available (“pay-up”) if the money 
manager receives research or brokerage services from such broker-
dealer. 

b. Application of Section 28(e) Depends on the Following: 

i. The adviser must be supplied with brokerage and/or 
research services, not some other products or services.  
Something is considered research if it provides lawful and 
appropriate assistance to the adviser in the performance of 
its investment decision-making responsibilities.  Research 
and brokerage services do not include overhead or 
administrative expenses, the correction of trading efforts, or 
consulting services in marketing aimed at soliciting new 
clients. 

ii. If a broker-dealer provides products to an investment 
adviser that encompass both research and brokerage 
services as well as administrative services, the investment 
adviser must make a good faith effort to allocate the cost of 
the product according to its use. 

iii. The research and/or brokerage services must be provided 
by the broker-dealer.  Brokers may provide research that 
has been produced by a third party.  Third-party research is 
permitted if the broker-dealer, not the investment adviser, 
has incurred the obligation to pay the third-party research 
producer. 

iv. The investment adviser must have investment discretion in 
placing the brokerage. 
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1.) Plan sponsors for pension funds are themselves not 
protected by Section 28(e)’s safe harbor provisions. 

2.) Directed brokerage transactions do not fall within 
the safe harbor of Section 28(e). 

v. The commissions paid must be reasonable in relation to the 
services provided.  Section 28(e) requires investment 
advisers to make a good faith determination that higher 
brokerage commissions costs resulting from the purchase 
of brokerage research and services are reasonable. 

vi. Commissions must be used to purchase the services. 

1.) Section 28(e) deals exclusively with brokerage 
commissions and does not cover mark-
ups/markdowns. 

2.) The SEC has historically interpreted Section 28(e) 
to apply to the amount of commission paid to a 
broker-dealer acting in an agency capacity only.  
Recently, however, the SEC issued an interpretive 
release that expanded the application of Section 
28(e) to certain “riskless” principal transactions, 
such as those reported under NASD Rules 4632, 
4642 or 6420.  Specifically, the SEC stated that “we 
now interpret the term ‘commission’ in Section 
28(e) of the Exchange Act to include a markup, 
markdown, commission equivalent or other fee paid 
by a managed account to a dealer for executing a 
transaction where the fee and transaction price are 
fully and separately disclosed on the confirmation 
and the transaction is reported under conditions that 
provide independent and objective verification of 
the transaction price subject to self-regulatory 
organization oversight.”  The SEC’s release, 
however, made clear that at this time only the 
Nasdaq “riskless” principal trades specified above 
satisfy that standard.  Markups, markdowns and 
commission equivalents on traditional principal 
trades effected to or from a broker-dealer’s 
proprietary account inventory and Nasdaq “net” 
trades do not qualify for Section 28(e)’s safe harbor.  
The SEC also stated that, as other markets develop 
regulations that ensure transparency equivalent to 
that ensured by the NASD rules referenced above, 
transaction charges in those markets that meet the 
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requirements of the interpretation will be considered 
to fall within the interpretation.  SEC Exchange Act 
Release No. 34-45194 (Dec. 27, 2001). 

vii. The brokerage placed must be for securities transactions.  
Section 28(e) is not available for transactions in 
commodities or financial futures. 

c. Disclosure Requirements.   

Section 28(e) requires an investment adviser to disclose its policies 
and procedures with respect to commissions that will be paid for 
effecting securities transactions. 

i. Registered advisers must disclose certain information 
regarding their brokerage practices and soft dollar 
arrangements on Items 12 and 13 of Part II of the Form 
ADV. 

ii. An adviser may need to provide additional information and 
material to clients where necessary in light of a particular 
soft dollar activity. 

iii. Disclosure of soft dollar arrangements is required under the 
Investment Company Act, including in certain books and 
records, in semi-annual reports on Form N-SAR, in 
investment company registration statements, and pursuant 
to Section 15 of the Investment Company Act, which 
requires an investment adviser to an investment company to 
make certain disclosures concerning its brokerage practices 
and soft dollar arrangements in advisory contracts and to 
the board of directors of such companies. 

d. The Future of Soft Dollars. 

As pressure mounts for increased regulation of the hedge fund and 
mutual fund industry, there is an expectation that regulators will 
soon impose stricter standards on the use of soft dollars.  In 2003, 
mutual funds and their advisers cut the use of soft dollars by 18% 
in anticipation of increased scrutiny.66  Furthermore, some fund 
sponsors such as Bank One, Morgan Stanley, Janus and MFS said 
they would be drastically curbing their use of soft dollars.   

In December 2003, the Board of Governors of the Investment 
Company Institute (“ICI”) requested that the SEC (1) tighten and 

                                                 
66  Will Swarts, Soft Dollars are Falling Hard, The Street.com, May 28, 2004, available at 
http://biz.yahoo.com/ts/040528/10162837_1.html. 
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restrict the definition of soft dollars to narrow the number and type 
of services that would fall under this category, and (2) eliminate 
soft dollars for third-party research.67  In his testimony before the 
U.S. Senate Committee on Banking, Housing, and Urban Affairs in 
April 2004, SEC Chairman William Donaldson seemed to agree 
that the definition of research should be tightened and favored 
increased transparency of costs. 
  
Although there have not been any specific regulatory actions yet, 
soft dollars reform is an issue of top priority for the SEC.  Changes 
however, are expected this fall when both the NASD and SEC 
Task Forces on Soft Dollars will present to the SEC a report with a 
series of recommendations.  In addition to strong calls for reform 
from investors, the ICI, the NASD and the SEC, Congress has 
lauded Chairman Donaldson’s aggressive reform efforts and have 
offered additional support and enhanced authority to the SEC if it 
is necessary to execute its responsibilities.68  

e. AIMR Soft Dollars Standards.   

The Association for Investment Management and Research 
(“AIMR”) has proposed a set of voluntary soft dollar standards to 
be included in AIMR’s Standards of Practice as voluntary 
standards for AIMR members. The AIMR Soft Dollar Standards 
are designed to (1) define “soft dollars,” (2) identify what is 
“allowable” research, (3) establish standards for soft dollar use, (4) 
create “model” disclosure guidelines, and (5) provide guidance for 
client-directed brokerage arrangements. 

AIMR’s proposed Soft Dollar Standards depart from certain well-
established practices in the soft dollar area and, if adopted, will 
impose higher standards of conduct in certain areas on AIMR 
members that voluntarily elect to comply with the Standards. 
Those aspects of AIMR’s Soft Dollar Standards that differ from 
current practices are highlighted below. 

                                                 
67  ICI Press Release, Dec. 15, 2003, available at 
http://www.ici.org/statements/nr/03_news_soft.html#TopOfPage 
68  See e.g., Statement of Richard ShelbyReview of Current Investigations and Regulatory Actions Regarding 
the Mutual Fund Industry: The SEC's Perspective"April, 08 2004, available at 
http://banking.senate.gov/index.cfm?Fuseaction=Hearings.Testimony&TestimonyID=549&HearingID=107. 
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i. Definitions of Soft Dollar Arrangements.   

1.) Proprietary, in Addition to Third-Party, 
Research.   

Traditionally, soft dollar arrangements are 
understood to address those products or services 
provided to the investment manager by someone 
other than the executing broker, commonly known 
as “third-party” research.  Under AIMR’s Soft 
Dollar Standards, soft dollar arrangements include 
proprietary, as well as third-party research 
arrangements, and seek to treat both categories 
equally. 

2.) Principal, in Addition to Agency, Trades.   

Traditionally, the term “soft dollars” refers to 
commissions generated by trades conducted on an 
agency basis.  Under AIMR’s Soft Dollar 
Standards, soft dollar arrangements include 
transactions conducted on an agency or principal 
basis. 

ii. Definition of Research.   

Traditionally, “allowable” research in the soft dollar 
context is evaluated by whether it provides lawful and 
appropriate assistance to the investment adviser in its 
investment decision-making process.  AIMR’s Soft Dollar 
Standards adopt a definition of research that requires the 
primary content of the soft dollar product or service, if used 
by the adviser, to directly assist the adviser in its 
investment decision-making process and not in the 
management of the investment firm.  Appendix B to the 
AIMR’s Soft Dollar Standards suggests use of a four-tiered 
analysis to aid in determining whether a product or service 
is research. 

iii. Enhanced Disclosure.   

Under the AIMR’s Soft Dollar Standards, an investment 
firm claiming compliance must disclose to its clients 
certain information, some of which the firm is already 
required to maintain under current law.  Moreover, while 
AIMR’s Soft Dollar Standards require the firm to disclose 
the availability of additional information, it is not required 
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to actually provide that information, unless specifically 
requested by the client. 

iv. Compliance Statement.    

Finally, AIMR’s Soft Dollar Standards contemplate the use 
of a voluntary statement of compliance.  An investment 
manager claiming compliance with the Standards must 
provide its client with a statement that any brokerage 
arrangement with respect to that client’s account comports 
with the mandatory provisions of the Standards. 

f. Suggested Compliance Procedures – Broker Selection/Soft 
Dollar Arrangements. 

i. A registered adviser should specifically describe in its 
Form ADV: (1) what factors are used in selecting brokers, 
(2) what types of soft dollar arrangements may be entered 
into and when this may occur, (3) the nature of any directed 
brokerage arrangements, and (4) any potential conflict of 
interest concerning brokerage placement. 

ii. An investment adviser’s compliance manual should provide 
that it is the adviser’s policy to adhere to SEC 
interpretations regarding the permissible use of soft dollars. 
It may be advisable to require that (1) the investment 
adviser’s principals determine which brokers can provide 
research and brokerage services, (2) the adviser not 
obligate itself to generate a specified amount of 
commission from any one or more broker-dealers, and (3) 
the investment adviser’s compliance officer should 
periodically review transactions to determine whether the 
adviser’s polices are being followed. 

iii. An investment adviser should monitor and keep accurate 
records reflecting the performance of brokers that it uses.  
Specifically, an investment adviser should: (1) periodically 
evaluate the execution performance of broker-dealers 
executing transactions, (2) monitor and record the use of 
clients’ commission dollars, and (3) monitor and record 
market-impact costs of different brokers utilized. 

C. Margin Regulations. 

Securities purchased on credit are referred to as margin transactions.  The 
leverage that margin transactions create can multiply the returns of a portfolio.  
Conversely, margin can magnify losses in a portfolio.   
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How the extension of credit is regulated depends on what kind of entity is 
granting the credit.  Broker/dealers usually extend credit within the constraints of 
Regulation T (“Reg. T”) as promulgated by the Board of Governors of the Federal 
Reserve System (“FRB”).  Other lenders, including banks, extend credit under 
Regulation U of the FRB (“Reg. U”).  The margin regulation established by the 
FRB is considered initial margin.  Beyond the initial margin requirement, the 
exchanges and the NASD have established minimum maintenance margin 
requirements to which their members must adhere.  Finally, the entity actually 
extending the credit to the customer may provide for additional “house” margin 
requirements. 

1. Regulation T. 

a. Initial Credit Extension by a Broker-Dealer.   

The FRB currently allows broker-dealers to extend, and investors 
to borrow, 50% of the value toward the purchase of qualified 
margin securities.  Qualified margin securities are basically 
exchange traded securities and securities traded on The Nasdaq 
Stock Market (National Market or Small Cap Market).  The Reg. T 
requirement is to be met when the purchase price is paid and not 
on an ongoing basis.  Thus, Reg. T does not require the deposit of 
additional margin if a position loses value and sinks below the 
investor’s purchase price.  (In this situation, the margin loan does 
not decrease while the stock falls, thus reducing the investor’s 
equity at an accelerated pace.) As discussed below, when the 
account equity falls below a certain level, maintenance margin may 
require an investor to raise additional funds in the account by 
depositing cash, depositing securities or liquidating securities. 

Although margin requirements on qualified margin securities 
stands at 50%, other securities and financial instruments also 
require an investor to risk at least some amount of capital.  For 
many of these non-margin securities, Reg. T is not applicable or 
does not require any specific margin.  This gap is filled by the 
margin rules of the exchanges and the NASD.   For example, the 
New York Stock Exchange (“NYSE”) mandates that its members 
require initial margin equal to the greater of:  (1) the amount 
specified in Reg. T (e.g., 50%), or (2) the amount of maintenance 
margin specified elsewhere in the rule (e.g., 25%), or (3) a greater 
amount as the exchange may require for specific securities, or (4) a 
minimum equity of $2,000.  The NYSE rule, however, is subject to 
numerous exemptions for different types of securities.  These 
exemptions range from a 1% margin requirement for some 
obligations of the Federal government to more than 100% of the 
value of some short option contracts.  Furthermore, the NYSE 
requires that member firms establish procedures to review their 
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credit extension practices and to formulate their own margin 
requirements, including review of the need for higher margin 
requirements for individual securities or customer accounts.  
Pursuant to that requirement, most firms have “house” 
requirements that exceed those of the exchange. 

b. Credit Extension by Broker-Dealers to Broker-Dealers 
(Broker-Dealer Credit Accounts).   

A joint back office (“JBO”) arrangement allows non-clearing 
broker-dealers to receive preferential margin treatment from their 
clearing firms.  Specifically, a broker-dealer that participates in a 
JBO arrangement (by owning part of the clearing firm) can receive 
credit from its JBO clearing firm on “good faith” terms.  
Theoretically, the clearing broker could lend 100% of the purchase 
price of securities.  In practice, however, the borrowing is limited 
by net capital rule requirements and exchange or NASD 
requirements. 

While this arrangement has been used by day-trading firms and 
others, any entity (including private funds) may voluntarily register 
as a broker-dealer to take advantage of the favorable margin 
treatment available in a JBO arrangement.  In fact, the NASD 
recognized this arrangement in exempting certain private fund 
broker-dealers from the prohibition against purchasing hot issues. 

NASD and exchange requirements approved in early 2000 
constrain JBO arrangements.  The NYSE requirements establish 
capital and equity requirements for JBO brokers (i.e., clearing 
firms) and JBO participants (i.e., the entity seeking favorable 
margin) and are designed to protect the safety and soundness of 
JBO arrangements.  Among other requirements, JBO brokers must 
maintain $25 million in tentative net capital, take other capital 
charges if warranted, and maintain a written risk analysis 
methodology for assessing the amount of credit extended to each 
JBO participant.  JBO participants must be subject to the net 
capital rule, maintain an ownership interest in a JBO broker in 
accordance with Reg. T, and maintain a minimum liquidating 
equity of $1 million in an account with the JBO broker.  If the JBO 
participant’s liquidating equity falls below the $1 million 
minimum, the participant has 5 days to cure the deficiency before 
it loses its status and becomes subject to Reg. T and exchange 
maintenance margin requirements. 
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2. Exchange and NASD Maintenance Margin Requirements.   

Reg. T governs the initial extension of credit by a broker-dealer, but not 
the continued credit quality of the account.  As mentioned above, 
declining market value of securities in an account coupled with an 
unchanged margin loan balance mathematically causes a declining equity 
balance.  When the equity balance dips far enough, the broker-dealer will 
be required by exchange or NASD rules to issue a maintenance margin 
call.  The margin call requires that the customer increase the equity in the 
account by either depositing additional funds, margin securities, or selling 
securities to raise cash.  If the customer fails to act within the appropriate 
time limits, the broker-dealer is required to take market action by 
liquidating securities (possibly against the will of the customer) in order to 
raise the equity to minimum acceptable levels. 

The maintenance margin requirements of the NYSE are set at 25% of the 
current value of all securities long in the account plus certain amounts for 
securities carried short in the account.  As indicated above, maintenance 
requirements are subject to numerous, broad ranging exemptions for 
different types of securities.  In addition, the NYSE requires that member 
firms establish procedures to review their credit extension practices and to 
formulate their own margin requirements, including review of the need for 
higher margin requirements for individual securities or customer accounts.  
Based on this requirement, most broker-dealers have “house” 
requirements in excess of exchange or NASD minimums. 

Accounts classified as day-trading accounts are subject to special margin 
requirements.  A day-trader is defined by the NYSE as any customer 
whose trading shows a pattern of day-trading (the purchasing and selling 
of the same security on the same day).  Reg. T does not apply because the 
day-trader’s account is flat, i.e., without a position, at the end of the day, 
even though the account might have engaged in many transactions during 
the trading day.  By rule, the NYSE and NASD moved to require Reg. T 
margin intra-day.  As of early 2000, these rules are in the process of being 
amended so as to permit greater leveraging with more stringent 
qualifications for accounts engaged in a narrowed definition of day-
trading. 

3. Regulation U.   

Reg. U imposes credit restrictions upon persons other than broker-dealers 
that extend credit for the purpose of buying or carrying margin stock if the 
credit is secured directly or indirectly by margin stock.  “Margin stock” is 
differentiated from “margin security” under Reg. T due to Nasdaq 
SmallCap securities being excluded from the former (and other 
differences).  Lenders restricted by Reg. U include both banks and certain 
other persons required to register with the FRB.   
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Reg. U restricts “purpose credit,” which is defined as any credit for the 
purpose, whether immediate, incidental, or ultimate, of buying or carrying 
margin stock.  A covered lender is not permitted to extend any purpose 
credit secured by margin stock in an amount that exceeds the permissible 
loan value (currently 50% – the same as Reg. T).  The maximum loan 
value of non-margin stock and all other collateral (except options) is their 
good faith loan value defined as the amount that a lender, exercising sound 
credit judgment, would lend, without regard to the customer’s other assets 
held as collateral in connection with unrelated transactions. 

4. ERISA Accounts.   

In general, the extension of margin credit to a retirement plan or 
arrangement subject to ERISA and Code Section 4975 by a broker-dealer 
providing securities transaction or other services to the plan is a prohibited 
transaction.  However, Prohibited Transaction Exemption 75-1 permits a 
broker-dealer to extend margin credit in connection with ordinary 
purchase and sale transactions, subject to certain conditions.  A broker-
dealer who is a fiduciary of the plan may extend margin credit, but may 
not receive interest or other consideration in connection with the 
transaction. 

D. Insider Trading and Personal Trading.  

1. Insider Trading. 

a. Insider Trading Procedures. 

Section 204A of the Advisers Act requires registered investment 
advisers to establish, maintain, and enforce written policies and 
procedures to prevent the misuse of material, non-public 
information by such investment advisers or any associated person.  
Section 204 not only requires an investment adviser to adopt 
written procedures, but also to vigilantly review, update and 
enforce such policies and procedures.  

All advisers, including advisers not required to be registered, are 
bound by the fiduciary duty of loyalty to the client and the client’s 
interests with regard to material non-public information. 

i. Definition of Material, Non-Public Information.   

Information is material if there is a substantial likelihood 
that a reasonable investor would consider it important to 
the investor’s investment decision-making.  Information is 
considered non-public when it has not been disseminated in 
a manner making it available to investors generally.  
Information becomes public once it is publicly 
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disseminated; limited disclosure does not necessarily make 
the information public (e.g., disclosure by an insider to a 
select group of persons). 

ii. Prohibition.   

Generally, the prohibition against insider trading applies 
when a duty is breached by trading while in possession of 
material, non-public information. Under the 
misappropriation theory of insider trading, virtually any 
person can be subject to the prohibition against trading if he 
or she trades while in possession of material, non-public 
information obtained by unlawful means or if he or she 
trades while in possession of material, non-public 
information that was lawfully obtained, but illegally 
converted. 

iii. Front-Running/Scalping.   

Front-running involves trading on the basis of non-public 
information regarding impending market transactions. It 
can embrace a number of scenarios:  (1) trading ahead or 
“scalping” a client order in the same security (an adviser’s 
purchasing shares of a security for its own account shortly 
before recommending or buying that security for long-term 
investment for a client and then immediately selling the 
shares at a profit upon the rise in the market price following 
the client recommendation or purchase); (2) front-running a 
non-customer block transaction; or (3) taking a position in 
stock index futures or options contracts prior to buying or 
selling a block or securities for a proprietary account (i.e., 
self front-running). 

b. Compliance Procedures - Insider Trading. 

i. Adoption of a Code of Conduct. 

All registered investment advisers must adopt a code of 
conduct.  See Section II.C of the course materials. 
Unregistered advisers should, depending on their activities, 
consider adopting such a code.   

ii. Use of Restricted Lists. 

Securities are typically placed on “restricted lists” when a 
firm obtains inside information concerning a company or 
enters into an investment banking relationship that is likely 
to lead to the acquisition of inside information. Once a 
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security is placed on the restricted list, the firm is precluded 
from recommending it to its clients or investing in the 
security for its own or the client’s account. 

iii. Use of Watch Lists. 

The potential for a restricted list to promote rumor and 
speculation and to become in effect a “tip” sheet may 
necessitate a “watch list.”  A “watch list” is used to monitor 
the firm’s activities in securities about which the firm may 
possess inside information. Access to the list should be 
highly restricted and, unlike a restricted list, which 
precludes all trading in the securities listed, a watch list 
generally is directed at avoiding the signaling of securities 
that may be issued by companies considering tender offers, 
public offerings or divestiture. 

iv. Chinese Walls. 

“Chinese Walls” are policies and procedures that limit the 
flow of information within a firm.  These procedures can 
include prohibiting investment-related conversation 
between personnel from different units of the company 
(e.g., “private side” or “public side”).  Under this 
limitation, employees who possess non-public or 
proprietary information should disclose it only to 
employees within their unit who have a reason to know 
such information and should not discuss the information 
with any person outside their unit.  If an employee with 
specific information needs to have a “cross-wall” 
investment-related communication, specific permission 
must be received, the meeting must be monitored and 
documented, and supervisory approval must be obtained. 

v. Conduct Blocking Activities. 

To prevent scalping, an investment adviser and its 
employees should be prohibited from trading ahead of 
research recommendations. 

vi. Education. 

An investment adviser should conduct on-going 
educational programs regarding the definition of and 
prohibitions against insider trading. 



 
 

III-26 

2. Personal Trading. 

a. Personal Securities Transactions.   

Rule 204-2(a)(12) of the Advisers Act requires all registered 
investment advisers to keep and maintain true, accurate and current 
records concerning every transaction in any security in which any 
beneficial ownership is acquired by any employee responsible for 
making recommendations to purchase securities for advisory 
clients. 

b. Suggested Compliance Procedures - Code of Ethics/Personal 
Securities Transactions. 

The code of ethics should contain the following elements: 

i. A prohibition against transactions that violate the federal 
securities laws. 

ii. A designation of those persons whose transactions are 
restricted. The code should impose appropriate restrictions 
on the trading activities of access persons. 

iii. A requirement that all access persons report every 
transaction in a security in which the access person has, or 
by reason of such transaction acquires, any direct or 
indirect beneficial ownership. Such reports must be filed 
with the appropriate supervisory personnel no later than ten 
days after the end of the calendar quarter in which the 
transaction was effected. The report should include, among 
other things, the title and amount of the security, the date 
and nature of the transaction, the price at which it was 
effected, and the name of the broker-dealer with whom the 
transaction was effected. 

iv. A requirement for written approval for a fixed period prior 
to effecting any personal securities transaction for defined 
personnel. 

v. Provisions detailing the required steps when a person 
becomes aware that another employee has violated the 
code. 

vi. Procedures to ensure the timely distribution of code of 
ethics to all appropriate personnel and to ensure the prompt 
reporting of personal securities transactions. 
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Chapter IV:  Distribution Compliance Issues 
 

IV. Distribution Compliance Issues. 

A. Private Placement Issues. 

1. Section 5 of the Securities Act. 

Section 5 of the Securities Act requires registration of each offer and sale 
of securities unless an exemption is available.  The registration 
requirements are intended to assure that the persons selling the security 
give the investing public sufficient information about the issuer, the 
securities, and the transaction. 

a. The Six Requirements of Section 5: 

i. Section 5(a)(1) requires an effective registration statement 
before selling a security; 

ii. Section 5(a)(2) requires an effective registration statement 
before using interstate commerce to carry a security for the 
purpose of sale or delivery after sale; 

iii. Section 5(b)(1) requires a prospectus used after filing a 
registration statement to meet the requirements of Section 
10; 

iv. Section 5(b)(1) and 2(a)(10)(a), taken together, require that 
a prospectus meeting the requirements of Section 10(a) be 
delivered before or at the same time with confirmation of 
sale of a security; 

v. Section 5(b)(2) requires a prospectus that meets the 
requirements of Section 10(a) to accompany or precede 
delivery of the security itself; and 

vi. Section 5(c) requires that a registration statement be on file 
with the SEC before any offers to sell or offers to buy are 
made.   

b. Definition of “Prospectus” and “Offer.”   

Section 2(a)(10) of the Securities Act defines the term 
“prospectus” to include any notice, circular, advertisement, letter 
or communication, written or by radio or television, which offers 
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any security for sale.  It also includes a confirmation of sale unless 
the confirmation is preceded or accompanied by a Section 10 
prospectus.  Section 2(a)(3) defines “offer” as “. . . every attempt 
or offer to dispose of . . . a security or interest in a security, for 
value.”  The SEC interprets “offer” broadly to include any 
communication that conditions the market or arouses public 
interest in the securities. 

c. Section 3 and 4 Exemptions.   

Section 3 of the Securities Act exempts certain types of securities 
from the registration requirements of the Securities Act.  Among 
the exempt securities are offerings set forth in Section 3(b), which 
exempts small or limited offerings whose aggregate dollar amount 
does not exceed $5,000,000.  Section 3(b) grants the SEC 
rulemaking authority to add any class of securities to this 
exemption.  The SEC exercised its rulemaking authority by 
adopting Rules 504 and 505 of Regulation D under the Securities 
Act.  (For a discussion of these rules, see Section A(4) below.)  

Section 4 of the Securities Act exempts certain transactions of 
securities from the registration requirements of the Securities Act.  
The transactional exemptions of Section 4 apply to, among others, 
(1) transactions by persons other than an issuer, underwriter, or 
dealer [Section 4(1)]; (2) transactions not involving any public 
offering [Section 4(2)]; and (3) transactions solely with “accredited 
investors” (as defined in Section 2(15) of the Securities Act and 
Rule 501 of Regulation D) provided that the aggregate offering 
does not exceed the $5,000,000 limit prescribed by Section 3(b) 
[Section 4(6)].   

The exemptions provided by Sections 3 and 4 of the Securities Act 
are not mutually exclusive.  In fact, it is possible to conduct 
Regulation D, Rule 144A and Regulation S offerings 
simultaneously. 

2. Section 4(1) of the Securities Act – Offerings by Persons Other Than 
an Issuer, Underwriter or Dealer.   

Section 4(1) sets forth a transactional exemption for offerings by persons 
other than an issuer, underwriter, or dealer.  Section 2(4) of the Securities 
Act defines the term “issuer” very generally to mean every person who 
issues or proposes to issue any security.  This definition can apply to 
different persons, depending on the organizational structure of the issuer. 

Section 2(11) of the Securities Act defines the term “underwriter” 
generally to mean any person who has purchased from an issuer with a 
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view to, or offers or sells for any issuer in connection with, the distribution 
of any security.  This definition also includes any person who participates 
or has a participation interest in an undertaking to distribute an issuer’s 
security. 

Section 2(12) of the Securities Act defines the term “dealer” generally to 
mean any person who engages full- or part-time, as agent, broker or 
principal in the business of offering, buying, selling, or otherwise dealing 
or trading in securities issued by another person. 

The SEC has adopted a rule that, if certain conditions are satisfied, would 
protect a person selling an issuer’s securities from being deemed an 
“underwriter.”  (For a discussion of this rule, see Section A(5)(a) below.) 

3. Section 4(2) of the Securities Act - The Private Offering Exemption. 

Section 4(2) of the Securities Act exempts “transactions by an issuer not 
involving any public offering.”  Note that the exemption is only available 
to an issuer.  Whether or not a particular offer and sale is a “private 
offering” is essentially a question of fact and necessitates a consideration 
of such factors as the relationship between the offerees and the issuer, the 
nature, scope, size, type and manner of the offering. 

The Supreme Court’s decision in SEC v. Ralston Purina Co., 346 U.S. 119 
(1953), established the basic principle that the private offering exemption 
is available only for an offer and sale made privately to persons who have 
sufficient business and financial sophistication to be able to fend for 
themselves.  The test applies to both offerees and purchasers.  Whether an 
offeree or purchaser can fend for itself depends, in part, on: 

a. the offeree’s and purchaser’s access to the same kind of 
information as would be included in a registration statement; and 

b. the offeree’s and purchaser’s sophistication and ability to bear the 
economic risks of investment. 

It is also important to focus on the manner in which the offering is 
conducted.  General solicitation and general advertising are not permitted 
in Section 4(2) offerings. 

4. Regulation D. 

The SEC adopted Rules 504, 505 and 506 of Regulation D to provide a 
safe harbor for the availability of the Section 3(b) and 4(2) exemptions. 
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a. Rule 506.   

Rule 506 of Regulation D, which is a safe harbor for a private 
offering under Section 4(2), provides an exemption for offerings of 
any amount by an issuer subject to certain conditions.  Sales may 
be made to an unlimited number of accredited investors plus 35 
non-accredited but sophisticated investors.  Each non-accredited 
investor in a Rule 506 offering must have the financial 
sophistication necessary to evaluate the merits and risks of the 
prospective investment or must designate a purchaser 
representative who has the requisite financial sophistication.  
Accredited investors are presumed to be able to fend for 
themselves based on several objective criteria set forth in the 
definition of accredited investor in Rule 501.  There is no limit on 
the number of offerees or the dollar amount raised, except that the 
offering cannot be made by means of general solicitation or 
general advertising.  Of course, there are practical limits on the 
number of purchasers because, depending on the nature of the 
securities, a private issuer would not want to become a public 
reporting company under the Exchange Act.  In addition, a large 
number of investors in an offering could call into question the truly 
private nature of the offering.  While not required to be registered 
under state law, Rule 506 offerings generally are subject to notice 
filings with certain limited exceptions (see Section A(6) below). 

A Notice of Sale on Form D must be filed with the SEC within 15 
days of the first sale under Regulation D. 

b. Rule 504.   

The SEC adopted Rule 504 under its authority in Section 3(b) of 
the Securities Act.  Rule 504 exempts offerings with an aggregate 
offering price of up to $1 million during any twelve-month period.  
There are no limitations on the number of offerees and there are no 
specified disclosure requirements.  Rule 504 is not available to 
Exchange Act reporting companies, investment companies, or 
“blank check” companies.  Securities sold in Rule 504 offerings 
are subject to restrictions on resales and other transfers and these 
offerings may not involve general solicitation and general 
advertising unless certain conditions are met. 

c. Rule 505.   

The SEC also adopted Rule 505 under its authority in Section 3(b) 
of the Securities Act.  Rule 505 exempts offerings with an 
aggregate offering price of less than $5 million during any twelve-
month period subject to certain conditions.  Sales may be made to 
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an unlimited number of accredited investors and 35 additional 
persons.  Also the offer cannot be made by means of general 
solicitation or general advertising.  The rule is not available to 
investment companies or an issuer whose affiliates, or certain other 
persons associated with the offering, were the subject of certain 
administrative, civil, or criminal actions. 

d. Conditions Applicable to Both Rule 505 and Rule 506 
Offerings. 

i. Sales to an unlimited number of accredited investors are 
permitted; 

ii. Specified information must be furnished a reasonable 
amount of time prior to sale to non-accredited purchasers 
(anti-fraud rules under the federal securities laws apply to 
all investors); 

iii. The issuer or any person acting on its behalf is prohibited 
from using any form of general solicitation or general 
advertising to offer or sell the securities; and 

iv. The securities issued will be restricted securities that cannot 
be resold without registration or an appropriate exemption, 
and the issuer must exercise reasonable care to assure that 
the purchaser is not an underwriter within the meaning of 
Section 2(a)(11). 

e. Differences Between Rule 505 and Rule 506.   

i. Rule 505 limits the amount that may be raised in a one-year 
period to $5 million.  There is no limit on the amount that 
may be raised under Rule 506.   

ii. There are no sophistication requirements for non-accredited 
investors under Rule 505.  Non-accredited investors, or 
their purchaser representatives, must satisfy a sophistication 
requirement under Rule 506. 

iii. Rule 506 offerings generally are exempt from state 
registration except for fees and notice filings.  (See Section 
A(6) below). 

f. Good Faith Compliance with Regulation D.   

Rule 508 sets forth a good faith compliance defense with respect to 
a failure to comply with the requirements of Regulation D.  Under 
Rule 508, the failure to comply with a term, condition, or 
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requirement of Rule 504, 505, or 506 will not result in the loss of 
the exemption for any offer or sale to a particular investor if the 
issuer can show that: 

i. the failure to comply did not pertain to a condition directly 
intended to protect the particular investor; 

ii. the failure to comply was insignificant to the offering as a 
whole; and 

iii. a good faith and reasonable attempt was made to comply 
with all of the terms, conditions and requirements of the 
applicable exemption. 

g. Who Is an Accredited Investor?   

“Accredited investor” includes institutional investors – such as 
banks, investment companies, pension funds and corporations, 
trust funds – and wealthy or high earning individuals that, under 
the conditions set forth in the exemptive provisions, are presumed 
to be sophisticated in business and financial matters to be able to 
fend for themselves.  The term also includes persons that the issuer 
reasonably believes fall into one of the categories at the time of 
sale.  If sales are made by a broker-dealer, then there may be 
suitability requirements over and above a purchaser’s accredited 
investor status. 

h. Integration Issues under the Securities Act.   

i. Integration occurs when separate securities transactions 
(public and private offerings or two or more purportedly 
private transactions) are combined into a single offering for 
purposes of the Securities Act.  If two or more offerings are 
integrated, an otherwise available Securities Act exemption 
may be lost.  The SEC has articulated a five-factor test to 
determine whether separate offerings should be integrated: 

1.) Are the offerings part of a single plan of financing? 

2.) Do the offerings involve issuance of the same class 
of securities? 

3.) Are the offerings made at or about the same time? 

4.) Are the same types of consideration involved? 

5.) Are the offerings made for the same general 
purposes? 
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ii. Exceptions to the Integration Doctrine. 

1.) Rule 502(a) provides an exception to the integration 
doctrine.  Under Rule 502(a), offers and sales that 
are made more than six months before the start of a 
Regulation D offering or are made more than six 
months after the completion of a Regulation D 
offering will not be considered part of that 
Regulation D offering if certain specified conditions 
are met. 

2.) Rule 152 under the Securities Act provides another 
exception.  Under Rule 152, a prior, non-public 
offering under Section 4(2) need not be integrated 
with a subsequent public offering where the prior, 
non-public offering was completed before the filing 
of the registration statement relating to the 
subsequent public offering.  See Black Box Inc. 
(June 26, 1990) for a discussion of when an offering 
is “completed.” 

3.) Rule 155 under Securities Act provides safe harbors 
for abandoned the public and private offerings.  
Rule 155(b) allows an issuer to begin a private 
offering and to terminate the private offering in 
order to start a registered offering without 
integration provided that no securities were sold in 
the private offering and each prospectus used in the 
registered offering contains certain disclosures 
including the size and data relating to the 
termination of the abandoned offer.  An issuer 
contemplating switching to a private offering after 
having initially filed a registration statement in 
connection with a contemplated registered offering 
may also rely on the integration safe harbor 
contained in Rule 155(c) provided that:  

a.) no securities were sold in the 
registered offering; 

b.) the issuer withdraws the registration 
statement; 

c.) neither the issuer nor any person 
acting on its behalf commences the 
private offering earlier than 30 days 



 
 

IV-8 

after the withdrawal of the 
registration statement; 

d.) the issuer notifies each offeree in the 
private offering of the legal effects of 
participating in a private offering; 
and  

e.) any disclosure document used in the 
private offering discloses any 
changes in the issuer’s business or 
financial condition that are material 
to the investment decision associated 
with the private offering.   

i. General Solicitation and General Advertising. 

Offers and sale of securities under Rule 506 may not be 
through any form of general solicitation or general 
advertising, including, but not limited to, the following: 

a.) Any advertisement, article, notice or other 
communication published in any newspaper, 
magazine, or similar media or broadcast over 
television or radio; and 

b.) Any seminar or meeting whose attendees have been 
invited by any general solicitation or general 
advertising. 

The SEC, through the use of no-action letters, releases and 
enforcement and private actions, has defined the parameters 
of prohibited and permissible activities when making offers 
and sales under Rule 506.  Restrictions on general 
solicitation and general advertising limit issuers from 
finding investors through the use of advertisements, 
articles, notices or other communications contained in 
newspapers, magazines, cold mass mailings, television or 
radio, web sites available to the public or e-mail messages 
sent to a large number of previously unknown persons.69  

                                                 
69 See Rule 506 under the Securities Act; SEC v. Inorganic Recycling Corp., Litig. Rel. No. 16322, 1999 SEC 
LEXIS 2075 (Sept. 30, 1999) (holding that a solicitation to more than 1,000 prospective investors is a general 
solicitation); In the Matter of CGI Capital, Inc., Securities Act Release No. 7904, 2000 SEC LEXIS 2081 (Sept. 29, 
2000) (holding that the dissemination of thousands of e-mails to individuals, some of whom did not have any pre-
existing relationship with the company, supplying passwords that allowed access to that portion of the company 
website containing the offering materials was a general solicitation); In the Matter of Harry Harootunian and 
Professional Planning & Technologies, Inc., Exchange Act Release No. 32981, 1993 SEC LEXIS 2504 (Sept. 29, 
1993) and In the Matter of Robert Testa, Securities Act Release No. 7018 (Sept. 29, 1993) (each holding that the 
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For a discussion of general solicitation and advertising in 
connection with websites, see Section A(7) below.  
However, the staff has consistently held the view that a 
general solicitation has not occurred if there is a pre-
existing, substantive relationship between the issuer and the 
offeree.70  This relationship must have been established 
prior to the commencement of the private offering. 

5. Resales.   

Resales and transfers of privately-offered securities are restricted in order 
to prevent a purchaser from becoming a statutory underwriter for purposes 
of engaging in a public distribution of the issuer’s securities in violation of 
Section 4(2).  Generally, an issuer will disclose that resales or other 
transfers of its securities are prohibited unless the securities are registered 
under the Securities Act or an available exemption under federal law 
exists. 

a. Rule 144.   

Rule 144 is a safe harbor.  If a sale of restricted securities is made 
in compliance with all of Rule 144’s conditions, the person who 
sells these restricted securities is not deemed to be engaged in the 
distribution of such securities and therefore is not an underwriter.  
“Restricted securities” include securities acquired in a private 
offering.  This rule applies only in fairly narrow circumstances that 
are generally not present in connection with the resale of private 
fund securities.   

Rule 144 requires compliance with the following conditions:  

i. Current public information about the issuer must be 
available – this condition may be satisfied by (1) a public 
reporting company having current information within a 

                                                                                                                                                             
mass mailing of a solicitation letter to tens of thousands of individuals who had no prior relationship with either the 
issuer or the sellers of the securities was a public offering and violated the prohibition against general solicitation); 
In the Matter of Kenman Corp., Exchange Act Release No. 21962, 1985 SEC LEXIS 1717 (April 19, 1985) (holding 
that the mailing of information not only to pervious investors but to an unknown number of persons with whom no 
prior contact or relationship existed was a general solicitation); In the Matter of PriorityAccess, Inc., Securities Act 
Release No. 8021, 2001 SEC LEXIS 2056 (Oct. 3, 2001) (holding that sending approximately two million e-mails to 
individuals not having any pre-existing substantive relationship was general solicitation and general advertising); 
See also, Circle Creek AquaCulture V, L.P. (pub. avail. Mar. 26, 1993); H.B. Shaine & Co. (pub. avail. May 1, 
1987); Ovation Cosmetics, Inc. (pub. avail. Mar. 8, 1976); Woodtrails-Seattle, Ltd. (pub. avail. Aug. 9, 1982). 
70 See, e.g., Bateman Eichler, Hill Richards, Inc. (pub. avail. Dec. 3, 1985) (stating that since the proposed 
solicitation was generic and did not make reference to any specific investment currently offered or contemplated and 
procedures would be implemented to insure that securities offered at that time would not be offered to individuals 
responding to the solicitation); E.F. Hutton Co. (pub. avail. Dec. 3, 1985) (stating that prior investments are not 
necessary to create a substantive relationship); IPONET (pub. avail. July 26, 1996); Lamp Technologies (pub. avail. 
May 29, 1997; May 29, 1998). 
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prescribed timeframe; (2) an issuer whose securities are 
quoted by brokers and dealers in the secondary market if 
the broker or dealer has information about the issuer, as 
specified under certain provisions of Rule 15c2-11 under 
the Exchange Act; or (3) the issuer is an insurance 
company that provides information to the public pursuant 
to Section 12(g)(2)(G)(i) of the Exchange Act.  

ii. A minimum of one year must elapse between the later of the 
date of acquisition of the securities from the issuer or an 
affiliate of the issuer.   Generally, this holding period does 
not begin to run until the full purchase price is paid for the 
securities.  See Physica B.V. and Solvay S.A., SEC No-
Action Letter (April 8, 2003). 

iii. Limitations on the amount of restricted securities to be sold 
must be observed. 

iv. The securities generally must be sold in “brokers’ 
transactions” or in transactions with market makers, and in 
the absence of any general solicitation of orders in 
anticipation of a sale. 

v. Depending on the size and frequency of a sale, a notice on 
Form 144 may need to be filed with the SEC.   The person 
filing the notice must have a bona fide intention to sell the 
securities subject to the notice. 

If two years have elapsed since the later of the date the 
securities were acquired from the issuer or an affiliate of 
the issuer, and the seller is not an affiliate of the issuer at 
the time of sale and has not been an affiliate of the issuer 
within the preceding three months, then the conditions 
described in (i) through (v) above need no longer be met. 

b. Rule 144A – Private Resales to Institutions.   

Rule 144A under the Securities Act provides a safe harbor under 
Section 4(1) for resales of securities acquired in a private 
placement or a transaction otherwise exempt from registration.  
Like Rule 144, Rule 144A provides certainty that the Section 4(1) 
exemption is available.  It applies when a person other than the 
issuer offers or sells securities only to “qualified institutional 
buyers.”  If Rule 144A’s requirements are met, the rule provides a 
“safe harbor” that:  
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i. the person making the transaction – if not a dealer – is not 
engaged in a distribution and, therefore, is not an 
underwriter; and 

ii. the person making the transaction – if a dealer – is not a 
participant in a distribution and is not an underwriter, and 
that the securities have not been offered to the public. 

Under Preliminary Note 6 to Rule 144A, securities purchased in a 
Rule 144A transaction are deemed to be restricted securities within 
the meaning of Rule 144(a)(3). 

c. There are three considerations in applying Rule 144A: 

i. Eligible purchasers; 

ii. Eligible securities; and 

iii. Available information. 

d. Eligible Purchasers.   

