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Compelling Testimony From Non-U.S. Witnesses
in Securities Law and White Collar Criminal Cases

The increasing globalization of hedge fund and private equity firms
raises new questions of relevance to senior personnel who are
charged with securities law violations and other claims of malfea-
sance. In addition, criminal prosecutions against individuals
involved in alternative investment have been increasing steadily in
recent years.

Imagine that you are a portfolio manager in the Greenwich or New York office of a hedge
fund firm, with offices in various financial centers around the world. Imagine further that
you are charged with some act of fraud in regards to your management of your particular
fund. Although key witnesses are located in London and Geneva, they are willing to travel
to the United States to testify for the prosecution. You, in turn, discover employees who
would testify that you were correct in your activities, but they are unwilling to leave
London or Geneva and unwilling voluntarily to produce documents that would corroborate
their testimony.

Will you be able to secure evidence that could clear you when it is located outside the reach
of U.S. courts?

The defense of white-collar crime increasingly involves the need to obtain evidence from
witnesses located abroad. Without careful planning, exculpatory evidence may remain out
of the reach of a defendant for whom such evidence is the only thing standing between
him and a prison sentence.

Best Cases

Courts do not have the authority to compel foreign nationals to travel to the United States
to testify. Thus, the most desirable scenario is where the foreign witness is willing to travel
to the United States voluntarily. In that case, the only potential obstacle is obtaining a visa
for entry into the country. Notably, the Fifth and Sixth Amendments require that the gov-
ernment act in good faith and not refuse to issue a visa in order to deny a defendant access
to a material witness.

Nonetheless, it is advisable both to consult with immigration counsel and to make sure that
the prosecutor communicates his consent to entry to the Department of State. The defense
lawyer should also maintain regular contact with the witness to ensure that she remains
willing to travel at trial time. An eleventh-hour change of heart will leave no time to take
alternative measures to preserve the witness’s testimony.

In the less-common situation where the witness is a U.S. national, courts do have the abili-
ty to issue subpoenas for U.S. testimony or documents. Under 28 U.S.C. § 1783, if a court
finds it “necessary in the interest of justice,” it may require a citizen or resident to return, as
long as personal jurisdiction over that witness otherwise exists, an inquiry that primarily
considers the witness’s contacts with the United States.

Rule 15

However, in the above hypothetical, the non-U.S. witnesses are unwilling to travel to the
United States to testify for the defense. In such cases, they may be able to testify in a depo-
sition taken in the United Kingdom pursuant to Fed. R. Crim. P. 15. Rule 15 allows a party
to depose an unavailable potential witness to preserve his testimony for trial, but only
when exceptional circumstances exist.

This document contains Attorney Advertising. Prior results do not guarantee a similar outcome.
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When conducting a deposition
abroad, counsel must ensure that
the deposition complies with the
Federal Rules of Evidence, is other-
wise “taken and filed in the same
manner as a deposition in a civil
action,” and includes cross-exami-
nation that mirrors what would be
allowed at trial.

This typically requires a showing that:

1) the potential witness is unavailable to testify at trial; and
2) the witness’s testimony is material, which is often a diffi-
cult standard to meet.

The grant of a Rule 15 motion is only the first step, however,
as the defense lawyer must conduct the deposition in com-
pliance with the foreign nation’s laws. It is therefore critical
to research those laws thoroughly and, ideally, to consult
with an attorney practicing in the foreign jurisdiction. In
countries that allow the taking of voluntary depositions by
stipulation of the parties, the deposition can usually proceed
in a fairly straightforward manner. In those that do not, it
may be necessary to request assistance from the foreign
court, as discussed further below. The defense lawyer should
avoid this necessity if possible by asking the witness to travel
to a country that allows voluntary depositions.

When conducting a deposition abroad, counsel must ensure
that the deposition complies with the Federal Rules of
Evidence, is otherwise “taken and filed in the same manner
as a deposition in a civil action,” and includes cross-exami-
nation that mirrors what would be allowed at trial. To be
sure, depending on the country, this may be difficult,
although perhaps in recognition of the difficulty of navigat-
ing foreign justice systems, courts have not always interpret-
ed Rule 15 rigidly.

Compulsion of Evidence: MLATS and Letters Rogatory
But what if the foreign laws allow depositions, but the wit-
ness is unwilling to sit for one?

At that point, counsel must face the daunting process of
seeking to compel evidence abroad. Although at first blush
one might think that the many Mutual Legal Assistance
Treaties (MLATS) that are in force may provide relief, those
treaties apply to the government only, and most specifically
exclude the creation of rights for criminal defendants.
Although nothing prevents the defense lawyer from asking
the prosecutor to use an MLAT on the defendant’s behalf,
that tack is highly unlikely to succeed.

Nevertheless, some have suggested that a bad-faith refusal by
the Department of Justice (DOJ) to file an MLAT request
could violate the compulsory process clause of the Sixth
Amendment or the due process clause of the Fifth
Amendment. Although the Supreme Court held long ago
that the right to compulsory process does not extend to for-
eign witnesses who are beyond the power of our courts — see
Mancusi v. Stubbs, 408 U.S. 204, 212-13 (1972) — the Court
specifically relied on the lack of an existing procedure to
compel evidence abroad for use in our courts. MLATs did not
exist when Mancusi was decided in 1972, and its holding
may be outdated. Arguably, the government now has the
means to “compel” the attendance of foreign witnesses.

Thus, in a clear-cut case, the time may be ripe for a defen-
dant to lodge an objection to a refusal by the DOJ to issue an
MLAT. Such a case should involve clear, exculpatory evi-
dence that is unobtainable by any other means. The reality,
of course, is that most defendants will be left with the cum-
bersome letters rogatory process. A letter rogatory is a formal
request for judicial action sent by a domestic court to a for-
eign court through diplomatic channels, and it typically
must pass through numerous agencies and ministries. The
process is extremely slow — it can take a year or more for a
foreign court to receive and act on a letter rogatory, and
there are no means of tracking its progress through the sys-
tem. Even worse, a foreign court acts on a letter rogatory
only as a matter of comity, with no relief available for a flat
denial.

