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BRANDON E. ORTIZ, NIRAJ M. PATEL AND PREDRAG ROGIC'

The Commodity Futures Trading Com-
mission (the “CFTC”) and the Securities
and Exchange Commission (the “SEC”)
have recently proposed new rules imple-
menting sweeping changes passed as part
of the Dodd-Frank Wall Street Reform and
Consumer Protection Act (“Dodd-Frank”).
If adopted these proposed rules will have
a significant impact on many investment
funds and their managers. The discussion
below focuses on certain of these proposed
rules as well as related provisions of Dodd-
Frank, including:

e proposed amendments to commodity
pool operator (“CPO”) and commod-
ity trading advisor (“CTA”) compli-
ance obligations, including the pro-
posed rescission of key exemptions
from CPO and CTA registration;

e the expansion of the definition of CPO
under Dodd-Frank to include manag-
ers that operate investment funds trad-
Ing swaps;

e the extensive proposed reporting obli-
gations applicable to registered invest-

ment advisers, CPOs and CTAs;

e the proposed “entity definitions” un-
der Dodd-Frank, including the defi-
nitions of “swap dealer” and “ma-
jor swap participant,” as well as the

definition of “eligible contract par-
ticipant” and the interplay of this new
definition with recently finalized retail
forex rules;

e proposed CFTC position limits; and

e proposed changes to the “accredited
investor” definition under SEC rules.

Comments on the rule proposals were
due on the date specified in the relevant
release.

These proposals follow other recent
regulatory developments affecting private
fund managers, including but not limited
to, changes to investment adviser registra-
tion exemptions, Financial Industry Regu-
latory Authority, Inc. Rule 5131, retail
forex rules, municipal advisor registration,
California and New York City lobbyist
registration requirements and Massachu-
setts privacy rules.?
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. Proposed Amendments to CPO
and CTA Compliance Obligations
and Exemptions

The CFTC recently issued a notice of proposed
rulemaking (the “Proposed Compliance Rules”)
outlining amendments that would rescind or sig-
nificantly limit exemptions from CFTC registra-
tion currently used by many managers or on which
managers trading swaps intended to rely when
Dodd-Frank becomes effective in July 2011.*
The Proposed Compliance Rules, among other
things, rescind the exemptions from registration
as a CPO currently provided by Rules 4.13(a)(3)
and 4.13(a)(4) and narrow the Rule 4.5 exclusion
from the definition of CPO for investment com-
panies registered under the Investment Company
Act of 1940, as amended (the “Investment Com-
pany Act”). The Proposed Compliance Rules also
rescind relief from the certification requirement
for annual reports of pools operated pursuant
to Rule 4.7 and require the annual confirmation
of exemptive notices filed pursuant to Rules 4.5,
4.13 and 4.14. In addition, they include a new
Rule 4.27 which sets out additional reporting re-
quirements for certain CPOs and CTAs via Forms
CPO-PQR and CTA-PR (discussed in Section III,
below).

Rescission of CPO Registration
Exemptions Under Rules 4.13(a)(3)
and 4.13(a)(4)

The Proposed Compliance Rules rescind both
Rule 4.13(a)(3) and Rule 4.13(a)(4). Under cur-
rent law, Rules 4.13(a)(3) and 4.13(a)(4) exempt
CPOs from registration with respect to qualifying
pools, with the key requirements being, respec-
tively, that (i) investors be “accredited investors”
as defined in Regulation D (“Reg D”) under the
Securities Act of 1933, as amended (the “Securi-
ties Act”), and commodity interest positions not
account for more than a limited amount of the
commodity pool’s assets, or (ii) investors meet
certain sophistication tests, which are met by nat-
ural person investors who are “qualified purchas-
ers,”* “knowledgeable employees” and certain
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affiliates and entity investors that are “accredited
investors” or meet other specified requirements.

The CFTC has not indicated when the rescis-
sion of these exemptions would be effective but
has solicited comments on how much time previ-
ously exempt managers would need in order to
comply with the proposed changes. The CFTC is
also requesting comments on whether it should
consider an alternative, presumably more re-
strictive, de minimis exemption similar to Rule
4.13(a)(3) and whether any entities that have pre-
viously relied on these exemptions should be ex-
empt from the rescission of Rules 4.13(a)(3) and
4.13(a)(4).