The seller must have a reasonable basis for believing that the 
offeree or purchaser is a “qualified institutional buyer,” commonly 
called a “QIB.”  In general, a QIB is one of a specified list of 
institutions that, in the aggregate, owns and invests on a 
discretionary basis at least $100 million in securities of non-
affiliated issuers.  Broker-dealers, banks, and savings and loan 
associations must meet other requirements.  See Communicator, 
Inc. SEC No-Action Letter (September 20, 2002). 

e. Eligible Securities.   

A security is eligible for resale under Rule 144A if, when issued, it 
is not of the same class as securities listed on a U.S. securities 
exchange or quoted on an automated interdealer quotation system, 
such as Nasdaq.  Rule 144A treats convertible or exchangeable 
securities as the same class as listed or quoted securities underlying 
them unless the effective conversion or exercise premium is 10% 
or more. 

f. Available Information. 

The seller must take reasonable steps to ensure that the buyer is 
aware that the seller may rely on Rule 144A.   
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i. Rule 144A does not specify information that must be 
provided to the buyer in the transaction if: 

1.) the issuer is a reporting company under the 
Exchange Act; 

2.) the issuer is a foreign government, as defined in 
Rule 405, eligible to register transactions on 
Schedule B; or 

3.) the issuer is a foreign private issuer exempt from 
the registration requirements of Section 12(g) of the 
Exchange Act under Rule 12g3-2(b).  Rule 12g3-
2(b) exempts foreign private issuers from the 
registration requirements of Section 12(g) of the 
Exchange Act if they make available to the SEC the 
information required to be made public in their 
home country. 

ii. If the issuer of the securities is not a reporting company, is 
not exempt under Rule 12g3-2(b), and is not a foreign 
government, Rule 144A specifies that: 

1.) the holder, and a prospective purchaser designated 
by the holder, must have the right to obtain from the 
issuer upon request specified, limited reasonably 
current business and financial information about the 
issuer; and 

2.) the purchaser must receive such information upon 
request from the issuer, a seller, or a person acting 
on behalf of either. 

6. State Blue Sky Laws. 

a. National Securities Markets Improvement Act of 1996.   

Section 18 of the Securities Act prohibits any state securities law 
from imposing any conditions, based on the merits of an offering, 
on the offer or sale of “covered securities,” as defined under the 
Securities Act.  Section 18(b)(4)(D) includes under the definition 
of “covered securities” those securities offered pursuant to rules or 
regulations issued under Section 4(2) of the Securities Act, such as 
a Rule 506 offering.  Securities offered pursuant to Section 3(b) of 
the Securities Act, such as offerings relying on Rule 504 and Rule 
505, are not covered by Section 18(b)(4)(D).   
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Section 18 places limitations on states with respect to the sale of 
any “covered security”; a state can only require a fee as well as the 
filing of any document required to be filed with the SEC and 
consents to service of process.  Section 18 does not, however, 
exempt a person selling securities from registration as a broker-
dealer or agent-salesperson under any state securities law.  Because 
certain states only allow exemptions from broker-dealer and agent-
salesperson registration if the sale of shares meets a state securities 
registration exemption, the sale of shares in those states still must 
meet the requirements of the state securities registration 
exemption, even though the sale is exempt under federal law. 

b. Regarding state filing requirements, New York is the only state 
where a filing must be made prior to the offer of shares to residents 
of that state and is the only state that requires the filing of the 
Private Placement Memorandum, in addition to the Form D filing, 
with the state regulatory agency. 

7. Private Offerings and the Internet (Domestic). 

a. The issues raised by the use of electronic modes of communication 
relate to the procedural application of the securities laws to 
communications by electronic media.  The substantive 
requirements and liability provisions of the federal securities laws 
apply equally to electronic and paper-based formats. 

When is an electronic communication a “general solicitation?” 

i. General rule – placement of offering materials on a website 
is a general solicitation and defeats the private placement 
exemption. 

ii. Exception – password-protected web pages sponsored by 
online brokers with certain additional limitations. 

b. In IPOnet (July 26, 1996), the SEC staff determined that private 
placement materials may be posted on the Internet by online 
brokers without constituting a “general solicitation” under the 
circumstances described below.  

i. The online broker maintains a password-protected site on its 
web page that has information on private placements. 

ii. In order to access this site and participate in any transaction 
posted on the site, an investor must have a substantive 
relationship with the broker.  A broker may establish a 
substantive relationship by means of an investor 
questionnaire.  Investors must complete a questionnaire to 
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demonstrate that they are accredited investors within the 
meaning of Rule 501 of Regulation D or sophisticated 
investors within the meaning of Rule 506(b)(2)(ii) of 
Regulation D.  The SEC takes the position that merely 
“checking the box” regarding accredited investor status may 
not be sufficient for the broker to form a reasonable belief 
that the investor is accredited.  

iii. The invitation to complete the questionnaire and the 
questionnaire itself must be generic in nature and not refer 
to specific transactions posted or to be posted on the 
password-protected location on the website.  

iv. The broker must make a determination that the investor 
qualifies as an accredited investor or sophisticated investor. 

v. Investors who qualify are given a password that allows 
them access to password-protected pages on the website. 

vi. Investors who qualify are only allowed to purchase 
securities in transactions that are posted on the password-
protected page after that investor’s qualification as an 
accredited or sophisticated investor. 

c. In Lamp Technologies (May 29, 1997), the SEC staff took the 
position that  private funds (relying on Regulation D and Section 
3(c)(1) or Section 3(c)(7) of the Investment Company Act) may 
provide information regarding their funds, including offering 
memoranda, to a third party that would post that information on the 
Internet.  In addition to the questionnaire requirement stated in 
IPOnet, the staff also conditioned its relief on the payment of a 
subscription fee by the subscriber.  The staff noted that there would 
be a 30-day waiting period from the time the subscriber joined 
before the subscriber could purchase a posted fund.  This 30-day 
waiting period was substituted for the procedure in IPOnet because 
of the continuous nature of private fund offerings in Lamp.  There 
were several funds posted so the underlying theory is that the 
solicitation was not for any one fund.  There is a question of 
applicability if this procedure is used for a single fund. 

d. In Use of Electronic Media, Release No. 33-7856 (May 1, 2000), 
the SEC also noted that industry practice often deviates from the 
facts in IPOnet and that third party service providers who are 
neither registered as broker-dealers nor affiliated with registered 
broker-dealers are establishing websites and are inviting 
prospective investors to prequalify.  The SEC stated that sites that 
allow for self-accreditation “raise significant concerns as to 
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whether the offerings they facilitate involve general solicitation.”  
The SEC also suggested that such website operators should 
consider whether they need to register as broker-dealers. 

B. Regulation S. 

1. Regulation S was adopted to provide guidance and a safe harbor from the 
registration requirements of the Securities Act.  Section 5 of the Securities 
Act makes it unlawful for any person, directly or indirectly to make use of 
any means or instruments of transportation or communication in 
“interstate commerce” or the mails to offer or sell securities without 
registering the securities under the Securities Act.  Interstate commerce is 
defined in Section 2(7) of the Securities Act to include “trade or 
commerce in securities or any transportation or communication relating 
thereto . . . between any foreign country and any State, Territory, or the 
District of Columbia.”  As such, the potential jurisdictional reach of 
Section 5 is quite broad and may include foreign offerings that do not 
comport to other exemptions to registration such as the U.S. Private 
Offering Exemption (e.g., Regulation D and/or Section 4(2) of the 
Securities Act). 

The SEC’s initial attempt to clarify the jurisdictional boundaries in this 
area was through Securities Act Release No. 4708 (July 8, 1964), which 
rather imprecisely took the position that an offering sold in a manner 
reasonably designed to preclude distribution or redistribution within or to 
nationals of the United States did not require registration under Section 5.  
After 25 years and numerous No-Action Letters,71 the SEC in Securities 
Act Release No. 6863 (Apr. 24, 1990) adopted Regulation S, which 
provides explicit safe harbors for offshore distributions and resales of 
unregistered securities of U.S. and foreign issuers. 

Regulation S states as a general statement (Rule 901) that the registration 
requirements of Section 5 of the Securities Act do not apply to “offers and 
sales of securities that occur outside the United States.”  Regulation S sets 
forth two safe harbor provisions.  The two safe harbor provisions describe 
conditions under which the SEC will deem the offers and sales to have 
occurred “outside the United States” within the meaning of the general 
statement. 

a. The “issuer safe harbor” (Rule 903) applies to offers and sales by 
issuers, persons involved in the distribution process pursuant to 
contract (“distributors”), their affiliates and any person acting for 
those persons. 

                                                 
71 See, e.g., InfraRed Assocs., Inc. (pub. avail. Sept. 13, 1985); Proctor & Gamble Co. (pub. avail. Feb. 21, 
1985); Fairchild Camera & Instrument Int’l Fin. N.V. (pub. avail. Dec. 15, 1976); Raymond Int’l, Inc. (pub. avail. 
June 28, 1976); Pan Am. World Airways, Inc. (pub. avail. June 30, 1975); Singer Co. (pub. avail. Sept. 3, 1974). 
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b. The “offshore resale safe harbor” (Rule 904) applies to offshore 
resales by persons other than those eligible to rely upon the issuer 
safe harbor.  This safe harbor may be relied upon by officers and 
directors who are affiliates of the issuer or a distributor solely by 
virtue of holding such position. 

The safe harbors do not create a presumption that a transaction that fails to 
meet their terms is subject to the registration requirements of Section 5 or 
is a violation of Section 5. 

Equity securities of U.S. issuers that are sold pursuant to Regulation S are 
deemed to be “restricted securities” and are not freely resaleable in the 
United States for at least one year after sale.   

Regulation S is not applicable to the offer and sale of securities issued by 
open-end investment companies or unit investment trusts registered (or 
required to register, but not registered) under the Investment Company 
Act. 

2. General Conditions.   

The following two general conditions apply to both the issuer safe harbor 
and the offshore resale safe harbor: 

a. Any offer or sale must be made in an “offshore transaction.”  In 
order for a transaction to be an offshore transaction, several 
requirements must be satisfied: 

i. no offers may be made in the United States; and 

ii. either: 

1.) the buyer must be outside the United States at the 
time the buy order originates (or the seller 
reasonably believes the buyer is offshore), or 

2.) one of the following: 

a.) for persons relying on the issuer safe 
harbor, the sale must be made in, on or 
through a physical trading floor of an 
established foreign securities exchange; or 

b.) for persons relying on the offshore resale 
safe harbor, the sale must be made in, or 
through the facilities of a “designated 
offshore securities market,” and the 
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transaction may not be pre-arranged with a 
buyer in the United States. 

b. No directed selling efforts may be made in the United States.  
“Directed selling efforts” are those activities that could reasonably 
be expected, or are intended, to condition the U.S. market for the 
securities being offered in reliance on Regulation S.  Regulation S 
sets forth specific types of activities that are not viewed as directed 
selling efforts.  For example, an advertisement that is required to 
be published by foreign or U.S. law or stock exchange regulations 
will not be deemed directed selling efforts if the advertisement 
does not contain more information than what is legally required 
and contains a specified legend. 

3. Additional Conditions.   

Rule 903 (the Regulation S issuer safe harbor) details three categories of 
issuers or offerings, based on the level of connectedness with the U.S. 
market.  The category of issuer determines the nature of the additional 
conditions. 

a. Category 1.   

No conditions apply other than the two general conditions listed 
above.  This category applies to the following issuers or offerings: 

i. “foreign issuers” (including “foreign private issuers”) who 
reasonably believe that there is no substantial U.S. market 
interest in the securities being offered; 

ii. an “overseas directed offering” into one country; 

iii. securities backed by full faith and credit of a foreign 
government; and 

iv. securities issued in connection with foreign employee 
benefit plans. 

b. Category 2.   

This category applies to equity securities of a reporting foreign 
issuer or debt securities of a reporting issuer or of a non-reporting 
foreign issuer.  The issuer safe harbor is available for a Category 2 
offering if the two general conditions described above are satisfied.  
In addition, the following requirements apply: 
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i. offers and sales of securities to U.S. persons (other than a 
distributor) before the end of a 40 day distribution 
compliance period are prohibited; 

ii. distributors must send a confirmation to certain purchasers 
during the 40 day distribution compliance period; and 

iii. certain offering restrictions, described in Rule 902(g) must 
be implemented. 

c. Category 3.   

Category 3 is a residual category.  The additional conditions for 
Category 3 include that “offering restrictions” are implemented; 
sales to U.S. Persons are prohibited during a specified distribution 
compliance period; and legends and restrictions on transfer of the 
securities are imposed.  In the case of debt securities, the 
distribution compliance period is 40 days.  In the case of equity 
securities, the distribution compliance period is one (1) year. 

Rule 902(k) defines the term “U.S. person” for purposes of 
Regulation S.  In pertinent part, U.S. residency rather than U.S. 
citizenship is the principal factor in the test of a natural person’s 
status as a U.S. person.  In Investment Funds Institute of Canada 
(pub. avail Mar. 4, 1996), the SEC clarified that “Offshore Funds 
must count all United States residents to whom they sell their 
securities, as well as any transferees of United States residents who 
purchase securities in private offerings in the United States, but 
generally need not count United States residents that purchase 
securities in bona fide secondary transactions outside the United 
States or the transferees of such United States residents.”72  For 
business entities, the place of incorporation or formation generally 
controls.73  A foreign subsidiary or branch located in the United 
States is treated as a U.S. person.  Conversely, U.S. subsidiaries or 
branches located outside the United States are not treated as U.S. 
persons, if they (1) operate for valid business reasons; (2) are 
engaged in the banking or insurance business; and (3) are subject 
to substantive local banking or insurance regulation.74 

4. Resale Safe Harbor.   

The SEC adopted Rule 905 in Securities Release No. 7505 (Feb. 17, 1998) 
(the “1998 Release”), which classifies “equity securities placed offshore 

                                                 
72 Wilmer, Cutler & Pickering (pub. avail. Oct. 5, 1998) at note 11 citing Investment Funds Institute of 
Canada (pub. avail. Mar. 4, 1996). 
73 See Goldman, Sachs & Co. (pub. avail. Oct. 3, 1985). 
74 See Foreign Agencies & Branches of United States Banks & Ins. Cos. (pub. avail. Feb. 25, 1988). 
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by domestic issuers under Regulation S . . . as ‘restricted securities’ within 
the meaning of Rule 144, so that resales without registration or an 
exemption from registration will be restricted.”  In the 1998 Release, the 
SEC stated that it expressly defined Regulation S equity securities of U.S. 
issuers as “restricted securities” under the Rule 144 resale safe harbor so 
that purchasers of those securities are provided with clear guidance 
regarding when and how those securities may be resold in the United 
States without registration under the Securities Act. 

C. Investment Company Act. 

1. Activity in the U.S. Not Deemed a Public Offering Under Section 7(d) 
of the Investment Company Act.   

In Wilmer, Cutler & Pickering (Oct. 5, 1998), the SEC staff provided 
advice to an offshore fund that was intending to conduct a global private 
offering in light of the repeal of the Ten Commandments described in 
Section C(5) below.  The staff concluded that conducting private meetings 
with non-U.S. residents who are temporarily in the United States, and 
providing administrative and advisory services in the United States to the 
foreign fund, will not be deemed a public offering for purposes of Section 
7(d) of the Investment Company Act, causing the fund no longer be able 
to rely on Section 3(c)(1) or Section 3(c)(7) of the Investment Company 
Act, if certain restrictions are met.  The restrictions identified by the staff 
included the following: “(1) the Foreign Fund will employ procedures to 
identify, and count or qualify as applicable, all U.S. persons to whom it 
sells its securities on a worldwide basis . . ., (2) the relevant offering 
materials will disclose prominently and fully that the Foreign Fund is not 
registered under the [Investment Company] Act and its securities are not 
registered under the Securities Act; and (3) the Foreign Fund will not sell 
its securities either domestically or abroad by means of any ‘general 
solicitation or general advertising,’ as those terms are defined in Rule 
502(c) of Regulation D under the Securities Act, and any offers and/or 
sales occurring in the United States will be effected in private offerings 
exempt from the registration requirements of the Securities Act.”75 

2. Offshore funds may be offered privately in the United States (even when 
there is a simultaneous public offering abroad) if they satisfy the test 
established by the SEC staff in Touche Remnant & Co. (August 27, 1984).  
Under Touche Remnant, the number of beneficial owners was to be 
calculated using the approach taken under Section 3(c)(1) of the 
Investment Company Act.  This means that the foreign fund could have no 
more than 100 U.S. investors.  The SEC staff has also stated that a private 
investment company will not violate Section 7(d) of the Investment 
Company Act (which prohibits foreign funds from conducting a public 

                                                 
75 Wilmer, Cutler & Pickering (pub. avail. Oct. 5, 1998). 
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offering in the United States) if it privately offers and sells its securities in 
the United States to an unlimited number of qualified purchasers in 
accordance with Section 3(c)(7) of the Investment Company Act.  See 
Goodwin, Procter & Hoar (February 28, 1997); see also ING Bank, N.V., 
2002 SEC No-Act. LEXIS 633 (July 8, 2002).   

3. Under Goodwin, Procter & Hoar, a foreign private investment company 
that previously had sold its securities to 100 or fewer United States 
residents in reliance on Touche Remnant may later rely on Section 
3(c)(7)(B) to offer and sell securities to United States residents who are 
qualified purchasers.   

4. The offshore fund generally must qualify under either Section 3(c)(1) or 
Section 3(c)(7) with respect to its U.S. offers and sales.  The offshore fund 
cannot rely on both provisions simultaneously. 

5. U.S. Federal Tax Implications.   

A nonresident individual or foreign corporation engaged in a trade or 
business in the United States is subject to U.S. federal taxation on its net 
income that is effectively connected with the trade or business.  Prior to 
the passage of the Taxpayer Relief Act of 1997 (“Taxpayer Relief Act”), 
section 864(b)(2)(A)(ii) of the Code contained a safe harbor for offshore 
funds clarifying that such a fund would not be engaged in a U.S. trade or 
business so long as the offshore fund did not maintain its principal office 
in the United States.  Treasury adopted regulations pursuant to the Code 
(commonly known as the “Ten Commandments”) that defined what types 
of activities by an offshore fund in the United States would constitute the 
fund having its “principal office in the United States.”  The Taxpayer 
Relief Act repealed the statutory basis for the Ten Commandments (i.e., 
the principal office provision).  Although the federal government has, in 
effect, repealed the Ten Commandments, some states impose income tax 
at the state level for such activities formerly covered by the Ten 
Commandments.  See Chapter V, Section E(2)(c). 

D. Foreign Stock Exchange Listing. 

1. Many offshore funds list their shares for trading on foreign stock 
exchanges, such as the Irish, Hong Kong, Cayman Islands and Bermuda 
stock exchanges.  For closed-end funds, such listings may provide 
potential liquidity for investors.  Even open-end funds may list on foreign 
exchanges, however, because the investment policies and restrictions 
applicable to many foreign institutional investors permit them to more 
easily invest in exchange-listed securities.  Each exchange maintains its 
own listing requirements and restrictions. 
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For Category 3 issuers, the SEC has issued a series of No-Action Letters 
regarding securities listing on foreign exchanges.76  All three letters 
provided No-Action assurance for foreign exchanges offering equity 
securities of non-reporting U.S. companies.  In these letters, the SEC 
permitted alternative restrictions and procedures from Rule 
903(b)(3)(iii)(B) to be used in the initial offering and resale of such 
securities provided. 

E. Offshore Offers on the Internet. 

1. The SEC issued an interpretive release in March 1998 that clarified when 
the posting of offering or solicitation materials on Internet websites would 
not be considered to be activities taking place “in the United States.”  See 
Securities Act Release No. 7516 (March 23, 1998).  The interpretive 
releases only address when materials posted on the Internet may be 
deemed not to be offers “in the United States” and did not alter the basic 
requirements that all offers and sales within the United States must be 
registered or exempt. 

2. Whether the registration provisions of the U.S. securities laws apply 
depends on whether Internet offers, solicitations or other communications 
are targeted at the United States.  This depends on whether adequate 
measures are implemented that suffice to guard against sales to U.S. 
persons.  Whether adequate measures have been implemented to guard 
against sales to U.S. persons depends on the facts and circumstances of the 
situation.  The interpretive release provides some guidance, however, to 
indicate procedures that generally would be considered to be adequate 
measures.  The measures that should be taken vary depending on whether 
the offering is made by a foreign or a U.S. offeror or whether the offeror 
uses a third party website to make or promote the offering. 

3. Offshore Internet Offerings by Foreign Offerors.   

Generally, an offshore Internet offer by a foreign offeror would not be 
treated as targeted at the United States if the offeror implements the 
following measures: 

a. the website that posts the offer contains a prominent disclaimer 
making it clear that the offer is directed only to countries other 
than the United States; and 

b. the offeror implements procedures reasonably designed to prevent 
sales to U.S. persons in the offshore offering.  For example, the 
offeror could determine the purchaser’s residence before the sale. 

                                                 
76 See European Association of Securities Dealers Automated Quotation N.V./S.A. (“EASDAQ”) (pub. avail 
July 27, 1999); Australian Stock Exchange Ltd. (pub. avail. Jan. 17, 2000); OM Stockholm Exchange (pub. avail. 
Oct. 11, 2000); Cairo and Alexandria Stock Exchanges (pub. avail. Apr. 16, 2003). 
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These measures are not exclusive.  Offerors may adopt other measures as 
long as the procedures suffice to guard against sales to U.S. persons.  
Sham offshore offerings or procedures, however, will not allow offerors to 
escape their Section 5 obligations. 

4. Offshore Internet Offerings by Foreign Offerors When There Is Also 
a U.S.-Exempt Component of the Offering.   

If a foreign issuer makes an offshore Internet offering concurrently with a 
U.S. private placement, it must not make a general solicitation in the 
United States that would jeopardize its eligibility to rely on the Section 
4(2) exemption or Regulation D.  The website may not be used as a means 
to locate investors to participate in the U.S. private placement.  Because of 
the risks posed when the issuer is conducting concurrent offshore public 
and U.S. private offerings, the offeror should take further precautions in 
addition to the two listed above.  The release suggests two additional 
precautions that could be used in these situations: 

a. the Internet offeror could allow unrestricted access to the offshore 
Internet offering materials, but not permit a person responding to 
the offshore Internet offering to participate in the U.S. exempt 
offering, even if the person is otherwise qualified to participate; or 

b. the Internet offeror could ensure that access to the posted offering 
materials is limited to viewers who first provide residence 
information indicating that they are not U.S. persons. 

5. Offshore Internet Offerings by U.S. Issuers.   

U.S. issuers must take additional precautions to prevent their offerings 
over the Internet from being targeted at the United States.  As a result, 
U.S. offerors must take the basic precautionary measures that foreign 
offerors do, and also implement additional precautionary measures similar 
to password protection that are reasonably designed to ensure that only 
non-U.S. persons have access to the offer.  Persons seeking access to the 
site would have to demonstrate that they are not U.S. persons before they 
would be given the password. 

F. Advertising and Internet Issues. 

1. Regulatory Framework.   

a. Section 206(4) of the Advisers Act makes it unlawful for 
investment advisers, directly or indirectly, “to engage in any act, 
practice or course of conduct which is fraudulent, deceptive or 
manipulative.”  The SEC has imposed a standard of conduct for 
investment adviser advertisements that is stricter than that for other 
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vendors of products or services, on the theory that advisory clients 
may be unsophisticated in investment matters.   

b. The rule defines advertisement to include: 

“any notice, circular, letter or other written communication 
addressed to more than one person, or any notice or other 
announcement in any publication or by radio or television, which 
offers (1) any analysis, report, or publication concerning securities, 
or which is to be used in making any determination as to when to 
buy or sell any security, or which security to buy or sell, or (2) any 
graph, chart, formula or other device to be used in making any 
determination as to when to buy or sell any security, or which 
security to buy or sell, or (3) any other investment advisory service 
with regard to securities.” 

Electronic Communication.  The SEC has confirmed that 
electronic communications (i.e., Internet postings) give rise to the 
same registration, antifraud and record keeping obligations as 
paper-based communications. 

c. Specific Prohibitions.   

Rule 206(4)-1(a) under the Advisers Act lists four specific 
advertising practices prohibited by this general anti-fraud 
provision: 

i. Testimonials.   

No advertisement can be made that contains any direct or 
indirect reference to a testimonial of any kind regarding the 
advice or any other services the adviser may offer. A 
testimonial generally includes statements of a client’s 
experience or an endorsement by a client.  Testimonials are 
deemed to be misleading because they may give the 
inference that the experience of the individual giving the 
testimonial is typical of the experience of all the adviser’s 
clients. 

1.) Third-Party Reports.   

The SEC staff takes the position that bona fide, 
unbiased third-party reports generally are not 
prohibited by the rule, provided they do not imply 
or cause a reader to draw an inference concerning: 

a.) the experience of advisory clients; 
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b.) the possibility of a prospective client’s 
having an investment experience similar to 
that of prior clients; or 

c.) the adviser’s competence when there are 
additional facts that, if disclosed, would 
imply different results than those suggested 
in the third party reports. 

2.) Partial Client Lists.   

The SEC staff has also taken the position that a 
partial client list that does no more than identify 
certain clients of an adviser cannot be viewed either 
as a statement of a client’s experience with, or an 
endorsement of, the investment adviser, and 
therefore is not a prohibited testimonial.  In order to 
avoid violating the general anti-fraud advertising 
prohibitions of the Rule, the SEC staff has 
suggested that advisers (1) do not use performance-
based data to determine which clients to include on 
the listing, (2) disclose the criteria used to compile 
the list, and (3) provide disclosure that it is not 
known whether the clients listed approve or 
disapprove of the investment adviser or its services. 

ii. Past Specific Recommendations.   

No reference may be made, either directly or indirectly, to 
past specific recommendations unless the investment 
adviser furnishes a list of all recommendations made by the 
investment adviser during the preceding year, as well as 
other disclosure. A reference to profitable 
recommendations that ignores unprofitable 
recommendations or investment advice is prohibited.  The 
list of recommendations must include: 

1.) the name of each security recommended; 

2.) the date and nature (e.g., buy, sell, hold) of each 
recommendation; 

3.) the market price at the time; 

4.) the price at which the recommendation was to be 
acted upon;  
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5.) the market price of each security as of the most 
recent practicable date; and 

6.) the SEC staff has permitted the use of a selected 
group of recommendations so long as it is based on 
objective, non-performance-based criteria, 
accompanied by appropriate disclosures and 
maintenance of records as described in items 1 
through 5 above. 

The list must also include, on the cover page in type as 
large as the largest type used in the piece, disclosure that “it 
should not be assumed that recommendations in the future 
will be profitable or will equal the performance of the 
securities in this list.” 

iii. Charts or Formulas.   

No claim can be made in an advertisement that a graph, 
chart, formula or other device being offered can be used to 
determine which securities to buy or sell or to assist 
persons in making those decisions, unless the limitations 
and difficulties regarding the use of the device is 
prominently disclosed. 

iv. Free Reports or Services.   

An advertisement cannot claim that any type of advisory 
services will be provided free of charge if there are any 
conditions or obligations connected with such service. 

d. General Anti-Fraud Provision – Rule 206(4)-1(a)(5).   

Rule 206(4)-1(a)(5) under the Advisers Act contains a general 
provision that prohibits an investment adviser from using any 
advertisement that contains an untrue statement of material fact or 
is otherwise false or misleading.  Whether any advertisement is 
false and/or misleading will depend generally upon the facts and 
circumstances surrounding its use, including:  (1) the form as well 
as the content of the advertisement; (2) the implications or 
inferences arising out of the advertisement in its total context; and 
(3) the sophistication of the client or prospective client. 

Note:  All advertisements by investment advisers must comply 
with the general anti-fraud provisions of Rule 206(4)-1(a)(5). 
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i. Use of Actual or Model Performance Results.   

The SEC staff at one time took the position that the use of 
model or actual performance results in an advertisement 
was per se fraudulent under Section 206(4) and Rule 
206(4)-1(a)(5).  However, in 1986 the SEC staff modified 
its position, stating that whether the use of model or actual 
performance results is misleading under the Advisers Act 
depends on the facts and circumstances of the 
advertisement.  The SEC staff stated that, as a general 
matter, the use of model or actual results would be 
misleading if those results implied something about the 
adviser’s competence or about future investment results 
that would not be true had the advertisement included all 
material facts.  The SEC staff also took the opportunity to 
set forth its views regarding certain uses of model or actual 
performance results that the staff would consider 
misleading.   

1.) The SEC staff stated that both model and actual 
performance results would be misleading if they: 

a.) fail to disclose the effect of material market 
or economic conditions on the results 
portrayed; 

b.) include model or actual results that do not 
reflect the deduction of advisory fees, 
brokerage or other commissions, and any 
other expenses that a client paid or would 
have paid; 

c.) fail to disclose the extent to which the 
results portrayed reflect the reinvestment of 
dividends and other earnings; 

d.) suggest or make claims about the potential 
for profit without also disclosing the 
possibility of loss; 

e.) compare model or actual results to an index 
without disclosing all material facts relevant 
to the comparison (e.g., an advertisement 
that compares model results to an index 
without disclosing that the volatility of the 
index is materially different from that of the 
model portfolio); and 
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f.) fail to disclose any material conditions, 
objectives, or investment strategies used to 
obtain the results portrayed (e.g., the model 
portfolio contains equity securities that are 
managed with a view toward capital 
appreciation). 

2.) The SEC staff stated that model performance results 
would be misleading if they fail to disclose: 

a.) prominently the limitations inherent in 
model results, particularly the fact that such 
results do not represent actual trading and 
that they may not reflect the impact that 
material economic and market factors might 
have had on the adviser’s decision-making if 
the adviser were actually managing the 
client’s money; 

b.) if applicable, that the conditions, objectives, 
or investment strategies of the model 
portfolio changed materially during the time 
period portrayed in the advertisement and, if 
so, the effect of any such change on the 
results portrayed; 

c.) if applicable, that any of the securities 
contained in, or the investment strategies 
followed with respect to, the model portfolio 
do not relate, or only partially relate, to the 
type of advisory services currently offered 
by the adviser (e.g., the model includes 
some types of securities that the adviser no 
longer recommends for its clients); and 

d.) if applicable, that the adviser’s clients had 
investment results materially different from 
the results portrayed in the model. 

The SEC staff stated that actual 
performance results would be misleading if 
they fail to disclose prominently, if 
applicable, that the results portrayed relate 
only to a select group of the adviser’s 
clients, the basis on which the selection was 
made, and the effect of this practice on the 
results portrayed, if material. 
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ii. Exceptions to the “Net of Fees” Requirement.   

One of the SEC staff’s most controversial requirements is 
that model or actual performance results be presented after 
the deduction of advisory fees, brokerage or the other 
commissions and any other expenses that a client would 
have paid or actually paid (i.e., “net of fees”).  The SEC 
staff is apparently concerned that disclosure that fees would 
affect the results presented is not sufficient to overcome the 
compounding effect on performance results that occurs 
unless fees are actually deducted.  Moreover, the SEC staff 
believes that clients should not be forced to calculate the 
compounding effect if fees are not actually deducted.  The 
SEC staff has, however, provided limited relief from the 
net of fee requirement in three situations: 

1.) Custodian Fees.   

The SEC staff has allowed advisers to provide 
model or actual results that are presented without 
deducting custodian fees paid to a bank or other 
organization for safekeeping client funds and 
securities.  The SEC staff reasoned that custodians 
are often selected by clients and frequently are paid 
directly by clients. 

2.) One-on-One Presentations.   

The SEC staff has allowed investment advisers to 
present model or actual performance results on a 
gross basis in a one-on-one presentation to wealthy 
individuals, consultants, pension funds, or other 
institutions.  The staff’s position is expressly 
conditioned on the adviser providing to the client or 
consultant, in writing, at the time of the 
presentation: 

a.) Disclosure that the performance results do 
not reflect the deduction of investment 
advisory fees; 

b.) Disclosure that the client’s return will be 
reduced by the advisory fees and other 
expenses it may occur as a client; 

c.) Disclosure that the adviser’s advisory fees 
are described in Part II of the adviser’s Form 
ADV; and 
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d.) A representative example (in the form of 
table, chart, graph, or narrative) showing the 
effect of compounded advisory fees, over a 
period of years, on the value of a client’s 
portfolio. 

3.) Composite Accounts.   

The SEC staff has allowed advisers to present 
performance results based on a composite of 
accounts (including mutual fund and non-mutual 
fund accounts) if net of fees and gross of fees 
performance results are provided with equal 
prominence.  Notably, in addressing composites, the 
SEC staff has not required that the gross of fees 
results be provided only to wealthy or institutional 
clients in one-on-one presentations, when 
accompanied with net of fees performance. 

2. Use of Prior Performance in Advertising. 

a. General Standard. 

i. Predecessor Entities.   

The SEC staff takes the position that an investment adviser 
advertisement that includes prior performance results of 
accounts managed by a predecessor entity would not in and 
of itself be misleading under Rule 206(4)-1(a)(5) under the 
Advisers Act if: 

1.) the person or persons who manage accounts at the 
adviser were also those primarily responsible for 
achieving the prior performance results; 

2.) the accounts managed at the predecessor entity are 
so similar to the accounts currently under 
management that the performance results would 
provide relevant information to prospective clients; 

3.) all accounts that were managed in a substantially 
similar manner are advertised unless the exclusion 
of any such account does not result in materially 
higher performance and the reason for the exclusion 
is disclosed; 
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4.) the advertisement is consistent with staff 
interpretations with respect to the advertisement of 
performance results;  

5.) the advertisement includes all relevant disclosures, 
including that the performance results were from 
accounts managed at another entity; and 

6.) the investment adviser has the SEC-required records 
supporting the performance from the predecessor 
entity. 

ii. Portability.   

Although addressed in the context of an adviser to a 
registered investment company, the SEC staff has taken the 
position that Section 206(4) of the Advisers Act would not 
prohibit an investment company from providing in its 
prospectus performance information for a portfolio 
manager’s previous accounts if (1) the performance is not 
presented in a misleading manner and does not obscure or 
impede understanding of information that is required to be 
in the prospectus and (2) the portfolio manager was solely 
responsible for the performance of the previous account.  
The logic of this position should extend to investment 
adviser advertisements that do not involve registered 
investment companies. 

3. AIMR Performance Presentation Standards. 

a. AIMR has issued a detailed set of “Performance Presentation 
Standards” based upon the philosophy of full disclosure of 
investment performance data to clients.  A secondary objective is 
to ensure uniformity in reporting so that results are directly 
comparable among investment managers. 

i. To be in compliance with AIMR Performance Presentation 
Standards, an investment adviser’s presentation must, 
among other things:  

1.) use total return, including realized and unrealized 
gains plus income, to calculate performance; 

2.) use accrual rather than cash accounting; 

3.) use time-weighted rates of return; 
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4.) include cash and cash equivalents in composite 
returns; 

5.) include all actual, fee-paying, discretionary 
portfolios in at least one composite; and 

6.) not link simulated and model portfolios with actual 
performance. 

b. Performance presentations must disclose, among other things: 

i. total assets of the AIMR/PPS defined firm; 

ii. the availability of a complete list and description of the 
firm’s composites; 

iii. the number of portfolios and amount of assets in a 
composite and the percentage of the firm’s total assets the 
composite represents; 

iv. whether balanced portfolio segments are included in single-
asset composites, and an explanation of how cash has been 
allocated among asset segments; 

v. whether performance results are calculated gross or net of 
investment management fees, and disclose the firm’s fee 
schedule applicable to the recipient of the performance 
presented; 

vi. the existence of a minimum asset size below which 
portfolios are excluded from a composite; 

vii. whether settlement date rather than trade date valuation is 
used; 

viii. the use and extent of leverage, including a description of 
the use, frequency, and characteristics of any derivatives 
used;  

ix. the inclusion of any non-fee-paying portfolios in 
composites; and  

x. ten years or since inception of annual composite 
performance, applicable benchmark and, if a benchmark is 
not applicable, disclose why not. 
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G. Additional Investment Company Act Issues. 

1. Investment Company Act Issues. 

a. Private Investment Companies – Exclusions from Registration. 

The most important exclusions from registration are contained in 
Investment Company Act Sections 3(c)(1) and 3(c)(7).  Funds 
relying on these sections are typically referred to as “private 
investment companies” because they must not make or propose to 
make a public offering of its securities to qualify for exemption 
from registration as an investment company under either Section.   

Section 3(c)(1) excludes issuers from the definition of an 
investment company if that issuer’s outstanding securities are held 
by no more than 100 persons.  Section 3(c)(7) exempts issuers 
from such definition if that issuer’s outstanding securities are 
owned only by qualified purchasers. 

b. 100 Owner Funds Exclusion. 

i. Basic Requirements.  

Section 3(c)(1) excludes from registration an investment 
company that (1) has 100 or fewer beneficial owners and 
(2) meets the private offering requirement.  The rationale 
for this exclusion from registration is that these investment 
vehicles represent small pools of assets that do not warrant 
SEC regulation. 

ii. Beneficial Ownership.   

Normally, a single investor in a private fund is counted as a 
single beneficial owner of that fund.  However, the SEC 
has noted that a person may have beneficial ownership if 
that person may determine whether and how much to 
invest.   

1.) Partnerships and Retirement Accounts.   

General partner(s) of a partnership, for example, 
will be the sole beneficial owner(s) if the decision 
to invest rests with those general partner(s).  
However, beneficial ownership rests with the 
limited partners when a general partner consults 
with the limited partners about their investment 
objectives and varies, from investment to 
investment, each limited partner’s percentage share 
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of profits and losses based on individual 
circumstances.  See WR Investment Partners (April 
15, 1992).  In addition, plan participants of self-
directed 401(k) retirement plans will be deemed the 
beneficial owners as they may decide whether and 
how much to invest.  See PanAgora Trust (April 29, 
1994). 

2.) Joint Ownership.   

An investment in a private fund that is jointly 
owned by a husband and his wife will be considered 
to be owned by a single owner.  This interpretation, 
however, does not extend to family dependents.  
See American Bar Association (April 22, 1999) 
(“ABA Letter”). 

iii. Knowledgeable Employees.   

A “knowledgeable employee,” as defined in Rule 3c-5 
under the Investment Company Act, is a natural person 
who is (1) an executive officer, director, trustee, general 
partner, advisory board member or other person serving in 
a similar capacity of a private fund or an affiliated 
management person, or (2) an employee of a private fund 
or an affiliated management person who regularly 
participates in the investment activities of such fund (or 
certain of its affiliates) and has been employed for at least 
12 months.   

1.) Basic Premise.   

The basic premise is that knowledgeable 
employees, due to their financial knowledge and 
relationship to a private fund, have the financial 
sophistication to understand the risks associated 
with the purchase of such company’s securities.  
Therefore, a knowledgeable employee is not 
counted toward the 100 person limit of a Section 
3(c)(1) fund. 

2.) Who are not Knowledgeable Employees?   

The SEC interprets knowledgeable employees to 
include those employees that actively participate in 
the investment activities of a private fund.  
Generally, the following persons will not be 
knowledgeable employees and, thus, must be 
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counted toward the beneficial owner and qualified 
purchaser limitations:  investor relations 
professionals, research analysts, brokers, traders, 
attorneys, compliance officers and operational 
persons.  See ABA Letter. 

3.) Affiliated Management Person.   

Generally, knowledgeable employees are limited to 
persons whose employer is the private fund’s 
manager.  In cases where an affiliated company is 
under common control with the manager, and the 
company and manager have the same parent 
company, employees of the affiliated company 
could be knowledgeable employees because they 
will have significant access to information about the 
private fund.  See ABA Letter. 

4.) Timing.   

A natural person will be a knowledgeable employee 
if he or she was such an employee at the time the 
private fund’s securities were purchased.  In 
addition, a person may be treated as having been a 
knowledgeable employee at the time of prior 
purchases even though that person’s status did not 
arise until later.  See ABA Letter.  A knowledgeable 
employee need not dispose of the securities upon 
termination of employment.  See Privately Offered 
Investment Companies, Investment Company Act 
Release No. 22597 (April 3, 1997). 

iv. Look-Through Rule.   

Generally, a company (as opposed to a natural person) is 
treated as a single beneficial owner.  Accordingly, a 
company that purchases a private fund’s securities would 
be treated as one owner for purposes of the 100 beneficial 
owner limit pursuant to Section 3(c)(1).  However, to 
prohibit companies from doing indirectly what they cannot 
do directly, i.e., pyramiding their investments in private 
funds to avoid the Investment Company Act’s registration 
requirements while in effect operating an investment 
company subject to registration, the “look-through” rule 
applies.  The “look-through” rule treats the number of 
beneficial owners of the investing company (rather than the 
investing company itself) as the beneficial owners of the 
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private fund, if (1) the investing company owns 10% or 
more of the Section 3(c)(1) fund’s voting securities, and (2) 
the investing company is itself an investment company or 
private fund.  For example, the SEC imposes a rebuttable 
presumption that an entity was not formed for the specific 
purpose of making an investment in a Section 3(c)(1) fund 
if not more than 40% of its committed capital is invested in 
the Section 3(c)(1) fund and the investors in the entity have 
no individual investment discretion over their assets in the 
entity.  See Cornish & Carey Commercial, Inc. (June 21, 
1996). 

c. Qualified Purchaser Exemption. 

i. Basic Requirements.   

Section 3(c)(7) exempts from registration an investment 
company that (1) has only “qualified purchasers” as 
investors (although the investment company may have an 
unlimited number of them) and (2) meets the private 
offering requirement.   Qualified purchaser funds must, 
however, take care to have no more than 499 record holders 
of their securities or they may be required to register their 
securities under Section 12(g) of the Exchange Act. 

ii. Qualified Purchasers.  

Generally, qualified purchasers are natural persons that 
own at least $5 million in “investments” and institutional 
investors that own and invest on a discretionary basis at 
least $25 million in “investments.”   

1.) Definition.   

Section 2(a)(51) under the Investment Company 
Act, as modified by Rule 2a51-3, defines qualified 
purchasers as including: 

a.) a natural person who owns at least $5 
million in investments; 

b.) a company that was not formed for the 
specific purpose of acquiring the securities 
offered, that owns at least $5 million in 
investments and is owned by two or more 
related natural persons (a so-called “family 
company”); 
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c.) a trust that was not formed for the specific 
purpose of acquiring the securities offered, 
where the trustee and each person who 
contributes assets to the trust is a qualified 
purchaser; and 

d.) any person that was not formed for the 
specific purpose of acquiring the securities 
offered, acting for its own account or the 
accounts of other qualified purchasers, who 
in the aggregate owns and invests on a 
discretionary basis, at least $25 million in 
investments. 

Both a “knowledgeable employee” and a 
company owned exclusively by 
knowledgeable employees can also invest in 
a Section 3(c)(7) fund.  See also Section 
G(1)(b)(iii) above. 

2.) Exceptions.   

