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A legal update from Dechert’s Financial Services Group 

Proposed Legislation Would Require Nearly Every  
“Investment Adviser” Located in the U.S. or Having  
a U.S. Client to Register with the SEC 

Many advisers to privately placed pooled investment vehicles such as 
hedge funds, private equity funds, venture capital funds, family limited 
partnerships, and CDOs rely on the “Private Adviser Exemption” to avoid 
registering with the SEC as investment advisers. A bill was recently 
introduced in the House of Representatives which, if adopted, would repeal 
the Private Adviser Exemption and compel any adviser relying on that 
exemption to register with the SEC. 

The Hedge Fund Adviser Registration Act of 
2009 (the “Adviser Bill”),1 introduced on 
January 27, 2009, by Representatives Michael 
Capuano (D-Mass.) and Michael Castle (R-Del.), 
is the latest salvo in the attempt to bring further 
regulation to the hedge fund industry. The 
Adviser Bill would repeal Section 203(b)(3), one 
of the original provisions of the Investment 
Advisers Act of 1940 (the “Advisers Act”). 
Section 203(b)(3) is more commonly known as 
the “Private Adviser Exemption” as it exempts 
advisers who do not hold themselves out to the 
public and have a limited number of clients 
from the Advisers Act registration requirements 
and many of its substantive provisions and 
rules.2  

                                                 
1  The Adviser Bill is available at 

http://thomas.loc.gov/cgi-
bin/query/z?c111:H.R.711.IH:. 

2  The Private Adviser Exemption is not, however, a 
plenary exemption from the Advisers Act and 
rules thereunder. For example, advisers relying 
on Section 203(b)(3) remain subject to, among 
other things: (i) the anti-fraud provisions of Sec-
tion 206, including restrictions on principal and 
agency-cross transactions; (ii) the authority of 
the Securities and Exchange Commission 
(“SEC”) to investigate potential frauds or viola-

The Adviser Bill comes in addition to the recent 
introduction in the Senate of the Hedge Fund 
Transparency Act of 2009 (the “Fund Bill”) by 
Senators Chuck Grassley (R-Iowa) and Carl 
Levin (D-Mich.).3 While the titles of both the 
Adviser Bill and the Fund Bill suggest that these 
are aimed at regulating the hedge fund 
industry, the cumulative impact of the
                                                                      

tions by, and bring enforcement action against, 
such advisers; and (iii) Rule 206(4)–8, which 
prohibits certain fraudulent activities by an ad-
viser to a pooled vehicle with respect to investors 
in such vehicle. However, such advisers are not 
subject to: (i) limitations on the assessment of 
performance-based fees or the assignment of 
advisory contracts; (ii) SEC recordkeeping re-
quirements; (iii) the requirement to maintain a 
code of ethics or compliance program; and (iv) 
anti-fraud rules with respect to advertising, cus-
tody and proxy voting.  

3  For a more detailed discussion of the Fund Bill, 
please refer to the Dechert OnPoint dated Febru-
ary 2009 (“Fund Bill OnPoint”), available at 
http://www.dechert.com/library/FS-02-05-2009-
2-1.pdf. As noted in the Fund Bill OnPoint, the 
Fund Bill, if enacted, would require the registra-
tion of all securities related investment vehicles 
with $50 million or more in assets and, even if 
the Adviser Bill is not enacted, Section 203(b)(3) 
would appear to be unavailable to any manager 
of such an investment vehicle.  

http://thomas.loc.gov/cgi-bin/query/z?c111:H.R.711.IH:
http://www.dechert.com/library/FS-02-05-2009-2-1.pdf
http://www.dechert.com/library/FS-02-05-2009-2-1.pdf
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Adviser Bill and the Fund Bill is to subject a far greater 
range of advisers and the investment vehicles they 
manage to registration with (and increased regulation 
and scrutiny by) the Securities and Exchange 
Commission (the “SEC”).  

Current Regime 

Subject to certain statutory exceptions, an “investment 
adviser” is, as relevant here, “any person who, for 
compensation, engages in the business of advising 
others, either directly or through publications or 
writings, as to the value of securities or as to the 
advisability of investing in, purchasing or selling 
securities.”4 The Advisers Act generally requires that 
any person so defined register with the SEC,5 unless the 
adviser can rely on an exemption from the registration 
requirement. The most common exemption relied on by 
advisers to hedge funds, private equity funds, and other 
pooled investment vehicles (including CDOs and CLOs), 
is the Private Adviser Exemption. The Private Adviser 
Exemption is available to any adviser that: 

 has advised fewer than 15 clients in the course of 
the preceding 12 months; 

 does not hold itself out generally to the public as 
an investment adviser; and 

 does not advise any registered investment 
company or business development company. 