The defense lawyer should consult with the Department of
State and local counsel at the foreign site in preparing a let-
ter rogatory to ensure that all the requirements of the partic-
ular foreign jurisdiction are met. The defense lawyer should
also keep in mind that depositions authorized in connection
with a letter rogatory will be taken in accordance with the
foreign jurisdiction’s laws, which may prevent counsel from
questioning the witness directly and may not provide for a
verbatim transcript. That unfortunate circumstance could
limit the evidence’s admissibility at trial.

Conclusion

Mindful of these obstacles, our hypothetical portfolio man-
ager hopes his London and Geneva witnesses are amenable
to his overtures lest he spend months or years bogged down
in the letters rogatory process. His lawyers must act quickly
to identify any potential foreign witnesses and arrange to
preserve their testimony and other evidence early in the
preparation for trial. It remains to be seen whether the
Supreme Court will ever order the government to file an
MLAT request, but as the business, financial and law enforce-
ment worlds increasingly transcend national borders, courts
will inevitably face the issue someday soon.

Daniel R. Alonso
dalonso@kayescholer.com

Reprinted with permission from the March 2008 edition of the LAW JOURNAL
NEWSLETTERS — BUSINESS CRIMES BULLETIN © 2008 ALM Properties, Inc. All
rights reserved. Further duplication without permission is prohibited. This article
has been updated since it was originally published.
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The pace of interna-
tionalization of secu-
rities markets has
been significant
since the adoption
of Rule 15a-6 in
1989. The industry
has advocated the
liberalization of Rule
15a-6 to expand
cross-border access
for market investors.

SEC Proposes Changes to Improve Access to

Foreign Broker-Dealers

The Securities and Exchange Commission (“SEC”) recently proposed
amendments to Rule 15a-6 under the Securities Exchange Act of 1934
(the “Exchange Act”). Rule 15a-6 provides limited exemptions from
registration and regulation as a broker-dealer to non-U.S. broker-dealers
which engage in limited activities in the United States. The proposed
amendments to Rule 15a-6 would expand the range of U.S. investors
that non-U.S. broker-dealers may contact for the purpose of providing
research reports and soliciting securities transactions. The proposed
changes should increase access by U.S. investors to securities of non-U.S.

issuers.

Current Rule

Rule 15a-6 permits an unregistered non-U.S.
broker-dealer to engage in certain activities
without being “chaperoned” by a registered
broker-dealer, such as:

o Effecting “unsolicited” securities transac-
tions for U.S. persons (however, the SEC
has interpreted “solicitation” very broad-
ly, thereby limiting its usefulness);

e  Effecting and soliciting transactions for
such as multilateral development banks
and their affiliates, non-U.S. persons
temporarily present in the United States,
and U.S. citizens permanently located
outside the United States; and

° Providing research reports to certain
major institutional investors ($100 mil-
lion in total assets).

Internationalization of Securities Markets
The pace of internationalization of securities
markets has been significant since the adop-
tion of Rule 15a-6 in 1989. The industry has
advocated the liberalization of Rule 15a-6 to
expand cross-border access for market
investors. The SEC proposal addresses a num-
ber of specific areas under Rule 15a-6, includ-
ing: (1) persons who can be contacted by a
non-U.S. broker-dealer; (2) dissemination of
quotes by non-U.S. broker-dealers; (3) distri-
bution of research by non-U.S. broker-dealers;
(4) execution of trades by non-U.S. broker-
dealers; (5) counterparties and specific cus-

tomers; and (6) providing information to U.S.

customers regarding non-U.S. option
exchanges.

Expansion of Qualified Investors

The proposed rule would expand the range of
U.S. investors with which a non-U.S. broker-
dealer could interact to include “qualified
investors” as defined under Section 3(a)(54) of
the Exchange Act. The proposal would allow
additional investors to interact with non-U.S.
broker-dealers by lowering the threshold for
participation from major institutional
investors to qualified investors with at least
$25 million in investments. The SEC believes
that the lower threshold reflects recognition
of investors with the skills necessary to inde-
pendently assess a non-U.S. broker-dealer’s
integrity and competence to access markets.

Unsolicited Trades on Quotation Systems
The SEC has previously determined that it
would not consider a solicitation to have
occurred for purposes of Rule 15a-6 if there
were a U.S. distribution of non-U.S. broker-
dealers’ quotations by third-party systems,
such as those operated by non-U.S. market-
places or private vendors, that primarily dis-
tribute these quotations outside of the United
States.

The SEC acknowledges in the proposal that
third-party quotation systems have become
increasingly global in scope such that there is
no longer a meaningful distinction between
systems that distribute quotations primarily in
or outside the United States. Under the
revised rule, the SEC would no longer require
that a non-U.S. broker-dealer’s (or third-
party’s) quotation system primarily distributes
quotations outside of the United States to
avoid being deemed a U.S. solicitation, in the
absence of other contacts with a U.S. person.
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Provision of Research Reports

The SEC proposes allowing non-U.S. broker-dealers to distrib-
ute research reports to, and effect transactions in the securi-
ties discussed in such reports with, “qualified investors,”
rather than restricting distribution of these reports to institu-
tional investors with $100 million or more in assets.

Solicitation Transactions by Non-U.S. Broker Dealers
The proposed rules are intended to reduce the obligations of
U.S. broker-dealers, under the chaperoning rules, in transac-
tions between non-U.S. broker-dealers and qualified
investors. The proposed amendments require that the non-
U.S. broker-dealer be regulated by a foreign securities author-
ity for conducting securities-related activities. Additionally,
as a requirement of and in conjunction with each of the pro-
posed amendments, non-U.S. broker-dealers will be required
to disclose to U.S. investors that they are not subject to regu-
lation by the SEC, U.S. bankruptcy law or any U.S. self-regu-
latory organization (“SRO”).