Amendments to CPO Exclusion
Under Rule 4.5

Concerned with “investment companies of-
fering futures-only investment products with-
out [CFTC] oversight,” the CFTC is proposing
to narrow the exclusion from the definition of
“commodity pool operator” in Rule 4.5 as ap-
plicable to investment companies registered under
the Investment Company Act (“registered invest-
ment companies”). Under the current Rule 4.5,
registered investment companies are excluded
from the definition of CPO without any limita-
tions regarding their trading or marketing activi-
ties.

The proposed amendments would allow a regis-
tered investment company to claim the exclusion
only if it will (i) use commodity futures, commod-
ity options or swaps solely for bona fide hedg-
ing purposes and limit initial margin and option
premiums for non-hedging commodity futures,
commodity options or swaps transactions to not
more than 5% of the registered investment com-
pany’s portfolio and (ii) not market participations
to the public as a commodity pool or otherwise
as a vehicle for trading in (or otherwise seeking
investment exposure to) the commodity futures,
commodity options or swaps markets.®

These proposed amendments reinstate elements
of the exclusion that existed prior to the rule’s
amendment in 2003 but apply them to only regis-
tered investment companies and not other regulat-
ed institutions that can claim the exclusion, such as
insurance companies. In addition, in keeping with
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the changes promulgated under Dodd-Frank, the
trading restrictions apply to trading (non security-
based) swaps as well as other commodity interests.
In proposing the changes to the Rule 4.5 exclusion,
the CFTC raised various questions, including: (i)
whether the proposed restriction on marketing
should be broader or more narrow and whether
the term “marketing” needed to be clarified and
how; (ii) what types of investment strategies may
be disproportionately impacted, especially those
implementing “life cycle” strategies; (iii) what rules
and regulations of the SEC regarding registered in-
vestment companies may conflict with those of the
CFTG; (iv) whether the trading thresholds set out
in the proposed amendments are appropriate; and
(v) what considerations should be taken into ac-
count in implementing the amendment, including
what issues arise regarding the ability of investment
companies to implement CFTC disclosure and re-
porting requirements, how much time will be nec-
essary for affected registered investment companies
to comply with the amendments and whether those
who have previously claimed the exclusion should
be exempt from the amendments to Rule 4.5.

If the proposed amendments to Rule 4.5 are
adopted without a grandfathering provision, a
registered investment company or its sponsor that
does not meet the trading or marketing limita-
tions in the amended rule will have to register as a
CPO with the CFTC and become a member of the
National Futures Association (“NFA”), the self-
regulatory organization of the futures industry, if
it has not already done so. In addition, such a reg-
istered investment company will have to comply
with all CFTC disclosure document delivery and
other CFTC requirements, unless relieved from
such requirements, which may make the opera-
tion and marketing of such registered investment
companies impractical.

Changes to CTA Registration
Exemptions

A manager that advises only investment funds
exempt under Rules 4.13(a)(3) or 4.13(a)(4) can
currently claim exemption from registration as a
CTA pursuant to Rule 4.14(a)(5) if its commodity
interest trading advice is directed solely to, and
for the sole use of, the investment funds for which
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it is exempt as a CPO. If Rules 4.13(a)(3) and
4.13(a)(4) are rescinded, a manager will no longer
be able to claim such exemption. The Proposed
Compliance Rules also eliminate the exemption
from registration as a CTA currently found in
Rule 4.14(a)(8)(i)(D), which applies to a CTA that
is also a CPO exempt from registration pursuant
to Rules 4.13(a)(3) or 4.13(a)(4) and whose com-
modity interest trading advice is solely incidental
to its business of providing securities or other in-
vestment advice to the investment funds for which
those exemptions have been claimed.”

The proposed amendments to Rule 4.5, if ad-
opted in their current form, would also affect a
relevant CTA exclusion. Rule 4.6(a)(2) generally
provides an exclusion from the definition of CTA
for those entities that are excluded from the defi-
nition of CPO under Rule 4.5. If a registered in-
vestment company will no longer be able to claim
an exclusion under the amended Rule 4.5, it will
not be excluded from the definition of CTA under
Rule 4.6.