Special Counting Rules for Pooled Vehicles 
and Non-U.S. Advisers 

When counting clients for purposes of the Private 
Adviser Exemption, Rule 203(b)(3)–1 under the Advisers 
Act (the “Counting Rule”) permits, among other things: 
(i) any adviser to count a pooled vehicle as a single 
                                                 
4  See Section 202(a)(11) of the Advisers Act. 

5  Except for advisers based in Wyoming (which lacks its own 
investment adviser registration statute) and non-U.S. ad-
visers, advisers having assets under management of less 
than $25 million are prohibited from registering with the 
SEC and would need to register, if at all, in one or more 
states. It is unclear what the effect of the Adviser Bill 
would be on advisers who, if unable to register with the 
SEC, might be required to register in a state that has a 
private adviser exemption that is comparable to that of the 
Advisers Act, but which is not explicitly tied to the Advisers 
Act.   

client, rather than treating each individual investor 
therein as a client; provided that an investor must be 
counted as a client, separate and apart from the pooled 
vehicle, if individualized advice is provided to such 
investor; and (ii) a non-U.S. adviser (i.e., an investment 
adviser whose principal office and place of business is 
outside of the U.S.) to count only those clients that are 
U.S. residents.6 

Previous, Failed Attempts to Capture Hedge 
Fund Advisers Focused on the Definition of 
“Client” for Purposes of the Private Adviser 
Exemption 

In 2004, the SEC adopted amendments to the Counting 
Rule and added a companion rule under Section 
203(b)(3) (together, the “2004 Rule”), with the effect 
that investment advisers were required to “look 
through” certain funds and count investors in the fund 
as clients of the adviser for the purposes of determining 
compliance with the 15 client limit. However, the 2004 
Rule was subsequently vacated by the Court of Appeals 
for the District of Columbia Circuit, following a lawsuit 
filed by Philip Goldstein.7 The court held that the SEC 
had exceeded its authority to promulgate interpretive 
rules under the Advisers Act, and that the 2004 Rule 
was arbitrary, strayed too far from the plain language of 
the statute, and was well beyond what Congress 
intended when it passed the Advisers Act. In response, 
Representative Barney Frank (D-Mass.) introduced The 
Securities and Exchange Commission Authority 
Restoration Act of 2006, which would have specifically 
authorized the SEC to define the term “client” for 
purposes of Section 203(b)(3) in a manner consistent 
with the 2004 Rule, but it was not enacted.8  

The Adviser Bill Would Simply Repeal the 
Private Adviser Exemption 

The Adviser Bill is significantly broader in scope than 
these prior efforts to bring about the regulation of hedge 
                                                 
6  See Rule 203(b)(3)–1. By contrast, U.S. advisers must 

count all clients, regardless of residence.  

7  See Goldstein et al. v. Securities and Exchange Commission, 
451 F.3d 873 (D.C. Cir. 2006). 

8  As noted in the Fund Bill OnPoint, a prior effort by Senator 
Grassley to amend the Private Adviser Exemption failed in 
2007.  



d 

 
 February 2009 / Issue 6 3 

fund managers. Given the broad scope of the Adviser 
Bill, it is difficult to predict whether the Adviser Bill will 
be passed and, if so, in what form.9 It is similarly 
difficult to predict the nature or scope of regulatory 
guidance that may be issued in connection with any 
final legislation. 

If the Bill is Enacted in its Current Form, a Broad 
Range of Advisers will be Required to Register  

What is clear is that, if the Adviser Bill is enacted in its 
current form, the Private Adviser Exemption would be 
repealed in its entirety and any investment adviser that 
has a jurisdictional nexus to the United States would be 
required to register with the SEC, unless another 
exemption was available—regardless of the number or 
type of clients advised.10 This would encompass not 
only investment managers and general partners of 
hedge funds, but also those who serve other types of 
pooled investment vehicles such as venture capital 
funds, private equity funds, family limited partnerships, 
and CDOs. In particular, while the 2004 Rule was 
carefully crafted to exclude investment advisers of 
private equity funds and venture capital funds by 
excepting from the “look-through” requirement any 
pooled vehicle that did not permit investors to redeem 
their investments within two years,11 the Adviser Bill 
would not distinguish on this (or any) basis. Instead, the 
Adviser Bill would generally require registration of any 
fund manager since the fund is a client, and there would 
no longer be an exception available based on serving 
fewer than a specified number of clients.  