In addition, Rule 2a51-1 provides that, with two 
exceptions, QIBs, as defined in Rule 144A under 
the Securities Act, will be deemed to be qualified 
purchasers. 

i.) The first exception relates to dealers.  To 
coordinate the definition of QIB with the 
statutory definition of qualified purchaser, 
Rule 2a51-1 requires a dealer to own and 
invest on a discretionary basis $25 million in 
securities of issuers that are not affiliated 
persons of the dealer (rather than Rule 
144A’s $10 million requirement). 

ii.) The second exception relates to employee 
benefit plans under the new rules.  Under 
Rule 2a51-1, a self-directed employee 
benefit plan, including a 401(k) plan, is not 
itself considered a qualified purchaser if 
investment decisions are made by the 
beneficiaries of the plan.  

3.) Investments.   

The term “investments” is defined in Rule 2a51-1 to 
mean the following when they are held for an 
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investment purpose: securities, real estate, 
commodities, financial contracts, cash, and cash 
equivalents. 

i.) In determining the amount of the 
investments, all indebtedness associated 
with the investments must be deducted. 

ii.) Real estate owned for residential purposes or 
to enable the investor to conduct his or her 
business is not included in calculating the 
amount of “investments.” 

iii.) Artwork, antiques and other similar property 
also are excluded from the definition of 
investments.  These are excluded because 
they do not indicate any experience on the 
part of the investor in the financial 
marketplace. 

iv.) With the exception of an installment 
purchaser, an investor in a Section 3(c)(7) 
fund must be a qualified purchaser each time 
he or she invests in the fund.  If the 
investor’s level of investments subsequently 
falls below qualified purchaser status, this 
event will not disqualify the fund from the 
Section 3(c)(7) exemption, but the investor 
will be unable to make additional purchases. 

v.) If a client has made a binding commitment 
to invest in installments, his or her status 
will normally be tested only once, at the 
time he or she makes the original binding 
commitment.  In these cases only, 
reconfirming the client’s status will not be 
necessary for subsequent installments if the 
client was a qualified purchaser at the time 
he or she made the commitment. 

4.) Reasonable Belief.   

For all other investors, the fund, through due 
diligence efforts, must form a “reasonable belief” 
that the investor is a qualified purchaser each time 
he or she makes additional investments.   
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5.) Treatment of Trusts and Trustees.   

Consistent with Rule 2a51-1(g)(4), in cases of 
multiple trustees, the qualified purchaser test is 
applied to the trustee responsible for making 
investment decisions on behalf of the trust.  
Moreover, a trust will only be considered a 
qualified purchaser where both the trustee(s) and 
the settlor(s) are qualified purchasers.  See ABA 
Letter. 

a.) Timing Concerns.   

A trustee will be considered to be a qualified 
purchaser when he or she makes the 
decision to acquire a private fund’s 
securities.  A settlor will be considered a 
qualified purchaser when he or she makes 
the decision to contribute assets to the trust.  
Additionally, a settlor will continue to 
satisfy the qualified purchaser requirement 
even though he or she may not be qualified 
at the time of subsequent contributions if he 
or she was qualified at the time of the initial 
contribution.  See ABA Letter. 

6.) Aggregation Matters. 

a.) Joint Ownership.   

Rule 2a51-1(g)(2) permits a spouse to 
include in the amount of that person’s 
investments any investments held jointly 
with his or her spouse.  In addition, spouses 
may aggregate their ownership so that both 
may be treated as qualified purchasers, even 
though one may not technically qualify. 

b.) Multiple Legal Entities.   

As noted above, Rule 2a51-1 provides that 
qualified purchasers include persons acting 
for their own accounts or the accounts of 
other qualified purchasers who in the 
aggregate own at least $25 million in 
investments.   
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i.) A trustee maintaining discretionary 
power over $25 million in 
investments in the aggregate will be 
deemed a qualified purchaser even 
though individually he or she owns 
less than $25 million.  See Service 
Corporation International (October 
6, 1998) (“Service Corporation”).  
This is in contrast with the notion 
that plan participants of 401(k) plans 
must satisfy the qualified purchaser 
limitation if such participants could 
direct the investment of their funds. 

ii.) The investments of a subsidiary may 
be aggregated with those of its 
majority-owned subsidiaries and its 
parent company in order to meet the 
$25 million threshold.  See Service 
Corporation. 

iii. Rule 144A Securities.   

Rule 2a51-1(h) provides that a qualified purchaser is any 
person that a private fund (or person acting on its behalf) 
reasonably believes meets the definition set forth in Section 
2(a)(51)(A).  Normally, in the Rule 144A securities 
markets, the seller of the securities (rather than the issuer) 
determines the status of the purchaser.  However, this 
practice does not relieve the private fund (or person acting 
on its behalf) of its obligation to determine whether a 
person is a qualified purchaser under Section 3(c)(7).  See 
ABA Letter. 

iv. Look-Through Rule.   

Since Section 3(c)(7) funds can have an unlimited number 
of qualified purchasers, the “look-through” rule normally is 
not relevant.  However, an entity that has been formed for 
the specific purpose of making an investment in a Section 
3(c)(7) fund is not itself a qualified purchaser unless each 
of its beneficial owners is also a qualified purchaser.  
Whether an entity is considered to be formed for the 
specific purpose of making an investment in a Section 
3(c)(7) fund is a factual question that has not been 
answered by the statute, rules or interpretive materials.  
Some guidance may be taken from interpretation of the 



 
 

IV-40 

same issue in the context of Section 3(c)(1) funds.  See 
Section G(1)(b)(iv) above. 

d. Conversion From Section 3(c)(1) to Section 3(c)(7). 

i. Basic Requirements.   

A Section 3(c)(1) fund may convert to a Section 3(c)(7) 
fund to be able to exceed the 100 beneficial owner limit.  
Because a conversion is a substantial change in the form of 
the private fund, the following conditions must be satisfied: 

1.) all investors in the private fund, including qualified 
purchasers, must be given (1) notice that in the 
future the fund can have more than 100 investors 
and that any new investors must be qualified 
investors and (2) an opportunity to have their shares 
redeemed at net asset value; and 

2.) a converted Section 3(c)(7) fund must satisfy the 
condition that, in addition to qualified purchasers, 
its outstanding securities are beneficially owned by 
no more than 100 persons who are not qualified 
purchasers, and (1) such persons must have 
acquired any portion of the securities of such issuer 
on or before September 1, 1996 and (2) at the time 
at which such persons initially acquired the 
securities of such issuer, the issuer must have been 
excepted by Section 3(c)(1). 

ii. Trusts, Retirement Vehicles and Knowledgeable 
Employees.   

A Section 3(c)(1) fund that converts to a Section 3(c)(7) 
fund may accept additional investments from current 
owners through trusts and retirement vehicles 
(“Instrument”) if the owner (1) owns the Instrument, (2) 
makes all investment decisions, and (3) the investments are 
for the benefit of the employee.  See ABA Letter. 

iii. Limited Partnership.   

A Section 3(c)(1) LP that converts to a Section 3(c)(7) LLC 
would not need to re-determine whether the holders of the 
Section 3(c)(7) interests are qualified purchasers if (1) the 
change in legal form does not result in any material change 
in the investors’ interests and (2) the LLC is substantially 
the same business and enterprise.  See ABA Letter.  
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e. Involuntary Transfers. 

i. Involuntary Transfers Generally.   

Rule 3c-6 applies to certain involuntary transfers, including 
transfers due to legal separation, divorce and death.  Rule 
3c-6 essentially provides that the original owner of a 
private fund’s securities will continue to be the owner for 
purposes of the beneficial owner limit of Section 3(c)(1) 
and qualified purchaser limit of Section 3(c)(7) even 
though the original owner may not actually hold such 
securities.   

ii. Transfers for Consideration.   

The fund of a transferee who acquires a private fund’s 
securities in a “non-donative” or “voluntary” transfer must 
satisfy the 100 person limit or qualified purchaser limit.  
Thus, Rule 3c-6 will not apply if a transferee acquires 
securities of a Section 3(c)(1) or 3(c)(7) fund for 
consideration, including the obligation to pay for additional 
contributions of capital.  See ABA Letter.  Consequently, 
such transferees will be counted toward the 100 person or 
qualified purchaser limitations. 

f. Integration. 

i. Integration Principle.   

An investment manager can manage more than one 
privately offered fund.  However, the “integration 
principle” prevents investment managers from 
circumventing the 100 beneficial owner limit by setting up 
several Section 3(c)(1) funds that are essentially a single 
fund. 

ii. Application. 

Under this principle, the SEC will aggregate the number of 
beneficial owners of all funds managed by a single 
manager that are not “sufficiently different” from one 
another.  The SEC’s standard for “sufficiently different” is 
that “a reasonable purchaser would view an interest in an 
offering as not materially different from another.”  
Therefore, to avoid operating an investment company in 
violation of the Investment Company Act registration 
requirements, investment managers must ensure that each 
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Section 3(c)(1) fund is “sufficiently different” from every 
other Section 3(c)(1) fund managed by that manager. 

iii. Converted Funds.  

The integration principle usually is not relevant to Section 
3(c)(7) funds because these funds are permitted to have an 
unlimited number of qualified purchasers.  However, the 
integration rules will be applied to certain Section 3(c)(7) 
funds that were converted from a Section 3(c)(1) fund. 

iv. Section 3(c)(1) and Section 3(c)(7) Funds.   

Pursuant to Section 3(c)(7)(E) of the Investment Company 
Act, a parallel Section 3(c)(1) fund will not be integrated 
with a Section 3(c)(7) fund even if they are otherwise 
identical. 

g. Real Estate Exemption. 

i. Basic Requirements.   

Section 3(c)(5) exempts from registration a person who (1) 
is not engaged in the business of issuing redeemable 
securities or certain types of face-amount certificates and 
(2) is primarily engaged in the business of purchasing or 
otherwise acquiring mortgages and other liens on and 
interests in real estate. 

ii. Redeemable Securities.   

A redeemable security, as defined by Section 2(a)(32), 
generally is any security, other than short-term paper, that 
entitles the holder to receive approximately his or her 
proportionate share of the issuer’s current net assets or cash 
equivalents. 

iii. Restrictions on Redemption.   

If there are substantial enough restrictions on an investor’s 
ability to redeem securities, then such securities may not be 
deemed redeemable securities.  Factors to consider include 
the following: 

1.) whether an investor’s withdrawal right is 
conditional or absolute; 
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2.) whether the issuer offers the matching securities for 
sale to investor at the same time or only at different 
times; 

3.) whether and how often the issuer sponsors activities 
designed to facilitate an investor’s ability to acquire 
the matching security and present them for 
withdrawal; 

4.) whether the amount of portfolio securities that an 
investor can withdraw from the program at any one 
time is limited or unlimited; 

5.) how often an investor can withdraw portfolio 
securities from the program; 

6.) whether or not there is a holding period 
requirement; 

7.) the denomination of the securities and the minimum 
amount needed to withdraw portfolio securities; and 

8.) how the withdrawal right feature is presented to 
investors.  See Brown & Wood (Feb. 24, 1994). 

iv. Primarily Engaged.   

To satisfy this requirement, an issuer must invest at least 
55% of its assets in mortgages and other liens on and 
interests in real estate.  The issuer must invest an additional 
25% of its assets in related real estate assets.  This latter 
requirement may be reduced if the issuer has invested more 
than 55% in mortgages and other liens on and interests in 
real estate.  See Protecting Investors: A Half Century of 
Investment Company Regulation, SEC, Division of 
Investment Management  (May 1992) (“Protecting 
Investors Study”).  

1.) Qualifying Interests.   

Generally, a qualified interest must represent an 
actual interest in real estate or be a loan or lien 
actually backed by real estate.  In addition, 
mortgage-backed securities may be qualifying 
interests if the holder of those securities has the 
same economic experience as a person holding the 
underlying mortgages.  See Protecting Investors 
Study. 
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2.) Real Estate Related Assets.   

Real estate related assets include loans if at least 
55% of the fair market value of the loan is secured 
by real estate, agency partial pool certificates and 
residual interests. 

v. Real Estate Investment Trusts.   

Normally, Real Estate Investment Trusts (“REITs”) whose 
investments constitute securities are required to register as 
an investment company absent an exemption.  To qualify 
under Section 3(c)(5), the REIT may not issue redeemable 
securities and must be primarily engaged in the business of 
purchasing or otherwise acquiring mortgages and other 
liens on and interests in real estate. 

1.) Portfolio Securities.   

REITs whose portfolio securities include only fee 
interests in real estate or real estate secured 
mortgages or liens qualify for the Section 3(c)(5) 
exemption.  However, a REIT holding 45% or more 
of its assets in privately issued mortgage-backed 
securities or the securities of other REITs may not 
satisfy the primarily engaged requirement. 

3. Commodity Pools as Investment Companies. 

i. Investment Company Act Definitions.   

Section 3(a)(1) of the Investment Company Act defines 
“investment company” to include any entity that is, or 
holds itself out as being, primarily engaged in the business 
of investing, reinvesting or trading in securities.  Section 
3(a)(3) of the Investment Company Act defines 
“investment company” as an entity that is engaged or 
proposes to engage in the business of investing, reinvesting, 
owning, holding or trading securities if over 40% of its 
total assets are invested in “investment securities” as 
defined in the Investment Company Act. 

ii. In Peavey Commodity Futures Fund (June 2, 1983), the 
SEC staff described the relevant considerations for 
determining whether an entity that invests in futures and 
related options is otherwise an investment company by 
virtue of its investments in securities.  The SEC staff 
indicated that the initial determination is whether the entity 
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falls within either the Section 3(a)(1) or 3(a)(3) definitions.  
If the entity fails the 40% test set forth in Section 3(a)(3), it 
will not be deemed an investment company if (1) it is not 
an investment company within the meaning of Section 
3(a)(1) and (2) it is excepted by Section 3(b)(1) of the 
Investment Company Act as an entity primarily engaged, 
directly or through an wholly-owned subsidiary, in a 
business or businesses other than trading in securities.  See 
also Granite Fund (October 31, 1983);  E.F. Hutton & 
Company, Inc. (July 22, 1983). 

iii. Fund of Funds.   

Certain commodity pools invest in LP or LLC interests 
issued by other commodity pools.  Such interests are 
securities for purposes of analyzing whether an entity is in 
the business of investing in securities and falls within the 
definition of investment company.  The SEC staff has 
indicated that a commodity pool that invests up to 25% of 
its assets in LP interests in other commodity pools will not 
be considered an investment company within the meaning 
of Section 3(a)(1) of the Investment Company Act.  See Ft. 
Tryon Futures Fund Limited Partnership (August 16, 
1990).  See also Managed Futures Association (July 15, 
1996).   

iv. Investment Company Act Exemptions.   

Many unregistered pools rely on the so-called “private 
investment company” exemption in Sections 3(c)(1) and 
3(c)(7) of the Investment Company Act.  See Sections 
G(1)(a), (b) and (c) above. 

i. Antipyramiding (Section 12(d) of the Investment Company 
Act). 

i. Fund of Funds.   

Section 12(d) of the Investment Company Act governs a 
registered investment company’s or other investment 
company’s investments and acquisitions of the securities of 
another investment company (whether or not registered).   

1.) 3% Limit.   

Sections 12(d)(1)(A) and (B) prohibit a registered 
investment company or any other investment 
company from acquiring more than 3% of the total 



 
 

IV-46 

outstanding voting stock of any other investment 
company (whether or not registered). 

2.) 5% Limit.   

Sections 12(d)(1)(A) and (B) prohibit a registered 
investment company from investing more than 5% 
of its total assets in any securities of any other 
investment company (whether or not registered). 

3.) 10% Limit.   

Sections 12(d)(1)(A) and (B) prohibit a registered 
investment company from investing more than 10% 
of its total assets in securities issued by an 
investment company (whether or not registered) and 
from owning more than 10% of the voting stock of 
an investment company. 

Pursuant to Section 12(d)(1)(E), the provisions of 
Section 12(d) do not apply to an investment by an 
investment company if:  (1) the principal 
underwriter for the investment company is a 
registered broker-dealer; (2) the security is the only 
investment security held by the investment 
company; and (3) the purchase is made pursuant to 
an arrangement with the issuer whereby the 
investment company is obligated to either seek 
instructions from its holders with regard to voting of 
proxies or to vote the interest held by it in the same 
proportion as the votes of all other holders, or, if not 
registered, to refrain from substituting the security. 

ii. Application to Private Funds.   

Sections 3(c)(1) and 3(c)(7) of the Investment Company 
Act make the provisions of Section 12(d)(1)(A)(i) and 
(B)(i) applicable to a private fund when it invests in a 
registered investment company.  

1.) Private Funds.   

A registered investment company may purchase the 
securities of a private fund, subject only to the 
attribution provisions of Section 3(c)(1)(A) if the 
registered investment company owns 10% or more 
of the voting securities of the private fund. 
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2.) Section 3(c)(1) Funds.   

Only the provisions preventing a Section 3(c)(1) 
fund from acquiring more than 3% of the voting 
stock of a registered investment company apply. 

3.) Section 3(c)(7) Funds.   

A qualified purchaser fund (and any company it 
controls) is prohibited from purchasing or acquiring 
more than 3% of the total outstanding voting stock 
of a registered investment company, and a 
registered open-end investment company and others 
are prohibited from knowingly selling more than 
3% of the registered investment company’s voting 
stock to a qualified purchaser fund. 

H. Registered Fund-of-Funds. 

1. Closed-End Fund of Hedge Funds in General. 

a. A registered closed-end fund of hedge funds (a “fund of funds,” or 
“FOF”) is a relatively new means of distribution for hedge funds.   

i. From a hedge fund manager’s perspective, such FOFs have 
the potential to increase a hedge fund’s assets by making 
hedge funds available indirectly to a broader investing 
audience than otherwise is directly available to the hedge 
fund managers.   

ii. From an investor’s perspective, such a product can offer to 
investors asset classes and trading strategies that may not 
otherwise be readily available in many “retail” investment 
products. 

b. The SEC staff has conducted a roundtable examination of hedge 
funds and issued a staff report regarding hedge funds, including a 
review of products such as FOFs that provide access to hedge 
funds for what has been termed the “mass affluent” – investors 
other than those traditionally able to invest in hedge funds. 

2. Closed-End Funds Generally. 

Closed-end funds are investment companies, registered under and subject 
to the Investment Company Act, that have a fixed number of non-
redeemable shares outstanding.   
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a. As investment company registered under the Investment Company 
Act, the FOF will not be subject to limitation on the number of 
investors that may purchase its shares.   

i. Typically, hedge funds either:  

1.) must have no more than 100 beneficial owners 
(funds offered under Section 3(c)(1) of the 
Investment Company Act), or  

2.) must limit their investors to so-called “qualified 
purchasers” – in general, individuals with at least $5 
million in investments and institutions with at least 
$25 in investments (funds offered under Section 
3(c)(7) of the Investment Company Act). 

ii. An FOF nonetheless may still have significant limits, as 
discussed below, on the sophistication or net worth of its 
investors, if not their number. 

b. As an investment company, a closed-end fund is subject to the 
Investment Company Act.   

i. Under the Investment Company Act, the FOF will be 
subject to, among other things: 

1.) initial registration filing and reporting;  

2.) shareholder approval requirements; 

3.) independent director requirements; 

4.) periodic and other reporting requirements;  

5.) compliance policies and procedures requirements; 

6.) custody and safekeeping requirements; and 

7.) significant limits on affiliated transactions, including 
limitations on engaging in transactions with underlying 
funds in which it owns 5% or more of the outstanding 
shares, issuing different classes of shares, and using 
leverage. 

ii. A closed-end fund, because it does not issue redeemable 
securities, is not subject to restrictions on investing in 
liquid investments.  This allows the FOF to be fully 
invested at nearly all times, and to invest in illiquid 
investments such as many hedge funds. 
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iii. While many closed-end funds are traded on a stock 
exchange to offer investors the ability to sell their shares in 
a liquid marketplace, the shares of FOFs typically are not 
stock exchange-listed.  FOFs, however, frequently are 
operated to allow for periodic offers to repurchase a 
specified percentage or dollar amount of their shares in the 
form of issuer tender offers. 

3. Who Can Purchase FOF Interests. 

Limits on who may purchase interests in the FOF mainly arise from 
operation of the Advisers Act, depending on the payment of incentive 
compensation – a performance fee or carried interest.  Requirements 
regarding the investors in the FOF also could arise from application of the 
Securities Act depending on whether the FOF interests are offered in 
transactions exempt from registration under the Securities Act. 

a. Hedge funds typically charge performance fees, and an underlying 
hedge fund typically would charge a performance fee to the FOF, 
which the FOF investors would bear indirectly.  The FOF also may 
wish to charge a performance fee directly to its investors.   

b. Rule 205-3 under the Advisers Act limits how performance fees 
may be charged, and generally requires that compensation to the 
investment adviser may not be made on the basis of a share of the 
capital gains upon, or the capital appreciation of, the money, or any 
portion of the monies, of any client, unless the client is a “qualified 
client.” 

i. A “qualified client,” among other things, is  

1.) a natural person who or a company that immediately 
after entering into the contract has at least $750,000 
under the management of the investment adviser, or 

2.) a natural person who or a company that the investment 
adviser entering into the contract (and any person acting 
on his behalf) reasonably believes, immediately prior to 
entering into the contract, either has a net worth 
(together, in the case of a natural person, with assets 
held jointly with a spouse) of more than $1,500,000 at 
the time the contract is entered into. 

c. If FOF Charges a Performance Fee. 

i. An investment adviser to a closed-end fund must be 
registered under, and therefore subject to, the Advisers Act.   
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ii. Rule 205-3 states that, for an investment company 
registered under the Investment Company Act, each equity 
owner of any such company (except for the investment 
adviser entering into the contract and any other equity 
owners not charged a fee on the basis of a share of capital 
gains or capital appreciation) will be considered a client.  
Thus, if the FOF charges a performance fee directly to its 
investors, the FOF investors all must be qualified clients. 

d. If Underlying Hedge Funds Charge Performance Fees but not 
the FOF. 

i. In the case of a “private investment company,” as defined 
in Rule 205-3, each equity owner of any such company 
(except for the investment adviser entering into the contract 
and any other equity owners not charged a fee on the basis 
of a share of capital gains or capital appreciation) will be 
considered a client. 

1.) In Rule 205-3, the term “private investment 
company” refers only to underlying hedge funds 
that do not have to register as investment companies 
because they have no more than 100 beneficial 
owners (in reliance on Section 3(c)(1) of the 
Investment Company Act). 

ii. If the FOF invests in an underlying hedge fund that does 
not have to register as an investment company because it 
has no more than 100 beneficial owners (in reliance on 
Section 3(c)(1) of the Investment Company Act), and that 
underlying fund charges the FOF a performance fee, each 
investor in the FOF will be required to have a net worth of 
at least $1.5 million.  The SEC staff appears to take the 
view that investors in the FOF are clients of the underlying 
hedge funds in this case. 

iii. The qualified client requirement, and therefore the $1.5 
million net worth requirement, would not apply, however, 
if the FOF invests solely in hedge funds that rely on the 
exception from being an investment company in Section 
3(c)(7) of the Investment Company Act – that is, each 
hedge fund does not have to register as an investment 
company because all of its investors are qualified 
purchasers.  In order to invest in Section 3(c)(7) funds to 
begin with, however, the FOF itself must to have at least 
$25 million to invest to qualify as a qualified purchaser.   
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e. If Interests in the FOF are Not Registered Under the Securities 
Act. 

i. If the FOF offers its securities in a private placement, that 
is, in a transaction or transactions exempt from registration 
under the Securities Act, the requirements of Regulation D 
(generally Rule 506) under the Securities Act would apply. 

1.) In this event, all of the investors in the private 
placement will have to be “accredited investors,” 
although up to 35 non-accredited investors could 
participate as well.   

2.) In general, an accredited investor is an entity with at 
least $5 million assets, or an individual whose 
annual income exceeds and for the last two years 
has exceeded $200,000 (or $300,000 jointly with 
his or her spouse) or whose net worth exceeds $1 
million. 

ii. If the FOF is restricted to offering interests to qualified 
clients, this additional requirement is of little additional 
burden.  If, however, the FOF invests only in underlying 
hedge funds relying on Section 3(c)(7), and offers interests 
privately, the requirements of Regulation D would be the 
only net worth and sophistication restrictions on purchasers 
of the FOF. 

f. Application by the SEC Staff of Investor Requirements to 
FOFs. 

For a FOF registered under the Securities Act, if the FOF is not 
required under Rule 205-3 to restrict its investors to qualified 
clients, the SEC staff appears, without firm legal support, 
nonetheless to have imposed the net worth requirements of 
Regulation D on purchasers of FOFs even where the FOF restricts 
its investments to Section 3(c)(7) underlying funds. 

3. Operating Restrictions under the Investment Company Act. 

There are many important restrictions under the Investment Company Act 
to which a FOF registered under the Investment Company Act is subject.  
Perhaps the most important restrictions as applied to the operations of 
FOFs relate to transactions involving affiliates.  The starting point for 
transactions involving affiliates is to determine who or what is an affiliate 
of the FOF.   
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Crucial to the determination is the fact that the prohibitions on affiliated 
transactions apply not only to affiliated persons of the FOF (first tier 
affiliates), but also to affiliated persons of an affiliated person of the FOF 
(second tier affiliates). 

If an entity is not an affiliated person, or an affiliated person of an 
affiliated person, the prohibitions against affiliated transactions do not 
apply. 

If affiliated persons are prevented by Section 17 of the Investment 
Company Act from entering into certain transactions, exemptive relief, in 
certain cases, may be available from the SEC by filing an application 
seeking an order of exemption.  Such orders are occasionally granted 
relating to co-investments by affiliated persons.  Seeking exemptive relief 
is typically a lengthy and uncertain process. 

a. Definition of Affiliated Person. 

i. Section 2(a)(3) of the Investment Company Act defines an 
“affiliated person” of another person, in relevant part, to be:  

1.)  any person directly or indirectly owning, 
controlling, or holding with power to vote, 5 per 
centum or more of the outstanding voting securities 
of such other person; 

2.) any person 5 per centum or more of whose 
outstanding voting securities are directly or 
indirectly owned, controlled, or held with power to 
vote, by such other person;  

3.)  any person directly or indirectly controlling, 
controlled by, or under common control with, such 
other person;  

4.)  any officer, director, partner, copartner, or 
employee of such other person; and 

5.) if such other person is an investment company, any 
investment adviser thereof or any member of an 
advisory board thereof.  
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ii. The aspects of the definition with the greatest impact on 
FOFs and hedge funds are 5% or greater ownership, and 
the concept of “common control” and its relation to the 
adviser. 

1.) If an FOF owns 5 per centum or more of the 
outstanding voting securities of a hedge fund, that 
hedge fund is an affiliated person of the FOF, the 
restrictions against affiliated transactions apply. 

a.) As is often the case, investors in hedge 
funds do not have power to vote.  In such 
instances, the position has been advanced 
that the FOF would not own “voting 
securities” and may not be an affiliated 
person if the FOF otherwise owns 5% or 
more of the interests in the hedge fund. 

b.) Because the SEC and its staff’s views on 
this position are unclear, many FOFs may 
avoid owning 5% of any underlying hedge 
fund to avoid uncertainty. 

2.) Under Section 2(a)(3) of the Investment Company 
Act, the investment adviser to the FOF is an 
affiliated person of the FOF.  In addition, the SEC 
staff may take the position that an investment 
adviser controls entities that it advises.  Under this 
view, any other entity that the adviser to the FOF 
advises may be deemed by the SEC staff to be 
under common control with the FOF.   In such 
circumstances, other entities advised by the adviser 
to the FOF could be considered affiliated persons of 
the FOF. 

a.) This affiliation prevents an FOF from 
investing in an underlying hedge fund 
managed by the adviser to the FOF. 

b.) If an FOF invests in an underlying hedge 
fund not advised by the adviser to the FOF 
(or an affiliate of the FOF), the underlying 
fund would not be considered an affiliate of 
the FOF unless the FOF owns 5% or more 
of the underlying hedge fund’s voting 
securities (or otherwise meets the criteria in 
Section 2(a)(3)).   
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i.) For purposes of co-investment, 
which is restricted as discussed 
below, the view has been advanced 
that the FOF may invest in 
unaffiliated underlying funds along 
with other entities advised by the 
adviser to the FOF.   

b. Section 17(a). 

i. Section 17(a) of the Investment Company Act states that it 
shall be unlawful for any affiliated person or promoter of or 
principal underwriter for a registered investment company, 
or any affiliated person of such a person, promoter, or 
principal underwriter, acting as principal: 

1.) knowingly to sell any security or other property to 
such registered company or to any company 
controlled by such registered company; 

2.) knowingly to purchase from such registered 
company, or from any company controlled by such 
registered company, any security or other property 
(except securities of which the seller is the issuer); 

3.) to borrow money or other property from such 
registered company or from any company 
controlled by such registered company (unless the 
borrower is controlled by the lender) except as 
permitted in Section 21(b) of the Investment 
Company Act; or 

4.) to loan money or other property to such registered 
company. 

c. Section 17(d) and Rule 17d-1. 

i. Section 17(d) and Rule 17d-1 thereunder state, in relevant 
part, that no affiliated person of or principal underwriter for 
any registered investment and no affiliated person of such a 
person or principal underwriter, acting as principal, shall 
participate in, or effect any transaction in connection with, 
any joint enterprise or other joint arrangement or profit-
sharing plan in which any such registered company, or a 
company controlled by such registered company, is a 
participant unless an application regarding such joint 
enterprise, arrangement or profit-sharing plan has been 
filed with the SEC. 
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ii. Investments by a FOF in underlying hedge funds along 
with other affiliated entities (e.g., other registered funds, 
unregistered funds or private client accounts) may in 
certain circumstances be deemed to involve joint activity 
prohibited by Rule 17d-1 in the absence of exemptive 
relief.  Accordingly, it is very important to carefully 
evaluate and structure how such co-investments may be 
made.  In general, if the underlying hedge funds are 
offering investments on the same basis to a FOF and other 
affiliated investors, it should be possible to take the 
position that this is analogous to a bunched transaction, 
which in many circumstances have been deemed by the 
SEC staff not to involve an impermissible joint transaction.  

4. Valuation Issues. 

a. The SEC staff, in the context of the registration process, has 
expressed concern over the valuation of FOF assets. 

b. In general, Section 2(a)(41) of the Investment Company Act states 
that “value,” with respect to assets of registered investment 
companies, means: 

i.  with respect to securities for which market quotations are 
readily available, market value; and 

ii.  with respect to other securities and assets, fair value, as 
determined in good faith by the board of directors. 

c. The FOF invests in underlying hedge funds and, therefore, the FOF 
must value those hedge funds.  Valuations generally depend on fair 
valuation rather than market prices, because the underlying hedge 
funds cannot be publicly traded.  The FOF, therefore, must have in 
place methods regarding fair valuing assets.  

i. The determination of fair value by the FOF of underlying 
hedge funds must be undertaken with care.  If valuations 
are provided by the hedge fund operator, care must be used 
in assessing whether the FOF can rely on the valuation 
provided by the hedge fund operator.  

ii. Certain underlying hedge funds may not offer valuations to 
their investors in some cases, or may only offer infrequent 
valuations.  If the hedge fund does not offer any 
redemption rights, and/or invests largely or solely in 
illiquid investments, fair valuation by the FOF is made 
more difficult.  The potential, therefore, exists that the FOF 
may either not have, or may not be able to rely on, a 
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valuation provided by the hedge fund operator in certain 
instances.  It also may not be practical or possible for the 
FOF to independently value investments of the underlying 
hedge funds in the context of fair valuation of the hedge 
funds.  

5. Liquidity. 

a. Frequently, registered closed end funds are traded on stock 
exchanges to offer investors liquidity because the fund does not 
redeem its securities.  

b. As discussed above, FOFs are frequently subject to restrictions on 
who may invest in their interests.  Under such circumstances, 
market trading of FOF interests would be impractical or impossible 
for many FOFs. 

c. Interval Funds. 

Under Section 23 of the Investment Company Act (closed-end 
funds that rely on this rule often are called “interval funds”),  an 
FOF may make periodic repurchase offers.  The rule frequently 
proves cumbersome in practice, and a FOF that makes periodic 
repurchase offers must maintain a sufficient amount of cash and 
liquid securities to pay for the repurchased shares.  In addition, it is 
generally believed that an FOF relying on Rule 23c-3 will be 
deemed by the IRS to be a publicly traded partnership that is taxed 
as a corporation, making the rule unavailable for a FOF. 

d. Tender Offer Funds 

To provide investors with liquidity, an FOF not organized as an 
interval fund under Rule 23c-3 may conduct periodic repurchases 
of FOF interests from investors.  Such repurchases by an issuer 
must be conducted under the tender offer rules under the 1934 Act.  
The offer must be filed with the SEC and comply with the tender 
offer rules. 

6. Other Issues. 

a. Tax Issues.   

The sponsor of a FOF needs to determine whether to organize and 
operate the FOF so that it will be taxed as a partnership or qualify 
for special tax treatment under Subchapter M of the Code (which 
governs mutual funds).  Because a FOF may be unable to “look 
through” to the underlying hedge funds to satisfy the portfolio 
diversification requirements under Subchapter M, it may be 
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difficult for a FOF to qualify for that special treatment.  As a 
result, nearly all FOFs registered to date as classified as 
partnerships for tax purposes.  As discussed above in connection 
with interval funds, if an FOF is treated as a partnership for tax 
purposes, it must structure its operations so as to avoid being 
deemed a publicly traded partnership subject to corporate taxation.  
Several factors are relevant to this analysis, including most notably 
the frequency of repurchase opportunities and the overall level of 
liquidity provided by these opportunities.  The sponsor also needs 
to consider any relevant state, local, and foreign tax provisions.   

b. Allocation and Conflicts Issues.   

Advisory firms that manage FOFs along with other investment 
products with similar investment objectives or strategies, such as 
mutual funds or other hedge funds, may have trade allocation and 
other conflicts of interest issues. 

c. Futures and Options Trading.    

If the underlying hedge funds invest in futures or options on 
futures, then (among other things) the FOF (or one or more related 
persons or entities) may be required to register with the CFTC as a 
commodity pool operator, the manager of the FOF may be required 
to register as a commodity trading advisor, and the FOF and its 
manager may become subject to significant disclosure, record 
keeping and other requirements.  A number of existing FOFs rely 
on CFTC Rule 4.5, which permits a registered investment 
company to directly or indirectly engage in futures and commodity 
options activity. However, in order to take advantage of this rule 
and comply with its limitations, a FOF would need to be able to 
look through and monitor futures and commodity options activities 
at the underlying hedge fund level.  Some FOFs are in a position to 
obtain such information, while others likely are not. 

I. Broker-Dealer Issues. 

1. Registration Issues. 

a. In General. 

The manner in which shares or interests (collectively, “shares”) in 
private funds are offered and sold can give rise to potential broker-
dealer registration issues under the Exchange Act and comparable 
State laws.  While it is beyond the scope of this outline, similar 
issues can arise under foreign laws with respect to shares in private 
funds sold overseas. 
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Shares of private funds are sold in various ways, including: 

i. By Registered Broker-Dealers.   

Typically, private funds whose shares are sold through 
registered broker-dealers charge a sales load or similar fee 
in order to compensate the registered representatives who 
sell the shares (and in order to induce them to sell the 
shares).  In some cases, private funds will offer one or more 
classes of shares with various types of deferred sales 
charges.  In those cases, the sponsor of the fund often must 
“finance” the sale of the fund’s shares – that is, find a way 
of paying the registered representatives up front to sell the 
shares since the deferred sales load will not begin to 
provide a cash flow until some time in the future. 

ii. Directly by the Fund or by a Sponsor of the Fund (such 
as a General Partner or Investment Adviser) That Is Not 
Registered as a Broker-Dealer.   

Broker-dealer registration issues may arise in these cases, 
depending upon the selling activities of and compensation 
received by the fund or sponsor. 

iii. Through Arrangements with Finders or Solicitors.   

These types of arrangements may give rise to broker-dealer 
registration issues for the finder or solicitor, both under the 
Exchange Act and applicable State laws.  Depending upon 
how they are structured, these types of arrangements also 
may give rise to issues under the cash solicitation rule 
(Rule 206(4)-3) under the Advisers Act and State laws 
requiring registration of investment advisory 
representatives. 

b. Definition of a Broker.   

Section 3(a)(4) of the Exchange Act defines a broker as “any 
person engaged in the business of effecting transactions in 
securities for the account of others . . . .”  Since 1934, banks have 
been completely excepted from this definition.  As a result of the 
enactment, in November 1999, of the Gramm-Leach-Bliley Act, 
however, banks will no longer enjoy a complete exemption from 
this definition starting in May 2001, extended by SEC to May 12 
2003.  See Chapter V, Section F(1). 

Important factors the SEC has identified in evaluating whether a 
person is a broker under this definition include: 
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i. How the Person Is Compensated.   

The receipt of transaction-based compensation – that is, 
commissions or similar compensation that is tied to the 
success of the completion of a securities transaction – is an 
important indicator.  In this regard, the SEC staff has 
emphasized that a flat fee arrangement is less likely to give 
rise to a broker-dealer registration issue than is a 
commission or other transaction-based compensation.  See 
John R. Wirthlin (January 19, 1999); Davenport 
Management, Inc. (April 13, 1993); Richard S. Appel 
(February 14, 1983).  While a commission is not a definite 
indication that registration is required, it serves as a red 
flag, especially if the “finder” had been engaged in other 
private placements in which it received commissions as a 
“finder” or broker.  See Carl L. Feinstock (April 1, 1979). 

ii. Involvement in Negotiations of the Terms and 
Structuring of the Transaction.  

The greater the person’s involvement, the more likely that 
person will be deemed to be a broker.  In this regard, the 
SEC staff has stated that, once a person’s involvement in a 
transaction no longer was “limited” but instead became 
“integral” to the securities aspects of the transaction, that 
person could be deemed to be a broker-dealer.  See 
Davenport Management, Inc. (April 13, 1993); Paul Anka 
(July 24, 1991); Victoria Bancroft (August 9, 1987); 
Richard S. Appel (February 14, 1983); Caplin & Drysdale, 
Chartered (April 8, 1982); Carl L. Feinstock (April 1, 
1979); John DiMeno (October 11, 1978). 

iii. Engaged in a Brokerage “Business.”   

Whether the person’s involvement in a securities 
transaction is a one-time or limited event, or whether that 
person’s involvement is sufficiently regular to cause that 
person to be deemed to be engaged in a brokerage 
“business.” 

There is no bright line test of whether a person is or is not a 
broker.  The SEC has indicated in a number of instances, 
however, that a key issue is whether, under all the 
circumstances, a person has a “salesman’s stake” in the 
transaction.  In the SEC’s view, many of the broker-dealer 
provisions of the federal securities laws are designed for 
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regulated people with a salesman’s stake in a securities 
transaction. 

If a person is a broker, that person must register with the 
SEC, and generally with the NASD, or be a representative 
of a registered broker-dealer.  Principals and registered 
representatives of a broker or broker-dealer must pass 
various NASD-administered examinations (depending upon 
the activities they will perform), and the brokerage firm 
must comply with various regulatory requirements, 
including maintaining an adequate minimum net capital, 
maintaining and enforcing various policies and procedures, 
and complying with various substantive rules and 
regulations of the SEC, the NASD and stock exchanges of 
which it is a member. 

c. Offers and Sales by Employees of the Fund or of a Fund 
Sponsor – Exchange Act Rule 3a4-1. 

i. In General.  

A private fund partner, employee, or independent solicitor 
whose primary function is to raise money from investors 
(as opposed to performing primarily operating or 
management functions) may be subject to registration as a 
broker.  Rule 3a4-1 under the Exchange Act provides a 
non-exclusive safe harbor from broker-dealer registration 
for certain “associated persons” of a private fund if the 
person (1) is not subject to certain statutory 
disqualification; (2) is not paid by commissions or other 
transaction-based compensation; (3) is not concurrently 
licensed as a registered representative of a broker-dealer; 
and (4) performs substantial other duties for the issuer and 
meets certain other conditions. Thus, a partner, officer or 
employee of a private fund or its adviser who initially 
spends substantial time marketing the fund’s shares, but 
then turns his or her business attention primarily to 
operational or investment issues, and who is not otherwise 
participating in the brokerage industry (and has not so 
participated for the 12 months preceding the offering), 
typically can rely upon this safe harbor. 

ii. Rule 3a4-1.   

Rule 3a4-1 provides that certain “associated persons” of an 
issuer, such as a private fund, will not be deemed to be 
brokers solely by reason of their participation in the sale of 
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securities of that issuer.  The term “associated person of an 
issuer” means any natural person who is a partner, officer, 
director, or employee of: (1) the issuer; (2) a corporate 
general partner of an LP that is the issuer; (3) a company or 
partnership that controls, is controlled by, or is under 
common control with the issuer; or (4) an investment 
adviser registered under the Advisers Act to an investment 
company registered under the Investment Company Act 
that is the issuer. 

Associated persons of a private fund can rely on the Rule 
3a4-1 safe harbor if that person:  

1.) is not subject to a statutory disqualification, as that 
term is defined in Section 3(a)(39) of the Exchange 
Act, at the time of his or her participation;  

2.) is not compensated in connection with his or her 
participation by the payment of commissions or 
other remuneration based either directly or 
indirectly on transactions in securities; 

3.) is not at the time of his or her participation an 
associated person of a broker or dealer; and 

4.) meets the conditions of any one of paragraphs 
(a)(4)(i), (ii), or (iii) of this rule:   

a.) (a)(4)(i): The associated person restricts his 
or her participation to transactions involving 
offers and sales of securities: (1) to a 
registered broker or dealer; a registered 
investment company (or registered separate 
account); an insurance company; a bank; a 
savings and loan association, a trust 
company or similar institution supervised by 
a State or Federal banking authority; or a 
trust for which a bank, a savings and loan 
association, a trust company, or a registered 
investment adviser either is the trustee or is 
authorized in writing to make investment 
decisions; or (2) that are exempted by reason 
of Section 3(a)(7), 3(a)(9) or 3(a)(10) of the 
Securities Act from the registration 
provisions of that Act; or (3) that are made 
pursuant to a plan or agreement submitted 
for the vote or consent of the security 
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holders who will receive securities of the 
issuer in connection with a reclassification 
of securities of the issuer, a merger or 
consolidation or a similar plan of acquisition 
involving an exchange of securities, or a 
transfer of assets of any other person to the 
issuer in exchange for securities of the 
issuer; or (4) that are made pursuant to a 
bonus, profit sharing, pension, retirement, 
thrift, savings, incentive, stock purchase, 
stock ownership, stock appreciation, stock 
option, dividend reinvestment or similar 
plan for employees of an issuer or a 
subsidiary of the issuer.  

b.) (a)(4)(ii): The associated person meets all of 
the following conditions:  (1) the associated 
person primarily performs, or is intended 
primarily to perform at the end of the 
offering, substantial duties for or on behalf 
of the issuer otherwise than in connection 
with transactions in securities; and (2) the 
associated person was not a broker or dealer, 
or an associated person of a broker  or 
dealer, within the preceding 12 months; and 
(3) the associated person does not participate 
in selling an offering of securities for any 
issuer more than once every 12 months other 
than in reliance on paragraph (a)(4)(i) or 
(a)(4)(iii) of this rule, except that for 
securities issued pursuant to Rule 415 under 
the Securities Act, the 12 months shall begin 
with the last sale of any security included 
within one Rule 415 registration.  

c.) (a)(4)(iii): The associated person restricts his 
participation to any one or more of the 
following activities:  (1) preparing any 
written communication or delivering such 
communication through the mails or other 
means that does not involve oral solicitation 
by the associated person of a potential 
purchaser; provided, however, that the 
content of such communication is approved 
by a partner, officer or director of the issuer; 
(2) responding to inquiries of a potential 
purchaser in a communication initiated by 
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the potential purchaser; provided, however, 
that the content of such responses are 
limited to information contained in a 
registration statement filed under the 
Securities Act or other offering document; 
or (3) performing ministerial and clerical 
work involved in effecting any transaction.  

d. Finders. 

i. Finders Not Required to Register.   

