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Connecticut Regulators React To Calls
For Hedge Fund Regulation
By Richard Slavin
onnecticut Attorney General Richard
Blumenthal responded quickly to the
Goldstein decision of the Court of Appeals for
the District of Columbia, which vacated the
SEC Hedge Fund Rule (see next article for
background on Goldstein). He testified at a
Congressional hearing in which he implored
Congress and the Securities and Exchange
Commission to act to regulate hedge funds
and implied that if the federal regulators did
not, that Connecticut would take action.

C

tions. Typically the Banking Department initiates fraud investigations based on investor
complaints or collateral examinations of registered broker-dealers or investment advisers.

There are no new Connecticut
hedge fund regulations or laws

Despite Mr. Blumenthal’s warnings and the
formation of the task force, Connecticut has
no regulations or new laws which impose any
additional regulation on hedge funds. Last
spring, two bills
Interestingly, unlike
reached the
“Despite Mr. Blumenthal’s
Elliot Spitzer in New
Connecticut legislature
warnings and the formation
York, Attorney General
with the goal of regisBlumenthal is not the
of the task force, Connecticut
tering hedge funds.
Connecticut Securities
has no regulations or new laws
Those bills died in
Commissioner. While
which impose any additional
committee. The
he can implore, it is up
regulation on hedge funds.”
Banking Commissioner
to the Connecticut
has the ability to adopt
Banking
regulations governing hedge funds but neither
Commissioner to enforce the Connecticut
the Commissioner nor his staff seems eager
Uniform Securities Act. Under the current
to do anything now but study the industry.
law, the Banking Commissioner would have to
refer a case to the Attorney General for civil
Most hedge funds are sold as private offerings
action before the Attorney General could act.
of securities and comport with Regulation D
At the Banking Commissioner’s Securities
Forum 2006, Ralph Lambiase, the Director of
the Banking Commissioner’s Securities and
Business Investments Division, confirmed that
he had formed a task force to deal with
hedge funds. The task force includes six
examiners, so one can assume that the task
force was created to perform fraud investiga-

of the Securities Act of 1933. They are “covered” securities within the meaning of the
National Securities Markets Improvement Act
of 1996 (“NSMIA”) and cannot be regulated
by the states. The only power Congress left
for the states is the ability to perform investigations of fraud.

Cohen and Wolf, P.C. periodically prepares newsletters to provide general and timely information on legal developments.
The information contained herein is not intended as legal advice and readers are advised to seek appropriate professional
consultation before acting on any matters discussed.
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The Connecticut action was
designed to head off new
legislation and to respond to
cases like the Bayou Fund.
Connecticut, and particularly Fairfield
County, is home to a proliferation of
hedge funds. With so many funds and
so much money housed in those funds
that there is some likelihood that wrongdoing exists, even if it is a small percentage. Connecticut regulators had not
investigated the Bayou Fund before its
failure, even though it had its own inhouse registered broker-dealer. It
seems likely that there is a desire on the
part of the Banking Department to, at
least, examine registered persons associated with hedge funds.

What about firms with their
own broker-dealers and
state-registered investment
adviser-managers?
The best advice for funds in Connecticut
is to insure they maintain their private
offering documents, adhere to the representations and disclosures made in their
offering memoranda, avoid even the hint
of prohibited insider trading, and allow
clients to redeem based on the terms of
the offering memoranda.
For firms with their own in-house brokerdealers or state registered investment
adviser-managers it is important to follow the written supervisory policies and
procedures manual and to cooperate
with Banking Department examiners
when they appear. Compliance officers
should insure that e-mails are retained
and that any communication with
investors is documented.
These admonitions suggest nothing different from the normal operation of
these entities, but managers should be

aware that a registered person working
for the fund gives the examiner almost
carte-blanche to examine any transactions initiated or processed by the registered person.

“The best advice for funds in
Connecticut is to insure they
maintain their private
offering documents, adhere
to the representations and
disclosures made in their
offering memoranda, avoid
even the hint of prohibited
insider trading, and allow
clients to redeem based
on the terms of the
offering memoranda.”
What about federally
registered investment advisers
who are fund managers?
NSMIA prohibits the states from regulating federally registered investment advisers. It does not prohibit fraud investigation. Connecticut has recently taken the
position, at least informally, that it has the
right to determine whether an investment
adviser should be state registered. In
other words, the Banking Department
believes that it can perform an investigation on an investment adviser to determine whether it has less than
$25,000,000 under management, a find
ing that would require state registration.