Proposed Exemption (A)(1) — Non-U.S. Broker-Dealers

Conducting “Foreign Business”

Proposed Exemption (A)(1) would allow non-U.S. broker-
dealers to engage in full-service brokerage services to U.S.
qualified investors if they are primarily engaged in a “foreign
business.” Foreign business would be defined to mean a
business with U.S. qualified investors and foreign resident
clients where at least 85% of the aggregate value of transac-
tions effected during a two-year period is derived from non-
U.S. securities.

If available, Exemption (A)(1) would allow non-U.S. broker-
dealers to place in custody funds and securities of U.S.
investors subject to the either of following requirements:

o A U.S. broker-dealer would be required to maintain the
books and records for transactions with U.S. qualified
investors, but could do so in accordance with the regu-
lations of the foreign securities authority regulating the
non-U.S. broker-dealer; or

o The U.S. broker-dealer with the non-U.S. broker-dealer
could maintain the books and records relating to trans-
actions subject to Exemption (A)(1) if the U.S. broker-
dealer determines that it has access to such books and
records from the non-U.S. broker-dealer upon request of
the SEC.

Under Exemption (A)(1) the U.S. broker dealer would not be
required to effect all aspects of the transaction. Therefore,
with respect to transactions effected under Exemption (A)(1),
the intermediating U.S. broker-dealer would no longer have
to comply with federal securities laws and SRO rules applica-
ble to a U.S. broker-dealer effecting a transaction in securi-
ties, unless it were otherwise involved in effecting the trans-
action. It is unclear how a U.S. broker-dealer would deter-
mine that records could be obtained from a non-U.S. broker-
dealer, and would be able to maintain records with such
non-U.S. broker-dealer. Additionally, non-U.S. broker-dealers

may be reluctant to expose themselves to SEC scrutiny based
on the maintenance of its records.

Proposed Exemption (A)(2) — U.S. Broker-Dealers as

Intermediaries

Proposed Exemption (A)(2) would be available to non-U.S.
broker-dealers that solicit transactions with U.S. qualified
investors that have accounts, and place in custody their
funds and securities, with U.S. registered broker-dealers.
Under this exemption, the U.S. broker-dealer would be
required to maintain the books and records relating to any
transactions and to receive, deliver and safeguard funds and
securities on behalf of clients in such transactions.

The primary benefit to a non-U.S. broker-dealer of Proposed
Exemption (A)(1) would be the ability to place in custody
funds and securities of a U.S. investor. Proposed Exemption
(A)(2) would require the participation of a U.S. broker-dealer
in a transaction as the custodian of funds and securities.

Sales Activities

Both proposed Exemptions (A)(1) and (A)(2) would eliminate
the requirement in current Rule 15a-6(a)(3) that foreign
associated persons be accompanied by an associated person
of a U.S. registered broker-dealer during in-person visits with
U.S. investors. The proposed rule also would eliminate the
current requirement that an associated person of a U.S. regis-
tered broker-dealer participate in communications between
foreign associated persons and U.S. investors, whether oral or
electronic.

Qualification Standards

Non-U.S. broker-dealers intending to rely on proposed Rule
15a-6(a)(3) would need to meet certain qualification require-
ments. Under the proposed rule (as under the current rule),
the non-U.S. broker-dealer would be required to provide to
the SEC, upon request or pursuant to agreement between the
SEC and any non-U.S. securities authority, information or
documents related to the non-U.S. broker-dealer’s activities
in inducing or attempting to induce securities transactions
by qualified investors.

Under the proposal, a non-U.S.
broker-dealer would be permitted
to effect transactions involving
options on non-U.S. securities on
the non-U.S. options exchange of
which it is a member for a qualified
investor, if the non-U.S. broker-
dealer did not solicit the investor.
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The proposed rule also would require the non-U.S. broker-
dealer to determine that its associated persons who effect
transactions with qualified investors are not subject to a
statutory disqualification under Section 3(a)(39) of the
Exchange Act. This would be a change from the current rule
which requires the U.S. registered broker-dealer intermediat-
ing the transaction to make this determination. The SEC
believes shifting the responsibility for making the statutory
disqualification determination would be appropriate because
the non-U.S. broker-dealer is in possession of the relevant
information regarding its foreign associated persons.

Foreign Resident Client and Foreign Options

Exchanges

The SEC’s proposal would allow non-U.S. broker-dealers to
solicit and effect transactions involving “foreign resident
clients.” A “foreign resident client” would be defined as: (1)
an entity not organized in the United States or engaged in a
trade or business under United States tax laws; (2) a natural
person who is not a United States resident under United
States tax laws; or (3) an entity not organized in the United
States and at least 85% owned by an entity or person that
meets either of the first two definitions of a foreign resident
client.

Familiarization with Non-U.S. Options Exchanges
Under the proposal, a non-U.S. broker-dealer would be per-
mitted to effect transactions involving options on non-U.S.
securities on the non-U.S. options exchange of which it is a
member for a qualified investor, if the non-U.S. broker-dealer
did not solicit the investor. The proposal would also permit
certain activities by a non-U.S. options exchange representa-
tive or foreign office, which would include providing quali-
fied investors with a disclosure document that describes the
non-U.S. options exchange and, upon request by the
investor, providing a list of participants that can take orders
for that exchange.

Impact on Non-U.S. Broker-Dealers and U.S. Investors
The proposed amendments are expected to give a broader
spectrum of U.S. investors an opportunity to acquire non-
U.S. securities and information regarding non-U.S. securities
markets. Non-U.S. broker-dealers should incur lower transac-
tion costs and streamline the process to access U.S. markets.
U.S. broker-dealers should also be able to provide a broader
range of services and products to their clients.

Kenneth G.M. Mason
kmason@kayescholer.com

Patrick A. Michel
pmichel@kayescholer.com

INVESTMENT FUNDS New York Breakfast Series

Wednesday, September 17, 2008

Hedge fund managers and private equity fund general partners are increasingly concerned
about their potential exposure to enforcement actions by the Securities and Exchange
Commission (“SEC") and criminal prosecutions. In a period of intense market dislocation and
growing numbers of unhappy investors, regulators and prosecutors are taking notice of the
alternative asset classes like never before.

