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Summer 2007

SEC Adopts Antifraud Rule Under Investment Advisers Act of 1940

On July 11, 2007, the SEC unanimously adopted a new antifraud rule under the Advisers Act. The new rule, Rule 206(4)-8 under the Advisers Act (the "Rule"), is designed to require investment advisers to look through hedge funds, mutual funds, and other types of investment vehicles that they advise directly to the actual investors who invest their money with these managers for purposes of determining the beneficiaries of the antifraud rules of the Advisers Act.    

The Rule responds to Goldstein v SEC, which vacated the 2004 SEC rules that required certain hedge fund advisers to register as investment advisers. The issue in the Goldstein case turned on the definition of client under the Advisers Act and whether the underlying investors in a hedge fund are considered clients of the adviser such that they are protected by the Advisers Act. The Court of Appeals held that a "client" (for purposes of sections 206(1) and 206(2) of the Advisers Act) of an investment adviser managing a pool is the pool itself, and not the underlying investors in the pool. Both prior to and after the Goldstein opinion, the antifraud rules under the Advisers Act applied to registered and unregistered investment advisers. However, the Goldstein opinion created some uncertainties regarding the application of the antifraud rules where investors in a
                                                            pooled vehicle are defrauded by an investment adviser.

The Rule applies to all investment advisers to pooled investment vehicles, regardless of whether the investment adviser is registered with the SEC under the Advisers Act. The Rule makes it a fraudulent, deceptive, or manipulative act, practice, or course of business for an investment adviser to a pooled investment vehicle to make false or misleading statements to, or otherwise to defraud, investors or prospective investors in that pool.

The Rule, however, does not provide for a private cause of action.

The final Rule has not been published, but the SEC stated that it was adopting the Rule as it was proposed.           
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