                                                 
9  The Adviser Bill has been referred to the House Committee 

on Financial Services but has not yet been submitted for 
debate or vote in the full House. 

10  Other remaining exemptions that might be available under 
the Advisers Act include: (i) a person providing advice 
solely to residents of the state in which he maintains his 
office and who does not provide advice about securities 
listed or traded on an exchange; (ii) any investment ad-
viser whose only clients are insurance companies; and (iii) 
any adviser registered with the Commodity Futures Trad-
ing Commission as a commodity trading adviser, so long 
as it does not (a) advise a registered investment company 
or a business development company, or (b) engage pri-
marily in providing advice with respect to securities. How-
ever, these exemptions are limited in scope and are 
unlikely to be of benefit to advisers previously relying on 
the Private Adviser Exemption; only the last would seem to 
be of use to any hedge fund adviser, and it too would no 
longer be available if the Fund Bill is enacted.  

11  This also had the effect of excluding many CDO managers. 

Effects on Non-U.S. Advisers  

The Adviser Bill will likely be of significant concern to 
non-U.S. advisers. Under the current regime, a non-U.S. 
adviser may service any number of non-U.S. clients and 
up to 14 U.S. clients12 without registering, provided that 
it doesn’t hold itself out to the public in the U.S. as an 
adviser. Such clients often include non-U.S. private 
funds which could have a significant number of U.S. 
investors. If the Adviser Bill is adopted, non-U.S. 
advisers who service even a single U.S. client would be 
obligated to register, unless otherwise exempt.  

Moreover, while the Adviser Bill does not purport to be a 
direct legislative repeal of the Goldstein case, or 
otherwise affect the manner in which an adviser 
determines the identity of its “clients” for any purpose 
under the Advisers Act, a repeal of Section 203(b)(3) 
would seem to render the Counting Rule, itself, largely 
irrelevant for purposes of determining whether an 
adviser would be required to register. The Adviser Bill 
does not directly address the treatment of non-U.S. 
advisers to non-U.S. funds in which U.S. persons invest. 
Nonetheless, since the provision of the Counting Rule 
governing the treatment of a non-U.S. adviser’s non-U.S. 
clients simply codified prior staff guidance, it would also 
seem that there is not a sufficient jurisdictional nexus to 
compel the registration of a non-U.S. adviser that 
provides advice solely to non-U.S. funds (and/or other 
non-U.S. clients) and that does not solicit U.S. clients 
within the U.S. or using U.S. jurisdictional means.13 
Similarly, guidance excepting registered non-U.S. 
advisers from certain provisions of, or rules under, the 
                                                 
12  Rule 203(b)(3)–1(b)(5) states that a non-U.S. adviser is 

“not required to count clients that are not United States 
residents, but [a U.S. adviser] must count all clients.”   

13  In particular, it has long been the staff’s position that: (i) 
“[u]nless excepted . . . a foreign investment adviser that 
makes use of . . . U.S. jurisdictional means to solicit cli-
ents in the United States” is subject to registration but “a 
foreign adviser to foreign clients may use U.S. jurisdic-
tional means to acquire information about the securities of 
United States issuers, and effect transactions in the secu-
rities of United States issuers through United States bro-
kers or dealers, for the benefit of the adviser’s clients 
without registering under the Advisers Act” and (ii) for 
purposes of the Private Adviser Exemption “a foreign ad-
viser may count only its United States clients.” Vocor Inter-
national Holding S.A. (pub. avail. Apr. 9, 1990). It is un-
clear, however, how the Staff will continue to interpret 
these matters, or if the SEC will engage in rulemaking to 
further clarify the application of the Advisers Act to these 
types of non-U.S. advisers.  
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Advisers Act with respect to non-U.S. clients should 
remain available.14  

