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INVESTMENT FUNDS NEWSLETTER

The Impact of Dodd-Frank Act on Private Fund
Managers and Other Investment Advisers

Many U.S. and international fund managers previously exempt
from registration under the Investment Advisers Act of 1940
(the “Advisers Act”) must now, as a result of passage of the
Dodd-Frank Wall Street Reform and Consumer Protection Act
of 2010 (the “Act”), contemplate registration with the U.S.
Securities and Exchange Commission (the “SEC”) within the
next 10 months.

U.S. investment advisers with assets under management (“AUM”) of

$100 million or more will need to register; however, if such advisers manage
only Private Funds' (other than SBICs, defined below) that do not meet the
definition of a “venture capital fund,” the threshold is raised to $150 million or
more of AUM. Advisers that hit these thresholds are required to register under
the Advisers Act on or before July 21, 2010, the first anniversary of the enact-
ment of the Act. The relatively low threshold of $150 million of AUM will
ensnare many previously unregistered investment advisers to private equity and
hedge funds that benefited from the 14-or-fewer clients exemption now elimi-
nated by the Act.

U.S. advisers having less than $100 million (or $150 million where solely
advisers to Private Funds) of AUM will have to register under state “blue sky
laws” rather than being able to register with the SEC under the Advisers Act,
unless such an adviser would have to be registered in 15 or more states.

An even lower threshold awaits “foreign private advisers” which will be
required to register generally if they have $25 million or more of AUM and/or
of investments in their sponsored funds attributable to U.S. investors, or more
than 15 clients domiciled in the United States. Conversations with the staff of
the SEC’s Office of International Corporate Finance indicate that it is currently
unlikely that the SEC will increase the $25 million threshold (as it is permitted
to do by the Act) prior to July 21, 2011. Accordingly, many non-U.S. invest-
ment advisers face the prospect of registering with and regulation by the SEC.

U.S. Advisers
The Act repeals in its entirety the so-called “Private Adviser Exemption™ previ-
ously found in the Act and removes “Private Fund” investment advisers from

99

' Private Funds are defined as entities that would be an “investment company” under the Investment Company Act of 1940, as

amended (the “1940 Act”), but for the exceptions set forth in Sections 3(c)(1) and 3(c)(7) of the 1940 Act. For purposes of Title IV
of the Act, Private Funds do not include “venture capital funds” (see “U.S. Advisers” below) but for purposes of the Volcker Rule
Private Funds do include venture capital funds and as a result banks are restricted from sponsoring or investing in a larger set of
fund types (see “Volcker Rule for Sponsorship of or Investment in Private Funds” below).

Any investment adviser that has had fewer than 15 clients during the preceding 12-month period and does not hold itself out to the
public as an investment adviser.

This document contains attorney advertising. Prior results do not guarantee a similar outcome.



The Impact of Dodd-Frank Act on Private Fund Managers and Other Investment Advisers

the general exemption for intrastate investment
advisers found under Section 203(b)(I). Private
equity, real estate opportunity and hedge funds have
historically generally relied upon these exemptions to
avoid registration under the Advisers Act.

The Act requires that the SEC provide an exemption
from the registration requirements for U.S. advisers

to Private Funds provided AUM in the United States
are less than $150 million and such adviser is solely
an adviser to Private Funds.

Additionally, the Act creates new exemptions from
SEC registration, including advisers to “family
offices” and advisers to “venture capital funds.” The
definition of a “family office” and a “venture capital
fund” will be determined by the SEC by final rule
before July 21, 2011. Finally, any investment advis-
er that solely advises small business investment com-
panies (“SBICs”) that are either licensed or are cur-
rently applying for licenses under the Small Business
Investment Act of 1958 is newly exempted from
registration.

As a result of the Act, the number of potential SEC
registrants is expected to increase significantly. The
responsibility of the states for licensing, monitoring
and overseeing all hedge funds and other alternative
investment management firms has also been
increased significantly from firms having less than
$25 million of AUM to firms having under $100 mil-
lion AUM.