With the recent creation of a new 25-person hedge fund task force within the SEC's Division
of Enforcement dedicated to scrutinizing hedge funds and how they operate, a spate of
enforcement actions and SEC investigations of hedge funds and their managers have been
initiated. A string of aggressive and high-profile criminal prosecutions, culminating in the
recent criminal charges brought against two former Bear Stearns hedge fund managers in New
York, has followed as well. Private equity funds, although less prevalent in media reports and
public debate, have similar cause for concern as many of these developments could equally
apply to them in analogous circumstances.

Kaye Scholer's Eric H. Sussman and Daniel R. Alonso, former federal securities fraud
prosecutors, will focus on several key issues that hedge fund and private equity professionals
should bear in mind to avoid becoming an enforcement target for securities regulators and
federal prosecutors.

To receive a copy of the presentation materials, please send an email to: ncole@kayescholer.com.

Kaye Scholer LLP
425 Park Avenue,
19th Floor

New York, NY 10022
212.836.8000

8:00 am

8:30 am
9:10 am
9:20 am

Registration and
Breakfast
Session

Q&A

Session Ends
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Despite the many
opportunities for
investment, structur-
ing and launching
German private
equity funds remains
burdensome. For
years, the volume of
investments made in
Germany has been
significantly higher
than the volume of
investments man-
aged in Germany.

German Private Equity Funds — Key Tax Issues

Private equity has been booming in Germany in recent years as it has else-

where in Europe.

German private equity funds are focusing on many

industry segments, such as mechanical engineering, information technol-
ogy and the chemical industry. Over the decades, most of the target com-
panies have been located in Bavaria and Baden-Wiirttemberg. Bavaria’s
life science cluster is centred in Martinsried, and in the 1980s, most of the
major U.S. hardware and software manufacturers settled in or around
Munich. The Baden-Wiirttemberg region has the highest concentration
of high-technology companies in Europe.

Despite the many opportunities for invest-
ment, structuring and launching German pri-
vate equity funds remains burdensome. For
years, the volume of investments made in
Germany has been significantly higher than
the volume of investments managed in
Germany. The reason lies in a unstable tax
environment that does not provide interna-
tional investors with the required amount of
certainty that German private equity vehicles
will be treated as a mere asset management
that is without the scope of the trade tax.
This trade tax can be avoided even in case of
a trade or business if no Permanent
Establishment is maintained in Germany.

The main fund vehicles currently offered pri-
marily to German private equity investors is
the GmbH & Co. KG. A limited partnership
(Kommanditgesellschaft (“KG")) is a business
partnership established by one or more limit-
ed partners (Kommanditisten) and a general
partner (Komplementir). The GmbH & Co. KG,
which conveniently combines the flexibility
of a partnership with the limited liability of a
corporation, allows partnership interests to be
transferred without notarization and requires
no minimum capital.

The main rules governing the KG are laid
down in Sec. 161 et seq. of the German
Commercial Code (Handelsgesetzbuch). The
limited partners are generally excluded from
the management of the limited partnership
and they are prevented from representing the
limited partnership: deviation is possible and
often used in order to allow the sponsors to
get access to their carry participation and
thereby avoid the domestic partnership to be
treated as a trade or business only by virtue of
having only corporations as general partners,
Sec. 15 para 3 ITA. On the other hand, the
limited partners’ liability is limited to their

partnership contribution. This structure qual-
ifies the limited partnership as a generally
transparent investment vehicle.

The GmbH & Co. KG is, in general, tax-trans-
parent except with regard to trade tax and
VAT. No trade tax will be levied if it is neither
a business partnership (i.e., not a commercial
trade or business but only an asset-holding
partnership) nor a deemed business partner-
ship as mentioned above for tax purposes.

Business and Non-Business Partnerships
In a decree dated December 16, 2003, the
Federal Ministry of Finance (Bundesministerium
der Finanzen) listed criteria for differentiating
between business and non-business private
equity partnerships. A private equity fund
holding shares or interests in a portfolio com-
pany will normally be treated as non-busi-
ness, if the following conditions are met:

e there is no debt financing of the invest-
ments at the partnership level;

o the partnership does not grant guaran-
tees or securities for obligations of the
portfolio companies;

o the partnership does not maintain its
own substantial organization;

e  the partnership does not use any market
experience and abstains from active
management activities in the portfolio
companies;

J the sales proceeds are not reinvested;
and

o the partnership does not offer any partic-
ipation to the public or render services
to third parties.
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The decree indicates that a partnership might be treated as a
business if the above criteria are not met; however, the “over-
all picture,” taking all facts and circumstances into account,
is decisive.

For early-stage and other venture capital investments, the
newly-introduced Venture Capital Participation Company
(Wagniskapitalbeteiligungsgesellschatt) provides for a non-
business qualification. This qualification, however, is only
granted where certain restrictions are met (e.g., a minimum
fund capital of 1 million, a minimum fund investment of
25,000, a maximum share in the portfolio company of 90%,
etc.).

The charaterization as a business partnership is important for
trade tax purposes but also for the taxability of capital gains
on the individual’s partner level. Capital gains within a trade
or business are subject to income tax whereas capital gains
from the sale or exchange of stocks are not; if the participa-
tion is lower than 1%. Theses rules will change with effect to
shares acquired from 2009 on.

Basis of Taxation

Investors in the partnership are liable for income tax when
income is received by the partnership, as the income is
directly attributed to the partner for tax purposes. If, there-
fore, proceeds are reinvested (or otherwise not distributed),
the investors are still liable for taxes on the profits and gains
without having received them.

If a withholding tax has been deducted from dividend
income received by the GmbH & Co. KG from German cor-
porations, the GmbH & Co. KG, that maintains a trade or
business in Germany, will receive an appropriate tax credit
for its German investors, which is passed on, pro rata, to
these investors. The position for non-residents is the same as
for residents if the GmbH & Co. KG is qualified as a business
partnership, because in this case the partners are treated as
having a fractional permanent establishment through the
partnership in Germany. On income arising from a perma-
nent establishment, either individual income tax or corpo-
rate income tax, as applicable, is levied from non-resident
investors. Foreign investors are not able to credit withhold-
ing taxes if they are invested in a KG that maintains a mere
asset management.

