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Hedge Fund Report – Summary of Key 
Developments – Spring 2010 
BY THE INVESTMENT MANAGEMENT, SECURITIES LITIGATION AND TAX PRACTICES 

In response to nearly unprecedented disturbances and failures in the global capital markets in late 
2008 and 2009, the Obama Administration, Congress and regulators are working on a variety of 
significant legislative and regulatory reforms. These reforms have the potential to significantly alter 
financial services regulation in the United States and beyond for years to come. Meanwhile, the 
Securities and Exchange Commission (the “SEC”) and private litigants have been busy sorting through 
the aftermath as evidenced by recent enforcement actions and litigation. 

This report provides an update since our last report from September 2009 (available here) on certain 
of these potential reforms, and highlights the most recent developments as they relate to the hedge 
fund industry. Paul Hastings lawyers are available to answer your questions on these, and any other, 
developments affecting hedge funds, their investors and their advisers.  
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I. Securities Related Legislation and Regulation 

A. Update on Prior Securities Related Legislation and Regulation  

On December 11, 2009, the House of Representatives passed a comprehensive financial regulatory 
reform package – H.R. 4174, the “Wall Street Reform and Consumer Protection Act of 2009” (the 
“House package”) – that includes provisions to require registration of certain investment advisers to 
private funds, regulate investment adviser performance compensation and over-the-counter (“OTC”) 
derivates. However, the House package was generally a partisan Democratic measure and does not 
have the support and the votes to move through the Senate. Accordingly, Senator Dodd (D-CT), 
Chairman of the Senate Banking Committee, has been negotiating with the Committee’s Republican 
members and industry participants to craft a more bipartisan package that has the potential to garner 
enough votes to pass in the House. Chairman Dodd has established bipartisan working groups with 
one Banking Committee Senator from each party to work on specific elements of the Senate package. 
As such, the Senate package is expected to be significantly different from the House package and 
from what the Obama Administration proposed to Congress last year. While we expect that the Senate 
package will address registration of advisers to private investment funds, performance compensation 
issues and OTC derivates regulation, it unclear how the Senate will address those issues and whether 
those issues will be included in the legislative package that may be enacted and signed by the 
President. 

Chairman Dodd has indicated that he will attempt to move the yet-to-be-released Senate package 
through his Committee in March so that the package can be considered on the Senate floor this spring 
or summer, but Chairman Dodd’s timeline may be delayed. Nevertheless, the Obama Administration is 
also pushing the Senate to act on a financial regulatory reform legislation in order to fill the void 
caused by the setbacks of the Administration’s other top legislative priorities. After it is released, the 
Senate package is likely to be further changed through the Committee markup process and by Senate 
floor amendments as it moves through the Senate. If and when the Senate passes the Senate 
package, the Senate package will then have to pass in the House without amendment or the Senate 
package will then need to be reconciled with the House package in a House and Senate conference 
committee and in the compromise conference report that will need to be passed again by the House 
and Senate. 

1. Legislation for the Regulation of Investment Advisers to Private Funds 

In our last report, we noted a significant number of legislative proposals calling for mandatory 
registration of most investment advisers to private funds. While many of these standalone measures 
to regulate investment advisers will never move through Congress, the bills have already or will 
influence the debate on the financial regulatory reform package in the House and Senate. For 
example, Title IV of the House package is entitled “Regulation of Advisors to Hedge Funds and 
Others,” which, among other things, would eliminate the private adviser exemption from registration. 
Whether those provisions will survive in the Senate and be enacted into law remains to be seen. 

2. Legislation Could Regulate Manager Performance Compensation 

On July 31, 2009 the House passed the Corporate and Financial Institution Compensation Fairness Act 
of 2009. As discussed in our last report, this legislation would require appropriate federal regulators to 
adopt disclosure requirements applicable to, among others, larger hedge fund managers (i.e., assets 
of $1 billion or more), that would enable the regulators to determine if a manager’s performance 
compensation is aligned with sound risk management, appropriately structured to account for the time 
horizon of risk, and meets such other criteria as the regulators may determine to be appropriate to 
reduce unreasonable incentives for fund managers to take undue risks. Subtitle E of Title IX of the 
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House package’s investor protection provisions contains provisions entitled “Accountability and 
Executive Compensation” providing for “say on pay” by shareholders. It is unclear how the Senate 
package will address manager and executive compensation issues. Senators Schumer (D-NY) and 
Carpo (R-ID) are currently working on this portion of the Senate package. 

3. Regulation of Derivatives 

As noted in our last report, in August 2009, the Obama Administration proposed legislation providing 
for comprehensive regulation of the previously unregulated markets for credit default swaps and other 
over-the-counter derivatives. Title VII of the House package contains the “Over the Counter 
Derivatives Markets Act of 2009,” which is the House’s effort to implement the Administration’s 
proposal. While the Senate package also is expected to address OTC derivatives, it will need to merge 
the work of the Senate Banking Committee being drafted by Senators Reed (D-RI) and Gregg (R-NH) 
with the legislation that Senators Lincoln (D-AK) and Chambliss (R-GA) will be drafting in the Senate 
Agriculture Committee. 

4. Proposed Rules Designed to Prevent “Pay-to-Play” 

On August 3, 2009, the SEC published proposed rules that would (i) prohibit investment advisers from 
compensating placement agents to market private funds to certain governmental entities, and 
(ii) restrict political contributions by investment advisers and certain of their employees. As noted in 
our last report, the proposed rules have the potential to radically change the way hedge fund advisers 
attract new investors and may have the unintended result of putting smaller advisers who lack a 
dedicated in-house marketing team at a significant competitive disadvantage.  

Since the passage of the proposal, the SEC has received numerous comment letters from various 
industry observers and participants, many of which support the goals of the proposed rules but are 
critical of the approach taken by the SEC. Among those, the Managed Funds Association argued that 
placement agents can provide important services to investment advisers seeking to compete for 
government business as well as to pension plans, and requested that the SEC consider adopting more 
narrowly tailored restrictions, penalties and enforcement mechanisms to address “pay-to-play” 
practices. Other commenters suggested that the rule provide an exception to a ban for regulated 
entities serving as legitimate placement agents that are subject to similar pay-to-play regulations. 
Because of these criticisms, the SEC appears to be contemplating a tightly controlled exemption for 
registered broker-dealers as opposed to an outright ban. In a February 25, 2010 speech, Andrew J. 
Donohue, the Director of the SEC’s Division of Investment Management, indicated SEC’s willingness to 
consider adopting an exception if FINRA were to implement rules that would prohibit pay-to-play 
activities by registered broker-dealers. Currently, the staff of the SEC is still evaluating public 
comments and has not yet made a final recommendation to the SEC.  

5. Key European Developments  

a. Regulation of Alternative Investment Fund Managers 

As noted in out last report, in April 2009, the European Commission (the “EC”) of the European Union 
(the “EU”) published its “Proposal for a Directive of the European Parliament and of the Council on 
Alternative Investment Fund Managers” (the “AIFM Proposal”). The AIFM Proposal, which is planned 
for implementation in 2010, would likely regulate managers of alternative investment funds (“AIFMs”) 
that are either domiciled in the EU or that offer alternative investment funds (including hedge funds, 
private equity funds, real estate funds, and infrastructure funds) to EU investors. The AIFM Proposal 
has been subject to heavy criticism by the private equity and the real estate fund industries as well as 
by a number of EU institutional investors who are concerned that their access to alternative 
investments will be severally limited and economic returns diminished. 



 

  4 
 

4 

Since its publication, the AIFM Proposal has been substantially revised and can be expected to be 
further revised. The current text of the AIFM Proposal is being managed under the presidency of Spain 
which has now published three updated texts of the proposal in February 2010 alone. In addition there 
are currently a record number of proposed amendments to the text which are currently with the EU 
Parliament’s Economic Committee. Despite the heavy criticism and serious concerns over its viability, 
it looks highly unlikely that the adoption of the AIFM Proposal will be delayed and the final text of the 
AIFM Proposal is expected to be presented before the EU Parliament for voting and adoption by the EU 
in the summer of 2010.  The AIFM Proposal would then be implemented in the EU countries over the 
following two years. 

b. FSA Report on Hedge Fund Systemic Risk 

In February 2010, the U.K.’s Financial Services Authority (the “FSA”) released a report that assessed 
possible sources of systemic risk from hedge funds based on a survey of 50 of the largest FSA-
authorized hedge fund managers. The report concluded that as of October 31, 2009 major hedge 
funds did not pose a potentially destabilizing credit counterparty risk across the surveyed banks. The 
FSA intends to conduct this survey and issue a similar report every six months. The FSA Report is 
available here.  

c. IOSCO Report on Systemic Risk Data Requirements for Hedge Funds 

On February 25, 2010 the International Organization of Securities Commissions (“IOSCO”) published 
details of an agreed template for the global collection of hedge fund information which it believes will 
assist in assessing possible systemic risks arising from the sector. The categories of information 
include:  

