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The Challenges for Banks and Their
Investment Funds Under the “Volcker Rule”

ROBERT M. HIRSH, ROBERT D. GOLDBAUM AND MICHAEL S. HONG

Introduction

On January 21, 2010, President Barack Obama - along with former Federal Reserve chairman, Paul
Volcker - called for new restrictions on the size and scope of banks and other financial institutions to rein
in excessive risk taking and to protect taxpayers. Often referred to as the “Volcker Rule,” the proposed
restrictions mandate that “no bank or financial institution that contains a bank own, invest in or sponsor
a hedge fund or private equity fund.”

On March 3, 2010, the White House released its draft of the proposed legislative amendments to the
Bank Holding Company Act of 1956 that would put the Volcker Rule into effect. Among other provi-
sions, the amendments define a “hedge fund” and a “private equity fund” as a company or other entity
exempt from registration as an investment company under Sections 3(c)(1) or 3(c)(7) of the US.
Investment Company Act of 1940 (the “Investment Company Act”) - the most common regulatory
exemptions utilized by sponsors in the private investment fund industry. Further, the amendments define
“sponsoring” any such fund as: (i) serving as a general partner, managing member, or trustee of a fund;
(ii) in any manner selecting or controlling (or having employees, officers or directors, or agents who con-
stitute) a majority of the directors, trustees or management of a fund; or (iii) sharing with a fund, for cor-
porate, marketing, promotional or other purposes, the same name or a variation of the same name.
Related Volcker Rule-style proposals have taken the rule one step further, by barring the retention of any
equity, partnership or other ownership interest, or investment, in a hedge fund or private equity fund.

Critics have attacked the Volcker Rule and these proposed legislative amendments for focusing
unnecessarily on a business arena that had little to do with the current financial crisis, the genesis of which,
they argue, was excessive exposure to real estate credit risk. According to the private equity research firm
Preqin, US. bank-sponsored funds raised a total of $80 billion in private equity capital commitments since
2006 - representing only 1% of the aggregate assets sitting on the balance sheets of Goldman Sachs,
JPMorgan Chase, Citigroup, Morgan Stanley and Bank of America. Some commentators have also
attacked the Volcker Rule for its intrusiveness, assuming that its adoption would require banks to divest
themselves of hedge fund and private equity fund businesses in fire sales resulting in losses of value as
banks are forced to sell divisions to buyers armed with significant tactical leverage. The prospect of such
forced divestitures is all the more unappealing in an economic climate that is unlikely to support favorable
valuations, and in light of the “fire sale” experience of many major financial institutions in 2008 after the
implementation of FAS 157. (continned on page 2)

1
For summaries of other legislative efforts that mirror the tenets of the Volcker Rule, see herein “Proposed Legislation

Affecting Private Funds.”
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In his written testimony before the Senate
Committee on Banking, Housing and Urban
Affairs on February 2, 2010, Mr. Volcker argued
that “hedge funds, private equity funds . . . unrelat-
ed to customer needs and continuing banking rela-
tionships should stand on their own.” Based on
such statements and the overarching requirement
set forth in the proposed amendments that
“appropriate Federal banking agencies shall jointly
prohibit sponsoring or investment in hedge funds
and private equity funds” by insured depository
institutions, entities that control them or bank
holding companies, the practical implications of
the Volcker Rule, if enacted as law in its current
form, are that banks that sponsor hedge fund or
private equity fund businesses may need to sell
them.

New Motivations for Old
Transactions

Although acquisitions and divestitures of
investment managers have become standard fare
in the wortld of traditional money management,
until recently, they were less common in the
human-capital intensive and highly profitable, but
volatile, world of alternative asset managers. From
2000 to early 2008, a number of high-profile sales
of significant stakes in both hedge fund and pri-
vate equity fund firms were completed, through
private sales, quasi-public and public offerings, and
combinations thereof. Prime examples of private
sales of minority stakes include Morgan Stanley’s
acquisition of a minority stake in Avenue Capital
Group in October of 2006, Lehman Brother’s
acquisition of a minority stake in the D.E. Shaw
Group in March of 2007, Affiliated Managers
Group’s acquisition of minority stakes in Blue
Mountain Capital Management and ValueAct
Capital in the fourth quarter of 2007, and The
Carlyle Group’s sale of a 7.5% stake to the
Mubadala Development Company, an affiliate of
the Government of Abu Dhabi, in December of
2007

Additionally, there are examples of private
minority sales that served as value-setting precur-
Such
sales include Fortress Investment Group’s sale of a

sors to quasi-public and public offerings.

15% stake to Nomura Holdings in December of
2006 (two months before listing its shares on the
New York Stock Exchange (the “NYSE”)), The

Blackstone Group’s sale of a 10% stake to the
China Investment Company in May of 2007 (one
month before listing its partnership units on the
NYSE), Apollo Global Management’s sale of a
20% stake to the Abu Dhabi Investment Authority
and CalPERS in July of 2007 (one month before
listing its units on the Goldman Sachs Rule 144A
“GSTrUE” platform) and Och-Ziff’s sale of a
10% stake to Dubai International in October of
2007 (one month before listing its shares on the
NYSE).
accompanied them over the last decade marked a

These examples and the others that

significant shift in the development of the once

secretive private investment fund industry.

Prior to the financial crisis, seller motivations
included personal diversification of founder
wealth, employee incentivization, access to greater
distribution and other strategic resources, and
establishing a stronger acquisition currency.
Buyers were often motivated by the search for
diversification of their revenue base and access to
additional asset management products. With the
onset of the financial crisis, however, the sell-side
motivations shifted dramatically. The motivations
included changes, sometimes fundamental, in fund
strategy, the need to dispose balance sheets of
non-core or even “toxic” assets and, of course, the
financial distress or bankruptey of the fund spon-
sor itself. Unlike their predecessors, these transac-
tions were less about liquidity or expansion than
they were about exits.

Banks or similar financial institutions that
actively own, operate or sponsor hedge fund or
private equity fund businesses, then, have a wide
array of precedent transactions to turn to when
trying to anticipate what strategic, commercial and
legal issues a sale or other divestiture of those
businesses might involve. The principal question
that looms, however, is what challenges are likely
to be most prevalent when those sales or other
divestitures are motivated - indeed, compelled - by
law. It is unlikely that such challenges will be dif-
ferent from those that beset transactions that
occurred at the height of the financial crisis, but
three challenges are likely to require the most

attention.

The first challenge is determining the desired
structure of the divestiture itself - what exactly is

going to be sold, to whom and how? The second
challenge is determining how to address the needs
and concerns of the existing third-party investor
base - what concerns will they have, and, ultimate-
ly, what obstacles will they, or could they, pose?
The third challenge is determining the needs and
concerns of the investment professionals that rep-
resent the core asset housed within the alternative
asset manager - how does one retain them, or what
role are they, or can they be, expected to play? We

examine each of these challenges below.

Structural Challenges

To the extent that the proposed legislative
amendments that attempt to codify the Volcker
Rule seck to prohibit banks or their affiliates from
“sponsoring” hedge funds or private equity funds
- that is, from assuming a position of control over
any such funds - then the path to an exit from
these activities is likely to take one of the follow-
ing three forms. The first form is a relatively
straightforward sale of 100% of the bank’s inter-
estin the fund and its related alternative asset man-
Under this
form, the buyer ends up owning 100% or a major-

ager to an unaffiliated third party.

ity of the interests of the manager, and the invest-
ment professionals behind the fund’s performance
end up with employment contracts and/or eco-
nomic incentives in the form of minority equity
stakes in the manager, the buyer or one of their
affiliates.

The second form of exit is the “sponsored”
spin-off or spin-out - a transaction that results in
the buyer acquiring a minority interest in the
divested manager, with the investment profession-
als taking the majority. In this scenario, the buyer
provides the necessary cash and liquidity to facili-
tate the transaction, but otherwise “invests” in the
management team and plays a supporting role,
perhaps in the capacity of a key investor, a service
provider or some other source of strategic
resources once offered by the existing sponsor.
The third form is a variant of the second, but does
not involve a third party financing source. Instead,
the spin-off occurs to the investment profession-
als themselves, with the original sponsor retaining
a minority interest going forward.

Given the choice, it is safe to assume that

banks - forced to sell their  (continued on page 3)

2
Although less common than sales of minority stakes, sales of 100% stakes in alternative asset managers also occurred during the latter half of the last decade. Examples include Citi
Alternative Investments’ acquisition of 100% of Old Lane Partners, which was announced in April of 2007, and J.P. Morgan Asset Management’s acquisition of Highbridge Capital

Management in July of 2009.

3
Interestingly, JPMorgan’s spin-out of Bear Stearns Merchant Banking (now Irving Place Capital), following its acquisition of Bear Stearns in 2008, represents at least one example of an alter-
native asset manager divestiture driven by the need to manage a business conflict with an existing alternative asset management business (One Equity Partners) following a larger acquisition.
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hedge fund and private equity fund businesses -
are likely to prefer the first and second options laid
out above, rather than the third. Both options are
more likely to maximize their cash return in the
sale and are less likely to open a floodgate for other
management teams seeking to acquire a majority
of the businesses that they manage. Nevertheless,
particularly in the context of a compelled sale, the
reality is that bank sellers may have to settle for the
third option if neither the first nor second are
readily practicable. The only buffer against this
risk are the versions of the Volcker Rule that seck
to prohibit banks from retaining any equity, part-
nership or other ownership interest, or maintain-
ing an investment in, a hedge fund or private equi-
ty fund. In other words, if banks are truly required
to exit from the hedge fund or private equity fund
businesses entirely, then retaining an interest itself

may not be a viable alternative.

In any event, understanding the impact of the
Volcker Rule is to recognize that its mandate will
limit the transactional options that banks will have
in any effort undertaken in the pursuit of compli-
ance. Although those limitations may, in some
instances, obviate certain options that may be less
favorable overall, those limitations are also likely to
force banks to contend - perhaps more directly -
with the investor challenges and management chal-
lenges discussed further below.

Investor Challenges

Investors usually place their money in the
hands of alternative asset managers based on the
track record and performance history of the pro-
fessionals that manage the assets and, often, the
deal flow and other resources of the sponsoring
firm. In the face of a sale that could result in a
change of the managerial guard or in the separa-
tion of the team from its sponsoring institution,
investors are likely to be concerned with the future
identity, stability and reliability of the fund itself.
In other words, with a change in the fund sponsor
and potentially its management base, where will
future business opportunities, deal flow and
resources come from, and can the new sponsor or
managers deliver on the promise of their prede-
cessors?