Non-U.S. Advisers

The Act exempts from registration any investment
adviser that is a “foreign private adviser,” which is
defined in the Act as any investment adviser that:

* has no place of business in the United States;
* has fewer than 15 clients and investors domiciled

in the United States in private funds advised by
the investment adviser;

* has aggregate assets under management attributa-
ble to clients in the United States and investors in

(b) Rule 206(4)-2 (the “custody” rule) and (c) Rule 206(4)-6 (the “proxy voting” rule).

the United States in Private Funds advised by the
investment adviser of less than $25 million (or
such higher amount as the SEC may set by rule-
making); and

« neither holds itself out generally to the public in
the United States as an investment adviser, nor
acts as an investment adviser to any registered
investment company.

The SEC has previously permitted a “regulation-lite”
approach that registered non-U.S. advisers may
observe with respect to their non-U.S. clients (includ-
ing non-U.S. funds in which U.S. persons invest).
Under the “regulation-lite” approach, a non-U.S.
adviser is permitted to treat each non-U.S. fund as its
“client” for many purposes of the Advisers Act. As a
result, most of the substantive provisions of the
Advisers Act would not apply to a non-U.S. adviser’s
dealings with a non-U.S. fund, even if the investors
in the fund included U.S. persons.’ It is expected
that the regulation-lite approach will be carried
forward, but there can be no assurance that certain
policies reflected in the Act would not interdict the
regulation-lite approach.

It should be noted that while domestic banks and
bank holding companies are excluded from the defi-
nition of an investment adviser, non-U.S. banks and
indeed U.S. branches or agencies of non-U.S. banks
are not excluded, even though U.S. branches of non-
U.S. banks are treated equivalently with domestic
banks in other provisions of the Act, including the
Volcker Rule.

“Qualified Client”

Section 205(a)(1) of the Advisers Act prohibits an
adviser from receiving any type of advisory fee cal-
culated as a percentage of capital gains or apprecia-
tion in the client’s account (“performance fee
arrangement”). The Advisers Act contains excep-
tions from this prohibition for contracts with regis-
tered investment companies and clients having more
than $1 million in AUM, if specific conditions are
met; private investment companies excepted from the

For example, a non-U.S. adviser would not be required to comply with the following rules under the Advisers Act as to non-U.S. clients: (a) Rule 206(4)-7 (the “compliance” rule),

2 KAYE SCHOLER LLP | Investment Funds | Fall 2010



The Impact of Dodd-Frank Act on Private Fund Managers and Other Investment Advisers

1940 Act under Section 3(c)(7) of that Act; and
clients that are not U.S. residents.

In addition, Rule 205-3 under the Advisers Act
permits investment advisers to charge performance
fees to:

(a) clients with at least $750,000 under manage-
ment with the adviser or more than $1,500,000
of net worth;

(b) clients who are ”qualified purchasers” under
Section 2(a)(51)(A) of the 1940 Act; and

(c) certain knowledgeable employees of the invest-
ment adviser.

Pursuant to the Act, the “qualified client” threshold
under the Advisers Act (pursuant to which a regis-
tered investment adviser can charge a performance
fee) has been changed. With respect to any dollar
amount threshold used in determining whether a
person is a “qualified client,” the SEC shall be
required before July 21, 2011, and every five years
thereafter, to adjust for the qualifications to reflect
effects of inflation on such test.

Recommendations

A U.S. private fund manager affected by the Act
should begin to prepare for registration well in
advance of the July 21, 2011 registration deadline so
as to accomplish an orderly registration.

This advice applies with greater amplitude to non-
U.S. managers who will likely have the additional
burden (as discussed further below) of assessing the
U.S. regulatory regime with which they may need to
comply,* assessing the potential exposure of its non-
U.S. operations to SEC inspection, as well as weigh-
ing the burden of the commercial efficacy of registra-
tion and compliance against the commercial impacts
of actions to remove its operations from the expanded
regulatory reach of the Act.