• General manager information (e.g., key principals, employees, locations, financial health of 
manager; key service providers) 

• Performance and investor information (e.g., gross/net performance; recent investor 
redemptions/subscriptions; NAV vs. High Water Mark; investor classifications; primary marketing 
channels) 

• Assets under management (e.g., total AUM vs. total hedge fund AUM) 

• Gross and net product exposure and asset class concentration (e.g., value of long and short 
positions in securities and derivatives) 

• Gross and net geographic exposure 

• Trading and turnover information (e.g., turnover by asset class; OTC vs. exchange-traded 
clearing) 

• Asset/liability information (e.g., liquidity; investor liquidity demands; term financing; side 
pockets; ability to gate or suspend redemptions and current restrictions in place) 

• Borrowing (e.g., by source; from regulated/unregulated sources) 

• Risk (e.g., free cash; risk measures used) 

• Other (e.g., complexity of derivative use; concentration information (industry and 
issuer/counterparty) 

More information on the IOSCO template is available here. 

http://www.fsa.gov.uk/pubs/other/hedge_funds.pdf
http://www.iosco.org/news/pdf/IOSCONEWS179.pdf
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B. New and Proposed Securities Related Legislation and Regulation 

1. Regulation of Short Sales 

On February 24, 2010 the SEC held an open meeting at which the commissioners voted (3/2) to 
approve a new short sale pricing rule – Rule 201 under Regulation SHO (“Rule 201”). Rule 201 
combines the “circuit breaker” concept embodied in one of the short sale price restrictions proposed in 
April 2009 with the “alternative uptick rule” proposed in August 2009. Rule 201 applies to “covered 
securities,” generally, any equity security listed on a national securities exchange, whether that 
security is traded on an exchange or over-the-counter. Specifically, Rule 201 requires that a trading 
center establish, maintain, and enforce written policies and procedures reasonably designed to prevent 
the execution or display of a short sale order of a covered security at a price that is less than or equal 
to the current national best bid if the price of that covered security decreases by 10% or more from 
the covered security’s closing price as determined by the listing market for the covered security as of 
the end of regular trading hours on the prior day. In addition, Rule 201 requires that the trading 
center establish, maintain, and enforce written policies and procedures reasonably designed to impose 
this short sale price test restriction for the remainder of the day and the following day when a national 
best bid for the covered security is calculated and disseminated on a current and continuing basis by a 
plan processor pursuant to an effective national market system plan. Rule 201 will take effect on May 
10, 2010 and compliance with Rule 201 will be required starting on November 10, 2010. 

2. Custody Rule Amendments 

On December 16, 2009, the SEC adopted amendments to Rule 206(4)-2 under the Investment 
Advisers Act of 1940 (the “Custody Rule”) in an effort to modernize the rule in conformity with modern 
custodial practices and to provide additional safeguards against losses, misuses, or misappropriations 
of client assets. To clarify circumstances under which an adviser has custody of client assets, the 
amended Custody Rule adds a definition for the term “custody” and provides three examples. In 
addition, the amended Custody Rule requires advisers to maintain client funds and securities with 
qualified custodians, such as banks, saving associations, and registered broker-dealers, and to either 
have the qualified custodians deliver quarterly account statements directly to advisory clients or 
undergo an annual surprise examination by an independent public accountant. These reporting 
requirements need not be complied with by an adviser, however, with respect to pooled investment 
vehicles if certain requirements are met. Finally, the amendments to the Custody Rule also amend the 
Form ADV and eliminate the requirement that an audited balance sheet be included in the disclosure 
brochure. Additional information on the recent amendments to the Custody Rule is available here. 

3. Proxy Access and Broker Voting Rules; Hedge Fund Investor Activism 

As incidences of corporate failures, liquidity problems, and controversy over executive compensation 
continue to surface more frequently, shareholder activism has also intensified in all sectors of the U.S. 
financial system, including the hedge fund industry. In addition, the recent proposed amendments by 
the SEC to facilitate shareholder participation in board decisions will likely add additional fuel to such a 
trend. The increase in hedge fund shareholder activism is also evidenced by the inclusion of hedge 
funds as attendees at the Activist Investor Conference 2010 (sponsored by various law firms, investor 
interest groups and research organizations) held on January 21-22, 2010. At the Conference, an array 
of key topics was discussed, including circumstances triggering investor activism, defense strategies 
against an activist campaign, and executive compensation strategies. 

On December 14, 2009, the SEC announced that it was reopening the public comment period for the 
shareholder director nomination proposal first published in June 2009. The June 2009 proposal 
included changes to the federal proxy rules that were designed to facilitate the right of shareholders to 

http://www.paulhastings.com/publicationDetail.aspx?PublicationId=1487
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nominate directors on corporate boards. A variety of data and related analyses were received during 
the initial public comment period, which closed on August 17, 2009, and have been submitted or 
added to the public comment file. The SEC is reopening the comment period to allow comments on the 
additional data and analyses in the public comment file, including (i) the report submitted by Business 
Roundtable on effects of proposed SEC Rule 14a-11 on efficiency, competitiveness, and capital 
formation; (ii) the cross-country study submitted by Business Roundtable on the impact of governance 
and regulation; (iii) the submission by the Shareowner Education Network and the Council of 
Institutional Investors on restrictions on shareholders’ ability to initiate governance change and 
distortions of the shareholder voting process; and (iv) the supplemental analysis submitted by the 
Division of Risk, Strategy, and Financial Innovation of the SEC on share ownership and holding period 
patterns from Form 13F data. The reopened comment period was to remain open for 30 days from the 
publication of the release on December 14, 2009, and the SEC staff is expected to make a final 
recommendation to the SEC in early 2010.  

4. Flash Trading Ban 

On September 17, 2009, the SEC unanimously proposed a rule amendment that would prohibit the 
practice of so-called “flash orders” in all markets, including equity exchanges, options exchanges, and 
alternative trading systems. A flash order enables a person who has not publicly displayed a quote to 
see orders less than a second before the public is given an opportunity to trade with those orders. The 
SEC is concerned that investors who have access only to information displayed as public quotes may 
be harmed if market participants are able to flash orders and avoid the need to make the order 
publicly available. 

Currently, flash orders are permitted as a result of an exception to Rule 602 of Regulation NMS under 
the Exchange Act that exempts these orders from requirements that apply generally to other orders. 
The SEC is concerned that the Rule 602 exception, which originated in the context of manual trading 
floors for quotations that were considered “ephemeral,” may no longer be necessary or appropriate in 
today’s highly automated trading environment. 

5. Regulation of “Dark Pools” 

On October 21, 2009, the SEC voted unanimously to propose rule changes to bring transparency to 
and enhance regulation over the so-called “dark pools” or alternative trading systems that do not 
display quotes to the public. Specifically, the SEC is proposing to amend the regulatory requirements 
of the Securities Exchange Act of 1934 that apply to nonpublic trading interest in National Market 
System (“NMS”) stocks, including “dark pools” of liquidity. First, the SEC is proposing to amend the 
definition of “bid” or “offer” in the Exchange Act quoting requirements to apply expressly to actionable 
indications of interest (“IOIs”) privately transmitted by dark pools and other trading venues to 
selected market participants. The proposed definition would exclude, however, IOIs for large sizes that 
are transmitted in the context of a targeted size discovery mechanism. Second, the SEC is proposing 
amendments to the display obligations of alternative trading systems (“ATSs”) in Regulation ATS 
under the Exchange Act, including a substantial lowering of the trading volume threshold in Regulation 
ATS that triggers public display obligations for ATSs. Third, the SEC is proposing to amend the joint-
industry plans for publicly disseminating consolidated trade data to require real-time disclosure of the 
identity of dark pools and other ATSs on the reports of their executed trades. These dark pool 
proposals are intended to enhance transparency and promote fairer, more efficient markets for U.S.-
listed stocks.  

On January 14, 2010, the SEC issued a concept release (the “Release”) in connection with its review 
of the current equity market structure. In the Release, the SEC invites public comment before 
April 21, 2010 on a variety of issues, including undisplayed or “dark” liquidity. The Release notes that 
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it appears that a significant percentage of the orders of individual investors are executed at OTC 
market makers, and that a significant percentage of the orders of institutional investors are executed 
in dark pools. The Release requests comment on whether the trading volume of undisplayed liquidity 
has reached such a significant level that it has detracted from the quality of public price discovery. The 
Release also requests comment on whether all types of dark pools can comply with the current fair 
access requirements and yet still achieve the objective of enabling institutional investors to trade in 
large size with minimized price impact. 

