
SEWARD & KISSEL LLP

THE PRIVATE FUNDS REPORT
Special 10th Anniversary Edition

A publication of the Investment Management Group

INTRODUCTORY GUIDE TO PRIVATE FUNDS AND 
THEIR MANAGEMENT COMPANIES

INTRODUCTION

Marking the tenth anniversary of our newsletter, The Private Funds Report, we are publishing this special issue that
compiles a number of articles covering topics that have appeared in past volumes of the newsletter (updated to reflect
subsequent changes in the law).  We hope that this issue of The Private Funds Report will be a useful guide that highlights
major issues managers of private investment funds should consider when forming and operating a private investment fund
and a management company.
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I.  Private Fund Considerations
Deciding between a Master-Feeder and a Side-by-Side Structure.

One of the fundamental decisions in structuring private in-
vestment funds for U.S. and non-U.S. investors is whether to
use a master-feeder or a side-by-side structure.  In a typical
master-feeder structure, a U.S. limited partnership (open to
U.S. taxable investors) and an offshore corporation (open to
U.S. tax-exempt and non-U.S. investors) invest all of their as-
sets in an offshore “master” entity taxable in the U.S. as a
partnership.  All of the trading is conducted in the master
fund and the feeder vehicles participate pro rata in such
trades.  In a typical side-by-side structure, a U.S. limited part-
nership and an offshore corporation are separate, stand-alone
entities that trade alongside each other.  While both structures
are designed to allow for investment by U.S. taxable and U.S.
tax-exempt investors, as well as non-U.S. investors, each
structure has distinct advantages that should be considered.

The main advantages of a master-feeder structure are as
follows:

• Eliminates the need to split tickets or engage in “re-
balancing” trades.

• Eliminates the need to enter into duplicative documen-
tation with counterparties.

• May lend itself to easier application of risk manage-
ment and other analytics.

• Smoothes out performance differences.
• A single pool of assets will be available as collateral

for credit lines or to otherwise satisfy the concerns of coun-
terparties.

• A single pool of assets may make it easier to meet
“qualified institutional buyer” or other asset-based
requirements.

• Can increase an investment strategy’s overall ERISA
capacity.

• In certain circumstances, a master fund may have bet-
ter opportunities for leverage than a stand-alone U.S. fund.

The main advantages of a side-by-side structure are as
follows:

• The manager can manage for tax efficiency in the U.S.
fund without disadvantaging the other categories of investors
(e.g., a 12-month holding period of securities is preferable
for U.S. taxable investors, but irrelevant to U.S. tax-exempt
or non-U.S. investors).

• If the funds are relying on Section 3(c)(1) of the In-
vestment Company Act of 1940 (the “Investment Company
Act”), a total of 100 U.S. beneficial owners is permitted in a
master-feeder structure, whereas in a side-by-side structure,
a total of 200 U.S. beneficial owners is generally permitted
(i.e., 100 U.S. taxable beneficial owners in the U.S. fund and

100 U.S. tax-exempt beneficial owners in the offshore fund).
• Generally, a 3(c)(1) fund and a 3(c)(7) fund are not

combined in a single master-feeder structure, while a side-
by-side structure will permit the use of both a 3(c)(1) and
3(c)(7) fund pursuing identical strategies (note that in a
3(c)(7) fund, so long as each U.S. investor can represent that
it is a “qualified purchaser” (i.e., generally, $5 million in net
“investments” for individuals and $25 million in net “invest-
ments” for entities), there can essentially be an unlimited
number of investors (although a fund with 500 or more in-
vestors may be subject to registration and reporting require-
ments under the Securities Exchange Act of 1934)).

• A stand-alone U.S. fund may be eligible for certain tax
treaties, whereas a master fund itself is generally not eligible.

• In the case of a fund-of-funds, a side-by-side structure
avoids disadvantageous tax issues for U.S. taxable investors
(e.g., arising from investments in an underlying manager’s
offshore funds), for non-U.S. investors (e.g., arising from in-
vestments in an underlying manager’s U.S. funds if they gen-
erate income effectively connected to a U.S. trade or
business) or 3(c)(1) counting issues and/or “qualified pur-
chaser” requirements for non-U.S investors (i.e., if the struc-
ture involves a U.S. master fund investing in underlying
managers’ U.S. partnerships).

Ultimately, when making this decision, the manager will
have to decide which structure best suits its strategy, target
investors and other relevant factors.  It has been our general
experience that a master-feeder structure may be more ap-
propriate when a significant portion of the investments are
other than publicly-traded securities and/or portfolio turnover
is very high.

ERISA Considerations. Calculating ERISA’s 25% Test.
Private investment funds and their advisers need to be con-
cerned with the possible application of ERISA’s fiduciary
rules to their funds and themselves.  Section 3(42) of ERISA
and U.S. Department of Labor (“DOL”) regulations provide
that a private investment fund and its adviser will be subject
to ERISA’s fiduciary rules if investment in the fund by “Ben-
efit Plan Investors” is 25% or more of the value of any class
of its equity interests (the “25% Threshold”).  When a private
investment fund reaches the 25% Threshold, it may be pro-
hibited from making certain investments and its adviser will
be a fiduciary to each investing employee benefit plan.

