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  SEC Implements Advisers Act 
Provisions of Dodd-Frank Act  

  Recently proposed SEC rules would implement 
the provisions of the Dodd-Frank Act that address 
the registration and reporting requirements under 
the Investment Advisers Act for several categories 
of investment managers, including those that advise 
private equity funds.   

 By Kenneth Muller and Seth Chertok 

 On November 19, 2010, the SEC proposed two 
releases that implement different aspects of the 
“Dodd-Frank Wall Street Reform and Consumer 
Protection Act” (Dodd-Frank Act) applicable to 
investment advisers. The fi rst release (Implementing 
Release) 1    for the most part concerns the mechan-
ics of investment advisers registering and reporting 
following the Dodd-Frank Act. The second release 
(Exemptions Release) 2    implements new exemptions 
from the registration requirements of the Invest-
ment Advisers Act of 1940 (Advisers Act). The 
new exemptions generally can be relied upon by 
investment advisers who are no longer able to rely 
upon the fewer than 15 client exemption in Section 
203(b)(3) of the Advisers Act and who have assets 
under management in excess of the applicable fl oor 
following the enactment of the Dodd-Frank Act.  

  The Rules Implementing Amendments 
to the Advisers Act  

  Eligibility for Federal Registration 
of Investment Advisers  

 The Dodd-Frank Act generally defi nes a cov-
ered mid-sized investment adviser as an  investment 
adviser with between $25 and $100 million in 
assets under management, and that is subject 
to registration and examinations as an invest-
ment adviser with the state in which it maintains 
its principal offi ce and place of  business. 3    Fol-
lowing the enactment of  the Dodd-Frank Act, 
new Section 203A(a)(2) of  the Advisers Act 
provides that no covered mid-sized investment 
adviser shall register federally unless: (1) the 
adviser advises a registered investment company; 
(2) the investment adviser advises an electing 
“business development company”; or (3) the 
adviser is required to register with 15 or more 
states. As a result of  the Dodd-Frank Act, pri-
vate equity mid-sized investment advisers that 
desire federal registration will have to structure 
their investment operations so that they would 
be required to register with 15 or more states, 
or advise only business development companies 
(BDCs). Alternatively, it would be possible for 
private equity mid-sized investment advisers to 
register federally if  the investment adviser were 
not subject to registration and examinations in 
the state where it maintains its principal offi ce 
and place of  business. 
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 The above changes will frequently raise the fed-
eral fl oor for registration to $100 million, which 
generally bars smaller and mid-sized investment 
advisers from choosing federal registration over 
state registration. It will relieve some of the fed-
eral congestion that would have resulted from the 
narrowing of several Advisers Act exceptions in 
the Dodd-Frank Act, including, without limita-
tion, the most commonly relied upon exemption 
in Section 203(b)(3) of the Advisers Act, which 
is the private advisers exemption for investment 
advisers that advise fewer than 15 clients. The 
SEC noted that as a consequence of Section 410 
of the Dodd-Frank Act, the SEC estimated that 
approximately 4,100 SEC-registered advisers 
will be required to withdraw their registrations 
and register with one or more state securities 
 authorities. 4     

  Transition to State Registration   

 The SEC proposed Rule 203A-5, which would 
require each   investment adviser registered with 
the SEC on July 21, 2011, to fi le an amendment 
to its Form ADV no later than August 20, 2011, 
and to report the market value of its assets under 
management determined within 30 days prior to 
the fi ling. 5    The SEC noted that if  an adviser failed 
to fi le this amendment, it would cancel the advis-
er’s registration.  

 An adviser registered with the SEC on July 21, 
2011, but no longer eligible for Commission reg-
istration as a result of being a covered mid-sized 
investment adviser, unless exempt from the prohi-
bition on registration by virtue of Rule 203A-2, 
would have to withdraw its registration by fi ling 
Form ADV-W no later than October 19, 2011 (60 
days after the required refi ling of Form ADV). 6    
By the end of that 60 day period, the withdrawing 
investment adviser would have to register in the 
states and arrange for its associated persons to 
qualify for investment adviser representative reg-
istration. Some investment advisers may believe 
that the 90 day grace period (the 30 day plus the 
60 day period) is too short, as it contrasts with 

the 180 day period in the SEC’s current rule that 
applies to SEC registered advisers switching to 
state registration. 7    

  Definition of “Assets Under Management”  

 The concept of “assets under management” 
has a signifi cant impact on whether an investment 
adviser must register federally or with the states. 
The concept of “assets under management,” in 
particular, is relevant to determining whether the 
applicable fl oor for federal registration is met as 
well as to determining whether the new private 
funds exemption in Section 203(m) is available. 8    
The term “assets under management” addition-
ally appears in Section 202(a)(30) of the  Advisers 
Act, which defi nes a “foreign private adviser,” 
in part, as having “assets under management” 
attributable to U.S. clients and private fund inves-
tors of less than $25 million.  

 Section 203A(a)(2) of the Advisers Act cur-
rently defi nes “assets under management” as the 
“securities portfolios” with respect to which an 
adviser provides “continuous and regular super-
visory or management services.” In the Imple-
menting Release, the SEC proposed a uniform 
calculation of “assets under management” that 
can be used for all purposes under the Advis-
ers Act. The SEC also intended to eliminate the 
choices in the calculation of “assets under man-
agement” that currently exist in Item 5(b) of the 
instructions to Part 1A of Form ADV, to create 
more consistency and to make sure that assets that 
potentially generated systemic risk were included 
in the calculation.  