Managers having multiple funds, complex structures
and/or numerous street-name investors or NUMerous

4

sales personnel should be all the more mindful of
commencing planning and assessments now to pro-
vide sufficient planning and implementation time for
registration; or, in the case of non-U.S. advisers,
potentially to take appropriate actions to avoid the
need for registration.

A private fund manager that may be required to regis-
ter should:

* Identify which entities in the structure provide
investment advice and must register as investment
advisers.

+ If a “mid-sized” adviser (less than $100 million of
AUM or $150 million of AUM limited solely to
Private Funds), assess respective “blue sky” obli-
gations.

» Ifanon-U.S. adviser, identify the current amount
of AUM and investments attributable to, and the
number of, U.S. investors and project both forward
to determine whether registration will be required.

* Ifanon-U.S. adviser, determine if, via redemption
of U.S. investors’ interests or otherwise, affirma-
tive actions can be taken to avoid triggering U.S.
registration, as well as the commercial and local
law implications of any such redemption.

* Ifanon-U.S. adviser required to register, consider
establishing a separate entity to advise U.S.
investors only and address, for example, overlap-
ping personnel and data systems.

+ If an asset management firm (either U.S. or non-
U.S.) that is a “banking entity,” examine the terms
of the exception from application of the Volcker
Rule and begin to assess the steps it must take to
comply with the terms of the exception

* Gather information appropriate to complete Form
ADYV Part I and prepare the required investor dis-
closure for Form ADV Part II. Although much of
the required information for Form ADV Part [ is

For example, whether or not registered with the SEC, all investment advisers doing business in the United States will be subject to the anti-fraud provisions of Section 206 of the

Advisers Act. Additionally, SEC record-keeping rules may spawn issues under EU client privacy policies.
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factual, it must be gathered from a number of
sources, so ample time should be allowed for the
information-gathering and disclosure preparation.

Begin work on required Advisers Act compliance
policies and procedures, and hire (or appoint) a
chief compliance officer to oversee their develop-
ment; consider implementing new compliance
programs on a pilot basis prior to registration.
Employee training should also be implemented.

Implement a books-and-records retention system
including e-mail retention, that is designed to meet
Advisers Act requirements, and that, in the case of
non-U.S. advisers, is distinct from records regard-
ing non-U.S. clients that to the extent practicable
should be kept beyond the newly permitted reach
of the SEC.

Review internal control structures to determine
what changes should be considered prior to any
registration. Given the Advisers Act requirement
of client consent to a registered adviser’s change
of control or “assignment” (as defined in the
Advisers Act), appropriate adjustments to the enti-
ty’s control structure prior to any registration may
well need to be made.

Review the governing documents of private funds
or managed accounts to determine which docu-
ments should be amended to comply with the
Advisers Act.

Revise offering documents and related materials to
ensure compliance with Advisers Act require-
ments, particularly including advertising rules.

Analyze the custody arrangements applicable to
the managers’ private funds or other clients, given
the Advisers Act’s custody rule requirement that
U.S. client assets be held with qualified custodi-
ans, and in certain cases, new reporting obliga-
tions and SEC audit rights. Fund managers can
avoid many of the custody rule’s more onerous
provisions by having their funds (including any

As a result of the Act, the number
of potential SEC registrants is
expected to increase significantly.
The responsibility of the states for
licensing, monitoring and oversee-
ing all hedge funds and other
alternative investment management
firms with assets under

$100 million has also been
increased significantly.

co-investment or “side car” funds) audited in
accordance with U.S. GAAP and audited finan-
cials promptly delivered to investors. Non-U.S.
advisers may need to anticipate the incongruencies
of doing so with local law obligations.