Although a concerned client base is usually
reason enough for a sponsor to understand the
challenge investors might pose in the context of a
compelled hedge or private equity fund sale, the
crux of that challenge is more specifically a func-

tion of the legal leverage investors are often

afforded in the language of the organizational
documents (usually limited partnership agree-
ments) that govern most funds or under the US.
Investment Advisers Act of 1940 (the “Advisers
Act”). More often than not, these organizational
documents mandate investor approval or may
require significant amendments in order to accom-
For

instance, a change of control of a general partner

modate common sale transaction structures.

or investment advisor, a transfer of a general part-
ner interest, a substitution of one general partner
for another or the waiver of the contractual com-
mitment of the incumbent general partner to fund
capital along with other investors, may require,
whether by express contractual provision or by
operation of applicable law, some percentage of

the investors to agree (or at least not object).

The effort to marshal that agreement, which
is usually sought in the form of investor waivers or
consents, can be complicated by key investors who
enjoy the benefit of special arrangements, memo-
rialized in the form of so-called “side letters,” or
fund structures that have investors sprinkled
across multiple parallel funds or separately man-
aged accounts, each of which contain their own
unique negotiated arrangements and challenges.
All of this assumes that the sponsor is able to
determine from whom and under what circum-
stances such agreement is required under applica-
ble law. The most common challenge is the
deemed assignment provision of the Advisers Act
- the provision that treats certain managerial
changes of control as investment advisory agree-
ment “assignments” for purposes of the Advisers
Act requiring “client” consent. Divestitures also
often raise difficult questions under Delaware lim-
ited partnership laws, many of which have yet to
be tested in the courts. With this complex array of
questions and potential pitfalls, it is no wonder that
investors want, and usually feel that they can ask
for, something in exchange for their agreement -
whether it is an economic concession or otherwise.

In the hedge fund context, some investors,
especially those with pressing liquidity needs of
their own, may be willing to furnish a waiver or
provide their consent in exchange for the ability to
withdraw their capital, whether partially or com-
pletely, notwithstanding previously agreed-upon
“lock-up” arrangements or suspensions of
redemption rights that are in effect. Similarly, pri-
vate equity fund investors might offer their waivers
or consents in exchange for reductions in their

unfunded commitments. The other economic

concession sometimes sought by investors is a
straight reduction in the management fees and
incentive allocations - the so-called “cartied inter-
est” - that sponsors of such funds charge for their
services. In any event, in the absence of an other-
wise clear path to consummating a divestiture
without investor support, banks faced with divest-
ing themselves of hedge fund or private equity
sponsorship are likely to have difficult economic
negotiations ahead of them.

One route sponsors can take to manage and
navigate through those challenges is seeking the
views of the fund’s advisory board - usually com-
prised of representatives of the fund’s most signif-
icant investors. The advisory boatd is often con-
sulted by a fund’s general partner when the fund
desires to take a course of action that deviates
from what is permissible under the terms of the
fund’s organizational documents. New investment
programs not originally contemplated, making
investments that otherwise violate predetermined
investment limitations and a whole host of other
significant actions often require the approval,
binding or otherwise, of the advisory board.
However, apart from their potential contractual
dimensions, the practical reality is that the adviso-
ry board represents yet another seat at the negoti-
ating table. Furthermore, advisory boards general-
ly do not show up at the table alone. In some
recent sale transactions, they have retained coun-
sel, engaged financial advisers and were generally
prepared to make their voices heard, though they
often avoided making a formal decision either way.
The advisory board thus represents an important
conduit through which incoming general partners
and sponsors may be able to gauge what the
investor base is likely to expect or requires in

exchange for its blessing.

But getting the advisory board on board with
a transaction sometimes only gets the transaction
part of the way there. Sale transactions, especially
those transacted under the type of duress one
might expect when they are compelled by force of
law in times of financial distress, are likely to ele-
vate and provide a forum for underlying differ-
ences amongst the investors themselves. Large,
cash-strapped institutional investors, for example,
are more likely to seck economic concessions, such
as withdrawal rights or reductions in unfunded
commitments. Other investors, however, may pre-
fer to protect the value of their investment portfo-
lios, including those held through their hedge fund

of private equity fund (continned on page 4)
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investments, in which case they are more likely to
support the management team and sponsor going
forward. The goals of institutional investors seek-
ing liquidity and those investors secking to protect
their portfolios can be diametrically opposed. Of
course, even investors seeking to protect their
portfolios may be keen to benefit from fee and
other concessions negotiated by the more dis-
tressed investors - getting opportunistic benefits in
the process.

Then there are a host of other investor types
in between whose unique needs and interests
could serve to complicate or otherwise prevent
any divestiture from resulting in what might other-
wise be a “clean” break. For example, though they
are generally less significant by dollar size, disgrun-
tled retail investors can attempt to rebalance their
relative importance through the threat or com-
mencement of litigation against outgoing spon-
sors, even where the management team in ques-
tion will continue to manage the fund post-closing.
Recent lawsuits have charged, for example, that a
sale, even if permissible under the letter of the
fund’s organizational documents, represents a fun-
damental alteration to the security that was mar-
keted to the investor at the time the fund was
formed. Another distinct investor group can
include employee secutity funds - vehicles capital-
ized with sponsor-employee money from hun-
dreds or even thousands of sponsor employees
that invest in parallel with other sponsored funds
but that are generally prohibited from being shift-
These funds
receive specific US. Securities and Exchange

ed as part of a sale transaction.

Commission (“SEC”) orders enabling them to be
exempt from the registration requirements of the
Investment Company Act. Thus, a sale transac-
tion that purports to sever its ownership from the
bank sponsor whose employees” money was used
to fund the security fund when it was established
in the first place is simply a non-starter. Employee
security funds are invariably left behind, but enter
into sub-advisory arrangements with the incoming

adviset.

Management Challenges

Apart from the government, investors ate the
most important external constituency that a bank
or similar financial institutional will likely face in
the context of a compelled hedge fund or private
equity fund sale transaction. The most important
internal constituency, however, are the investment
professionals who are actually behind the fund’s
performance. It is for this reason that a sale or
other divestiture of one type or another, com-
pelled by law or otherwise, is typically only feasible

if key elements of the management team remain
in place and support the transaction. That is, since
the value of the business itself is inextricably
linked to the people that operate it, a divestiture of
an alternative asset manager that does not include
those people is likely to be highly value-destructive
(if achievable at all).

For this reason, the investment professionals
themselves can take on a number of roles in these
transactions - whether as the prospective buyer or
as yet another constituency whose professional, as
well as economic, “happiness” is among the pri-
mary considerations both former and future spon-
sors must address to get the transaction to the fin-
ish line. Divestitures create periods of significant
uncertainty and instability, and a group of man-
agers concerned about their futures might be well
positioned (or well advised) to seek opportunities
elsewhere. In grappling with the ever present
retention issue, tough questions will abound.
What will be the role of management going for-
ward from a decision-making and culture perspec-
tive?  What tools will be used to encourage man-
agement to stay? Will management be offered an
equity interest, presumably subject to retention
tools such as vesting and forfeiture? How will
that equity interest compare, if at all, to their exist-
ing compensation and economic incentives?
How will the separation of outgoing management
be handled zis-g-vis their prior fund sponsors?
How does one address the needs of the employ-
ees or other professionals of the sponsor whose
knowledge is critical to facilitating the sale, but
whose future in the business following the sale is
less clear? The views of management on these
issues can be critical, as a lack of perceived strate-
gic or cultural fit can stop a transaction before it
starts. The multiple variations of these questions
are often at the heart of what makes all sale trans-
actions, let alone those compelled by law, so chal-

lenging,

Attention must also be paid to the potential
Hedge fund and
private equity fund management groups are rarely

for inter-managerial conflicts.

homogeneous. There can be generational issues
between individuals or groups within management
assigned to different asset classes, investment
strategies and geographic locations. Such differ-
ences can result in sale transactions that produce
not one, but perhaps multiple resulting operations,
with disparate management teams each going their
different ways and each representing a manage-
ment constituency whose needs may need to be
addressed in the context of all of the other trans-
actions. Each group may hold a valid claim to the

existing fund’s track record and historical perform-
ance, or at least a piece of it, and tough negotia-
tions are likely to result as different management
groups fight for their right to use or claim owner-
ship of that important marketing device. Like the
opportunistic buyer who uses the leverage of a
compelled sale to its advantage when negotiating
the terms of the transaction, disparate or conflict-
ing groups within management may well seek to
do likewise.

Conclusion

The foregoing description of the challenges
likely to be faced by financial institutions sponsor-
ing alternative asset managers in a post-Volcker
Rule world is an attempt to inform the reader of
the most significant commercial and legal issues
that are most likely to be encountered. This
description, however, is not intended to be exhaus-
tive. Other challenges that will undoubtedly char-
acterize these transactions include valuation chal-
lenges. How does one value the stable manage-
ment fees versus the relatively volatile perform-
ance or incentive fees fund sponsors and advisers
earn in the context of a compelled salee How
should the incentive fees be valued when there is
uncertainty as to the underlying portfolio? Then,
there are structural issues - not all hedge fund or
private equity fund transactions must be consum-
mated through a sale or transfer of the ownership
stakes in the general partner or adviser. They may,
for instance, be accomplished through asset sales
or some other combination of transaction steps.
With such variations, it is difficult to draw general
conclusions of what can be expected or anticipat-
ed, and it is important to seck experienced advis-

ers at an eatrly stage.

Nevertheless, if there is anything that can be
said with certainty, it is that engaging in a divestiture
compelled by law will likely amplify the issues that
sellers of alternative asset managers have faced
throughout the last decade in the context of similar
transactions.  Accordingly, participants in these
transactions are more likely to achieve the most
favorable result for their stakeholders by arming
themselves with the knowledge of the suite of
options, tools and other methods employed in the
past to address similar transactions completed
under a wide range of circumstances. Such partici-
pants would also be well served by maintaining their
vigilance in the face of the challenges described
above - challenges that will have a fundamental
impact on their ability to maximize value in the face
of an ever-changing regulatory landscape. ¥
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Are Your Insider Trading Policies Adequate?

Recent SEC enforcement activity and public
statements by enforcement officials have refo-
cused the private fund community on the tension
between using all legitimate means to ferret out
unique investment opportunities and stepping
over the line into insider trading territory. Many
fund sponsors are asking whether their current
insider trading policies are adequate and what they
can do to better protect themselves and their
investment professionals from liability.