“Benefit Plan Investors” include U.S. corporate and
union pension plans (e.g., 401(k) plans and Taft-Hartley
plans) and other private investment funds, group trusts and
certain insurance company accounts that hold plan assets, as
well as those assets that are subject to the prohibited transac-
tion provisions of the Internal Revenue Code (e.g., IRAs,
Keoghs, SEPs and Medical Savings Accounts).
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Exceeding ERISA’s 25% Threshold. As a practical mat-
ter, exceeding the 25% Threshold is an option only for regis-
tered investment advisers.  There are three primary areas of
concern for funds that exceed the 25% Threshold:

(i) Prohibited Transactions.  Generally, a transaction be-
tween the fund and any party-in-interest to any ERISA in-
vestor in the fund is a prohibited transaction (a “PT”).  A
party-in-interest includes the fund’s manager, the fund’s
service providers, a fiduciary of any ERISA investor or serv-
ice provider to any ERISA investor.  While PTs are often
highly restrictive, there are several exemptions available to
allow a manager to pursue its investment strategy.  In partic-
ular, managers often rely on the exemption for qualified pro-
fessional asset managers (“QPAMs”) to provide relief from
ERISA’s prohibited transaction provisions.

(ii) ERISA Compliance.  The manager of a fund exceed-
ing the 25% Threshold will also be subject to other compli-
ance obligations, including: (a) a requirement to be covered
by an ERISA “fidelity bond”, (b) a requirement to either file
an information return with the DOL (“Form 5500”) as a “di-
rect filing entity” or provide transaction, asset and expense
information to each ERISA investor so such investor can in-
clude this information on its Form 5500, and (c) a require-
ment to maintain custody of fund assets in the U.S. or, if the
fund invests in foreign securities and holds them offshore, a
requirement to comply with certain ERISA regulations.

(iii) Liability.  The manager of a fund exceeding the
25% Threshold will also be subject to the “prudent expert”
standard of care imposed by ERISA on fiduciaries (so that
a gross negligence standard may not be used).  The princi-
pals of the manager will also be personally liable for any
breaches of the fiduciary duties to an ERISA investor and
will not be able to claim indemnification from the fund for
such a breach.

Issues Relating to Side Pockets. In order to access unique
opportunities in the market, certain hedge funds from time
to time may wish to make illiquid or restricted investments
(including private equity investments) if permitted by the
fund’s investment strategy and governing documents.  Both
the timing of liquidation and the valuation of these invest-
ments may be difficult to assess.  As a result, a hedge fund
manager may structure a fund to enable the manager to seg-
regate such investments from the liquid portion of the
fund’s portfolio into designated accounts (“Side Pockets”).

An investor may not voluntarily withdraw the portion
of its investment attributable to a Side Pocket and will gen-
erally be required to continue to participate in a Side Pocket
in which the investor has an interest until the particular in-
vestment is liquidated or otherwise realized.  Assets held in
a Side Pocket will typically pay the management fee

throughout the life of the Side Pocket, but the incentive al-
location generally will not be assessed until there is a real-
ization event.  While most hedge funds already have certain
liquidity protections available to the fund (e.g., in-kind dis-
tributions, liquidating accounts, suspension of withdrawals
and/or gates), Side Pockets may provide an additional layer
of protection during certain market environments or circum-
stances in which a manager intends to make a suitable illiq-
uid investment.  In particular, a Side Pocket may be
beneficial where a manager is concerned about managing
the liquidity needs of the fund and at the same time ensuring
that investors who withdraw from the fund do not cause a
significant liquidity burden to investors who remain in the
fund (i.e., by forcing the fund to sell liquid investments to
pay withdrawal requests and retain illiquid investments for
its remaining investors).

Use of the Media by Private Funds. Private investment
funds such as hedge funds and private equity funds are of-
fered and sold to investors through private placements pur-
suant to an exemption from registration under the Securities
Act of 1933.  In order for a transaction to constitute a private
placement, no form of general solicitation or advertising
may be used, including cold calls, public interviews, publicly
accessible web sites, the use of the Internet, social or busi-
ness networking websites (e.g., LinkedIn, Facebook) or use
of the media, such as advertisements, press releases or arti-
cles.  Moreover, although not the focus of this article, a man-
ager generally may not use the media (or any other means)
to hold itself out to the public as an investment adviser unless
the manager is registered (i.e., with the U.S. Securities and
Exchange Commission (“SEC”) and/or a relevant state se-
curities division, depending on the circumstances).

With the growing popularity of private investment
funds as an alternative asset class, such funds have become
the focus of increased media attention.  Many articles on
various funds and their strategies are being published.  Fund
managers should be aware that these articles raise potential
regulatory concerns.  A fund could be considered to run
afoul of the private placement exemption (and could jeop-
ardize its exemption under the Investment Company Act)
if it were mentioned in such an article, especially if it co-
operated voluntarily in the publication.  The following are
some developments in this area:

• In various releases, the SEC has expressed concern
regarding the “retailization” of hedge funds.  The SEC has
stated that advisers are targeting investors who are not fi-
nancially sophisticated enough to understand all of the risks
associated with an investment in a private investment fund.
The SEC has noted that some funds have lowered their min-
imum investment requirements.