Under an old line of SEC No-Action Letters interpreting 
the definition of broker in Section 3(a)(4), many took the 
position that an entity might not be required to register as a 
broker-dealer if its activities are so limited that it could be 
deemed to be acting solely as a “finder.” See, e.g., 
Benjamin and Lang, Inc., [1979 Transfer Binder] Fed. Sec. 
L. Rep. (CCH) ¶ 81,998 (August 1, 1978) (consultant not 
required to register because its consulting activities would 
be limited to advice on financing and it would not act as 
agent in soliciting purchasers).  Under the older SEC No-
Action Letters, an entity might have been deemed to be a 
finder if its activities were limited to activities such as 
introducing parties, conceiving of a business transaction, 
facilitating a transaction by acting as an intermediary, 
explaining negotiating positions, participating in meetings 
between the parties, and consulting with respect to the 
terms of financing. 

For example, the SEC staff stated that “[i]ndividuals who 
do nothing more than bring merger or acquisition-minded 
persons or entities together and do not participate in 
negotiations or settlements probably do not fit the 
definition of a “broker” or a “dealer” and would not be 
required to register.  On the other hand, persons who play 
an integral role in negotiating and effecting mergers and 
acquisitions, particularly those persons who receive a 
commission for their efforts based on the cost of the 
exchange of securities, . . . are required to register with the 
Commission.”  Gary L. Pleger, Esq. (Oct. 11, 1977); IMF 
Corp. (May 15, 1978). 

ii. Distinction Between Finders and Broker Has Narrowed.  

The distinction between a finder and a broker-dealer has 
narrowed considerably.  For example, the SEC staff has 
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indicated that (1) participating in the negotiation of 
transactions involving securities, (2) advising buyers or 
sellers on the substance of securities transactions (including 
the negotiation thereof) or providing other services 
designed to facilitate securities transactions, and (3) 
compensating the finder in proportion to the money or 
property obtained in a transaction are all activities that may 
require an entity to register as a broker.  International 
Business Exchange Corp. (December 12, 1986) (“IBEC”).  
In addition, the SEC staff has stated that repeated 
involvement as an intermediary between purchasers and 
sellers suggest that a party is a broker.  Davenport 
Management, Inc., [1993 Transfer Binder] Fed. Sec. L. 
Rep. (CCH) ¶ 76,643 (April 13, 1993). 

The SEC staff has taken the position that a person that 
engages in direct communication with both parties, acts as 
agent on behalf of a party or gives advice on the value of a 
security or asset, may cause that party to be a broker.  For 
example, in May-Pac Management Co. (December 20, 
1973), the SEC staff refused to grant No-Action relief from 
the requirement to register as a broker where a consulting 
company proposed to identify potential purchasers and 
sellers in mergers and acquisitions, and also proposed to 
participate in negotiations between the parties and advise 
selling clients on offers received during negotiations.  See 
Davenport Management, Inc., [1993 Transfer Binder] Fed. 
Sec. L. Rep. (CCH) ¶ 76,643 (April 13, 1993). 

In John R. Wirthlin, 1999 SEC No-Act. LEXIS 83 (January 
19, 1999), the SEC staff declined to give No-Action 
comfort to an individual who proposed to contact 
accountants and other representatives of high net worth 
individuals to discuss with the representatives the exchange 
of their clients’ real estate holdings for LP interests.  Mr. 
Wirthlin structured his business to have no direct contact 
with the potential investors.  Instead, he proposed to 
arrange and attend the first meeting between the investor’s 
professional adviser and a registered representative of the 
broker-dealer that was promoting the LPs.  Mr. Wirthlin 
proposed to receive transaction-based compensation – a 
commission on the sale of LP interests.  The SEC staff 
indicated that they believed this conduct required 
registration, since Mr. Wirthlin was acting as a “finder” for 
a broker-dealer by “soliciting” investors, and since Mr. 
Wirthlin “would receive transaction-based compensation, 
one of the hallmarks of being a broker-dealer.”   
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An SEC No-Action Letter, MuniAuction, Inc., 2000 SEC 
No-Act. LEXIS 359 (March 13, 2000) appears to have 
expanded what it means to be a broker when acting for an 
issuer.  According to MuniAuction, a person effects 
transactions in securities and acts as a broker if that person 
participates at “key points in the chain of distribution.”  
This phrase is defined to include, among other activities, 
assisting in the structuring of securities transactions, 
helping to identify potential purchasers of securities, and 
soliciting securities transactions.  Factors indicating that a 
person is “engaged in the business” include, among others, 
receiving transaction-related compensation, participating in 
the securities business with some regularity, and soliciting 
securities transactions. 

Another SEC staff action also indicates that the “finder” or 
“consultant” distinction is under renewed scrutiny.  A 1985 
SEC No-Action Letter addressed the business of Dominion 
Resources.  Dominion Resources operated as a financial 
adviser, analyzing its clients’ needs, recommending or 
designing financing alternatives, and locating counsel, 
underwriters, broker-dealers and others to actually 
undertake the financing transaction.  In 1985, the staff 
stated that it would not recommend enforcement action if 
the firm did not register as a broker-dealer. Dominion 
Resources, Inc., 1985 SEC No-Act. LEXIS 2511 (Aug. 22, 
1985). 

In March 2000, the SEC staff took the unusual step of 
formally revoking the 1985 Dominion Resources letter.  In 
reversing its position, the SEC Staff stated that 
“technological advances, including the advent of the 
Internet, as well as other developments in the securities 
markets, have allowed more and different types of persons 
to become involved in the provision of securities-related 
services.”  Dominion Resources, Inc., 2000 SEC No-Act. 
LEXIS 304 (March 7, 2000).   The revocation letter seems 
to indicate that the SEC staff is concerned that the growth 
of the securities markets and technological change have 
increased the ways in which unregistered persons may 
engage in securities-related activity.77  See also Couldock 

                                                 
77 See also SEC Interpretation, “Use of Electronic Media,” Securities Act Rel. 7856 (April 26, 2000), 65 FR 
25843, 25853 n.94.  This release suggests that the activities described in the Lamp Technologies, Inc.  No-Action 
Letters could constitute activity for which the entity must be registered as a broker-dealer.  In Lamp Technologies, 
Inc. (May 29, 1998 and May 29, 1997), Lamp, as a web site operator, proposed to establish and administer a web 
site that would contain information concerning funds exempted from regulation as investment companies (private 
funds).  Neither Lamp nor its affiliates would operate or provide investment advisory services to any of the private 
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& Bohan, Inc., et al. v. Societe Generale Sec. Corp., 93 F. 
Supp. 2d 220, 229 (D.Conn. 2000). 

Meanwhile, the SEC clarified that as long as there are 
certain safeguards that prevent one from soliciting 
transactions in securities, registration as a broker-dealer is 
not required.  In Swiss American Securities, Inc. and 
Streetline, Inc., SEC No-Action Letter (May 28, 2002), 
Streetline provided an SEC registered broker-dealer with 
software and system technology to solicit securities 
transactions at per-order fees, without registering itself as a 
broker-dealer. The SEC staff indicated that it would not 
recommend enforcement action if Streetline would not 
engage in any work related to brokerage accounts.  

In September 2003, the SEC staff established an exception 
to broker-dealer registration, taking the position that firms 
operating systems to communicate information related to 
“letter of free funds” requests are not required to register as 
broker-dealers.78  The staff explained that this rule applies 
only to communications services that occur after all the 
terms of the securities purchase are set.  The exemption 
does not apply to firms that accept or route offers or 
facilitate the opening of accounts with broker-dealers.  In 
addition, the communications fees cannot be related, 
directly or indirectly, to the size or value of any transaction 
processed. 

The SEC staff also set out an exception for certain activities 
of commodity futures traders in an SEC No-Action Letter 
on March 22, 2004.79  According to the letter, National 
Futures Association (“NFA”) members that are registered as 
futures commission merchants and also notice-registered 
with the SEC as broker-dealers may maintain a special 
omnibus account for the purpose of effectuating the process 
of making or taking delivery of physically settled security 
futures contracts on behalf of their customers on infrequent 
occasions without registering as broker-dealers.   

                                                                                                                                                             
funds listed on the site.  In addition to posting information on its web site, Lamp would review the responses to 
determine if the inquirer could be considered an “accredited investor,” so that he may be given access, for a 
subscription fee, to the fund information on the website. 
78  Loffa Interactive Corp., Inc., 2003 SEC No-Act. LEXIS 708 (Sep. 26, 2003). 
79  National Futures Association, 2004 SEC No-Act. LEXIS 571 (Mar. 22, 2004). 



 
 

IV-67 

e. Solicitors.   

Investment advisers – including investment advisers that manage 
private funds – may retain solicitors to locate and introduce 
potential new investment advisory clients.  Unlike a finder, which 
locates a buyer and/or seller for a security, a solicitor locates an 
investment advisory client.  A solicitor for an SEC registered 
investment adviser may be required to comply with the cash 
solicitation rule under the Advisers Act (Rule 206(4)-3), and in 
some cases comparable state laws.  Many state laws also treat 
solicitors as investment advisory representatives who must register 
as such in the applicable state, and some states expressly impose a 
supervisory duty on the investment adviser over the activities of 
that investment advisory representative.  See Chapter V, Section 
A(1)(g).  Soliciting clients to invest in the adviser’s fund, however, 
involves the solicitation of the purchase of a security and raises the 
broker registration issue. 

f. Use of Third-Party Broker-Dealers.   

Sales personnel of a private fund may become associated persons 
or registered representatives affiliated with a third-party registered 
broker-dealer in order to market and solicit interests in a fund.  In 
such a case, however, if the associated person is to receive selling 
compensation, then he or she must obtain the permission of his or 
her brokerage firm, and the firm has to record the transaction on its 
books and records and supervise the activities of the associated 
person as if the transaction were done on behalf of the brokerage 
firm.  Selling compensation includes, among other things, rights of 
participation in profits, tax benefits or dissolution proceeds, as a 
general partner or otherwise, or expense reimbursements.  If the 
associated person is to receive no compensation, the associated 
person must notify the brokerage firm and the firm may require the 
associated person to adhere to specified conditions.  (See NASD 
Conduct Rule 3040.) 

g. State Law Issues.   

Broker-dealer registration requirements and exemptions in 
connection with the marketing and solicitation of shares in private 
funds arise under state law as well.  Similar to federal law, as long 
as there is no commission, sales charge or the like in connection 
with the offer and sale of a fund’s shares or interests, typically a 
person will be exempt from registration under state law. 
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2. NASD “New Issues” Rule. 

a. In 1998, the NASD amended its Free-Riding and Withholding 
Interpretation (IM-2110-1) – better known as the “Hot Issue 
Rules” – to protect the integrity of the public offering system by 
ensuring that NASD members make a bona fide public distribution 
of “hot issue” securities. The rules required that members do not 
withhold such securities for their own benefit or use such securities 
to reward persons who are in a position to direct future business to 
them.  See NASD Notice to Members 98-48 (July 1998). 

 The NASD first proposed amendments to the Hot Issues Rule  in 
October 1999.  In 2003, four years after the amendments were 
proposed and after five amendments to the proposal, the SEC 
finally adopted the amendments in the form of a new rule (the 
“New Issues Rule”). 

b. Major Differences Between the New Issues Rule and the 
Interpretation. 

 1.  New Issues vs. Hot Issues. Under the Interpretation, a “hot 
issue” was defined as any security that is part of a public offering 
that trades at a premium in the secondary market.  The New Issues 
Rule, however, applies to any “new issue,” defined as an initial 
public offering of an equity security, regardless of whether it trades 
at a premium in the secondary market.  In practice, all IPOs of 
equity securities also were treated as being subject to the 
Interpretation, because no one could predict which IPOs would 
trade at a premium.   

2. Securities Excluded from the New Issues Rule.  The New 
Issues Rule, as adopted, excludes a number of types of securities 
from coverage.  Specifically, the New Issues Rule does not apply 
to any secondary offerings, any debt securities (whether or not 
investment grade), any offerings of “restricted securities,” and any 
offerings of “exempt securities,” as defined in Section 3(a)(12) of 
the Exchange Act (such as government, municipal, and certain 
other securities).   

 
    Other securities exempted from the New Issues Rule include: 
 

 Securities of a commodity pool operated by a CPO; 
 Rights offerings to existing shareholders, exchange offers, 

and offerings made pursuant to a merger or acquisition; 
 Offerings of investment-grade, asset-backed securities; 
 Offerings of convertible securities; 
 Offerings of preferred securities; 
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 Offerings of securities of an investment company registered 
under the Investment Company Act; and 

 Offerings of securities that have a pre-existing market 
outside the United States. 

 
3.   Introduction of 10% De Minimis Threshold.  The New 
Issues Rule introduces a 10% de minimis threshold for restricted 
person participation.  Under this threshold, restricted persons 
(including the account’s portfolio manager) would be permitted to 
hold interests in a collective investment account (such as a private 
investment fund or hedge fund) that purchases new issues as long 
as such persons account for no more than 10% of the beneficial 
ownership of the account.  Under the New Issues Rule, “collective 
investment account” is defined as any hedge fund, investment 
partnership, investment corporation, or any other collective 
investment vehicle that is engaged primarily in the purchase and/or 
sale of securities.   

 
In response to the concerns of some commentators, the NASD 
stated that carve-out procedures that, in the past, allowed the 
manager of a collective investment account to segregate the 
interests of restricted persons from non-restricted persons would 
still be available.   

 
4. Preconditions for Sale.  Under the New Issues Rule, 
members are prohibited from selling a new issue to an account 
until the member meets the rule’s preconditions for sale.  The 
preconditions require a member to: (1) obtain a representation 
from the account holder, or person authorized to represent the 
beneficial owner, that the account is eligible to purchase new 
issues; (2) not rely on representations that the member believes, or 
has reason to believe, are inaccurate; (3) retain a copy of all 
records and information relating to the eligibility of an account for 
at least three years; and (4) obtain these representations within the 
12 months prior to the sale of new issues to the account. 

 
The NASD stated that the initial verification of the status of a 
person cannot be done orally, but does intend to permit the annual 
verification of a person’s status to be done through negative 
consents.  Several commentators have sought guidance on the type 
of information required to determine if an account is beneficially 
owned by restricted persons.  In the context of fund-of-funds 
structures, the NASD stated that a person authorized to represent 
the beneficial owners of a master fund would be required to 
represent that the master fund is able to purchase new issues.  The 
NASD further stated that it expects such person to ascertain the 
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status of investors in the feeder funds, and if such status cannot be 
ascertained, then to ensure that the profits from new issues are not 
allocated to that fund (or comply with another exemption such as 
the de minimis exemption or assure that a carve-out is used).  The 
NASD stated that it would provide further guidance on this matter. 

 
   c.  Other Aspects of the New Issues Rule. 
 

1. Definition of Beneficial Interest.  Under the New Issues 
Rule, “beneficial interest” is defined as any economic interest, 
such as the right to share in gains or losses.  This definition also 
provides that the receipt of a management fee or performance-
based fee for operating a collective investment account, or other 
fees for acting in a fiduciary capacity, would not be considered a 
beneficial interest in the account. 

 
The NASD believes, however, that the accumulation of fee 
payments, if subsequently invested in the collective investment 
account (as a deferred fee arrangement or otherwise) would 
constitute a beneficial interest in the account.  The NASD believes 
that money invested in a collective investment account is part of a 
person’s beneficial interest in that account even if the source of the 
money is a deferred fee arrangement.  The NASD does not believe 
that a decision to defer recognition of earnings for income tax 
purposes should alter the analysis of whether a person has a 
beneficial interest in a collective investment account. 

 
2.  General Exemptions.  The New Issues Rule’s general 
prohibitions would not apply to sales to or purchases from the 
following classes of persons: 

 
 Investment companies registered under the Investment 

Company Act; 
 Most common trust funds having investments from 1,000 

or more accounts; 
 Most insurance company general, separate and investment 

accounts; 
 Publicly traded entities (other than broker-dealers and their 

affiliates) that are listed on a national securities exchange 
or traded on the Nasdaq National Market or that are foreign 
issuers who meet certain criteria; 

 Certain foreign investment companies; 
 ERISA plans, unless sponsored solely by a broker-dealer; 
 State and municipal government benefits plans; 
 Tax-exempt charitable organizations; and 
 Church plans. 
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3. Restricted Persons.  The New Issues Rule codifies the 
definition of “restricted persons.”  A “restricted person” includes: 

 
 NASD members and other broker-dealers (including any 

officer, director, general partner, associated person, or 
employee of a member or any other broker-dealer); 

 Agents of members or any other broker-dealer that is 
engaged in the investment banking or securities business; 

 Finders and fiduciaries of the managing underwriter for 
those offerings for which they are acting in those 
capacities; 

 Any employee or other person (including non-natural 
persons) who supervises, or whose activities directly or 
indirectly involve or are related to, the buying or selling of 
securities for a bank, savings and loan institution, insurance 
company, investment company, investment advisor, or 
collective investment account; 

 Owners of broker-dealers (unless identified by an 
ownership code of less than 10% on Form BD); 

 Affiliates of broker-dealers (unless publicly traded); and 
 Certain “immediate family members” (including a person’s 

parents, mother-in-law, father-in-law, spouse, brother, 
sister, brother-in-law, sister-in-law, son-in-law, daughter-
in-law, and children) of any of the foregoing persons and 
any other individual to whom any of the foregoing persons 
provides, or from whom any of the foregoing persons 
receives, “material support.”  Material support is defined as 
providing 25% or more of another’s income, as measured 
in the prior calendar year.  Members of the immediate 
family that live in the same household are deemed to 
provide material support to one another. 

 
A “restricted person” does not include: 

 
 A broker-dealer whose authorization to engage in the 

securities business is limited solely to the purchase and sale 
of investment company/variable contracts securities and 
direct participation program securities; 

 Investment clubs and family investment vehicles; and 
 Joint back office broker-dealers (however, an associated 

person of a joint back office broker-dealer would be viewed 
as a restricted person). 
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The NASD has also eliminated the “conditionally restricted 
person” status and has determined that all persons should be 
treated as either restricted or non-restricted. 

 
4. Anti-Dilution Provisions.  The New Issues Rule provides 
that the rule’s basic prohibitions do not apply to an account in 
which a restricted person has a beneficial interest, provided: 

 The account has held an equity ownership interest in the 
issuer for a period of one year prior to the effective date of 
the offering; 

 The sale of the new issue to the account does not increase 
the account’s percentage equity ownership in the issuer 
above the ownership level as of three months prior to the 
filing of the registration in connection with the offering; 

 The sale of the new issue to the account does not include 
any special terms; and  

 The new issue purchased pursuant to this exemption is not 
sold or transferred for three months following the effective 
date of the offering. 

 
5. Exemptive Relief.  The New Issues Rule allows the NASD 
staff to grant an exemption from any or all of the provisions of the 
rule if it determines that providing such exemption is consistent 
with the purposes of the rule, the protection of investors, and the 
public interest. 

 
d.  Effects on hedge funds and similar pooled investment vehicles 

that invest in IPOs.   
 

• a hedge fund or similar pooled investment vehicle may invest 
in IPOs of equity securities (referred to in the rule as "new 
issues," and the only securities now covered by the rule), as 
long as restricted persons do not own more than 10% of the 
beneficial interests in the fund or other vehicle; 

 
• for purposes of the rule, a hedge fund manager will be 

considered to be a restricted person, and the manager's 
beneficial interest in the fund will be counted toward the 10% 
limit.  A manager's management and performance-based fees 
are not considered to be beneficial interests, unless those fees 
are reinvested in the fund.  Amounts held in an offshore or 
other fund pursuant to a deferred compensation arrangement, 
and amounts invested in the fund by the manager, are 
beneficial interests, and are counted toward the 10% limit;   
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• a hedge fund also may continue to "carve out" restricted 
persons from participation in hot issues, just as is currently 
done.  As a result, if a hedge fund will have more than 10% of 
its beneficial interests owned by restricted persons, a hedge 
fund manager might opt to carve out some of those restricted 
persons, to the extent doing so would be consistent with the 
manager’s fiduciary responsibilities to the fund’s investors, so 
that no more than 10% of the investors participating in new 
issues would be restricted persons, or the manager might 
decide to carve out all restricted persons from having a more 
than 10% interest in each new issue; and  

 
• the hedge fund manager must provide to the underwriters or 

brokers from which it receives IPO allocations, at least once a 
year, a representation that the hedge fund is in compliance with 
the rule.  Under the rule, hedge fund managers no longer will 
be required to provide to underwriters and brokers a letter from 
counsel or an accountant to the effect that the fund is in 
compliance with the rule.     
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Chapter V:  Other Compliance Issues 
 

V. Other Compliance Issues. 

A. Investment Adviser Registration Issues. 

1. Investment Adviser Issues.   

Section 202(a)(11) of the Advisers Act defines an “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, or who, for compensation and as part of a regular business, 
issues or promulgates analyses or reports concerning securities.” 

a. Role of the Investment Adviser. 

The investment adviser’s role is to provide professional investment 
advice to the fund.  The adviser typically is responsible for 
selecting portfolio investments in accordance with the objective(s) 
and policies established in the fund’s offering memorandum.  The 
investment adviser also places portfolio orders with broker-dealers 
and usually is responsible for seeking to obtain best price and most 
favorable execution for fund orders.  The adviser’s precise 
responsibilities are defined by its contract with the fund.  

i. The investment adviser typically is the organizer or sponsor 
of the fund or an affiliate of the sponsor.  In that capacity, it 
will provide or arrange for the documentation for the 
organization of the fund and the offering of fund shares. 

ii. The adviser has a contract with the fund, which establishes 
specific duties to be performed and the compensation to be 
received by the adviser. 

iii. If the investment adviser has 15 or more U.S.-domiciled 
clients representing $30 million or more under continuous 
discretionary management, it must register with the SEC as 
an investment adviser under the Advisers Act.  This is the 
case even if both the fund and the investment adviser are 
privately held.  In general, a fund is counted as a single 
client (See Chapter IV, Section G for further details).  
Because of the constraints imposed by the Advisers Act 
(for example, on performance fees and trading practices), 
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many investment advisers of private funds operate in a 
manner that avoids the requirement to register under the 
Advisers Act. 

iv. Even if an investment adviser is not required to register 
under the Advisers Act, federal and state common law anti-
fraud principles still apply to the adviser’s dealings with 
U.S. clients.  For clients domiciled in other jurisdictions, 
the applicable laws of that jurisdiction apply.  If a U.S.-
registered adviser represents to clients in other jurisdictions 
that the protections of U.S. law will apply to the account, 
then the non-U.S. based client is entitled to the protections 
of the Advisers Act as well. 

b. Elements of Being an “Investment Adviser.”  Any person who: 

i. for compensation; 

Compensation:  Although an adviser generally receives 
money as compensation for its services, this term is 
interpreted broadly to include the receipt of any economic 
benefit, such as a commission, or some form of indirect 
compensation from any source. 

ii. is engaged in the business; 

The Business Standard:  A person is considered to be “in 
the business” of giving investment advice for compensation 
if that person: 

1.) holds himself out as an investment adviser; 

2.) receives any separate or additional compensation 
that represents a clearly definable charge for 
investment advice, or receives transaction-based 
compensation if the client implements the advice; or 

3.) provides specific investment advice, except on rare 
or non-periodic occasions. 

iii. of providing advice, or issuing reports or analyses on 
securities; 

Advice, Analyses, or Reports:  The person advises others as 
to the value of securities or issues reports or analyses 
concerning securities. A person may give advice on 
securities even though the person does not give an outright 
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“buy,” “sell” or “hold” recommendation on a security to 
another person or entity. 

iv. to others. 

c. Entities Excluded from the Definition of an Investment 
Adviser. 

Sections 202(a)(11)(A) through (F) provide categories of persons 
that are excluded from the definition of an investment adviser: 

i. Any bank or bank holding company, except to the extent 
that the advised entity is a registered investment company. 

ii. Certain professionals:  lawyers, accountants, engineers and 
teachers (provided that any investment advice is solely 
incidental to the practice of their profession). 

iii. Broker/dealers are excepted from the definition of 
investment adviser if they (1) provide investment advice 
solely incidental to their brokerage business and (2) receive 
no special compensation for such advice.  

iv. Publishers of any bona fide newspaper, news magazine, or 
business or financial publication of general or regular 
circulation. 

v. Government Securities Advisers (i.e., any person whose 
advice or reports are limited solely to securities that are 
direct obligations of the United States). 

d. Federal and State Registration of Advisers. 

i. Investment Advisers That Are Exempted from 
Registration.   

Section 203(b) provides five specific exemptions from 
registration for investment advisers who otherwise fall 
within the definition of “investment adviser.” 

1.) Single-State Adviser.   

Any investment adviser all of whose clients are 
residents of the state within which the  adviser 
maintains its principal office and place of business, 
and who does not furnish advice or issue analysis or 
reports with respect to securities listed or admitted 
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to unlisted trading privileges on any national 
securities exchange.  

2.) Insurance Company Adviser.   

An investment adviser whose only clients are 
insurance companies. 

3.) Private Adviser.   

An investment adviser who had fewer than 15 
clients during the course of the preceding 12 months 
and neither (1) holds itself out generally to the 
public as an investment adviser nor (2) acts as an 
investment adviser to an investment company. 

For the purposes of determining the number of 
clients under this provision, LPs (or other similar 
entities) are counted as a single client if the LP 
interests are securities and the investment adviser 
provides investment advice on the basis of the 
investment objectives of the LP. 

4.) Charitable Organization.   

An investment adviser that is a charitable 
organization (as defined in Section 3(c)(10)(D) of 
the Investment Company Act), or who is a trustee, 
director, officer, employee, or volunteer of such 
organization acting within the scope of such 
person’s employment or duties for such 
organization, is exempt from registration if the 
advice, analysis and reports are limited to the 
charitable organization or certain entities affiliated 
with a charitable organization. 

5.) Church Plan.   

 A qualified church plan (as described in Section 
414(e) of the Code) and any person or entity 
entitled to establish and maintain such plan, or any 
trustee, director, officer, employee or volunteer of 
such plan, is exempt from registration provided the 
advice relates exclusively to that plan or certain 
entities affiliated with a church plan. 
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ii. Allocation of Federal/State Regulation:  General Rule.  

1.) Section 203A(a).   

Section 203A(a) states that no investment adviser 
that is regulated or required to be regulated as an 
investment adviser in the state in which it maintains 
its principal office and place of business shall 
register with the SEC under Section 203, unless the 
investment adviser: 

a.) has assets under management of not less 
than $25 million, or such higher amount that 
the SEC may, by rule, deem appropriate; or  

b.) is an adviser to an investment company 
registered under the Investment Company 
Act. 

Thus, the states are the exclusive regulators 
of small advisers (those which have assets 
under management of less than $25 million, 
with no registered investment company 
clients).  These advisers are expressly 
precluded from registering with the SEC and 
instead must register with the state or states 
in which they do business. 

States can continue to license adviser 
representatives with a “place of business” in 
the state and who meet the definition of 
“adviser representative” in the Advisers Act.  
The Advisers Act does not allow a state to 
regulate an adviser’s representative who is 
merely deemed to be “doing business in the 
state” as a result of having clients there.  

2.) What is a “Principal Office and Place of 
Business?”   

Principal office and place of business means the 
executive office of the investment adviser from 
which the officers, partners, or managers of the 
investment adviser direct, control, and coordinate 
the activities of the investment adviser.  See Rule 
203A-3(c). 
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3.) Mandatory SEC Registration Where Investment 
Adviser Has $30 Million of Assets Under 
Management: Rule 203A-1. 

a.) General Rule.   

Pursuant to its authority under Section 
203A, the SEC adopted Rule 203A-1, which 
revised the $25 million threshold to $30 
million.  See Rule 203A-1(a)(1). 

b.) Effect.   

Note that an adviser will be deemed to be 
“regulated or required to be regulated” if the 
state has enacted an investment adviser 
statute, regardless of whether that state 
requires registration.  Therefore, if a state by 
its regulations exempts an adviser from 
registration, that adviser will not be required 
to register with the SEC.  Consequently, 
some advisers may be left unregistered.   

4.) Optional SEC Registration for Investment 
Advisers Having Between $25 and $30 Million of 
Assets Under Management: Rule 203A-1. 

a.) General Rule.   

An investment adviser that is registered or 
required to be registered as an investment 
adviser in the state in which it maintains its 
principal office and place of business may 
register with the SEC if the investment 
adviser reports assets under management of 
at least $25 million but less than $30 
million.  However, this does not apply to an 
investment adviser: 

i.) To an investment company 
registered under the Investment 
Company Act.  See Rule 203A-
1(a)(2)(i); or 

ii.) That is exempted by Rule 203A-2 
from the prohibition in Section 
203A(a) of the Advisers Act on 
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registering with the SEC.  See Rule 
203A-1(a)(2)(ii).   

b.) Effect.   

Taken together, the provisions of Rule 
203A-1 make registration with the SEC 
optional for certain investment advisers that 
have between $25 and $30 million of assets 
under management. 

Thus, an adviser has a $5 million window 
and can avoid having to register, reregister, 
and de-register with the SEC or state as its 
assets under management fluctuate around 
the $30 million level. 

5.) Rule Governing Investment Advisers Registered 
With a State Securities Commission: Rule 203A-
4.   

The SEC will not assert a violation of Section 203 
of the Advisers Act for the failure of an investment 
adviser, who is registered with the state in which it 
has its principal office and place of business, to 
register with the SEC if the investment adviser 
reasonably believes that it does not have assets 
under management of at least $30 million.  See Rule 
203A-4. 

6.) Calculating Assets Under Management.   

To determine their eligibility for SEC registration, 
investment advisers must calculate their “assets 
under management.”  Assets under management are 
defined as the “securities portfolios” with respect to 
which an investment adviser provides “continuous 
and regular supervision or management services.”  
(Instruction 5(b) of Form ADV Part 1A contains 
specific instructions.) 

iii. Exemptions from Prohibition on SEC Registration: 
Rule 203A-2. 

1.) Section 203A(c) of the Advisers Act authorizes the 
SEC to exempt advisers from the prohibition on 
SEC registration if the prohibition would be  
“unfair, a burden on interstate commerce, or 
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otherwise inconsistent with the purposes of [Section 
203A of the Act].”   

2.) Pursuant to Rule 203A-2, Section 203A(a)’s 
prohibition on SEC registration shall not apply to:  

a.) Nationally Recognized Statistical Rating 
Organizations (“NRSROs”).   

NRSROs that are investment advisers may 
register with the SEC regardless of asset 
levels.  See Rule 203A-2(a). 

b.) Pension Consultants. 

i.) General Rule.   

A pension consultant that provides 
various advisory services to 
employee benefit plans and plan 
fiduciaries (not just to plan 
participants) with respect to assets of 
plans having an aggregate value of at 
least $50 million during the 
consultant’s last fiscal year (but may 
not themselves have assets under 
management) is eligible for the 
exemption.  See Rule 203A-2(b).  
(This is a substantially higher 
threshold than the $25 million 
threshold the Investment Adviser 
Supervision Coordination Act 
provided for, reflecting the reduced 
control that pension consultants have 
over client assets as compared to the 
control of an adviser that has assets 
under management.)   

ii.) What is a Pension Consultant?   

For purposes of this section, an 
investment adviser is a pension 
consultant (with respect to assets of 
plans having an aggregate value of at 
least $50 million) if the adviser gives 
investment advice to: 
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1.) Any employee benefit plan 
described in Section 3(3) of 
ERISA.  See Rule 203A-
2(b)(2)(i); 

2.) Any governmental plan 
described in Section 3(32) of 
ERISA.  See Rule 203A-
2(b)(2)(ii); or 

3.) Any church plan described in 
Section 3(33) of ERISA.  See 
Rule 203A-2(b)(2)(iii). 

c.) Investment Advisers Controlling, 
Controlled by, or Under Common 
Control with an Investment Adviser 
Registered with the SEC.   

An adviser that controls, is controlled by, or 
is under common control with an adviser 
who is eligible to register, and is registered 
with, the SEC, may register with the SEC if 
the two advisers have the same principal 
office and place of business.  See Rule 
203A-2(c).  Note that advisers who do not 
fall under this exemption may still request 
exemptive relief on a case-by-case basis 
under Section 203A(c) if appropriate. 

d.) Investment Advisers Expecting to be 
Eligible for SEC Registration within 120 
Days.   

An adviser is exempt from the prohibition 
on SEC registration if, at the time of 
registration, it is not registered (or required 
to be registered) with the SEC or any state 
and has a reasonable expectation that it will 
be eligible for SEC registration within 120 
days after the date its registration becomes 
effective.  See Rule 203A-2(d)(1).  The 
adviser must indicate on Schedule D of its 
Form ADV that it will withdraw from 
registration if, on the 120th day, it would be 
prohibited from registration by Section 
203A(a).  See Rule 203A-2(d)(2).  At the 
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end of the 120-day period, the adviser is 
required to file an amended Schedule I, and, 
if it has not become eligible, also a Form 
ADV-W, to withdraw from registration with 
the SEC.  See Rule 203A-2(d)(3). 

e.) Investment Advisers Required to Register 
in 30 or More States.   

An investment adviser that is required to 
register by the respective laws of 30 or more 
states is exempt from the prohibition on 
registration with the SEC.  See Rule 203A-
2(e). 

i.) Thereafter, the adviser must, but for 
the exemption, be obligated to 
register in at least 25 states to remain 
eligible for federal registration. 

ii.) Under Rules 203A-2(d & e), start-up 
advisers who reasonably expect to be 
required to register in 30 or more 
states within 120 days of registration 
with the SEC can also take 
advantage of this exemption. 

      f.) Internet Investment Advisers. 

An adviser that provides investment advice 
to all of its clients through an interactive 
website is exempt from the prohibition on 
registration with the SEC only if: 

i.) The adviser provides advice to fewer 
than 15 clients through other means during 
the preceding 12 months; 

ii.) The adviser maintains for at least 
five years after the filing of Form ADV, a 
record to that effect; and  

iii.) The adviser does not control, is not 
controlled by, and is not under common 
control with, another investment adviser that 
registers solely in reliance on the Internet 
investment adviser as its registered adviser.  
See Rule 203A-2(f). 
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iv. Form ADV.   

1.) Registration with the SEC and many states is 
accomplished by completing and filing Part I of 
Form ADV electronically.  Form ADV is 
automatically effective forty-five days after filing, 
unless the SEC institutes proceedings to deny 
registration.  Thereafter, Form ADV must be kept 
current by amendment (that is, it is an “evergreen” 
filing).  In addition, an adviser is required to 
annually file a Schedule I. 

2.) The Form ADV, which consists of Parts I and II 
(and various schedules thereunder), contains various 
disclosures regarding both the adviser and how it 
conducts business.  Part I of Form ADV mainly 
provides information for the SEC, which it uses to 
monitor the advisory industry and to manage its 
inspection program.  Part II of Form ADV is the 
“brochure,” the disclosure document that is 
designed to inform potential and current clients 
about the adviser.  The SEC takes the position that 
Part II of Form ADV must be distributed to each 
participant in a private fund. 

3.) The SEC is considering amendments that would 
change Part II of Form ADV. (Advisory Opinion 
99-16A, December 19, 1999.) 

e. Suitability of Investment Advice. 

i. Investment advisers have a duty to make suitable 
recommendations to clients and/or suitable investment 
decisions for accounts over which they exercise 
discretionary authority.  This duty generally requires an 
investment adviser to determine that the investment advice 
it gives a client is suitable for the client, in light of the 
client’s current needs, financial circumstances, investment 
experience and objectives.  Investment advisers should 
have an adequate basis in fact for their investment 
decisions, recommendations, representations or projections.  

ii. The SEC has viewed the recommendation of unsuitable 
investments or investments contrary to stated investment 
objectives to be a breach of the investment adviser’s 
fiduciary duty.   
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iii. Factors that have been used to establish such a breach of 
fiduciary duty include: 

1.) adviser knew of client’s conservative, risk-free 
investment goals; 

2.) adviser led client to believe a security would be an 
appropriate investment; 

3.) adviser knew or should have known a security was 
risky; 

4.) adviser knew or should have known client did not 
have income or assets required for investment. 

Many of these factors are highlighted in recent SEC 
enforcement actions:  

 First Capital Strategists, Advisers Act 
Release No. 1648 (August 13, 1997) 
(portfolio manager violated client 
investment guidelines with respect to 
restrictions on hedging and volume 
limitations). 

 Mitchell Hutchins Asset Management, Inc., 
Advisers Act Release No. 1654 (September 
2, 1997) (portfolio manager invested in 
interest-only and principal-only securities 
that were allegedly inconsistent with 
prospectus limitations). 

 Fundamental Portfolio Advisers, Inc., Initial 
Decisions Release No. 180 (January 29, 
2001) (investment in inverse floaters 
misrepresented in prospectus and in sales 
literature). 

 In the Matter of Piper Capital Management, 
Inc., et al., Initial Decisions Release No. 175 
(November 30, 2000) (prospectus 
misstatements and omissions, including (1) 
failure to disclose risks associated with 
certain investments; (2) misleading 
information about the duration of certain 
investments; (3) misstatements about the use 
of certain hedging techniques; and (4) 
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misleading comparisons of fund 
performance with inappropriate indexes). 

 In the Matter of CS First Boston Investment 
Management Corp., Advisers Act Rel. 1754 
(September 23, 1998) (misrepresentations to 
the client regarding the risk of the 
investment, the size of the return and the 
amount of the adviser’s own investment in 
the securities of an offshore fund; fund 
manager purchased high risk securities 
contrary to the offering circular guidelines). 

iv. Advisers who are NASD or stock exchange members are 
subject to specific NASD and exchange rules governing 
suitability.  For example, Rule 2310(a) of the NASD’s 
Conduct Rules requires that, before a NASD member 
makes a recommendation, it must have reasonable grounds 
to believe that recommendation is suitable for the customer 
based on facts provided by the customer as to its financial 
situation, objectives and needs.   

With regard to institutional accounts, a broker may be able 
to fulfill its suitability obligations by making a 
determination that the customer can evaluate investment 
risk independently and is exercising independent judgment.  
For the purposes of this determination, an institutional 
account means the account of: (i) a bank, savings and loan 
association, insurance company, or registered investment 
company; (ii) an investment adviser registered with either 
the SEC under Section 203 of the Advisers Act or with a 
state securities commission (or agency or office performing 
like functions); or (iii) any other entity (whether a natural 
person, corporation, partnership, trust, or otherwise) with 
total assets of at least $50 million.  (See NASD Manual 
(CCH) IM-2310-3; NASD Notice to Members 96-66 
(October 1996).) 

With regard to non-institutional customers, a registered 
representative must make reasonable efforts to obtain 
information concerning the customer’s financial status, tax 
status and investment objectives and such other information 
useful or considered to be reasonable in making 
recommendations to the customer. 

v. An adviser to an ERISA plan is subject to ERISA’s 
fiduciary standards.  These require the adviser to act for the 
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exclusive benefit of the plan client, as a “prudent expert,” 
by diversifying the assets under its management and in 
accordance with the plan’s governing documents (to the 
extent they are consistent with ERISA).  (See ERISA 
Section 404(a)(1).)  The “prudent expert” standard requires 
an adviser to act solely in the interests of the ERISA plan 
with the care, skill, prudence and diligence that a prudent 
man acting in like capacity and familiar with such matters 
would use under similar circumstances.  As it applies to 
investments, the prudence standard focuses on the plan’s 
portfolio overall, rather than any particular investment.  
The DOL has issued a “safe harbor” regulation describing 
circumstances in which an investment adviser will be 
deemed to satisfy ERISA’s prudence requirement as 
applicable to investments.  The regulation provides in part 
that an adviser may satisfy its duty of prudence if it gives 
“appropriate consideration” to the facts and circumstances 
that the adviser should know are relevant to a particular 
investment or course of action and acts accordingly.  (See 
Department of Labor Regulation, 29 C.F.R. § 2550.404a-
1.) 

f. Fiduciary Duty Requires the Disclosure of Any Material Facts.   

The fiduciary duty created by the Advisers Act requires an adviser 
to make full and fair disclosure of all material facts necessary for a 
client to make an informed decision.  An adviser will be subject to 
this disclosure obligation whether or not it is required to register 
under the Advisers Act.  Advisers registered under the Advisers 
Act are additionally required to provide written disclosure of the 
information contained in Part II of Form ADV (“brochure rule”) to 
all potential clients at least 48 hours before the execution of the 
advisory agreement.  Compliance with the brochure rule does not 
relieve an adviser of the duty to disclose any material facts. 

Subjects that must be disclosed to the client include 
appropriateness for the client of the fees charged by the fund, the 
investment objectives and procedures and risk tolerances of the 
fund, and conflicts of interest between the adviser and client.   

i. Description of the Fund.   

An adviser’s fiduciary duty could be deemed to require 
private investment companies to issue a private placement 
memorandum to fully disclose the types of investments that 
may be made by the adviser, and the risks to which the 
investors’ assets may be subject. 
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ii. Conflicts of Interest. 

1.) The duty to disclose is particularly important 
whenever the adviser is in a situation involving a 
conflict or potential conflict of interest with a client.  
An adviser should not effect transactions in a 
manner that could result in the adviser’s preferring 
its interest to its client’s interest.  The adviser must 
disclose all material facts regarding a potential 
conflict of interest so that the client can make an 
informed decision whether to enter into or continue 
the transaction and/or the advisory relationship. 