The Elements of Insider Trading

“Insider trading” is a serious offense with
potentially severe penalties. Federal securities laws
and regulations do not explicitly define “insider
trading”” However, the general anti-fraud provi-
sions of Section 10(b) of the US. Securities
Exchange Act of 1934 (the “Exchange Act”) and
Rule 10b-5 (as promulgated by the SEC) have been
interpreted by the federal courts to prohibit pur-
chasing or selling securities, either in the open mar-
ket or in private transactions, while in possession
of material non-public information in violation of
a duty.1 If an insider cannot (or chooses not to)
disclose material information, he or she must
abstain from buying or selling.

In addition to prohibiting insiders from trad-
ing directly on inside information, Rule 10b-5 gen-
erally prohibits insiders (“tippers”) from giving tips
to family members or third parties (“tippees”) -
cither by revealing non-public information to
assist outside trading activities or by making buy or
sell recommendations with an expectation of
profiting, directly or indirectly, from such disclo-
sure. Tippees who trade based on such inside
information may also be subject to insider trading
Iiabi]ity.2

Insiders and Tippees. Insiders typically include
directors, officers, employees and significant share-
holders of an issuer. Investment professionals
may thus become “insiders” through an invest-
ment stake and/or a board position taken in
respect of an issuer. In addition, they may have
occasion to interact with a wide variety of individ-
uals who have access to, or are themselves, insid-
ers, including corporate officers, directors, industry
experts and other active traders. As such, there are
many contexts in which fund managers would find
themselves in contact with persons who have
material non-public information.

Material Non-Public Information. In the fast
moving world of frequent trading that is typical of
many hedge funds, assessing whether a trade is
based on material non-public information

(“MNPI”) may not always be obvious.

B Material Information. Material information
includes any information to which an investor
would reasonably attach importance in reaching
a decision to buy, sell or hold securities of an
issuer.  Significant developments concerning

the issuer’s business and operations, including

its financial condition and results (particularly if
the results represent a new trend or marked
change from what the investing public might
expect based upon past performance), upcom-
ing earnings announcements and information
with regard to proposed acquisitions or merg-
ers are examples of information that is likely to
be regarded as material. Ultimately, determin-
ing whether a particular piece of information is
material depends heavily on the circumstances

involved.

B Public and Non-Public Statements. In
addition to filing the periodic reports required
under the Exchange Act, an issuer may disclose
current information in a variety of ways, includ-
ing public announcements, press releases, inter-
views with media representatives and discus-
sion with groups whose members have a partic-
ular interest in the issuer. Information is

deemed to be “public” only after it has been

widely disseminated to the marketplace through
one or a combination of the methods men-
tioned above. Public information includes all
issuer statements that can reasonably be expect-
ed to reach investors and the trading markets,
without regard to the intended primary audi-
ence. Any communication outside these recog-
nized channels of communication may be

assumed to be non-public.

Considerations for Designing
Insider Trading Policies and
Procedures

In addition to ensuring that legitimate trading
activity is properly documented and thus less vul-
nerable to challenge later on, fund sponsors must
do what they can to prevent inappropriate or insid-
er trading. Registered and unregistered advisers
may face liability for failure to prevent insider trad-

ing. Many policies correctly and cleatly set forth
the standard of liability for insider trading, but few
offer practical help to investment professionals in
translating these standards into practical terms that
can be implemented on a day-to-day real-time
basis.

Explaining Materiality. A good policy should
educate the firm’s investment professionals about
the concept of “materiality” and provide a real-
time consultation resource for a trader or other
investment professional who is assessing the mate-
riality of information received. When a trader
consults with a firm’s chief compliance officer and
relays the relevant facts to the officer, the fact that
the trader consulted with the officer may help
demonstrate good faith and refute any accusation
of fraudulent intent.

Preventing Spread of MNPI. A good policy
should not only prohibit trading on MNPI but also
prohibit the spread of MNPI and anyone else’s
trading thereon, whether intentionally or acciden-
tally.
should explain how one ensures that MNP is kept

This means that policies and procedures

confidential and that others are prohibited from
trading on such confidential MNPI. Prohibiting
the spread of MNPI involves developing proce-
dures around the handling of MNPI in the physi-
cal sense - making sure such information is secure
in protected files - and by limiting communications
by those who possess MNPI with persons outside
the firm.

The development of chat rooms (increasing-
Iy used by investment professionals to discuss
investment ideas), blogs, Twitter, and PIN-to-PIN
communication has added a new challenge to
ensuring the confidentiality, and controlling the
spread, of MNPI. The potential for multiple email
aliases and the inability to track and record partic-
ipation in some Internet venues can exacerbate the
compliance challenge. Although registered advis-
ers are already obligated to keep records of email
communications and typically have the infrastruc-
ture to store such information, unregistered advis-
ers may not have such infrastructure, and thus may
not have the same means of monitoring invest-
ment professionals’ communications. In addition,
participation in chat rooms and the use of person-
al email cannot be tracked by a firm and should be
prohibited. (continued on page 6)

1
, 15 USC. § 78i(b); 17 CER. § 240.10b-5.
See 17 C.ER. § 240.10b-5.
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Limitations of Taking Board Seats. If a firm’s
strategy permits or encourages the firm’s taking
board seats on any company, the policies should
contemplate a clear mechanism whereby trading in
that issuer will be limited and monitored.

Issues Associated with Public/Private
Investing. Investing in both public and private
securities of the same issuer (eg, publicly traded
equity and privately traded debt) can raise complex
information sharing issues. If a firm’s strategy
permits private and public investments in the same
issuer, the policies should address the conflicts
inherent therein, how the conflicts will be
addressed, including either by implementing infor-
mation bartiers (which may not be practical given
how investment decision-making is made at the
firm), or determining upfront that the firm does
not wish to receive MNPI (and having the issuer
covenant not to provide any MNPI).

Update and Educate. New case law can affect
best practices and general counsel and compliance
officers need to not only update their policies to
reflect these changes but educate their investment
professionals of these changes and have them cer-
tify they have read any updated versions of a firm’s
insider trading policies.

10b5-1 Defenses. Rule 10b5-1 under the
Exchange Act provides a means of establishing an
affirmative defense that a purchase or sale of a
security took place without the possession of
This may be helpful for
investment professionals that routinely have access

. . . . 3
inside information.

to MNPI but who may legitimately trade prior to
receipt of such information. To establish such a
defense, the person making the purchase or sale
must demonstrate that before becoming aware of
MNPI, the person had already either (i) entered
into a binding contract with respect to such pur-
chase or sale; (i) instructed another person with
respect to such purchase or sale; or (iii) adopted a
written plan with respect to the purchase or sale of
the issuer’s securities. Having such contracts in
writing and irrevocable and ensuring the contract
is entered into in a timely manner can strengthen a
10b5-1 defense.

Expert Networks and Consultants.
hedge funds rely on expert networks and individ-

Many

ual consultants to make industry diligence more
cost and time efficient. In its ideal form, an expert
network will give a hedge fund access to individu-
als with industry expertise and insights without
exposing the fund or any individual to any MNPI.

3
17 CER. § 240.10b5-1.

Well-established expert networks will take
measutes to reduce the risk that its experts provide
MNPI, including one or more of the following: (i)
requiring experts to covenant not to share any
MNPI; (ii) requiring experts to represent that their
participation in the network does not violate any
contractual arrangements (including employment
and confidentiality agreements) to which the
expert may be subject; (iii) prohibiting connections
between experts associated with a particular issuer
and a hedge fund contemplating an investment in
such issuer (the efficacy of which is predicated on
a hedge fund’s willingness to either disclose a tar-
get or refuse communication (on a no-names
basis) with an individual associated with the tar-
get); (iv) limiting the scope of conversations with
experts to general industry trends and other non-
issuer specific industry questions; (v) prohibiting
experts from discussing with a hedge fund manag-
er any issuer that may be on that manager’s
restricted list; and (vi) prohibiting an expert from
discussing an issuer that employs the expert.
Before relying on any expert network, a fund man-
ager should examine precautions being taken to
prevent MNPI-sharing via network participation.
Measures such as those outlined above should be
carefully considered and provided for in any reten-
tion arrangements with an expert or consultant.
The general counsel or outside counsel should be
involved in the documentation being signed with,

and any disclosures made to, any expert network
or consultant retained by the firm.

However, the fact that a fund manager relies
on an expert network to implement these meas-
ures in no way insulates a firm from charges of
insider trading to the extent an individual receives
MNPI and trades thereon. There is no “expert
network” defense, and the risk of insider trading
charges remains. Fund managers are well-advised
not to assume that expert networks enforce or fol-
low through on the precautions outlined above
and should consider confirming compliance with

each expert contacted.

Conclusion

Even the best designed compliance proce-
dures cannot preclude outright fraud. However, a
well-designed compliance policy should be able to
better protect funds and their principals against
the possibility that their employees or third parties
will expose them and their firm to liability. The
issues outlined above are complex. Determi-
nations are very dependent on the particular cir-
cumstances of each situation, and the enforce-
ment landscape is changing rapidly. Fund man-
agers should encourage their investment profes-
sionals to seek guidance whenever they are unsure
of how to handle potential MNPI and should seck
advice from outside counsel as needed. M

New Requirements for Powers of Attorney
Signed in New York by Individual Investors;

Amendments to Law Already Proposed

Funds should note that changes that went into
effect on September 1, 2009 to the New York
General Obligations Law (INYGOLI) require
powers of attorney that are executed by individ-
uals in the State of New York to comply with
certain requirements in order to be effective. As
currently drafted, the statutory requirements
inadvertently apply to powers of attorney that
are commonly used in a wide range of commer-
cial transactions, including fund agreements and
subscription agreements, even though they do
not appear to have any relevance to these types
of transactions. On March 19, 2010, a bill was
introduced in the New York State Assembly that
would, among other things, exempt powers
granted in these transactions from having to
comply with the new requirements. However,
until the legislative fixes are adopted, funds that
accept subscriptions of fund interests from indi-
vidual investors (i.e., natural persons) should
consider drafting a separate power of attorney
to be granted by such investors that contains
the powers of attorney typically found in the

subscription and fund agreements, and that
complies with the changes to the NYGOL. The
key requirements are that the power of attorney
must contain, in size 12 point font, statutorily
mandated cautionary language for the principal
and the agent, and that the signatures of both
the principal and the agent must be notarized
(note that until the power of attorney is accept-
ed by the agent through its signature of the
same and the notarization of its signature, it is
not effective). In addition, because the NYGOL
provides for a presumption that a later granted
power of attorney revokes all prior granted pow-
ers of attorney, it would be prudent to include
provisions to the effect that the power of attor-
ney does not revoke any prior granted attorney
and that the newly granted power of attorney
will not be automatically revoked by a later
granted power unless the latter specifically refer-
ences the former. ©
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Update: Pay-to-Play Regulations

In the past year, investment managers have
come under increasing scrutiny for “pay-to-play”
practices.
alleged conduct have caused private self-examina-
tion and changed behavior. State legislatures and
Attorneys General across the country have pro-

posed codes of conduct. Public pension funds

Public investigations of egregious

have adopted their own, plan-specific regulations
and rules to guide and restrict the managers who
seek to advise them. Additionally, in July of
2009, the SEC proposed new rules secking to
impose significant restrictions on investment
managers to curb pay-to-play practices.