3The Private Funds Report

seward_Layout 1  12/2/10  3:07 PM  Page 3



• In the SEC’s 2003 Staff Report on Hedge Funds, the
staff of the Division of Investment Management expressed
concern that current marketing practices by some fund
managers (e.g., the use of newsletters, the Internet, press
articles and institutional reporting services) raise questions
as to whether the fund is engaging in a general solicitation
or advertising.

• On July 12, 2005, the SEC censured and fined two
affiliated advisers for making a general solicitation of their
hedge funds.  The funds were advertised through radio ad-
vertisements, seminars and on the Internet and accepted
initial investments of as little as $50,000.

• Fund managers should be aware that it is common
for counterparties to ask for factual representations and
legal opinions relating to a fund’s private offering status.
To the extent that a fund has engaged in activities that
could constitute a general solicitation, the fund may be ad-
vised to impose a “cooling-off” period on the fund’s offer-
ing before it can make the factual representations or obtain
an opinion.

In light of the foregoing, managers should be careful
to avoid activities that could be considered a general solic-
itation or advertising with respect to their funds and should
seek appropriate counsel prior to allowing their funds to
appear in the media.

Blue Sky in a Nutshell (and Form D). A significant com-
pliance matter for private investment funds is compliance
with state “blue sky” filing laws.  Essentially, a “blue sky”
filing is a filing that is made with a state relating to a sale
of interests (i.e., securities) in a fund, including an offshore
fund, to any investor in that state.  The following are some
basic guidelines that should be followed:

• A Form D must be filed electronically with the SEC
within 15 days after the first sale of a fund interest.

• Most states require a filing of Form D within 15 days
after the first sale in such state.

• A number of states (e.g., Florida, Kentucky, Texas
and Utah) have de minimis, institutional investor or other
exemptions; however, before relying on any such exemp-
tion, counsel should be consulted.

• Certain states (e.g., Alaska, Georgia, Illinois, Mis-
sissippi, New Hampshire, North Dakota, South Carolina
and Vermont) require that renewal filings be made after the
initial filing.

• Material changes (e.g., a change of name, address or
general partner) will usually require an amendment filing
to be made.

• Blue sky filings are also required in connection with
the acceptance of certain U.S. investors (including U.S. tax-
exempt investors) in an offshore fund.

• Counsel responsible for making the fund’s filings
should be notified promptly after any sale.

• Failure to make timely blue sky filings may result in
various penalties, including the imposition of fines on the
manager and/or the requirement that the fund make a rescis-
sion offer to affected investors.

Reporting of Investment Positions. Increasingly, investors in
private investment funds have been demanding more infor-
mation concerning investments held by their funds.  In addi-
tion to reporting information to investors under terms
previously agreed upon with them, there are a number of reg-
ulatory reporting requirements with which funds and/or man-
agers are already obligated to comply, including the following:

Securities Exchange Act of 1934 (the “Exchange Act”).
A Schedule 13G filing with the SEC, the issuer and the ap-
plicable exchange is generally required if a passive invest-
ment position of greater than 5% (but less than 20%) of
the outstanding securities of a class of publicly-traded “eq-
uity” security registered under the Exchange Act is bene-
ficially owned.  Beneficial ownership is determined by
looking at all accounts over which the investment manager
has investment discretion.  A Schedule 13D filing is gen-
erally required if (i) the position size is 20% or greater, (ii)
the position size is between 5% and 20% and is not passive,
or (iii) the manager or an affiliate is a director or officer
of the issuer.  Schedule 13D filings are required promptly
after the initial trigger is met and at various other times to
reflect certain changes in holdings or status.  Schedule 13G
filings are generally not required as frequently and do not
require as extensive information as 13D filings.  For reg-
istered investment advisers, the 13G/13D filing require-
ments are less frequent.  The manager and certain of its
principals (and sometimes, the fund itself) generally are
the reporting persons on these schedules.

A quarterly Form 13F filing with the SEC is generally
required if, at the end of any month in the prior year, the
assets under management (other than personal assets) were
in excess of $100 million of long positions in public equity
securities (typically, publicly-traded U.S. equities, options,
warrants and certain convertible securities).  An initial
Form 13F filing is required on February 14 (and thereafter
45 days after each quarter-end).  The SEC provides a quar-
terly list of the securities disclosable on Form 13F.

A Form 3, 4 or 5 filing with the SEC, the issuer and
the applicable exchange is generally required by a director,
officer or a greater than 10% beneficial owner of any class
of a publicly-traded “equity” security or derivative security
registered under the Exchange Act.  Beneficial ownership
is determined in the same manner as for Schedule 13D fil-
ings.  Under Section 16 of the Exchange Act, “short swing
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profits” may have to be disgorged to the issuer to the extent
of the beneficial owner’s “pecuniary interest” with respect
to purchases and sales or sales and purchases made within
six months of each other.  Purchases and sales may include
routine transactions such as rebalancing trades and in-kind
distributions.  Generally, Form 3 filings are required within
10 days after the initial trigger is met, Form 4 filings are
required within two business days after a transaction in the
subject security to reflect certain changes in ownership sta-
tus, and Form 5 filings are required annually to reflect cer-
tain other ownership changes.  The manager and certain of
its principals (and sometimes, the fund) are reporting per-
sons on these forms.