Upon the disposal of an interest in a non-business partner-
ship (vermdgensverwaltende Personengesellschaft), the part-
ner will be treated as if he had held the assets of the partner-
ship directly (look-through perspective).

The winding-up profits on the liquidation of the GmbH &
Co. KG, even if it maintains a trade or business, are not sub-
ject to a trade tax as long as profits are distributed to individ-
uals. Income tax applies to each partner. Each private indi-
vidual partner may be entitled to a reduced income tax rate,
determined as if only 1/5 of the capital gains from the sale
were realized in that year if he is not taxed in the highest tax
bracket. Corporate partners are subject to trade tax in case of
a liquidation of a KG that maintains a trade or business and
a domestic PE.

The tax authorities are now begin-
ning to question whether the gen-
eral rule of a VAT exemption of a
partnership’s balance sheet profits
should also apply to private equity
partnerships.

In contrast to the GmbH, the GmbH & Co. KG structure in
general allows investors to offset losses against profits at the
investor level. A loss is attributed on a pro rata basis to each
partner and can principally be offset against his income from
other sources for corporate income tax and, if the GmbH &
Co. KG is transparent for trade tax, at the level of the
investor.

A foreign individual who is a partner of a business partner-
ship will usually pay the tax at the same rate on income
from the partnership as a German resident partner (with the
exception of church tax and tax benefits granted to married
couples filing a joint tax return).

However, a different treatment would be applicable for for-
eign investors who are partners in a non-business partner-
ship. As such, these foreign investors are subject to tax in
Germany only in case of German sourced income. In addi-
tion, depending on whether the country of residence of the
foreign investor and Germany have entered into a double-
taxation treaty, the right to tax may be with the country of
residence of the foreign investor.

Income Tax
A partnership fund does not constitute a taxable entity. The
partners will be taxed on their shares of income.

Domestic corporate partners will be able to claim the partici-
pation exemption on dividend income as well as capital
gains on stock as well as the participation exemption for
trade tax purposes (under different and additional require-
ments if they or the KG maintains a trade or business).
Foreign corporate partners will be able to claim the zero-
withholding tax rate on dividend income according to the
EU Parent-Subsidiary Directive and/or where treaty protec-
tion provides that the German anti-treaty shopping rules are
respected.

Domestic individual partners will be able to claim a 50% par-
ticipation exemption on dividends and capital gains on stock
(of participation of at least 1%) as well as the participation
exemption for trade tax purposes (under different conditions
if they or the KG maintains a trade or business) should they
maintain a trade or business. Foreign individual partners
will be able to claim a reduced withholding tax rate under
the applicable double-tax treaty on the gross dividend.
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VAT

A current investment of a private equity fund will need fur-
ther support from the fund’s management entity. Certain
supervisory and consulting functions might therefore be
implemented at the level of the fund entity. This may raise
VAT questions.

Under a decree dated May 31, 2007, services will be subject
to VAT if they are rendered in Germany for remuneration.
Whereas the location of the rendered service may not be sub-
ject to structuring, the remuneration could be structured. No
VAT-taxable remuneration would be assumed if either a
shareholder or a partner renders services vis-a-vis its sub-
sidiary or partnership and if the services are rendered in con-
nection with the position as a shareholder or partner. as a
contribution in kind. To the contrary, a generally VAT-tax-
able remuneration would be assumed if a shareholder or
partner renders services and receives fees as though it were a
third party.

A non-taxable remuneration by virtue of a contribution basi-
cally requires that the payment be interpreted as part of the
partnership’s income distribution. There are several small
distinctions which determine such characterisation and its
VAT consequences.

Payments made during the first “poor” years of a fund’s life
cycle need even more consideration. Withdrawals from the
partners’ capital reserve accounts have to be reported in the
partnership’s profit-and-loss statement, and might increase
the so-called balance sheet profits. The tax authorities are

now beginning to question whether the general rule of a VAT
exemption of a partnership’s balance sheet profits should
also apply to private equity partnerships.

The same distinction will be made with regard to the income
distribution if the fund itself renders services vis-a-vis its sub-
sidiary or partnership.

Conclusion

Germany offers a limited partnership structure to private
equity sponsors in the form of the GmbH & Co. KG as well
as other partnership forms. The essential qualification as a
non-business partnership can only be secured by a careful
structuring of the GP/LP contractual relationship as well as of
the underlying investments; it is only necessary in case of a
domestic partnership or domestic investors because other-
wise neither Trade Tax could be triggered nor the German
capital gains tax may apply. The newly-introduced Venture
Capital Participation Company (Wagniskapitalbeteiligungs-
gesellschaft) guarantees a non-business qualification for early-
stage and other venture capital funds, but carries so many
restrictions that probably few German VCs will chose this
vehicle.

Thomas A Jesch
tjiesch@kayescholer.com

Andreas Striegel
astriegel@kayescholer.com

INVESTMENT FUNDS London Breakfast Series

Tuesday, October 8, 2008

The development of cross-border markets for emissions and other environmental credits has
increasingly attracted the attention of hedge funds, private equity funds and other leading
financial firms. With these growing markets comes the opportunity to profit in short-term
arbitrage markets as well as longer term investments in green projects and companies. A
successful “green fund” must not only navigate the technical rules and unique jurisdictional
issues that apply to the issuance, trading and settlement of environmental credits, but also be
aware of the issues in investing in green projects and companies around the world. In addition,
financing sources often apply their own additional conditions and requirements on structures,

Kaye Scholer LLP
140 Aldersgate Street
London EC1A 4HY
+1 44.20.7105.0500

8:00 am Registration and

which must be addressed as well. Breakfast
8:30 am Session

Madeleine Tan, a Partner from our New York office who focuses on financing emissions credits 9:10 am Q&A

as well as alternative energy and cleantech projects, and Daniel Lewin, a Tax Partner in our 9:20 am Session Ends

London office involved in the structuring of these projects, will discuss the issues involved in
structuring, financing and operating a new generation of alternative investment funds that
participate in the rapidly evolving international carbon or green energy markets.