We have already reported on these investiga-
tions, regulations and proposed regulations in our
Summer 2009 issue of Investment Fund News
and in our August 11, 2009 client alert entitled
‘SEC Proposes Pay-to-Play’ Rule Regarding Political
Contributions by Certain Investment Advisers.” Both
remain available on our Firm’s website, and pro-
vide useful background.

It is now time to provide an update about
subsequent developments since then, and to offer
some thoughts about what investment managers
should be doing now to protect themselves in
this environment. As we describe below, state
Attorneys General have continued to prosecute
pay-to-play violations, as has the SEC. State and
local laws and pension plan rules have only
expanded. While the SEC has not yet enacted its
pay-to-play regulations, the Commission contin-
ues to accept comments and to meet with con-
cerned parties as recently as the first week of
February 2010. While many of the comments
have urged the SEC to relax some proposed pro-
visions, and while industry scuttlebutt suggests
that the rules may change somewhat, it seems
likely that some form of the rules will be enact-
ed.

Recent Pay-to-Play Prosecution

and Investigations

In our Summer 2009 issue, we reported on
the much-publicized indictment against Henry
“Hank” Morris, a chief political aide and
fundraiser for New York State
Comptroller Alan Hevesi. The Morris prosecu-
tion has been the most visible pay-to-play prose-
cution.

former

Although no investment manager was

charged, New York Attorney General Andrew
Cuomo announced that his Office had issued
subpoenas to more than 100 managers that con-
ducted business with New York public pension
plans.

Attorney General Cuomo’s investigation has
led to guilty pleas, including from former Chair of
the Liberal Party, Raymond Harding; founding
partner of Aldus Equity, Saul Meyer; Chairman
of Markstone Capital Group LLC, Elliott Brody;
and most recently former chief investment offi-
cer of the New York state comptroller’s office,
David Loglisci. All pled guilty to felony charges.
Markstone Capital itself agreed to return $18 mil-
lion to the New York State Common Retirement
Fund.

The SEC has publicly announced its inten-
tion to prosecute pay-to-play violations, and has
The SEC joined in charging
Director of the Division of

begun to do so.
Hank Morris.
Enforcement Robert Khuzami cited the Hank
Morris case and another SEC pay-to-play prose-
cution in his December 9, 2009 testimony before
the United States Senate Committee on the
Judiciary regarding the “Financial Meltdown.”
SEC Chairman Mary Schapiro cited the
Commission’s pay-to-play prosecutions in the
prepared remarks for her February 5, 2010
speech, “Looking Ahead and Moving Forward,”
at the annual Practicing Law Institute “SEC
Speaks” conference in Washington, DC’

State Laws and Codes of Conduct

New York Attorney General Cuomo’s
much-publicized Public Pension Plan Reform
Code of Conduct (the “New York Code”)
remains a prominent feature of the pay-to-play
regulatory lzju'ldscstpc.3 It has been adopted by the
New York State Teachers’ Retirement System. As
of March 2010 - eleven investment managers
have signed on to the New York Code, including
the Carlyle Group, Riverstone Holdings LLC,
Pacific Corporate Group Holdings, LLC, HM
Capital Partners I, Levine Leichtman Capital
Partners, Access Capital Partners, Falconhead
Capital, Markstone Capital (whose Chairman’s
guilty plea we noted above), Wetherly Capital
LLC and, most recently, Ares Management LLC
and Freeman Spogli & Co.

The New York Code:

B bans fund managers from using placement
agents or lobbyists to establish a relation-
ship or gain access to a public pension plan;

B prohibits fund managers from continuing
with an existing investment by a public pen-
sion plan if the fund manager, its executives
or their immediate family make a political
contribution to an official of that pension
plan, unless such fund manager, its execu-
tives or their immediate family are entitled
to vote at the time of contribution and the
contribution does not exceed $300 in the
aggregate per election;

B requires fund managers to disclose actual
and apparent conflicts of interest to the
public pension plan (and, in some circum-
stances, to the New York Attorney General
or other law enforcement officer), including
information regarding company contribu-
tions and payments to placement agents;
and

M increases the fiduciary standard of care gov-
erning the fund manager’s interaction with
the public pension plan, including a two-
year ban in some circumstances on hiring
former plan officials.

Since last summer, pay-to-play regulations -
often modeled on the New York Code - have
been debated in state and local legislatures across
the country. The difficulties of balancing com-
peting incentives here are recapitulated in the dif-
ferent outcomes that these legislatures have
reached. Everyone wants to ban bribery and cor-
ruption, but everyone also wants public pension
plans, even their small, local plan, to have access
to the best investment managers around.

This played out in microcosm in New Jersey.
Governor Chris Christie extended pay-to-play
laws to labor unions on his first day in office.
However, municipalities within Morris County
alone split over how to address pay-to-play prac-
tices, with the Parsippany council adopting a pay-
to-play ban and the Morris Township committee
rejecting one. County seat Morristown faces the
a Newark firm that had
been performing municipal bond work for the

dilemma in real terms:

town for years made a $500 campaign contribu-
tion to the successful mayoral candidate. Must
that longtime adviser now  (continued on page 8)

1
Testimony Concerning Mortgage Fraud, Securities Fraud, and the Financial Meltdown: Prosecuting Those Responsible. See http://www.sec.gov/news/testimony/2009/ts120909rk.htm

2
Speech by SEC Chairman: “Looking Ahead and Moving Forward.” See http:/ /www.sec.gov/news/speech/2010/spch020510mls.htm.

3
See http:/ /www.agny.gov/media_center/2009/sep/sep17a_09.html
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be banned from working for the town?

These are the everyday issues that may be lost
amid the zeal to punish obvious wrongdoers. For
the most part, states are moving toward increased
regulation, not away from it. Some recent exam-
ples include:

B In October 2009, Arnold
Schwarzenegger signed a California law that
will require California public pension plans
and retirement systems to develop and
implement, before June 30, 2010, a policy

Governor

requiring the disclosure of payments to
placement agents, and imposing a five-year
ban on new investments for any investment
manager or placement agent that violates
the disclosure policy.*

B In September 2009, Pennsylvania’s Munici-
pal Pension Plan Funding Standard and
Recovery Act was amended to adopt a code
of conduct requiring limited disclosure of
the use of third parties, including place-
ment agents and lobbyists, to communicate
with municipal pension systems or their
employees, and imposing a two-year ban on
new investments or accepting carried inter-
est on a previous investment after an affili-
ate of an investment manager makes a
political contribution to a municipal office
or candidate for municipal office.”

B In September 2009, New York State Comp-
troller Thomas DiNapoli signed an execu-
tive order prohibiting the New York State
Common Retirement Fund from doing
business for two years with any investment
adviser who has made a political contribu-
tion to the comptroller or a candidate for
the Comptroller’s Office.

B Jn September 2009, the board of the
Arizona Public Safety Personnel Retirement
System discussed policies regarding place-
ment agent fees, and that discussion
appears to be ongoing, -

B In December 2009, the board of the Los
Angeles City Employees Retirement System
adopted principles requiring disclosure of
political contributions to trustees or elected
officials bzf placement agents or investment
managers.

B In February 2010, New York City
Comptroller John C. Liu imposed regula-
tions limiting campaign contributions and
prohibiting gifts to employees of the
Comptroller’s Office and New York City
pension systems, and limiting the use of
placement agents in connection with those

pension systems.

Rules
ulate pay-to-play practices.

tled “Political Contributions

R 10
Advisers Act.

components:

B Ban on Use of Placement Agents. The
SEC would prohibit fund managers from
paying third parties to solicit government
entities for investment business.

B Two-Year Restriction on Compensation.
The SEC would prohibit fund managers
from receiving compensation for providing
advisory services to a government entity for
two years after the fund manager (or certain
persons employed by or associated with it)
makes a political contribution to a public
official or candidate for state, local or
municipal public office who is in a position
to influence the award of advisory business.
The compensation ban, if triggered, applies
not only to new investments, but to receiv-
ing compensation (including carried inter-
est) on investments that preceded the polit-
ical contribution. The ban also applies to
contributions made by new employees
before they were hired by the investment
manager. There are exceptions for contri-
butions of $250 or less, per employee per
election, to candidates for whom the
employee is permitted to vote, and for con-
tributions of $250 or less, in the aggregate,
per election, that otherwise violate the rule
but that the investment manager returns
within certain time limits. The proposed

rule also provides limited circumstances in

The SEC’s Proposed Pay-to-Play

The SEC also appears to be preparing to reg-
Last Summer, we
described the SEC’s proposed regulations, enti-
by Certain
Investment Advisers,” under Rule 206(4)-5 of the

The SEC’s proposed rule has three principal

which an investment adviser may apply for
an exemption from the two-year ban.
Notably, the proposed rule has no scienter
requirement: the ban is automatically trig-
gered by a covered political contribution,
even if the employee making the contribu-
tion has no intent to influence investment
decisions.

B Ban on Bundling and Soliciting Conttri-

The SEC would prohibit fund

and certain executives

butions.
managers and
employees from soliciting or coordinating
political contributions to officials or candi-
dates for office where the fund manager is

seeking to provide investment services.

The SEC’s comment period for the new pro-
posed rule began in July of 2009, and was sup-
posed to end in October of 2009. Comments,
however, have continued to be submitted, includ-
ing most recently a comment on February 2, 2010
by Senator Christopher ]. Dodd. Many of the
comments have been favorable. Neatly all are at
least partly favorable, as many commentators
with criticisms of aspects of the proposed rule
nevertheless applaud the desire to curb the most
extreme pay-to-play practices.

Many of the comments have centered on -
and are critical of - the proposed ban on the use
of placement agents. While most commentators
favor increased disclosure of the use of place-
ment agents, many oppose banning their use out-
right. Pension plans themselves have champi-
oned the role of placement agents in providing
needed access to fund managers for smaller, or
mote isolated plans. Financial institutions have
made the same observation. Senator Dodd wrote
to “share the concern that a ban on placement
agents could reduce the amount of information
available to public funds about the full range of
investment opportunities.”

