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The United States Court of Appeals for the District of Columbia Circuit has vacated the Securities and Exchange Commission's rule changes requiring hedge fund managers to register as investment advisers.  Goldstein v. SEC, No. 04-1434 (D.C. Cir. June 23, 2006).  A three-judge panel issued the unanimous opinion more than six months after oral argument and almost five months after the February 1 compliance date for the controversial rule changes.


The SEC's new Rule 203(b)(3)-2 provides that, in determining whether an investment adviser that manages hedge funds is exempt from registration because it has fewer than 15 clients, the adviser must count the investors in the hedge funds.  The court ruled that this rule represented an unreasonable interpretation of the Investment Advisers Act of 1940 and is an arbitrary rule.  In reaching this conclusion, the court said that an investment adviser to a fund owes fiduciary duties only to the fund, not to the fund's investors.  It noted the argument that the organizational form of most hedge funds is merely legal artifice, but said that form matters in this area of the law because it dictates to whom fiduciary duties are owed.  The SEC, in contrast, had taken the position that the fiduciary duties created by the antifraud provisions of the Advisers Act do in fact extend to the relationship between an adviser and the limited partners of a hedge fund.


The court's ruling completely reverses the SEC action and seemingly leaves it with no basis on which it could require registration of hedge fund managers.  Once the court's decision has taken effect, it appears that hedge fund managers with fewer than 15 clients will be able to withdraw their investment adviser registrations.  The SEC could, however, seek a rehearing en banc by the entire D.C. Circuit or petition for review by the Supreme Court.  The SEC could decide on its own to seek a rehearing en banc, but such rehearings are rarely granted; a petition for certiorari to the Supreme Court is more likely to be successful, but the SEC can go to the Supreme Court only through and with the approval of the Office of the Solicitor General.


It is by no means clear, however, that most hedge fund managers will choose to deregister, even if the SEC accepts the court's ruling.

Much of the cost of registration, such as preparation of Form ADV and implementation of a compliance program, is now a sunk cost, and there often are competitive advantages to investment adviser registration when competing for institutional business.  However, deregistration will mean that the SEC no longer will conduct regular examinations.  Also, deregistration will allow advisers to receive performance fees from investors who are accredited investors but not qualified clients.  These typically would be individual investors or couples whose net worth is more than $1 million but not more than $1.5 million.


SEC Chairman Christopher Cox said in a statement that he has instructed the SEC's professional staff to promptly evaluate the court's decision and to provide to the SEC a set of alternatives for consideration.  The SEC is expected to consider its next steps at a closed meeting of the Commission on June 29, though this will not necessarily be followed by an immediate announcement.


The court's opinion is available online at

http://pacer.cadc.uscourts.gov/docs/common/opinions/200606/04-1434a.pdf

For Chairman Cox's statement, see

http://www.sec.gov/news/press/2006/2006-101.htm

And my earlier post on the parties' briefs is at

http://groups.yahoo.com/group/FundLaw/message/1047
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