Hart Scott Rodino Antitrust Improvements Act.  A fil-
ing with both the Federal Trade Commission and the De-
partment of Justice may be required for each fund prior to
any acquisition that results in an aggregate position of
$63.4 million (as of June 2010) or more in the assets and/or

voting securities of an issuer being held (regardless of
whether the voting securities are publicly-traded).  Fees
ranging from $45,000 to $280,000, depending on the size
of the transaction, must accompany the filing.  However,
if a private investment fund is able to satisfy either the pas-
sive investor exemption (i.e., the acquisition is solely for
investment and the acquiring person would end up holding
no more than 10% of the issuer’s voting shares) or the in-
stitutional investor exemption (i.e., generally, banks, insur-
ance companies, broker-dealers, registered investment
companies and similar institutions where the acquiring in-
stitution would end up holding no more than 15% of the
issuer’s voting shares, provided other specified criteria are
met), it will not have to make a filing.  Moreover, generally
acquisitions by multiple private investment funds or ac-
counts managed by the same manager will be treated sep-
arately and not aggregated when making the above
calculations.

II.  Management Company
Considerations

Choosing a Name. The growth of the private investment
fund industry has made the issue of selecting names for the
fund and its adviser increasingly problematic.  Advisers are
becoming, by necessity, more expansive in their choices,
given that names must often overcome potential common
law, state and federal trademark, and even Internet-related,
hurdles.

When selecting a company name, generally, it will first
be checked for administrative availability with the secre-
tary of state in the state of the company’s formation, as
well as the state of the company’s principal office.  Even
if this check reveals no conflicts (with identical or substan-
tially similar names), one must still be concerned with
other conflicts.

Conflicts, for example, may exist with respect to trade-
marks, service marks and Internet domain names, all of
which have become valuable commodities for advisers en-
deavoring to stand out from the crowd and avoid being con-
fused with similarly named, but unrelated, entities.
Trademarks and service marks are marks that are used, re-
spectively, in relation to specific goods or services.  An In-
ternet domain name, if used like a trademark (i.e., as a
source identifier for specific goods or services), may be a
protectable trademark.  A third party with relevant prior
trademark rights may be able to prevent an adviser from
using a particular name even if that third party has not reg-

istered its company name with the secretary of state in the
same state as the adviser.  Further, filing a trademark ap-
plication and obtaining a trademark registration do not elim-
inate the prior trademark rights of third parties.  Therefore,
under certain conditions, third parties with relevant prior
trademark rights may challenge the use of a confusingly
similar name or mark by an adviser or a later-filed trade-
mark application or trademark registration owned by the ad-
viser.

Moreover, the geographic expansion of private invest-
ment fund advisers to areas beyond the typical financial
centers has caused the formation of entities in states which,
in the past, might not have been thought of as posing any
conflicts.  Accordingly, an entity might be formed in New
York with the same name as an entity already formed in
Colorado.

Essentially, while there is no foolproof methodology for
eliminating name conflicts entirely, the best approach is the
performance of comprehensive due diligence in all states
and the trademark office, as well as common law sources
such as the web (including relevant databases of the SEC,
the National Futures Association (“NFA”), the Commodity
Futures Trading Commission (“CFTC”) and similar organ-
izations).

Drafting the Management Company’s Operating Agreement.
The management company of a private investment fund
(i.e., the general partner of a U.S. fund or the investment
manager of an offshore fund) will often take the form of a
limited liability company (“LLC”) (or sometimes a limited
partnership).  LLCs afford their owners (called members)
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limited liability like a corporation, flow-through tax treat-
ment like a partnership and tremendous overall structuring
flexibility.  While some private investment fund managers
start out with only one key principal and thus do not require
a detailed operating agreement, when multiple members are
involved (e.g., key persons are being given some form of
ownership or economic interest in the business), an operat-
ing agreement addressing a number of issues should be
adopted.

The operating agreement should address issues relating
to governance and management, allocation of profits and
losses, and withdrawals.  With respect to governance and
management, the agreement should cover the responsibili-
ties of each person, how decisions are to be made, and how
disputes are to be resolved.  A common arrangement will
vest one person, known as the managing member, with final
authority.  With regard to the allocation of profits and
losses, the agreement may provide both for vesting provi-
sions and for the assignment to a member of a different par-
ticipating percentage for its share of each of the
management fee, incentive fee/allocation and the proceeds
from the sale or disposition of the business, irrespective of
such member’s actual pro rata capital account ownership.
Oftentimes, at inception, principals will take the opportu-
nity to establish some sort of trust for their children and
make that trust a member of the LLC.  Finally, with regard
to withdrawals, the agreement should specify what consti-
tutes a withdrawal (e.g., termination with or without cause,
voluntary retirement or resignation, death or disability), to
what degree and under what circumstances, if any, will a
withdrawing member continue to participate in the profits,
and whether such member will be subject to any restrictive
covenants concerning non-solicitation of clients and/or em-
ployees, non-competition, and confidentiality of informa-
tion.