Other commentators have expressed con-
cerns about the effect that an immediate, two-
year ban will have on existing plan-adviser rela-
The National Conference of State
Legislatures, the National Association of
Counties, the National League of Cities and
(continned on page 9)

tionships.

other similar

4
See Assembly Bill No. 1584 (October 11, 2009), http:/ /leginfo.ca.gov/pub/09-10/bill/asm/ab_1551-1600/ab_1584_bill_20091011_chaptered.pdf.
5
See Act 2009-44 (September 18, 2009), House Bill 1728, Printer’s No. 2638, 53 PS. §§ 895.101 et seq.

6
See http://www.osc.state.ny.us/reform/politicalcontribution.pdf.
' See http:/ /www.psprs.com/Admin_common/FundManager/Fund_Manager_Meetings/Minutes/2010/PSPRS%20-Fund%20Manager’020Sept?/62023,%202009.pdf.

8
See http:/ /wwwilacers.org/ AboutLACERS/Board /BoardDocs/2009/2009%20Investment%20Committee /20090428 / TTEM%20111%20%20 CONSIDERATION%200F %020 THIRD %o-
20PARTY%20MARKETING%20AND%20REFERRALS%20DISCLOSURE%20POLICY.pdf

9
See http://comptroller.nyc.gov/press/2010_releases/pr10-02-021.shtm

10
See 74 Fed. Reg. 3840 (Aug. 7, 2009).
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organizations wrote to suggest that an “abrupt
termination of . . . long standing investment
adviser relationships . . . would likely take place as
a result of the implementation of the two-year
time-out as currently set forth in the proposed
rule,” and that the SEC “did not give adequate
consideration to how the termination of these
relationships would affect state and local plans
and governments.” Members of these organiza-
tions expressed concern “that the abrupt termi-
nation of the fund or government’s long-stand-
ing investment professional that might result in
order to comply with the proposed rule could
undermine the fiduciary duty or authority of the
plan’s Board of Trustees.”

Still other commentators have expressed
concerns about the rights of investment advisers.
One commentator asked whether an automatic
two-year ban subverts due process by punishing
the investment adviser without first providing
notice and an opportunity to be heard. Another
asked whether, in light of the US. Supreme
Court’s recent decision in the Citizens United
case, a ban on political contributions by invest-
might violate the First

ment advisers

Amendment.

Thus far, the SEC has not implemented the
proposed rule or changed its text. It is clear,
SEC
staff met with representatives of the Investment
Adviser Association, Legg Mason, and T. Rowe
Price on January 13, 2010 to discuss the issue,
and Chairman Mary Schapiro, Commissioner
Elisse Walter and SEC staff met with representa-
tives of the Ohio Public Employees’ Retirement
System on February 4, 2010.

however, that the SEC’s work continues.

What Should a Fund Manager
Do Now?

With the SEC continuing to consider a new
pay-to-play rule, and codes of conduct and legis-
lation being debated and implemented across the
country, what is an investment adviser to do?

There is no one right answer, particularly not

(continued from page 8)

with the SEC rule pending but not implemented.
Each investment adviser is differently situated,
and thus there will never be a one-size-fits-all
approach; however, we can offer some general
thoughts, which investment advisers may wish to
discuss with their own counsel:

B Stay aware. New regulations are being debat-
ed and passed, and many of them apply imme-
diately to pre-existing investments.

W Assess your investments. How much of the
money that you manage came from public
pension and retirement plans or from other
government entities? When were those invest-
ments made? Can you demonstrate how much
you received, from whom, and how long ago,
to ensure that you can calculate and demon-
strate the effect of any ban on compensation?

B Assess your use of placement agents. Do
you need them? What disclosure has already
been made? Are you using placement agents
to solicit business from any pension plans that
do not know your identity, the placement
agent’s
arrangements with the agent and/or plan?

B Assess your political contributions. Do you
have a policy limiting, prohibiting or permit-
ting the political contributions by your
employees and officers? Do you have record-

identity and any compensation

keeping requirements for those contributions?
Is your firm regularly solicited by others -
clients, prospective clients, important col-
leagues - to participate in group or bundled
political contributions? Do you solicit such
contributions yourself?

B Assess your hiring practices. When you hire
a new employee or officer, do you ask her to
tell you what political contributions she has
made in the past two years?

Some or all of these questions may prove
important in the coming months. Some, but likely
few, will turn out to have been irrelevant. With reg-
ulation looming, it is a good time for investment
advisers to assess and perhaps address their own
behavior before having to justify it elsewhere. B

11
Citizens United . Federal Election Commission, 2010 WI 183856 (U.S.).

Welcome Philip Heimowitz

We are pleased to announce that Philip Heimowitz joined Paul, Weiss on January 25, 2010
as Counsel in the Investment Funds Group and the Securities Group. Phil received an LL.M.
in taxation from New York University School of Law in 1986, a J.D. from Benjamin Cardozo
School of Law in 1981, and a B.B.A from Bernard Baruch College in 1978. Most recently, Phil
was Special Counsel in the Investment Management - Registered Funds Group at Schulte

Roth & Zabel LLP.

Recent Litigation

Affecting Private Funds

2% REDEMPTIONS

Aris Multi-Strategy Fund, L.P. et al. v.
Accipiter Life Sciences Fund Il (QP) et al.
On January 21, 2010, the New York State
Supreme Court (the "Court")
entirety a complaint brought against Accipiter Life
Sciences Fund Il (QP), L.P., Accipiter Life
Sciences Fund Il, L.P, Accipiter Life Sciences
Fund Il (Offshore), Ltd. (collectively, "Accipiter"),
the general partner of the Accipiter onshore funds

dismissed in its

("Candens"), the management company ("ACM")
and one of its principals (the "ACM Principal®) by

two fund of funds investors ("Aris") whose
redemption requests were denied following a

determination by Accipiter to suspend redemp-

tions. During the third quarter of 2008, approxi-

mately 60% of the investors in the Accipiter funds

(excluding Aris) had submitted redemption

requests as of September 30, 2008. In early
October 2008, Aris submitted a redemption
request in respect of its investments in the
onshore Accipiter funds, effective as of
December 31, 2008, and shortly thereafter made
a similar request in respect of its investments in
the offshore Accipiter fund. The fund documents
provided for quarterly redemptions, to be effec-
tive as of the end of each calendar quarter.
Shortly after Aris submitted its redemption
requests, Accipiter advised investors that it would
be liquidating its funds and that redemption
requests received on or before September 30,
2008 would be honored; however, all requests
received after such date would be subject to sus-
pension. In response, counsel for Aris wrote to
Accipiter asserting that "they must treat all
investors equally and honor the plaintiffs'
Shortly thereafter, Aris
commenced its lawsuit against Accipiter,

Candens, ACM and the ACM Principal asserting,

among other things, breach of fiduciary duty,

redemption requests."

recklessness/gross negligence, breach of the
organizational and offering documents of
Accipiter's funds and negligence, and seeking
declaratory and injunctive relief. In its complaint,
Avris also alleged that Accipiter over-valued certain
of its fundsi assets, failed to prepare prudently for
redemptions, purchased large investment posi-
tions in September and October 2008 and
employed leverage in excess of the permissible
limits set forth in the governing documents of the

funds. (continned on page 10)
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Newly Enacted Laws Affecting Private Funds

Amendments to Rule 206(4)-2
Under the Advisers Act

On December 30, 2009, the SEC published a
release adopting certain amendments to the cus-
tody and recordkeeping rules applicable to regis-
tered investment advisers under the Advisers Act
and related forms (the “Release”).1 Newly amend-
ed Rule 206(4)-2 under the Advisers Act (the
“Amended Rule”) requires a registered investment
adviser that has “custody” of client assets to,
among other things: (i) undergo an annual sur-
prise examination by an independent public
accountant to verify client assets (subject to certain
enumerated exceptions, including an exception for an invest-

ment find that provides annnal andited financial statements

as more fully described below); (ii) have a reasonable
basis after due inquiry, for believing that the “qual-
ified custodian” maintaining client assets sends
account statements directly to the advisory clients;
and (iii) unless client assets are maintained by an
independent custodian (.e, a custodian that is not
the investment adviser itself or a related person of
the investment adviser), obtain, or receive from its
related person, an annual report of the internal
controls relating to the custody of those assets
from an independent public accountant that is reg-
istered with and subject to regular inspection by
the Public Company Accounting Oversight Board
(the “PCAOB”).

The Amended Rule provides special rules for reg-
istered investment advisers to pooled investment
vehicles such as limited partnerships, limited liabil-
ity companies and other similar investment vehi-
cles, including private investment funds. A sum-

mary of these rules follows.

Under the Amended Rule, an investment adviser
shall be deemed to have complied with the annual
surprise examination requirement with respect to
an investment fund that is subject to an audit: (i)

at least annually and distributes its audited financial

statements, prepared in accordance with generally
accepted accounting principles (“GAAP”), to all
of the fund’s investors within 120 days of the
fund’s fiscal year-end (or within 180 days for funds
of funds); (i) conducted by an independent public
accountant that is registered with, and subject to
regular inspection by, the PCAOB as of the com-
mencement of the professional engagement peri-
od and as of each calendar year-end; and (iii) upon
liquidation of the fund and distributes its audited
financial statements, prepared in accordance with
GAARP, to all of the fund’ investors promptly after
the completion of such audit (the “Annual Audit
Provision”).  In addition, under existing Rule
206(4)-2(a)(1), a registered investment adviser that
has “custody” of client assets (with certain limited
exceptjonsz) must maintain such client assets with
a “qualified custodian” in either a separate account
for each client under that client’s name, or alterna-
tively, in accounts that contain only the adviser’s
clients’ funds and securities, under the adviset’s
name as agent or trustee for the clients. The
Amended Rule establishes an additional require-
ment where an investment fund’s assets ate main-
tained with a qualified custodian that is either the
investment adviser to the fund or a related person
of the investment adviser. In these circumstances,
the investment adviser must obtain, or receive
from its related person, no less frequently than
once cach calendar year, a written, internal control
report prepared by an independent public
accountant. The accountant issuing the internal
control report must be registered with, and subject
to regular inspection as of the commencement of
the engagement period, and as of each calendar
year-end, by the PCAOB. The Amended Rule
became effective March 12, 2010.

