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Introduction

The Administration’s Recent Call for Financial

Reform

e On January 21, 2010, President Obama, along with Paul Volcker,
Bill Donaldson, Congressman Barney Frank, Senator Chris Dodd,
and the President's economic team, proposed new restrictions on
the size and scope of banks and other financial institutions

Under the Administration’s proposal:

— No bank or financial institution that contains a bank would be
permitted to own, invest in or sponsor a hedge fund or a private
equity fund, or proprietary trading operations unrelated to serving
customers for its own profit

— The consolidation of the financial sector would be limited by placing
broader restrictions on the growth of the market share of liabilities
at the largest financial firms in order to supplement existing caps on
the market share of deposits

e The President indicated that in the coming weeks he will work
closely with the Congress to craft a strong, comprehensive
financial reform bill, building on the groundwork laid by the
House’s passage of its financial reform legislation
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Introduction

House and Senate Legislation

e On December 11, 2009, the House passed the “"Wall
Street Reform and Consumer Protection Act” (the
“House Bill") by a 223 to 202 vote

e Well in advance of announcing his retirement, on
November 10, 2009, Senator Dodd released a discussion
draft of the “Restoring American Financial Stability Act
of 2009” (the “Senate Bill”)

As the Congress considers these legislative initiatives,
predictions about the final regulatory framework for financial
services firms remain fluid



Addressing Systemic Risk

Under legislative consideration:

e The House Bill:
— Designates the Federal Reserve as the “systemic risk regulator”

— Creates a new Financial Services Oversight Council chaired by the
Treasury Secretary and composed of regulatory leaders with
responsibilities for, among other things, identifying systemically
important firms and activities in consultation with the Federal
Reserve

e The Senate Bill:

— Largely strips the Federal Reserve of regulatory authority over
financial services firms

— Creates a new Agency for Financial Stability ("AFS”) headed by an
independent chairman and composed of regulatory leaders to
serve as the “systemic risk regulator”

e Other major differences regarding financial services oversight
reform remain between the two Bills
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Addressing Systemic Risk

In considering systemic risk, the Bills would require

the evaluation of the following criteria:

Amount and nature of a firm’s financial assets

Amount and types of a firm’s liabilities, including the degree of reliance on short-
term funding

Extent of a firm’s leverage
Extent of a firm’s off-balance sheet exposures

Extent of a firm’s transactions and relationships with other major financial
companies

X X X X X X
X X

The firm’s importance as a source of credit for US households, businesses and
state and local governments and as a source of liquidity for the US financial
system

X

A firm’s operation of, or ownership interest in, any clearing, settlement, or
payment business

The nature, scope, and mix of the firm’s activities

X

The degree to which the firm is already regulated by one or more federal financial
regulatory agencies

<
X X X X

Any other factors that the Council/Agency deems appropriate X



The SEC

e Establish an SEC fund to pay whistleblowers

e Expand SEC sanctions in enforcement actions and
harmonize liability standards

e The House Bill:

— Specifically authorizes additional funds to be appropriated
to the SEC, in addition to any other funds authorized to be
appropriated to the SEC, from approximately $1.1B in
2010 to $2.25B in 2015

— Authorizes the SEC to use adviser registration fees to pay
for the cost of adviser inspections

— Imposes deadlines for the SEC to act in connection with
inspections (generally within 180 days of the last day of an
onsite inspection) and enforcement actions (generally
within 180 days of a Wells notice)
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Harmonizing Futures and Securities
Regulation

The SEC and the CFTC

Rather than seek a merger of the two agencies, the
Administration directed the SEC and CFTC to complete a
report to Congress that identifies conflicts in statutes
and regulations with respect to similar types of financial
instruments, and either explains the justification for
these differences or recommends changes

After holding joint meetings and seeking public
comment, the SEC and CFTC issued their report on
October 16, 2009



Investment Advisers

e Thresholds for determining federal vs. state registration
of advisers

— House and Senate Bills — States have authority for
advisers with assets under management of $100
million (vs. the current $25 million threshold)

e (Custody - subject to SEC rulemaking:

— The House Bill contemplates client assets exceeding
$10 million to be maintained with a “qualified
custodian” that does not provide investment advice
with respect to those assets

— The Senate Bill contemplates advisers being required
to use an independent custodian
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Private Fund Advisers

The House and Senate Bills will both require
registration under the Investment Advisers Act

of 1940 (the "Advisers Act”) of advisers to
private funds, subject to certain exemptions:

e The House Bill will require registration unless each of the
funds managed by an adviser has assets under
management in the U.S. of less than $150 million

e The Senate Bill will require registration without regard to
the amount of assets under management
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Private Fund Advisers