2.) Situations in which a conflict of interest requiring 
disclosure (and in some cases, substantive action, 
such as the appointment of an independent conflicts 
committee) may arise include those where: 

a.) the adviser can act in more than one capacity 
for a client (for example, as a broker and 
adviser); 

b.) an affiliate of  the adviser can be involved in 
a transaction with the client (for example, an 
affiliated broker); 

c.) the adviser may receive compensation 
directly or indirectly from a source other 
than the client (for example, through a soft 
dollar arrangement or solicitation 
agreement); 

d.) the adviser can act as principal in a 
transaction; and 

e.) the adviser has an interest in the 
recommended or selected investment. 

g. Use of Solicitors. 

Rule 206(4)-3 of the Advisers Act operates to inform investors that 
persons recommending an investment adviser may have a financial 
interest in that recommendation.  The rule is aimed at putting 
potential clients on guard that a solicitor’s recommendation of the 
adviser may not be an impartial recommendation because of the 
pecuniary interest in the recommendation.  Compliance with the 
rule is the exclusive means of cash payment for client solicitation. 
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i. The rule permits a registered investment adviser to make 
cash payment for client solicitation if it satisfies two basic 
requirements: 

1.) The payment must be made pursuant to a written 
agreement to which the investment adviser is a 
party. 

2.) The solicitor must not be disqualified by reason of 
previous convictions for certain felonies or 
misdemeanors, or a previous order of the SEC 
under Section 203(e). 

ii. This applies to all cash payment arrangements, including 
internal bonus or other compensation systems that award 
affiliates or employees for client solicitations. 

iii. The written agreement must be retained by the adviser. 

iv. For internal compensation arrangements, the written 
agreement can be satisfied by means of internal memoranda 
or written compensation programs. 

v. For solicitation arrangements regarding impersonal 
advisory services (i.e., (1) provided by means of written or 
oral statements that do not purport to meet the objectives of 
the client; (2) statistical information; and (3) any 
combination of the above): 

1.) There are no particular requirements as to content of 
the agreement for impersonal advisory services 
only. 

2.) Agreements regarding solicitations that include both 
impersonal and other investment advisory services 
must comply with the requirements regarding 
personal advisory services. 

3.) Solicitations by third parties regarding personal 
services must be pursuant to a written agreement 
that contains, among other things: 

a.) A description of the solicitation activities to 
be engaged in, and the compensation to be 
paid. 

b.) An undertaking by the solicitor to perform 
his/her duties under the agreement 
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consistent with the instructions given by the 
investment adviser and the provisions of the 
Advisers Act. 

c.) A requirement that the solicitor, at the time 
of the solicitation activity for which 
compensation is paid, provide the client with 
a current copy of the investment adviser’s 
disclosure document (brochure) and a 
separate solicitor’s disclosure document. 

vi. A written disclosure document must be delivered to the 
prospective client by the solicitor at the time of any 
solicitation activity for which the solicitor is paid or is to be 
paid.  The adviser must obtain from the client a signed and 
dated acknowledgment of receipt of the solicitor’s 
document, prior to or at the time of entering into any 
advisory contract.  (The SEC staff has confirmed that such 
disclosures and acknowledgments may be made via 
electronic means.)  The solicitor’s disclosure document 
must contain at least: 

1.) the name of the solicitor and the investment adviser; 

2.) the nature of the relationship between the solicitor 
and the adviser; 

3.) a statement that the solicitor will be compensated by 
the investment adviser for the solicitation; 

4.) the terms of the compensation arrangement; and 

5.) the amount the client will be charged in addition to 
the advisory fee attributable to the arrangement 
between the solicitor and the advisor. 

vii. Disclosure of the employment status or affiliation is also 
required in the case of solicitations by persons who are 
directors, partners, officers, or employees of the adviser.  
The rule does not require the adviser to obtain written 
acknowledgment of this disclosure by the client, nor 
impose any record retention requirements. 

viii. In the case of third-party solicitors, the adviser must make a 
bona fide effort to ascertain whether the solicitor has 
complied with the agreement, and have a reasonable basis 
in believing that the solicitor has so complied. 
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ix. Rule 206(4)-3 disqualifies persons and entities from acting 
as a solicitor if they have violated certain “bad boy 
provisions.” 

x. In Dana Investment Advisors, Inc., 1994 SEC No-Act. 
LEXIS 871 (October 12, 1994), a registered investment 
adviser acted as the general partner of a private fund and 
also as investment adviser to that fund, pursuant to an 
advisory agreement.  An unaffiliated association proposed 
to enter into an agreement with the fund to receive a fee for 
disseminating information about the existence of the fund 
to members of the association, and for introducing the 
investment adviser to such members.  The investment 
adviser argued that, since the adviser’s client was the fund 
and since the association would not be soliciting clients 
directly for the investment adviser, but rather for 
investment in the fund (in other words the adviser argued 
that it was selling a security – an interest in the fund – not 
advisory services), the association should not have to 
comply with Rule 206(4)-3.  The SEC staff disagreed 
noting that the investment adviser, as general partner of, 
and adviser to, the fund had substantial influence over the 
fund’s affairs, including payment of a fee to the 
association.  The SEC staff stated that, since it would be 
unlawful for the association to solicit clients directly for the 
investment adviser without compliance with Rule 206(4)-3, 
solicitation of investors in the fund would also be 
prohibited without compliance. 

2. New Rules Regarding Proxy Voting Disclosure. 

On January 23, 2003, the SEC adopted new rules under the Advisers Act 
that would address an investment adviser’s fiduciary obligation to clients 
who have given the adviser authority to vote proxies.   

New Rule 206(4)-6 makes it a fraudulent, deceptive, or manipulative act, 
practice or course of business within the meaning of section 206(4) of the 
Advisers Act for an investment adviser to exercise voting authority with 
respect to client securities unless: (1) the adviser adopts and implements 
written policies and procedures that are reasonably designed to ensure that 
the adviser votes proxies in the best interests of clients, (2) the adviser 
discloses to clients how they may obtain information on how the adviser 
voted their proxies, and (3) the adviser discloses its proxy voting 
procedures to its clients.   

The rule applies to advisers registered with the SEC that have voting 
authority with respect to client securities.  The rule requires (1) that the 
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proxy voting policies and procedures be written, (2) that they describe 
how the adviser addresses material conflicts between its interests and 
those of its clients with respect to proxy voting, and (3) that the policies 
and procedures address how the adviser resolves those conflicts in the best 
interests of its clients. 

According to the releases, procedures that merely state that proxies are 
voted in the best interests of clients would not be sufficient to meet the 
requirements of the proposed rule.  According to the releases, effective 
proxy voting policies and procedures should identify personnel 
responsible for monitoring corporate actions, describe the basis on which 
decisions are made to vote proxies, and identify personnel involved in 
making voting decisions and those responsible for ensuring that proxies 
are submitted in a timely manner.  The policies and procedures should also 
cover the adviser’s reliance on third parties.  The rule does not prevent an 
adviser from having different policies and procedures for different clients. 

The SEC also amended Rule 204-2 under the Advisers Act to require 
advisers subject to Rule 206(4)-6 to keep relevant records regarding their 
proxy voting. 

B. Advisory Contracts. 

1. General Provisions.   

The advisory contract typically addresses the investment adviser’s: 

a. investment authority in general; 

b. ability to engage in principal or agency transactions when it or an 
affiliate is a counterparty; 

c. ability to engage in transactions that involve a potential conflict of 
interest, such as cross-trades between accounts and soft dollar 
transactions;  

d. standard of care; and 

e. compensation. 

2. Assignment and Change of Control. 

a. If the adviser is registered (or required to be registered) under the 
Advisers Act, the advisory contract must provide for its automatic 
termination in the event of its assignment, unless client consent of 
the assignment is obtained.  See Advisers Act Section 205(a)(2).  
Under the Advisers Act, an “assignment” is deemed to occur when 
there is a change in control of the ownership of the adviser.  See 
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Advisers Act Section 202(a)(1).  In general, a change of control 
involves the transfer of a controlling block of voting securities.  
Note that the statute does not require the client’s written consent to 
the assignment.  However, if the contract imposes such a 
requirement, it will have to be satisfied. 

b. If the investment adviser is registered (or required to be registered) 
under the Advisers Act and is a partnership, the adviser must notify 
the client of any change in the membership of the partnership 
within a reasonable time after the change.  See Section 205(a)(3). 

3. Liability. 

a. Generally, an advisory contract should not contain any provision 
that would exculpate the investment adviser from liability to the 
fund or the fund’s shareholders for which the adviser would 
otherwise be subject by reason of willful misfeasance, bad faith, or 
gross negligence, in the performance of its duties, or by reason of 
its reckless disregard of its obligations and duties under such 
contract.  For registered investment advisers, such exculpations are 
deemed by the SEC staff to be “hedge clauses.”  The SEC staff 
takes the position that hedge clauses are prohibited in advisory 
agreements. 

b. Because, at least under U.S. law, investment advisers have been 
deemed to be fiduciaries with respect to their advisory clients, it is 
extremely likely that, irrespective of a provision holding an 
investment adviser to a gross negligence standard, an adviser will 
be held liable for its negligence. 

4. Fees.   

Fiduciary duty requires an investment adviser, whether or not it is required 
to be registered, to disclose material information regarding its 
compensation. 

a. Typically, advisory contracts provide for an annual fee, expressed 
as a percentage of the fund’s average daily net assets under the 
investment adviser’s management.  An investment adviser also 
may charge the fund a performance-based fee in addition to the 
advisory fee.  If the adviser is registered (or required to be 
registered) under the Advisers Act, certain limitations on 
performance fees apply. 

b. The staff of the SEC has stated that an adviser may violate the 
Advisers Act’s anti-fraud provisions if it charges a fee for services 
that is substantially higher than the fee charged for similar services 
by other advisers (taking into account the size of the account, 
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nature of the services and other relevant factors).  An adviser 
should look at the following factors to determine if its fees are 
reasonable in relation to the services provided: 

i. the customary fee charged by other advisers; 

ii. whether the client could obtain the same services without 
the adviser’s assistance and fees; and 

iii. whether the adviser has a reasonable belief that its services 
will generate gains in excess of the fees charged. 

c. An investment adviser may not impose a fee structure that 
penalizes a client for deciding to terminate the adviser’s services.  
If an advisory contract is terminated early, the client is entitled to a 
refund of any prepaid fee in an amount equal to the portion of the 
fee attributable to the services not provided, less reasonable start-
up expenses.  Conversely, an advisory contract cannot provide that 
if the client terminates the relationship, the entire prepaid fee is 
forfeited. 

5. Performance Fees. 

a. Advisers required to register under the Advisers Act or state 
regulations generally are prohibited from entering into an 
investment advisory agreement with a client that calls for the 
adviser to receive an “incentive” or “performance” fee, except 
under certain circumstances.  See Advisers Act Section 205(a)(1).  
The SEC has stated its belief that such fees could cause an 
investment adviser to make riskier or more speculative investments 
with client funds than in the absence of a performance fee. 

b. A performance fee is defined as a fee that provides for 
compensation to the adviser on the basis of a share of capital gains 
upon, or capital appreciation of, the funds or any portion of the 
funds of the client.  These include: 

i. Fees that are waived or refunded, in whole or part, by an 
adviser if a specified level of investment performance in a 
client’s account is not achieved. 

ii. Fees that are contingent upon an advisory account having 
sufficient capital gains or appreciation during a specified 
period. 

iii. Fees that are waived if recommended securities do not 
appreciate in value within a designated period. 
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iv. Fees that are contingent upon an account either not 
decreasing in value or avoiding a specified amount of 
capital depreciation. 

c. Exceptions to the prohibition of charging performance fees 
include: 

i. With certain restrictions, an advisory contract between an 
investment adviser and a business development company.  
See Advisers Act Section 205(b)(3). 

ii. An advisory contract with a private investment company 
excepted from the definition of an investment company 
under Section 3(c)(7) of the Investment Company Act.  See 
Advisers Act Section 205(b)(4). 

iii. An advisory contract with a person who is not a resident of 
the United States.  See  Advisers Act Section 205(b)(5). 

6. Exception for Performance Fees for Sophisticated Clients under Rule 
205-3. 

a. The SEC adopted Rule 205-3 to permit performance fees for those 
clients who have the financial experience and ability to bear the 
risk associated with performance compensation arrangements.  
Under Rule 205-3, an investment adviser may enter into a contract 
with a client providing for a performance fee if the client meets an 
eligibility test, namely, the client (1) has at least $750,000 under 
management with the adviser or a net worth of at least $1.5 
million; (2) is a “qualified purchaser” under Section 2(a)(51)(A) of 
the Investment Company Act; or (3) is a qualified employee or 
officer of the adviser.   

b. Former Rule 205-3 had certain contractual and disclosure 
requirements.  Although the rule, as currently in effect, has 
eliminated these requirements, the anti-fraud provisions of the 
Advisers Act continue to apply.  Therefore, it would be prudent to 
follow certain of those requirements, including that: 

i. The adviser’s compensation fee is based upon a formula 
that includes realized losses and unrealized capital 
depreciation of securities; 

ii. The fee is based on performance in a client’s account for a 
period of not less than one year; 

iii. The adviser discloses to the client, or to the client’s 
independent agent, prior to entering into the contract, all 
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material information concerning the proposed advisory 
arrangement; and 

iv. The adviser reasonably believes, immediately prior to 
entering into the contract, that the contract represents an 
arms-length arrangement between the adviser and the client 
and the client understands the proposed method of 
compensation and its risks. 

7. Fulcrum Fees. 

a. The Advisers Act does not, however, prohibit an adviser from 
charging a fee based upon a percentage of income (exclusive of 
capital gains or appreciation) in a client’s account.  Fees based on 
total assets under management are allowed.  See Advisers Act 
Section 205(b)(1). 

b. A fulcrum fee provides for compensation based upon the total 
value of the fund over a specified period that may increase and 
decrease proportionately with the investment performance of the 
fund in relation to an appropriate index of securities prices.   

c. For example, a fulcrum fee may provide that an adviser’s 
compensation would increase or decrease proportionately by how 
its performance compares to the S&P 500 Index.  

d. Fulcrum fees are permitted only where the advisory contract is 
with a registered investment company or with certain clients with 
at least $1 million in assets under management. 

8. State Law Issues.   

While most state securities laws prohibit advisers from sharing in the 
capital gains or appreciation of their clients’ accounts, not all jurisdictions 
have adopted rules similar to Rule 205-3. 

9. ERISA Issues.   

Advisers entering into performance fees with employee benefit plans 
covered by ERISA are subject to the fiduciary responsibilities and 
prohibited transaction restrictions of ERISA.  The DOL has indicated in a 
number of advisory opinions that arrangements permitted under Rule 205-
3 generally are acceptable, if certain conditions, including, among others, 
the following, are satisfied: 

a. investments are typically securities with readily available market 
quotations; securities for which market quotations are not readily 
available are valued by a third party independent of the adviser; 
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b. the compensation formula takes into consideration both realized 
and unrealized gains and losses and income during the period; 

c. the plans utilizing such an arrangement are substantial in size (the 
plans involved in the advisory opinion had at least $50,000,000); 
and 

d. only a portion of the plan’s assets (e.g., 10%) are subject to a 
performance fee. 

The specific amounts and percentages described in conditions c. 
and d., while not necessarily required in all cases, suggest that a 
plan proposing to enter into a performance fee arrangement should 
be represented by persons (or their advisors) having a level of 
experience or sophistication that allows them to fully understand 
and effectively monitor the arrangement.  For accounts investing in 
commodities contacts, comparable requirements apply but the 
commodity trading advisor operating with a performance fee may 
find that the fee results in a divergence of interest between it and 
the plan in violation of ERISA.  (See Department of Labor 
Advisory Opinion 99-16A, December 19, 1999.) 

C. CFTC Issues. 

1. Regulatory Framework.   

Trading in commodity futures, options on commodity futures or options 
on commodities can subject private funds to commodity registration and 
regulatory requirements separate and apart from securities regulatory 
requirements.  The federal statute governing commodity trading is the 
CEA, codified at 7 U.S.C. § 1 et seq.  The CEA recognizes that futures, 
options and over-the-counter (“OTC”) derivative contracts on 
commodities now trade in a variety of different markets and through a 
variety of different trading facilities.  The statute establishes a complex set 
of jurisdictional principles with respect to which instruments and which 
transactions will be subject to regulation under the CEA. 

Transactions that come within the jurisdiction of the CEA and the parties 
to them will be subject to the regulations of the CFTC, the independent 
federal agency that administers and enforces the provisions of the CEA.  
Persons required to register as commodities professionals under the CEA 
also must become members of the NFA, a commodity self-regulatory 
organization designated by the CFTC.  The NFA has issued its own rules 
and bylaws with which its members must comply.   

The applicability of commodity regulatory requirements to a private fund 
will turn on whether it engages in a transaction that is subject to CEA and 
CFTC jurisdiction.  Commodity futures and options on commodity futures 
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traded on the traditional commodity exchanges, such as the Chicago Board 
of Trade or the New York Mercantile Exchange, are covered by the CEA 
and subject to the CFTC.  Many OTC derivative contracts, such as most 
non-agricultural swaps entered into between institutions, are now excluded 
from the reach of the CEA and not subject to CFTC jurisdiction.  
Commodity transactions that fall somewhere in between those two poles, 
such as transactions on electronic trading facilities, may or may not fall 
within the reach of the CEA, depending on a complex set of statutory 
standards concerning the nature and rules of the trading facility, the 
qualifications of the parties to the transaction, and the commodity 
involved.   

2. Definitions of Commodity, Futures and Options. 

a. Commodity.   

The CEA broadly defines a commodity to include, in addition to 
certain agricultural commodities specifically enumerated in the 
statute, “all services, rights, and interests in which contracts for 
future delivery are presently or in the future dealt in.”  CEA § 
1a(4).  Thus, anything, including any right or interest, that is 
capable of being traded could be deemed a commodity within the 
meaning of the statute. 

b. Commodity Futures.   

The CEA does not define the statutory term for futures – “contract 
of sale of a commodity for future delivery.”  However, the CFTC 
and the courts have identified the indicia of futures contracts to 
include contracts that:  (1) have standardized terms, (2) are entered 
into without the intent to make or take actual delivery of the 
commodity involved, (3) are entered into for speculative or 
investment purposes, rather than commercial purposes, and/or (4) 
provide a mechanism to offset or extinguish the obligations of the 
contract without delivery of the commodity.  See, e.g., In re 
CoPetro Marketing Group, Inc., 680 F.2d 566 (9th Cir. 1982); In 
re Stovall, [1977-1980 Transfer Binder] Comm. Fut. L. Rep. 
(CCH) ¶20,941 (CFTC December 6, 1979). 

c. Commodity Option.   

A commodity option is a unilateral contract that gives the buyer 
the right to buy or sell a specified quantity of a commodity or 
futures contract at a specified price within a specified period of 
time, regardless of the market price of the commodity or futures 
contract.   
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3. Exchange Traded Transactions Regulated by the CFTC.   

Section 4 of the CEA broadly prohibits any futures contract to be executed 
or entered into other than on a trading facility designated or registered by 
the CFTC, unless the transaction is exempted from that prohibition by law 
or is excluded from the reach of the CEA.  Such designated or registered 
facilities include, as defined in the CEA, “contract markets” (i.e., 
traditional commodity exchanges such as the Chicago Board of Trade and 
the New York Mercantile Exchange) and “derivatives transaction 
execution facilities” (“DTEFs”). 

Similarly, Section 4c(b) of the CEA broadly prohibits any person from 
executing or entering into a commodity option transaction contrary to any 
rule, regulation or order of the CFTC.  The CFTC, by rule, generally has 
prohibited the purchase or sale of commodity options other than on a 
contract market.  It also has recently adopted rules that would permit the 
trading of commodity options on DTEFs.    Accordingly, the CFTC has 
broad regulatory authority over futures and option transactions on those 
facilities. 

a. Contract Market Transactions.   

Futures contracts and options on futures contracts that are traded 
on a contract market are subject to CFTC jurisdiction. 

b. Securities Futures.   

Title II of the Commodity Futures Modernization Act of 2000 
(“CFMA”) authorizes trading in “securities futures,” which are 
defined to be a future on a single stock or on a narrow-based stock 
index (as defined in Sections 1a (25) and (31) of the CEA).  They 
are treated as securities under the Investment Company Act and the 
Advisers Act.  The CFTC and SEC have adopted regulations that 
permit them to trade on contract markets and registered securities 
exchanges (CFTC Rules 41.1, 41.2, 41.11-14; 1934 Act Rules 
3a55-1-3). 

c. DTEF Transactions.   

The amendments to the CEA enacted in the CFMA and the 
CFTC’s implementing regulations (see, e.g., CFTC Regulations 
Parts 39 and 41) permit futures and options on commodities on 
DTEFs, which are intended to be subject to fewer regulatory 
requirements than contract markets.  DTEFs generally will be 
limited to trading futures and options on commodities that (1) have 
a nearly inexhaustible deliverable supply, (2) are highly unlikely to 
be susceptible to manipulation, (3) have no cash market, or (4) are 
“securities futures.”  They also can include foreign currencies, 
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interest rates, indices, government securities, security warrants, 
security rights, resales on installment loans and certain other 
financial instruments.  At this time, there are no DTEFs designated 
by the CFTC, and it remains to be seen whether any will come into 
existence. 

4. Off-Exchange Transactions Regulated by the CFTC. 

a.  Futures.   

Off-exchange futures that are not exempt from Section 4’s 
prohibition or otherwise excluded from the CEA are subject to 
CFTC jurisdiction.   

b. OTC Options and Retail Forex Transactions.   

The CFTC’s rules generally prohibit any person from buying or 
selling any domestic commodity option unless the option: (1) is 
traded on a CFTC-designated or registered exchange, (2) is a so-
called “trade option,” (3) is a so-called “dealer option,” (4) is a 
swap excluded from the CEA pursuant to Section 2(g) of the CEA, 
or (5) is otherwise exempted or excluded by the CEA or the CFTC 
by rule or order.  CFTC Rules 32.4, 32.11, 32.12, 33.3 and 33.11. 

The CEA expressly provides that the CFTC shall have jurisdiction 
over all foreign currency futures and options entered into between 
persons who fail to meet specified financial requirements, unless 
one of the counterparties is a financial institution, broker-dealer, 
FCM, insurance company, financial holding company, or an 
investment bank holding company, as those terms are defined in 
the CEA.  See CEA § 2(c)(2)(B)(ii). 

c. Agricultural Swaps.   

Swaps on agricultural commodities that are commodity futures or 
options remain within the scope of the CEA.  See CEA § 2(g). 

5. Transactions Exempted or Excluded from CFTC Jurisdiction. 

a. Forward Contracts.   

Off-exchange forward contracts are not within the jurisdiction of 
the CEA.  The CEA does not define either a futures contract or a 
forward contract.  The courts, however, have developed a standard 
for determining a forward based on an intensive factual analysis.  
Typically, forward contracts are considered contracts in which the 
parties intend actual future delivery, are entered into for 
commercial purposes, and have individualized terms and 
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conditions.  See In re CoPetro Marketing Group, Inc., 680 F.2d 
566 (9th Cir. 1982); In re Stovall, [1977-1980 Transfer Binder] 
Comm. Fut. L. Rep. (CCH) ¶20,941 (CFTC December 6, 1979). 

b. Exempt and Excluded Futures and Options.   

The CFMA amended the CEA, among other things, to establish 
specific standards pursuant to which futures and options 
transactions in certain commodities would be exempt or excluded 
from the reach of the CEA or parts of it, and especially from the 
requirement of Section 4 that futures transactions occur on a CFTC 
designated or registered exchange.  The standards for exemption 
and exclusion are relatively clear, but very complex.  They turn on 
the type of commodity involved (see CEA §§ 1a(13-14), 2(c)(1) & 
2(h)), the financial qualifications of the participants (CEA §§ 
1a(11-12), 2(c-g)), the nature of the transaction (CEA §§ 2(d)(2), 
2(e) & 2(g)), the nature of the facility on which the transaction 
occurs (id. & CEA § 5f), and the issuer (CEA § 2(c)(2)(B) & Title 
IV of the CFMA relating to bank products).   

Such exempt or excluded transactions may occur in individually 
negotiated OTC contracts, on electronic trading facilities, “exempt 
commercial markets” or “exempt boards of trade.”  (See CEA §§ 
2(d)(2), 2(e) & 5d and CFTC Regulations, Parts 36 & 37). 

A detailed analysis of the standards for exemption and exclusion is 
beyond the scope of this outline.  However, because many private 
funds might enter into swaps, hybrid contracts, or bank-issued 
products, specific analysis of their criteria for exclusion is provided 
below. 

c. Exclusion for Swap Transactions.   

Section 2(g) of the CEA provides that, unless it is traded on a 
registered DTEF, nothing in the CEA applies to or governs any 
agreement, contract, or transaction in a commodity other than an 
agricultural commodity, if the agreement, contract, or transaction 
is: 

i. entered into only between persons that are eligible contract 
participants at the time they enter into the agreement, 
contract, or transaction; 

ii. subject to individual negotiation by the parties; and 

iii. not executed or traded on a trading facility. 
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d. Eligible Contract Participants.   

An “eligible contract participant” is defined under Section 1a(12) 
of the CEA to mean: 

i. acting for its own account 

1.) a financial institution;  

2.) an insurance company that is regulated by a State, 
or that is regulated by a foreign government and is 
subject to comparable regulation as determined by 
the CFTC, including a regulated subsidiary or 
affiliate of such an insurance company; 

3.) an investment company subject to regulation under 
the Investment Company Act or a foreign person 
performing a similar role or function subject as such 
to foreign regulation (regardless of whether each 
investor in the investment company or the foreign 
person is itself an eligible contract participant); 

4.) a commodity pool that 

a.) has total assets exceeding $5,000,000; and 

b.) is formed and operated by a person subject 
to regulation under the CEA or a foreign 
person performing a similar role or function 
subject as such to foreign regulation 
(regardless of whether each investor in the 
commodity pool or the foreign person is 
itself an eligible contract participant);  

5.) a corporation, partnership, proprietorship, 
organization, trust or other entity 

a.) that has total assets exceeding $10,000,000;  

b.) the obligations of which under an 
agreement, contract, or transaction are 
guaranteed or otherwise supported by a 
letter of credit or keepwell, support, or other 
agreement by an entity described 
immediately above in clause (5)(a), in clause 
(1), (2), (3), (4), or (7) of section d of the 
outline, or in clause (iii) of section d, below 
(in CEA §§ 1a(12)(A) & (C)); or 
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c.) that 

i.) has a net worth exceeding 
$1,000,000; and  

ii.) enters into an agreement, contract, or 
transaction in connection with the 
conduct of the entity’s business or to 
manage the risk associated with an 
asset or liability owned or incurred 
or reasonably likely to be owned or 
incurred by the entity in the conduct 
of the entity’s business; 

6.) an employee benefit plan subject to ERISA, a 
governmental employee benefit plan, or a foreign 
person performing a similar role or function subject 
as such to foreign regulation 

a.) that has total assets exceeding $5,000,000; 
or 

b.) the investment decisions of which are made 
by 

i.) an investment adviser or CTA 
subject to regulation under the 
Advisers Act or the CEA; 

ii.) a foreign person performing a similar 
role or function subject as such to 
foreign regulation; 

iii.) a financial institution; or  

iv.) an insurance company described in 
clause (2) above (in CEA § 
1a(12)(A)(ii)), or a regulated 
subsidiary or affiliate of such an 
insurance company;  

7.) a.) a governmental entity (including the United 
States, a State, or a foreign government) or 
political subdivision of a governmental 
entity; 

b.) a multinational or supranational 
governmental entity; or 
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c.) an instrumentality, agency, or department of 
an entity described in clause (7)(a) or (b), 
immediately above; except that such term 
does not include an entity, instrumentality, 
agency, or department referred to in clause 
(7)(a) or (7)(c) unless the entity, 
instrumentality, agency, or department is a 
person described in clause (i), (ii), or (iii) of 
Section 1a(11)(A) of the CEA; the entity, 
instrumentality, agency, or department owns 
and invests on a discretionary basis 
$25,000,000 or more in investments; or the 
agreement, contract, or transaction is offered 
by, and entered into with, an entity that is 
listed in any of subclauses (I) through (VI) 
of Section 2(c)(2)(B)(ii) of the CEA;  

8.) a.) a broker or dealer subject to regulation 
under the Exchange Act or a foreign person 
performing a similar role or function subject 
as such to foreign regulation, except that, if 
the broker or dealer or foreign person is a 
natural person or proprietorship, the broker 
or dealer or foreign person shall not be 
considered to be an eligible contract 
participant unless the broker or dealer or 
foreign person also meets the requirements 
of clause (5) or (11) of section d of this 
outline (CEA §§ 1a(12)(A)(v) or (xi)); 

b.) an associated person of a registered broker 
or dealer concerning the financial or 
securities activities of which the registered 
person makes and keeps records under 
Section 15C(b) or 17(h) of the Exchange 
Act; 

c.) an investment bank holding company (as 
defined in Section 17(i) of the Exchange 
Act); 

9.) an FCM subject to regulation under the CEA or a 
foreign person performing a similar role or function 
subject as such to foreign regulation, except that, if 
the FCM or foreign person is a natural person or 
proprietorship, the FCM or foreign person shall not 
be considered to be an eligible contract participant 
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unless the FCM or foreign person also meets the 
requirements of clause (5) or (11) of section d of 
this outline (CEA §§ 1a(12)(A)(v) or (xi)); 

10.) a floor broker or floor trader subject to regulation 
under the CEA in connection with any transaction 
that takes place on or through the facilities of a 
registered entity or an exempt board of trade, or any 
affiliate thereof, on which such person regularly 
trades; or  

11.) an individual who has total assets in an amount in 
excess of 

a.) $10,000,000; or 

b.) $5,000,000 and who enters into the 
agreement, contract, or transaction in order 
to manage the risk associated with an asset 
owned or liability incurred, or reasonably 
likely to be owned or incurred, by the 
individual; 

ii. 1.) a person described in clause (1), (2), (4), (5), (8), 
(9), or (10) of section d of this outline (at CEA §§ 
1a(12)(A)(i), (ii), (iv), (v), (viii), (ix), or (x)), or in 
iii, below (CEA § 1a(12)(C)), acting as broker or 
performing an equivalent agency function on behalf 
of another person described in those sections; or  

2.) an investment adviser subject to regulation under 
the Advisers Act, a CTA subject to regulation under 
the CEA, a foreign person performing a similar role 
or function subject as such to foreign regulation, or 
a person described in clause (1), (2), (4), (5), (8), 
(9), or (10) of section d of this outline (at CEA §§ 
1a(12)(A)(i), (ii), (iv), (v), (viii), (ix), or (x)), or in 
iii, below (CEA § 1a(12)(C)), in any such case 
acting as investment manager or fiduciary (but 
excluding a person acting as broker or performing 
an equivalent agency function) for another person 
described in subsections i or iii (CEA §§ 1a(12)(A) 
or (C)); and who is authorized by such person to 
commit such person to the transaction; or 

iii. any other person that the CFTC determines to be eligible in 
light of the financial or other qualifications of the person.  
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e. Financial Institutions.   

Under Section 1a(15) of the CEA, “financial institution” means: 

i. a corporation operating under the fifth undesignated 
paragraph of Section 25 of the Federal Reserve Act, 
commonly known as “an agreement corporation”; 

ii. a corporation organized under Section 25A of the Federal 
Reserve Act, commonly known as an “Edge Act 
corporation”;  

iii. an institution that is regulated by the Farm Credit 
Administration;  

iv. a Federal credit union or State credit union (as defined in 
Section 101 of the Federal Credit Union Act); 

v. a depository institution (as defined in Section 3 of the 
Federal Deposit Insurance Act); 

vi. a foreign bank or a branch or agency of a foreign bank 
(each as defined in Section 1(b) of the International 
Banking Act of 1978); 

vii. any financial holding company (as defined in Section 2 of 
the Bank Holding Company Act of 1956); 

viii. a trust company; or 

ix. a similarly regulated subsidiary or affiliate of an entity 
described in any of subparagraphs (A) through (H). 

6. Exemption for Hybrid Transactions.   

Under Section 1(a)(21) of the CEA, a “hybrid instrument” is defined to 
mean “a security having 1 or more payments indexed to the value, level, 
or rate of, or providing for the delivery of, 1 or more commodities.”  
Section 2(f) of the CEA provides that nothing in the CEA applies to a 
hybrid instrument that is “predominantly” a security.  A hybrid instrument 
is considered to be predominantly a security if: 

a. the issuer of the hybrid instrument receives payment in full of the 
purchase price of the hybrid instrument, substantially 
contemporaneously with delivery of the hybrid instrument; 

b. the purchaser or holder of the hybrid instrument is not required to 
make any payment to the issuer in addition to the purchase price 
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paid under subparagraph (A), whether as margin, settlement 
payment, or otherwise, during the life of the hybrid instrument or 
at maturity; 

c. the issuer of the hybrid instrument is not subject by the terms of 
the instrument to mark-to-market margining requirements; and   

d. the hybrid instrument is not marketed as a contract of sale of a 
commodity for future delivery (or option on such a contract) 
subject to the CEA.  See CEA § 2(f)(2). 

For the purposes of clause 6(c) of this outline (subsection (2)(C) of 
Section 2(f)), mark-to-market margining requirements do not 
include the obligation of an issuer of a secured debt instrument to 
increase the amount of collateral held in pledge for the benefit of 
the purchaser of the secured debt instrument to secure to 
repayment obligations of the issuer under the secured debt 
instrument.  See CEA § 2(f)(3). 

7. Bank Products.   

The CFMA largely insulates banks that offer or enter into commodity 
related products from the scope of the CEA.  Sections 403 and 404 of the 
CFMA generally provide that the CEA shall not apply and the CFTC shall 
not exercise regulatory authority with respect to any identified banking 
product that (1) an appropriate banking agency certifies is a product 
commonly offered, entered into, or provided by any bank on or before 
December 5, 2000, and the product was not prohibited by the CEA or 
regulated by the CFTC on or before that date or (2) was not commonly 
offered, entered into, or provided by any bank on or before December 5, 
2000, and it has no payment indexed to the value of any commodity, or (3) 
the product is otherwise excluded from the CEA.  Section 405 of the 
CFMA provides that no provision of the CEA shall apply to a banking 
product if the product is a hybrid instrument that is predominantly a 
banking product, as determined by the standard set forth in the statute. 
That standard is virtually identical to the standard set forth above 
regarding hybrid securities. 

8. Commodity Pool Operators. 

a. Definition.   

Section 1a(5) of the CEA defines the term “CPO” as: 

any person engaged in a business that is of the nature of an 
investment trust, syndicate, or similar form of enterprise, and who, 
in connection therewith, solicits, accepts, or receives from others, 
funds, securities, or property, either directly or through capital 
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contributions, the sale of stock or other forms of securities, or 
otherwise, for the purpose of trading in [commodity futures and 
options traded on or subject to the rules of CFTC registered 
contract markets and DTEFs].  

CFTC Rule 1.3(cc) expands the definition of CPO to include 
persons engaged in such business for the purpose of trading 
options on exchange-traded futures contracts.  See CFTC Rule 
1.3(cc) (definition of “CPO”); CFTC Rule 1.3(hh) (definition of 
“commodity option”). In addition, although the CEA and CFTC 
definitions of CPO do not refer to foreign futures or options, CFTC 
Regulation 30.4(c) effectively treats certain operators of pooled 
investment entities that trade in foreign futures or options as CPOs.  

b. Regulatory Requirements.  

i. Registration.   

The CPO, its principals, and its associated persons (“APs”) 
must register as such with the CFTC and the NFA.  APs 
must take certain tests prescribed by the NFA. The CPO, its 
principals, and its APs also must represent that they are not 
subject to certain statutory disqualifications or that they 
have obtained waivers of those disqualifications.  See CEA 
Sections 8a(2) and 8a(3). 

ii. Waivers From Examination Requirements.   

The NFA’s Director of Compliance will, however, on 
request, grant waivers from the Series 3 examination 
requirement to individuals associated with CPOs if:   

1.) the CPO or the pool is subject to regulation by a 
federal or state regulator, or the pool is privately 
offered pursuant to an exemption from the 
registration requirements of the Securities Act, and 
the CPO limits its activities to operating a pool that 
(1) engages principally in securities transactions, (2) 
commits only a small percentage of its assets as 
initial margin deposits and premiums on futures 
contracts and commodity options and (3) uses 
futures and options only for hedging or risk 
management purposes; or 

2.) the individual requesting the waiver is a general 
partner of a CPO or a pool that is primarily involved 
in securities investments; there is at least one 
registered general partner of the CPO or pool who 
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has taken and passed the Series 3 examination; and 
the person requesting the waiver is not involved in 
soliciting or accepting pool participations, trading 
futures or options, handling customer funds, or 
supervision of these activities.  NFA Interpretive 
Notice Under Registration Rule 402: CPOs of Pools 
Trading Primarily in Securities (August 1, 1992).  

iii. Disclosure.   

The CPO must furnish a disclosure document to each 
prospective pool participant by no later than the time it 
delivers to the prospective participant a subscription 
agreement for the pool.  CFTC Rule 4.21.  This disclosure 
document must contain, among other things, actual 
performance information for the offered pool for the most 
recent five calendar years and, if the offered pool has 
traded commodity interests for at least three years in which 
75% or more of the contributions to the offered pool were 
made by persons unaffiliated with the CPO, performance 
information must be supplied for other persons and entities 
as well.  CFTC Rule 4.25(a)(5), (b), (c).  This document 
generally must be pre-cleared with the NFA and updated 
every nine months.  CFTC Rule 4.26(a)(2), (d).  

iv. Reporting.   

The CPO must furnish to each pool participant certain 
prescribed reports.  Electronic means may be used if the 
CPO first discloses its intent to use such means.  CFTC 
Rule 4.22.  

v. Recordkeeping.   

The CPO must keep accurate books and records regarding 
each pool it operates. These books and records are 
prescribed by regulation and are subject to examination by 
the CFTC and the NFA.  CFTC Rule 4.23.  

vi. Separate Legal Entity.   

A CPO must operate each pool as a separate legal entity, 
separate from that of the CPO. Each pool’s property may 
not be commingled with the property of any other person.  
CFTC Rule 4.20.  
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vii. Advertising.   

Fraudulent advertising by CPOs and their principals is 
prohibited.  CFTC Rule 4.41; NFA Rule 2-29.  The NFA 
also requires members to maintain written supervisory 
procedures for the preparation and review of promotional 
materials, and imposes recordkeeping requirements as well.  
NFA Rule 2-29.  

c. Exclusions and Exemptions.  

i. Exemption for Persons Who Operate Pools Composed 
Solely of “Qualified Eligible Persons.”   

Rule 4.7(b) provides an exemption from almost all the 
disclosure, reporting, and record-keeping requirements 
otherwise applicable to registered CPOs.  However, this 
exemption is available only to a registered CPO, and only 
with respect to a pool composed solely of persons who the 
CPO “reasonably believes” are “qualified eligible persons” 
(“QEPs”). Furthermore, the pool must be sold in an 
offering exempt from the registration requirements of the 
Securities Act pursuant to Section 4(2) of the Securities Act 
(for example, under Rule 506 of Regulation D) or 
Regulation S, or by a bank registered as a CPO with respect 
to a collective trust fund exempt from registration under the 
Securities Act under Section 3(a)(2).  These pools may not 
be marketed to the public.  

1.) Definition of Qualified Eligible Person.   

The definition of QEP is contained in CFTC Rule 
4.7(a)(2) and (a)(3).  Rule 4.7(a)(2) identifies 
persons who do not need to meet the “Portfolio 
Requirement” to be QEPs and Rule 4.7(a)(3) 
identifies persons who must meet the Portfolio 
Requirement.  Because both “qualified purchasers” 
and “knowledgeable employees” are defined as 
QEPs without having to meet the Portfolio 
Requirement, the eligibility requirements for 
Section 3(c)(7) and Rule 4.7(b) funds are now the 
same. 

a.) Under Rule 4.7(a)(1)(v), “Portfolio 
Requirement” means that a person must: 

i.) own securities (including pool 
participations) of issuers not 
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affiliated with such person and other 
investments with an aggregate 
market value of at least $2 million;  

ii.) have had on deposit with an FCM, 
for its own account at any time 
during the six months preceding the 
date it purchases the pool 
participation in the exempt pool or 
opens an exempt account with a 
CTA, at least $200,000 in exchange-
specified initial margin and option 
premiums for commodity interest 
transactions; or  

iii.) own a portfolio comprised of a 
combination of the funds or property 
specified in (i) and (ii) above in 
which the sum of the funds or 
property includable under (i), above, 
expressed as a percentage of the 
minimum amount required, and the 
amount of futures margin and option 
premiums includable in (ii), 
expressed as a percentage of the 
minimum amount required, equals at 
least 100%.  (For example, $l million 
of securities (50% of $2 million 
under (i)) plus $100,000 of initial 
margin and option premiums (50% 
of $200,000 under (ii)) would equal 
100%.) 

b.) QEPs who do not have to meet the Portfolio 
Requirement at the time of participation in 
an exempt pool or when an exempt account 
is opened include the following:  

i.) A registered FCM or its principals; 

ii.) A registered broker or dealer or a 
principal thereof; 

iii.) A registered CPO, registered and 
active for at least two years or who 
operates pools that have total assets 
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in excess of $5,000,000, or a 
principal thereof; 

iv.) A registered CTA, registered and 
active for at least two years or who 
provides advice to commodity 
accounts that have total assets in 
excess of $5,000,000, or a principal 
thereof; 

v.) An investment adviser registered 
under federal or state law, registered 
and active for at least two years or 
that provides advice to accounts with 
total assets in excess of $5,000,000 
on deposit with a broker-dealer; 

vi.) A “qualified purchaser” as defined in 
Section 2(a)(51)(A) of the 
Investment Company Act;  

vii.) A “knowledgeable employee” as 
defined in Rule 3c-5 under the 
Investment Company Act;  

viii.) A trust, not formed for the specific 
purpose of either participating in the 
exempt pool or opening an exempt 
account, if the trustee and settlors are 
QEPs; 

ix.) A “Non-United States Person” as 
defined in CFTC Rule 4.7(a)(1)(iv); 
and 

x.) An entity in which all participants or 
unit holders are QEPs. 

The CPO and CTA of the exempt 
pool or account are also exempt, as 
well as their affiliates and principals.  
Certain relatives of principals and 
other employees are also exempt. 

c.) QEPs who do have to meet the Portfolio 
Requirement include: 
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i.) Certain registered investment 
companies and certain business 
development companies;  

ii.) Certain banks and savings and loan 
associations acting for their own 
account or for the account of a QEP;  

iii.) Certain insurance companies acting 
for their own account or for the 
account of a QEP;  

iv.) Certain governmental and private 
pension plans with total assets in 
excess of $5 million;  

v.) Certain private business 
development companies; 

vi.) Section 501(c)(3) organizations with 
total assets in excess of $5 million;  

vii.) Certain corporations, Massachusetts 
or similar business trusts, or 
partnerships, other than pools, with 
total assets in excess of $5 million;  

viii.) Natural persons with individual net 
worths, or joint net worths with their 
spouses, in excess of $1 million;  

ix.) Natural persons with individual 
incomes of $200,000 in each of the 
two most recent years, or joint net 
incomes with their spouses of 
$300,000 in each of the two most 
recent years, and reasonable 
expectations of reaching the same 
level in the current year;  

x.) Certain pools, trusts, insurance 
company separate accounts, or bank 
collective trusts with total assets in 
excess of $5 million; and  

xi.) Certain U.S. and foreign 
governmental entities.  
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If one of the above participants is a 
pooled vehicle (such as an 
investment company or collective 
investment fund), it also must not 
have been formed for the specific 
purpose of being a QEP.   