 In order to achieve consistency, the SEC 
would require an adviser to include in its assets 
under management the value of  any “securi-
ties portfolios” (including private funds) over 
which the adviser exercises continuous and reg-
ular supervisory or management services as of 
the date of  fi ling the Form ADV, regardless of 
whether these assets are family or proprietary 
assets, accounts managed without receiving 
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compensation, or assets of  clients who are not 
U.S. persons, all of  which an adviser currently 
may (but is not required to) exclude. 9    For “pri-
vate funds,” an adviser would include in the cal-
culation of  regulatory assets under management 
all the assets of  the private fund, including the 
amount of  any uncalled capital commitments 
made to the fund. 10    Note that the proposed rule 
is not clear about whether all assets of  exempt 
funds other than “private funds” would be 
included. Proposed item 5.F directs the adviser 
to exclude the portion of  an account (a) under 
management by another person; or (b) that con-
sists or real estate or businesses whose opera-
tions the adviser manages on behalf  of  a client 
but not as an investment. 11    The SEC would not 
allow an adviser to subtract outstanding indebt-
edness and other accrued but unpaid liabili-
ties from assets under management, since they 
remain in a client’s account and are managed by 
the adviser. 12     

 The SEC proposed to modify the valuation 
instructions to add an instruction that requires 
advisers to use the fair value of private fund 
assets. 13    The SEC would not require such fair 
value calculation to be made in accordance with 
GAAP. 14    It appears that by fair value, the SEC 
would mean market value, since Instruction 
5.b.(4) of the Instructions for Part 1A requires 
the calculation to be based on market value. That 
instruction notes that the adviser would deter-
mine market value using the same method it used 
to report account values to clients or to calculate 
fees for advisory services. The SEC also noted 
that it would permit the general partner to cal-
culate market value, 15    but even while this would 
be permitted for purposes of calculating assets 
under management, we think it could potentially 
give rise to a confl ict of interest. 

 It should be noted that the above calculation 
of “assets under management” generally tends 
to include potential assets in “assets under man-
agement.” Many private equity fund advisers 
may actually fi nd this type of calculation to be 

 advantageous, since it will generally more eas-
ily allow private equity fund advisers to reach 
the applicable fl oor required for federal registra-
tion, which will allow such advisers to avoid the 
complexities of  state regulation. However, “for-
eign private advisers” seeking to rely upon new 
 Section 203(b)(3) may fi nd this type of calcula-
tion burdensome. 

 Registered advisers would only need to update 
assets under management on Form ADV annu-
ally, although the proposed Exemptions Release 
discussed in Part II notes how for purposes of the 
“private funds” exemption in Section 203(m), the 
adviser would need to calculate assets under man-
agement on a quarterly basis.  

  Switching Between Federal 
and State Registration  

 Rule 203A-1(b) provides the framework for 
investment advisers with fl uctuating assets that 
may have to switch between federal and state 
 registration.  

 Rule 203A-1(b)(1) currently provides that if  
an investment adviser is registered with a state 
securities authority, it must apply for registration 
with the Commission within 90 days of fi ling an 
annual updating amendment to its Form ADV 
reporting that it has at least $ 30 million of assets 
under management. Proposed Rule 203A-1(a) 
would provide that if  the investment adviser is 
registered with a state securities authority, it must 
apply for registration with the Commission within 
90 days of fi ling an annual updating amendment 
to its Form ADV reporting that it is eligible for 
SEC registration and is not relying on an exemp-
tion from registration under  Sections 203(l) (the 
new venture capital exemption) or 203(m) (the new 
private funds exemption) of the Advisers Act. 

It is unclear why the rule suggests that an 
adviser eligible for federal registration would have 
to apply for federal registration in the event it 
relied on an exemption other than Section 203(l) 
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(the new venture capital exemption) or Section 
203(m) (the new private funds exemption). For 
example, an adviser that relied upon the new 
SBIA exemption in Section 203(b)(7) presumably 
should not have to register federally. Another 
problem with the proposed rule is that switching 
should be triggered not when the adviser is eli-
gible to register federally, but when the adviser is 
required to register federally. This is because the 
fl oor for non-covered mid-sized investment advis-
ers remains at $25 million under Section 203A, 
while registration for such advisers would only be 
required under Rule 203A-1 at $30 million. Thus, 
the rule should be potentially changed to require 
that switching will occur when the adviser must 
register federally and when the adviser is unable 
to rely upon any exemptions. 

 Rule 203A-1(b)(2) currently provides that if  
an investment adviser is registered with the Com-
mission and fi les an annual updating amendment 
to its Form ADV reporting that it no longer has 
$25 million of assets under management (or is not 
otherwise eligible for SEC registration), it must 
fi le Form ADV-W (17 C.F.R. 279.2) to withdraw 
its SEC registration within 180 days of its fi scal 
year end (unless it then has at least $25 million of 
assets under management or is otherwise eligible 
for SEC registration). Proposed Rule 203A-1(b) 
would provide that if  the investment adviser is reg-
istered with the Commission and fi les an annual 
updating amendment to its Form ADV reporting 
that it is not eligible for SEC registration and is 
not relying on an exemption from registration 
under Section 203(l) (the new venture capital 
exemption) or Section 203(m) (the new private 
funds exemption) of the Advisers Act, it must 
fi le Form ADV-W to withdraw its SEC registra-
tion within 180 days of its fi scal year end (unless 
it then is eligible for SEC registration). Note that 
it is probably not necessary to include in the rule 
that the adviser not be relying upon Section 203(l) 
or Section 203(m), since, to the extent an adviser 
was ineligible for federal registration, it is diffi -
cult to fathom why it would need to rely upon an 
exemption. 

  Exemptions with Respect 
to Prohibited Registrations  

 The SEC previously adopted six exemptions 
from the prohibition on registration in Rule 
203A-2, permitting certain types of advisers to 
register with the Commission if  they meet certain 
conditions. The SEC proposed to amend three of 
the exemptions in Rule 203A-2 to refl ect recent 
developments since their adoption, including the 
enactment of the Dodd-Frank Act. 

 First, the SEC proposed to delete the exemption 
for nationally recognized statistical rating organiza-
tions (NRSROs), since there is currently only one 
Advisers Act registered NRSRO and it has more 
than $100 million in assets under  management. 
Note that Congress has provided for a separate 
regulatory regime for NRSROs under the Securi-
ties Exchange Act of 1934 (Exchange Act).  

 Second, the SEC proposed to change the 
exemption for pension consultants. Currently, 
this exemption applies to investment advisers that 
are “pension consultants” with respect to assets 
of plans having an aggregate value of at least 
$50 million. The SEC proposed to increase the 
minimum value of plan assets from $50 million 
to $200 million. 16    Essentially, the SEC proposed 
to retain the same proportion with respect to the 
new $100 million fl oor as previously existed with 
respect to the $25 million fl oor.  