Exemptions in the House Bill:

e Advisers to venture capital funds as defined by the SEC would
be exempt from registration; these advisers would nonetheless
be subject to reporting and recordkeeping requirements as
specified by the SEC

e Advisers to small business investment companies would be
exempt from registration

e There is also a limited exemption for foreign advisers, if the
adviser:

— has no place of business in the U.S.;

— during the preceding 12 months, has had fewer than 15 clients
in the U.S. and has had assets under management attributable
to clients in the U.S. of less than $25 million (subject to
increase by the SEC); and

— does not hold itself out as an investment adviser to the U.S.
public or act as an investment adviser to a registered
investment company
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Private Fund Advisers

The House Bill

e For those private fund advisers covered by the House Bill, the
SEC would have the authority to require private fund advisers
to maintain records and submit reports relating to both the
adviser and the funds it manages to allow for the supervision
of systemic risk by the Board of Governors of the Federal
Reserve and the yet to be established Financial Services
Oversight Council

e The reported information must include for each private fund:
— the amount of assets under management
— use of leverage (including off-balance sheet leverage)
— counterparty credit risk exposures
- trading and investment positions
- trading practices

— such other information as the SEC, in consultation with the
Federal Reserve, specifies by rule
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Private Fund Advisers

The House Bill

e The House Bill will authorize the SEC to mandate
additional reporting requirements for private fund
advisers

— The SEC may vary any additional reporting requirements
for different classes of advisers based on the particular
types or sizes of private funds advised by such advisers

e In addition, the SEC would be authorized to require
advisers to provide reports, records and other
documents to investors, prospective investors,
counterparties and creditors of any private fund advised
by the adviser

14



Private Fund Advisers

The House Bill

In implementing the House Bill, the SEC will be required
to take into account "mid-sized” private funds based on
such funds’ size, governance and investment strategies

The Government Accountability Office will be required to
study the annual costs of the legislation’s registration
and reporting requirements, with a report due to
Congress within two years of the legislation’s enactment

The registration and other requirements will become
effective within one year of enactment of the legislation
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Private Fund Advisers

The Senate Bill

e The Senate Bill is substantially the same as the
House Bill, except that the Senate Bill will:

— Exempt from the registration requirement advisers to
private equity funds as defined by SEC rule

— Add information about valuation methodologies and side
letter arrangements to the areas to be reported to the SEC
in connection with systemic risk determinations
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The SEC and Its Initiatives

Inspections, Enforcement and Rulemaking




SEC Inspections

e New cops on the beat

— Carlo di Florio named Director the Office of Compliance
Inspections and Examinations

— Norm Champ named Associate Regional Director in the
New York Regional Office

o Will there be a Self Regulatory Organization for
investment advisers?
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SEC Inspections

What to expect in the near term - anticipated

continuing SEC staff focus on:

e Private funds, including hedge funds, private equity fund
and venture capital funds (whether or not registered
with the SEC)

e Custody

e "“Pay to play” arrangements

e Short selling practices

e Securities lending arrangements

e Personal trading and safeguards against trading based
on inside information

e Securities valuations
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SEC Enforcement Initiatives

e Enforcement Chief Robert Khuzami pledges “relentless”
enforcement against those engaged in wrongdoing*

e New emphasis on “strategic, swift, smart and successful”
enforcement actions

e Enforcement Division reorganized into five units, with
one specific to asset management

e Branch Chief positions eliminated to increase field
presence and eliminate middle management

*Source: From the SEC press release announcing Khuzami’s appointment
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SEC Enforcement Initiatives

e Subpoena powers given to the Enforcement Director,
who has delegated this authority to other senior
enforcement officials

e New “"Cooperation Initiative” announced on January 13,
2010

e Potential enforcement areas include, among others:

— Trading on inside information, hedge funds and “pay to
play” arrangements and securities valuations
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SEC Rulemaking and Other
Initiatives — New Custody Rule

On December 16, 2009, the SEC adopted

amendments to the adviser custody rule, Rule
206(4)-2 under the Advisers Act

e Unlike the proposed rule:

— An adviser will not be subject to a surprise exam when the
adviser is deemed to have custody solely as a result of
withdrawing its fees from client accounts

— Private fund advisers, including hedge fund advisers,
generally will not be subject to a surprise exam when the
fund's financial statements are audited by an independent
accountant that is registered and inspected by the Public
Company Accounting Oversight Board (PCAOB)
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SEC Rulemaking and Other
Initiatives — New Custody Rule

The new rule will:

e Require a surprise exam and a custodian control review
(e.g., a SAS 70) for all advisers with actual custody and
generally when an affiliated custodian holds client assets

— A surprise exam is not required when an affiliate of the
adviser has custody of client assets and the affiliated

custodian is deemed to be operationally independent
of the adviser
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Questions?
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