Office Leases and Office Relocations. One of the most chal-
lenging and intimidating items facing start-up fund man-
agers is securing office space.  Office space is typically not
a fund expense, but rather an expense borne by the manager
(and, hence, its principals indirectly).  The following is a
synopsis of the principal business terms that a manager
should consider when negotiating a typical lease (or sub-
lease):

Length of Term.  Most office leases have a term between
three and fifteen years.  Often, the tenant can obtain a right
to extend the term.  Given that a start-up fund has uncertain
prospects, a short initial term is suggested.

Base Rent and Rent Abatement.  The base rent may ei-
ther stay the same for the entire lease term or change over
time.  Depending on market conditions, a tenant may be

able to negotiate an abatement of the base rent for a speci-
fied portion of the lease term (a “free rent” period).

Additional Rent.  Many leases provide that the tenant
pay, in addition to the base rent, rent attributable to operat-
ing the building in which the premises are located.  In some
cities, this often means that a tenant will pay its percentage
share of any increases in the real estate taxes and operating
expenses for the building.  The tenant should make sure that
the current year’s expenses are used as the base year for de-
termining such payments.

Preparing the Premises for Occupancy.  If any work
needs to be done to the premises, the landlord and tenant
will need to negotiate who will be responsible for and bear
the cost of such work.  If the landlord is responsible, the
parties will need to agree on precisely what work needs to
be done.  If the tenant is responsible, then the landlord may
agree to provide the tenant with an allowance to fund the
cost of such work.  Note that fund managers often work
with certain consultants, as well as persons at various prime
brokers, who provide advice about office build-outs.

Electricity and Technology.  Fund managers are often
heavy users of electricity and technology.  Therefore, it is
important to determine whether the premises have sufficient
electrical and IT wiring capacity.  Most leases provide that
the tenant will pay separately for electrical consumption,
either on a “fixed amount” (commonly called “rent inclu-
sion”) basis or on a “submetered” basis.

Building Services.  The lease should also cover the costs
and types of other services that will be provided to the ten-
ant, including heating, ventilation and air conditioning,
hours of access to the premises, cleaning, building directory
listings and signage rights.  Given the hours that some man-
agers are required to operate, it is imperative that these
points be considered.

Security/Guaranty.  Almost every tenant will be re-
quired to provide a security deposit (either cash or, more
often, a letter of credit), but the amount of the security de-
posit will depend on the credit risk that the landlord is will-
ing to assume.  A start-up tenant may be required to provide
a relatively large security deposit.  In such a case, the land-
lord may agree to reductions in the security deposit after a
certain number of years have elapsed, provided that the ten-
ant has not defaulted under the lease and, in some cases,
has met certain other conditions.

More importantly, the landlord may also require that
the principals of the tenant execute a personal guarantee of
the tenant’s lease obligations.  If a guarantee is requested,
it is strongly recommended that it be a “good guy” guaran-
tee, which essentially means that the guarantor’s liability
ends once the tenant vacates the premises, although the ten-
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ant itself may continue to remain liable under the lease fol-
lowing the surrender of the premises.

If a manager is relocating its principal office, it should
consider the following issues:

• Operational Issues.  A manager may want to hire a
space consultant and/or architect to design a plan that max-
imizes the efficiency of the available space.

• Financial Issues.  Typical expenses may include the
cost of business interruption, moving and the purchase of
new furniture, office and technological equipment, as well
as increases in rent, utility and HVAC charges, security
services and technological services.

• Documentation Issues.  Fund and management com-
pany operating and other documents (e.g., insurance plans,
tax forms, payroll and stationery) will need to be updated
upon the firm’s relocation.

• Notification Issues.  The manager should promptly
send a letter to its clients, counterparties and other relation-
ships that informs them of the impending move.

• Legal/Regulatory Issues.  A manager will need to de-
termine whether the move will: have potential tax conse-
quences; require any company restructuring; trigger any
investment adviser registration requirements; and/or require
amendments to its blue sky or other securities filings.

In sum, managers should seek appropriate guidance
prior to securing office space.

Drafting an Employee Handbook. As fund management
companies grow and more employees are hired, communi-
cation of company policies and procedures, as well as com-
pliance with legal posting and notice obligations, becomes
increasingly difficult.  Once a company reaches this point,
an employer should consider adopting an employee hand-
book that clearly explains its employment policies.  A care-
ful employer should take the time to tailor the handbook to
meet its specific concerns and should review it periodically
to ensure that it is current in light of new developments.

Topics addressed in an employee handbook may vary
from company to company depending on size, organiza-
tional needs and state law.  Most handbooks begin with an
introduction, which typically provides a brief history and
business philosophy of the company and sets a tone for the
remainder of the handbook.  Employers often find that the
handbook is also an ideal place to provide what is expected
of employees in terms of work hours, attendance, use of
drugs and alcohol, standards of behavior and appropriate
dress, as well as what benefits employees can expect to re-
ceive from the company, such as sick time, vacation time,
holidays, personal days, paid leave, and group insurance
and retirement plans.  Other typical policies include those
involving non-discrimination and anti-harassment, commu-

nications and technology systems, confidential information,
travel and business expenses, and paydays.  Setting out poli-
cies in handbooks may also satisfy certain state legal notice
requirements, including those relating to smoking, drug
testing or access to employee records.