6. New CFTC Rules 

On November 9, 2009, the Commodity Futures Trading Commission (“CFTC”) adopted amendments to 
its regulations regarding reporting requirements applicable to commodity pool operators (“CPOs”). The 
new rules became effective on December 9, 2009, and changes affecting annual reporting 
requirements apply to commodity pool annual reports for fiscal years ending December 31, 2009 and 
later. The amendments (i) specify detailed information that must be included in periodic account 
statements and annual reports for commodity pools with more than one series or class of ownership 
interest; (ii) clarify that periodic account statements for a pool operating under Rule 4.7 must disclose 
either the net asset value per outstanding participation unit in the pool or the total value of a 
participant’s interest or share in the pool; (iii) extend the extension period from 60 days to 90 days, 
giving commodity pools that invest in other funds a total of up to 180 days from the pool’s fiscal year 
end to file and distribute annual reports; (iv) codify existing CFTC staff interpretations regarding the 
proper accounting treatment and financial statement presentation of special allocations of ownership 
equity, unrealized gains and losses, and investee fund income and expenses in the periodic account 
statements and annual reports; (v) codify exemptions the CFTC staff has provided to CPOs operating 
offshore funds that elected to use International Financial Reporting Standards (“IFRS”) instead of U.S. 
Generally Accepted Accounting Principles (“GAAP”) in the preparation of pool financial statements; 
(vi) streamline annual reporting requirements for pools ceasing operation; and (vii) clarify and update 
several other requirements for periodic and annual reports prepared and distributed by CPOs. 
Additional information on CFTC’s amendments to the reporting requirements for CPOs is available 
here. 

7. Regulation S-AM 

On August 9, 2009, the SEC adopted Regulation S-AM, a rule that was originally proposed in 2004, to 
limit the extent to which a company may use certain information it received from its affiliates for 
marketing purposes. Specifically, it prohibits any investment company, broker, dealer, registered 
transfer agent, or registered investment adviser from using certain consumer information received 
from its affiliates to make marketing solicitations unless the consumer (i) received clear, conspicuous, 
and concise disclosure of such potential use; (ii) was given a reasonable opportunity and a simple 
method to opt out of receiving the marketing solicitation; and (iii) did not opt out. It also provides 
several exceptions to the above notice and opt-out requirements, most notably where the affiliate has 
a preexisting business relationship with the consumer. The compliance date for Regulation S-AM was 
originally set for January 1, 2010 but has been extended to June 1, 2010 due to difficulties in 
designing, implementing, and testing the necessary system changes to accommodate and monitor 
opt-out requests. Additional information on SEC’s adoption of Regulation S-AM is available here. 

http://www.cftc.gov/lawandregulation/federalregister/finalrules/2009/e9-26789.html
http://www.paulhastings.com/publicationDetail.aspx?PublicationId=1411
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II. Taxation 

A. Tax Related Regulatory Updates from Last Report 

1. Stop Tax Haven Abuse Act 

On March 2, 2009, Senator Carl Levin introduced the “Stop Tax Haven Abuse Act of 2009” (the “Bill”). 
A companion bill was introduced in the House a day later. As noted in our last report, the Bill contains 
two important provisions that would directly affect hedge funds and their investors. These provisions 
would (i) cause certain non-U.S. corporations that are managed and controlled from within the U.S. to 
be treated as domestic corporations for federal income tax purposes, causing them to become subject 
to U.S. corporate federal income tax, and (ii) require withholding on payments to non-U.S. persons of 
dividend equivalent amounts and substitute dividends with respect to the stock of U.S. corporations. 

As of early 2010, the Obama Administration fully supports the Bill. Because of President Obama’s 
unqualified support, the political popularity of cracking down on tax evaders in tough economic times, 
and banks’ decreasing ability to fight against such measures, the Bill is likely to pass.  

2. Partnership Carried Interests 

President Obama’s fiscal year 2010 budget proposal includes a provision regarding the taxation of 
carried interests as ordinary income. The President’s proposal would tax profits interests as ordinary 
income beginning in 2011. The proposal provides no indication of a grandfather or transition rule for 
existing profits interests. Additional developments in this area are likely. 

3. Deferred Compensation 

As noted in our last report, in January 2009, the Internal Revenue Service (the “IRS”) issued interim 
guidance (the “Notice”) under Section 457A of the Internal Revenue Code of 1986, as amended 
(“Code”). Enacted in October 2008, Section 457A of the Code largely eliminates compensation 
deferrals by nonqualified entities (“NQEs”), and thus any compensation that is deferred under a 
“nonqualified deferred compensation plan” of a NQE is includible in gross income when the amounts 
deferred are no longer subject to a “substantial risk of forfeiture.”  

Additional guidance regarding the treatment of partnerships under Code Section 457A is expected in a 
forthcoming technical corrections bill.  

4. Section 409A 

The IRS has issued a notice (“IRS Notice 2010-6”) providing methods by which employers who have 
nonqualified deferred compensation plans may voluntarily correct specific types of failures to comply 
with plan document requirements under Code Section 409A and, in some cases, avoid or reduce the 
amount includible in a plan participant’s income and additional taxes under Code Section 409A.  

5. Disclosure Requirements (FBAR) 

As discussed in our last report, U.S. persons who have an interest in or signatory authority over a 
foreign account with a value over $10,000 are required to file a Foreign Bank Account Report 
(“FBAR”). The IRS is actively calling for FBAR compliance. Significant civil and criminal penalties await 
those who fail to file FBARs. The IRS recently provided additional guidance on those who are required 
to file FBARs, filing deadlines, and how those who failed to file FBARs may achieve compliance. On 
February 26, 2010, the IRS issued Announcement 2010-16 and Notice 2010-23. The announcement 
provided retroactive relief from FBAR filing for foreign entities and persons while the notice extended 
the FBAR filing deadline for some taxpayers with signature authority and who own commingled funds 
to June 30, 2011. It also clarified that interests in private investment vehicles like private equity funds 
and hedge funds will not be considered foreign financial accounts, and thus need not be reported on 
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an FBAR, for 2009 or prior years. On the same date, the Treasury Department issued proposed rules 
that would provide both FBAR filing clarification and relief. More information and a summary of the IRS 
guidance and proposed FBAR rules is available here. 

B. New and Proposed Tax Related Legislation 

1. Withholding Legislation 

Proposed tax legislation that would impose significant new withholding and reporting burdens on 
cross-border payment flows, in an effort to combat tax evasion by U.S. citizens through the use of 
foreign bank accounts, passed the House of Representatives on December 9, 2009 (H.R. 4213, the 
Tax Extenders Act of 2009 (“TEA”)). TEA currently awaits action by the Senate, which is likely to take 
up the bill in early 2010. More information on the proposed legislation is available here. 

2. New U.K. Offshore Funds Tax Regulations 

On December 1, 2009, the Offshore Funds (Tax) Regulations 2009 came into force and introduced a 
new regime for the United Kingdom tax treatment of offshore funds. The new regime introduced a new 
definition of offshore fund tied to the concept of a “mutual fund” (moving away from the old definition, 
which was tied to the U.K. regulatory definition of a collective investment scheme). An offshore fund is 
now a non-U.K. mutual fund vehicle in which investors pool their money to collectively invest in 
various types of assets which are not managed by the investors themselves. Under the new regime, 
the old concept of distributing fund status has been replaced by “reporting fund” status (achieved by 
making application to HM Revenue and Customs) and the requirement to distribute 85 percent of 
income of a fund has been replaced with the need to report up to 100 percent of a fund’s income. If 
an offshore fund does not become a reporting fund, then that offshore fund would be a “non-reporting 
fund.” Broadly, a United Kingdom resident taxpayer holding an interest in: (i) a reporting fund would 
be subject to tax on the income of the fund whether or not that income is distributed to investors, 
while sales and other disposals of interests in reporting funds would be subject to chargeable gains 
tax; and (ii) a non-reporting fund would generally only be subject to tax on income of the fund which 
is actually distributed, but capital gains arising on sales and other disposals of interests in non-
reporting funds would be subject to tax as income. 

3. IRS Memorandum on Loan Origination Activities for Offshore Hedge Funds that 
Invest in U.S. Debt 

On September 22, 2009, the IRS Office of the Chief Counsel issued a memorandum (the 
“Memorandum”) that applies to offshore hedge funds that undertake lending activities, CDO and CLO 
issuers, and the investment managers of these entities. The Memorandum provides that, under certain 
circumstances, an offshore vehicle—such as a hedge fund or a CDO or CLO issuer—that hires a U.S. 
service provider to originate loans in the United States on its behalf may be treated as directly 
engaging in a lending trade or business in the United States. Any interest earned on those loans may 
be effectively connected with that trade or business and subject to U.S. federal income taxation. 

4. Partnership Interest Transfers/Code Section 706(d) 

The U.S. Treasury Department has recently issued proposed regulations that address how a 
partnership must make allocations for a taxable year in which the partners’ interests change. The 
proposed regulations prescribe two permissible allocation methods, as well as conventions for 
determining the date on which the partners’ interests change: (1) The interim closing of the 
partnership’s books (the “interim closing method”); or (2) if the partners agree, by prorating most 
partnership items across the taxable year (the “proration method”). A partnership may not elect to 
prorate “extraordinary items,” however, but rather must allocate any “extraordinary item” in 
accordance with the partners’ interests at the beginning of the day on which the partnership takes the 

http://www.paulhastings.com/publicationDetail.aspx?PublicationId=1529
http://www.paulhastings.com/PublicationDetail.aspx?PublicationId=1473
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item into account. “Extraordinary items” include gain or loss from the disposition of certain assets, 
income from the discharge of indebtedness, and various other items for which proration would result 
in a substantial distortion of income. The proposed regulations will generally not apply to variations in 
the interests of partners who have held their interests throughout an entire taxable year, provided 
that those variations are not attributable to contributions or distributions of money or property. The 
proposed regulations generally would be effective after the date on which they are finalized. 