» Review compensation arrangements given that a
registered adviser is not permitted to charge
performance fees (including carried interest)
unless the client falls within the definition of a
“qualified client” (i.e., a person who either has at
least $750,000 under the adviser’s management or
$1.5 million net worth, subject to certain look-
through rules’), or a person who is not a U.S. resi-
dent. Because it is not clear whether the SEC will
grandfather existing Private Funds from this
restriction, it may be necessary to amend compen-
sation structures in certain cases (with investor
consent, where necessary).

Kenneth G.M. Mason
kmason@kayescholer.com

Timothy A. Spangler
tspangler@kayescholer.com

A Section 3(c)(7) qualified purchaser fund would also fall within the definition of “qualified client.”
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The proposed regu-
lations provide that
each series of a
domestic series LLC,
whether or not a
juridical entity for
local law purposes, is
treated for federal
income tax purposes
as a separate entity
formed under local
law. With the excep-
tion of certain insur-
ance companies, the
proposed regulations
do not apply to
series LLCs
organized under for-
eign law.

IRS Issues Proposed Regulations on “Series LLCs”

Several states (including Delaware, Illinois, Nevada and Texas)
have enacted statutes to provide for the creation of entities that
may establish separate “series,” including series limited liability
companies (“series LLCs”). Although each series of a series LLC
generally is not treated as a separate entity for state law purposes,
each series has associated with it specified members, as well as
specified assets, rights, obligations, investment objectives and
business purposes. A member’s association with one or more
particular series is comparable to direct ownership by the member
in such series, in that the member’s rights, duties and powers with
respect to the series are direct and specifically identified. The
debts, liabilities and obligations of one series generally are
enforceable only against the assets of that series and not against
assets of other series or of the series LLC.

On September 13, 2010, the Internal
Revenue Service issued proposed regu-
lations addressing the U.S. federal
income tax classification of series
LLCs (and other similar entities). The
threshold question for determining the
income tax classification of a series
LLC (and a series therein) is whether
an individual series should be consid-
ered a separate entity for U.S. federal
income tax purposes.

Existing regulations provide that the
state law classification of an entity is
not controlling for federal income tax
law purposes. Nonetheless, the pro-
posed regulations provide that the char-
acteristics of series LLCs under state
law is an important factor in analyzing
whether series should be treated as sep-
arate entities for federal income tax
purposes.

All existing series LLC state statutes
contain provisions that grant series cer-
tain attributes of separate entities. For

example, as indicated above, individual
series may have separate business pur-
poses, investment objectives, members
and managers; and assets of a particular
series generally are not subject to the
claims of creditors of other series or of
the series LLC itself.

In light of the above considerations, the
proposed regulations provide that each
series of a domestic series LLC,
whether or not a juridical entity for
local law purposes, is treated for federal
Income tax purposes as a separate enti-
ty formed under local law. With the
exception of certain insurance compa-
nies, the proposed regulations do not
apply to series LLCs organized under
foreign law. Also, the proposed regula-
tions do not address how a series LLC
should be treated for federal employ-
ment tax purposes.

Whether a series that is treated as a dis-
tinct entity under the proposed regula-
tion is then recognized as a separate
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To date, the use of series LLCs
by private equity funds and
hedge funds has been limited.
Now that the IRS has provided
guidance relating to their treat-
ment for U.S. tax purposes,
increased use of series LLCs is
likely to be seen.

entity (i.e., as opposed to a disregarded entity), and,
if so, the classification of such an entity for federal
income tax purposes (i.e, as a partnership or corpora-
tion), is determined under generally applicable entity
classification (“check-the-box’) rules.

The proposed regulations also provide that, for
federal income tax purposes, the ownership of inter-
ests in a series, and of the assets associated with a
series, is determined under general tax principles. For
example, the series LLC itself is not treated as the
owner of a series or of the assets associated with a
series merely because the series LLC holds legal title
to such assets. Instead, federal tax principles require
an inquiry into who bears the economic benefits and
burdens of the assets.

The proposed regulations are expected to be effective
when finalized, rather than retroactively. Taxpayers
who are treating a series for federal income tax pur-
poses differently from the fashion described in the
regulations generally will be required to change their
treatment of such series as of such point.