 Third, the SEC proposed to change the multi-
state adviser exemption. Under Rule 203A-2(e), 
the prohibition on registration with the Commis-
sion does not apply to an investment adviser that 
is required to register in 30 or more states. The 
SEC proposed to amend Rule 203A-2(e) to per-
mit all investment advisers required to register 
as an investment adviser with 15 or more states 
to register with the Commission if  its conditions 
are met. 17    This provision will particularly benefi t 
smaller investment advisers with interstate opera-
tions that seek to avoid the complexities of a myr-
iad of state regulations. The case of mid-sized 
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investment advisers with similar operations is 
already addressed by new Section 203A(a)(2), 
which, as discussed above, already provides that 
mid-sized investment advisers can register with 
the SEC if  they are required to register with 
15 or more states.  

  Elimination of Safe Harbor  

 Rule 203A-4 currently provides a safe harbor 
that protects against enforcement actions in con-
nection with SEC registration for an investment 
adviser that is registered with the state securities 
authority of the state in which it has its principal 
offi ce and place of business, based on a reason-
able belief  that it is prohibited from registering 
with the Commission because it does not have 
suffi cient assets under management. The SEC has 
proposed completely eliminating this exemption 
due to the fact that the Dodd-Frank Act generally 
requires a higher threshold for registration under 
the theory that advisers would be more likely to 
be aware of crossing these higher thresholds. This 
logic probably does not apply in the case of non-
covered mid-sized investment advisers within the 
meaning of Section 203A(a)(2), since, with respect 
to non-covered mid-sized investment advisers, the 
Dodd-Frank Act generally retains the old $25 
million fl oor for federal registration. 

  Mid-Sized Investment Advisers  

 As discussed above, new Section 203A(a)(2) 
of the Advisers Act will generally prohibit (sub-
ject to certain exceptions) covered mid-sized 
advisers (defi ned above) from registering with the 
SEC. The SEC proposed changes to Form ADV 
to require a mid-sized adviser fi ling with the SEC 
to affi rm, upon application and annually there-
after, that it is not required to be registered as an 
adviser with the state securities authority in the 
state where it maintains its principal offi ce and 
place of business. 18    The SEC also stated that it 
would identify for advisers the states in which the 
securities commissioner did not certify that advis-
ers are subject to examination. 

  Reports by “Exempt Reporting Advisers”   

 The Dodd-Frank Act provides that the SEC 
will require investment advisers meeting the 
conditions for the venture capital or the private 
fund exemptions (Exempt Reporting Advisers) to 
submit to certain record keeping and reporting 
requirements.  

   Reporting Through Form ADV.   Proposed Rule 
204-4 would require Exempt Reporting Advisers 
to fi le reports with the Commission electronically 
on Form ADV. 19    The reports fi led by Exempt 
Reporting Advisers would be publicly avail-
able on the SEC’s website. Investment advisers 
may object to such public disclosure, although 
 confi dentiality concerns are mitigated by the fact 
that the SEC would only use sub-sets of items 
currently required by Form ADV. Such disclosure 
may be more limited than what would be required 
under applicable state law. The SEC also noted 
that advisers could easily transition from Exempt 
Reporting Advisers to applying for registration 
simply by amending Form ADV. 

   Information in reports.   The SEC proposed sev-
eral amendments to Form ADV to facilitate fi l-
ings by Exempt Reporting Advisers. Among other 
proposals, the SEC proposed to require Exempt 
Reporting Advisers to complete only the following 
items in Part 1A of Form ADV: Items 1 (Identify-
ing Information), 2.C. (SEC Reporting by Exempt 
Reporting Advisers), 3 (Form of Organization), 
6 (Other Business Activities), 7 (Financial Industry 
Affi liations and Private Fund Reporting), 
10 (Control Persons), and 11 (Disclosure Infor-
mation). In addition, Exempt Reporting Advisers 
would have to complete corresponding sections 
of Schedules A, B, C, and D. The SEC would not 
require Exempt Reporting Advisers to complete 
and fi le with the SEC other Items in Part 1A or 
prepare a client brochure (Part 2). Note that these 
investment advisers will usually have to prepare 
the client brochure under state law regardless of 
whether the SEC requires it. The SEC noted that 
the items that it has proposed would provide the 
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SEC with information as to whether these advis-
ers or their activities might present suffi cient con-
cerns as to warrant the SEC’s further attention in 
order to protect their clients, investors and other 
market participants.  

   Updating requirements.   The SEC proposed to 
amend Rule 204-1 to propose the same updat-
ing requirements for Exempt Reporting Advis-
ers with respect to Form ADV as are applicable 
to registered advisers. The SEC also proposed to 
require an Exempt Reporting Adviser to fi le an 
amendment to its Form ADV when it ceases to be 
an Exempt Reporting Adviser. 20    The SEC noted 
that an Exempt Reporting Adviser that had to 
register would fi le an amendment on Form ADV 
simultaneously indicating that the fi ling will be 
its fi nal “report” on Form ADV and applying for 
registration with the SEC. 

   Transition.    The SEC proposed requiring each 
Exempt Reporting Adviser to fi le its initial report 
with the SEC on Form ADV no later than August 
20, 2011, 30 days after the July 21, 2011, effective 
date of the Dodd-Frank Act.  

  Form ADV   

 The SEC noted the importance of Form ADV, 
which the SEC uses to effi ciently allocate its exam-
ination resources based on the risks it discerns 
or the identifi cation of common business activi-
ties from information provided by advisers. To 
enhance its ability to oversee investment advisers, 
the SEC proposed to rquire advisers to provide it 
with additional information about certain areas 
of their operations, such as information about the 
private funds they advise, their advisory business, 
their confl icts of interest and their non-advisory 
activities and fi nancial industry affi liations. The 
SEC also proposed certain additional changes 
intended to improve its ability to assess compli-
ance risks and also to identify advisers that are 
subject to the Dodd-Frank Act’s requirements 
concerning certain incentive-based compensation 
arrangements. 21     

  Private Fund Reporting: Item 7.B  

 Currently, Item 7 requires each adviser to com-
plete Section 7.B of Schedule D for any  investment-
related limited partnership that the adviser or 
a related person advises. The SEC proposed to 
expand the information it required advisers to pro-
vide the SEC about the private funds they advise. 

