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In a bellwether hearing Wednesday, members of éma® were told that regulation of hedge fund amtgisan
approach already tried by the Securities and Exgh&ommission--is the cornerstone to crafinggime for hed¢
fund oversight.

"The adviser approach is the minimum that is neargsssaid Andrew Donohue, director of the SEC'siflon of
Investment Management, at a hearing on hedge fomdation called by th8enate securities subcommittee, che
by U.S. Senator Jack Reed -RlI).

Donohue spoke of a "regulatory gap" under whichgleed
funds continue to escape federal oversight defipetéact

H that they manage $1.4 trillion in assets and accfouri8 to
Secu rltles IndUStry News 22 percent of all trading on the New York Stock Excge.
Resea rCh He supports the adviser approach over its main, riva

regulation of the hedge fund itself. That alteativould be
va u It achieved through the Investment Company Act, a 1840
defining and regulating investment companies ofouer
YUUF NEW SUUI'CE! types,including mutual funds, and largely aimed at pctitey

retail investors.

for Comprehensive N e oo s used for hedae fumdsch
concern if this statute is used for hedge fundsich are
NEWS, HesearChr ﬂnd designed for wealthy investors and institutionshit it

|ﬂdUStl’y' |ﬂtB||igBﬂCB might open the door to heavier, mutual-fund-likguiation.

"The Investment Company Act is really intendedrgil
investors," Donohue told the subcommittee. "Investtadviser registration is appropriate for any advisanaging
$30 million or more."

Since the financial crisis erupted last year, thexe been general agreement that greater overdiglkedge funds is
inevitable. Now, as Wednesday's hearing made dieane also appears to be agreement on what typeeogight
that should be. "There absolutely will be registratof hedge funds under the Investment Advisers"Aaid one
prominent industry figuri signaling a shift in stance that puts the hedge fadustry on the same page as many of
the key Congressional players in the hedge fundaare

At the July 15 hearing, the hedge fund industryfspert for adviser registration was voiced by wis®inakar

Singh, founder and CEO of TPG Axon Capital and anbver of the Managed Funds Assn. (MFA) the main bedg
fund trade association. Speaking for the MFA, Siggia "We believe mandatory registrationimfestment advise!

is the right approach” to hedge fund regulationg8iadded that MFA supports this type of registratiot only
because many hedge ft advisers are already registered voluntarily wite SEC, but also because the Investment
Advisers Act "provides a meaningful regulatory fianork for investment advisers."

Central to the emerging consensus is a bill intcediby Reed that appears to have the blessing afidtustry as
well as the Obama Administration, whose own propibsasembles. "The bill represents an intelligapproach to
tackling financial regulatory reform,” said Richa#d Baker, president and CEO of the MFA, the ddgreReed
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introduced the bill on June 16.

That represents a significant shift. Before therroedlapse of global financial markets last yeanszd severe
damage to the hedge fund industry, the industrystesnchly against any type of increased hedge dwedsight by
the SEC. Now, acknowledging that regulation is itadble, the industry, via the MFA, has chosen towhits
weight behind the least objectionable form of regison, represented by the Reed bill.

It may be the best the industry can expect. THadgjuires that advisers file Form ADV with the SBfhich
includes such disclosures as basic information &tleuapplicant, scope of business, nature of libatele, and
fees. Sensitive information, such as levels ofdege and institutional interconnectivity, would r@mconfidential.
Significantly, as Singh noted, many hedge fund sehg have chosen on their own to register witrtSB€, and so
are already in compliance with any new registratiequirement.

Focuson the Adviser

The favored Reed bill, the Private Fund Transparéxat of 2009, amends the Investment Advisers Act340 to
require advisers to hedge funds, private equitgéuwenture capital funds and other private invesinpools to
register with the SEC. Among other things, adviseemaging over $30 million in assets would be negglito fill in
a detailed disclosure form, and give the SEC aitthtwr collect information from the industry anchet investment
pools (see table Advisers can be used as proxies because theyapamd control the fund.

The bill is similar to an earlier effort that th&S tried on its own to beef up hedge fund regutatithe rule took
effect in February 2006, and was struck down ore 2812006 when the U.S. Court of Appeals for th&tiizit of
Columbia vacated it on the grounds that it wascootpatible with the Investment Advisers Act. Theidion said
that the SEC had improperly extended its authdoitsedefine the term "client” in a way that couddjuire hedge
fund advisers to register.

There are some differences from the SEC's eatfiemgt. One is a broader scope. In 2004, the SEGha
exception for funds with a two-year lockup or mapecifically designed to eliminate advisers togie equity
funds and venture capital funds.

Private equity funds and venture capital fundsspeifically included in the Reed bill. "I am nadring anyone
talk about a carve-out," says one industry expert.

Still, the impact on the industry is likely to bemmal. "Hedge funds were prepared to do this bifasays Monica
Arora, a partner at White & Case, a global law fivased in New York. "The more established playessiher
prepared for it, or have required systems in pkoeady.