2.) Disclosure Document Requirements.   

The CPO may, but need not, deliver an offering 
memorandum to a QEP that describes, among other 
things, its use of futures contracts and commodity 
options for the pool. However, if the CPO does 
deliver an offering memorandum to a QEP, it must 
(1) include all disclosures necessary to make the 
information contained therein, in the context 
furnished, not misleading and (2) contain a 
prescribed legend on the cover page of the offering 
memorandum.  If no offering memorandum is 
provided by the CPO, the legend must appear 
immediately above the signature line of the 
agreement that the participant must execute to 
become a pool participant.  CFTC Rule 4.7(b)(1)(i). 

CFTC Rule 4.7(b) also provides an exemption from 
disclosing the past performance of exempt pools in 
disclosure documents for non-exempt pools unless 
such past performance “is material to the non-
exempt pool being offered.”  CFTC Rule 
4.7(b)(1)(ii).  

3.) Periodic Reporting Requirements.   

CPOs of exempt pools generally are exempt from 
most of the other periodic reporting requirements 
applicable to CPOs.  However, certain quarterly and 
annual reports must be furnished to pool 
participants. Annual reports also must be filed with 
the CFTC and the NFA.  CFTC Rule 4.7(b)(2) & 
(3).  CFTC Rule 4.22 gives CPOs the opportunity to 
obtain a filing extension for annual reports in 
certain circumstances, such as, in the fund of funds 
context, when financial information from 
underlying funds is not timely.  See Rule 4.22(f). 

4.) Recordkeeping Requirements.   
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Although CFTC Rule 4.7(b)(4) provides a general 
exemption from the recordkeeping requirements, 
the CPO must maintain at its main business office 
the prescribed annual and quarterly reports and all 
books and records prepared in connection with its 
activities as a CPO of exempt pools. These books 
and records must demonstrate the qualifications of 
the CPO’s QEPs (i.e., how the CPO knows that its 
participants are QEPs) and substantiate any 
performance representations made by the CPO to 
participants. The CPO must make those books and 
records available to representatives of the CFTC, 
the NFA and the U.S. Department of Justice.  

5.) Notice.   

The notice of a claim for exemption under CFTC 
Rule 4.7(b) must comply with the requirements 
listed under CFTC Rule 4.7(d)(1) and must be 
received by the CFTC before the date the pool first 
enters into a commodity interest transaction if the 
relief requested is limited to reporting and 
recordkeeping requirements, and received prior to 
any offer or sale of any participation in the pool if 
the relief requested also includes the disclosure 
requirements.  If the CPO, in the future, ceases to be 
eligible for the relief claimed, the CPO is required 
to file a notice promptly with the CFTC advising it 
of such change.  CFTC Rule 4.7(d)(3). 

d. Exemption for CPOs Whose Use of Futures Contracts and 
Commodity Options is Limited.   

The exemption contained in CFTC Rule 4.12(b) is available only 
for a person who is registered as a CPO or who has applied for 
CPO registration.  Further, it exempts the CPO from only some of 
the disclosure (primarily, disclosure of prior performance of the 
pool and its principals, and the pool’s CTA and its principals), 
reporting, and recordkeeping requirements generally applicable to 
CPOs.  The CFTC Rule 4.12(b) exemption often is used by 
managers of privately placed LPs or LLCs that invest in futures 
contracts and commodity options, in addition to securities.   

In order to meet the exemption requirements of CFTC Rule 
4.12(b), the pool must:  
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i. Be offered and sold in compliance with the registration 
requirements of the Securities Act, or an exemption from 
such registration requirements;  

ii. Be engaged generally and routinely in the buying and 
selling of securities and securities-derived instruments;  

iii. Trade futures contracts and commodity options in a manner 
“solely incidental” to its securities trading activities; and  

iv. Not enter into futures contracts and commodity options for 
which the aggregate initial margin and premiums exceed 
10% of the fair market value of the pool’s assets, after 
taking into account unrealized profits and unrealized losses 
on such contracts. In the case of an option that is in-the-
money at the time of purchase, the in-the-money amount 
(as defined in CFTC Rule 190.01(x)) may be excluded in 
computing such 10%.  

Each existing and prospective pool participant also must be 
informed in writing of the limitations described in (iii) and 
(iv) above before the pool commences trading commodity 
interests.  

To use this exemption, the CPO must file a notice with the 
CFTC and the NFA before the pool enters into a 
commodity interest transaction.  CFTC Rule 4.12(b)(3) & 
(4).  Certain disclosures regarding the utilization of the rule 
must also be made in the pool’s offering memorandum and 
annual reports.  CFTC Rule 4.12(b)(5).  

e. Exclusion for Certain “Otherwise Regulated Persons.”   

CFTC Rule 4.5 excludes from the definition of CPO persons that 
operate pools that: (1) are regulated by some other regulatory 
authority; and (2) are not marketed as vehicles for trading in 
futures contracts and commodity options.  As this is an exclusion, 
all the CFTC’s CPO requirements are not applicable. CFTC Rule 
4.6(a)(2) excludes from the definition of CTA any person who is 
excluded from the definition of CPO under CFTC Rule 4.5. 

i. Persons Excluded.   

The following persons, and principals and employees 
thereof, are excluded from the definition of CPO with 
respect to the operation of the respective “qualifying 
entities.” However, they must comply with other 
requirements of CFTC Rule 4.5.  A qualifying entity is: 
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1.) a registered investment company; 

2.) an insurance company subject to state regulation 
with respect to the operation of a separate account; 

3.) a bank, trust company or any financial depository 
institution subject to regulation by any state or the 
United States with respect to the assets of a trust, 
custodial or other separate unit of investment for 
which it is acting as a fiduciary and for which it is 
vested with investment discretion; or 

4.) a trustee of, named fiduciary of, or an employer 
maintaining a pension plan that is subject to Title I 
of ERISA. 

ii. Other Excluded Persons. 

The CFTC also has excluded certain persons from the 
definition of CPO under CFTC Rule 4.5, without requiring 
them to comply with the other requirements of CFTC Rule 
4.  These entities are:  

1.) noncontributory plans, whether defined benefit or 
defined contribution, covered by Title I of ERISA;  

2.) contributory defined benefit plans covered under 
Title IV of ERISA if, with respect to any such plan 
to which an employee may voluntarily contribute, 
no portion of an employee’s contribution is 
committed as margin or premiums for futures 
contracts or commodity options; 

3.) “governmental plans” as defined in Section 3(32) of 
Title I of ERISA; 

4.) employee welfare benefit plans that are subject to 
the fiduciary responsibility provisions of ERISA; 
and 

5.) a plan defined as a “church plan” in Title I, Section 
3(33) of ERISA and with respect to which no 
election has been made under 26 U.S.C. § 410(d) 
(e.g., participation, vesting and funding provisions 
of ERISA). 
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iii. Other Requirements.   

To take advantage of the exclusion provided by CFTC Rule 
4.5, the persons listed in the first group above must make 
certain representations to the CFTC and the NFA.  The 
representations must be contained in a notice filed with 
each agency, and the notice must be filed before the person 
may claim the exclusion offered by CFTC Rule 4.5.   

1.) Disclosure to Participants.   

The qualifying entity must disclose in writing to 
each prospective participant that the qualifying 
entity is operated by a person who has claimed an 
exclusion from the definition of CPO, and who 
therefore is not subject to registration or regulation 
as a commodity pool operator; provided that such 
disclosure is made in accordance with the 
requirements of any other federal or state regulatory 
authority to which the qualifying entity is subject; 
and  

2.) Special Calls.   

The qualifying entity must agree to submit to 
special calls as the CFTC may make to require the 
qualifying entity to demonstrate that it is complying 
with CFTC Rule 4.5(c).   

If any of the information or representations in the notice 
becomes inaccurate or incomplete, a supplemental notice 
must be filed with the CFTC and NFA within 15 business 
days.  

The filing of a notice of eligibility or the application of 
“non-pool status” under Rule 4.5 does not affect the ability 
of a person to qualify for an exemption from registration as 
a CPO under Rule 4.13 in connection with the operation of 
another trading vehicle that is not covered under Rule 4.5. 

iv. Ramifications for Mutual Funds. 

Now that the CFTC has eliminated all trading limitations 
under Rule 4.5, mutual funds should consider whether they 
should amend their prospectuses, statements of additional 
information (“SAI”) and, if applicable, fundamental or non-
fundamental investment restrictions to reflect the expanded 
permitted use of futures and commodity options.   New 
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notices do not need to be filed with the CFTC or the NFA.  
However, if a mutual fund or other qualifying entity wishes 
to rely on the new rule (and eliminate any CFTC-related 
limitation on the use of futures and commodity options), it 
must amend its disclosures to comply with the new rule’s 
requirements. 

v. Effect on Prior Claimants. 

The amendment to Rule 4.5 does not require a person who 
previously has claimed relief under Rule 4.5 or under the 
prior no-action relief to re-file its claim in order to maintain 
that relief or to trade in accordance with Rule 4.5.  
Moreover, where the person continues to comply with the 
commodity interest trading limitations applicable to that 
previously claimed relief, it does not need to take any other 
action to take advantage of the exemptions being made 
available by the new Rule. 

f. Recent CFTC Rulemaking. 

On August 4, 2003, the CFTC adopted Rules 4.13(a)(3) and (4), 
which replace the CFTC’s prior no-action relief. 

i. Rule 4.13:  Exemptions to CPO Registration for Pools 
with Sophisticated Investors. 

1.) Rule 4.13(a)(3). 

New Rule 4.13(a)(3) exempts a CPO from 
registration if, among other conditions, (1) interests 
in the pool are exempt from registration under the 
Securities Act and such interests are offered and 
sold without marketing to the public in the United 
States, and (2) it restricts participation in the pool to 
“accredited investors,” as defined in Rule 501 of 
Regulation D under the Securities Act, certain 
family trusts formed by accredited investors, 
“knowledgeable employees” as defined in Rule 3c-5 
under the Investment Company Act, and/or persons 
who are QEPs under Rule 4.7(a)(2)(viii)(A) (this 
category includes QEPs that have a relationship 
with a CPO), and (3) it limits the commodity 
interest positions (whether or not entered into for 
bona fide hedging purposes) in each of its pools 
such that either (i) the aggregate initial margin and 
premiums required to establish such positions will 
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not exceed 5% of the liquidation value of the pool’s 
portfolio, after taking into account unrealized 
profits and losses, or (ii) the aggregate net notional 
value of such positions does not exceed 100% of the 
liquidation value of the pool’s portfolio, after taking 
into account unrealized profits and losses, and (4) it 
does not market participations in the pool to the 
public as a commodity pool or otherwise as or in a 
vehicle for trading in the commodity futures or 
commodity options markets. 

Rule 4.13(a)(3) describes how “notional value” is 
calculated for these purposes.  For futures positions, 
it is calculated by multiplying the number of 
contracts by the size of the contract, in contract 
units (taking into account any multiplier specified in 
the contract), by the current market price per unit.  
For commodity options, it is calculated by 
multiplying the number of contracts by the size of 
the contract, adjusted by its delta, in contract units 
(taking into account the contract’s multiplier), by 
the strike price per unit.  Contracts in the same 
underlying commodity may be netted across 
contract markets, derivatives transaction execution 
facilities and foreign boards of trade. 

The CFTC has also adopted Appendix A, which 
provides guidance on the application of Rule 
4.13(a)(3) to funds-of-funds (“FOFs”).  Appendix A 
generally provides that a FOF may rely on the 
representations of the underlying funds in assessing 
the FOF’s compliance with Rule 4.13(a)(3).  For 
example, if a FOF invests exclusively in underlying 
funds that themselves comply with the trading 
limitation in Rule 4.13(a)(3), then the FOF itself 
would comply with the trading limitation in Rule 
4.13(a)(3).  Similarly, a FOF may comply with Rule 
4.13(a)(3) by obtaining contractual assurances from 
its underlying funds regarding the futures and 
commodity options trading activities of the 
underlying funds and aggregating the percentage 
limitation to determine the FOF’s compliance with 
the 5% or 100% limitation.  Appendix A does note, 
however, that FOF operators must still comply with 
all of the other requirements of Rule 4.13(a)(3) to 
avail themselves of the exemption from CPO 
registration.   
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The CFTC released an interpretive letter on April 
14, 2004 confirming that a CPO claiming an 
exemption from registration under Rule 4.13(a)(3) 
may permit Non-United States persons, as defined 
in Rule 4.7, to participate in pools operated pursuant 
to such exemptive relief, regardless of whether such 
Non-United States persons meet the investor 
sophistication requirements of Rule 4.13(a)(3)(iii).  
The CFTC reasoned that, because a CPO claiming 
exemption under Rule 4.13(a)(4) may admit non-
United States persons to a pool that is not subject to 
trading restrictions regardless of those persons’ 
income, net worth, or other indicia of financial 
sophistication, the same principle should apply to a 
CPO exempted under Rule 4.13(a)(3).   

    
2.) Rule 4.13(a)(4). 

New Rule 4.13(a)(4) exempts a CPO from 
registration if, among other conditions, (1) it 
restricts participation in the pool to natural persons 
who are QEPs under Rule 4.7(a)(2) and non-natural 
persons who are either QEPs under Rule 4.7 or 
“accredited investors” and (2) interests in the pool 
are exempt from registration under the Securities 
Act and such interests are offered and sold without 
marketing to the public in the United States.  This 
exemption, unlike that of Rule 4.13(a)(3), does not 
impose any restrictions on options and futures 
trading activities, ostensibly because the QEP 
sophistication standard for natural persons in Rule 
4.13(a)(4) is higher than the sophistication 
standards in Rule 4.13(a)(3). 

Non-U.S. investors are typically QEPs by virtue of 
being “Non-United States persons” under CFTC 
Rule 4.7.  Accordingly, an offshore fund that does 
not have any U.S. investors who are natural persons 
should be able to qualify for the Rule 4.13(a)(4) 
exemption. 

3.) Effect on Prior Claimants. 

Rule 4.13 does not require a person who previously 
has claimed relief under Rule 4.13 or the prior no-
action relief to re-file its claim in order to maintain 
that relief or to trade in accordance with the new 



 
 

V-49 

Rule.  Moreover, where the person continues to 
comply with the commodity interest trading 
limitations applicable to that previously claimed 
relief, it does not need to take any other action to 
take advantage of the exemptions being made 
available by the new Rule. 

ii. Notice. 

To avail itself of the exemption in either Rule 4.13(a)(3) or 
(a)(4), the CPO must file a prescribed notice with the NFA.  
In addition, it must disclose to each prospective participant 
in the pool: (1) a statement that the person is exempt from 
registration as a CPO and, unlike a registered CPO, is not 
required to deliver a disclosure document and a certified 
annual report to participants in the pool, and (2) a 
description of the criteria pursuant to which it qualifies for 
an exemption from CPO registration. The rule also contains 
certain recordkeeping and annual report requirements, and 
persons who rely on the rule are subject to special calls by 
CFTC staff. 

9. Commodity Trading Advisors. 

a. Definition.   

Section 1a(6)(A) of the CEA defines a CTA as any person who: 

i. for compensation or profit, engages in the business of 
advising others, either directly or through publications, 
writings, or electronic media, as to the value of or the 
advisability of trading in . . .  [(a) any futures contract 
traded on a contract market or DTEF or (b) any commodity 
option subject to the CFTC’s authority; or (c) any leverage 
transaction]; or 

ii. for compensation or profit, and as part of a regular 
business, issues or promulgates analyses or reports 
concerning any of the activities referred to in clause (i).  

In addition, although the CEA and CFTC definitions of CTA do 
not refer to providing advice with respect to foreign options or 
foreign futures, CFTC Regulation 30.4(d) effectively treats any 
person who provides such advice for compensation as a CTA. Rule 
30.4(d) prohibits any person from soliciting or entering into an 
agreement to direct a customer’s account with respect to specific 
transactions in foreign options or foreign futures or to guide a 
customer’s account by means of a systematic program that 
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recommends specific transactions in any foreign options or foreign 
futures contract, unless the person is registered as a CTA or is 
otherwise excluded or exempt from CTA registration requirements. 

b. Regulatory Requirements. 

i. Registration. 

The CTA, its principals, and its APs must register as such 
with the CFTC and the NFA.  APs must take certain tests 
prescribed by the NFA.  The CTA, its principals, and its 
APs also must represent that they are not subject to certain 
statutory disqualifications or that they have obtained 
waivers of those disqualifications.  See CEA Sections 8a(2) 
and 8a(3). 

ii. Waivers from Examination Requirements.   

The NFA’s Director of Compliance will, however, on 
request, grant waivers from the Series 3 examination 
requirement to individuals associated with CTAs if: 

1.) The CTA is subject to regulation by a federal or 
state regulator (e.g., it is a registered broker-dealer 
or registered investment adviser); 

2.) The CTA’s futures and options trading advice to 
each of its clients is incidental to its securities 
advice; and 

3.) The CTA’s futures and options trading advice is 
only for hedging or risk management purposes.  
NFA Interpretive Notice Under Registration Rule 
402: CTAs Trading Primarily in Securities 
(September 21, 1993). 

iii. Disclosure.   

The CTA must furnish a disclosure document to each 
prospective client.  CFTC Rule 4.31.  This disclosure 
document must contain, among other things, actual 
performance information for the CTA and its principals 
during the past five years.  CFTC Rule 4.35(a)(5).  This 
document generally must be filed with the NFA and 
updated every nine months.  CFTC Rule 4.36(b), (d). 

iv. Recordkeeping.   



 
 

V-51 

The CTA must keep accurate books and records, including 
all powers-of-attorney and other documents authorizing the 
CTA to direct each client’s account. These books and 
records are prescribed by regulation and are subject to 
examination by the CFTC and the NFA.  CFTC Rule 4.33. 

v. Client Funds.   

The CTA may not solicit, accept, or receive client funds, 
securities, or property in the CTA’s name.  CFTC Rule 
4.30.  These funds must be held by a registered FCM. 

vi. Advertising.   

Fraudulent advertising by CTAs and their principals is 
prohibited.  CFTC Rule 4.41; NFA Compliance Rule 2-29.  
NFA members must establish written supervisory 
procedures for preparing and reviewing promotional 
materials, and maintain all such materials for three years 
after their last use.  NFA Compliance Rule 2-29. 

c. Exclusions and Exemptions. 

i. Exemption for Persons Who Provide Advice to 
“Qualified Eligible Persons.”   

CFTC Rule 4.7(c) provides an exemption from almost all 
the disclosure and recordkeeping requirements otherwise 
applicable to registered CTAs.  However, this exemption is 
available only to registered CTAs and only with respect to 
commodity interest trading advice provided to persons who 
the CTA “reasonably believes” are QEPs as defined in 
CFTC Rule 4.7(a)(2-3).  See Section C(8)(c) above.  

1.) Disclosure Document Requirements.    

The CTA may, but need not, deliver a brochure or 
other document to a QEP that describes, among 
other things, its use of futures contracts and 
commodity options for the client’s account. 
However, if the CTA does deliver a brochure or 
other disclosure document to a QEP, it must (1) 
include all disclosures necessary to make the 
information contained therein, in the context 
furnished, not misleading, and (2) contain a 
prescribed legend on the cover page of the brochure 
or document.  If no brochure or disclosure 
document is provided by the CTA, the legend must 
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appear immediately above the signature line of the 
agreement that the client must execute before it 
opens an account.  CFTC Rule 4.7(c)(1)(i). 

CFTC Rule 4.7(c)(1)(ii) also provides an exemption 
from disclosing the past performance of exempt 
accounts in disclosure documents for nonexempt 
accounts unless such past performance is material to 
the nonexempt account being offered.  

2.) Recordkeeping Requirements.   

Although CFTC Rule 4.7(c)(2) provides a general 
exemption from the recordkeeping requirements, 
the CTA must maintain at its main business office 
all books and records prepared in connection with 
its activities as a CTA of QEPs. These books and 
records must demonstrate the qualifications of the 
CTA’s QEPs (i.e., how the CTA knows that its 
client is a QEP) and substantiate any performance 
representations made by the CTA to a client. The 
CTA must make those books and records available 
to representatives of the CFTC, the NFA and the 
U.S. Department of Justice.  

3.) Notice.   

Before the CTA first enters into an agreement to 
direct or guide the commodity interest account of a 
QEP, the CTA first must file a notice with the 
CFTC and the NFA.  If the CTA, in the future, 
ceases to be eligible for the relief claimed, the CTA 
is required to file a notice promptly with the CFTC 
advising it of such change.  CFTC Rule 4.7(d)(3).  

ii. Exemption for Registered Investment Advisers.   

Persons who are registered as investment advisers under the 
Advisers Act whose business does not consist primarily of 
acting as commodity trading advisors, and who do not act 
as commodity trading advisors to any investment trust, 
syndicate, or similar form of enterprise that is engaged 
primarily in trading in any commodity for future delivery 
on or subject to the rules of any contract market or 
registered DTEF are exempt from registration as CTAs.  
See CEA Section 4(m)(3).  In addition, persons who are 
registered as investment advisers under the Advisers Act, 
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who are excluded from the definition of “investment 
adviser” pursuant to Sections 202(a)(2) (certain banks and 
trust companies) or 202(a)(11) of the Advisers Act, who are  
U.S. state-registered investment advisers and investment 
advisers that are exempt from federal and state registration 
can be exempted from registering as CTAs and from 
complying with the CFTC’s CTA disclosure and 
recordkeeping requirements.  CFTC Rule 4.14(a)(8).  
However, to qualify for this exemption, the investment 
adviser must comply with the following requirements: 

1.) Advice Must Be Furnished Only to Certain 
Entities Excluded from the Commodity Pool 
Definition.   

The investment adviser must direct its futures 
contract and commodity option trading advice 
solely to, and for the sole use of, (1) “qualifying 
entities” (as defined in CFTC Rule 4.5) for which 
notices of eligibility have been filed or that are 
excluded from the definition of the term 
“commodity pool” in CFTC Rule 4.5(a)(4) (see 
Section C(8) above), (2) CPOs that have claimed an 
exemption from registration under CFTC Rule 
4.13(a)(3) or (a)(4), and/or (3) commodity pools 
organized and operated outside of the United States 
that meet the following criteria: (i) the CPO has not 
organized and is not operating a pool for the 
purpose of avoiding CPO registration, (ii) with the 
exception of the pool’s operator, advisor and their 
principals, only “Non-United States persons” (as 
defined in Rule 4.7(a)(1)(iv)) may contribute funds 
or other capital to, and own beneficial interests in, 
the pool (provided that units of participation in the 
pool held by persons who do not qualify as “Non-
United States persons” or otherwise as QEPs must 
represent in the aggregate less than 10% of the 
beneficial interest in the pool), (iii) no person 
affiliated with the pool may conduct any marketing 
activity for the purpose of, or that could reasonably 
have the effect of, soliciting participation from other 
than Non-United States persons, and (iv) no person 
affiliated with the pool may conduct any marketing 
activity from within the United States, its territories 
or possessions. 
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2.) Advice Must Be “Solely Incidental.”   

The investment adviser’s futures contract and 
commodity option trading advice must be “solely 
incidental” to its business of providing securities 
trading advice to each entity. 

3.) No Holding Out as a CTA.   

The investment adviser must not otherwise hold 
itself out as a CTA. 

4.) Other Requirements.   

The Rule also contains certain recordkeeping 
requirements, and persons who rely on the rule are 
subject to special calls by CFTC staff.  Persons who 
already claimed relief under the prior no-action 
position do not need to refile their claims. 

5.) Adviser Must File Notice.   

The investment adviser must file a prescribed notice 
with the NFA no later than the time it delivers an 
advisory agreement for the trading program 
pursuant to which it will offer commodity interest 
advice to a client. 

iii. Exclusion for Banks and Trust Companies.   

“[A]ny bank or trust company or any person acting as an 
employee thereof” is excluded from the definition of CTA, 
but only if the furnishing of its commodity interest trading 
advice “is solely incidental to the conduct of [its] business 
or profession.”  CEA Section 1a(6)(B)(i), (C); CFTC Rule 
1.3(bb).  Persons falling within this exclusion are not 
subject to any of the CFTC’s CTA requirements.  See 
CFTC Interpretative Letter No. 84-16, [1982-1984 
Transfer Binder] Comm. Fut. L. Rep. (CCH) ¶22,347 at 
29,632 (September 7, 1984); CFTC Interpretative Letter 
No. 83-2, [1982-84 Transfer Binder] Comm. Fut. L. Rep. 
(CCH) ¶21,788 at 27,176 (March 18, 1983). 

iv. Exemption for Persons with 15 or Fewer Clients.   

Section 4m(1) of the CEA exempts from registration a 
CTA who provides commodity interest trading advice to 15 
or fewer persons within the preceding 12 months and who 
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does not hold itself out to the public as a CTA.  The CFTC 
recently amended Rule 4.14(a)(10) to provide that any 
entity advised by a CTA that receives commodity interest 
trading advice based on its investment objectives, rather 
than on the individual investment objectives of its 
investors, would count as only one “person” for purposes of 
determining eligibility for the exclusion from registration 
under Section 4m(1) of the CEA.  This position is 
analogous to the current treatment of entities as a single 
client under Rule 203(b)(3)-1 under the Advisers Act.  This 
exemption, if applicable, also exempts the CTA from the 
CFTC’s CTA disclosure and recordkeeping requirements.  
However, if a CTA holds itself out to the public as a CTA, 
this exemption does not apply, regardless of how many 
persons the CTA advises. 

v. Exclusion for Publishers.   

“[T]he publisher or producer of any print or electronic data 
of general and regular dissemination, including its 
employees” is excluded from the definition of CTA, but 
only if the furnishing of advisory services is solely 
incidental to its business.  CEA Section 1a(6)(B)(iv), (C); 
CFTC Rule 1.3(bb).  On March 10, 2000, the CFTC 
published new CFTC Rule 4.14(a)(9), which exempts from 
registration certain CTAs that provide standardized 
commodity trading advice by means of media such as 
newsletters, Internet websites and non-customized 
software.  To be exempt, “Section 4.14(a)(9) CTAs” may 
not direct client accounts or provide commodity trading 
advice based on or tailored to the circumstances of 
particular clients.  See 65 Fed. Reg. 12938 (March 10, 
2000). 

10. Self-Regulation and the NFA.  

a. Membership.   

Membership in the NFA is mandatory for any FCM, introducing 
broker (“IB”), CTA and CPO that transacts futures business with 
the public.  The mandatory membership requirement also extends 
to APs of all such industry registrants.  The NFA is under a 
statutory mandate to provide training standards and proficiency 
tests for its members who solicit transactions. 
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b. Primary Functions of NFA.   

The NFA is responsible for:  (1) auditing and conducting 
surveillance of FCMs and IBs to enforce compliance with NFA 
financial requirements; (2) establishing and enforcing rules and 
standards for customer protection, which includes conducting 
disciplinary proceedings against NFA members; (3) conducting 
arbitration of futures or options related disputes; (4) performing 
screening to determine fitness to become or remain an NFA 
member; (5) performing the registration functions under the CEA; 
and (6) conducting reviews of disclosure documents for CTAs and 
privately offered commodity pools.  NFA rules are subject to 
CFTC approval.  NFA decisions are subject to CFTC review.  The 
NFA also has responsibility of processing floor broker registrations 
and registration of floor traders. 

c. Ethical Standards.   

The NFA is also charged with establishing ethical standards in 
order to help prevent fraud, manipulation, and other unfair sales 
and trading practices.  For example, the NFA regulates advertising 
and has adopted a “know your customer” rule.  See NFA 
Compliance Rule 2-9 & NFA Ethics Training Release. 

d. Financial Standards.   

The NFA establishes and enforces minimum financial standards 
for FCMs and IBs.  Supervision of compliance with these 
requirements for exchange members has been delegated to the 
exchanges. 

e. Customer Complaints.   

The NFA also performs a significant role in dealing with customer 
disputes.  Section 17(b)(10) of the CEA requires the NFA to 
provide “a fair, equitable, and expeditious” arbitration procedure 
for resolving customer disputes. 

11. CFTC Regulation of Foreign Futures Transactions.  

a. The CFTC prohibits pooling of investments in foreign options and 
futures unless the person engaging in or soliciting such business is 
properly registered as a CPO.  Similarly, the CFTC prohibits either 
guiding or directing a customer’s trading in foreign option or 
futures contracts unless the person engaging in such business is 
registered as a CTA.  
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b. CFTC Rule 30.5 permits non-U.S. individuals and entities (not 
performing FCM functions) to engage in the solicitation and 
handling of foreign option and futures transactions for U.S. 
customers.  Under the exemption, a non-U.S. person that would 
otherwise need to be registered as a CPO, or CTA, may conduct 
business in foreign option and futures contracts without so 
registering by entering into written agency agreement with a 
registered FCM, a registered futures association such as the NFA, 
or “other person in the United States in the business of providing 
such services.”  The agency agreement must designate such person 
as agent for the receipt of communications issued by, or on behalf 
of, the CFTC, the Justice Department, or a foreign futures or 
foreign options customer.  Under CFTC Rule 30.5, the person 
seeking the exemption must file a petition for relief with the NFA. 

c. CFTC Rule 30.6 requires that anyone engaging in the solicitation 
or handling of foreign futures or option transactions deliver to the 
customer a risk disclosure statement, explaining the risks of trading 
in foreign contracts. The disclosure requirements apply to CPOs, 
CTAs and non-U.S. persons exempted from the registration 
requirements by CFTC Rule 30.5.  With respect to QEPs, the 
disclosure required need only include the risk disclosure statement 
regarding investment in foreign futures and options set forth in 
CFTC Rule 4.24(b)(2) or CFTC Rule 4.34(b)(2), respectively, and 
the statement required under CFTC Rule 4.7(a)(2)(i)(A) or CFTC 
Rule 4.7(b)(2)(i)(A), respectively.  With respect to non-QEPs and 
non-QECs, each prospective participant must be provided with the 
disclosure document required pursuant to CFTC Rule 4.21 or 
CFTC Rule 4.31, respectively, and such disclosure document must 
be filed in accordance with CFTC Rule 4.26 or CFTC Rule 4.36, 
respectively. 

d. In clarifying the disclosure requirement, recent CFTC amendments 
permit CPOs to deliver to prospective participants a summary 
“profile” document containing only key information about a pool 
prior to providing them with the pool’s complete disclosure 
document.  

e.     CFTC Rule 30.9 sets out the general antifraud proscriptions that 
parallel those generally applicable to futures and option 
transactions.  The CFTC has held that scienter is required to show 
a violation of CFTC Rule 30.9.  In the Matter of ContiCommodity 
Services, Inc., [1990-1992 Transfer Binder] Comm. Fut. L. Rep. 
(CCH) ¶ 25,038 (CFTC 1991). 

f. The CFTC also expressly permits enforcement of state laws 
applicable to persons trading, handling, or soliciting accounts for 
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foreign option and foreign futures transactions and who have not 
registered and are not subject to an exemption from registration 
under Part 30.  CFTC Rule 30.11. 

g. In addition to the exemption in CFTC Rule 30.5 for certain non-      
domestic persons entering into agency agreements, the CFTC may 
grant an exemption from its foreign futures and foreign options 
rules on application.  CFTC Rule 30.10.  The CFTC has issued an 
interpretative statement concerning such exemptions, Reg. Pt. 30, 
App. A, where it was announced that such an exemption would be 
appropriate for a person who is subject to a comparable regulatory 
program.  In addition to the applicant being subject to a 
comparable regulatory structure, the CFTC will require an 
information-sharing agreement between itself and the comparable 
government or self-regulatory organization. 

h. Notwithstanding any relief granted pursuant to CFTC Rule 30.10, 
domestic and foreign FCMs must comply with the secured amount 
requirement under Rule 30.7.  Rule 30.7 requires FCMs who 
accept money, securities, or property from U.S. customers to 
maintain in a separate account or accounts such money, securities, 
and property in an amount at least sufficient to cover or satisfy all 
of its current obligations to those customers.  

i. CFTC Rule 30.12 creates another exemption by allowing CTAs 
with total assets under management exceeding $50 million to 
place, directly with unregistered foreign futures and options 
brokers, orders for foreign futures or foreign options contracts for 
customers that do not otherwise qualify as “eligible swap 
participants.” 

j. Off-exchange foreign futures and options are not governed by Part 
30 Rules.  They generally are subject to the same restrictions as 
domestic off-exchange futures and options.  Thus, for example, 
foreign off-exchange futures and options generally would be illegal 
unless they are within exemptions for Treasury Amendment 
transactions, trade options, swaps or hybrid instruments discussed 
above. 

D. Fiduciary Duties. 

1. Section 206 of the Advisers Act makes it unlawful for any investment 
adviser, directly or indirectly: 

a. to employ any device, scheme, or artifice to defraud any client or 
prospective client; 
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b. to engage in any transaction, practice, or course of business that 
operates as a fraud or deceit upon any client or prospective client; 

c. acting as principal for his own account, knowingly to sell any 
security to or purchase any security from a client, or acting as 
broker for a person other than such client, knowingly to effect any 
sale or purchase of any security for the account of such client, 
without disclosing to such client in writing before the completion 
of such transaction the capacity in which he is acting and obtaining 
the consent of the client to such transaction; or 

d. to engage in any act, practice, or course of business that is 
fraudulent, deceptive, or manipulative. 

2. Section 202(a)(11) of the Advisers Act defines an investment adviser as 
any person (with certain exceptions) who, for compensation, engages in 
the business of advising others about investing in, purchasing, or selling 
securities.  Therefore, Section 206 applies to all investment advisers, 
whether they are required to be registered or not. 

3. The Supreme Court has held that Section 206 imposes a fiduciary duty on 
all investment advisers.  SEC v. Capital Gains Research Bureau, Inc., 375 
U.S. 180 (1963).  As a fiduciary, an investment adviser has “an affirmative 
duty of ‘utmost good faith, and full and fair disclosure of all material 
facts’ as well as an affirmative obligation ‘to employ reasonable care to 
avoid misleading’ his clients.”  Capital Gains at 194 (citations omitted).  
This means that: 

a. an investment adviser must at all times act solely in the client’s 
best interest; 

b. an investment adviser must make full and fair disclosure of all 
material facts, especially when the adviser’s interests may conflict 
with the client’s; 

c. an investment adviser may be held liable even when it did not 
intend to defraud a client and even when the client suffers no harm, 
Capital Gains at 195 (“Congress . . . did not intend to require proof 
of intent to injure and actual injury to the client.”). 

4. Among the obligations imposed on investment advisers by this fiduciary 
duty are: 
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a. a duty to have a reasonable, independent basis for its investment 
advice and to ensure that advice is suitable to the client’s 
objectives, needs and circumstances; 

b.  a duty to seek best execution for the client’s transactions; 

c. a duty to refrain from effecting personal securities transactions 
inconsistent with the client interests; 

d.  a duty to be loyal to the client. 

E. ERISA Issues and Tax Issues. 

1. ERISA Issues. 

a. Introduction.   

Private funds that accept investment from employee benefit plans 
subject to ERISA or Code Section 4975 (“Plans”) may be subject 
to greater scrutiny by prospective Plan investors than other 
investors.  In addition, private funds must be aware of the 
substantive regulation that may be imposed by ERISA and/or the 
Code.  As a general matter, many private funds attempt to structure 
their operations so as to avoid the application of ERISA or the 
prohibited transaction provisions of Code Section 4975. 

b. General Fiduciary Matters for Plans.   

A fiduciary to a Plan that is subject to ERISA owes a fiduciary 
obligation to the Plan to determine that investment in a private 
fund is appropriate for the Plan.  In particular, the fiduciary must 
determine whether the investment is in accordance with the 
documents and instruments governing the Plan as well as ERISA 
fiduciary standards relating to prudence and diversification, taking 
into account the nature and structure of the fund, the fact that there 
generally will be no market created in which to dispose of private 
fund interests, and the fees payable, including any performance 
fees. 

At a minimum, private fund offering materials should contain 
disclosure concerning the general matters that must be considered 
by a fiduciary to a Plan who is responsible for deciding whether to 
invest in the fund.  

c. Plan Assets—Applicability of ERISA at the Fund Level.   

Under certain circumstances, a private fund’s assets may be treated 
as “plan assets” of investing Plans for purposes of ERISA and 
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Code Section 4975.  In such case, transactions entered into by the 
fund would be treated as if they were entered into directly by each 
investing Plan.  Generally, this “look through” concept does not 
apply to a fund that is registered under the Investment Company 
Act.  However, under the DOL’s “plan asset regulations,” the 
assets of a private fund that is not registered under the Investment 
Company Act will be deemed “plan assets” if participation in the 
fund by “benefit plan investors” is “significant,” unless the fund is 
an “operating company.”  An “operating company” is defined to 
mean any entity that is primarily engaged (directly or through a 
wholly owned subsidiary) in the production or sale of a product or 
service other than the investment of capital.  An operating 
company also includes a “venture capital operating company” 
(“VCOC”) or “real estate operating company” (“REOC”), as 
defined in DOL regulations, even where those entities are involved 
in investment management activities. 

A VCOC is an entity that meets the following requirements, 
among others: (1) the entity invests at least 50% of its assets (other 
than certain short-term investments), valued at cost, in “venture 
capital investments” (as defined) or certain holdings derived from 
venture capital investments; and (2) the entity actually exercises 
management rights with respect to one or more of the operating 
companies in which it invests.  Similarly, a REOC is an entity that 
meets the following requirements, among others: (1) the entity 
invests at least 50% of its assets (other than certain short-term 
investments), valued at cost, in developed or managed real estate 
as to which the entity has the right to participate substantially in 
development or management activities and (2) the entity, in the 
ordinary course of its business, is engaged in real estate 
development or management activities.  A private fund that intends 
to engage in venture capital or real estate investments should 
examine the definitions of VCOC and REOC contained in the 
DOL regulations to see whether it will meet the technical 
requirements for these exceptions to the plan asset look through 
rule. 

Benefit plan investor participation in a private fund is “significant” 
on any date if, immediately after an investment in or redemption 
from the fund, 25% or more of the value of any class of equity 
interests in the fund (disregarding interests held by the investment 
adviser or its affiliates for their own account) is held by benefit 
plan investors.  “Benefit plan investors” include not only Plans 
subject to ERISA, but also non-ERISA Plans such as IRAs, Keogh 
plans, governmental plans, church plans, foreign plans, and other 
entities whose assets are deemed to constitute plan assets under the 
DOL regulations.  Measuring benefit plan investor participation 
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can be complex, particularly with series or multiple class entities 
and “master-feeder” structures. 

To prevent a private fund’s assets from being considered plan 
assets, private fund sponsors may take various actions to limit 
ownership of interests in the fund by benefit plan investors to less 
than 25%.  Such actions generally include prohibiting the 
acquisition of interests by a benefit plan investor, or requiring a 
benefit plan investor to transfer or redeem interests, if overall 
benefit plan ownership of the fund approaches 25%.  Subscription 
documents typically should contain provisions designed to identify 
whether an investor is a benefit plan investor and, if applicable, a 
specific acknowledgment by benefit plan investors that they may 
face compulsory redemption under certain circumstances.  A 
private fund sponsor also should have a means to track ownership 
of fund interests by benefit plan investors. 

d. Consequences of Holding “Plan Assets.” 

If a private fund intends to permit significant investment by plans 
subject to ERISA or Code Section 4975, the private fund offering 
documents should include disclosures concerning the possible 
consequences of the fund’s assets being deemed “plan assets,” 
including, among other things, the following: 

i. Application of General Fiduciary Standards. 

The prudence and other fiduciary responsibility standards 
of ERISA would extend to investments made by the fund.  
ERISA fiduciary duties include, among others, the duty to 
(1) act “solely in the interest” of, and for the “exclusive 
purpose” of providing benefits under and defraying 
administrative expenses of, ERISA Plan investors; (2) 
exercise “prudence” in discharging the fund adviser’s 
responsibilities; (3) diversify investments as required to 
minimize the risk of large losses, unless it is clearly prudent 
not to do so; and (4) comply with the governing documents 
of ERISA Plan investors (which include the private fund’s 
governing documents), but only to the extent those 
documents are consistent with ERISA. 

ii. Prohibited Transactions – General. 

In addition to complying with general ERISA fiduciary 
standards described above, the fund adviser must avoid 
causing the fund to engage in prohibited transactions 
described in ERISA and/or Section 4975 of the Code, 
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unless an exemption is available.  The consequences of a 
prohibited transaction can be severe.  For example, the 
counter-party to the transaction could be subject to excise 
tax liability under Code Section 4975, and the fund adviser 
could be liable for any losses resulting from the transaction 
and subject to certain additional remedial measures or 
sanctions imposed by ERISA.  A prohibited transaction 
between a private fund in which an IRA has invested and 
the IRA owner or is or her beneficiary could result in 
disqualification of the IRA. 

Note:  As noted above, prohibited transaction restrictions 
apply to Plan investors that are not subject to ERISA, but 
that are subject to Section 4975 of the Code.  Examples 
include IRAs and plans covering only self-employed 
individuals.  Thus, even if no ERISA plans are investors in 
a fund, if non-ERISA benefit plans hold 25% or more of 
the interests in the fund, and such investors include IRAs 
(or other non-ERISA plans subject to Code Section 4975), 
the fund’s assets will be considered to include “plan assets” 
for purposes of the prohibited transaction excise tax 
provisions of Code Section 4975.  

iii. “Party in Interest” Prohibited Transactions. 

The fund adviser would be required to avoid causing the 
fund to engage in a transaction with a “party in interest” of 
an investing plan (referred to as “disqualified person” under 
Code Section 4975), unless an exemption is available.  
Parties in interest of a Plan investor would include (1) the 
Plan’s sponsoring employer; (2) any labor union whose 
members are covered by the Plan; (3) any fiduciary of the 
Plan (including, e.g., Plan trustees and investment 
managers); (4) any person providing services directly to the 
Plan (including, e.g., in addition to Plan fiduciaries, broker-
dealers effecting Plan securities trades); and (5) certain 
parties affiliated with the foregoing.  Thus, the fund adviser 
(and certain of its affiliates) as well as potentially numerous 
other parties having no relationship to the fund (e.g., any 
trustee, broker, or custodian providing services to a Plan, 
and certain of their affiliates, with respect to Plan assets not 
invested in the fund) would be considered “parties in 
interest” of Plan investors. 