III. Civil Litigation 

Hedge funds are currently involved in litigation, both as defendants and plaintiffs, over a wide variety 
of issues. Civil litigation related to the Madoff scandal is continuing its progress through the various 
court systems. In those matters, opposing parties are disputing calculation of damages and class 
action treatment for cases arising from Madoff investments. In non-Madoff related litigation, a hedge 
fund took an interesting course and alleged its First Amendment rights were being violated by fund 
registration requirements. Further, disputes over whether shareholders are entitled to redemption are 
now being heard by courts both in the United States and offshore. Finally, a group of hedge funds 
acting as short sellers in Volkswagen AG Stock sued Porsche claiming the company secretly cornered 
the market in Volkswagen shares and caused them over $1 billion in losses. In brief, hedge fund 
litigation presently reflects the state of the financial market by including a varied set of plaintiffs with 
assorted legal claims. 

A. Update on Madoff Investment Securities LLC Litigation  

Although it has been over a year since Bernard Madoff’s Ponzi scheme collapsed, civil actions 
surrounding the repercussions of his Ponzi scheme are still in their relatively early stages. 

1. Judge Rules “Net Investment Method” Governs in Madoff Bankruptcy Proceeding 

In federal bankruptcy court, Irving Picard, the trustee charged with liquidating Madoff’s assets to pay 
claimants, faced investors from Madoff’s firm in a hearing to determine how to calculate their losses 
sustained due to Madoff’s Ponzi scheme. The debate centered on whether the final account statements 
sent to investors, which were completely fabricated, should be the basis for their claims or whether 
the actual loss should be calculated by deducting any amounts received during the Ponzi scheme from 
the amount invested, not including the illusory gains.1  

A month after the hearing, the bankruptcy court agreed with the trustee and recently ruled that each 
investor claim against Madoff should be determined by “Net Investment Method”, or crediting the 
amount of cash deposited minus any amounts already withdrawn.  In the opinion, the court explained 
that “the only verifiable amounts that are manifest from the books and records are the cash deposits 
and withdrawals.”2   “The court . . . finds that the Net Investment Method proposed by the Trustee is 
the more equitable and appropriate way to determine Net Equity, is consistent with Second Circuit 
precedent, and gives a workable blueprint for distribution to the victims of Madoff’s incogitable 
scheme.”3  Both the claimants and Picard wrote a letter to the District Court judge requesting a 
nonappealable order for the sake of both parties to speed up the resolution of this pivotal issue. 
Consequently, the issue over whether the "Net Investment Method" constitutes an appropriate 
calculation of damages is now being appealed to the U.S. Court of Appeals for the Second Circuit.4 

2. Madoff-Related Class Action Barred by SLUSA 

At least one court has tossed out a class action based on the Securities Litigation Uniform Standards 
Act of 1998 (“SLUSA”). Following the Madoff scandal, 26 Connecticut investors sued Westport National 
Bank seeking to recover millions lost due to the bank’s investments with Madoff’s firm. The putative 
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class action alleged that the bank breached its duty to serve as custodian of the accounts and protect 
the accounts from fraudulent activity. 

According to the Connecticut investors, Westport never obtained the securities it was supposed to 
watch over, but still charged clients fees based on the amount of the investments. Plaintiffs also 
contended that the bank failed to conduct an independent review of the market value of the 
securities – and instead took Madoff’s word as to what the securities were worth.5 

Judge Peter C. Dorsey of the U.S. District Court in Connecticut ruled that the victimized investors 
could not maintain their state court class action against the bank. The court determined the suit was 
prohibited by SLUSA – which bars securities lawsuits in state court involving more than 50 plaintiffs – 
because more than 200 investors could have been part of the Westport class. 

Attorneys for plaintiffs have publicly speculated that the ruling will mean each individual and 
retirement fund trustee must now bring an individual action or join in an existing action to recover 
their money.6 

3. Arbitration Agreement Enforced in Investor’s Dispute Against Adviser of a Madoff 
Feeder Hedge Fund  

Another federal district court in Pennsylvania dismissed a lawsuit and forced plaintiff to arbitration. In 
October 2009, an individual investor, Wald, who had an ongoing business relationship with 1 Financial 
Marketplace Securities and its CEO Kevin M. Ross sued over an investment with ties to Madoff.7 The 
plaintiff’s 2002 agreement with 1 Financial Securities explicitly provided that “[a]ny controversy 
arising out of or relating to your business or this agreement shall be subject to arbitration.” 

In 2007 Ross established the hedge fund Securion I, L.P. and Wald invested $350,000. Wald’s entire 
investment was lost when Madoff’s Ponzi scheme was disclosed. Although Wald initiated an arbitration 
proceeding against 1 Financial Marketplace (Securion’s general partner), he separately sued Ross and 
1 Financial Securities in federal court. 

The defendants moved to compel arbitration based on the Federal Arbitration Act. Defendants argued 
that Wald only registered an IRA with 1 Financial Securities, that 1 Financial Securities was not 
licensed to offer hedge fund investments and that defendants gained no benefit from the Securion 
investment. Wald responded that the arbitration provision was not countersigned by defendants and 
that, even if it were binding, the investment with Securion was outside the scope of the agreement. 

Citing Third Circuit precedent, the District Court granted defendants’ motion to compel arbitration. The 
court interpreted “arising out of” to have a very broad meaning. Plaintiff Wald’s complaint centered on 
whether 1 Financial Securities was acting outside of the scope of its authority in recommending the 
Securion investment, and that this issue was anticipated to be covered by the arbitration clause. The 
court cited Pritzker, a Third Circuit case which states, “indeed one is left to ponder what purpose an 
arbitration clause would serve if it did not encompass claims that the terms of the parties’ agreement 
had been breached.”8 

B. New Developments in Securities Litigation  

1. Hedge Fund Registration and Free Speech 

A novel First Amendment defense was raised – and rejected – in a suit by a state securities regulator 
against a hedge fund complex. The enforcement section of the Massachusetts Securities Division filed 
an administrative complaint against Bulldog Investors, a partnership consisting of several hedge 
funds, alleging Bulldog had offered securities for sale that were not properly registered or exempt in 
violation of the Massachusetts Uniform Securities Act. Bulldog denied the allegations and raised as an 
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affirmative defense that the administrative complaint abridged its rights under the First Amendment to 
the U.S. Constitution.9  

The money manager of Bulldog Investors, Goldstein, claimed that the Massachusetts Secretary of 
State singled him out “in retaliation for [his] exercise of his free speech rights and right to petition the 
government for redress of grievances.”10 Goldstein claimed Galvin targeted him due to his 
“prominence as an active and outspoken opponent of excessive regulation of hedge funds.”11 

The court applied a four-part test from Central Hudson Gas v. Public Serv. Comm’n, 447 U.S. 557, 561 
(1980) to determine whether Bulldog’s First Amendment rights were violated by the government’s 
action.12 The first two prongs of the test were satisfied, because the parties had already stipulated 
that the commercial speech in question was lawful and not misleading, and that the State had a 
substantial interest to be achieved by the restrictions.  

As to the third prong, the restriction must “directly advance the state interest involved; the regulation 
may not be sustained if it provides only ineffective or remote support for the government’s purpose.” 
The court was satisfied that standard was met, based on agreed with expert testimony that the 
registration requirement ensured that there would be complete, balanced, and accurate information 
available.  

As for the fourth prong, whether a less restrictive regulatory approach could serve the state interest 
as effectively at the same or approximately the same cost (both in public and private resources), the 
court again relied on the expert’s opinion. According to the expert, all of the plaintiff’s proposed 
alternatives would reduce the incentive to register and encourage issuers to make unregistered 
offerings. The Court also noted that “the crux of the overall scheme established by both the state and 
federal securities laws is the requirement of registration” which, according to the court, “serves not to 
restrict speech, but to expand it, by ensuring that any public offer to sell securities is accompanied by 
full disclosure of all material information.” The court ultimately decided that the enforcement action 
had met the test of Central Hudson and did not violate any First Amendment rights. 