Advantages to maintaining an employee handbook are
numerous.  If drafted, distributed and acknowledged prop-
erly, a handbook can be a practical tool to help manage a
company.  It limits disagreements as to whether an employer
communicated certain policies to its employees and helps
ensure that the policies are communicated consistently.  It
also reduces employee anxiety about job requirements and
the correct procedures to follow if and when certain events
occur, such as illness, pregnancy, emergencies, snow days
or an uncomfortable situation, such as harassment.

Employment Agreements. An employment agreement,
when properly drafted, can go a long way towards minimiz-
ing potential pitfalls in the employment relationship.  In the
investment management business, where compensation
arrangements can be complex and the need to protect con-
fidential and proprietary information is paramount, an em-
ployment agreement that clearly sets forth the business
terms can prove to be a very valuable management tool.

A well-drafted employment agreement will contain pro-
tections for the employer both during and after the employ-
ment relationship.  Among other things, the agreement
should clearly state the following:  (i) the terms of the rela-
tionship; (ii) the employee’s compensation; (iii) protections
for the employer’s confidential information; (iv) protections
against former employees “poaching” current employees
and competing with the firm; (v) protections against solic-
iting clients away from the employer; and (vi) any notice
period or “garden leave” period.

Additionally, an anxious applicant may be tempted to
omit information or not be entirely truthful with a prospec-
tive employer. An employment agreement that requires the
prospective employee to make certain representations re-
garding his or her past employment and future conduct can
help protect the employer in the event an untruth or an omis-
sion is discovered down the road.

Finally, while a well drafted employment agreement can
be a source of protection to an employer on a variety of is-
sues, employers must be cautioned that “cookie cutter” or
template agreements can do more harm than good.  For in-
stance, the failure to clearly set forth compensation terms and
any contingencies to the payment of such compensation can
lead to time-consuming and costly disputes resulting from
the employee’s expectations not having been properly man-
aged.  Although it may be true that many elements may be
unchanged from agreement to agreement, each employment
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situation is different and employment counsel should be con-
sulted before entering into any agreement with an employee.

Understanding Seed Capital Arrangements. The benefits
that a seed investor’s capital and other services offer a start-
up fund manager may be significant.  Even seasoned man-
agers may sometimes opt for such arrangements to launch
a new fund, increase their size or visibility, or gain access
to the seed investor’s input.

Most managers will view seed capital as a seed in-
vestor’s greatest contribution to the success of a start-up
fund.  A substantial initial investment not only generates
fees, but may also provide the legitimacy necessary to at-
tract additional investors and the critical mass needed to im-
plement certain trading strategies.  In addition to seed
capital, some seed investors may also offer access to a
broader investor base as well as administrative, accounting
and other support services.

While the value of these contributions to a fund’s suc-
cess can be substantial, a manager needs to understand fully
how these alliances work.  The typical seed capital arrange-
ment, which may be perpetual or last for as long as ten
years, is negotiated on a case-by-case basis and will usually
grant the seed investor a share in the fees through equity
ownership in the manager or a long-term contractual
arrangement.  Set forth below is a synopsis of the most im-
portant considerations from the manager’s perspective:

• Fee Sharing Structure.  While fee sharing structures
may vary significantly, a manager can expect that anywhere
from 10 to 50 percent of its fees will be allocated to the seed
investor on an annual basis.  The fee sharing arrangement
may be based on total assets under management or may be
limited to certain contributions.  It may fluctuate during the
term of the arrangement depending upon elapsed time, as-
sets raised and/or performance results.  The terms of the
arrangement may also prevent the manager from entering
into negotiated arrangements with other fund investors.

• Size and Timing of Commitment.  While a seed in-
vestor’s capital commitment may be significant, receipt of
the full amount, whether in a lump sum or in several
tranches, may be conditioned on certain events such as the
fund meeting asset benchmarks or achieving specified re-
turns.  In addition, the seed capital may be committed for a
limited term rather than the term of the fund.  While a man-
ager should expect to receive a commitment of two to three
years, the investor may be permitted to withdraw any ap-
preciation on its initial investment, or sometimes its princi-
pal investment amount, if certain conditions exist, including
fund performance falling below specified targets, the ag-
gregate amount of capital in the fund exceeding specified
thresholds prior to the end of the commitment period or the

manager’s principals ceasing to be actively involved in
management.

• Buy-Out Provision.  A manager may want the option
to repurchase all or part of the seed investor’s interest based
on a formula price, an appraisal or some other arrangement.
Alternatively, the seed investor may request “put” rights, re-
quiring the manager to purchase its interest under certain
conditions, such as the sale of the manager, a performance
drawdown, the departure of key talent or simply on the de-
mand of the seed investor.  Typically, these buyouts will be
based on a multiple of fees earned over a certain time frame.

• Capacity.  Seed investors will often require the man-
ager to reserve for it a specific amount of the fund’s capac-
ity, thus preventing the manager from diluting the seed
investor’s future position and influence in the fund.

• Non-Competition.  Seed investors may seek to pro-
hibit the manager’s principals from utilizing similar strate-
gies for other accounts for the term of the commitment or
arrangement, and often for one to two years thereafter.