Obligations of Investment Advisers 

The Advisers Act imposes a number of requirements on 
advisers. The following could significantly impact 
advisers who might become subject to registration if the 
Adviser Bill and/or the Funds Bill is adopted:  

 Registration and Disclosure Obligations – To 
register with the SEC, an adviser must complete 
and file a Form ADV. There are two parts to the 
Form ADV. Part 1 provides the SEC with 
information regarding the corporate nature of the 
adviser, its officers and directors, and the size of 
its business. Part II requires disclosure of the 
background and business practices of the adviser. 
Form ADV, Part 1 is filed electronically with the 
SEC through the Investment Advisers Registration 
Depository (“IARD”). Investors may search the 
IARD database and obtain current information on 
an adviser’s Form ADV, Part 1. At this time, Form 
ADV, Part II must be kept current and maintained 
in the adviser’s files.15 Each registered investment 
adviser is required to provide its clients with a 
copy of its Form ADV, Part II or an equivalent 
disclosure document (the adviser’s “Brochure”) 
prior to engaging in an advisory relationship and, 
subsequently, to annually deliver, or offer to 
deliver, without charge, a copy of the Brochure 
upon written request.16   

                                                 
14  See Uniao de Banco de Brasileiros S.A., (pub. avail. July 28, 

1992) and related letters. Under these letters, a registered 
non-U.S. adviser that advises non-U.S. clients is generally 
not subject to the full regulatory regime of the Advisers 
Act; however, such an adviser would be subject to the full 
requirements of the Advisers Act with respect to any U.S. 
clients. The so-called “Regulation Lite” regime should also 
remain available to advisers who voluntarily register. 

15  Form amendments have been proposed, but not yet 
adopted, which would require registered advisers to file 
their entire Form ADV (including a narrative brochure 
which would replace existing Form ADV, Part II) through 
IARD. See Amendments to Form ADV, Rel. No. IA-2711 
(Mar. 3, 2008).  

16  Since, as noted above, the Adviser Bill does not purport to 
alter the manner in which the term “client” is defined for 
purposes of the Advisers Act, advisers will not be required 
to deliver a brochure to investors in a private fund (though 
some advisers choose to do so to assure conformity with 
Rule 206(4)–8 under the Advisers Act) but, instead, would 
satisfy the offer and delivery obligations through offer and 
delivery to the fund itself. 

 Inspections – As part of its oversight of investment 
advisers, the SEC undertakes an inspection 
program, designed to ensure that, among other 
things, the adviser is in compliance with the 
Advisers Act and other applicable federal 
securities laws and the adviser’s business 
activities are consistent with the information 
disclosed in its Form ADV.17 These may take the 
form of a cyclical “regular” inspection, an 
inspection for “cause,” or a “sweep” inspection 
generally covering advisers focused on a 
particular geographic area or industry or with 
respect to a particular issue or practice.  

 Performance Fees – Section 205(a)(1) of the 
Advisers Act generally prohibits an investment 
adviser from entering into any advisory contract 
that provides for compensation based on a share 
of the capital gains or capital appreciation in a 
client’s account or any portion thereof. Therefore, 
unless able to rely on certain exceptions set forth 
in the Advisers Act or rules thereunder, advisers 
required to register under the Advisers Act would 
not be entitled to charge performance fees.18 

 Advisory Contracts – The Advisers Act sets forth 
requirements and prohibitions with respect to 
investment advisory contracts entered into by 
advisers, including requiring that such contracts 
provide that the contract may not be assigned by 
the adviser without the client’s consent.19  

                                                 
17  Section 204 of the Advisers Act provides that all advisers, 

unless exempt from registration under 203(b), must main-
tain certain books and records which “are subject at any 
time, or from time to time, to such reasonable periodic, 
special or other examinations by representatives of the 
[SEC] as the [SEC] deems necessary or appropriate in the 
public interest or for the protection of investors.” While 
private advisers are not subject to these sorts of examina-
tions, they are subject to the SEC’s general enforcement 
powers which include, under Section 209 of the Advisers 
Act, the power to cause such an adviser “to investigate 
facts and circumstances” relevant to any potential or ap-
parent violation of the federal securities laws (and related 
regulations) and, in connection with such an investigation, 
“to administer oaths and affirmations, subpoena wit-
nesses, compel their attendance, take evidence, and re-
quire the production of any books, papers . . . or other 
records which are relevant or material to the inquiry.”   