2. Redemption Disputes 

At least 75 different hedge fund firms have put up “gates” suspending redemptions or have engaged 
in restructuring during 2009.13 Such actions prevent investors from withdrawing their money, help 
avoid having to sell assets, and may relieve some short-term market pressure, but these moves also 
create tension between hedge fund managers and the funds’ investors.14 The Matador case discussed 
below illustrates this tension and at least one court’s attempt to resolve it.  

a. Matador Investments 

In In the Matter of Matador Investments Ltd., the Grand Court reconsidered the Cayman Islands Court 
of Appeal ruling on fund redemptions and suspensions in In the Matter of Strategic Turnaround Master 
Fund Partnership, Limited [2008 CILR 447]. 

In Matador Investments, two shareholders submitted requests to redeem all of their respective shares 
in Matador Investments Ltd. (“Fund”), a Cayman Islands company effective on June 30, 2008. The 
Fund’s Private Placement Memorandum provided that redemption proceeds were to be paid within 30 
days of the investor’s redemption. However, just days before the redemption date, directors of the 
Fund resolved to impose a 10% gate on redemptions so that only 10% of the shareholder’s 
redemption proceeds were payable on June 30, 2008. A year later the Fund resolved to suspend all 
redemption rights because the Fund was facing a liquidity crisis. The shareholders then petitioned the 
Grand Court of the Cayman Islands to wind up the Fund since it was insolvent and unable to pay its 
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debts. The Fund argued that the gate on redemptions was valid, relying on In the Matter of Strategic 
Turnaround Master Fund Partnership.15 

The Grand Court in Matador Investments explained that “Strategic Turnaround is not authority for the 
proposition that a Fund may impose a suspension on an investor’s right to receive redemption 
proceeds at any time.” As the Fund’s articles and Private Placement Memorandum only referred to the 
“suspension of redemption” and not to any suspension of the “right to receive redemption proceeds,” 
the power to suspend redemptions only applied to “redemptions which have not been made and 
cannot apply to redemption requests that have already been validly made and on which payment is 
due.”16  

b. New York State Supreme Court: Aris v. Accipiter 

Aris Multi-Strategy Fund, L.P. and Aris Multi-Strategy Offshore Fund, L.P. (collectively “Aris”) are two 
funds that had invested in a number of Accipiter funds. Roughly 60% of Accipiter’s investors sought 
redemption of their interests effective September 30, 2008, not including Aris. In October and 
November, Aris requested redemption of its interest in the domestic and offshore funds. Accipiter 
announced that Accipiter’s funds would honor requests with a September 30, 2008 effective date but 
that all other redemptions would be suspended in order to liquidate.17 

Aris sued Accipiter in the New York State Supreme Court alleging breach of fiduciary duty, 
recklessness/gross negligence, breach of partnership agreement (for the domestic fund), breach of 
organizational documents (for the offshore fund), unjust enrichment, and negligence. The court 
granted a motion to dismiss based on exculpatory language in the fund’s governing documents. That 
language provided that the General Partner, the Management Company, and related parties 

shall not be liable for any loss or cost arising out of, or in connection with, 
any act or activity undertaken (or omitted to be undertaken) in fulfillment of 
any obligation or responsibility under this Agreement, including such loss 
sustained by reason of any investment or the sale or retention of any 
security or other asset of the Partnership, except that any person exculpated 
from liability under this Section shall not be exculpated from any liability 
arising from losses caused by his gross negligence willful misconduct or 
violation of applicable laws. 

The court also noted that the fund agreements gave the General Partner the right to value fund assets 
and to permit or suspend redemptions, and provided that redemptions were to be processed on a 
“first in, first out basis.” Ultimately, the New York State Supreme Court dismissed the entire 
complaint. 

3. Short Seller Hedge Fund Plaintiffs: Elliot v. Porsche Litigation 

A group of hedge funds acting as short sellers in Volkswagen AG Stock sued Porsche, the luxury 
automobile manufacturer, claiming Porsche secretly cornered the market in Volkswagen shares 
causing them over $1 billion in losses.18 The short seller hedge funds Elliott Management, Glenview 
Capital Management, Glenhill Capital Management and Perry Partners claimed that Porsche was 
responsible for misleading investors by denying its intentions to acquire Volkswagen and by allegedly 
using manipulative trades to hide its true stock positions.  

In their complaint for violations of the Exchange Act and fraud, the hedge funds contended: “Porsche 
cornered the market in Volkswagen shares (1) with false denials of its intent to take over Volkswagen 
and (2) by engaging in a series of manipulative derivative trades to hide the extent to which Porsche 
controlled Volkswagen shares.”19 The complaint also named Porsche’s former CEO and one of its vice 
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presidents, claiming that a substantial portion of the profits Porsche earned through its short squeeze 
went to these executives ($113 million to the former CEO and $44 million to the vice president).20 

Prosecutors in Frankfurt and Stuttgart are currently investigating Porsche and its former managers in 
connection with the takeover.21 

4. Zubulake Revisited: The Pension Committee of the University of Montreal Pension 
Plan et al.  

Hedge funds have also been at the forefront of litigation over electronic discovery – an issue which has 
become increasingly complex and expensive for parties in all types of litigation. In The Pension 
Committee of the University of Montreal Pension Plan et al. v. Banc of America Securities LLC, et. al, 
Judge Scheindlin revisited the issue of spoliation previously addressed in the well-known Zubulake 
decisions. Pension Committee involved a group of investors who brought suit in February 2004 to 
recover losses of $550 million stemming from the liquidation of two British Virgin Islands-based hedge 
funds in which they held shares (Lancer Offshore, Inc. and OmniFund Ltd.). Plaintiffs in Pension 
Committee asserted claims under the federal securities laws and under New York state law against 
former directors, administrators, the auditor, and the prime broker and custodian of the funds. 
Defendants claimed there were significant gaps in plaintiffs’ document production and sought 
sanctions including dismissal of the complaint. After reviewing the issue, the court sanctioned various 
plaintiffs based on their respective levels of culpability.22  

The Pension Committee decision defined negligence, gross negligence, and willfulness in the discovery 
context, as well as provided several examples of each of those levels of culpability. Negligence was 
defined as a failure to conform to the electronic discovery obligations set out in judicial decisions. 
Gross negligence was the same in nature as negligence, but simply differing in degree. In the context 
of discovery, the court provided several examples of gross negligence after a duty to preserve has 
attached: failure to issue a written litigation hold, failure to identify key players and ensure their 
records are preserved, failure to end deletion of email and/or preserve former employee’s records in 
the party’s possession, and failure to preserve backup tapes when they are the “sole source of 
relevant information or relate to key players.” Finally, willful spoliation was defined as: “intentional 
destruction of relevant records, either paper or electronic, after the duty to preserve has attached, is 
willful.”23 Harsher sanctions would apply for this level of culpability. 

Hedge funds and their counsel, like those of other parties caught up in complex litigation, would be 
well advised to review and understand Pension Committee’s practical guidelines for avoiding sanctions 
for discovery spoliation, including the importance of issuing written preservation notices, identifying 
former employees and preserving their data, and analyzing whether and when backup tapes need to 
be preserved. Given the significant upside for movants in these types of sanctions motions, the court’s 
decision highlights the perils of inadequate electronic document practices and suggests there may be 
an increase in these types of motions. 

5. S.A.C. Capital Advisors Sues Biovail for Vexatious Suit and Abuse of Process  

Another chapter in the long-running saga of Biovail and S.A.C. Capital has been opened, with yet 
another lawsuit filed, this one by S.A.C. Capital against Biovail. 

On February 17, 2010, hedge fund S.A.C. Capital Advisors LP filed a complaint in federal district court 
in Connecticut against Biovail, seeking tens of millions of dollars in damages for vexatious suit and 
abuse of process. S.A.C. Capital alleged that “Defendants used the proceedings in [two previous 
lawsuits] primarily to accomplish the improper purpose of manufacturing claims against SAC to 
distract attention from the meritorious claims against Biovail by its own shareholders in the Biovail 
Securities Action and from then-developing criminal and regulatory inquiries.”24 
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This dispute began in February 2006 in New Jersey Supreme Court, when Biovail sued S.A.C. Capital 
for illegal short sales in an attempt to lower Biovail’s stock value so it could repurchase the stock at a 
lower price and keep the profit. In August 2009 the New Jersey Superior Court dismissed the suit for 
lack of causation, stating that other factors, including Biovail’s settlement in a different civil case and 
penalties from overstating earnings, could have led to the stock price decline. In fact, none of the 
lawsuits brought by Biovail against S.A.C Capital survived past the pleadings stage.25 

Gradient Analytics Inc., which was also accused of participating in an illegal short-selling scheme, filed 
a similar complaint against Biovail in federal district court in Arizona. Biovail responded to both suits 
by stating that they lacked merit and that it would vigorously defend against the suits.26  

IV. Regulatory Enforcement 

In 2010, all indications are that hedge funds will continue to remain in the cross hairs of various 
regulatory agencies. As the markets struggle mightily towards a slow recovery in the wake of one of 
the worst financial crises ever, the SEC and others are vigorously pressing forward with a record 
number of enforcement actions to root out financial industry wrongdoing. In 2009, the SEC started 
944 investigations and brought 664 cases, down slightly from its prior year. To aid its enforcement 
agenda, the SEC has instituted a number of recent structural changes designed to increase the 
effectiveness of its investigative tools and techniques. These new initiatives will likely cause further 
regulatory scrutiny relating to insider trading, pay-to-play arrangements, Ponzi schemes, and other 
fraudulent activity. This presents a challenging environment for hedge funds, who must be extremely 
vigilant in examining their own internal processes and practices to ensure they and their employees 
are not running afoul of the applicable laws and regulations. The following summaries below address 
some of the key issues that have emerged, along with lessons learned from each. 

