
SEC Adopts New Rule to Register Hedge Fund Advisers 
From the Investment Management Group 
As expected, on October 26, 2004 the members of 
the Securities and Exchange Commission (“SEC”) 
voted 3-21 to approve new Rule 203(b)(3)-2 (the 
“Rule”) and related changes to certain existing 
rules under the Investment Advisers Act of 1940 
(the “Advisers Act”), effectively requiring nearly 
all hedge fund advisers with assets under manage-
ment of $30 million or more to register with the 
SEC. Registration will be required by February 1, 
2006. Additionally, certain disclosure amendments 
to the Form ADV of hedge fund advisers already 
registered with the SEC must be completed in any 
Form ADV filing made after March 8, 2005.2  

The SEC noted that several concerns about the 
hedge fund industry prompted its action despite 
significant opposition. These concerns included 
the rapid growth of the hedge fund industry and 
its influence on the financial markets, increas-
ing enforcement actions in connection with the 
defrauding of hedge fund investors, and growing 
investment in hedge funds by a larger segment of 
the public (both directly and indirectly through 
investments by pension funds and endowments, 
for example). As discussed in our Client Alert 
when the Rule was adopted,3 the SEC believes the 
Rule will provide it with greater access to infor-
mation about the hedge fund industry, improve 
ongoing oversight and deterrence of fraud, and 
help ensure adviser fitness. Additionally, the Rule 
effectively raises the minimum wealth qualifica-
tions for many hedge fund investors by requir-
ing that any performance fee only be charged to 
“qualified clients”—generally an investor with 
at least $750,000 invested with the hedge fund 
manager or having a net worth of more than $1.5 
million.  
 
Following is an elaboration on three of the Rule’s 
most significant provisions intended to supple-
ment our Client Alert published earlier this month 
on the Rule.

Additional Guidance on Counting of Clients 

• The SEC clarified that for purposes of whether 
or not a hedge fund adviser has more that 14 

clients (and thus would be unable to rely on 
Investment Advisers Act Section 203(b)(3) to 
avoid SEC registration) the adviser must count 
not only the investors in each “private fund” it 
manages, but also each separate account client. 

• The SEC clarified that a hedge fund adviser 
whose principal place of business is outside 
of the US must register with the SEC if it has 
more than 14 clients who are resident in the US 
regardless of the amount of assets the adviser 
has under management.

• The SEC clarified that an adviser to a “private 
fund” that has as an investor a fund-of-funds 
that is itself a “private fund” must count as a 
client each investor in the fund-of funds.

• The SEC clarified how to determine if a client 
of an offshore adviser is a US client.  The SEC 
also clarified that that determination is to be 
made at the time of the client’s investment (but 
it is still unclear whether or not a new determi-
nation need to be at the time of any subsequent 
additional investment by the same client).

Additional Guidance on Definition of “Private 
Fund”

• The SEC clarified that “private funds” do not 
include funds having their principal office and 
place of business outside of the US that make 
public offerings outside of the US and that 
are regulated as public investment companies 
under the laws of a country other than the US 
(clarified that the listing of the fund’s shares for 
trading on a foreign securities exchange will 
not alone satisfy the public investment com-
pany regulation requirement).

• The SEC clarified that for purposes of the 2-
year investor lock-up test for determining if a 
fund is a “private fund,” funds that use side 
letters to waive or reduce the lockup period 
will generally fail the test.
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Additional Guidance to Offshore Advisers to 
Private Offshore Funds

• The SEC clarified that the substantive provi-
sions of the Investment Advisers Act gener-
ally would not apply to an offshore adviser’s 
dealings with an offshore fund, although the 
adviser will be required to register under the 
Investment Advisers Act (unless an exemption 
is available), keep certain books and records, 
and remain subject to examination by SEC 
staff.  The Advisers Act compliance rule, cus-
tody rule and proxy voting rule, among oth-
ers, would not apply to the registered offshore 
adviser assuming it has no US clients other 
than those US investors in its offshore funds 
deemed to be clients for purposes of the Section 
203(b) private adviser registration exemption.

Notes 
1.  Commissioners Cynthia A. Glassman and Paul S. Atkins 
voted against adopting the Rule, and somewhat unusually 
published a written dissent outlining the reasons for their 
opposition.
2.  The effective date of the Rule and related regulatory 
changes is February 10, 2005, except that related changes to 
custody requirements under the Advisers Act (Rule 206(4)-2) 
and to Form ADV are effective on January 10, 2005.
3.  See Paul Hastings’ Stay Current – SEC Adopts New Rule to 
Register Hedge Fund Advisers, December 2004 at http://www.
paulhastings.com/media/news/media.1032.pdf. 

Paul Hastings works extensively with hedge fund 
managers. If you have any questions concerning the 
matters discussed in this Alert or any other matter, 
please do not hesitate to contact any of the fol-
lowing attorneys in our Investment Management 
Group:

In Los Angeles 
 
Michael Glazer 213-683-6207 
michaelglazer@paulhastings.com 
 
Arthur L. Zwickel 213-683-6161 
arthurzwickel@paulhastings.com
 
In New York 
 
Michael R. Rosella 212-318-6800 
mikerosella@paulhastings.com 
 
In San Francisco 
 
David A. Hearth 415-856-7007 
davidhearth@paulhastings.com 
 
Mitchell E. Nichter 415-856-7009 
mitchellnichter@paulhastings.com 

In Washington, D.C. 
 
Wendell M. Faria 202-508-9574 
wendellfaria@paulhastings.com 
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