"l don't think the impact [on operations] will bery dramatic,” adds Richard Goldman, a securité@tner in the
Boston office of law firm Bingham McCutchen LLP. 8¢t hedge funds--even if they are not registereel-aating
as if they are."

Focus on the Fund

Not so with the approach taken in the other major &ebil, the Hedge Fund Transparency Act of 2068pduced
on January 29 by Senators Carl Levin, D-MI, andr@saGrassley, R-lowa. It focuses on the hedge fisadf,
rather than the adviser, and accomplishes reguléiyoclosing exemptions in the Investment Compaalyah 1940,
the same vehicle used for comprehensive regulafionutual funds.

While many of its requirements are similar to thoséhe Reed bill-- it would, for example, requftends with $50
million or more in assets to register with the SEl@,an annual disclosure form, and maintain boakd records as
required by the SEC--it also spells out spedifformation to be made available to the publicjuding the names
companies and individuals who are the "beneficraters” of the hedge fund, along with an explanatibtne
ownership structure.

"The entity would not be the adviser, but the fursdys Anita Krug, a partner specializing in heflgeds at law
firm Howard Rice in San Francisco, and a reseagtibw at the Berkeley Center for Law, Business tred
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Economy. "The Reed bill eliminates the exemptianrégistered investment advisers. It gives the SHtBority to
request information from advisers to private fuhds.

The industry is concerned that the Levin bill foesi®n reporting requirements, including ttientities of "beneficii
owners," which most experts construe as investohedge funds. While Levin later clarified thisragerring to the
identities of people entitled to a piece of thesfeeming off the hedge fund, "it reads how it readays Krug.

Another problem with the bill in the eyes of theluistry is that it contains a laundry list of thirtgat have to be
providec that could be made public (see table). Reed'slbdbn't specifically contain these types of thjrgsl
sensitive information would be treated confidetyial

Mutually Exclusive?

An additional worry is that regulation under theviremeasure falls under the Investment Company thetsame
statute as mutual funds. While the Levin bill wosltject private funds to less regulation than mlufunds, There
is concern that it could be a slippery slope legdonthe mutual fund level of regulation,” says @oan "The
concern is--because of the limits on who can ke pnivate fund--there is no need to subject themiltof the
regulations that a mutual fund is subject to.”

Otherwise, as Krug notes, whether the focus iderfund or the adviser, it is the adviser who wdadaoordinating
it. As to her prognosis, "the industry is behinddatment adviser regulation,” she says. "It is fieshin the Reed
bill. The industry is sayir that it is okay with us, and so is the Obama Adstiation. This seems to be where the
minds are meeting."

Two Approachesto Hedge Fund Regulation

Private Fund Transparency Act of 2009
Introduced by: Senator Jack Reed. D-RI, on June 16

Main provisions:

* Requires all hedge fund advisers and other imaest pool advisers managing more than $30 milleoregister
with the SEC under the Investment Advisers Act.

* Provides the SEC with authority to collect infaation from the hedge fund industry and other investt pools,
including risks they may pose to the financial sgst

* Authorizes the SEC to require hedge fund advisemaintain and share with other federal agenaiesmation,
such as levels of leverage and institutional idenectivity on a confidential basis, to calculatstemic risk.

* Clarifies other aspects of the SEC's authoritgttengthen its ability to oversee registered itmesit advisers.

Advantages:

In line with the Obama administration's proposdsothas the support of the hedge fund industrychvkiill not
lobby against it.

Disadvantages:

Seen by some as little more than a business-as+esun of the SEC's 2006 effort. Many of the distires to
regulators would remain confidential.
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Chances of passage:
Good

Hedge Fund Transparency Act of 2009

Introduced by: Senator Carl Levin, D-MI, and Sen#&tbarles Grassley, R-lowa, on January 29

Main provisions:

* Requires all hedge funds with $50 million or mameassets to register with the SEC under the Invest
Company Act.

* Requires filing of an annual disclosure form witte SEC basic information thaill be made publicly availabl
including names of beneficial owners of the hedgelf explanation of the ownership structure, naofesy
financial institutions with which the hedge fundai$iliated, minimum investment commitment, totainnber of
investors, primary accountant and broker, and thieeat value of assets.

* Authorizes the SEC to seek additional informatibat it deems appropriate.

Advantages:

Gives the public access to a wide variety of hddgd information.

Disadvantages:

Lacks a broad base of support; employs untried§acuhedge fund and Investment Company Act; stdynch
opposed by the industry.

Chances of passage:

Uncertain.
©2009 Securities Industry News and SourceMedia, Inc. All rights reserved.
SourceMedia is an Investcorp company.
Use, duplication, or sale of this service, or data contained herein, is strictly prohibited.

http://www.securitiesindustry.com/issues/19 100/-23703-1.htmtitaiaBle=true 7/21/2009



