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advised by the family office, and whose assets as to which the
family office directly or indirectly provides investment advice
represent, in the aggregate, not more than 5 percent of the
value of the total assets as to which the family office provides
investment advice.

Many high net worth families operate offices to manage the personal
and financial affairs of family members. For smaller families, the old
“fewer than 15" clients exemption in Section 203 of the Advisers Act,
and SEC rules which defined relatives living in a single household as one
“client” for this purpose, have provided an exemption from Advisers
Act registration for these “family offices.” Since the 1940s, however,
the SEC has issued individual orders exempting from the Advisers Act
certain family offices on a case-by-case basis (typically offices of larger,
multi-generational families). The SEC in the past took the view that it
did not have statutory authority to grant these exemptions by rule of
general applicability, but only by individual orders.

Section 203(b)(1) of the Advisers Act exempts from registration any
investment adviser all of whose clients are residents of the State
within which such investment adviser maintains his or its principal
office and place of business, and who does not furnish advice or
issue analyses or reports with respect to securities listed or admitted
to unlisted trading privileges on any national securities exchange.

"Proprietary information” includes sensitive, non-public information
regarding the investment adviser’s investment or trading strategies,
analytical or research methodologies, trading data, computer
hardware or software containing intellectual property, and any
additional information that the SEC determines to be proprietary.

Section 210(b) of the Advisers Act generally prohibits the SEC and
its staff from disclosing the existence of any examination under the
Advisers Act or the results of or any facts ascertained during any
such examination.

See Release |1A-2968, Custody of Funds or Securities of Clients by
Investment Advisers, Dec. 30, 2009, available at: http://www.sec.
gov/rules/final/2009/ia-2968.pdf.

The term "accredited investor,” as defined in Rule 501(a) of
Regulation D under the Securities Act for purposes of certain exempt
offerings, includes:

= |ndividuals who have a net worth, or joint worth with their
spouse, above $1 million, or have income above $200,000 in
each of the last two years (or joint income with their spouse
above $300,000) and a reasonable expectation of reaching the
same income level in the year of investment; or are directors,
executive officers or general partners of the issuer of the
securities or its general partner; and

= Certain institutional investors, including: banks; savings and
loan associations; registered brokers, dealers and investment
companies; licensed small business investment companies;
corporations, partnerships, limited liability companies and business
trusts with more than $5 million in assets; and qualified employee
benefit plans and trusts with more than $5 million in assets.

The SEC has issued an interpretation that the amount of any
associated mortgage and other indebtedness secured by the primary
residence up to its fair market value may be excluded in determining
an individual's net worth. Any excess liability should be deducted
from the investor's net worth. See Compliance Disclosure and
Interpretation (CDI) 179.01 (or identical CDI 255.47).

The SEC may undertake an initial review of the definition of an
"accredited investor,” as the term applies to natural persons,
to determine whether the definition, excluding the requirement
relating to the net worth standard described above, should be
adjusted or modified, and following completion of the review, may
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make adjustments to the definition (except as to the net worth
standard requirement) after notice and comment rulemaking. The
SEC is required to conduct a review, not earlier than four years after
enactment and not less frequently than every four years thereafter,
of the definition of “accredited investor” in its entirety as defined in
Rule 215 of the Securities Act. Upon completion of this review, the
SEC may make adjustments to the definition of “accredited investor”
as defined in Rule 215 after notice and comment rulemaking. (The
Act does not require a review of the definition of an “accredited
investor” in Rule 501(a) of Regulation D every four years. Rather, this
review is only required with respect to the definition of an “accredited
investor” for purposes of Rule 215, which affects the Section 4(6)
exemption from registration under the Securities Act.)

Rule 205-3 generally defines a “qualified client” as one of the
following:

(1) A natural person or company that has $750,000 under the
management of the adviser; or

(2) A natural person or company whom the adviser reasonably
believes has (a) a net worth of more than $1.5 million; or (b)
is a “qualified purchaser” as defined in Section 2(a)(51) of the
Investment Company Act; or

(3) An executive officer, director, trustee, or general partner of
the adviser, or an employee that participates in the investment
activities of the adviser with at least 12 months investment
experience.

Section 205(e) of the Advisers Act permits the SEC to exempt any
person or transaction from the Advisers Act limitations on incentive
fees set forth in Section 205(a)(1) if the SEC determines such person
does not need this protection on the basis of financial sophistication,
net worth, knowledge of and experience in financial matters, and
certain other factors.