You may register online at www.kayescholer.com (click on “Seminars”) or send an email to: londonevents@kayescholer.com.

The Investment Funds Group of Kaye Scholer LLP holds regular breakfast seminars in our London office usually on the first

Tuesday of every month. These seminars address current topics of interest to private equity and venture capital firms, hedge fund
managers, fund-of-funds and traditional investment management firms.
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There have also
been indications
that the U.S.
Congress will con-
sider adopting spe-
cific federal legisla-
tion to regulate
SWEFs if the IMF
does not shortly
produce a global
voluntary code of
conduct to govern
them.

Should Sovereign Wealth Funds be Regulated?

(Part 2)

Despite calls from individual European countries such as France and
Germany for the introduction of stringent EU regulations to govern the
operation of sovereign wealth funds (“SWFs”) in the EU (effectively
entrenching both a review procedure along principles similar to that in
the U.S. along with the reintroduction of the ability of individual EU
member state governments to retain “golden shares” in certain
instances involving the proposed acquisition of strategic assets), the offi-
cial response of the EU Commission has been fairly timid.

The EU Commission has clearly rejected any
radical protectionist EU response to SWF’s in
favor of the adoption of a voluntary code of
conduct for SWF’s operating in the EU, with
the fairly weak threat of the adoption of a
more stringent approach in the event that the
code is not voluntarily embraced by SWFs.
The code to be developed will be further
based on the following primary principles,
being (i) a commitment to an open invest-
ment environment both in the EU and else-
where, (ii) support of multilateral work in
organizations such as the IMF and OECD, (iii)
use of existing instruments at EU and member
state level, (iv) respect for EC Treaty obliga-
tions and international commitments, (v)
proportionality and transparency and (vi)
good corporate governance of SWFs.

The U.S. Regulatory Response

In the United States, the passing of the
Foreign Investment and National Security Act
(“FINSA”) in 2007, which amends the Exon-
Florio Amendment to the Defense Production
Act of 1950 (and which was passed largely fol-
lowing the aftermath of the failed Dubai Ports
World deal) and the related amendment to
Executive Order 11858 concerning foreign
investment review by the Committee on
Foreign Investment in the United States
(“CFIUS”), provides increasing restrictions
through the expansion of the concept of
“national security” to include infrastructure-
related assets and more rigorous review by
CFIUS on investment by foreign governments
applicable to SWF’s. The U.S. Treasury
Department also recently published proposed
regulations implementing FINSA. The pro-
posed regulations also directly address issues
surrounding investment by SWF’s in U.S.
companies. The new proposed regulations for
example:

(i) explicitly provide that “control” for the
purposes of FINSA may be exercised
through minority ownership interest,
including minority interests constituting
less than 10% of the voting securities of
a U.S. company, unless such interest can
be considered solely a passive invest-
ment. This clarification is in direct
response to the recent acquisitions by
SWEs of less than 10% minority stakes in
U.S. investment banks designed to take
advantage of the “safe harbor” exemp-
tion available under the regulations for a
foreign investment of 10% or less of the
voting securities of a U.S. company, and
thus avoid a lengthy CFIUS review; and

(ii) require CFIUS to conduct a formal 45-
day review of any proposed foreign
investment by an entity controlled by a
foreign government, unless both the
Treasury Secretary and the head of the
lead reviewing agency conclude after
review that any such transaction will not
threaten U.S. national security.

There have also been indications that the U.S.
Congress will consider adopting specific feder-
al legislation to regulate SWFs if the IMF does
not shortly produce a global voluntary code
of conduct to govern them. Regulation is also
being considered at the state rather than fed-
eral level. A proposed piece of legislation
known as the “Responsible Private Equity
Investment Act” was, for example, introduced
for discussion in the state assembly of
California that would prevent large state pen-
sion plans such as the California Public
Employees’ Retirement System (“CALPERS”)
and the California State Teachers’ Retirement
System (“CALSTRS”) from investing in pri-
vate-equity firms owned in whole or in part
by an SWE, or in any private investment
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Should Sovereign Wealth Funds be Regulated?

The IMF International Working
Group on Sovereign Wealth Funds
(consisting of representatives from
25 IMF member countries as well
as observers from each of the
OECD, World Bank and Saudi
Arabia) has announced that it has
reached a preliminary agreement
on a set of twenty-four voluntary
principles known as the “Generally
Accepted Principles and Practices

For Sovereign Wealth Funds” or
“GAPP.”

funds managed by such private-equity firms, where the SWF
is funded by governments which are not party to interna-
tional treaties concerning the protection of international
human rights or have been found to be in continual viola-
tion of human rights. Given the current size of the invest-
ments of such pension funds in blue chip private equity
management firms such as Blackstone, Carlyle, Apollo and
their related private investment funds as well as the signifi-
cant proportion comprised by these investments in the top
performing investments of the entire investment portfolio of
each of CALPERS and CALSTRS, it would seem that any such
regulation as proposed would be completely impractical and
indeed the proposed legislation has been withdrawn
(although its proponents contend that such withdrawal con-
stitutes a delay rather than an outright abandonment of such
legislation). This represents a clear example of how in the
absence of a coherent regulatory policy unmanaged and uni-
formed public alarm concerning SWFs can lead to an ill con-
ceived and fragmented national regulatory response. The
U.S. Securities and Exchange Commission has also expressed
concern that SWFs potentially run a significant risk of insider
trading given their access to “material non-public informa-
tion” by virtue of their government links and further that
regulation of such entities would be difficult given that any
investigation of an SWF would require the co-operation of a
foreign government which at the same time owned and oper-
ated an SWF under investigation thereby creating an inher-
ent conflict of interest situation. Another idea mooted to
ensure that SWFs adhere to any established regulatory guide-
lines would be to make their current U.S. federal tax exemp-
tion under section 892 of the U.S. Internal Revenue Code
contingent on such adherence. It is clear that the increase in

regulatory scrutiny over the past six months has cooled SWF
sentiment for investment in the U.S. as evidenced by the
marked drop in direct investment by SW’s in U.S. companies
when compared with the beginning of the year.