 The SEC proposed to modify the scope of Item 
7 by requiring completion of Section 7.B only 
about “private funds,” rather than only about lim-
ited partnerships that they advise. The SEC stated 
that it would no longer require an adviser to report 
to it funds that are advised by affi liates. Note that 
real estate funds relying upon Section 3(c)(5)(C) of 
the Investment Company Act and investment com-
panies not relying upon Section 3(c)(1) or Section 
3(c)(7) would not fall within the defi nition of “pri-
vate funds” and therefore would not be subjected 
to such expanded information requirements.  

 The SEC proposed certain exceptions that per-
mit an investment adviser not to have to complete 
Section 7.B with respect to certain private funds 
that it advises, which could potentially apply with 
respect to sub-advisers, master-feeder structures 
and advisers with a principal offi ce and place of 
business outside the U.S. operating foreign funds 
that are not organized in the U.S. and are not 
offered to “U.S. persons.”  

 Furthermore the SEC proposed a new Section 
7.B.1 for private fund reporting that would expand 
on the identifying information currently required 
to be reported in order to provide the SEC with 
basic organizational, operational and investment 
characteristics of the fund; the amount of assets 
held by the fund; the nature of the investors in the 
fund; and the fund’s service providers. The SEC 
stated that it believed that such information will 
help the SEC identify potential compliance risks 
and inform its regulatory activities. 

 Investment advisers may object to the pro-
posed requirement that the adviser break down 
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the assets and liabilities held by the fund by class 
and categorization in the fair value hierarchy 
established by U.S. GAAP, as this could com-
municate proprietary portfolio characteristics to 
other advisers. Note how this differs from the dis-
cussion of the calculation of “assets under man-
agement,” which did not require GAAP. 

  Advisory Business Information: Employees, 
Clients, and Advisory Activities: Item 5  

 Item 5 of Part 1A requires an adviser to pro-
vide basic information regarding the business 
of the adviser that allows the SEC to identify 
the scope of the adviser’s business, the types of 
 services it provides, and the types of clients to 
whom it provides those services. The SEC pro-
posed to modify Item 5 to enable it to better 
understand the operations of advisers. First, the 
SEC proposed to seek additional information 
about the adviser’s employees. Second, the SEC 
proposed to add some questions to help it bet-
ter understand an adviser’s business by reference 
to the types of clients the adviser services. Third, 
the SEC proposed to expand the list of advisory 
activities that an adviser provides to include port-
folio management for pooled investment vehicles 
and educational seminars or workshops. The SEC 
also proposed new Item 5.J. that would require 
advisers to select from a list the types of invest-
ments about which they provided advice during 
the fi scal year for which they are reporting. These 
changes would provide the SEC with more details 
regarding the services an adviser provides. 

  Other Business Activities and Financial 
Industry Affiliations: Items 6 and 7  

 Items 6 and 7 of Part 1A require advisers to 
report those fi nancial services the adviser or a 
related person is actively engaged in providing 
from lists of fi nancial services set forth in the 
items. The SEC proposed several changes to these 
Items that would provide it with a more com-
plete picture of the activities of an adviser and 
its related persons, which would allow the SEC to 

assess the confl icts of interest and risks that may 
be created by those relationships and to identify 
affi liated fi nancial service businesses. 

  Participation in Client Transactions: Item 8  

 Item 8 requires an adviser to report informa-
tion about its transactions, if  any, with clients, 
including whether the adviser or a related person 
engages in transactions with clients as a princi-
pal, sells securities to clients, or has discretionary 
authority over client assets. This item also cur-
rently requires an adviser to indicate if  it has dis-
cretionary authority to determine the brokers or 
dealers for client transactions and if  it  recommends 
 brokers or dealers to clients. The SEC proposed 
to further ask whether any of the brokers or deal-
ers are related persons of the adviser. 22    An adviser 
that indicates that it receives “soft dollar benefi ts” 
would also report whether all those benefi ts qual-
ify for the safe harbor under Section 28(e) of the 
Exchange Act for eligible research or brokerage 
services. 23    Finally, the SEC would add a new ques-
tion requiring an adviser to indicate whether it or 
its related person  receives  direct or indirect com-
pensation for client referrals to complement the 
existing question concerning whether the adviser 
compensates any person for client referrals. 24    The 
SEC stated that the amendments the SEC pro-
posed would enhance its ability to identify addi-
tional confl icts of interest that advisers may face 
that the SEC has identifi ed through its experience 
administering the Advisers Act. 

  Reporting $1 Billion in Assets: Item 1  

 Section 956 of the Dodd-Frank Act requires 
the SEC, jointly with certain other federal regula-
tors, to adopt rules or guidelines addressing certain 
excessive incentive-based compensation arrange-
ments, including those of investment advisers 
with $1 billion or more in assets. To enable the 
SEC to identify those advisers that would be sub-
ject to Section 956, the SEC proposed to require 
each adviser to indicate in Item 1 whether or not 
the adviser had $1 billion or more in assets as 
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of the last day of the adviser’s most recent fi scal 
year. 25    The SEC proposed that for purposes of 
this reporting requirement, the amount of assets 
would be the adviser’s total assets determined in 
the same manner as the amount of “total assets” 
is determined on the adviser’s balance sheet for 
its most recent fi scal year end. 26    The SEC did not 
address whether affi liates of adviser would be 
counted for these purposes. 