A. New Specialized Units and Expanded Investigative Tools 

In fall 2009 the new Director of the SEC Division of Enforcement, Robert Khuzami, a former criminal 
prosecutor, singled out the hedge fund industry as one that would be the focus of increased 
enforcement scrutiny.27 Fulfilling that promise, three months later Khuzami formally announced the 
creation of five new specialized SEC enforcement units to combat financial fraud and other illegal 
conduct in certain high priority areas.28 The five new specialized units are: the Asset Management Unit 
with Bruce Karpati and Rob Kaplan serving as Co-Chiefs; the Market Abuse Unit with Dan Hawke as 
Chief; the Structured Products Unit with Ken Lench as Chief; the Foreign Corrupt Practices Act Unit led 
by Cheryl Scarboro as Chief; and the Municipal Securities and Public Pensions Unit led by Elaine 
Greenberg. The SEC also installed Tom Sporkin to serve as Chief of the newly created Office of Market 
Intelligence. Serving a primarily investigative support function, the office will be charged with “the 
collection, analysis, risk-weighing, triage, referral, and monitoring of the extraordinary number of tips, 
complaints and referrals the SEC receives each year.”29 

Additionally, the SEC announced in January that it was expanding the Division’s investigative toolbox 
to include several levels of cooperation agreements. Touted as a “game changer” by Director Khuzami, 
the new cooperation initiative presents an interesting new weapon in the SEC’s arsenal. In particular, 
the SEC has provided its staff with three new tools to promote cooperation by individuals and 
institutions.  

• Cooperation Agreements: Formal written agreements in which the Division of Enforcement 
agrees to recommend to the SEC that a cooperator receive credit for cooperating in its 
investigations or related enforcement actions. Such credit will only be extended if the cooperator 
provides substantial assistance in those investigations and enforcement actions.  
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• Deferred Prosecution Agreements: Formal written agreements in which the SEC agrees to 
forego an enforcement action against a cooperator – if the individual or company agrees to 
cooperate fully and truthfully and to comply with certain reforms, controls, and other 
undertakings.  

• Non-prosecution Agreements: Formal written agreements, entered into under very limited and 
appropriate circumstances, in which the SEC agrees not to pursue an enforcement action against 
a cooperator. Here, too, the agreement would only be entered into if the individual or company 
agrees to cooperate fully and truthfully in connection with an investigation or enforcement action 
and to comply with express undertakings. 

The SEC hopes that these tools will further incentivize those who may be hesitant about cooperating 
with the Commission. The qualifications for and benefits under the agreements, however, are far from 
clear. For example, what type of credit will one receive for cooperation? What constitutes “substantial 
assistance”? Without clear answers, the decision of whether to potentially cooperate with the SEC is 
difficult to assess. To the extent these and other similar questions can be adequately addressed in 
advance, the better equipped one will be used to reach a decision.  

One thing, however, is clear – time is of the essence. Director Khuzami has stated that “the benefits of 
cooperation will be largely reserved for those whose assistance is both timely and necessary” and 
“[l]atecomers rarely will qualify for cooperation credit, so there is every reason to step forward - 
before someone else does.” This raises the stakes considerably. A potential cooperator is well-advised 
to weigh his options quickly, or risk forfeiting the very benefits of cooperation he might have otherwise 
been entitled to. 

B. Ponzi Schemes 

While the first half of 2009 was dominated with ferreting out new Ponzi schemes, the second half of 
2009 and beginning of 2010 was no different. In 2009, the SEC filed over 20 actions against money 
managers (hedge funds, registered investment adviser, and other private investment funds) involving 
allegations of Ponzi schemes and other fraudulent-type activity. Thirteen of these actions involved 
Ponzi schemes, while the others involved various types of fraudulent activity, including 
misrepresentation involving the value and quality of holdings, fund performance, false proxy 
statements, and mail fraud. 

In two separate actions, the SEC continued its pursuit of wrongdoers in the Bernard Madoff (“Madoff”) 
fraud. In SEC v. DiPascal,i30 the SEC charged Frank DiPascali (“DiPascali”), Bernard L. Madoff 
Investment Securities LLC (“BMIS”) chief financial officer and key Madoff lieutenant, with securities 
fraud for his alleged oversight of the operations of the fictitious investment strategy. According to the 
complaint, DiPascali helped generate false annual returns of 10 to 17% by creating backdated and 
entirely fictitious trades. DiPascali is also accused of participating in the cover-up of the scheme from 
the 1980s until its collapse, by creating false stock records, customer confirmations, Depository Trust 
Corporation (“DTC”) reports, trade blotters and other records and books in an effort to create the 
appearance of proper trading activity. DiPascali allegedly oversaw the creation of a sophisticated 
computer platform that simulated regular trading activity, including false losses, and assisted Madoff 
in concealing thousands of advisory accounts from regulators, hiding the true magnitude of the BMIS 
advisory business. The SEC further alleges DiPascali misappropriated $5 million in investor funds to 
fund the purchase of a boat and other personal expenses, in addition to the $2 million annual salary 
and bonus he received which was also paid from investor funds. 

The most recent SEC action arising from the Madoff scandal involved two BMIS computer 
programmers and their role in facilitating the cover-up of the fraud for more than 15 years. In SEC v. 
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O’Hara & Perez,31 the SEC charged Jerome O’Hara (“O’Hara”) and George Perez (“Perez”) with 
providing the technical support necessary to produce the false trading records and documents that 
made the scheme possible. The SEC alleges that O’Hara and Perez wrote computer programs that 
generated thousands of pages of fake stock records, DTC reports, trade blotters, and other false books 
and records to create the appearance of legitimate trading activity. According to the SEC complaint, a 
separate computer, known internally as “House 17,” was used at BMIS to process investment activity 
in advisory accounts. It is alleged that O’Hara and Perez had knowledge that House 17 was not 
properly configured to execute legitimate trades or issue proper reports and the trades entered in the 
computer and reflected on investors’ statements were not actual trades. The SEC further alleges that 
in 2006 the two computer programmers had a “crisis of conscience,” attempting to hide their 
involvement by deleting 218 of the 225 special computer programs from the House 17 computer. 
However, the programs remained on the monthly backup tapes. O’Hara and Perez confronted Madoff 
and DiPascali and refused to participate further in the scheme, but instead demanded and accepted a 
25% increase in salary and a one-time $60,000 bonus in order to keep quiet.  

A notable development came in the Madoff-related SEC case against Cohmad Securities, Cohmad’s 
Chairman and CEO Maurice Cohn, its COO and Chief Compliance Officer Marcia Cohn and Robert M. 
Jaffe, its Vice President.32 In February 2010, The Honorable Louis L. Stanton dismissed nearly all the 
charges, citing a failure to show Cohmad and its personnel had awareness or notice that the 
investment advisory business of BMIS was a sham nor that they disregarded warning signs. It was 
further noted in the court’s decision that the SEC failed to plead fraudulent intent on the part of the 
Cohns or Jaffe and did not argue that Madoff’s intent could be imputed to Cohmad. Judge Stanton 
summed up his dismissal of the securities fraud charges in simple language, “one who conducts 
normal business activities while ignorant that those activities are furthering a fraud is not liable for 
securities fraud.”33 The SEC was provided 30 days to amend its complaint. 

In another case involving fabricated account statements, the defendants in SEC v. Barry, et al.,34 were 
charged with running a $40 million Ponzi scheme promising guaranteed annual returns up to 21% 
from safe, liquid investments and a proven investment strategy. In the complaint, the SEC alleges 
that Philip G. Barry (“Barry”) and his investment firms Leverage Group, Leverage Option Management 
Company Inc., and North American Financial Services defrauded investors by providing fake account 
statements showing impressive investment growth when, in fact, neither Barry nor his firms had 
engaged in trading securities since 1999. Barry allegedly misrepresented to investors that their 
investments would be protected by the Securities Investors Protection Corporation (“SIPC”) and that 
investors could withdraw their funds at any time, with advance notice. The SEC further alleges the 
defendant used incoming investor funds to repay existing investors, purchase real estate, pay the 
expenses of his mail order pornography business, and to support his lifestyle. 

C. Insider Trading 

SEC Director of Enforcement, Robert Khuzami, has taken an aggressive approach to investigating and 
prosecuting insider trading in general and within hedge funds in particular. In his words, “[t]he 
involvement of hedge funds and their principals, consultants, and portfolio managers is of particular 
concern…. [T]he SEC is committed to pulling back the curtain on hedge fund operations and taking a 
close look at their activity.”35 It seems the Enforcement Division will continue to focus on the hedge 
fund industry for some time.  