• Tax Issues.  The economic arrangements between the
manager and a seed investor could be significantly im-
pacted by a number of tax issues including: (i) the nature
of the manager’s revenues to be shared with the seed in-
vestor (e.g., management fees, incentive fees and alloca-
tions, and/or proceeds from the sale of the manager’s
business); (ii) whether the seed investor is a tax-exempt en-
tity or a non-U.S. person or entity or is a heavily regulated
entity; and (iii) whether the arrangement relates to both a
domestic and an offshore fund (and the classification of
those entities for federal income tax purposes).

SEC Investment Adviser Registration and Compliance. For
managers required to register as investment advisers with
the SEC, set forth below is a discussion of the principal reg-
istration and compliance requirements for advisers regis-
tered with the SEC (state requirements may differ).

(1)  Registration Requirements: Generally, in order to
become an investment adviser registered with the SEC, a
manager must file Part I of the Form ADV and, starting in
2011, Part 2A of the Form ADV with the SEC.

• Part I of Form ADV.  An adviser seeking to register
must file Part I of Form ADV electronically through the
SEC’s Investment Adviser Registration Depository.  Part
I, which is mainly in a check-the-box format, discloses
background and other basic information about the adviser
such as control persons, disciplinary history and assets
under management.  The SEC has 45 days after receipt of
Part I to declare an adviser’s registration effective.  There
is no examination requirement as part of the Form ADV
filing.  Filing fees, which are relatively insignificant, are
assessed for both the initial filing and for each annual
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amendment, based on assets under management and the
number of state notice filings.  A registered adviser is re-
quired to amend Part I its Form ADV each year by filing
an annual updating amendment within 90 days of the end
of its fiscal year, with more frequent updates required for
certain material changes.

• Part 2 of Form ADV.  The SEC adopted significant
amendments (“Amendments”) to Form ADV Part II (now
called “Form ADV Part 2”), effective October 12, 2010, that
require registered advisers, beginning in 2011, to comply
with new format, content, delivery and filing requirements.
Form ADV Part 2, which must now be drafted in narrative
form, is divided into two main components: Part 2A, which
is known as the “Firm Brochure,” and Part 2B, which is
known as the “Brochure Supplement”.  The Firm Brochure
is meant to provide advisory clients with more enhanced
disclosure than previously required by the old ADV Part II,
including disclosure related to an adviser’s performance-
based fee arrangements, methods of analysis, investment
strategies and related conflicts, among other items.  Mean-
while, the Brochure Supplement is meant to provide advi-
sory clients with more detailed information with respect to
each “supervised person” who either formulates investment
advice for a client and has direct client contact or who
makes discretionary investment decisions for client assets.
In particular, the Brochure Supplement will contain greater
disclosure regarding the education, disciplinary history,
other business activities and compensation arrangements,
among other items, of such supervised persons.

The Amendments require advisers to electronically file
with the SEC on an annual basis the Firm Brochure and a
summary of material changes; however, there is no require-
ment to file the Brochure Supplement with the SEC.  Fur-
ther, advisers must now deliver to clients on an annual basis
the Firm Brochure (with the summary of material changes),
or alternatively, the summary with an offer to provide the
current Firm Brochure at no charge, along with other re-
quirements.  While advisers must deliver the applicable
Brochure Supplements to the appropriate clients at or be-
fore the time advisory services are provided to such clients,
advisers have no annual delivery obligation to their clients
with respect to the Brochure Supplement.  More frequent
amendments (and corresponding delivery) of the Firm
Brochure and the Brochure Supplement may be necessary
for certain material changes.

(2)  Compliance Requirements:Once an adviser is reg-
istered with the SEC, it will be subject to numerous ongoing
compliance obligations (which may be checked via surprise
periodic SEC examinations of the adviser), including:

• Compliance Program.  A registered adviser is re-

quired to (i) adopt and implement compliance procedures;
(ii) annually review such procedures; and (iii) designate a
chief compliance officer.  Compliance procedures should
address, among other areas of operations: portfolio man-
agement processes; trading and brokerage practices; pro-
prietary trading and personal trading; disclosures to clients;
custody of client assets; recordkeeping; marketing of serv-
ices; insider trading; proxy voting; client information safe-
guards; valuation; political contributions and business
continuity planning.  The chief compliance officer should
be knowledgeable regarding the Investment Advisers Act
of 1940 and empowered with full responsibility and author-
ity to develop and enforce the compliance procedures.  Ad-
visers may designate a principal or existing employee to
serve as chief compliance officer, provided that such person
is qualified.

• Code of Ethics.  A registered adviser is also required
to adopt a code of ethics to prevent fraud by firm personnel,
with minimum provisions to address: standards of business
conduct; compliance with federal securities laws; personal
securities reporting; pre-approval of certain transactions and
reporting of code of ethics violations.

• Recordkeeping.  Registered advisers are required to
make, maintain and preserve certain books and records con-
cerning client accounts, including any required records that
may be in e-mail form.  These records are subject to SEC
inspection.  Generally, these books and records must be kept
in an easily accessible place for at least five years and may,
subject to certain requirements, be maintained electronically.