Please see our January 8, 2010 client alert entitled
“How Will the Recently Amended Investment Adviser
Custody Rule Affect Investment Funds?” for further

information on this topic.  (continned on page 11)

1
http:/ /www.sec.gov/rules/final/2009/ia-2968.pdf. On March 15, 2010, the SEC posted responses to certain frequently
asked questions regarding the new custody rule. See http://www.sec.gov/divisions/investment/custody_faq_030510.htm.

2

Importantly, an investment adviser is not required to maintain custody of client assets with a “qualified custodian” with
respect to certain “privately offered securities;”” provided, that such adviser complies with the annual audit requirement. In
such circumstances, the investment adviser will not be subject to the internal control report requirement.

The Court first considered Aris' b reach of fiduciary
duty, breach of contract and negligence claims
against the Accipiter funds; and dismissed each
cause of action. With respect to Aris' breach of
fiduciary duty claim, the Court stated that the
Delaware Revised Uniform Limited Partnership
Act "did not create a fiduciary duty among con-
stituent limited partners" (although the Court did
not explain how the absence of a fiduciary duty in
this context also resulted in its dismissal of Aris'
breach of contract and negligence claims).

The Court next considered Aris' claims against
Candens, ACM and the ACM Principal for breach
of fiduciary duty - again, dismissing each cause of
action in reliance on the exculpatory language
contained in the governing documents of the
funds, which expressly precluded liability of the
parties in the absence of gross negligence or will-
ful misconduct. The Court also noted that under
the governing documents of the funds, Candens:
(i) had isole discretioni to purchase and sell
investments; (i) was given express authority to
suspend redemptions; and (i) was required to
process redemptions "on a first in, first out basis."
In addressing Aris' claim of recklessness/gross
negligence against these parties, the Court limited
its analysis to Aris' allegations regarding the over-
valuation of certain assets and the failure to liqui-
date such assets in a timely manner, which the
Court recognized as patently insufficient to estab-
lish "an extreme departure from the ordinary stan-
dard of care."

In denying Arisi request for declaratory and
injunctive relief, the Court recognized that the
governing documents of the funds explicitly
authorized Accipiter to suspend redemptions and
that injunctive relief was not available in an action
for money damages. The Court also dismissed
Arisf claim for unjust enrichment, citing the exis-
tence of a contract governing the relationship
between the parties giving rise to such claim as
the reason for its failure, as well as Aris' claim for
punitive damages, recognizing that without any
specific allegation of conduct that was iparticular-
ly reprehensible,l the necessary pleading require-
ments were not satisfied. ™
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Final Model Privacy Form
Under the Gramm-Leach-
Bliley Act

On November 16, 2009, eight federal regulatory
agencies, including the SEC and the Federal Trade
Commission, released a final rule that adopts an
optional model privacy notice form that will make
it easier for consumers to understand how finan-
cial institutions collect and shate personal infor-
mation about consumers. Under the Gramm-
Leach-Bliley Act (the “GLB Act”), financial insti-
tutions must notify consumers of their informa-
tion-sharing practices and inform consumers of
their right to opt out of certain sharing pmctices.4
The final rule provides that a financial institution
that chooses to use this model form obtains a legal
“safe harbor” and will satisfy the disclosure
requirements for notices. The GLB Act broadly
defines “financial institution” to include private
investment funds. As a result, such funds are
required to provide an initial privacy notice, as well
as annual privacy notices, to their investors that
accurately reflect the funds’ privacy policies and
practices, unless an exception applies. Financial
institutions are not required to adopt the model
form; however, if a financial institution decides
not to adopt the model form, it should review its
current privacy notices to determine whether revi-
sions are required in order to comply with the final
rule. Please see our February 2, 2010 client alert
entitled “New Privacy Policy Rule May Require Private
Funds to Modify Their Privacy Notices” for further

information on this topic.

Amendments to Reporting
Requirements for Commodity
Pool Operators

On November 9, 2009, the US. Commodity
Futures Trading Commission (“CFTC”) adopted
amendments to its regulations regarding periodic
and annual reporting requirements applicable to
commodity pool operators (“CPOs”) under
Regulation 422" The amendments became effec-
tive on December 9, 2009. Changes that affect

annual reporting requirements will be applicable to

commodity pool annual reports for fiscal years
ending December 31, 2009 and later.

B Non-unitized 4.7 Pools. The amendments

exemptions the CFTC has provided to
CPOs that operate offshore funds that elect-

clarify that the periodic account statements
for non-unitized pools operating under Rule
4.7 must disclose cither the net asset value
per outstanding participation unit in the pool
or the total value of a participant’s interest or
share in the pool.

Multiple Series Pools. The amendments
specify detailed information that must be
included in the periodic account statements
and annual reports for commodity pools
with more than one series or class of owner-
ship interest. Pools with different series or
classes may limit periodic reporting to the
series or class being reported only if the pool
has limited liability among the various seties
or classes. Pools with cross seties or class lia-
bility must report the required information
for both the pool as a whole and for each
series of class of ownership.

Fund of Funds Annual Reports. The
amendments extend the time period for a
CPO to file and distribute annual reports of
commodity pools that invest in other funds
to 180 days after the end of the pool’s fiscal
year. ‘'The amendments allow a CPO to
claim an automatic extension of 90 days,
rather than 60 days.
includes CPOs that operate Rule 4.7 exempt
funds of funds.

The extension also

B Profit Allocations. The amendments codify

existing CFTC interpretations of disclosure
requirements for: (i) special allocations; (ii)
combined gains and losses for regulated and
non-regulated transactions; and (iii) investee

fund expenses.

B Liquidating Pools. Liquidating Pools. The

amendments streamline annual reporting
requirements for pools ceasing operation.
Generally, a CPO is required to provide a lig-
uidating pool’s final report to investors and
the National Futures Association (“NFA”)
within 90 days of cessation of trading

B Offshore Pools. The amendments codify

ed not to use GAAP in the preparation of
pool financial statements.

B 4.13 Funds. The amendments delete the
requitement that any annual reports provid-
ed by pools exempt under Regulation 4.13
must be presented and computed in accor-
dance with GAAP and audited by a certified

independent public accountant.

New York State Comptroller

Bans Pension Fund

Pay-to-Play
On September 23, 2009, New York State
Comptroller Thomas P. DiNapoli banned pay-to-
play practices related to the New York State
Common Retitement Fund (“CRF”) by issuing an
executive order that prohibits CRF from doing
business with any investment adviser who has
made a political contribution to the State
Comptroller or a candidate for State Comptroﬂer.é
The ban, which closely parallels proposed SEC
regulations, will last for two years from the date of

the political contribution.

California Passes Placement
Agent Law
On October 13, 2009, California Governor
Arnold Schwarzenegger passed Cal. Gov. Code §§
7513.85 and 7513.9, which will require all
California state and local pension funds to disclose
any fees paid by managers to placement agents in
connection with securing business from such pen-
sion fund. Managers that violate the disclosure
requirements will be prohibited from seeking busi-
ness from the pension fund for two years. The law
also requires placement agents to disclose any
campaign contributions made to pension fund
board members in the 24 months prior to solicit-
ing pension fund money. The law also extends to
five years (from two years) the period of time that
pension fund board members and employees have
to wait before pitching business to the pension
fund if they defect for the private sector. State and
local pension funds have to adopt the enhanced

disclosure requirements by June 2010.

’ http:/ /www.sec.gov/rules/final/2009/34-61003fr.pdf.

4
15 US.C. §§ 6801 et seq.

’ http:/ /www.cftc.gov/ucm/groups/public/ @lrfederalregister/documents/ file /€9-26789a.pdf.

6
See http:/ /www.osc.state.ny.us/reform/politicalcontribution.pdf.
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The “Volcker Rule”

On January 21, 2010, President Obama, joined by
Paul Volcker and others, proposed new measures
calling for new restrictions on the size and scope
of banks and other financial institutions to rein in
excessive risk taking and to protect taxpayers. On
March 3rd, President Obama sent a draft of the
legislation to Congtess entitled “Prohibitions on
Proprietary Trading and Certain Relationships
with Hedge Funds and Private Equity Funds.”
Among other things, the proposal would prohibit
banks from “sponsoring” (defined as serving as
the general partner, managing member or trustee
of a fund; in any manner selecting or controlling a
majority of the directors or management of a
fund; or sharing with a fund, for corporate, mar-
keting, promotional or other purposes, the same
name or a variation of the same name) and invest-
ing in hedge funds and private equity funds
(defined as any entity exempt from registration as
an investment company pursuant to either Section
3(c)(1) or 3(c)(7) of the Investment Company
Act). Banks also would be prohibited from acting
as a prime broker to funds they advise.

On March 10th, Senators Jeff Merkley, Carl Levin,
Ted Kaufman, Sherrod Brown and Jeanne
Shaheen introduced their version of the “Volcker
Rule” entitled the “Protect our Recovery Through
Oversight of Proprietary Trading Act.” The bill,
among other things, would bar banks, bank hold-
ing companies, and their affiliates and subsidiaries
from taking or retaining any equity, partnership or
other ownership interest in or sponsoring a hedge
fund or a private equity fund. The defined terms
“hedge fund,” “private equity fund” and “sponsor-
ing” track the definitions set forth in President

Obama’s proposal.

On March 15th, Senate Banking Committee
Chairman Christopher Dodd introduced his ver-
sion of the “Volcker Rule” entitled “Restrictions
on Capital Market Activity by Banks and Bank
Holding Companies” as part of his financial over-
haul bill. Senator Dodd’s version would, among
other things: (i) prohibit banks, bank holding
companies, and their affiliates and subsidiaries
from “sponsoring or investing in a hedge fund or
a private equity fund;” (i) bar banks, bank holding
companies, and their affiliates and subsidiaries, or
companies that serve as the investment manager
or investment adviser to a hedge fund or private

equity fund from entering into a “covered transac-

tion” (as defined in section 23A of the Federal
Reserve Act to include loan-making, purchase or
investment in securities, purchase of assets, guar-
antee, ¢/.) with such hedge fund or private equity
fund; and (i) impose additional capital require-
ments and additional quantitative limits on non-
bank financial companies supervised by the
Federal Reserve pursuant to its oversight authority
under the bill (see Financial Stability Oversight
Council below) that engage in proprietary trading
or sponsoring and investing in hedge funds and
private equity funds. Again, the defined terms
“hedge fund,” “private equity fund” and “sponsor-
ing” track the definitions set forth in President
Obama’s proposal.