Will hedge funds have to
change the way they operate?
For the honest hedge fund manager
there should be no change in how the
fund operates as a result of the Banking
Department’s actions. If the new task
force actually discovers fraud based on

a complaint or based upon its own internally generated investigation, it would
help the honest hedge fund. Rooting
out bad actors always makes sense. If
the number of hedge fund related cases
brought by the Banking Department
does not increase, then the task force
may turn out to be simply a nuisance to
the hedge fund community but, at a
minimum, it could still serve as a deterrent to new Connecticut laws that might
cause hedge funds to change the way
they do business. Ralph Lambiase
maintained that by studying the hedge
fund industry his agency will be able to
cooperate with hedge funds to make the
industry better.
It remains to be seen whether the task
force’s examiners will really examine or,
as Mr. Lambiase insists, just study.
Ultimately the Banking Department’s
task force may prove to be helpful to the
industry by preventing unnecessary legislation and it may just catch a few bad
actors.
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Federal Court Vacates SEC Hedge Fund Rule
By Karen Wackerman Myers
he controversial rule of the United
States Securities and Exchange
Commission requiring many investment
advisors to hedge funds to register with
the SEC (the “Hedge Fund Rule”) was
vacated by the United States Court of
Appeals for the District of Columbia
Circuit this summer. The unanimous
decision, Phillip Goldstein v. Securities
and Exchange Commission, leaves the
future of federal regulation of hedge
funds in some doubt.

T

Investment advisers are generally
exempt from registering with the SEC if
they have fewer than fifteen clients. The
SEC had previously counted a fund as
one client in this calculation, but the
Hedge Fund Rule required advisers to
count every investor in a hedge fund to
determine whether the adviser had more
than fifteen clients, resulting in a requirement that many hedge fund advisers
register by this past February. The
Goldstein court concluded that this interpretation of the word “client” was arbitrary, and it vacated the Hedge Fund
Rule and remanded it to the SEC, which

decided not to appeal the court’s
decision.

Hedge Fund Advisers who are
Registered with the SEC
In response to the void left by the
Goldstein decision, the SEC issued a “no
action” letter on August 10 in which it
continued several exemptions it had created as part of the Hedge Fund Rule.
Most importantly, the letter stated that
the SEC staff would not recommend
enforcement against a registered investment adviser that withdraws from registration by February 1, 2007 if the adviser
does not hold itself out to the public as
an investment adviser and has fewer
than fifteen clients (with a fund counting
as one client.) This gives registered
advisers to hedge funds some time to
consider whether to withdraw their registration with the SEC.
In addition, the letter confirmed that offshore advisers are not subject to the
Investment Advisers Act with respect to
offshore private funds and other offshore
clients. It also continued its limited
“transition” exemption for advisers to
hedge funds who were required to register due to the Hedge Fund Rule, requiring such advisers to maintain records
supporting performance-based fees only

from February 10, 2005 on and permitting such advisers to charge performance-based fees from clients who are
not “qualified clients” if they were clients
before February 10, 2005. The letter
also clarified and confirmed several
other exemptions and requirements.

Should a Registered Hedge
Fund Adviser De-register?
So what should a registered investment
adviser to a hedge fund do in light of the
uncertainty regarding SEC regulation at
this time? This decision depends on a
number of factors. A registered adviser
to a hedge fund is vulnerable to examination by the SEC, which would include
examination of the records on its hedge
fund. For this reason, an adviser that is
not currently registered and that may
rely on the private adviser exemption
may choose not to register. On the
other hand, some hedge fund advisers
prefer to be registered to assure their
investors that they are open to scrutiny
and therefore a good investment choice.
Regardless of an adviser’s decision on
registration, the SEC continues to have
jurisdiction over hedge funds, whether
they are registered or not, for enforcement of anti-fraud, insider trading and
similar statutes.

Cohen and Wolf, P.C. provides a wide range of sophisticated legal services to leading
businesses, organizations and individuals, both regionally and nationally. For more
than half-a-century, Cohen and Wolf has successfully represented business and individual clients in matters involving litigation, corporate and securities law, real estate, tax,
employment and labor, municipal law, personal injury, estate planning, and family law.
Our team of more than 40 experienced lawyers is based in our three Connecticut
offices: Bridgeport, Danbury and Westport. For more information please visit:
www.cohenandwolf.com
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Securities Group
Cohen and Wolf, P.C.’s Securities Group
represents a diverse base of clients in the
areas of securities regulation, compliance,
offerings, filings and litigation. The Group has
extensive experience in representing brokers,
dealers, investment advisors, broker-dealer
agents, investment advisor agents, and issuers
of securities before federal, state, and selfregulatory securities agencies.
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