  Amendments to Form ADV Not Related 
to the Dodd-Frank Act  

 The proposed amendments also include a num-
ber of additional changes unrelated to the Dodd-
Frank Act that are intended to improve the SEC’s 
ability to assess compliance risks. First, the SEC 
proposed changes to improve certain identify-
ing information it obtained from other items of 
Part 1A of Form ADV. For example, the SEC 
proposed to amend Item 1 to require an adviser 
to provide contact information for its chief  com-
pliance offi cer. In addition, the SEC proposed 
amending Item 1 to require an adviser to indicate 
whether it or any of its control persons is a pub-
lic reporting company under the Exchange Act, 
thereby providing a signal that there is additional 
public information available. Second, the SEC 
proposed to add an additional custody question 
to Item 9 to require advisers to indicate the  total 
 number of persons that act as qualifi ed custodi-
ans for the adviser’s clients in connection with 
advisory services the adviser provides to its clients 
in order to provide a more complete picture of an 
adviser’s custodial practices. 27    Finally, the SEC 
proposed certain technical changes with respect 
to the reporting of disciplinary events.  

  Exemptions for Advisers to Venture 
Capital Funds, Private Fund Advisers, 
and Foreign Private Advisers  

  Exemptions Under the Dodd-Frank Act  

 Prior to the enactment of the Dodd-Frank Act, 
Section 203(b)(3) exempted investment  advisers 

who during the course of the preceding twelve 
months had fewer than 15 clients and who did 
not hold themselves out to the public as invest-
ment advisers, and who also did neither act as an 
investment adviser to any registered investment 
company registered, nor to a company which has 
elected to be a “business development company.” 

 The Dodd-Frank Act struck Section 203(b)(3) 
in its entirety and replaced it with a provision that 
provides that the Advisers Act will not apply to 
“any investment adviser that is a foreign private 
adviser.” 28    The revisions to Section 203(b)(3) 
closed the Advisers Act exemption most fre-
quently relied upon by investment advisers, except 
with respect to “foreign private advisers.” 

 However, while the Dodd-Frank Act narrowed 
Section 203(b)(3), it created several new Advisers 
Act exemptions, including, without limitation, 
Section 203(l) (the venture capital exemption) 
and Section 203(m) (the private funds exemp-
tion). Section 203(l) provides that “no investment 
adviser that acts as an investment adviser solely 
to 1 or more venture capital funds shall be subject 
to the registration requirements of this title with 
respect to the provision of investment advice relat-
ing to a venture capital fund.” 29    Section 203(m) 
provides that the SEC shall provide an exemption 
from the registration requirements to any invest-
ment adviser of “private funds,” if  each of such 
investment adviser acts solely as an adviser to pri-
vate funds and has assets under management in 
the United States of less than $150 million. 30    The 
SEC proposed rules that would implement these 
new exemptions. 

  Definition of “Venture Capital Fund”  

 The SEC proposed a defi nition of “venture 
capital fund” for purposes of the new exemp-
tion for investment advisers that advise solely 
venture capital funds in Section 203(l). The SEC 
stated that its general view of a venture capital 
was an unleveraged long-term investor fund in 
early-stage or small companies that are privately 
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held, as  distinguished from other types of private 
equity funds, which may invest in businesses at 
various stages of development including mature, 
publicly held companies. In drafting the venture 
capital exemption rules, the SEC sought to give 
effect to this general understanding of venture 
capital funds. 

 The SEC proposed to defi ne a venture capital 
fund as a private fund that:  

   (1) invests solely in equity securities of quali-
fying portfolio companies and at least 80 
percent of each company’s securities owned 
by the fund were acquired directly from the 
qualifying portfolio company, 31    cash (and 
cash equivalents) and U.S. Treasuries with a 
remaining maturity of 60 days or less;   

  (2) directly, or through its investment advis-
ers, offers or provides signifi cant managerial 
assistance to, or controls, the qualifying port-
folio company;   

  (3) does not borrow, issue debt obligations, pro-
vide guarantees or otherwise incur leverage, 
in excess of 15 percent of the fund’s capital 
contributions and uncalled committed capi-
tal, and any such borrowing, indebtedness, 
guarantee or leverage is for a non-renewable 
term of no longer than 120 calendar days;   

  (4) does not offer its investors securities with 
redemption or other similar liquidity rights 
except in extraordinary circumstances (but 
the fund may entitle holders to receive distri-
butions made to all holders pro rata);   

  (5) represents itself  as a venture capital fund to 
investors; 32    and   

  (6) is not registered under the Investment 
Company Act and has not elected to be 
treated as a BDC.    

 The SEC noted that the above 80 percent 
threshold in (1) above was designed to allow for 
angel investors who may seek liquidity from their 
investment. The 80 percent threshold also gives 
some latitude to obtain favorable tax treatment 
with respect to directly acquired equity  securities 

of issuers that, among other things, devote at least 
80 percent of their assets to the conduct of their 
business as specifi ed in IRC Section 1202.  

 Note that venture capital funds could poten-
tially satisfy (2) above by either providing man-
agerial assistance or exercising control. Under 
Section 202(a)(12) of the Advisers Act, “control” 
is defi ned to mean “the power to exercise a control-
ling infl uence over the management or policies of 
a company, unless such power is solely the result 
of an offi cial position with such company.” Con-
trol could be established, for example, through 
voting rights. The fact that control is included 
in the defi nition of managerial assistance means 
that venture capital funds will not have to actively 
offer assistance to operating companies, and in 
certain cases, venture capital funds  without the 
resources to assist operating companies could fi nd 
relief. Note that venture capital funds that invest 
as a group would each have to offer managerial 
assistance or have control in order to qualify as a 
venture capital fund.  

 The term “extraordinary circumstances” in (4) 
above is not defi ned, but the SEC suggested that it 
could include extraordinary rights for an investor 
to withdraw from the fund under foreseeable but 
unexpected circumstances, such as, for example, 
an owner’s death or disability, a merger or reor-
ganization of the fund, ERISA reasons or a key 
person provision trigger, or rights to be excluded 
from particular investments due to regulatory or 
other legal requirements. Future no-action guid-
ance will determine the precise scope of “extraor-
dinary circumstances,” but a general defi nition is 
preferable in order to provide fl exibility. 