However, the proposed regulations do provide an
exception for series LLCs established prior to
September 13, 2010, that treat all series and the
series LLC as one entity. Such an entity generally
may continue to be treated as one entity for federal
income tax purposes until a change in control occurs
with respect to the series (or series LLC).

To date, the use of series LLCs by private equity
funds and hedge funds has been limited. Now that
the IRS has provided guidance relating to their treat-
ment for U.S. tax purposes, increased use of series
LLCs is likely to be seen. For example, series LLCs
could be used by investment funds as a substitute for
creating multiple parallel fund entities designed to
accommodate the needs of different classes of
investors.

Willys H. Schneider
wschneider@kayescholer.com

Jeffrey D. Scheine
jscheine@kayescholer.com
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New funds have the
option of either
fundraising at more
LP-favorable terms
or trying out the
pledge fund model.

Pledge Funds and Other Innovative Structures

Private equity fundraising is tough these days. In the middle of
2010, buyout firms had on average just three years to invest about
$400bn (€323bn), over one-third of the total “dry powder,” or
return it to their limited partners (“LPs”). With this reserve of dry
powder still uninvested and the number of secondary transactions
rising, one might wonder where all those attractive targets should
come from that justify another generation of private equity funds.
LPs are becoming more and more sensitive with regard to (in their
eyes) voluminous management fees, and general partners (“GPs”)
are therefore looking for alternative arrangements to sweeten

sought-after fund commitments.

On the other hand, empirical wisdom
shows that exit returns tend to be higher
where the portfolio company had ini-
tially been acquired in a down-phase
and at a bargain price. Therefore, it
should be worth the effort to think
about fund structures that give LPs an
extra amount of comfort. A pledge
fund might be such a structure.

The Basic Model

Pledge funds are limited partnerships in
the form of a soft-commited fund where
investors have a high degree of discre-
tion whether or not to finally invest on
a deal-by-deal basis. The idea utilizes
the model of the club deal and business
angel camp, where the one opportunis-
tic investment idea trumps a structured
and long-term investment process.

For GPs, especially first-time sponsors,
this alternative structure makes it poten-
tially easier to raise a fund in the cur-
rent environment. LPs might feel more
comfortable without having to commit
a huge amount of money over a defined
investment period.

Economics

With regard to the economics of a
pledge fund vehicle, a management fee
can, to a certain extent, be based on the
pledge commitment at a lower percent-
age rate plus an additional fee on the
invested capital, for example. This
allows the GP to actively source and
monitor potential targets. Alternatively,
a “membership fee” can be charged for
the period in which the LP actively
screens the GP’s offers. A third model
includes seed investors that make cer-
tain initial payments to cover opera-
tional costs.

The classic carried-interest model also
applies to the pledge fund. The main
question is to what extent the perform-
ance can be aggregated across all of the
fund’s investments. There are a number
of structures in place that all aim to
reward those investors who participate
in a high number of transactions.

Potential Disadvantages

Time is of the essence for pledge funds.
LPs need time to screen potential
investments with a higher amount of
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diligence than the usual “passive” fund investor, tak-
ing into account their potential cluster risk. The GP
still needs to bid effectively and potentially solicit
third-party co-investors. Delays in getting consent
(and money) from LPs could materially disadvantage
the GP’s investments.

Another disadvantage for pledge funds can be a neg-
ative perception among the sellers or the manage-
ment of the target company. A lack of committed
equity financing might be a problem for stakeholders
of larger targets that could tend to prefer those
investors that potentially would close the deal imme-
diately. Another disadvantage might be the lack of
diversification for those LPs who only participate in
one or two of the pledge funds transactions.