Despite the strong political thetoric in the U.S. (at both the
state and federal level) as well as in the EU on this issue, the
effects of the sub-prime crisis means that the economies of
most EU countries as well as that of the U.S. cannot afford to
adopt stringent protectionist regulation.

The way forward: Adoption of an international code of

conduct

The initial reaction of certain SWFs to proposals for regula-
tion has been to reject the idea of any formal regulation and
further characterize such proposals as a disguised form of
financial protectionism on the basis that they (i) operate on
strictly commercial terms akin to large private investment
funds and are thus motivated exclusively by long-term
growth and a higher return on invested capital rather than
geopolitical concerns as is evident, it is argued, from the fact
that the majority of the SWF investments made to date have
been small non-voting equity stakes with no corporate gover-
nance rights in non-sensitive industry sectors, and (ii) do not
constitute a systemic risk in that they are, unlike private
investment funds, long-term and not speculative investors
(generally having unleveraged positions), meaning that their
investment activities are likely to have a stabilizing rather
than a disruptive effect on international financial markets
over the long term.

This general statement as a summary rationale for the
absence of any regulation is, however, inherently flawed.
First, many of the SWFs exist and operate in politically auto-
cratic states in which it is difficult to accept that they would
operate immune from potential political interference without
the imposition of some form of international mandatory
rules. Second, the lack of transparency and accountability
which are inherent features of many SWFs are likely to pro-
duce and perpetuate inherent market instability given that (i)
mere rumors or speculation will, absent clear information
concerning their investment policies and given the signifi-
cance of the size of their investments, exist in international
financial markets, and (ii) there is a more significant risk
given the absence of external regulatory and internal over-
sight of SWFs of destabilizing “rogue trader” incidents.

Despite the heated nature of the current debate it is clear
that some form of compromise will need to be reached,
given the economic imperative of both sides to do so. SWFs
require access to the well-developed and liquid financial mar-
kets of certain Recipient Countries in order to ensure that
their large capital surpluses remain invested in a diversified
portfolio of higher yield investments, whilst many Recipient
Countries remain in desperate need of such foreign invest-
ment either to shore up the balance sheets of ailing financial
institutions or to fund large current account deficits. It is the
nature of such regulatory compromise that now remains the
challenge.
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Should Sovereign Wealth Funds be Regulated?

Attempts have been made by a few individual countries to
reach a unilateral agreement at the international level. The
U.S., Abu Dhabi and Singapore have agreed on a broad set of
principles to govern the conduct of SWFs, including: (i) com-
mercial rather than a geopolitical criteria for investment deci-
sions, (ii) greater information disclosure by SWFs, (iii) strong
corporate governance and operational risk management sys-
tems, (iv) fair competition with the private sector, and (v)
compliance with applicable regulatory and disclosure require-
ments of the host country. The parties also agreed on four
policy principles governing countries receiving foreign
investment from SWFs (“Recipient Countries”): (i) non-pro-
tectionist barriers to foreign direct investment, (ii) clear and
predictable inward investment frameworks, (iii) non-discrimi-
nation amongst investors and (iv) proportionality of regula-
tory inward response in the case of genuine national security
concerns raised by transactions involving SWFs.

Given the global nature of this issue, and the participation of
national governments rather than purely private participants,
regulation (and indeed sanction in the case of non-compli-
ance) would however be most effectively coordinated at the
international multilateral level through international finan-
cial institutions such as the G7, the IMF and the OECD
rather than at national (and in the case of the U.S., state)
level. Indeed most of the current efforts to crystallize a set of
principles to govern the conduct of SWFs as well as Recipient
Countries, either at the national or international level, have
stressed that such measures are merely precursors to the
development and adoption of a comprehensive and detailed
framework of principles to be developed by each of the IMF
and the OECD.

The OECD has published its report dealing with best prac-
tices for Recipient Countries, which provides a more detailed
focus on the inward investment policies of Recipient
Countries based on four broad principles: (i) non-discrimina-
tion between similarly situated investors, (ii) transparency
and predictability of regulatory objectives and policies, (iii)
regulatory proportionality, and (iv) accountability of regula-
tory authorities.

The IMF International Working Group on Sovereign Wealth
Funds, a body constituted by the IMF in order to facilitate
the development of a best practice code of conduct to govern
SWFs (and consisting of representatives from 25 IMF member
countries as well as observers from each of the OECD, World
Bank and Saudi Arabia), has announced that it has reached a
preliminary agreement on a set of twenty-four voluntary
principles known as the “Generally Accepted Principles and
Practices For Sovereign Wealth Funds” or “GAPP,” designed
to address the key issues of concern for Recipient Countries
in relation to the activities of SWFs such as institutional
structure, risk management, transparency, accountability and
political neutrality in investment management.

Compromise, in the context of the above, therefore requires
Recipient Countries to resist financial protectionism by
embracing the best practice guidelines recently proposed by
the OECD and SWFs in turn to accept a form of voluntary
regulation in accordance with GAPP.

The voluntary and substantively vague nature of GAPP how-
ever represents the greatest danger to the effectiveness of the
proposed regulatory compromise. In order to stress the non-
binding nature of the principles, SWFs have rejected the use
of terminology such as a “code of practice” or “rules of con-
duct” to describe GAPP as well as any suggestion from the
IMF that it be charged with monitoring ongoing SWF com-
pliance with GAPP. Furthermore, GAPP seemingly will not
require SWFs to disclose their size, details of their portfolio
holdings or voting records in respect of investments, thereby
doing little to address the key concern of transparency.

