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Introduction

Last Friday, June 23, 2006, the D.C. Circuit Court of Appeals 
invalidated as “arbitrary” the SEC’s new Rule (Investment 
Advisers Act Rule 203(b)(3)-1) that required many hedge fund 
managers to register as investment advisers.

A significant basis of the Court decision (copy attached) was 
a finding that the SEC failed to demonstrate that a hedge 
fund’s investors should be treated as clients of the hedge fund’s 
adviser for purposes of the registration exemption in Investment 
Advisers Act Section 203(b)(3).

The Court also took issue with the SEC’s attempt in the Rule 
to define the term “client” in one way for purposes of the Act’s 
registration requirements, and in another way for purposes of 
other provisions of the Act, noting that “[t]he Commission 
cannot explain why ‘client’ should mean one thing when 
determining to whom fiduciary duties are owed…, and 
something else when determining whether an investment 
adviser must register under the Act….”

This line of reasoning may have broader implications for how 
certain provisions of the Act and its rules have been applied by 
the SEC staff to hedge funds.  For example, query in light of this 
decision if an adviser to a hedge fund is required to obtain the 
consent of the fund’s investors to an assignment of the adviser’s 

advisory contract with the fund, or whether the consent of the 
fund (e.g., the affiliated general partner of the fund or the fund’s 
affiliated board of directors) will suffice.

What should advisers that registered with the SEC only as a re-
sult of the new Rule do now?  Those advisers cannot immediately 
deregister with the SEC, as the Court has delayed its decision 
until the time for the SEC to file a petition for rehearing expires 
(or a rehearing petition is disposed of)—no earlier than August 
7, 2006. For now, advisers should delay deregistration until there 
is more certainty as to how the SEC intends to respond.  The 
SEC has a number of options, including:  

• Do nothing and not attempt to resurrect the Rule

• Appeal the decision or ask the Court to reconsider it

• Modify and re-propose the Rule in an attempt to fix the 
defects as articulated by the Court   

• Seek Congressional action to require hedge fund 
manager registration 

The initial statement issued by SEC Chairman Cox in response 
to the Court’s invalidation of the Rule is not very revealing.  We 
will continue to monitor developments closely.

Paul Hastings’ nationally recognized 
Investment Management Practice Group 
continues to be highly ranked among the 
top law firms by net assets of all mutual 
fund clients as reported by Lipper, 
a Reuters Company.
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