Available at: http://www.arnoldporter.com/public_document.
cfm?id=16151&key=17B3.

Available at: http://www.arnoldporter.com/public_document.
cfm?id=16155&key=12F3.

Available at: http://www.arnoldporter.com/public_document.
cfm?id=16138&key=2612.

In addition to the rulemaking on short sale reporting and disclosure,
the SEC is required to conduct a study of the feasibility, benefits and
costs of requiring reporting of short sale positions to the public, or
alternatively, only to the SEC and the Financial Industry Regulatory
Authority. A separate study is required on the state of short selling,
with consideration given to the impact of recent rule changes and
failures to deliver.

Previously, the applicable federal rule of civil procedure placed a
geographical limit on how far a witness could be required to travel,
which meant that juries in federal court cases often watched
videotaped depositions rather than live testimony. However,
nationwide service of process will now be available to defendants
in SEC federal court cases as well. The SEC currently has nationwide
subpoena authority in administrative proceedings.

© 2010 Arnold & Porter LLP. This advisory is intended to be a
general summary of the law and does not constitute legal advice.
You should consult with counsel to determine applicable legal
requirements in a specific fact situation.
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All of the principal financial regulators (i.e., the federal
banking agencies, the Securities and Exchange Commission
and the Commodity Futures Trading Commission) must
adopt rules to put these restrictions into effect. In general,
the Volcker Rule’s requirements will be effective on the
earlier of two years from the date of enactment, or one
year from the issuance of substantive regulations. An initial
set of regulations, however, is required to be issued by the
Federal Reserve within six months of enactment, and is to
implement a phase-in schedule of at least two years for
entities subject to the Volcker Rule to divest of prohibited
holdings or positions. Regulators must allow such entities
a reasonable time to divest themselves of illiquid assets, so
under some circumstances, compliance periods may extend
into 2022. This is, however, only for cases involving illiquid
investments, and as permitted by the Federal Reserve. In
most cases, investments and activities must be conformed
within two years of the effective date of the Volcker Rule
provisions, with the possibility of three one-year extensions
by the Federal Reserve.

. Proprietary Trading Restrictions

Not all proprietary transactions would be subject to the
restrictions on proprietary trading. The Volcker Rule defines
“proprietary trading” to mean engaging as a principal for
an entity’s “trading account” in purchases or sales of
securities, derivatives, commaodity futures, options on such
instruments, or any other instrument identified by regulators.
A “trading account,” in turn, is defined as an account used
to take positions “principally for the purpose of selling in
the near term,” or “with the intent to resell in order to profit
from short-term price movements,” or any other account
defined by regulation.

The legislation also specifies certain activities that would
nevertheless be permitted for banking entities, subject to
limits adopted by regulators. These activities include:

m  Transactions in government securities, agency
securities, and state and municipal obligations;

m  Transactions in connection with underwriting or
market-making-related activities to the extent
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they are “designed not to exceed the reasonably
expected near term demands of clients, customers,
or counterparties”;

m  Risk-mitigating hedging activities designed to reduce
specific risks of a firm’s individual or aggregated
positions or holdings;

m  Transactions on behalf of customers;

m Investments in small business investment companies
and certain enterprises devoted to the public
interest;®

m  Transactions by any regulated insurance company
directly engaged in the business of insurance for the
general account of the company or by its affiliates (also
for the general account of the company), as permitted
by relevant state insurance company investment
laws and regulations (subject to additional review
by the appropriate Federal banking agencies, after
consultation with the Act’s new systemic risk council
and state insurance commissioners);

m  Proprietary trading by a banking entity conducted solely
outside of the United States pursuant to Sections 4(c)(9)
or 4(c)(13) of the Bank Holding Company Act,* unless
the banking entity is directly or indirectly controlled by
a banking entity organized in the United States; and

m  Other activity as permitted by regulation.

Such activities would be permitted so long as they would
not involve a material conflict of interest (as defined by
regulation) between the banking entity and its clients,
customers, or counterparties or result in a high degree of risk
to the banking entity or US financial stability. Systemically
significant nonbank financial companies supervised by
the Federal Reserve would also be permitted to engage in
these activities, subject to enhanced capital requirements
and quantitative limitations, including diversification
requirements, as regulators deem appropriate.

3 It appears that investments pursuant to this “public interest”
exception could include those of a type that would allow banks to
claim Community Reinvestment Act credits.

4 12 U.S.C. §1843(c)(9), (13).
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