 The SEC also proposed to grandfather an 
existing private fund as a venture capital fund if  
it satisfi es certain criteria under the grandfather-
ing provision in Proposed Rule 203(l)-1(b): (1) 
the fund represented to investors and potential 
investors at the time the fund offered its securi-
ties that it is a venture capital fund; (2) the fund 
has sold securities to one or more investors that 
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are not related persons of any investment adviser 
of the fund prior to December 31, 2010; and (3) 
the fund does not sell any securities to, including 
accepting any additional capital commitments 
from, any person after July 21, 2011. The SEC 
stated that the grandfathering provision would 
include any fund that has accepted capital com-
mitments by the specifi ed dates even if  none of 
the commitments has been called. The SEC noted 
that it did not expect funds identifying themselves 
as “private equity” or “hedge” to be able to rely 
on the grandfathering exemption.  

 The SEC noted that it believed that its defi ni-
tion of venture capital funds captured funds with 
a comparatively small amount of aggregate assets 
under management, thereby not raising systemic 
risk concerns. 

 Finally, the SEC noted that it was unclear 
under the Dodd-Frank Act to what extent Sec-
tion 203(l) should apply to advisers that operate 
principally outside of  the United States but that 
invest in U.S. companies or solicit U.S. inves-
tors. The SEC stated that Section 203(l) would 
clearly apply if  all of  the clients of  the non-U.S. 
adviser were venture capital funds. However, the 
SEC requested comment on whether an adviser 
with its principal offi ce and place of  business 
outside the U.S. that advised foreign funds that 
were non-U.S. person clients that did not qual-
ify as venture capital funds could still rely upon 
the venture capital exemption with respect to 
U.S. venture capital funds that it advised. At 
a minimum, we think that the SEC should not 
count foreign funds with no U.S. investors, which 
would parallel the revised counting mechanism 
under the amended Section 203(b)(3) following 
the enactment of  the Dodd-Frank Act.  

  Qualifying Portfolio Companies  

 The SEC defi ned “qualifying portfolio com-
panies” as any company that: (1) at the time of 
any investment by the private fund, is not publicly 
traded and does not control, is not controlled by 

or under common control with another company, 
directly or indirectly, that is publicly traded; (2) 
does not borrow or issue debt obligations, directly 
or indirectly, in connection with the private fund’s 
investment in such company; (3) uses the capital 
provided by the fund for operating or business 
expansion purposes rather than to buy out other 
investors; 33    and (4) is not itself  an investment 
company, a private fund, an issuer that would be 
an investment company but for the exemption 
provided by Rule 3a-7 of the Investment Com-
pany Act or a commodity pool. 34    Note that the 
defi nition of “qualifying portfolio companies” 
would likely not allow investments in venture 
capital fund of funds. 

 With regard to (1) above, a venture capital 
fund could continue to hold securities of a port-
folio company that subsequently becomes public. 
The reasoning behind this is that venture capital 
funds traditionally may exit their investments in 
the public markets once the portfolio company 
has matured. Although the public markets may 
involve some level of systemic risk, the SEC noted 
that venture capital funds managed signifi cantly 
less assets than hedge funds, thereby diminish-
ing the possibility for systemic risk as they exit 
mature investments.  

 It should also be noted that (2) above would 
only exclude companies that borrow in connec-
tion with a venture capital fund’s investment, but 
would not exclude companies that borrow in the 
ordinary course of their business ( e.g. , to fi nance 
inventory or capital equipment, manage cash fl ows, 
and meet payroll). The SEC stated that it would 
generally view, without limitation, any fi nancing 
or loan (unless it met the defi nition of equity secu-
rity) to a portfolio company that was provided 
by, or was a condition of a contractual obligation 
with, a fund or its adviser as part of the fund’s 
investments as being a type of fi nancing that is 
“in connection with” the fund’s investment.  

 The intent of (4) above is designed to make 
sure that a qualifying portfolio company is in fact 
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an operating company, rather than an intermedi-
ate fund. The defi nition of fund in (4), however, 
does not capture every type of fund.  

 Finally, investment advisers will probably fi nd 
it advantageous that the SEC proposed not to 
require that qualifying portfolio companies be 
early-stage or small companies, which likely will 
expand the types of companies that will fi t within 
the defi nition of qualifying portfolio companies. 

  Equity Securities  

 “Equity securities” would be defi ned in 
the same manner as in Section 3(a)(11) of the 
Exchange Act. This defi nition is broad, and 
includes common stock as well as preferred stock, 
warrants, and other securities convertible into 
common stock in addition to limited  partnership 
interests. The proposed defi nition would not gen-
erally include investments in debt unless they met 
the defi nition of “equity security.” The SEC’s 
belief  was that venture capital funds typically 
invest in equity, rather than debt. 

 As proposed, equity securities would generally 
not include bridge loans. Venture capital funds 
typically make bridge loans in anticipation of a 
future round of venture capital investment. Note 
that to the extent the venture capital fund receives 
equity securities in exchange for the bridge loan, 
such as preferred equity or convertible equity, the 
defi nition of equity securities would be satisfi ed.  

  Private Funds  

 The SEC proposed to require that exempt 
venture capital funds be “private funds,” which 
is defi ned by the Dodd-Frank Act as investment 
funds that would be an investment company but 
for the exemptions in Section 3(c)(1) or Section 
3(c)(7) of the Investment Company Act of 1940. 35    
Note that the “private fund” requirement could 
preclude real estate funds relying upon Section 
3(c)(5)(C) and other exempt investment companies 
not relying upon Section 3(c)(1) or Section 3(c)(7) 

under the Investment Company Act from fi tting 
within the defi nition of venture capital fund.  

 Proposed new Rule 203(m)-1 would provide 
for the private funds exemption created by new 
Section 203(m) of the Advisers Act. It would 
limit an adviser relying on the exemption to 
advising “private funds” with aggregate assets of 
less than $150 million. 36    Proposed Rule 203(m)-1 
would require advisers to calculate the value of 
private fund assets by reference to Form ADV 
(discussed above in Part I). 37    Under proposed 
Rule 203(m)-1, each adviser relying upon Section 
203(m) would have to determine the amount of 
its private fund assets quarterly, based on the fair 
value of the assets at the end of the quarter. 38    As 
a result, interim fl uctuations between quarters 
would not affect the availability of  proposed 
Rule 203(m)-1.  