• Custody.  Registered advisers (or related persons)
who hold, directly or indirectly, client assets or who have
the authority to obtain possession of them must, subject
to certain exceptions: (i) maintain client assets with a
“qualified custodian”; (ii) arrange for account statements
to be sent to clients at least quarterly by the custodian; (iii)
undergo an annual surprise examination by an independ-
ent public accountant; and (iv) if the adviser (or related
person) serves as the “qualified custodian”, obtain a writ-
ten internal control report  from an independent public ac-
countant stating that the adviser has established
appropriate custodial controls.  Note that many advisers
to private funds avail themselves of an exception to the ac-
count statement delivery requirement in (ii), and are
deemed to satisfy the surprise examination requirement in
(iii), by undergoing an annual audit and delivering audited
financial statements to clients within 120 days of the end
of the private fund’s fiscal year (180 days for a fund of
funds).

• Performance-Based Fees.  Registered advisers are
generally prohibited from charging fees based on the appre-
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ciation of a client’s assets, unless the arrangement complies
with SEC rules.  The most common permitted arrangement
is that an adviser can charge a performance-based fee, if the
client (or investor in a private fund that charges performance
compensation) is a “qualified client” (a person that has a net
worth exceeding $1.5 million or at least $750,000 under the
adviser’s management) or a “qualified purchaser” (as de-
fined in the Investment Company Act). It is possible that the
“qualified client” standard will increase in the next year,
since the Dodd-Frank Wall Street Reform and Consumer
Protection Act has directed the SEC to adjust the “qualified
client” standard for inflation within one year of its enactment
on July 21, 2010 (and every five years thereafter).

• Advertising and Performance Reporting.  Registered
advisers are subject to numerous SEC interpretations relat-
ing to marketing their services and the disclosure of their
performance.

Commodity Exchange Act and Related National Futures
Association Rules. If a private investment fund trades any
type of futures contract (including single stock futures),
even if only for hedging purposes or on a de minimis basis,
CFTC registration of the fund’s manager as a commodity
pool operator may be required, unless registration relief is
available.  The CFTC registration requirement would also
apply to the manager of (i) an offshore fund with a U.S. ju-
risdictional nexus (such as those funds with a U.S. manager,
U.S. director(s) and/or U.S. investors), or (ii) a fund-of-
funds that invests in other funds that trade futures.  Among
other things, CFTC registration usually requires that certain
management personnel pass the Series 3 exam.

CFTC registration imposes various reporting, record-
keeping and disclosure obligations.  These obligations may
be minimized if the manager can rely on the exemptions in

CFTC Rules 4.7 or 4.12(b).  Rule 4.7 requires investors to
be “qualified eligible persons,” generally defined as persons
who are both accredited investors and have specified dollar
amounts of certain investments.  Rule 4.12(b) is available
if the fund meets certain criteria, including that its trading
in commodities is “solely incidental” to its securities trading
and that no more than 10% of its assets are committed as
initial margins and premiums on commodity futures and
commodity options contracts.

Alternatively, a manager may seek total relief from reg-
istration as a commodity pool operator under CFTC Rules
4.13(a)(3) or 4.13(a)(4).  Under Rule 4.13(a)(3), the fund’s
investors must all be accredited investors, non-U.S. persons
and/or certain family trusts, and the fund must meet one of
the following trading limitations at all times: (1) the aggre-
gate initial margin and premiums required to establish com-
modity positions will not exceed 5% of the fund’s net
assets, or (2) the aggregate net notional value of such posi-
tions will not exceed 100% of the fund’s net assets.  Under
Rule 4.13(a)(4), each fund investor that is a natural person
must be a “qualified purchaser” (generally, owning a secu-
rities portfolio of at least $5 million) or a non-U.S. person,
and each fund investor that is a non-natural person must be
a “qualified eligible person” (generally, owning a securities
portfolio of at least $2 million), an “accredited investor”
(generally, having assets in excess of $5 million) or a non-
U.S. person or entity.  There is no trading limitation under
this exemption.  Managers who file an exemption under
4.13(a)(3) or 4.13(a)(4) are required to keep all books and
records prepared in connection with their activities as a pool
operator for at least five years, and such books and records
must be kept “readily accessible” for the first two years of
the five year period.

Seward & Kissel LLP provides legal advice to its investment management clients on structure, business planning, regulatory, compliance, corporate
finance, asset securitization, capital markets, business transactions, derivatives, bankruptcy/ distressed debt, tax, ERISA, litigation, trademark, employment,
trusts & estates and real estate matters.

Publications.  Prior editions of the Private Funds Report and an Index to Covered Topics may be found on the web at www.sewkis.com under Publications.

Attorney Advertising.  Prior results do not guarantee a similar outcome.  The information contained in this newsletter is for informational purposes only
and is not intended and should not be considered to be legal advice on any subject matter.  As such, recipients of this newsletter, whether clients or oth-
erwise, should not act or refrain from acting on the basis of any information included in this newsletter without seeking appropriate legal or other pro-
fessional advice.  This information is presented without any warranty or representation as to its accuracy or completeness, or whether it reflects the most
current legal developments.  Seward & Kissel LLP disclaims any and all liability to any person for any loss or damage caused by any actions taken or
not taken based on any or all of the information in this newsletter.
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