Private Fund Investment
Adviser Registration (House
Version)

On December 11, 2009, the US. House of
Representatives passed “The Wall Street Reform
and Consumer Protection Act of 2009.” The bill
sets forth a comprehensive set of financial regula-
tory reforms, including the “Private Fund
Investment Advisers Registration Act of 2009,”
which would eliminate the “private adviser exemp-
tion” from registration under Section 203(b)(3) of
the Advisers Act, and, instead, require any invest-
ment adviser to a “private fund” to register with
the SEC (subject to certain exemptions) and sub-
ject the private funds advised by such SEC-regis-
tered advisers to substantial regulatory reporting
requirements. A “private fund” is defined as an
issuer that would be an “investment company”
under Section 3(a) of the Investment Company
Act, but for the exception provided from that def-
inition by either Section 3(c)(1) or Section 3(c)(7)
of such Act.

Importantly, the bill provides the following
exemptions (among others) from registration as an
investment adviser with the SEC:

B any private fund adviser that “acts solely as
an adviser to private funds and has AUM in
the United States of less than $150 million”
(such an adviser would still be subject to cer-
tain recordkeeping and annual reporting
requirements described below);

B any adviser to “venture capital funds” (which
is to be defined by the SEC) (such an advis-
er would still be subject to certain record-
keeping and annual reporting requirements

desctibed below);

B any adviser that is a “foreign private fund
adviser” defined as an investment adviser
that: (a) has no place of business in the
United States; (b) during the preceding 12
months has had (i) in total, fewer than 15
clients and investors in the United States in
private funds advised by such investment
adviser; and (i) aggregate AUM attributable
to clients and investors in the United States
in private funds advised by such investment
adviser of less than $25 million; and (c) nei-
ther holds itself out generally to the public in
the United States as an investment adviser,
nor acts as an investment adviser to any
investment company registered under the
Investment Company Act; and

B any adviser to small business investment
companies, which are regulated by the Small
Business Administration.

Such SEC-registered advisers would be required to
maintain such records of and file with the SEC
such reports regarding the private funds that they
advise as “are necessary or appropriate in the pub-
lic interest and for the protection of investors or
for the assessment of systemic risk as the SEC
determines,” including for each private fund: the
amount of AUM; the use of leverage (including
off-balance sheet exposures); counterparty credit
risk exposures; trading and investment positions;
and other important information relevant to deter-
mining potential systemic risk. All records of a
private fund maintained by a SEC-registered advis-
er would be subject at any time to such periodic,
special and other examinations by the SEC.

In addition, in prescribing regulations (including
registration and examination procedures) relating
to advisers of “mid-sized private funds,” the SEC
must take into account the size, governance and
investment strategy of such funds to determine
whether they pose systemic risk; however, the bill
does not provide a definition of “mid-sized private
funds.”

The SEC would be permitted to share copies of
all reports and documents filed with or provided
to it by an SEC-registered adviser with the Board
of Govetnors of the Federal Reserve System and
to Oversight Council as necessary for the purpos-
es of assessing the systemic risk of a private
fund. In addition, a registered adviser must pro-
vide reports to investors, (continued on page 13)
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prospective investors, counterparties and credi-
tors of any private fund advised by such adviser.
The SEC may not compel a private fund to dis-
close certain proprietary information to counter-
parties and creditors, including sensitive, non-
public information regarding the investment
adviser’s investment or trading strategies, analyti-
cal or research methodologies, trading data, com-
puter hardware or software containing intellectual
property.

The bill gives the SEC broad authority to issue,
amend and rescind such rules and regulations as
are necessary or appropriate to carry out the intent
of the bill, including the ability to: (i) classify per-
sons and matters within its jurisdiction based
upon, but not limited to, size, scope, business
model, compensation scheme or potential to cre-
ate or increase systemic risk; (i) prescribe different
requirements for different classes of persons or
matters; and (i) ascribe different meanings to
terms (including the term “client,” except that the
SEC cannot define the term “client” to include an
investor in a private fund).

Please see our December 16, 2009 client alert enti-
tled “House Passes Bill Requiring Most Private Fund
Tnvestment Advisers to Register” for further informa-
tion on this topic.

Private Fund Investment
Adviser Registration (Senate
Version)

On March 15, 2010, Senate Banking Committee
Chairman Christopher Dodd introduced a sweep-
ing financial regulatory bill that included the
“Private Fund Investment Advisers Registration
Act of 2010.” The Senate Banking Committee
had released an eartlier discussion draft in
November 2009. On March 22nd, following
Committee discussions of these drafts, the Senate
Banking Committee adopted an amended version
of Senator Dodd's bill, which is substantially sim-
ilar to the House bill, with the following key differ-

ences:

B provides an exemption from registration (but
not from certain recordkeeping and report-
ing requirements) for any adviser to a “pri-
vate equity fund” (which is to be defined by
the SEC);

B provides an exclusion from the definition of
“investment adviset” under the Advisers Act
for any “family office” (which is to be
defined by the SEC in a manner consistent

with the SEC’s prior exemptive orders);

B does not contain a provision regarding regu-
lation of “mid-sized private funds;”

B provides an aggregate AUM registration
threshold of $100 million;

B requires disclosure to the SEC of any “side
arrangements or side letters whereby certain
investors in a fund obtain more favorable
rights or entitlements than other investors;”

B requires an investment adviser to take steps
as the SEC may prescribe to safeguard client
assets over which it has custody, including
verification of such assets by an independent
public accountant;

B generally requires investment advisers to
maintain the same types of records as noted
in the description of the House bill above;
however, there is no requirement to file such
records with the SEC; the SEC may issue
rules requiring each investment adviser to a
private fund to file such reports containing
such information as the SEC “deems neces-
saty and appropriate in the public interest
and for the protection of investors or for the
assessment of systemic risk;” and

B does not contain third-party disclosure

requirements.

Investor Protection; Broker
Dealers (House Version)

Included in the passage by the House of the
omnibus Wall Street Reform and Consumer
Protection Act was the “Investor Protection Act
of 2009.” Of significance to investment advisers,
the bill provides that, with respect to a broker or
dealer, when providing personalized investment
advice about securities to a retail customer, the
standard of conduct for such broker or dealer will
be the same standard as applicable to an invest-
ment adviser under the Advisers Act.

Investor Protection; Broker
Dealers (Senate Version)

Senator Dodd’s financial overhaul bill included a
version of the “Investor Protection Act of 2009,”
which would require the SEC to conduct a study
to evaluate (i) the effectiveness of existing legal or
regulatory standards of care for broker dealers and
investment advisers for providing personalized
investment advice and recommendations about
securities to retail customers; and (i) whether there
are legal or regulatory gaps or overlap in the legal
or regulatory standards in the protection of retail
customers relating to the standards of care for

broker dealers and investment advises.

Executive Compensation
(House Version)

The omnibus Wall Street Reform and Consumer
Protection Act also included the “Corporate and
Financial Institution Compensation Fairness Act
of 2009,” which would, among other things,
require certain “covered financial institutions” -
including investment advisers and broker-dealers -
with assets of at least $1 billion to disclose to the
appropriate Federal regulator the structures of all
incentive-based compensation arrangements. The
disclosures must allow regulators to determine
whether such structures are aligned with sound
risk management and their potential to have seri-
ous adverse effects on economic conditions or
financial stability. Federal regulators would have
the authority to prescribe rules preventing incen-
tive-based compensation arrangements that regu-
lators determine pose “serious adverse effects on

”»

economic conditions ot financial stability.

Executive Compensation
(Senate Version)

Senator Dodd’s financial overhaul bill contains a
modified version of regulatory requirements on
incentive-based compensation arrangements;
however, this provision only applies to companies
with securities listed on a national securities
exchange.

Financial Stability Oversight
Council (House Version)

The Wall Street Reform and Consumer Protection
Act passed by the House also included the
“Financial Stability Improvement Act of 2009,”
which would create an inter-agency Financial
Stability Oversight Council that would be respon-
sible for identifying financial companies that are so
large, interconnected or risky that their collapse
would put the US. economy at risk. These system-
ically risky firms would be subject to heightened
oversight, standards and regulation. The bill also
establishes an orderly process for shutting down
large, failing financial firms. Any costs associated
with dismantling a failed firm would be paid first
from the company’s assets at the expense of share-
holders and creditors. Any additional costs will
then be covered by a $150 billion dollar “Systemic
Dissolution Fund,” which would be capitalized by
fees assessed on financial companies with more
than $50 billion in assets, on a consolidated basis,

and by “financial companies (continned on page 14)
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that manage hedge funds” with $10 billion or
mote of assets under management on a consoli-
dated basis. Such fee assessments would be based
upon individual risk assessments as determined by
the Council.

Financial Stability Oversight
Council (Senate Version)

Senator Dodd’s financial overhaul bill would simi-
larly create an inter-agency Financial Stability
Oversight Council. ~ Significantly, in addition to
collecting information from various agencies to
identify and assess risk to the U.S. economy, the
Financial Stability Oversight Council would have
the authority, following certain procedures, to
require certain U.S. and foreign nonbank financial
companies to register with and be supervised by
the Federal Reserve. “Nonbank financial compa-
ny” is defined as a company other than a bank
holding company or a subsidiary thereof that is
substantially engaged in activities that “are finan-
cial in nature” This definition zay include hedge
funds and private equity funds. Senator Dodd’s
bill would also establish an Orderly Liquidation
Authority Panel that supervises the liquidation of
large, failing financial firms. An “Orderly Liquida-
tion Fund” would be established to cover televant
costs, which would be capitalized by fees assessed
on certain bank holding companies, nonbank
financial companies supervised by the Federal
Reserve and potentially other financial companies
with more than $50 billion in assets on a consoli-
dated basis.

Taxation of Carried Interest

On February 1, 2010, the White House teleased
President Obama’s FY 2011 Budget proposal.
Among the many proposals contained in the
budget were proposals to tax carried interest
received in connection with a “service partnership
interest” and any gain recognized on the sale of
the SPI (ie, sale of the business) as ordinary

income.

On December 9, 2009, the US. House of
Representatives approved the “Tax Extenders Act
of 2009.” The primary purpose of the legislation
is to extend for one year (through 2010) more than
40 tax relief provisions that were scheduled to
expire at year-end. The legislation also contained
several revenue provisions, including a provision
that would tax certain carried interest income at
ordinary income rates rather than at capital gains
rates. The bill, which would be effective for tax-

able years beginning after December 31, 2009,
would apply to carried interests in partnerships
where the partner holds an “investment services
partnership interest” An investment services
partnership interest is an interest held by a person
who provides advisory, management, financing
and other supporting services with respect to the
acquisition, holding or disposing of securities,
rental real estate, interests in pattnerships, com-
modities, or options or derivatives with respect to
any of the foregoing.