In SEC v. Galleon Management, LP et al.,36 the high profile case of hedge fund insider trading 
continued to get bigger as the SEC amended its October 16, 2009 complaint on November 5, 2009 to 
add thirteen additional institutional and individual defendants to the original list of eight. Earlier this 
year, the SEC was further authorized to file a second amended complaint in the action.37 In its second 
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amended complaint, the SEC alleges an intricate web of insider trading and tipping accounting for $52 
million in illicit gains or losses avoided. Billionaire Raj Rajaratnam (“Rajaratnam”) allegedly traded on 
material nonpublic information culled from his extensive network of friends and close business 
associates at several hedge funds, several Fortune 100 corporations and the McKinsey & Company 
global consulting firm. The complaint alleges insider information offered in exchange for cash 
payments and in other cases in exchange for additional insider information. In announcing the action 
against Galleon in October, Director Khuzami issued a warning to the industry, “[i]t would be wise for 
investment advisers to closely look at today’s case, their own internal operations, and the increasing 
focus and scrutiny on hedge fund activity by the SEC and others, and consider what lessons can be 
learned and applied to their own operations.” 

The defendants in SEC v. Rorech, et al.,38 the first hedge fund insider trading case involving Credit 
Default Swaps (“CDS”), were ultimately unsuccessful in their motions for judgment on the pleadings, 
but raised an interesting argument in the process.39 Defendants argued that § 10(b) of the Securities 
Exchange Act of 1934 did not provide the SEC with authority to regulate the CDS at issue because 
they are not “securities based swap agreements.” Mr. Rorech individually argued that even if the CDS 
at issue are found to be based upon securities, the SEC did not have jurisdiction over the CDS because 
they were based on foreign bonds and that in any case he had no duty of confidentiality with regard to 
the alleged insider information.40 The Court denied the motion, reasoning that since the alleged 
wrongful action occurred in the United States, and neither the plaintiffs nor the defendants were 
foreign, they had failed to make out a claim that the SEC was enforcing the laws of the United States 
extraterritorially.41 While there is still much to be determined and the issues are likely to evolve as this 
case continues through the motion practice and discovery stages, it certainly has the potential to be 
an important case with far-reaching implications.  

In SEC v. Slaine,42 insider trading charges were brought against David R. Slaine, a former hedge fund 
portfolio manager at DSJ International Resources Ltd. (d/b/a “Chelsey Capital”). The complaint alleges 
that Slaine gained from trades based on inside information he obtained from an executive of an 
investment bank concerning upcoming analyst recommendations. The trading benefitted both Chelsey 
Capital and Slaine personally. The complaint alleges that Slaine’s personal profits totaled more than 
$500,000. In a related criminal case, Slaine pled guilty to criminal charges in connection with this 
insider trading scheme. 

Lastly, in SEC v. Lyon et al.,43 the SEC recently obtained final judgment against defendants who 
perpetrated an illegal insider trading scheme through different private investment in public equity 
(“PIPE") offerings. The SEC alleged that the defendant hedge fund and its managing partner, among 
others, invested in four PIPE offerings. Thereafter, the hedge fund sold short the PIPE issuers’ 
securities prior to the offerings becoming public, notwithstanding an agreement to keep information 
about the PIPE confidential. When the offerings were announced publicly, the stock prices declined, 
enabling the defendants to reap substantial illegal profits.  

D. Kickbacks/Pay To Play 

In a case previously discussed in this report, in SEC v. Morris et al., a hedge fund manager allegedly 
took part in a scheme to extract kickbacks from investment management firms seeking to manage 
assets of New York’s largest retirement fund. In particular, the New York State Deputy Comptroller 
allegedly caused the retirement fund to invest billions with investment management firms that in turn 
allegedly agreed to pay millions to the defendants, including the hedge fund manager, in the form of 
“placement agent” fees. According to the regulators and prosecutors, these fees were nothing more 
than kickbacks that were quid pro quo for the lucrative investment management contracts rewarded 
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to the investment manager firms who made the illegal payments. To avoid detection of their scheme, 
the defendants would direct the kickback payments to be made to off-shore entities.  

This case continues to generate a substantial amount of coverage in the press and has led to a 
number of investment firms entering into settlements with the AG’s office and adopting New York 
Attorney General Andrew Cuomo’s Public Pension Fund Reform Code of Conduct. That code prohibits 
investment firms from communicating with public pension funds through the use of placement agents 
or lobbyists and “from doing business with a public pension fund for two years after the firm makes a 
campaign contribution to any elected or appointed official who can influence a public pension fund’s 
investment decisions.” 

E. FINRA 

Fund advisors would be wise to examine the internal policies and controls regarding the use of soft 
dollars in the wake of recent action by the Financial Industry Regulatory Authority (“FINRA”). FINRA 
levied a $400,000 fine against Terra Nova Financial, LLC of Chicago for making improper soft dollar 
payments on behalf of or directly to five hedge fund managers totaling more than $1 million.44 
According to FINRA, in 2004 Terra Nova created eight soft dollar accounts for hedge fund managers in 
an effort to encourage those funds to execute trades with the firm. Terra Nova used a portion of the 
commissions to pay invoices from the fund managers and other third parties for services. Federal 
securities permits fund advisors to pay for research or brokerage-related expenses with soft dollars. 
However, any soft dollars used for expenses other than research or brokerage expenses must either 
be authorized by the fund documents or previously disclosed to investors. 

FINRA found that between 2004 and 2005 Terra Nova improperly paid at least $1 million toward 
unauthorized expenses in the absence of adequate documentation or an adequate review to determine 
whether such expenses were authorized. Payments were made for seven trips to a “gentlemen’s club” 
in a two-week period for $13,700; $65,000 for meals, clothing, auto repairs, parking tickets, 
limousines, plane tickets, and hotel charges; $145,000 toward the salaries and benefits of nonclerical 
employees when such expenses were limited to clerical employees as per the fund documents; 
$389,000 for “consulting fees related to research” without identifying the person conducting the 
research or the nature of the research provided; and more than $470,000 to one fund manager on the 
basis of the manager’s representation that “soft dollars would be used to ‘fund expenses in 
conjunction with our documents.’”45 

Terra Nova was admonished by FINRA for its failure to exercise adequate oversight and for “failing to 
respond adequately to red flags” indicating inappropriate use of soft dollars for unauthorized 
expenses. FINRA also found Terra Nova and its Chief Compliance Officer, David Persenaire, had failed 
to create proper systems and procedures in order to supervise the soft dollar group. 

F. Conclusion 

There is no clear indication that the increased oversight and regulatory attention on the financial 
industry will subside soon. In fact, all indications are that in 2010 regulatory scrutiny will remain on 
the upswing. Hedge funds and fund advisors will likely continue to be the subject of increased 
enforcement division action and the future may well bring statutory and regulatory reform both in the 
United States and Europe.46 As always, an evaluation of compliance policies and procedures and 
improved risk management and oversight continue to be good for business. 



 

  20 
 

20 

If you have any questions concerning these developing issues, please do not hesitate to contact any of 
the following Paul Hastings lawyers: 

Hedge Fund Regulatory and Tax

London 

Christian Parker 
44-20-3023-5161 
christianparker@paulhastings.com 

Los Angeles 

Arthur L. Zwickel 
213-683-6161 
artzwickel@paulhastings.com 

New York 

Domenick Pugliese 
212-318-6295 
domenickpugliese@paulhastings.com 

 

Michael R. Rosella 
212-318-6800 
mikerosella@paulhastings.com 

Palo Alto 

Thomas S. Wisialowski 
650-320-1820 
thomaswisialowski@paulhastings.com 

Friedemann Thomma 
650-320-1879 
friedemannthomma@paulhastings.com 

San Francisco 

David A. Hearth 
415-856-7007 
davidhearth@paulhastings.com 

Mitchell E. Nichter 
415-856-7009 
mitchellnichter@paulhastings.com 

Sasha Burstein 
415-856-7240 
sashaburstein@paulhastings.com 

Hedge Fund Litigation and Enforcement 

London 

Michelle Duncan 
44-20-3023-5162 
michelleduncan@paulhastings.com 

Los Angeles 

William F. Sullivan 
213-683-6252 
williamsullivan@paulhastings.com 

Howard M. Privette II 
213-683-6229 
howardprivette@paulhastings.com 

Thomas A. Zaccaro 
213-683-6285 
thomaszaccaro@paulhastings.com 

New York 

Kenneth M. Breen 
917-215-8639 
kennethbreen@paulhastings.com 

Keith W. Miller 
212-318-6005 
keithmiller@paulhastings.com 

Barry G. Sher 
212-318-6085 
barrysher@paulhastings.com 

 

Doug Koff 
212- 318-6772 
douglaskoff@paulhastings.com 

Kirby D. Behre 
212- 551-1719 
kirbybehre@paulhastings.com 

Kevin P. Broughel 
212- 318-6483 
kevinbroughel@paulhastings.com 

Palo Alto 

Peter M. Stone 
650-320-1843 
peterstone@paulhastings.com 

San Diego 

Christopher H. McGrath 
858-458-3027 
chrismcgrath@paulhastings.com 

Morgan J. Miller 
858- 458-3029 
morganmiller@paulhastings.com 

San Francisco 

John A. Reding 
415-856-7004 
jackreding@paulhastings.com 

Grace A. Carter 
415-856-7015 
gracecarter@paulhastings.com 

Edward Han 
415-856-7013 
edwardhan@paulhastings.com 

Washington, D.C. 

