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California Adopts Registration Exemption for Certain Investment Advisers with
Fewer than 15 Clients

Effective March 27, 2002, the
California Corporations
Commissioner adopted Rule
260.204.9 (the “Rule”) under the
California Code of Regulations (the
“Code”) which provides an exemp-
tion from registration for certain
investment advisers.

Specifically, the Rule provides an
exemption from registration with the
California Department of
Corporations (the “DOC”) for an
investment adviser that:

l does not hold itself out generally
to the public as an investment adviser,

l has fewer than 15 clients,

l is exempt from registration with
the Securities and Exchange
Commission under section 203(b)(3)
of the Investment Advisers Act of
1940 (the “Advisers Act”), and

l either (a) has assets under manage-
ment of not less than $25 million or
(b) provides investment advice to only
venture capital companies.

The Rule defines assets under manage-
ment to be securities for which an
investment adviser and its affiliated
persons provide continuous and regu-
lar supervisory or management serv-
ices. Further, for private investment
funds (those funds excluded from the
definition of investment company
under Section 3(c)(1) or 3(c)(7) of the
Investment Company Act of 1940 
e.g. hedge funds), assets under manage-

ment also includes any amounts
payable as a future binding capital
contribution at the private investment
fund’s demand.

“Private” Investment Adviser
Exemption
The Rule is intended to bring the
exemptions available in California in
line with the exemption available
under Federal law in Section 203(b)(3)
of the Advisers Act and to reflect the
current allocation of investment
adviser regulatory authority between
the SEC and the state. Under Section
203(b)(3) of the Advisers Act, invest-
ment advisers with fewer than 15
clients during the preceding 12
months that do not hold themselves
out to the public as an investment
adviser and that do not act as an
investment adviser to a registered
investment company or a business
development company are exempt
from registration with the SEC (often
referred to as “private” investment
advisers). Formerly, investment advis-
ers meeting the “private” investment
adviser exemption that had a place of
business in California were required
to register with the DOC if they were
not registered with the SEC. Now,
these “private” investment advisers
may also be exempt from registration
with the DOC.

The Rule also clarifies the DOC’s
position regarding the registration of
the general partner or manager of

certain pooled investment vehicles,
often referred to venture capital compa-
nies. In Policy Letter No. 151 issued in
1971 (the “1971 Letter”), the DOC
indicated that a general partner of a
single limited partnership need not be
licensed by the DOC as an invest-
ment adviser because the DOC
viewed the general partner as giving
investment advice to itself and not to
“others” as required under the rele-
vant California definition. In April
1998, the DOC issued Release No.
110-C (the “1998 Release”) essentially
revoking the 1971 Letter as contrary
to the SEC’s position on this issue.
Under the Advisers Act, general part-
ners of investment limited partner-
ships are treated as advising others
and are required to register with the
SEC if they have sufficient assets
under management unless they qualify
for the “private” investment adviser
exemption. The 1998 Release resulted
in California-based general partners
being required to register with the
DOC even if they were exempt from
SEC registration.

Venture Capital Company
Adviser Exemption
The Rule now also provides an
exemption from registration in
California to investment advisers who
provide investment advice only to ven-
ture capital companies. A venture capital
company is an entity (e.g., a fund)
where, at least once during the annual
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period commencing when the fund is
initially capitalized and at least once
during each annual period thereafter,
at least fifty percent of  its assets
(other than short-term investments
held pending long-term commitment
or distribution to investors), valued at
cost, are venture capital investments or
derivative investments. A venture capital
investment is an acquisition of  securi-
ties in an operating company where the
investment adviser, the fund, or an
affiliated person of  either has or
obtains the right, contractually or
through ownership of  securities, to
substantially participate in, to substan-
tially influence the conduct of, or to
provide significant guidance and
counsel concerning the management,
operations or business objectives of
the operating company. An operating com-
pany is an entity (other than an indi-
vidual or sole proprietorship) primari-
ly engaged in the production or sale
of  a product or service (other than
the management or investment of
capital). A derivative investment is an
acquisition of  securities by the fund
in the ordinary course of  its business
in exchange for an existing venture capi-
tal investment either upon the exercise
or conversion of  the existing venture
capital investment or in connection with
a public offering of  securities or the
merger or reorganization of  the oper-
ating company to which the venture capi-
tal investment relates.

Registration Considerations
While the Rule provides an exemption
which may be attractive to many
investment advisers with a place of
business in California, there are a
number of  factors to consider when
evaluating whether to utilize the
exemption, including:

l the concept of  “holding out”
generally to the public as an invest-
ment adviser

l the issue of  counting clients

l status as an “Investment
Manager” and QPAM for accounts
governed by ERISA

l status as a purchaser of  Rule
144A Securities

l certain filing exemptions under
the Securities Exchange Act of  1934
(the “Exchange Act”)

l the geographic expanse of  the
advisory business

“Holding Out” Concept. One of  the
key conditions to the “private” invest-
ment adviser exemption is the con-
cept of  “holding out.” This concept
is also used in the Rule and we expect
that the DOC will look to the SEC’s
interpretations of  this concept for
guidance. The SEC has broadly inter-
preted the concept of  “holding out”
in a series of  no-action letters to
include the following:

l being listed as an investment
adviser in a telephone, business or
building directory

l using the term “investment advis-
er” or “investment management” on a
business card or stationary

l letting it be known generally by
word of mouth or otherwise (e.g.,
through seminars or other public
forums) that the person will accept
new investment advisory clients

l participating in an investment
advisory program

l posting publicly available infor-
mation on a web site regarding its
investment advisory services

“Private” investment advisers may,
however, rely on a safe harbor rule
under the Advisers Act if  they limit
their activities solely to offering the
interests of  their private investment
fund clients. Rule 203(b)(3)-1(c) pro-
vides that an investment adviser will
not be deemed to be holding itself
out to the public as an investment
adviser solely because it participates

in the non-public offering of  interests
in a limited partnership or limited lia-
bility company. It is not entirely clear
yet how the DOC will interpret or
utilize this concept.