Taken together, the pledge fund continues to be a
viable alternative for GPs looking at small- and
mid-market transactions. Large leveraged buyouts
will likely continue to be undertaken under a classic
fund regime. Even there, it is possible to address
many LP concerns in a traditional fund structure,
such as reducing the standard management fee over
the fund term, switching from committed capital to
invested capital as carry basis, deducting transaction
and/or monitoring fees, or applying a higher hurdle
rate.

A Few Words on Existing Funds

Finally, there is the question of those funds already
raised and still left with a substantial amount of dry
powder. One solution would be a renegotiation of
the fund terms to achieve an extension of the invest-
ment period. Taking into account that the scarcity of
targets drove up the prices for potential target compa-
nies at least at the beginning of 2010, such an exten-
sion can make sense for successful private equity
firms that felt that they wouldn’t want to pay such an
ambitious price. Also, with syndicated and visible
debt financings slowly but surely becoming available
again, an additional number of players will become
active in the coming quarters so that having more
time to invest would be reasonable.

Perspectives

We find that with some effort on the structural/legal
end, new funds have the option of either fundraising
at more LP-favorable terms or trying out the pledge
fund model. Existing funds may want to consider
whether they see a need to renegotiate their invest-
ments terms or periods — or just proceed with new
investments, provided that debt becomes more avail-
able, operative improvements harvest higher earnings
again, and exit options become more realistic.

Thomas A. Jesch
tiesch@kayescholer.com

INVESTMENT FUNDS German Private Equity Workshop

Thursday, 25 November 2010

Kaye Scholer will host its second annual German Private Equity Workshop which will feature the leading
practitioners in the Private Equity field discussing the following topics:

e Subscription Commitment Facilities — Financing of Commitments at the Private Equity Fund Level

e Successful Debt Financing and Restructuring

e Banks and Private Equity — The New German Mittelstandsfonds

e Mezzanine Capital: From Standard Platform to Customized Tranche

e The Outlook: Some Predictions for Acquisition Finance in 2011

® Private Equity Funds and their Relationship with Lenders

¢ |legal and Tax Considerations for a Successful Debt Restructuring

¢ In Search of a New Normal — Acquisition Finance and Debt Levels after the Crisis

InterContinental Hotel
Frankfurt am Main

9:30 a.m. — 6:00 p.m.

To sign up for this event or to obtain more information, please contact: Katja Putschke

SchillerstraBe 19, 60313 Frankfurt am Main e Telefax: +49 69 25494 444 ¢ E-Mail: katja.putschke@kayescholer.com
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FSA's Proposals for Revising the Remuneration Code
— How are Alternative Fund Managers Likely to be
Affected?

In July 2010, the Financial Services Authority (“FSA”) published
Consultation Paper 10/19, “Revising the Remuneration Code.”
The proposals for revision are driven by various external require-

Simon Firth

Partner
Investment Funds

London

Owen D. Watkins

Consultant
Investment Funds

London

The FSA'’s estimate
is that over 2,500
firms will find
themselves within
the scope of the
Code. The revised
Code is intended to
take effect from
January 1, 2011.

ments, in particular, amendments to the Capital Requirements
Directive (generally referred to as “CRD3”) and the standards
implementing the high-level principles produced by the Financial

Stability Board (“FSB”).

The major and obvious change to the
existing Remuneration Code (the
“Code”), which came into force on
January 1, 2010, is to its scope. The
Code currently applies to some 27
firms, comprising the largest banks,
building societies and broker-dealers.
However, following the remuneration
requirements of CRD3, the revised
Code will apply far more widely — in
broad terms, to all firms to which the
Markets in Financial Instruments
Directive (“MiFID”) applies, which
includes alternative fund management
firms and advisory firms. The FSA’s
estimate is that over 2,500 firms will
find themselves within the scope of the
Code. The revised Code is intended to
take effect from January 1, 2011.

Alternative fund managers also fall
within the scope of the proposed
Alternative Investment Fund Managers
Directive (“AIFMD”). The AIFMD
also contains remuneration provisions,
currently drafted at a higher level than
the Code. If that remains the case (the
AIFMD is not yet in agreed form), then
it is likely that these more general
provisions will replace the Code where
alternative fund managers are

concerned, although this would not
occur until late 2012 or early 2013 (the
expected date for the AIFMD to come
into force).