Given the voluntary and substantively vague nature of GAPP,
certain SWFs (most likely those emanating from countries
constituting emerging geopolitical rivals to many Recipient
Countries), are likely to do little in the short-to-medium term
to fully embrace the proposed guidelines on a purely volun-
tary basis (even in its current mild form), with the inevitable
consequence being a backlash by some Recipient Countries
(and in the case of the U.S., potentially some individual
states) in the form of a range of fragmented individual and
protectionist regulatory measures in clear violation of the
OECD principles, which could disrupt the efficiency of global
capital flows and thereby further severely damage global eco-
nomic growth.

The most effective policy response from a regulatory perspec-
tive in implementing any such compromise would be, how-
ever, to adopt a mandatory international code of regulatory
conduct to govern SWF’s premised on the basis of the broad
policy principles proposed by each of the OECD and the IMF
and policed by international bodies such as the G7, OECD
and the IMFE. This policy response does not presume that the
mere act of labeling such a code as “mandatory” or “bind-
ing” will in itself provide sufficient leverage to ensure com-
pliance without enforcement, however, it is clearly more
attractive than the current proposal which is destined to ren-
der the code a “toothless tiger” from the outset thereby
increasing the prospect of the negative outcome described
above. Consequently, the proposed alternative (assuming
that the binding nature of the code does not result in a fur-
ther compromise on the substance of the provisions) is more
likely to achieve the ultimate goal of the regulatory compro-
mise, being the maintenance of global capital flow efficiency
while at the same time addressing the legitimate political and
economic systemic issues which are inherent in the global
investment activities of SWFs.
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The staff of the Securities and Exchange Commission (the
“SEC”) issued a no-action letter on July 15, 2008, clarifying
that Rule 206(4)-3 of the Investment Advisers Act of 1940, as
amended (the “Advisers Act”), known as the “cash solicitation
rule,” does not apply to a registered investment adviser’s cash
payment to a person solely to compensate that person for
soliciting investors or prospective investors for an investment
pool managed by the adviser.

Section 206(4) of the Advisers Act makes it unlawful for any
investment adviser to engage in any act, practice or course of
business that is fraudulent, deceptive or manipulative, and
authorizes the SEC by rules and regulations to define and
prescribe means reasonably designed to prevent such acts,
practices and courses of business. Rule 206(4)-3 under the
Advisers Act makes it unlawful for any investment adviser
required to be registered under the Advisers Act to pay a cash
fee, directly or indirectly, to a solicitor “with respect to
solicitation activities” unless the payments are made in
compliance with conditions set forth therein. The SEC
intended for Rule 206(4)-3 to address the conflicts of interest
inherent in certain cash solicitation arrangements.

While a literal reading of Rule 206(4)-3 could view it as
applying to cash payments made by advisers to others to
compensate them for soliciting investors for investment pools
managed by the advisers, the staff believes that the SEC did not
intend for the Rule to apply to those payments. First, the SEC
releases proposing and adopting Rule 206(4)-3 did not contain
any statements suggesting that the Rule would apply to cash
payments by advisers to others solely to compensate them for
soliciting investors for investment pools managed by the
advisers. Second, the Rule is designed to apply to solicitations
and referrals in which the solicited or referred persons may
ultimately enter into investment advisory contracts with the
investment adviser, yet investors in investment pools (as such)
do not typically enter into investment advisory contracts with
the investment advisers of the pools. Third, the Rule’s use of
the terms “client” and “prospective client,” rather than
“investor” or “prospective investor,” also suggests that the Rule
was intended to apply to solicitations and referrals in which
the solicited or referred persons may ultimately enter into
investment advisory contracts with the adviser.

Furthermore, the Goldstein decision supports a narrow
interpretation of the Rule. In Goldstein, the court stated that,
for purposes of Section 206 of the Advisers Act, investors in a
pooled investment vehicle are not “clients” of the investment
adviser of the pool. Similarly, the SEC staff believes that
references to “client” and “prospective client” in Rule 206(4)-3
should not be interpreted to include investors or prospective
investors in investment pools.

\ISVAWNNS 4 Cash Solicitation Rule Does Not Apply to Investment Funds

Whether a registered investment adviser’s cash payment to a
person is being made solely to compensate that person for
soliciting or referring investors or prospective investors to
invest in investment pools managed by the adviser will depend
upon all of the facts and circumstances of the particular case.
In the SEC staff’s view, the most pertinent factors generally will
include the nature of the arrangement between the
soliciting/referring person and the adviser, the nature of the
relationship between the adviser and the solicited/referred
person, and the purpose of the adviser’s cash payment to such
person.

For example, the Rule would not appear to apply to an adviser’s
cash payment to a referring/soliciting person, where the adviser
manages or seeks to manage only investment pools and is not
seeking to enter into investment advisory relationships with
other persons, and the payment compensates the referring
person solely for referring persons to invest in the pools
managed by the adviser. However, the Rule would seem to
apply if the adviser manages or seeks to manage investment
pools and individual accounts, and is seeking to enter into
investment advisory relationships with other persons, and its
cash payments compensate the referring person for referring
investors as prospective advisory clients.

If Rule 206(4)-3 does not apply to an investment adviser, it
follows that the referring person would not be required by the
Rule to provide the investor or the prospective investor with
either the written agreement specified in Rule 206(4)(a)(1)(iii)
under the Advisers Act or the investment adviser’s written
disclosure statement specified in Rule 204-3 under the Advisers
Act. Importantly, even if Rule 206(4)-3 does not apply to a
particular situation, the soliciting/referring person may
generally be required by Section 206 of the Advisers Act to
disclose to the investor or prospective investor material facts
relating to conflicts of interests. Depending upon the
circumstances, a soliciting/referring person may be “advising
others ... as to the advisability of investing in ... securities”
within the meaning of Section 202(a)(11) of the Advisers Act,
and thus may be an investment adviser subject to Section 206
of the Advisers Act.

The SEC did not address whether a person’s receipt of cash
compensation from an investment adviser of an investment
pool for soliciting or referring investors or prospective investors
to invest in the pool would result in the person being
considered a “broker” under Section 3(a)(4) of the Securities
Exchange Act of 1934, as amended.

The SEC no-action letter is available online at:
http://www.sec.gov/divisions/investment/noaction/2008/mayer
brown071508-206.htm
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