 Under proposed Rule 203(m)-1, all of the pri-
vate fund assets of an adviser with a principal 
offi ce and place of business in the United States 
would be included within the $150 million thresh-
old, even if  the adviser has offi ces outside of the 
United States. 39    For most advisers, this approach 
would avoid diffi cult attribution determinations. 
In addition, such advisers would be required 
to act as an investment adviser solely to one or 
more “qualifying private funds.” “Qualifying pri-
vate fund” would mean any private fund that is 
not registered under Section 8 of the Investment 
Company Act and has not elected to be treated as 
a BDC pursuant to Section 54 thereof. 

 An adviser with its principal offi ce and place 
of business outside the U.S., however, would need 
only count private fund assets it manages from a 
place of business in the United States toward the 
$150 million asset limit under the exemption. 40    
An adviser with its principal offi ce and place of 
business outside the United States could not rely 
on the exemption if  it advised any client that is 
a United States person other than a “qualifying 
private fund.” 41    Proposed Rule 203(m)-1 con-
tains a special rule for  discretionary accounts 
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maintained outside of the United States for the 
benefi t of  United States persons. 42    The SEC pro-
posed to defi ne a “United States person” gener-
ally by incorporating the defi nition of a “U.S. 
person” in Regulation S promulgated under the 
Securities Act. 43    Under the proposed rule, an 
adviser must treat a discretionary or other fi du-
ciary account held by a dealer or other profes-
sional fi duciary as a United States person if  the 
account is held for the benefi t of  a United States 
person by a non-U.S. dealer or professional 
fi duciary who is a related person of the adviser. 
Unless the adviser solely advised qualifying pri-
vate funds, an adviser could therefore not rely 
on Rule 203(m)-1 if  it established discretionary 
accounts for the benefi t of  U.S. clients with an 
offshore affi liate that would then delegate the 
actual management of the account back to the 
adviser. This result may be a drafting mistake as 
the SEC may have intended to prohibit this type 
of arrangement even if  the adviser advises solely 
qualifying private funds. 

 The SEC proposed to include in proposed Rule 
203(m)-1 a provision giving an adviser one calen-
dar quarter to register with the Commission after 
becoming ineligible to rely on the private funds 
exemption due to an increase in the value of its 
private fund assets. 44    It would be available only to 
an adviser that has complied with all applicable 
Commission reporting requirements. 45  

  Foreign Private Advisers  

 Section 403 of the Dodd-Frank Act replaces 
the old private adviser exemption from registra-
tion in Section 203(b)(3) under the Advisers Act 
with a new exemption that can be used only by 
“foreign private advisers,” as defi ned in new 
 Section 202(a)(30). The new exemption is codifi ed 
as new Section 203(b)(3) of the Advisers Act. The 
new exemption provides that a “foreign private 
adviser” will require, among other things, that 
the investment adviser have, in total, fewer than 
15 clients and investors in the United States in 
private funds advised by the investment adviser.  

 For purposes of  the defi nition of “foreign pri-
vate adviser,” proposed Rule 202(a)(30)-1 would 
generally include the safe harbor for counting 
clients currently in Rule 203(b)(3)-1, as modi-
fi ed to account for its use in the foreign private 
adviser context, but would eliminate a provision 
allowing advisers not to count those clients from 
which they receive no compensation. The SEC 
proposed to add a provision that would avoid 
double-counting private funds and their inves-
tors by advisers. 

 The SEC proposed generally to defi ne “inves-
tor” in a private fund in Rule 202(a)(30)-1 as any 
person who would be included in determining the 
number of benefi cial owners of the outstanding 
securities of a private fund under Section 3(c)(1) 
of the Investment Company Act, or whether the 
outstanding securities of a private fund are owned 
exclusively by qualifi ed purchasers under Section 
3(c)(7) of that Act. 46    In order to avoid double-
counting, an adviser would be able to treat as a 
single investor any person who is an investor in 
two or more private funds advised by the invest-
ment adviser. 47    In addition, under the proposed 
rule, holders of both equity and debt securities 
could be counted as investors. 

 The defi nition of investor would be read in 
conjunction with Section 208(d) of the Advisers 
Act, which prohibits doing indirectly what can-
not be done directly. Thus, an adviser relying on 
the exemption would have to count as an inves-
tor a person who is not the nominal owner of a 
private fund’s securities. For example, the adviser 
to a master fund in a master-feeder arrangement 
would have to treat as investors the holders of 
the securities of any feeder fund formed or oper-
ated for the purpose of investing in the master 
fund rather than the feeder funds, which act as 
conduits. In addition, an adviser would need to 
count as an investor any holder of an instru-
ment, such as a total return swap, that effec-
tively transfers the risk of investing in the private 
fund from the record owner of the private fund’s 
securities. 



INSIGHTS, Volume 25, Number 1, January 201113

 The SEC also proposed to treat as investors 
benefi cial owners (i) who are “knowledgeable 
employees” with respect to the private fund, and 
certain other persons related to such employees; 
and (ii) benefi cial owners of “short-term paper” 
issued by the private fund, even though these 
persons are not counted as benefi cial owners for 
purposes of Section 3(c)(1), and knowledgeable 
employees are not required to be qualifi ed pur-
chasers under Section 3(c)(7). 

 The defi nition of “foreign private adviser” 
utilizes the term “in the United States” in several 
contexts. For example, it requires that the adviser 
not have a place of business in the United States. It 
requires that the adviser have fewer than 15 clients 
and investors in the United States in private funds 
advised by the investment adviser. It also requires 
that the adviser have aggregate assets under man-
agement attributable to clients in the United States 
and investors in the United States in private funds 
advised by the investment adviser of less than $25 
million. Furthermore, it requires that an adviser 
not hold itself out generally to the public in the 
United States as an investment adviser. 