The revised Code consists of a general
requirement — ““a firm must establish,
implement and maintain remuneration
policies and practices that are consistent
with and promote sound and effective
risk management” — and twelve
“remuneration principles.” The
definition of “remuneration” is wide,
and includes any form of remuneration,
including salaries, discretionary pension
benefits, and benefits of any other kind.
In addition, firms must maintain records
of “Remuneration Code staff” — senior
staff whose professional activities have
a material impact on the firm’s risk
profile. Firms are required to apply the
Code in full in respect of Remuneration
Code staff, though the FSA proposes
that firms should give consideration to
applying the remuneration principles on
a firm-wide basis.

Where UK firms are concerned, the
Code must be applied to all entities
within the firm’s group, both regulated
and unregulated. UK subsidiaries of

KAYE SCHOLER LLP | Investment Funds | Fall 2010
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third country groups (such as groups headquartered * the governing body of a firm must adopt and
in the United States) must apply the Code to all periodically review the general principles of the
entities within the sub-group, whether in the UK or remuneration policy;
not.

« employees engaged in control functions such as
The remuneration principles are wide-ranging. compliance or risk management must be
Among other things, they require the following: remunerated independent of the performance of

the business areas they control;
 firms must have remuneration policies that are
consistent with and promote sound and effective  firms must take into account current and future
risk management; risks when calculating variable remuneration, and

INVESTMENT FUNDS London Breakfast Series

Tuesday, 5 October 2010

During the past two years, the financial markets have suffered from unprecedented
volatility, both with respect to market performance and regulatory and civil legal

actions. This market instability led to the adoption of the Dodd-Frank Act in the Kaye Scholer LLP
United States, which, among other things, subjects private funds to registration 140 Aldersgate Street
with, and increased regulation by, the SEC. In addition, all participants in the London EC1A 4HY

financial markets, including hedge funds, are receiving greater and harsher scrutiny +144.20.7105.0500

from the regulatory bodies in Europe and the United States, not only via the

promulgation of new regulatory requirements, but also as a result of more searching 8:00 am Registration and
enforcement investigations and actions. Breakfast
8:30 am Session
There are two areas of enforcement activity that have particular relevance for the 9:20 am Q&A
trading activities pursued by hedge funds arising out of the heightened attention 9:30 am Session Ends

given to funds’ exchange of information with each other and other market
participants.

¢ The Galleon indictment and insider trading e Short selling conspiracies

o lllicit acquisition of nonpublic information Claims of conspiracies to manipulate the price of a security

o

o Web of sources o Sharing of trading strategies and timing

o Absence of internal controls o Biovail and Fairfax Financial lawsuits
o

Third Point SEC investigation

H. Peter Haveles, Jr., Chair of Kaye Scholer’s Financial Services Litigation group and
Co-Chair of its Complex Commercial Litigation Department, will lead a discussion of
these areas of enforcement and how they affect funds managed from the UK. Simon
Firth, London Investment Funds Partner, will consider the impact of the Dodd-Frank
Act on those funds’ activities.

You may register online at www.kayescholer.com (click on “Seminars”) or send an email to: londonevents@kayescholer.com.

The Investment Funds Group of Kaye Scholer LLP holds regular breakfast seminars in our London office usually on the first

Tuesday of every month. These seminars address current topics of interest to private equity and venture capital firms, hedge fund
managers, fund-of-funds and traditional investment management firms.
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ensure that total variable remuneration does not
limit their ability to strengthen their capital base;
and

+ firms must not pay variable remuneration through
vehicles or methods that facilitate the avoidance of
the Code.