18  Contracts with non-U.S. clients, private funds relying on 
Section 3(c)(7) of the Investment Company Act of 1940, 
and certain sophisticated investors are excepted from the 
prohibition. See Sections 205(b)(4) and (5) of, and Rule 
205–3 under, the Advisers Act. 

19  Section 205(a)(2) of the Advisers Act. Advisers exempted 
from registration pursuant to any subsection of Section 
203(b) are excepted from Section 205.  
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 Custody – Investment advisers having custody of 
client assets will be subject to the requirements 
of Rule 206(4)–2 under the Advisers Act (the 
“Custody Rule”). The Custody Rule defines 
“custody” as “holding, directly or indirectly, client 
funds or securities, or having any authority to 
obtain possession of them.”20 With limited 
exceptions, an investment adviser having custody 
of client assets must maintain such assets with a 
“qualified custodian.” Qualified custodians 
include banks and savings associations, broker-
dealers, futures commission merchants, and 
foreign financial institutions that customarily hold 
financial assets for customers (provided that such 
customer assets are segregated from proprietary 
assets). Investment advisers are also required to 
send out quarterly account statements to clients 
(unless the adviser reasonably believes that such 
clients receive quarterly account statements from 
a qualified custodian). Alternatively, an adviser of 
a partnership or other pooled investment vehicle 
may distribute US GAAP-compliant financial 
statements within 120 days after the relevant 
vehicle’s fiscal year end (180 days for funds of 
funds). 

 Recordkeeping – The Advisers Act imposes 
extensive recordkeeping requirements on 
registered advisers. Such records include typical 
business accounting records, and certain 
additional records the SEC believes an adviser 
should keep in light of the special fiduciary nature 
of its business. 

 Code of Ethics and Compliance Program – In 
addition to the keeping of books and records, a 
registered investment adviser is also required to 
maintain and enforce a written code of ethics.21 
Such a code must include, at a minimum: 
standards of business conduct for supervised 
persons that require them to comply with 
applicable federal securities laws; a requirement 
that “access persons” of the investment adviser 
preclear purchases of IPOs and limited offerings 
and report personal securities transactions 

                                                 
20  As an example of “custody,” the Custody Rule includes 

“[a]ny capacity (such as general partner of a limited part-
nership, managing member of a limited liability company 
or a comparable position for another type of pooled in-
vestment vehicle or trustee of a trust) that gives [the ad-
viser] or [its] supervised persons legal ownership of or 
access to client funds or securities.” As a result, many 
advisers that would be subject to registration if the Adviser 
Bill is enacted (esp., advisers to domestic private funds) 
would have custody and be required to comply with the 
Custody Rule.  

21  See Rule 204A–1. 

periodically to the adviser; a requirement that 
supervised persons promptly report violations of 
the adviser’s code to its chief compliance officer 
or other designated person; and a requirement 
that each supervised person be provided with the 
code of ethics and acknowledge receipt of it. 
Advisers are also required to adopt a compliance 
program that is reasonably designed to prevent 
violations of the Advisers Act and rules 
thereunder, and to appoint a chief compliance 
officer charged with overseeing, and reviewing 
annually, such program.22  

While these obligations will not necessarily impact an 
adviser’s investment strategies, the cost of compliance 
with the Advisers Act could be very high and may impact 
adversely on smaller managers, particularly if they are 
no longer able to charge a performance-based fee. It 
should be noted that the 2004 Rule (and related staff 
guidance) offered certain grandfathering provisions with 
respect to the recordkeeping requirements and 
performance fee rules. In particular, advisers that were 
subject to registration for the first time were allowed to: 
(i) use performance information for periods that pre-
dated their registration without having all records for 
pre-registration periods that would otherwise be 
required, and (ii) charge performance fees to pre-
existing clients, notwithstanding the limitations 
discussed above. The Adviser Bill does not currently 
contain any such accommodations.  

■ ■ ■ 

This client alert was authored by David Vaughan,  
(+1 202 261 3355, +1 212 698 3652, 
david.vaughan@dechert.com), Michael Sherman  
(+1 202 261 3449, michael.sherman@dechert.com) 
and Dominic Hulse (+1 202 261 3338, 
dominic.hulse@dechert.com). 

                                                 
22  See Rule 206(4)–7.  
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