 The SEC would defi ne “in the United States” 
in proposed Rule 202(a)(30)-1(c)(2) to mean: 
(1) with respect to any place of business located 
“in the United States,” as that term is defi ned in 
 Regulation S; (2) with respect to any client or inves-
tor in the United States, any person that is a “U.S. 
person” as defi ned in Regulation S, except that 
any discretionary account or similar account that 
is held for the benefi t of a person “in the United 
States” by a non-U.S. dealer or other professional 
fi duciary is deemed “in the United States” if the 
dealer or professional fi duciary is a related person 
of the investment adviser relying on the exemption; 
and (3) with respect to the public in the “United 
States,” as that term is defi ned in Regulation S. In 
addition, the SEC proposed to add a note to para-
graph (c)(2)(i) specifying that for purposes of that 
defi nition, a person that is “in the United States” 
may be treated as not being “in the United States” 
if such person was not “in the United States” at 

the time of becoming a client or, in the case of an 
investor in a private fund, at the time the investor 
acquires the securities issued by the fund. 

 Proposed Rule 203(a)(30)-1, by reference to 
proposed Rule 222-1, defi nes “place of business” 
to mean any offi ce where the investment adviser 
regularly provides advisory services, solicits, meets 
with, or otherwise communicates with clients, and 
any location held out to the public as a place where 
the adviser conducts any such activities. 

  Subadvisory Relationships   

 The SEC generally interprets advisers as 
including subadvisers and therefore believes it is 
appropriate to permit subadvisers to rely on each 
of the new exemptions, provided that subadvisers 
satisfy all terms and conditions of the applicable 
proposed rules. 

  Advisory Affiliates   

 The SEC requested comment on whether any 
proposed rule should provide that an adviser 
must take into account the activities of its advi-
sory affi liates when determining eligibility for an 
exemption. Note that if  the SEC does not address 
this issue explicitly, there is a risk that Section 
208(d) under the Advisers Act, which prohibits 
doing indirectly what cannot be done directly, 
could interfere with an adviser’s ability to use 
the new exemptions when their affi liates do not 
qualify for them. 

  Ability to Combine Exemptions  

 Section 203(l) (the venture capital exemption) 
and Section 203(m) (the private funds exemp-
tion) each provide that they will only apply if  
the investment adviser advises solely that type of 
fund. We think that the SEC will need to consider 
whether hybrid exemptions could be combined 
so that, for example, an investment adviser could 
 simultaneously rely upon the venture capital 
exemption and the private funds exemption. 
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 1. Release No. IA-3110, Rules Implementing Amendments to the 

Investment Advisers Act of 1940. 

 2. Release No. IA-3111, Exemptions for Advisers to Venture Capital 

Funds, Private Fund Advisers with Less than $150 Million in Assets 

under Management and Foreign Private Advisers. 

 3. Dodd-Frank Act, Section 203A(a)(2)(B). 

 4. See Rules Implementing Amendments to the Investment Advisers 

Act of 1940, Release No. IA-3110. 

 5. Proposed Rule 203A-5(a). 

 6. Proposed Rule 203A-5(b). 

 7. Rule 203A-1(b)(2).  

 8. Many investment advisers falling above the applicable floor for feder-

al registration with a choice between an Advisers Act exemption and state 

registration and regulation may in fact prefer federal registration under the 

Advisers Act due to the fact that it can be administratively more efficient. 

 9. Proposed Form ADV: Instructions for Part 1A, instr. 5.b.(1).  

 10.  Id . 

 11. Proposed Form ADV: Instructions for Part 1A, instr. 5.b.(2). 

 12. Proposed Form ADV: Instructions for Part 1A, instr. 5.b.(2). 

 13.  See  proposed Form ADV: Instructions for Part 1A, instr. 5.b.(4).  

 14. Release No. IA-3110, Rules Implementing Amendments to the 

Investment Advisers Act of 1940. 

 15. Release No. IA-3110, Rules Implementing Amendments to the 

Investment Advisers Act of 1940, fn. 55. 

 16. Proposed Rule 203A-2(a). 

 17. Proposed Rule 203A-2(d)(1). 

 18.  See  proposed Form ADV, Part 1A, Item 2.A.(2)(a).  

 19. Proposed Rule 204-4(a). 

 20. Proposed Rule 204-4(f). 

 21. Dodd-Frank Act, Section 956. 

 22. Proposed Form ADV, Part 1A. Items 8.F. 

 23. Proposed Form ADV, Part 1A, Item 8.G.(2). 

 24. Proposed Form ADV, Part 1A, Item 8.I. 

 25. Proposed Form ADV, Part 1A. Item 1.O. 

 26. Proposed Form ADV: Instructions for Part 1A, instr. 1.b. 

 27. Proposed Form ADV, Part 1A, Item 9.F. 

 28. Dodd Frank Act, Section 403. 

 29. Dodd-Frank Act, Section 407. 

 30. Dodd-Frank Act, Section 408. 

 31. This element reflects the distinction between venture capital funds 

that provide capital to portfolio companies for operating and business 

purposes (in exchange for an equity investment) and leveraged buyout 

funds, which acquire controlling equity interests in operating companies 

through the “buy out” of existing security holders. 

 32. The SEC stated that a private fund could satisfy this definitional 

element by, for example, describing its investment strategy as venture 

capital investing or as a fund that is managed in compliance with the 

elements of the SEC’s proposed rule. 

 33. The SEC stated that a company that achieved an indirect buyout of 

its security holders such as through as a recapitalization would not be 

a qualifying portfolio company. The SEC noted that only recapitaliza-

tions that resulted in redemptions, subordinations or other changes in 

rights with respect to existing security holders would be considered a 

buyout. 

 34. Proposed Rule 203(l)-1(c)(4). 

 35. Proposed Rule 203(l)-1(a)(6). 

 36. Proposed Rule 203(m)-1(a) and (b). 

 37. See Proposed Rules 203(m)-1(a)(2); 203(m)-1(b)(2); 203(m)-1(e)(1). 

 38. Proposed Rule 203(m)-1(c). 

 39. Proposed Rule 203(m)-1(a). 

 40. Proposed Rule 203(m)-1(b)(2). 

 41. Proposed Rule 203(m)-1(b)(1).  

 42. Proposed Rule 203(m)-1(e)(8). 

 43. Proposed Rule 203(m)-1(e)(8). 

 44. Proposed Rule 203(m)-1(d). 

 45. Proposed Rule 203(m)-1(d). 

 46. Proposed Rule 202(a)(30)-1(c)(1). 

 47. Proposed Rule 202(a)(30)-1(c)(1), at note to paragraph (c)(1). 
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