The remuneration principle that has attracted particu-
lar attention is principle 12 (Remuneration struc-
tures). Under this principle, a firm must ensure that
the structure of an employee’s remuneration is con-
sistent with and promotes effective risk-management;
and where remuneration is performance-related, the
total amount of remuneration must be based on a
combination of the performance of the individual, the
relevant business unit, and the firm as a whole.

Principle 12 contains two other provisions that are
likely to be of interest to alternative investment
managers. The first is that any variable remuneration
— or, in common language, “bonus” — must be at
least 40% deferred, for at least three years. If the
variable remuneration component is particularly high
(£500,000 is by definition “particularly high,” and
the FSA leaves open the question of whether a lower
amount might also satisfy the definition), the
percentage that must be deferred rises to 60%.

Any variable remuneration is to be paid only if it is
sustainable according to the financial situation of the
firm as a whole, and justified according to the
performance of the firm, the business unit and the
individual concerned. This indicates that if the
performance of the firm declines significantly in the
period of deferment, the firm should not pay the
deferred amount. It would also appear from the
FSA’s comments on severance pay that it will not be
possible for the employee to accelerate payment of
the deferred amount by resigning or otherwise
negotiating his or her departure from the firm.

The second provision requires at least 50% of any
bonus to consist of “an appropriate balance” of
shares or equivalent ownership interests (subject to
the legal structure of the firm concerned) and capital
instruments that can be used to meet the firm’s

The key question is whether the
Code will be applied in such a way
as to allow entities such as LLPs to
pay a bonus entirely in cash. If the
answer to that question is
affirmative, we may see firms that
are currently set up as companies
converting to LLP status, in order
to retain the flexibility regarding
the payment of bonuses.

capital resources requirement at stage B1 of the
calculation set out in the FSA’s prudential rules. A
failure by the firm to comply with this provision, as
with the provision regarding deferred remuneration,
gives the FSA the power to not only render the
arrangements with the employee void, but also to
recover any payments made to the employee under
such void arrangements.

While a listed company could comply with this
requirement readily enough, it is less easy to see how
an unlisted company could do so — still less an LLP
(the legal form of many alternative investment
managers regulated by the FSA). The FSA
acknowledges that “this requirement is not easily
applied” in cases where firms are unable to issue
shares, but offers no suggestion as to what such firms
should do.

FSA’s hope would appear to be that guidelines from
the Committee of European Banking Supervisors
(“CEBS”) will resolve this difficult issue, but it
seems odd that the FSA should not give some clear
indication of its own view on the matter in the
meantime.

Alternative investment managers can perhaps take
some minor comfort from the fact that neither of the
provisions just mentioned will apply in relation to
Remuneration Code staff whose bonus is less than
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33% of total remuneration and whose total
remuneration is no greater than £500,000. They may
take greater comfort from the fact that the
remuneration provisions of CRD3 include a
requirement that the provisions be applied to firms in
a way that is proportionate to a firm’s size, internal
organization and the nature, scope and complexity of
its activities. The FSA has proposed applying this
proportionate approach in the implementation of the
Code.

While the FSA will not countenance the Code being
ignored completely, it is prepared to concede that
some provisions of the Code, including the
provisions relating to deferral of bonuses and
payment of parts of bonuses in shares or share-linked
instruments, could be applied on a “comply or
explain” basis. That is, providing that firms can
justify not complying with the rules concerned, they
will not be in breach of them.

The key question is whether the Code will be applied
in such a way as to allow entities such as LLPs to
pay a bonus entirely in cash. If the answer to that
question is affirmative, we may see firms that are
currently set up as companies converting to LLP
status, in order to retain the flexibility regarding the
payment of bonuses.

The FSA is prepared to allow firms to miss the
January 1, 2011 date for compliance with the Code,
but only in respect of remuneration principle 12, and
then only if the firm has made reasonable efforts to
comply with that principle by that date. In any event,
the respite for such a firm will be slight, as firms
must be in full compliance with the Code by

July 1, 2011. This is a challenging timescale, which
will require firms to review and amend their present
arrangements in very short order.
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