In related news, on March 10, 2010, the Senate
passed a tax extenders package; however, the
Senate’s version does not use carried interest as its
main revenue offset. Instead, the Senate’s version
replaced carried interest with “black liquor” and
“codification of economic substance doctrine”

offsets.

Amendment to the Bank
Secrecy Act Regulations;
Reports of Foreign Financial
Accounts

On February 26, 2010, the Internal Revenue
Service (the “IRS”) and the Financial Crimes
Enforcement Network of the Department of the
Treasury issued current guidance and Proposed
Regulations covering a number of important
issues with respect to the requirement to file Form
TD F 90-22.1, Report of Foreign Bank and
Financial Accounts (“FBAR”). Most significantly
for private investment funds, the IRS guidance
provides that an FBAR filing is not required with
respect to interests in offshore private equity and
hedge funds for 2009 and eatlier calendar years.
Please see our March 1, 2010 client alert entitled
“FBAR Filing Not Required for Interests in Offshore
Private Eiquity and Hedge Funds for Calendar Years 2009

and Earlier” for further information on this topic.

Let Wall Street Pay for the
Restoration of Main Street

On December 3, 2009, Representative Peter

DeFazio, Chairman of the U.S. House of

Representatives Subcommittee on Highways and

Transit, introduced legislation entitled “Let Wall

Street Pay for the Restoration of Main Street” that

would assess a tax on certain securities transac-

tions, including:

B stock transactions (tax rate = 0.25%);

B futures contracts to buy or sell a specified
commodity of standardized quality at a cer-
tain date in the future, at a market deter-

mined price (tax rate = 0.02%);

B swaps between two firms on certain benefits
of one party’s financial instrument for those
of the other party’s financial instrument (tax
rate = 0.02%);

B credit default swaps where a contract is
swapped through a series of payments in
exchange for a payoff if a credit instrument
goes into default (tax rate = 0.02%); and

B options.

To ensure the tax is appropriately targeted to spec-

ulators and has no impact on the average investor

and pension funds, the tax would be refunded for
tax-favored retitement accounts, mutual funds,
health
accounts and the first $100,000 of transactions

education savings accounts, savings

annually that are not already exempted.

California: An Act to Amend
the Political Reform Act of
1974: Placement Agents

On February 8, 2010, California Assemblyman Ed
Hernandez introduced a bill requiring placement
agents to register as lobbyists before pitching
investment ideas to public pension plans in
California. The legislation, AB 1743, would define
placement agents as lobbyists in accordance with
the state’s Political Reform Act. Placement agents
would be subject to strict gift limits, campaign con-
tribution prohibitions, and be prohibited from
receiving compensation contingent upon any
investment decision by the California Public
Employees’ Retirement System (“CalPERS”). The
placement agents, their firms and employers would
be required to report quarterly on their fees and
compensation and on any honoraria or gifts. The
bill is sponsored by CalPERS, state Controller
John Chiang and Treasurer Bill Lockyer.

Connecticut: An Act
Concerning Transparency
and Disclosure

On March 11, 2010, the Connecticut State Senate
Banks Committee approved CT State Bill No.
5053 entitled “An Act Concerning Transparency
and Disclosure.” The bill would require any
investment adviser to a hedge fund to “disclose to
each investor or prospective investor in such hedge
fund, not later than thirty days before any such
investment, any financial or other interests the
investment adviser may have that conflict with or
are likely to impair the investment adviser’s duties
and responsibilities to the fund or its investors.”
Although the bill is intended (continned on page 15)
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to target hedge funds, as currently drafted, the lan-
guage of the bill potentially picks up all private
funds, including private equity funds and venture
capital funds. According to the bill, a hedge fund
is located in CT if such fund has an office in CT
where employees regularly conduct business on
behalf of the hedge fund.

New York: Taxpayers’ Reform
for Upholding Security and
Transparency

On October 8, 2009, New York State Attorney

General Andrew Cuomo proposed legislation enti-

tled, “Taxpayers’ Reform for Upholding Security

and Transparency” (“TR.UST”), which would
institutionalize Mtr. Cuomo’s Public Pension Fund

Reform Code of Conduct, announced eatlier this

year, and provide additional civil, criminal and

administrative penalties and sanctions to ensure
firms and individuals are held accountable for vio-
lations of the new law. The legislation would:

B Replace the sole trustee that currently man-
ages the New York State Common
Retirement Fund (“CRF”) with a Board of
Trustees composed of 13 members. The
Comptroller would chair the Board and
serve alongside six members appointed by
the Governor, Attorney General, Temporary
President of the Senate, Speaker of the
Assembly, the Senate Minority Leader and
the Assembly Minority Leader. The Board’s
other six members would be selected by the
members of CRE.

B Prohibit investment firms from using place-
ment agents, lobbyists, or any other third-
party intermediaries to communicate or
interact with New York public pension
funds for any purpose. The prohibition
would not apply to the use of consultants
and investment banks to otherwise directly

assist investment firms by, for example,
preparing marketing materials or performing
due diligence.

B Prohibit investment firms (and their princi-

pals, agents, employees and family members)
from doing business with a public pension
fund for two years after the firm makes a
campaign contribution to any board mem-
ber. The prohibition would also apply to
candidates for such positions, but would not
apply to contributions of $300 or less to
elected officials or candidates for whom the
person making the contribution can vote.

Require rigorous, ongoing disclosure of
information relating to the identities, respon-

sibilities and qualifications of investment

fund personnel and any payments by invest-

ment firms to third patties in connection

with public pension fund matters.
Investment firms would be required to
promptly publish such information on their
websites.

B Hold investment firms to a higher standard
of conduct that avoids even the appearance
of impropriety. The legislation would pro-
hibit: (i) improper relationships between
pension fund officials and an investment
firm’s personnel or agents; (i) “revolving
doot” employment by investment firms of
former public pension fund officials and
employees; and (iii) improper gifts by invest-
ment firms to public pension fund employ-
ees and officials.

B Require investment firms to promptly dis-
close and cure any actual, potential and
apparent conflicts of interest to public pen-
sion fund officials or law enforcement
authorities where appropriate.

B Require investment firms to certify annually
that they are in compliance with key disclo-
sure requirements.

B Institute comprehensive and tough enforce-
ment provisions by creating tough new civil,
criminal and disciplinary penalties and sanc-
tions, and by requiring licensed professionals
to report to law enforcement evidence of
violations of the law. The legislation would
also provide as a basis of criminal prosecu-
tion the theft of property and honest servic-
es from the retirement system, and would
extend the statute of limitations for a person
acting in concert with a public servant.

New York City: Restrictions
Regarding Placement Agents

On February 18, 2010, New Yotk City (“NYC”)
Comptroller John Liu proposed new rules regard-
ing the use of placement agents in connection
with investments by NYC pension funds. Mr. Liu
seeks to make a distinction between “legitimate
placement agents who provide value-added servic-
es” and those that seek to influence decision mak-
ers for a designated fee. These new restrictions
must be approved by the various NYC pension
boards. Here is a brief summary of the proposals
taken from Mr. Liu’s press release:

B Comptroller Liu will decline any campaign
contributions from investment managers
and their agents doing business with, or
seeking to do business with, the NYC pen-

sion systems.

Fund managers must certify that they have
not given any gifts to any employees of the
Comptroller’s Office, nor to any employees
or trustees of the NYC pension systems.

B Fund managers must disclose all contact with

employees of the Comptroller’s Office
regarding new investments, as well as all con-
tact with pension trustees and other individ-
uals involved in the investment decision-
making process.

Fund managers must disclose all fees and
terms relating to any firm retained to pro-
vide marketing or placement services, and
that any such fees are fully paid by the fund

manager.

B Fund managers must agree that the pension

system(s) may terminate or rescind a con-
tract or commitment for investment and
recoup all management and performance

fees for violation of these requirements.

B The current ban on private equity placement

agents will be expanded to include place-
ment agents and third-party marketers for all
types of funds, whete such agents and mar-
keters are exclusively providing “finder” or

introduction services.

B The current ban on private equity placement

agents will be relaxed to allow use of place-
ment agents who provide legitimate value-
added services such as due diligence and
similar professional services on behalf of

prospective investors.

B Such agents and marketers must demonstrate

the ability to raise capital outside NYC by
establishing that they raised $500 million in
at least two of the past three years from enti-
ties other than the NYC pension systems.

A full description of value-added services
provided as well as resumes of key profes-
sionals and employees who contact individu-
als involved in the decision-making process
regarding a proposed investment will be
required.

Registration with either the SEC or the
Financial Industry Regulatory Authority will

be required.

IOSCO Publishes Systemic
Risk Data Requirements for
Hedge Funds

On February 25, 2010, the International

2010

Commissions’

Organization of  Securities
(“IOSCO”) Technical Committee published
details of an agreed template (continued on page 16)
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for the global collection of hedge fund informa-
tion that it believes will assist in assessing possible
systemic risks arising from the hedge fund sector.
The purpose of the template is to enable the col-
lection and exchange of consistent and compara-
ble data amongst regulators and other competent
authorities for the purpose of facilitating interna-
tional supervisory cooperation in identifying pos-
sible systemic risks in this sector. The template is
not a comprehensive list of all types of informa-
tion and data that regulators might want; so, reg-
ulators are not restricted from requiring addition-

al information at a domestic level. The 11 pro-
posed categories are: general manager and advis-
er information; performance and investor infor-
mation related to covered funds; assets under
management; gross and net product exposure
and asset class concentration; gross and net geo-
graphic exposure; trading and turnover issues;
asset/liability issues; borrowing; risk issues; cred-
it counterparty exposure; and other issues such as
complexity, number of open positions and con-
The SEC is a member of the
Fxecutive Committee of IOSCO. As a member,

centration.
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the SEC agrees to adopt the principles of
IOSCO.  The press release states specifically,
“IOSCO is publishing the template now to help
inform any planned legislative changes being
considered in various jurisdictions, as well as pro-
viding securities regulators the type of informa-
tion authorities could gather. The Task Force has
recommended that the first data gathering exer-
cise should be carried out on a best efforts basis
(given pending legislation in many jurisdictions)
in September 2010.” M
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This alert is not intended to provide legal
advice, and no legal or business decision
should be based on its content.

*IRS Circular 230 disclosure: To ensure
compliance with requirements imposed by
the IRS, we inform you that any U.S. feder-
al tax advice contained in this document is
not intended or written to be used, and
cannot be used, for the purpose of (i)
avoiding penalties under the Internal
Revenue Code or (ii) promoting, marketing
or recommending to another party any
transaction or matter that is contained in
this document.
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