Prohibited transactions between the fund and a party in 
interest include, among others, any (1) sale, exchange, or 
leasing of property; (2) lending of money or other 
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extension of credit (e.g., where a Plan holds a debt security 
issued by a party in interest); (3) furnishing of services 
between a Plan and a party in interest; (4) transfer of fund 
assets to, or use of fund assets by or for the benefit of, a 
party in interest; and (5) acquisition of an employer 
security or employer real property. 

Due to the breadth and complexity of the party in interest 
prohibitions, a Plan investor subject to ERISA or Code 
Section 4975 may want the adviser of a private fund 
holding “plan assets” to qualify as a qualified professional 
asset manager, or “QPAM.”  Prohibited Transaction 
Exemption (“PTE”) 84-14 issued by the DOL allows a 
QPAM to enter into transactions between a Plan for which 
it acts and parties in interest of the Plan, if certain 
transactional conditions are met.  An investment adviser 
can qualify as a QPAM if it is registered under the Advisers 
Act and meets certain other financial requirements. 

Other exemptions that may apply to fund investment 
transactions may include, for example, PTE 75-1, Part II, 
which permits certain “principal” trades of securities 
between the fund and a party in interest which is a broker-
dealer registered under the Exchange Act, if certain 
conditions are satisfied; and PTE 75-1, Part V, which 
permits a broker-dealer registered under the Exchange Act 
that is a party in interest to extend credit to the fund (e.g., 
margin, short sales) if certain conditions are met. 

iv. “Fiduciary” Prohibited Transactions. 

The fund adviser, as an ERISA fiduciary, is prohibited 
from (1) dealing with assets of Plan investors in its own 
interest; (2) acting on behalf of a party with interests 
adverse to those of the fund (and Plan investors) in a 
transaction involving the fund (e.g., a cross trade); and (3) 
receiving consideration for its own account from a party 
dealing with the fund in connection with a transaction 
involving the assets of the fund, unless an exemption is 
available.  PTE 86-128, for example, would permit a fund 
adviser to direct fund brokerage to an affiliated broker-
dealer (which otherwise would be prohibited under the 
restrictions described above), if certain disclosure, 
approval, and other requirements are satisfied. 

Performance fee arrangements, for example, may involve 
possible “fiduciary” prohibited transactions.  The 
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determination and allocation of performance fees might 
result in a breach of fiduciary duty and/or a prohibited 
transaction by the fund adviser if, for example, the 
performance fee were structured in such as way as to 
permit the fund adviser to take actions that could affect the 
amount or timing of its fee (e.g., by basing the fee on 
realized capital gains, rather than on both realized and 
unrealized capital gains). 

Advisers entering into performance fees with employee 
benefit plans covered by ERISA are subject to the 
fiduciary responsibilities and prohibited transaction 
restrictions of ERISA.  The DOL has indicated in a number 
of advisory opinions that arrangements permitted under 
Rule 205-3 generally are acceptable, if certain conditions, 
including, among others, the following, are satisfied: 

a. investments are typically securities with readily 
available market quotations; securities for which 
market quotations are not readily available are 
valued by a third party independent of the adviser; 

b. the compensation formula takes into consideration 
both realized and unrealized gains and losses and 
income during the period; 

c. the plans utilizing such an arrangement are 
substantial in size (the plans involved in the 
advisory opinion had at least $50,000,000); and 

d. only a portion of the plan’s assets (e.g., 10%) are 
subject to a performance fee. 

The specific amounts and percentages described in 
conditions c. and d., while not necessarily required 
in all cases, suggest that a plan proposing to enter 
into a performance fee arrangement should be 
represented by persons (or their advisors) having a 
level of experience or sophistication that allows 
them to fully understand and effectively monitor the 
arrangement.  For accounts investing in 
commodities contacts, comparable requirements 
apply but the CTA operating with a performance fee 
may find that the fee results in a divergence of 
interest between it and the plan in violation of 
ERISA.  (See Department of Labor Advisory 
Opinion 99-16A, December 19, 1999.) 
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v. Co-Fiduciary Liability. 

An ERISA Plan’s investment in the fund might expose the 
Plan fiduciary to co-fiduciary liability for any breach of 
ERISA fiduciary duties by the fund adviser.  Consequently, 
an ERISA Plan investor often will want the fund adviser to 
qualify as an ERISA “investment manager.”  An 
investment manager has a special status under ERISA that 
insulates other Plan fiduciaries from potential co-fiduciary 
liability in certain circumstances.  An investment adviser 
may qualify as an ERISA investment manager only if it is 
registered as such under the Advisers Act or State law, is 
appointed as such by a “named fiduciary” of the Plan, and 
acknowledges in writing that it is a fiduciary of the Plan for 
which it acts. 

vi. Foreign Assets. 

ERISA requires that the “indicia of ownership” of Plan 
assets be held within the jurisdiction of the U.S. courts, 
subject to certain exceptions permitted under DOL 
regulations.  In the case of a private fund, the relevant “plan 
assets” would include investments held by or for the fund 
(e.g., securities of foreign issuers and foreign currency) that 
are traded on foreign markets or held in foreign 
jurisdictions.  The fund’s foreign securities may be held 
outside U.S. court jurisdiction under DOL regulations only 
if (1) the custody arrangements meet the requirements of 
the DOL regulations; or (2) the fund adviser is located in 
the United States and satisfies certain requirements, 
including registration under the Advisers Act and other 
financial requirements. 

vii. ERISA Bond. 

The fund adviser must be covered by a fidelity bond 
protecting ERISA Plan investors against potential fraud or 
dishonesty by the adviser. 

viii. Reporting and Disclosure. 

ERISA Plan investors will have certain reporting 
obligations relating to the Plan’s share of fund assets and 
liabilities (on Form 5500).  The fund adviser generally will 
be expected either to (1) furnish certain data regarding fund 
assets and investment transactions to enable Plan investors 
to comply with these requirements; or (2) file financial 
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information about the fund directly on its own Form 5500 
(as a “direct filing entity”). 

ix. Exculpatory Clauses, Indemnities May be Void. 

Exculpatory clauses in the fund documents that purport to 
relieve the fund adviser (or other fiduciaries of Plan 
investors) from liability, and provisions by which the fund 
would purport to indemnify the fund adviser for acts or 
omissions that otherwise constitute a breach of ERISA, 
would be void as against public policy, at least with respect 
to ERISA Plan investors. 

e. Pre-existing Relationship to Investing Plans.   

Whether or not the assets of a private fund are treated as “plan assets,” a 
possible violation of the prohibited transaction rules under ERISA and the 
Code nonetheless could occur if the private fund sponsor or manager (or 
an affiliate) is a fiduciary or a Plan investor and uses its fiduciary authority 
or control to invest Plan assets in the fund, or renders investment advice to 
the Plan with respect to the investment.  Accordingly, an investment in the 
fund by such a Plan should be structured to avoid violating the prohibited 
transaction exemptions. 

2. Tax Issues. 

a. Basic Tax Concepts. 

i. Partnership (Pass Through) v. Corporate (Entity Level) 
Taxation. 

The majority of private funds seek to be classified as a 
partnership under the Code rather than as a corporation.  If 
a private fund is classified as a partnership, its participants, 
and not the private fund itself, are subject to tax on their 
respective distributive shares of the private fund’s items of 
income, gain, loss, and deduction (collectively “tax items”).  
The character (i.e., ordinary vs. capital) of the tax items in 
this “pass through” regime also passes through to the 
fund’s participants.  On the other hand, if a private fund 
were classified as a corporation or a “publicly traded 
partnership” treated as a corporation (see below), its 
participants would be treated for federal tax purposes as 
shareholders of a corporation.  In that event, (1) tax items 
would not pass through to the participants, (2) distributions 
would be treated as corporate distributions to the 
participants, which would be taxable as dividends to the 
extent of the fund’s earnings and profits, and (3) the private 
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fund’s taxable income would be subject to U.S. federal 
income tax at the rates imposed on corporations. 

ii. Elective Partnership Scheme. 

Sections 301.7701-1 through -3 of the Treasury regulations 
provide a largely elective regime (commonly called 
“check-the-box” elections) for determining when an 
unincorporated organization may be classified as a 
partnership rather than as a corporation.  Under this regime, 
certain foreign business entities (for example, Irish Public 
Limited Companies) are classified as per se corporations 
for federal tax purposes.  All other unincorporated business 
entities (including business, statutory, and investment trusts 
but not “pure” trusts) generally may choose their federal 
tax classification.  A domestic business entity that has at 
least two members generally is classified for federal tax 
purposes as a partnership without having to make an 
affirmative election, while a foreign business entity with at 
least two members, all of whom have limited liability, is 
classified for those purposes as an association (and thus a 
corporation) but may elect otherwise (unless it is a per se 
corporation).  (See Section E(2)(c) below for a discussion 
of U.S. federal tax considerations affecting offshore private 
funds; the balance of the discussion in Sections E(2)(a) and 
(b) pertains only to domestic private funds.) 

Virtually all multi-member domestic private funds will 
accept the default classification as a partnership, and will 
not elect to be classified as an association for federal tax 
purposes.  Accordingly, in the aftermath of the check-the-
box rules, a private fund sponsor generally will have little 
trouble receiving adequate comfort that the fund will be 
classified as a partnership.  For that reason, it is no longer 
customary for a private fund sponsor to receive an opinion 
of counsel as to the tax classification of the fund, although 
some sponsors disclose in offering materials that, if 
requested to do so by any participant, they will request (and 
expect to receive) such an opinion.  Likewise, tax 
classification issues no longer require a general partner of 
an LP to maintain any minimum percentage ownership in 
the partnership. 
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iii. Publicly Traded Partnerships. 

1.) General. 

A private fund that is classified as a partnership 
under the check-the-box rules still may be treated as 
a corporation for federal tax purposes if it is a 
“publicly traded partnership.”  A publicly traded 
partnership is a partnership the interests in which 
are traded on an established securities market or are 
“readily tradable” on a secondary market or its 
economic equivalent.  Although most private funds’ 
interests will not be traded on an established 
securities market, they generally may be redeemed 
under certain circumstances and, therefore, could be 
considered to be readily tradable. 

2.) Exceptions to Corporate Treatment. 

Regulations under Code Section 7704 provide a 
“safe harbor” from publicly traded partnership 
status for a private fund that is classified as a 
partnership—if all the interests in the fund are 
offered in a private placement and the fund does not 
have more than 100 participants at any time during 
its taxable year, the interests will not be considered 
readily tradable.  For purposes of determining the 
number of participants, the beneficial owner of an 
interest in a partnership, grantor trust, or 
S corporation (a “look-through entity”) that invests 
in the fund will be treated as a partner in the fund, 
but only if substantially all the value of the 
beneficial owner’s interest in the look-through 
entity is attributable to that entity’s interest in the 
fund (i.e., substantially all, based on value, of the 
look-through entity’s assets are invested in the 
fund) and a principal purpose for the tiered 
arrangement is to satisfy the 100-partner condition. 

In addition, under an exception in Section 7704(c), 
a partnership that is a publicly traded partnership 
nevertheless is not treated as a corporation for tax 
purposes if 90% or more of its gross income 
consists of “qualifying income.”  For this purpose, 
qualifying income includes, among other items, 
“passive” income such as interest, dividends, gain 
from the disposition of capital assets held to 
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produce such income, and other income that would 
qualify for a regulated investment company (i.e., a 
registered fund) or a real estate investment trust.  
This exception does not apply to a partnership that 
would be a regulated investment company if it were 
a domestic corporation (i.e., if it were registered 
under the Investment Company Act). 

Private funds exempt from Investment Company 
Act regulation pursuant to Section 3(c)(1) thereof 
generally will satisfy the “private placement” safe 
harbor because they will have fewer than 100 
participants.  However, private funds relying on 
Section 3(c)(7) of the Investment Company Act 
may have more than 100 “qualified purchasers.”  
Section 3(c)(7) funds thus will not qualify for the 
“private placement” safe harbor and must instead 
monitor the character of their gross income to 
ensure that at least 90% of it is “qualifying income.” 

iv. Taxation of Participants in a Partnership. 

1.) General. 

Each participant in a private fund that is classified 
as a partnership is required to take into account in 
computing his or her U.S. federal income tax 
liability his or her distributive share of the fund’s 
tax items for any taxable year of the fund ending 
with or within the participant’s taxable year, 
without regard to whether the participant has 
received or will receive a cash or property 
distribution from the fund. 

The amount of tax due, if any, with respect to a 
private fund’s gains and income is determined 
separately for each participant.  The fund is required 
to file an information return on IRS Form 1065 
following the close of each taxable year and to 
provide each participant with a Schedule K-1 
indicating the participant’s allocable share of the 
fund’s tax items reported on the Form 1065.  Each 
participant, however, is responsible for keeping his 
or her own records for determining the tax basis in 
his or her fund interest and calculating and reporting 
any gain or loss resulting from a fund distribution or 
disposition of a fund interest. 
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2.) Allocation of Ordinary Income and Expense. 

The allocation of a fund’s tax items is done in 
accordance with its governing documents (typically 
an LP, LLC, or trust agreement for domestic private 
funds), unless the allocation does not have 
“substantial economic effect.”  In general, to have 
substantial economic effect, an allocation must be 
consistent with the participants’ underlying 
economic arrangement. 

An allocation has economic effect if all the 
following requirements are met: 

a.) The participants’ capital accounts must be 
maintained in accordance with certain rules 
set forth in the regulations under Code 
Section 704; 

b.) Liquidating distributions must be made in 
accordance with the participants’ positive 
capital account balances; and 

c.) A participant whose interest in the fund is 
terminated must be obligated to restore the 
amount of any deficit balance in the 
participant’s capital account by a cash 
payment to the fund (unless the fund’s 
governing documents provide for a 
“qualified income offset”). 

The economic effect of an allocation is substantial if 
there is a reasonable possibility that the allocation 
will substantially affect the dollar amounts received 
by the participants from the fund, independent of 
tax consequences. 

A fund’s governing documents typically require that 
ordinary income/expense items, which generally are 
earned/incurred in the current period, be allocated 
among the participants based on their relative 
capital account balances at the beginning of the 
period.  Each time the participants’ capital account 
balances change (e.g., due to capital contributions 
or withdrawals), a new allocation period begins.  
This may occur monthly, quarterly, or annually (or 
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more frequently), as provided in the governing 
documents. 

3.) Allocation of Capital Gains and Losses. 

Allocation of realized and recognized gains or 
losses from the sale or exchange of securities (i.e., 
capital gains or losses) is more complex because the 
economic gain or loss with respect to the securities 
may have occurred in an allocation period or 
periods other than the period in which the securities 
are sold.  Private funds use either a “tax lot method” 
or an “aggregate method” to allocate capital gains 
or losses. 

The tax lot method involves tracking the economic 
gain or loss of each tax lot of each security, on a 
participant-by-participant basis, for each accounting 
period.  The capital gain or loss from the sale of a 
security is then allocated to the participants in 
accordance with the allocations of the economic 
gain or loss.  These determinations are exceedingly 
complex if a private fund holds many securities and 
frequently trades securities. 

The aggregate method allows a fund to aggregate 
unrealized gains and losses from all securities, 
instead of tracking them on a lot-by-lot basis.  
Under this method, for example, a fund might create 
an “unrealized gain/loss account” for each 
participant and then, for each accounting period, 
allocate to those accounts (based on the 
participants’ respective capital account balances at 
the beginning of the period) the unrealized gains 
and losses from all securities held by the fund 
during that period.  Capital gains and losses for a 
period are then allocated to the participants’ capital 
accounts in accordance with their relative 
unrealized gain/loss account balances.  The 
aggregate method is much simpler than the tax lot 
method, but in some instances it may result in 
differences between allocations of recognized gains 
and losses and the actual net profits and losses 
allocated to a participant’s capital account. 

Most funds give the manager sole and absolute 
discretion to follow an industry accounting 
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convention of specially allocating the fund’s 
realized gains and losses, for federal income tax 
purposes, to a participant who redeems all of his or 
her interest to the extent the participant’s capital 
account balance is more or less, respectively, than 
his or her basis for the redeemed interest. There is a 
risk that the IRS will not accept this special 
allocation. 

 
4.) Other Tax Issues for Individual Participants. 

The individual participants in a private fund must 
address a number of other tax issues; for example, 
the application of the “at risk” rules, the “passive 
activity loss” rules, and the limitation on the 
deduction of investment interest.  Private fund 
offering memoranda may contain disclosure about 
these topics but should always caution individual 
participants to consult their own tax advisers. 

b. Other Tax Considerations. 

i. Tax-Exempt Partners - UBTI. 

Although certain organizations, such as qualified retirement 
plans, generally are exempt from U.S. federal income tax, 
income and gains a partnership earns and realizes that 
constitute unrelated business taxable income (“UBTI”) for 
tax-exempt partners are subject to that tax.  UBTI is income 
from regularly carrying on a trade or business that is not 
substantially related to the organization’s exempt purpose.  
UBTI excludes various types of income such as dividends, 
interest, royalties, rents from real property (and incidental 
rent from personal property), and gains from the disposition 
of capital assets, unless the income is from “debt-financed 
property.”  The latter term means any property that is held 
to produce income with respect to which there is 
acquisition indebtedness (such as margin debt or other 
borrowings).  Fee income (e.g., investment banking fees) 
also may be considered UBTI.  Because a fund’s income 
attributable to debt-financed property (and fees) allocable 
to tax-exempt participants therein will (or may) constitute 
UBTI to them, tax-exempt investors generally refrain from 
investing in private funds classified as partnerships that 
expect to engage in activities such as leveraged trading 
strategies.  Many private fund sponsors may instead create 
a separate offshore corporate fund to accept tax-exempt 
investors (and have that fund, together with a domestic 
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private fund, invest in a “master fund” classified as a 
partnership in a “master-feeder fund” structure). 

ii. Non-U.S. Participants - Withholding. 

A domestic private fund classified as a partnership that has 
non-U.S. participants must withhold tax on their 
distributive shares of the fund’s income, even if that 
income is not actually distributed to them.  The amount of 
tax withheld depends upon how the income is 
characterized. 

If a private fund is not considered to be conducting a trade 
or business within the United States for U.S. federal 
income tax purposes (e.g., it acts merely as an “investor” or 
“trader”), it must withhold on non-U.S. participants’ 
distributive shares of dividends, certain categories of 
interest, and other fixed or determinable annual or 
periodical income (collectively “FDAP”) at a flat 30% rate 
(unless a lower treaty rate applies).  Most other income, 
such as “portfolio interest” (including interest on U.S. 
government securities and original issue discount on certain 
instruments), and gains derived from the sale of stocks and 
other securities (including that derived from options 
transactions) are exempt from withholding tax, in each case 
subject to certain exceptions. 

If a fund is treated as conducting a trade or business within 
the United States for U.S. income tax purposes (e.g., it acts 
as a “dealer” in securities) with respect to any portion of its 
income, that income may be treated as “effectively 
connected” with the fund’s conduct of that U.S. trade or 
business (“ECI”) for withholding tax purposes (See Section 
E(2)(c)(iii) below).  If the income is considered ECI to the 
non-U.S. participants, they are subject to U.S. federal 
corporate or personal income tax on their distributive 
shares thereof as if they were U.S. residents.  A fund 
generally must withhold tax from ECI at the highest 
marginal rate (i.e., 35%).  If the fund also has income that 
is considered FDAP, that income is subject to withholding 
as discussed above. 

c. Offshore Funds. 

Many private fund sponsors also organize offshore private funds 
the interests in which are sold to non-U.S. persons and/or U.S. tax-
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exempt investors.  Investing through offshore private funds raises a 
number of complicated tax issues for foreign participants. 

i. Federal Taxation of Offshore Funds. 

As noted earlier, under the check-the-box regime, certain 
foreign business entities (for example, Irish Public Limited 
Companies) are classified as per se corporations for federal 
tax purposes, while any other foreign business entity with 
at least two members, all of whom have limited liability, is 
classified for those purposes as an association (and thus a 
corporation) but may elect otherwise.  Most foreign private 
funds have no members with personal liability and are 
content to be classified as corporations for federal tax 
purposes, but some offshore funds do elect partnership 
classification. 

1.) Corporations. 

An offshore private fund that is classified as a 
corporation for U.S. tax purposes is subject to 30% 
(or lower treaty rate) withholding tax on any FDAP 
it receives (subject to the exceptions discussed 
under Section E(2)(b)(ii) above), which is withheld 
at the source.  ECI such a fund receives is subject to 
U.S. corporate income tax, which generally will not 
be withheld at the source provided the corporation 
files the proper documentation with the payor 
(generally, Form W-8ECI). 

2.) Partnerships. 

An offshore fund that elects partnership 
classification generally is not obligated to withhold 
tax on a foreign participant’s distributive share of 
FDAP (unless the fund enters into a special 
withholding agreement with the IRS), because tax 
on that income normally is required to be withheld 
by the person that paid that income to the fund.  
Such a fund may be responsible for withholding tax 
from its foreign participants’ distributive shares of 
ECI. 

ii. Federal Taxation of Offshore Fund Participants. 

The taxation of non-U.S. participants in an offshore private 
fund that is classified as a partnership for U.S. tax purposes 
on income the fund derives generally is the same as the 
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taxation of non-U.S. partners in a domestic partnership 
discussed in Section E(2)(b)(ii) above.  Participants in an 
offshore private fund that is classified as a corporation for 
U.S. tax purposes generally are not subject to tax on 
distributions from the fund. 

iii. Conducting a Trade or Business. 

In general, pursuant to Code Section 864(b), an offshore 
fund is not considered to be conducting a trade or business 
within the United States merely by investing in the stocks 
or securities of U.S. issuers or by trading in such stocks or 
securities in the United States for its own account.  In 
addition, an offshore fund may retain the services of U.S. 
investment advisers and brokers and may grant them 
discretion to engage in securities transactions without 
causing the fund to be deemed to be conducting such a 
trade or business.  A fund that is considered to be a 
“dealer” in stocks or securities of U.S. issuers, however, is 
considered to be conducting a trade or business within the 
United States.  The determination of whether a fund’s 
activities rise to the level of dealer activities depends upon 
the facts and circumstances of each case. 

iv. State Law. 

It is important to check state tax law consequences in any 
state where an offshore private fund might be considered to 
be engaged in a trade or business. 

v. Passive Foreign Investment Companies. 

1.) Definition. 

Under certain circumstances, an offshore private 
fund may be deemed to be a passive foreign 
investment company (“PFIC”).  A PFIC is any 
foreign corporation (with certain exceptions) that, in 
general, meets either of the following tests: (1) at 
least 75% of its gross income for the taxable year is 
passive (which generally includes dividends, 
interest, rents, capital gains, and other types of 
income defined in Code Section 954(c)) or (2) an 
average of at least 50% of its assets produce, or are 
held for the production of, such passive income. 
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2.) Tax on U.S. Shareholders. 

If an offshore private fund were treated as a PFIC, 
then in the absence of either election described 
below, its U.S. shareholders would be subject to tax, 
as well as interest charges, on any “excess 
distributions” from the fund.  That term includes 
actual distributions from a PFIC during a taxable 
year that exceed 125% of the average amount of 
distributions therefrom during the prior three 
taxable years and all gain from disposition of the 
PFIC’s stock (including deemed gain in some 
exchanges that might otherwise be tax-free).  In 
addition, any gain from the sale of the PFIC stock 
would be taxed as ordinary income rather than 
capital income. 

3.) Qualified Electing Funds. 

A U.S. shareholder that owns shares in a PFIC may 
elect to treat the PFIC as a qualified electing fund 
(“QEF”).  If a shareholder makes that election, then 
in lieu of the tax and interest obligation described in 
the preceding paragraph, the shareholder would be 
required to include in income each taxable year its 
pro rata share of the QEF’s annual ordinary earnings 
and net capital gain (the excess of net long-term 
capital gain over net short-term capital loss), even if 
the QEF did not distribute those earnings and gain to 
the shareholder.  In certain cases the shareholder can 
delay payment of the taxes due until it receives a 
distribution from the QEF, but the shareholder must 
pay interest originally due.  In most instances it will 
be very difficult, if not impossible, to make this 
election because of certain of its requirements, unless 
the PFIC agrees to provide the shareholder with 
annual statements concerning the PFIC’s earnings 
and profits.  In general, undistributed PFIC earnings 
that are taxed pursuant to a QEF election are not 
subject to tax when actually distributed to the 
electing shareholders. 

4.) Marking to Market. 

A U.S. shareholder may avoid the interest charges, 
discussed in paragraph (2) above, by electing to 
“mark to market” its “marketable” PFIC stock by 
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including in ordinary income each taxable year the 
excess, if any, of the stock’s fair market value over 
the shareholder’s adjusted basis therein as of the 
end of that year.  Pursuant to the election, a U.S. 
shareholder also may deduct (as an ordinary loss) 
the excess, if any, of its adjusted basis in its PFIC 
stock over the stock’s fair market value as of the 
taxable year-end, but only to the extent of any net 
mark-to-market gains with respect to the stock that 
was included in income in prior taxable years under 
the election.  A U.S. shareholder’s adjusted basis in 
each PFIC’s stock subject to the election would be 
adjusted to reflect the amounts of income included 
and deductions taken thereunder. 

d. “Potentially Abusive Tax Shelter” Regulations. 

Regulations issued by the IRS and Treasury require taxpayers to 
disclose -- on their federal income tax returns and separately to the 
Office of Tax Shelter Administration -- their participation in 
“reportable transactions” and require organizers or sellers of these 
transactions to maintain investor lists with respect to “potentially 
abusive tax shelters.”  The New Regulations apply to a broad range 
of transactions, including transactions that would not ordinarily be 
viewed as tax shelters, and to indirect participation in a reportable 
transaction, such as through a hedge, venture, or private investment 
fund.  For example, the sale of a hedge fund investment that results 
in a deductible loss may be a reportable transaction even if the 
fund has significant income and gains during the period from other 
sources. 
 
Each organizer and seller of a transaction that is a “potentially 
abusive tax shelter,” which term includes a reportable transaction, 
must prepare and maintain a detailed list of each participant in the 
transaction.  The list must be provided to the IRS after written 
request within 20 business days and must be maintained for ten 
years following the date on which the last oral or written statement 
was made as to the potential tax consequences of the transaction.   

F. Gramm-Leach-Bliley and Privacy Law Issues. 

1. The Gramm-Leach-Bliley Financial Modernization Act. 

a. Introduction.   

In November 1999, the Gramm-Leach-Bliley Act (“GLB”) was 
signed into law.  (See Pub. L. No. 106-102, 113 Stat. 1338 (1999).)  
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The primary purpose of GLB is to enhance competition in the 
financial services industry by providing a framework for the 
affiliation of banks, securities firms, insurance companies and 
other financial services providers.  Prior to the adoption of GLB, 
the Glass-Steagall Act prohibited, among other things, the 
affiliation of investment banking and commercial banking firms.  
The implementation of GLB repeals this Glass-Steagall prohibition 
and permits affiliation among various segments of the financial 
services industry. 

b. In General.   

Under GLB, the Federal Reserve Board serves as the umbrella 
regulator for financial services holding companies, with various 
federal agencies providing regulations for those financial services 
holding companies within their jurisdiction.  GLB’s provisions 
apply to, among others, brokers, dealers and registered investment 
advisers. 

GLB repeals the long-standing provisions in the Exchange Act 
exempting banks from the broker-dealer registration requirements.  
The Exchange Act was amended to provide that a bank generally 
cannot engage in securities activities without registering with the 
SEC as a broker-dealer.  GLB does, however, provide an exception 
for banks engaging in certain specified activities, such as trust 
activities, municipal securities, and stock purchase plans.  
Although GLB allows banks to conduct certain types of securities 
activities without registering as a broker-dealer, the net capital rule 
and the bank capital rule effectively prevent banks from 
conducting any securities business without registering as a broker-
dealer.   

GLB also amended the Advisers Act to provide that a bank holding 
company, bank, or separately identifiable department or division of 
a bank that acts as an investment adviser to a registered investment 
company must register as an investment adviser.  GLB also 
imposes substantive and disclosure requirements related to the 
privacy of customer information on all financial services firms, 
defined to include, among others, securities firms, banks and 
insurance companies, regardless of their affiliation with an insured 
depository institution.   
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c. Major Provisions. 

i. Affiliation Provisions.   

GLB allows banks, securities firms and insurance 
companies to affiliate under a “financial holding company” 
(“FHC”) structure.  To do so, GLB repealed two sections of 
the Glass-Steagall Act: Sections 20 and 32.  Section 20 
prohibited the affiliation of a member bank with a firm 
principally engaged in the insurance, flotation, 
underwriting, public sale or distribution of securities.  
Section 32 prohibited management interlocks between the 
officers, directors or employees of a member bank and a 
securities firm.  Since March 11, 2000, the effective date of 
repeal, a national bank is able to affiliate with a securities 
underwriting firm without regard to investment limitations.  
Further, the officers and directors of a national bank now 
are able to serve on the board of directors (or trustees) of an 
affiliated securities company.   

GLB did not repeal Sections 16 and 21 of the Glass-
Steagall Act.  Section 16 permits, among other things, 
national banks to underwrite municipal bonds.  Section 21 
prohibits the combination of securities underwriting and 
deposit-taking in the same financial institution, as is 
consistent with GLB’s premise to authorize affiliations 
within the same affiliated group of companies, but not the 
direct combination of new financial activities with insured 
depository activities.   

ii. Privacy Provisions.   

GLB contains a series of requirements governing the 
collection, use and disclosure of “nonpublic personal 
information” by “financial institutions” (the “Privacy 
Provisions”).  GLB’s Privacy Provisions contain limitations 
on a financial institution’s ability to disclose nonpublic 
personal information to nonaffiliated third parties.  First, 
unless an exception applies, GLB prohibits a financial 
institution from, directly or through an affiliate, disclosing 
to a nonaffiliated third party any nonpublic personal 
information, unless (1) the financial institution has 
provided a privacy policy disclosure to the consumer, (2) 
the financial institution has offered the consumer the ability 
to opt out of the disclosure, and (3) the consumer has not 
opted out.  Second, GLB places a number of restrictions on 
the reuse or redisclosure by any nonaffiliated third parties 
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that receive nonpublic personal information from a 
financial institution.   

These limitations can, for instance, affect nonaffiliated 
investment advisers that receive investor information from 
a fund. A series of general exceptions apply to the opt out 
requirements, including a “services” exception that allows 
financial institutions to effect transfers and disclosures of 
customer information to its service providers without first 
providing customers with an opportunity to opt out.  A 
financial institution may share confidential information 
with affiliates (note, however, that the Fair Credit 
Reporting Act (“FCRA”), certain state privacy laws (to the 
extent not preempted by the FCRA) and privacy laws in the 
European Union (see below) do not permit unrestricted 
information sharing among affiliates). 

2. Privacy and Security of Consumer Financial Information: Regulation 
S-P and Other Implementing Regulations. 

a. In General.   

Title V of GLB required the SEC, the Federal Trade Commission 
(“FTC”), and the federal banking regulators, among other federal 
agencies, to provide implementing regulations (collectively, the 
“regulations”) to “carry out the purposes” of GLB’s Privacy 
Provisions. GLB also requires each agency to establish standards 
to safeguard the privacy and security of customer information and 
records.  Each agency’s regulations are substantially similar, but 
there are some important differences. Regulation S-P (the SEC’s 
implementing regulation) applies to investment companies, 
brokers, dealers, and registered investment advisers. See 17 C.F.R. 
Part 248.  The FTC is the default federal agency that oversees 
enforcement of GLB; if no other agency has jurisdiction over a 
financial institution, the FTC’s regulations govern.  The FTC’s 
regulations define “financial institution” very broadly, so that 
virtually any entity providing a financial product or service to an 
individual consumer will be subject to regulation.  Those securities 
entities (such as unregistered funds) that are not subject to 
Regulation S-P are likely subject to the FTC regulations.  State 
laws may also apply; to the extent that a state law may be more 
protective of consumers than GLB, GLB does not preempt such 
laws. 
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b. Objectives of the Regulations.   

The regulations set forth four general requirements.  First, a 
financial institution is required to provide notice to “customers” 
and “consumers” about the institution’s privacy policies and 
practices.  Second, the rules establish conditions under which a 
financial institution may disclose nonpublic personal information 
(i.e., personally identifiable financial information) about a 
consumer to a nonaffiliated third party.  Third, the rules provide a 
method for a consumer to “opt out” of any disclosure of that 
information to nonaffiliated third parties, subject to certain 
exceptions.  Fourth, the rules restrict how other financial 
institutions (or other entities) that receive nonpublic personal 
information from a financial institution may use or re-disclose that 
information. 

i. Notice to Consumers and Customers.   

The regulations distinguish “consumers” from “customers.” 
“Consumer” is defined as an individual who obtains or 
seeks to obtain, from a financial institution, financial 
products or services that are to be used primarily for 
personal, family, or household purposes.  An individual 
will also be deemed to be a consumer of a financial 
institution if that institution purchases the individual’s 
account from some other institution.  “Customers” are 
consumers that have a continuing relationship between a 
financial institution and a consumer. 

The regulations require that a financial institution provide 
initial and annual privacy notices to its customers 
concerning its privacy policies.  For customers, the notice 
must be provided at the time of establishing a customer 
relationship, and, if the relationship continues, again during 
any period of twelve consecutive months (starting the year 
after the customer relationship is established).  For 
consumers—individuals who obtain a financial product or 
service but who do not establish a customer relationship 
with the financial institution—the initial notice must be 
provided before the financial institution discloses nonpublic 
personal information to nonaffiliated third parties.  If the 
financial institution does not make such disclosures about 
its non-customer consumers, it does not have to provide 
them with notice of its privacy practices. 

The following information must be included in the initial 
and annual notices: (1) types of nonpublic personal 
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information that a financial institution may collect; (2) 
types of nonpublic information that a financial institution 
may disclose; (3) categories of affiliates and nonaffiliated 
third parties to whom a financial institution discloses 
personal information; (4) nonpublic personal information 
about former customers that a financial institution may 
disclose and the categories of affiliates and nonaffiliated 
third parties to whom such information may be disclosed; 
(5) disclosures to third parties allowed under exceptions to 
the opt-out provisions (although a general statement will 
suffice); (6) a general statement concerning the financial 
institution’s policies and practices with respect to 
information security; (7) any nonpublic personal 
information disclosed to third parties under joint marketing 
relationships;  (8) the existence of any such joint marketing 
relationships; (9) the right of the consumer to opt out, if 
applicable; and (10) any notice and opt-out related to 
information sharing between affiliated companies that is 
required under the Fair Credit Reporting Act. 

ii. Disclosure of Nonpublic Personal Information.   

Generally, a financial institution is prohibited from sharing 
nonpublic personal information with nonaffiliated third 
parties unless it satisfies certain criteria.  “Nonpublic 
personal information” is defined as “personally identifiable 
financial information.”  This term generally includes any 
information provided by the consumer or obtained by the 
financial institution in connection with the receipt or 
provision of financial services or any information about a 
consumer that resulted from any transaction for financial 
services between the financial institution and the consumer.  
Under each version of the regulations, even the fact that an 
individual is a customer of a financial institution is 
protected nonpublic personal information. 

Prior to sharing nonpublic personal information with any 
non-affiliated entity outside of the regulation’s exceptions, 
the financial institution must: (1) provide the consumer 
with clear and conspicuous notice that this information 
could be disclosed to nonaffiliated third parties; (2) give the 
consumer the opportunity to opt out of that disclosure, and 
(3) inform the consumer of how to opt out. 
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iii. Right to “Opt Out.”   

Under the regulations, financial institutions must allow 
customers and consumers to opt out of having their 
nonpublic personal information disclosed to nonaffiliated 
third parties, subject to certain exceptions.  The “opt out” 
notice must be clear and conspicuous and must accurately 
explain the right to opt out.  The opportunity to opt out 
must be reasonable (e.g., 30 days between providing the 
notice and engaging in a particular disclosure of nonpublic 
personal information).  The rules also require that the 
consumer be allowed to opt out at any time, regardless of 
whether a customer relationship has been established. 

iv. Limitations on Re-use of Information.   

Under the regulations, any entity that receives nonpublic 
personal information from a non-affiliated financial 
institution is subject to certain rules limiting the re-use or 
re-disclosure of that information, whether or not the entity 
is itself a financial institution.  These entities, if receiving 
information under one of the exceptions to the limitations 
on sharing with non-affiliated third parties, may only use 
the information for the purposes for which it has been 
transferred, e.g., service providers may only use nonpublic 
personal information in order to provide the service for 
which they have been contracted, but may make no 
independent use of such information.  This restriction is 
important because brokers, dealers, funds, and advisers 
may or may not be “affiliated,” as that term is defined in 
the regulations, which may have an effect on each entity’s 
ability to further use or disclose any personal information 
they receive. 

v. Affiliated vs. Non-Affiliated Institutions.   

Because GLB’s opt-out provisions and the limitations on 
re-use of nonpublic personal information are triggered by 
transfers of such information to “non-affiliated” 
institutions, it is important to understand the difference 
between an affiliated and a non-affiliated institution in this 
context. Generally, an “affiliate” is a company that 
“controls, is controlled by, or is under common control 
with another company.”  This definition is necessarily 
dependent on the definition of “control,” another term 
defined in the regulations.  “Control” is defined as: (1) 
ownership, control of, or power to vote 25 percent or more 
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of a company’s voting shares; (2) control over the election 
or appointment of a majority of the directors, general 
partners, trustees, or similarly empowered individuals; or 
(3) the power to exercise a controlling influence over the 
management or policies of the company, whether directly 
or indirectly.  Regulation S-P makes clear that any 
presumption of “control” can only be reversed, for an SEC-
regulated company, by determination of the SEC. 

vi. Information Security.   

Each agency that issues GLB privacy regulations also has 
provided requirements governing how financial institutions 
must safeguard the confidentiality and integrity of their 
customers’ nonpublic personal financial information.  As 
allowed under GLB, these regulations have varied more 
widely from agency to agency than the privacy regulations.  
The SEC did not, for instance, release separate regulations 
governing information security, instead relying on a single 
sentence in Regulation S-P to address the subject.   The 
federal banking regulators, by contrast, have issued detailed 
guidelines on how financial institutions should provide for 
information security.  The FTC has issued information 
security regulations that represent a simplification of  the 
federal banking regulators’ guidelines.  Companies subject 
to Regulation S-P should consider the requirements of the 
FTC and the federal banking regulators, including the 
Information Security IT Examination Handbook published 
by the Federal Financial Institutions Examination Council 
(“FFIEC”), when designing their information security 
programs. 

The following is a non-exhaustive list of the requirements 
set forth under the federal banking regulators’ guidelines: 
(1) financial institutions must develop written security 
plans that take account of numerous technical and physical 
security factors, (2) the board of directors for each financial 
institution must approve the plan, (3) agreements with 
service providers that receive nonpublic personal 
information from a financial institution must be amended to 
require adequate security protection of the service provider, 
and (4) financial institutions must perform due diligence 
and oversight to ensure ongoing maintenance of adequate 
security standards by their service providers.  The FTC’s 
security regulations are simpler; for instance, board 
approval of information security plans is not required. 
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The federal banking regulators (Federal Reserve, OCC, 
OTS and FDIC) have proposed a new rule that would 
require individual customers to be notified in the event that 
a security breach exposes such customers’ personal 
information to unauthorized access or disclosure.  This 
proposed rule, issued in August 2003, is modeled on a 
similar statute enacted by California earlier in 2003.  The 
federal regulators assert that the GLB statute provides 
sufficient authority for the new rule, a position that is likely 
to draw a legal challenge by the financial services industry.  
As of September 27, 2004, this proposed rule had not been 
finalized.   

Financial institutions doing business in California are 
already affected by the state’s new law requiring notices of 
security breaches.  Under this law, where certain personal 
information relating to California residents is known or 
reasonably believed to have been accessed or appropriated 
by an unauthorized third party, those individuals must be 
notified of the security breach.  The intent of the law is to 
afford individuals an opportunity to take steps to prevent 
identity theft.  The law contains several troubling 
ambiguities that complicate compliance, including failing 
to specify the content of any required notice and 
distinguishing between “owners” and “licensors” of 
personal information, a distinction often not defined among 
business users, transferors and recipients of personal 
information. 

vii. Interaction with the Fair Credit Reporting Act 
(“FCRA”).  

Although neither GLB nor the regulations themselves place 
any restrictions on sharing of nonpublic personal 
information between affiliated institutions, the regulations 
make clear that they do not affect the limitations on such 
sharing under the FCRA (as recently amended by the Fair 
and Accurate Credit Transactions (“FACT”) Act).  The 
FCRA (discussed in more detail below) places restrictions 
and obligations on any entity that collects or uses consumer 
report information.  Among those restrictions are 
limitations on the sharing of such information with 
affiliates, and the requirement to provide notice and a 
chance to opt out to the consumer before such sharing 
certain information among affiliates occurs.  The 
intersection of GLB and the FCRA is a very complicated 
and generally poorly understood area of the law.  
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Accordingly, many financial services providers may be at 
risk for non-compliance with these requirements. 

viii. Preemption and Varying State and Local Laws. 

GLB does not preempt states from enacting laws governing 
the privacy of financial information related to individuals.  
Indeed, some legislation has already been enacted at state 
and even local levels imposing more restrictive conditions 
on the collection, use and disclosure of such information.  
During 2002, following a successful ballot initiative, North 
Dakota adopted an “opt-in” standard for sharing of personal 
information by financial institutions.  Following the initial 
defeat of a similar bill in California, certain counties 
including San Mateo and San Francisco enacted similar 
“opt-in” ordinances.  The state of California subsequently, 
in 2003, adopted an “opt-in” law requiring that financial 
institutions obtain the explicit consent of consumers before 
sharing nonpublic personal information with non-affiliated 
third parties unless the disclosure falls within an exception 
to the general rule. This law pre-empts the various county 
ordinances.  The California law also requires that 
consumers be offered an opportunity to opt out before a 
financial institution shares their nonpublic personal 
information an affiliate. This law took effect July 1, 2004.  
As of September 2004, a lawsuit challenging the affiliate 
sharing restrictions is underway.  Vermont has also adopted 
“opt-in” legislation.  This trend, which was greatly 
accelerated by the passage of the California law, threatens 
to result in a patchwork of varying laws in every state and 
local jurisdiction in the United States.  A lawsuit 
challenging the California county ordinances was 
successful in overturning restrictions between disclosures 
of nonpublic personal information among affiliates, but 
failed in its attempt to overturn the “opt-in” provisions with 
respect to disclosures to non-affiliated third parties.  Many 
financial services firms are beginning to express support for 
a federal privacy law that would preempt any further such 
legislation in the future. 

3. The European Union Data Protection Directive. 

a. Introduction.   