James D. Wareham 
202-551-1728 
jameswareham@paulhastings.com 

Lawrence E. Barcella 
202- 551-1718 
larrybarcella@paulhastings.com 

 

18 Offices Worldwide Paul, Hastings, Janofsky & Walker LLP www.paulhastings.com 

StayCurrent is published solely for the interests of friends and clients of Paul, Hastings, Janofsky & Walker LLP and should in no way be relied upon or construed as legal 
advice. The views expressed in this publication reflect those of the authors and not necessarily the views of Paul Hastings. For specific information on recent 
developments or particular factual situations, the opinion of legal counsel should be sought. These materials may be considered ATTORNEY ADVERTISING in some 
jurisdictions. Paul Hastings is a limited liability partnership. Copyright © 2010 Paul, Hastings, Janofsky & Walker LLP. 

IRS Circular 230 Disclosure: As required by U.S. Treasury Regulations governing tax practice, you are hereby advised that any written tax advice contained herein or 
attached was not written or intended to be used (and cannot be used) by any taxpayer for the purpose of avoiding penalties that may be imposed under the 
U.S. Internal Revenue Code. 



 

  21 
 

21 

 

 
1 http://www.law.com/jsp/article.jsp?id=1202441913520. 

2 In re Bernard L. Madoff Invest. Sec. LLC, No. 08-01789 (BRL), slip op. at 22 (S.D.N.Y. March 1, 2010). 

3 Id. at 34. 

4 http://securities.law360.com/articles/154320. 

5 http://www.allbusiness.com/legal/trial-procedure-suits-claims/13693145-1.html. 

6 http://www.securitiesdocket.com/2010/01/06/judge-denies-class-action-status-for-plaintiffs-in-madoff-westport-bank-suit/. 

7 No. 2:09-cv-1116-WY (E.D. Pa. Oct. 5, 2009), http://www.paed.uscourts.gov/documents/opinions/09D1249P.pdf. 

8 No. 2:09-cv-1116-WY (E.D. Pa. Oct. 5, 2009)(citing Pritzker v. Merrill Lynch, Pierce, Fenner & Smith, Inc., 7 F.3d 1110 at 1115), 
http://www.paed.uscourts.gov/documents/opinions/09D1249P.pdf. 

9 http://www.sutherland.com/files/upload/First_Amendment_Rights_Not_Violated.pdf. 

10 http://www.courthousenews.com/2010/02/03/24335.htm. 

11 Id. 

12 Bulldog Investors General Partnership et al. v. William F. Galvin, Secretary of the Commonwealth, Civil Action No. 07-1261-BLS2. 

13 http://www.marketwatch.com/story/hedge-funds-try-to-hold-back-wave-of-investor-redemptions. 

14 Id. 

15 In the Matter of Matador Investments Ltd., Cause No. 246/2009, Cayman Is. 

16 Investment Funds Global Updater, OGIER December 2009, http://www.ogier.com/Publication%20Library/Ogier%20Global%20 
Investment%20Funds%20Updater%20-%20December%202009.PDF. 

17 http://www.hflawreport.com/article/698. 

18 Elliott v. Porsche, 10-civ-0532, (S.D.N.Y Jan. 25, 2010), http://www.scribd.com/doc/25945753/Elliott-v-Porsche. 

19 Id. at 2. 

20 http://www.law360.com/articles/145426. 

21 http://www.ft.com/cms/s/0/388c159a-09d8-11df-8b23-00144feabdc0.html. 

22 The Pension Committee of the University of Montreal Pension Plan v. Banc of America Securities LLC et al., 05 Civ. 9016 (SAS), 
http://www.jdsupra.com/post/documentViewer.aspx?fid=aa9d9b34-c92f-4019-9ddf-597dab4a6d80. 

23 Id. at 9. 

24 S.A.C. Capital Advisors, LLC v. Biovail Corp. et al., case number 3:10-cv-00237. 

25 http://securities.law360.com/articles/151173. 

26 Id. 

27 See Robert Khuzami, Director, SEC Enforcement Division, “Remarks at Press Conference,” Oct. 16, 2009 New York, NY. 

28 See Robert Khuzami, Director, SEC Enforcement Division, “Remarks at News Conference Announcing Enforcement Cooperation 
Initiative and New Senior Leaders,” Jan. 13, 2010 Washington, D.C.  

29 See Robert Khuzami, Director, SEC Enforcement Division, “Remarks at News Conference Announcing Enforcement Cooperation 
Initiative and New Senior Leaders,” Jan. 13, 2010 Washington, D.C. 

30 No. 09-CIV-7085 (S.D.N.Y. Aug. 11, 2009); see also SEC Litig. Release No. 21174 (Aug. 11, 2009), http://www.sec.gov/ 
litigation/litreleases/2009/lr21174.htm. 

31 No. 09-CIV-9425 (S.D.N.Y. Nov. 13, 2009); see also SEC Litig. Release No. 21292 (Nov. 13, 2009), http://www.sec.gov/litigation 
/litreleases/2009/lr21292.htm. 



 

  22 
 

                                                                                                                                                     

22 

32 SEC v. Cohmad et al., 09-CIV-5680 (S.D.N.Y. June 22, 2009); see also SEC Litig. Release No. 21095 (June 22, 2009), 
http://www.sec.gov/litigation/litreleases/2009/lr21095.htm. 

33 SEC v. Cohmad et al., 09-CIV-5680 Opinion and Order Feb. 2, 2010 p. 2-3. 

34 No. 09-CIV-3860 (E.D.N.Y. Sept. 8, 2009); see also SEC Litig. Release No. 21199 (Sept. 8, 2009), http://www.sec.gov/litigation/ 
litreleases/2009/lr21199.htm. 

35 Robert Khuzami, Director, SEC Enforcement Division, “Remarks at Press Conference,” Oct. 16, 2009 New York, NY. 

36 No. 09-CIV-8811 (S.D.N.Y Oct. 16, 2009); see also SEC Litig. Release No. 21255 (S.D.N.Y. Oct. 16, 2009), http://www.sec.gov/ 
litigation/litreleases/2009/lr21255.htm; SEC Litig. Release No. 21284 (S.D.N.Y. Nov. 5, 2009), 
http://www.sec.gov/litigation/litreleases/2009/lr21284.htm. 

37 See SEC Litig. Release No. 21397 (S.D.N.Y. Jan. 29, 2010), http://www.sec.gov/litigation/litreleases/2010/lr21397.htm. 

38 09-CIV-4329 (S.D.N.Y. May 5, 2009); see also SEC Litig. Release No. 21032 (S.D.N.Y. May 5, 2009), http://www.sec.gov/ 
litigation/litreleases/2009/lr21023.htm. 

39 SEC v. Rorech et al., 2009 U.S. LEXIS 115305 (S.D.N.Y. Dec. 9, 2009).  

40 SEC v. Rorech et al., 2009 U.S. LEXIS 115305 at p. 2, (S.D.N.Y. Dec. 9, 2009). 

41 SEC v. Rorech et al., 2009 U.S. LEXIS 115305 at p. 19-20, (S.D.N.Y. Dec. 9, 2009). 

42 SEC v. Slaine, Civil Action No. 10 CV 754 (S.D.N.Y.) (DAB). 

43 06-CIV-14338 (S.D.N.Y. Dec. 12, 2006); see also SEC Litig. Release No. 21175, http://www.sec.gov/litigation/litreleases/ 
2009/lr21175.htm. 

44 FINRA, Press Release “FINRA Fines Terra Nova Financial $400,000,” Nov. 23, 2009, http://www.finra.org/Newsroom/ 
NewsReleases/2009/P120423. 

45 FINRA, Press Release “FINRA Fines Terra Nova Financial $400,000,” Nov. 23, 2009, http://www.finra.org/ 
Newsroom/NewsReleases/2009/P120423. 

46 See President Obama, “Remarks by the President on Financial Reform,” Jan. 21, 2010, http://www.whitehouse.gov/the-press-
office/remarks-president-financial-reform; European Union, “Financial Services: Commission proposes EU framework for managers 
of alternative investment funds,” April 29, 2009, http://europa.eu/rapid/pressReleasesAction.do?reference=IP/09/669&format= 
HTML&aged=0&language=EN&guiLanguage=fr. 