Client Counting. Advisers Act Rule
203(b)(3)-1 provides that a private
investment fund that receives invest-
ment advice based on the investment
objectives of  the fund, rather than its
investors, may be considered a single
client of  the fund’s investment advis-
er. The Rule incorporates this same
definition of  client for counting pur-
poses. Therefore, currently, a general
partner/investment adviser may man-
age up to 14 hedge funds before
being required to register with either
the SEC or the DOC as an invest-
ment adviser. However, due to the
size of  the hedge fund industry and
recent publicized instances of  alleged
fraud, the SEC is considering chang-
ing its client counting rules such that
each investor in a private investment
fund would be considered a separate
client of  the adviser for purposes of
the “private” investment adviser
exemption.

Transactions under ERISA and Rule
144A. There are certain circum-
stances where status as a registered
investment adviser (with either the
SEC or a state) enables the adviser to
engage in certain transactions or pro-
vide services that might otherwise be
prohibited.

Under Section 402 of  the Employee
Retirement Income Security Act of
1974 (“ERISA”), the fiduciary of  an
employee benefit plan may delegate
the authority to manage the plan’s
assets to an “investment manager.” To
qualify as an “investment manager”
for ERISA purposes, the adviser must
be a bank, an insurance company, or
an investment adviser registered
under the Advisers Act or with a
state. Further, the Department of
Labor has provided relief  from cer-



tain of  the “prohibited transaction”
restrictions of  ERISA where the
investment decisions are made by a
“qualified professional asset manager”
(“QPAM”). A registered investment
adviser that meets certain financial
and other additional requirements
qualifies as a QPAM. Therefore, to
manage accounts governed by
ERISA, an adviser would have to be
registered with the SEC or a state and
many plan sponsors require that
investment advisers for pension plan
assets also qualify as a QPAM.

Rule 144A under the Securities Act of
1933 (the “1933 Act”) provides a safe
harbor from a person being deemed
an “underwriter” under the 1933 Act
for certain resales of  restricted or
unregistered securities to certain
“qualified institutional buyers”
(“QIBs”). In general, a registered
investment adviser qualifies as a QIB
if  it is acting for its own account or
the accounts of  other QIBs and it in
the aggregate owns and invests on a
discretionary basis at least $100 mil-
lion in securities of  unaffiliated
issuers.

Sections 13 and 16 Reporting. In
addition, investment advisers that
have reporting requirements under
Sections 13 and 16 of  the Exchange
Act may find they have certain report-
ing options available to them only if
they are an investment adviser regis-
tered with either the SEC or a state. 

Under Section 13, a “qualified institu-
tional investor,” which includes regis-
tered investment advisers, may gener-

ally file a Schedule 13G (as opposed
to a Schedule 13D) to report a greater
than 5 percent securities position if
the adviser holds the shares in the
ordinary course of  business and not
for the purpose of  changing control
of  the issuer. Schedule 13G allows
the adviser to omit certain informa-
tion required by Schedule 13D, and
generally to file the Schedule 13G on
a less onerous time schedule (typically
annually, provided certain volume and
investment intent conditions are satis-
fied). 

Section 16 requires the reporting of
transactions in a public company’s
registered equity securities by so-
called “insiders” (directors, executive
officers and greater than 10 percent
shareholders). For most investment
advisers, Section 16 typically becomes
relevant when the adviser is consid-
ered a greater than 10 percent share-
holder of  the securities. The broad
Section 16 definitions could result in
a discretionary investment adviser
whose clients in the aggregate own
more than 10 percent of  a Section 16
security becoming subject to the
Section 16 filing requirements. There
are, however, a number of  exemp-
tions to the Section 16 reporting
requirements available to registered
investment advisers that are not avail-
able to unregistered advisers.

Geographic Considerations. An
investment adviser with its principal
place of  business in California must
also consider the extent to which its
clients may be residents of  other

states. Certain states may impose reg-
istration requirements or recordkeep-
ing requirements on investment advis-
ers with clients in that state that are
not registered with the SEC or their
primary state. Under the national “de
minimis” standard set out in Section
222 of  the Advisers Act, however,
states generally may not require the
registration of  investment advisers
who do not have a place of  business
or more than 5 clients in the state.

If  you have any questions regarding the
impact of  this exemption on your investment
advisory business, please feel free to contact
any of  the attorneys listed below:

In San Francisco:

Julie Allecta (415) 856-7006
julieallecta@paulhastings.com

David A. Hearth (415) 856-7007
davidhearth@paulhastings.com

Mitchell E. Nichter (415) 856-7009
mitchellnichter@paulhastings.com

Catherine MacGregor   (415) 856-7068
catherinemacgregor@paulhastings.com

Adam J. Mizock (415) 856-7094
adammizock@paulhastings.com

Thao H. Ngo (415) 856-7049
thaongo@paulhastings.com

In Los Angeles:

Robert E. Carlson (213) 683-6299
robertcarlson@paulhastings.com

Michael Glazer (213) 683-6207
michaelglazer@paulhastings.com

Jacob M. Simon (213) 683-6125
jacobsimon@paulhastings.com
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