The EU’s Directive 95/46/EC on the protection of individuals with 
regard to the processing of personal data and on the free movement 
of such data (the “Directive”) was adopted in 1995 and became 
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effective in October, 1998.  The Directive was intended to both (1) 
ensure that members of the EU (“Member States”)80 protected 
“fundamental” privacy rights when processing personal 
information, regardless of the national citizenship of the data 
subjects, and (2) prevent Member States from restricting the free 
flow of personal information within the EU. 

The Directive is not self-executing.  Instead, it requires EU 
Member States to pass national legislation enacting its terms.  It is 
important to realize that the national laws that have been enacted in 
each of the EU Member States are not identical.  Indeed, there are 
fairly significant differences among these laws. Thus, having an 
understanding of the Directive by no means guarantees that a 
business understands all of the steps it must take to comply with 
each national law.  It also should be noted that additional privacy-
related requirements may arise as a result of the application of the 
laws of EU Member States relating to the rights of workers and as 
a result of labor-management agreements.   Additional privacy-
related rights may also arise as a result of an EU Directive and 
implementing national laws relating to data protection in the 
telecommunications sector. 

b. General Requirements.   

The Directive applies to all uses of personal information by any 
commercial entity, including any financial institution.  Indeed, the 
Directive applies not only to uses of customer personal 
information, but of employee personal information as well.  
Generally, the Directive establishes limitations and obligations on 
“controllers” (entities directing the collection, use or transfer of 
personal information) and “processors” (those utilizing personal 
information at another party’s direction) with respect to the 
“processing” (virtually any collection, use, transfer or destruction 
of personal information) of “personal information” (any 
information that is readily traceable to a particular individual).  
The Directive, like other privacy laws, is organized around certain 
key principles of information use. These can be summarized as 
follows: 

i. Notice.   

Data subjects (individuals to whom personal information 
relates) must be informed of: 

                                                 
80 Note that the EU expanded its membership with the accession of 10 new countries in 2004.  The following 
countries are now EU Member States: Austria, Belgium, the Czech Republic, Cyprus, Denmark, Estonia, Finland, 
France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, the Netherlands, Poland, 
Portugal, Slovenia, Slovakia, Spain, Sweden, and the United Kingdom. 
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 The identity of the collector of the information; 

 The uses or purposes for which it is collected; 

 Where and to whom it may be transferred; and 

 How data subjects may access information relating 
to themselves by an organization. 

 
ii. Consent.   

Data subjects have the right to prohibit the use of their 
personal information used without their consent (except 
under certain exceptions), the right to opt out of having 
personal information used for direct marketing purposes, 
and the right not to have any “sensitive information” 
(information relating to race, religion, health, union 
membership, beliefs, criminal history and sex life) 
collected or used without express permission. 

iii. Consistency.   

Organizations may use personal information only in strict 
accordance with the terms of the notice given to the data 
subjects and any choices with respect to its use exercised 
by them. 

iv. Access.   

Organizations must give data subjects access upon request 
to the personal information held about them, and allow 
them to propose corrections to inaccurate information. 

v. Security.   

Organizations must provide adequate security, using both 
technical and other means, to protect the integrity and 
confidentiality of personal information.  The sufficiency of 
such means is measured with respect to the state of the art. 

vi. Onward Transfer.   

Personal information may not be transferred to a third party 
unless that third party has been contractually bound to use 
the data consistently with the notice given to data subjects, 
any choices they have exercised, and applicable law.   
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vii. Enforcement.   

The Directive grants a private right of action to data 
subjects where organizations do not follow the law.  In 
addition, each EU country has established a Data Protection 
Authority—a regulatory enforcement agency—that has the 
power to investigate complaints, levy fines, bring criminal 
actions, and demand changes in businesses’ information-
handling practices.    

c. International Data Transfer Restrictions.  

While the Directive governs much of the interaction between a 
business and its data subjects (e.g., its customers and employees), 
it also regulates how companies operating in multiple jurisdictions 
worldwide may move personal information within themselves and 
among their various affiliates or subsidiaries.  These restrictions 
can potentially have significant impact on the operations of 
offshore funds or funds being distributed to European residents. 

Transfers of personal information relating to EU-based data 
subjects to non-EU countries are prohibited unless the country of 
destination has “adequate” legal protections.  Many countries, 
including the United States, are not considered by the EU to have 
“adequate” legal protection.  Transfers to such countries may only 
take place with the consent of the data subject, or where other 
“guarantees” exist that personal information will be treated 
according to the EU standard.  EU regulators have the legal 
authority to prohibit transfers of personal information where such 
guarantees cannot be demonstrated.  This requirement is very 
problematic for many businesses and may require significant 
technological, organizational, and/or other changes.   

One possible solution to the Directive’s transfer restrictions is the 
U.S./EU “Safe Harbor.”  This arrangement is discussed below.  
Another is the use of Model Contract Clauses developed by the EU 
Commission to ensure that any entity obtaining personal 
information from an EU-based company (including an affiliate of a 
U.S. company) would have to restrict its use and disclosure of that 
information to the same extent allowed under European law.  
However, the Model Clauses arguably extend the obligations and 
restrictions on companies well beyond the requirements of the 
Directive, and have therefore been much criticized by U.S. 
businesses and the U.S. government. 
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d. The State of Implementation.   

Austria, Belgium, Denmark, Finland, Germany, Greece, Italy, the 
Netherlands, Portugal, Spain, Sweden and the United Kingdom 
have passed legislation fully implementing the Directive.  France 
and Ireland have not yet passed such legislation and have been 
sued by the European Commission before the European Court of 
Justice for non-compliance with the Directive.  However, all of 
these countries have current laws restricting uses of personal 
information, and are expected to fully enact implementing 
legislation during 2003. 

e. The U.S./EU Safe Harbor. 

i. Introduction. 

The EU Directive restricts the export of personal 
information to only those nations with laws offering 
“adequate” protection.  Since, as of 1998, no official body 
in the EU had determined U.S. law to be “adequate,” 
ongoing data transfers from Europe to the United States 
across a wide number of significant industries (airlines, 
entertainment, credit cards, retailing) were in jeopardy of 
disruption. 

In April 1998, U.S. and European Commission officials 
entered into negotiations to create a “Safe Harbor” for 
American companies desiring to import from Europe 
personal information relating to European citizens, by 
which American companies (and their trading counterparts) 
would not be required to prove the “adequacy” of 
American law as a condition to the execution of data 
transfers.  Difficult negotiations ultimately produced, in 
July 2000 an arrangement under which transfers of personal 
information from the EU to the United States will be 
allowed for those companies willing to comply with the 
“Safe Harbor” principles (the “Principles”), which include 
a list of Frequently Asked Questions (“FAQs”) that have 
been incorporated into the substance of the arrangement.  
As of January 2003, financial services companies that are 
not subject to the regulatory authority of the FTC are not 
eligible for Safe Harbor participation.  However, ongoing 
negotiations between the U.S. Department of Treasury and 
the EU Commission may result in the availability of this 
option for financial services companies. 



 
 

V-92 

ii. Requirements.   

In substance, the Principles are similar to the requirements 
of the Directive. Under the Principles, in the absence of 
committing to the jurisdiction of European officials, an 
American company importing personal information on 
European citizens must: 

 Comply with the Safe Harbor Principles, according 
to the guidance offered in the FAQs (see 
www.export.gov/safeharbor for more details). 

 
 Self-certify, on a voluntary basis, with the U.S. 

Department of Commerce its adherence to the 
Principles. 

 
 Provide for independent third-party verification that 

the company adheres to the Principles. This step can 
be accomplished by joining a self-regulatory 
privacy program that adheres to the Safe Harbor.  
Joining such an organization can, by itself, also 
qualify the company for the Safe Harbor.  Examples 
such as TRUSTe or BBBOnline have been cited as 
representative of the types of programs 
contemplated; in effect, the U.S. and EU 
governments are encouraging self-regulation by 
deferring to non-government programs to enforce 
suitable standards on participating companies. 

 
The failure of a company to adhere to its announced 
commitment has been declared actionable under the 
United States Federal Trade Commission Act 
prohibiting unfair and deceptive acts.  In addition, 
companies would be subject to sanctions under 
other applicable laws, including the Directive itself.   

iii. The State of Implementation.   

The Safe Harbor is a unique legal creation; it is a non-treaty 
agreement by the U.S. government to enforce provisions of 
a foreign law against U.S. companies that voluntarily agree 
to participate in the program.  For a variety of reasons, not 
the least of which is U.S. businesses’ unwillingness to 
voluntarily impose foreign legal requirements on their U.S. 
operations, the Safe Harbor was initially relatively poorly 
received.  However, as of September 13, 2004, 574 
companies had certified compliance. 
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4. Other Foreign Privacy Laws. 

Largely due to the EU Directive’s prohibition on the transfer of personal 
information to countries with lesser degrees of legal protection, and the 
fear in many countries of the potential adverse economic impact that could 
result from the interruption of data flows from EU countries, a number of 
other countries have passed essentially identical national legislation so as 
to assure “adequate” levels of legal protection.  This section will briefly 
describe a few of the laws most likely to be relevant to U.S. financial 
services companies. 

a. Canada.   

Canada enacted Bill C-6, entitled the Personal Information 
Protection and Electronic Documents (“PIPED”) Act in April 
2000.  A central purpose of the PIPED Act is to provide privacy 
protection for personal information collected, used or disclosed by 
the private sector (the “Personal Information Provisions”).  Prior to 
the PIPED Act’s enactment, Canada had federal and provincial 
laws to protect personal information in the public sector, but only 
Québec had enacted private sector privacy legislation. 

The PIPED Act is, in the words of the current Privacy 
Commissioner of Canada George Radwanski, “not unfailingly 
simple and straightforward.”  Few of the PIPED Act’s key terms 
are defined and thus certain important issues regarding the Act’s 
applicability and content are unclear.  The Commissioner currently 
plans to rely on the courts to provide interpretation of the Act.  The 
PIPED Act takes effect in three stages and does not apply to all 
organizations at its inception; it became effective as to federally-
regulated industries (such as banks) on January 1, 2001 and took 
full effect on January 1, 2004.   

Many securities firms were not subject to the PIPED Act during its 
first wave of implementation because these companies are 
typically regulated at the provincial, instead of the federal 
Canadian, level.  In addition, if any province enacts a privacy law 
substantially similar to the federal law, the provincial law will 
preempt the PIPED Act.  In this regard, securities firms should be 
aware that Québec has enacted such a law, and several other 
provinces have proposed similar legislation.  However, brokers, 
dealers, advisors and funds are now subject either to the PIPED 
Act or to comparable provincial laws.   

The PIPED Act sets forth rules roughly similar to the EU 
Directive, although there are certain differences.  Indeed, the 
European Commission has given its qualified approval of the 
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PIPED Act as providing “adequate” protection for privacy. No 
requirement of the PIPED Act is significantly more restrictive than 
the Directive. 

b. Japan.   

 On May 23, 2003, following years of legislative discussion, Japan 
enacted the Personal Information Protection Act.  The law will 
come into force May 1, 2005. 

The new law essentially tracks the substance of the EU Directive, 
although it does not contain the Directive’s onerous export 
restrictions for personal information.  It establishes a requirement 
that personal information not be shared with third parties without 
the prior express consent of data subjects—an “opt-in” standard.  
However, this restriction is subject to several exceptions, which 
roughly parallel the notice and opt-out exceptions included in the 
Gramm-Leach-Bliley Act; service providers, etc. are not 
considered “third parties” for purposes of the Act. 

Securities firms doing business in Japan should consult qualified 
local counsel concerning the application of the new law to their 
business.  The law evolved out of an earlier voluntary code of 
conduct, and as such has a history of application that precedes 
passage of the law.  Expert assistance in implementing the 
requirements of the new law is recommended. 

c. Hong Kong.   

Hong Kong passed its Personal Data Ordinance, dealing with 
privacy, shortly after the effective date of the EU Directive.  The 
Ordinance essentially mirrors the provisions of the Directive, 
including restricting the export from Hong Kong of personal 
information to third countries without “adequate” legal protections 
for privacy.  Like EU Member States, Hong Kong has established 
a central data protection authority that has enforcement powers, 
including the ability to interrupt data flows where sufficient 
guarantees of protection for personal information have not been 
demonstrated. 

d. Channel Islands, Bahamas and Other Offshore Jurisdictions.   

The Channel Islands of Jersey, Guernsey and Man have all passed 
data protection laws substantially similar to the EU Directive.  The 
Bahamas is currently considering a draft law that would also adopt 
the EU model through its legislative process. 
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No general data protection laws currently exist, as of February 
2001, in Bermuda, the Cayman Islands, or the British Virgin 
Islands.  However, it is worth noting that Bermuda, in 1999, passed 
a “private law” applying the substance of the EU Directive to a 
single company.  This was an effort, on the part of the company, to 
ensure that its data transfers from the EU to Bermuda would be 
considered “adequate” under the Directive.  Bermudian law allows 
for the passage of private laws where they will help to foster 
business growth.  There is reference in paragraph 26 of the 
Bermudian Electronic Transactions Act 1999 empowering the 
minister to promote privacy regulations.  Apparently, no such 
regulations have yet been promulgated.   

The Cayman Islands has no data protection laws as described 
above.  However the Confidential Relationships (Preservation) 
Law (Revised), which has been in force since 1976, does afford 
protection in certain circumstances.  This Law applies (subject to 
certain exceptions) to all confidential information with respect to 
business of a professional nature that arises in or is brought into the 
Cayman Islands and to all persons coming into possession of such 
information at any time thereafter whether they are within the 
jurisdiction or not. 

e. The Rest of the World.   

Financial services companies should be aware that strict data 
protection laws, based on the EU model, exist, or have been 
proposed, in a large number of non-European jurisdictions.  These 
include Argentina, Australia, Bahrain, Chile, Israel, India, 
Malaysia, New Zealand, Paraguay, South Africa, Taiwan, and 
Thailand. 

5. Fair Credit Reporting Act. 

a. In General. 

The Fair Credit Reporting Act (“FCRA”), 15 U.S.C.  1681 et seq., 
governs the collection, use, and disclosure of certain types of 
personal information (“consumer reports”) by “consumer reporting 
agencies” and others who obtain consumer reports.  Consumer 
reporting agencies, as defined in the FCRA, include traditional 
credit reporting companies and others who collect information 
related to consumers (i.e., individuals) for particular purposes 
described by the FCRA.  The FCRA also applies to some types of 
information collected in connection with employment applications.  
The FCRA most commonly affects securities companies in the 
following ways: 
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 by limiting the “permissible purposes” for which consumer 
reports may be obtained and/or used; 

 by limiting the sharing of certain information between 
affiliated companies; and 

 by imposing certain responsibilities on companies with 
respect to applicants for employment. 

The FCRA and its interpretation are complex, and a 
comprehensive discussion of them is beyond the scope of this 
outline.  However, key provisions related to the three scenarios 
listed above and their effects are described below. 

The FCRA was amended by the 75-page Fair and Accurate Credit 
Transactions Act, or FACT Act, in December 2003.   

The bulk of the FACT Act is unlikely to affect securities firms; 
however, certain provisions may in some instances apply. Perhaps 
of most significance to securities firms, the FACT Act renewed the 
FCRA’s state preemption provisions, which had been set to expire 
January 1, 2004.  The renewal of the preemption provisions means 
that, subject to certain expressly enumerated exceptions, states 
cannot enact laws governing certain topics addressed in the FCRA  
that are more restrictive than the FCRA. 

Apart from the preemption provisions, the remainder of the FACT 
Act is scheduled to go into effect on December 1, 2004.  However, 
that effective date was established, in part, based on an expectation 
that various implementing regulations would be promulgated well 
ahead of this date; the regulations remain incomplete as of 
September 27, 2004.  Accordingly, it is possible that mandatory 
compliance deadlines associated with the FACT Act may be 
extended. 

b. Key Definitions. 

The following definitions are found in section 603 of the FCRA, 
15 U.S.C.  1681a: 

The term “consumer report” means any written, oral, or other 
communication of any information by a consumer reporting 
agency bearing on a consumer's credit worthiness, credit standing, 
credit capacity, character, general reputation, personal 
characteristics, or mode of living which is used or expected to be 
used or collected in whole or in part for the purpose of serving as a 
factor in establishing the consumer’s eligibility for (A) credit or 
insurance to be used primarily for personal, family, or household 
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purposes; (B) employment purposes; or (C) any other “permissible 
purpose” identified in the FCRA. 

The definition of consumer report excludes, among other things, 
information describing transactions or experiences between the 
consumer and the person making the report, including 
communications of such information among persons related by 
common ownership or affiliated by corporate control.  It also 
excludes disclosures of “other information” (i.e., information not 
related to transactions or experiences with the consumer) among 
persons related by common ownership or affiliated by corporate 
control, if the consumer has previously been provided notice that 
the information may be so disclosed and has been given an 
opportunity to opt out of such disclosure. 

The term “consumer reporting agency” means any person which, 
for monetary fees, dues, or on a cooperative nonprofit basis, 
regularly engages in the practice of assembling or evaluating 
consumer credit information or other information on consumers for 
the purpose of furnishing consumer reports to third parties, and 
which uses any means or facility of interstate commerce for the 
purpose of preparing or furnishing such consumer reports.  Most 
securities firms are unlikely to be consumer reporting agencies 
themselves, but are likely to obtain and use consumer reports (e.g., 
in connection with authorizing a margin account). 

The term “investigative consumer report” means a consumer report 
or portion thereof in which information on a consumer’s character, 
general reputation, personal characteristics, or mode of living is 
obtained through personal interviews with neighbors, friends, or 
associates of the consumer reported on or with others with whom 
he is acquainted or who may have knowledge concerning any such 
items of information. However, specific factual information on a 
consumer’s credit record obtained directly from a creditor of the 
consumer or from a consumer reporting agency when such 
information was obtained directly from a creditor of the consumer 
or from the consumer is not included within the definition of an 
investigative consumer report.  Investigative consumer reports are 
most frequently created in connection with pre-employment 
background checks, but may be created in other situations as well. 

c. Permissible Purposes. 

Section 604 of the FCRA (15 U.S.C. § 1681b) describes the 
permissible purposes for which a consumer reporting agency may 
disclose a consumer report.  Because most securities firms are 
unlikely to themselves be consumer reporting agencies, the most 
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immediate impact of section 604 is likely to be whether consumer 
reporting agencies will provide consumer reports in response to 
particular requests.  Consumer reporting agencies may wish for 
securities firms that access consumer reports to agree that they will 
only obtain or use such reports for permissible purposes and 
indemnify the consumer reporting agency for any losses resulting 
from violations of such promises. 

There is a wide range of permissible purposes described under 
section 604, not all of which are described here.  The following are 
the permissible purposes most likely applicable to securities firms 
before obtaining consumer reports: 

 in accordance with the “written instructions” (i.e., written 
consent) of the person to whom the consumer report 
relates; 

 for purposes related to a credit transaction (e.g., 
establishing a margin account); 

 for employment purposes; 

 for other “legitimate business needs” connected to 
transactions initiated by consumers. 

 d. Sharing of Consumer Reports by Affiliated Companies. 

The FCRA imposes a series of disclosure and other obligations in 
connection with the collection, communication, and use of 
“consumer reports” (i.e., information bearing on a consumer’s 
credit worthiness, credit standing, credit capacity, character, general 
reputation, personal characteristics or mode of living that is used or 
expected to be used or collected in whole or in part to serve as a 
factor in establishing the consumer’s eligibility for, among other 
matters, credit or insurance to be used primarily for personal, 
family or household purposes).   Since its enactment in 1970, the 
FCRA has excluded from the definition of consumer report any 
information relating solely to transactions or experiences between a 
consumer and the person making the report (“Transaction 
Information”).  See 15 U.S.C. § 1681a(d)(2).  Accordingly, 
institutions have never been subject to the FCRA’s requirements 
when disclosing Transaction Information to third parties. 

Although the FCRA has always exempted Transaction Information 
from its requirements, the originally enacted version of the statute 
did not exempt certain other information that (i) was covered by the 
FCRA, but (ii) was not Transaction Information (“Other 
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Information”).81  In 1996, however, Congress amended the FCRA 
to, among other matters, expand the types of information that are 
excluded from the definition of consumer report.  Specifically, the 
1996 amendments provided that the term consumer report does not 
include Other Information when shared among “persons related by 
common ownership or affiliated by corporate control” so long as:  

(i) it is clearly and conspicuously disclosed to the consumer 
that the information may be communicated among such 
persons; and 

(ii) the consumer is given the opportunity, before the time that 
the information is initially communicated, to direct that 
such information not be communicated.        

15 U.S.C. § 1681a(d)(2).  As a result of the 1996 amendments, so 
long as the foregoing disclosure and opt out requirements are 
satisfied, the FCRA’s consumer report requirements do not apply 
when institutions share Other Information with “persons related by 
common ownership or affiliated by corporate control.” 

The FACT Act does not further restrict the sharing of information 
between affiliated entities, but it does restrict how such information 
may be used following such sharing.  Specifically, information 
disclosed to an affiliate may not be used for direct marketing 
purposes unless the consumer has received notice of such use and 
has been provided a reasonable opportunity to opt out of such use.  
As of September 2004, regulations implementing the restrictions on 
use of information received from an affiliate for marketing 
solicitations had been proposed, but not finalized. 

e. Use of Consumer Reports in Connection with Employment. 

FCRA Section 604(b) (15 U.S.C.  1681b) describes the conditions 
and requirements that apply when a consumer report is used in 
connection with an application for employment.  These rules are 
complex and should be reviewed carefully prior to obtaining 
consumer reports for this purpose.  An overview of the major 
provisions of these rules follows: 

 When obtaining a consumer report in connection with an 
employment application, the person obtaining the report 
must certify its compliance with the FCRA to the 
consumer reporting agency. 

                                                 
81  As discussed below, the Proposed FCRA Regulations refer to Other Information as “opt out information.” 
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 The person obtaining a consumer report for employment 
screening purposes must provide a notice to the applicant 
advising them that such a report may be obtained.  The 
applicant must authorize the procuring of the consumer 
report, in writing, before it may be obtained. 

 If an adverse action is taken (e.g., denial of employment) 
in response to information obtained as part of a consumer 
report, a copy of the report and a notice concerning the 
individual’s rights under the FCRA must be provided to 
the individual. 

f. Identity Theft 

The FCRA, as amended by the FACT Act, imposes obligations on 
consumer reporting agencies in the event that a consumer is subject 
to identity theft.  Corresponding duties apply to persons 
(potentially including securities firms) who furnish consumer 
information to consumer reporting agencies (e.g., credit bureaus). 

G. Reporting Obligations of a Private Investment Company. 

1. The Exchange Act requires investment advisers to file reports with the 
SEC, national securities exchanges, and/or issuers.  These reports concern 
the percentage of equity holdings in client accounts and the adviser’s 
proprietary accounts.  The most important of these are Schedules 13D, 
13G and 13F. 

a. The beneficial owner of more than 5% of a class of equity 
securities registered under the Exchange Act must file a Schedule 
13D with the issuer, the SEC, and every national exchange on 
which the security trades.  This report must be filed within 10 days 
of the transaction that results in beneficial ownership exceeding 
5%.  See Exchange Act § 13(d)(1), Rule 13d-1. 

b. Schedule 13D must be promptly amended to reflect any material 
change in the facts included in the original filing.  An acquisition 
or disposition of one percent or more of the relevant class of 
securities is deemed “material” for purposes of this section.  
Acquisitions or dispositions of less than those amounts may be 
material, depending upon the facts and circumstances.  The 
amendment should be filed in the same manner and with the same 
entities as the original Schedule 13D.  See Exchange Act § 
13(d)(2), Rule 13d-2. 

c. The investment adviser may be considered the beneficial owner of 
(and be required to file a Schedule 13D for) securities held in client 
accounts if it has one or both of the following: 
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i. Voting power—the power to vote or direct the voting of the 
shares alone or with someone else; or 

ii. Investment power—the power to dispose of or direct the 
disposal of a security alone or with someone else.  See 
Exchange Act Rule 13d-3. 

d. Qualified institutional investors and passive investors required to 
file a Schedule 13D may file a short-form statement on Schedule 
13G if they have acquired the securities in the ordinary course of 
business and do not have the purpose or effect of changing or 
influencing the control of the issuer.  See Exchange Act Rule 13d-
1(b)(1). 

i. The following are qualified institutional investors that may 
file a Schedule 13G in lieu of a 13D: 

1.) A broker or dealer registered under Section 15 of 
the Exchange Act; 

2.) A bank as defined in Section 3(a)(6) of the 
Exchange Act; 

3.) An insurance company as defined in Section 
3(a)(19) of the Exchange Act; 

4.) An investment company registered under Section 8 
of the Investment Company Act; 

5.) An investment adviser registered under the Advisers 
Act or the laws of any state; 

6.) An employee benefit plan subject to ERISA, a state 
or local government employee benefit plan, or an 
endowment fund; 

7.) A control person of a qualified institutional 
investor, provided the control person does not 
control more than 1% of the securities of the subject 
class directly or through non-qualified entities or 
affiliates; 

8.) A savings association as defined in Section 3(b) of 
the Federal Deposit Insurance Act; 

9.) A church plan that is excluded from the definition 
of an investment company under Section 3(c)(14) of 
the Investment Company Act; and 



 
 

V-102 

10.) A group of persons, provided that each is a qualified 
institutional investor. 

ii. A qualified institutional investor must file the Schedule 
13G within 45 days after the end of the calendar year in 
which its beneficial ownership exceeded 5% of the 
outstanding securities in a class.  However, if the beneficial 
ownership exceeds 10% prior to the end of the calendar 
year, the initial 13G must be filed within 10 days after the 
end of the first month in which the beneficial ownership 
exceeds such 10%.  In addition, a qualified institutional 
investor must file an amended Schedule 13G within 10 
days after the close of any month in which its direct or 
indirect beneficial ownership exceeds 10% of the 
outstanding securities in a class and any month in which 
such beneficial ownership increases or decreases by 5% or 
more. 

iii. A qualified institutional investor must file a Schedule 13D 
within 10 calendar days if it no longer holds the securities 
passively (i.e., it holds with the intent of changing or 
influencing control of the issuer).  The investor may not 
vote or acquire any additional securities of the issuer from 
the day it changes its investment purpose until the 10th 
calendar day after the Schedule 13D is filed. 

iv. A passive investor is a shareholder that: 

1.) Has not acquired the securities with the purpose or 
effect of changing or influencing the control of the 
issuer; 

2.) Is not a qualified institutional investor; and 

3.) Is not directly or indirectly the beneficial owner of 
20% or more of the class of securities. 
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v. Passive investors may file a Schedule 13G (in lieu of a 
Schedule 13D) within 10 calendar days of acquiring more 
than 5% of any class of registered securities.  The Schedule 
13G must be amended within 45 calendar days after the 
calendar year-end if there are any changes. 

vi. A passive investor must promptly amend its Schedule 13G 
if it acquires more than 10% of a security.  The investor 
must promptly file additional amendments during the year 
if its holdings increase or decrease by 5%. 

vii. A passive investor must file a Schedule 13D within 10 
calendar days if it no longer holds the securities passively 
(i.e., it holds with the intent of changing or influencing 
control of the issuer) or if the passive investor acquires 
more than 20% of the security.  The investor may not vote 
or acquire any additional securities of the issuer from the 
day it changes its investment purpose or acquires 20% of 
the security until the 10th calendar day after the Schedule 
13D is filed. 

e. “Institutional investment managers” with investment discretion 
over $100 million or more in equity securities traded on securities 
exchanges or Nasdaq must file a Form 13F with the SEC within 45 
days of the end of each calendar quarter. 

An institutional investment manager is any non-natural person 
investing in or buying and selling securities for its own account, or 
any person that exercises investment discretion over the account of 
any other person.  Exchange Act § 13(f)(5)(A).  Foreign investment 
managers are required to file a Form 13F under the same 
circumstances as domestic persons.  For purposes of Form 13F, the 
SEC considers loaned securities to be under the lender’s 
investment discretion.   

The initial Form 13F must be filed within 45 days after the last day 
of the calendar year in which the adviser first has investment 
discretion over $100 million or more in equity securities.  A Form 
13F must be filed for at least the next three calendar quarters or so 
long as the adviser has investment discretion over $100 million or 
more in equity securities.  Because of the sensitive nature of the 
information required on the form, investment managers may 
request confidential treatment of Form 13F filings. 

f. A private fund or its manager that is the beneficial owner, directly 
or indirectly, of more than 10% of any class of an equity security 
that is registered pursuant to Section 12 of the Exchange Act (e.g., 
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an equity security of a public company) is subject to Section 16 of 
the Exchange Act.  Such a private fund or manager must, with 
respect to such securities, (1) file reports on Forms 3, 4 and 5 with 
the SEC, the national securities exchange on which such equity 
securities are traded, and the issuer, and (2) disgorge to the issuer 
any profit realized on any purchase and sale, or sale and purchase, 
of any such equity securities within any period of less than six 
months.  Such a private fund or manager is also subject to the anti-
short sale provisions in Section 16(c) of the Exchange Act with 
respect to such securities. 

i. For purposes of determining whether a person, such as a 
private fund or its manager, is a beneficial owner of more 
than 10% of any class of equity security, “beneficial 
owner” is a person who is deemed a beneficial owner 
pursuant to Section 13(d) of the Exchange Act and the rules 
thereunder.  Certain institutions and other persons (such as 
registered broker-dealers, banks and registered investment 
advisers) are not deemed to be beneficial owners of such 
securities if the securities are held for the benefit of third 
parties or in customer or fiduciary accounts in the ordinary 
course of business and the shares are acquired without the 
purpose or effect of changing or influencing control of the 
issuer or in engaging in any arrangement subject to Rule 
13d-3(b).  See Exchange Act Rule 16a-1(a)(1). 

ii. Once a person is determined to be a more than 10% 
beneficial owner, the person needs to determine with 
respect to which securities such person must report.  For 
this purpose, a person is a beneficial owner if the person, 
directly or indirectly, through any contract, arrangement, 
understanding, relationship or otherwise, has or shares a 
direct or indirect “pecuniary interest” in the equity 
securities.  See Exchange Act Rule 16a-1(a)(2). 

1.) “Pecuniary interest” is defined to mean the 
opportunity, directly or indirectly, to profit or share 
in any profit derived from a transaction in the 
subject securities. 

2.) “Indirect pecuniary interest” includes: 

a.) A general partner’s proportionate interest in 
the portfolio securities held by a partnership.  
In general, a general partner’s proportionate 
interest is evidenced by the partnership 
agreement in effect at the time of the 
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transaction and the partnership’s most recent 
financial statements and is the greater of: 

i.) the general partner’s share of 
partnership profits, including profits 
attributed to any LP interests held by 
the general partner and any other 
interests in profits that arise from the 
purchase and sale of the 
partnership’s portfolio securities; or 

ii.) the general partner’s share of the 
partnership capital account, 
including the share attributable to 
any LP interest held by the general 
partner. 

b.) A performance-related fee, other than an 
asset-based fee, received by any broker, 
dealer, bank, insurance company, 
investment company, investment adviser, 
investment manager, trustee or person or 
entity performing a similar function; 
provided, however, there is no pecuniary 
interest where: 

i.) the performance-related fee, 
regardless of when payable, is 
calculated based on net capital gains 
and/or net capital appreciation 
generated from the portfolio or from 
the fiduciary’s overall performance 
over a period of one or more years; 
and 

ii.) equity securities of the issuer do not 
account for more than 10% of the 
market value of the portfolio. 

A right to a nonperformance-related 
fee alone does not represent a 
pecuniary interest in the securities. 

c.) A person’s interest in securities held by 
certain trusts.  See  Rule 16a-8(b). 
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d.) A person’s right to acquire equity securities 
through the exercise or conversion of any 
derivative security. 

3.) A shareholder is not deemed to have a pecuniary 
interest in portfolio securities held by a corporation 
or similar entity in which the person owns securities 
if the shareholder is not a controlling shareholder of 
the entity and does not have or share investment 
control over the entity’s portfolio.  See Exchange 
Act Rule 16a-1(a)(2)(iii). 

4.) For purposes of the various ownership tests of Rule 
16a-1, a LLC should be treated consistently either 
as a general partnership or a corporation, depending 
on which form of organization it more closely 
resembles.  SEC Manual of Publicly Available 
Telephone Interpretations, R.1 (July 1997). 

iii. The transaction that results in a person becoming a 10% 
beneficial owner is not subject to Section 16 unless the 
person is otherwise subject to Section 16.  See Rule 16a-
2(c). 

iv. Initial statements of beneficial ownership of equity 
securities are filed on Form 3 within 10 days after the event 
that causes a person to become a reporting person.  
Statements of changes in beneficial ownership are filed on 
Form 4 within 10 days after the end of the month in which 
a change in beneficial ownership occurs.  Annual 
statements of beneficial ownership are filed on Form 5 
within 45 days after the end of the issuer’s fiscal year. 

H. Other Service Providers. 

1. Private Fund Service Providers.   

Private funds usually contract with various agents and organizations to 
provide services.  Typically, although one company can perform more 
than one function, these external agents include: 

a. Administrator.   

The company employed by the fund to be responsible for its 
corporate functions, to calculate the fund’s net asset value, and to 
supervise other agents. 



 
 

V-107 

b. Placement Agent or Distributor.   

The company employed by the fund to sell its shares. 

c. Transfer Agent.   

The company employed by the fund to maintain shareholder 
records and provide service to shareholders. 

d. Custodian.   

The company employed by the fund for safekeeping of the fund’s 
securities, cash and other assets.  If (1) the adviser is registered or 
required to be registered under the Advisers Act and (2) the adviser 
or an affiliate of the adviser serves as custodian, certain special 
rules apply. 

2. Role of the Service Providers. 

a. The Administrator.   

Funds often contract for various administrative services.  These 
may include one or more of the following: overseeing the 
performance of certain other service providers to the fund; 
ensuring that the fund’s operations comply with the law of the 
jurisdiction in which the fund is organized, as well as the laws of 
the jurisdictions in which the fund’s shares are offered for sale; 
calculating the fund’s net asset value; providing general accounting 
services and internal controls; and responsibility for preparing and 
filing any required corporate, securities, tax, shareholder or other 
reports. 

In general, the laws of certain countries under which private funds 
are organized (e.g., Bermuda and Ireland) require that at least one 
director or trustee of the fund be domiciled in that jurisdiction.  An 
employee of the administrator typically provides that service.  

b. The Placement Agent or Distributor. 

i. The companies retained to sell fund shares are called 
placement agents or distributors, depending upon whether 
the offering is private or public.  Frequently private funds 
conduct a foreign public offering, with a simultaneous 
private offering in the United States. 

ii. A placement agent or distributor sometimes has an 
exclusive contractual relationship with the fund to sell its 
shares.  However, the fund may engage one or more agents 
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to sell its shares.  If fund shares are being offered in several 
countries, the fund usually retains multiple agents.  This is 
because a single agent may not be registered to sell fund 
shares in all jurisdictions in which the shares are being 
offered. 

iii. Placement agents or distributors are often affiliated with the 
fund adviser. 

iv. To the extent that fund shares are offered in the United 
States, placement agents and distributors generally must be 
registered with the SEC as a broker-dealer under the 
Exchange Act and comply with the regulations under that 
Act.  They must also comply with the Securities Act in 
connection with the offer and sale of fund shares.  
Placement agents and distributors also are regulated by the 
NASD.  States also require placement agents and 
distributors to register as broker-dealers. 

c. The Transfer Agent. 

i. Functions performed by a transfer agent include: 

1.) Processing purchases and redemptions of fund 
shares and income and dividend distributions; 

2.) Maintaining all shareholder information, including 
name, address, taxpayer identification number, and 
records of daily investor purchases, redemptions, 
account balances and non-financial transactions. 

3.) Transferring ownership of shares; 

4.) Preparing and mailing to shareholders any legally 
required or contractually mandated periodic account 
statements, U.S. federal income tax information or 
tax information required by other jurisdictions, and 
other shareholder notices; 

5.) Preparing and mailing, on behalf of the fund and its 
placement agent/distributor, confirmations of 
transactions in fund shares; 

6.) Processing shareholder correspondence and calls; 
and 

7.) Filing dividend and distribution notices with the 
IRS and any other applicable tax authority. 



 
 

V-109 

ii. Private funds typically appoint a transfer agent located in 
the country in which the fund is organized.  The 
administrator frequently serves as the transfer agent.  
However, if the transfer agent is located in the United 
States, it must generally register as a transfer agent under 
Section 17A of the Exchange Act and comply with the 
applicable regulations.  As compared to other regulated 
entities, such as broker-dealers, the regulations applicable 
to transfer agents are fairly sparse.  Therefore, the 
responsibilities of a fund transfer agent is primarily 
established by its agreement with the fund. 

d. The Custodian. 

i. The traditional role of the custodian is the safekeeping of 
the fund’s securities, cash and other assets.  In this 
capacity, the custodian (either a bank or broker-dealer) 
performs only limited functions as agent of the fund and 
has no discretion. 

ii. Typically, the custodian, pursuant to the instructions of the 
investment adviser: 

1.) Settles portfolio purchases and sales; 

2.) Effects and reports cash transactions; 

3.) Votes proxies; and 

4.) Exercises rights to corporate entitlements (e.g., 
stock splits and tender offers). 

iii. The custodian also provides the following services without 
specific instructions from the investment adviser: 

1.) Provides safekeeping of securities, including 
interfacing with centralized depositories (such as 
Depository Trust Company);  

2.) Identifies and collects portfolio income (interest on 
bonds and dividends on stock); 

3.) Submits documentation for tax reclamations and 
follows up on the processing; 

4.) Monitors corporate actions and capital changes; and 
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5.) Monitors shareholder meetings affecting portfolio 
securities and forwards proxies to the investment 
adviser. 

iv. To provide custody services worldwide, custodians 
typically establish relationships with a network of 
correspondent banks around the world. 

v. The relationship between custodian and adviser is critical 
due to the need for a daily interchange of information.  The 
information includes the following: 

1.) Cash balances available for investment; and 

2.) Trade data necessary for the custodian to effect 
settlements within required time frames. 

vi. Custodians are regulated by the banking or securities 
regulatory authorities of the jurisdiction in the country in 
which they located. 

3. The Private Fund’s Contractual Relationships with its Service 
Providers. 

a. Placement Agency/Distribution Contract.   

The placement agency/distribution contract typically addresses: 

i. The Scope of the Services Provided.   

The contract typically obligates the placement 
agent/distributor to sell fund shares on a “best efforts” or 
“reasonable efforts” basis (rather than being obligated to 
sell any particular number of shares). 

ii. Placement/Distribution Fee and Expenses.   

The contract will stipulate whether the agent is 
compensated based on a front-end sales charge or by some 
other means.  If the agent is affiliated with the fund, there 
may be no distribution fee. 

iii. Representations, Warranties and Covenants of the 
Placement Agent/Distributor.   

Regarding offerings to U.S. persons, the placement 
agent/distributor usually represents that it will only offer 
fund shares to “accredited investors” as defined in Rule 



 
 

V-111 

501(a) of Regulation D and, if a Section 3(c)(7) fund, will 
only submit subscription agreements on behalf of 
“qualified purchasers” as defined in Section 2(a)(51) of the 
Investment Company Act.  Additionally, the placement 
agent typically agrees not to engage in any form of general 
solicitation or general advertising (as those terms are used 
in Regulation D) or otherwise act in any manner involving 
a public offering within the meaning of Section 4(2) of the 
Securities Act. 

iv. Indemnification.   

Usually, a placement agency/distribution agreement will 
provide for indemnification of the fund by the placement 
agent/distributor for (1) any losses arising in connection 
with any breach by the placement agent/distributor of its 
representations and warranties made under the agreement 
or (2) any acts or omissions of the placement agent in 
connection with the solicitation and receipt of offers to 
purchase shares in the fund. 

v. The Placement Agent’s Standard of Care.   

Negligence is the standard of care typically assumed by a 
placement agent. 

b. Administration Agreement.   

Often, private funds retain an unaffiliated third party to perform 
administrative services.  Sometimes administrative services are 
provided by the fund’s investment adviser or an affiliate of the 
adviser, either as part of the advisory contract or under a separate 
administration agreement.  The administration agreement typically 
addresses: 

i. The Scope of the Administrator’s Services.   

Generally, the administrator agrees to perform various 
financial, accounting and administration duties for the fund. 

ii. The Scope of Liabilities.   

Under the agreement, the administrator is usually obligated 
to exercise due care and diligence in the performance of its 
duties.  Negligence is the standard of care typically 
assumed by an administrator. 
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iii. Indemnification.   

Generally, an administrator agrees to indemnify and hold 
harmless the fund from all taxes, charges, expenses, 
assessments, claims and liabilities arising from the 
administrator’s failure to perform its obligations under the 
agreement without negligence.   

c. Transfer Agency Agreement.   

The transfer agency agreement typically addresses: 

i. The Scope of the Transfer Agent’s Services.   

Generally, the transfer agent agrees to perform various 
shareholder recordkeeping and relations services. 

ii. The Scope of Liabilities.   

Under the agreement, the transfer agent usually is obligated 
to exercise due care and diligence in the performance of its 
duties.  Negligence is the standard of care typically 
assumed by a transfer agent. 

iii. Indemnification.   

Generally, a transfer agent agrees to indemnify and hold 
harmless the fund from all taxes, charges, expenses, 
assessments, claims and liabilities arising from the agent’s 
failure to perform its obligations under the agreement 
without negligence. 

d. Custody Agreement.   

The custody agreement typically addresses: 

i. The Scope of the Custodian’s Duties.   

Generally, the custodian safekeeps the fund’s portfolio 
securities and cash and facilitates the fund’s purchase and 
sale of securities. 

ii. The Custodian’s Standard of Care.   

With respect to its own actions, there are two general 
standards of care provided in custody agreements; namely, 
that the custodian will perform its duties and obligations 
with negligence or without gross negligence.  Negligence is 
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the standard of care most often assumed by banks, while 
gross negligence is the standard frequently assumed by 
broker-dealers. 

With respect to subcustodian banks, custodians vary as to 
their willingness to assume liability for the negligence of 
these entities.  Certain custodians are willing to assume 
liability for the actions of a subcustodian bank as if it 
committed such actions itself.  Others will assume liability 
for the actions of subcustodian banks only to the extent that 
the subcustodian bank is liable to the custodian. 

With respect to securities depositories, custodians generally 
do not accept liability for the actions of such entities, 
except for the custodian’s own negligence. 

iii. Indemnification.   

Under a typical custody agreement, a fund will agree to 
relieve the custodian of liability for, and hold it harmless 
against, certain losses for (1) performing services under the 
custody agreement, unless it is negligent; (2) following the 
fund’s instructions; and (3) taxes or other costs incurred by 
the custodian resulting from the fund’s securities being 
registered in the custodian’s name. 

 