Remaining Exemptions from
Registration as a CPO or CTA

Only two exemptions from registration as a
CPO will remain if Rules 4.13(a)(3) and 4.13(a)
(4) are rescinded. These exemptions are unlikely
to apply to the vast majority of managers.®

Even if the proposed changes to Rules 4.13 and
4.14 are adopted, several exemptions from CTA
registration will remain intact. A manager that
is registered as a CPO and provides commodity
interest trading advice solely to, and for the sole
benefit of, the pool or pools for which it is reg-
istered generally qualifies for an exemption from
CTA registration under Rule 4.14(a)(4). This ex-
emption is not, however, available to a CTA that
advises managed accounts in addition to its own
sponsored pools and may not apply where the
CTA and CPO of an investment fund are affili-
ated but separate entities. CTAs also may qualify
for other CTA exemptions under CFTC Rule 4.14
or may be able to rely on the exemption pursuant
to Section 4m of the Commodity Exchange Act,
as amended (the “CEA”).’

The Proposed Compliance Rules also contain a
requirement that all persons claiming exclusion-
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ary relief under Rule 4.5, and the unaffected ex-
emptive relief under Rules 4.13 and 4.14, confirm
their notices of claim of exclusion or exemption
on an annual basis.

CPO/CTA Registration and
NFA Membership

If the proposed changes to Rules 4.5, 4.13 and
4.14 are adopted, a manager that is not registered
as a CPO or CTA in reliance on one or more of
these exemptions or exclusions will have to regis-
ter with the CFTC in such capacity and become a
member of NFA, unless another exemption from
registration is available. Given that the CPO ex-
emptions that would remain if these proposals
were adopted would be very limited, most man-
agers that operate investment funds that trade
commodity interests (which, under Dodd-Frank,
include non security-based swaps) would have to
register as CPOs. Similarly, managers would have
to register as CTAs, unless otherwise exempt.

As a general matter, registration as a CPO or
CTA requires the manager to make filings and
pay fees with respect to itself and each of its prin-
cipals and associated persons. Associated persons
have testing and ethics requirements. CPOs and
CTAs must also comply with a number of disclo-
sure (including NFA review of the relevant offer-
ing document), compliance, ongoing reporting
(monthly or quarterly and annually) and record-
keeping requirements and are subject to audit. If
an entity is required to register as a CPO or CTA,
it will be required to become a member of NFA.
NFA has its own set of rules, including certain
reporting, compliance and conduct requirements.

Relief from Certain CFTC Requirements
Pursuant to Rule 4.7; Proposed
Amendment to Rule 4.7

Registered CPOs and CTAs may be able to
claim relief from certain CFTC requirements pur-
suant to Rule 4.7 for those investment funds for
which they previously were exempt from regis-
tration. Rule 4.7 provides, among other things,
relief from the requirement that NFA review and
approve an investment fund’s or CTA’s disclosure
document. It also provides that fund or CTA dis-
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closure documents do not have to meet the de-
tailed disclosure requirements set out in Rules
4.24 and 4.34. In addition, Rule 4.7 provides
relief from certain reporting and recordkeeping
requirements. In particular, Rule 4.7 currently
provides relief from the requirement that annual
reports for investment funds be audited by cer-
tified public accountants. The Proposed Com-
pliance Rules, however, include an amendment
requiring that all annual reports for investment
funds be audited.

Rule 4.7 relief is available only if interests in
the relevant investment fund are offered and sold
solely to investors (or the CTA clients in any
managed accounts) that are “qualified eligible
persons” (“QEPs”) in an offering exempt from
registration under the Securities Act pursuant to
the “private placement exemption,” Section 4(2)
thereof, or pursuant to Regulation S under the Se-
curities Act. QEPs include, for example, “quali-
fied purchasers” and “knowledgeable employ-
ees” as defined under Investment Company Act
rules. The definition also includes U.S. natural
person investors that are “accredited investors”
as defined in Reg D but these investors must also
meet a “portfolio requirement” as do certain oth-
er types of investors. In order to claim the relief
provided under Rule 4.7, a CPO or CTA must file
a notice of exemptive relief with NFA.

Relief from certain CFTC requirements may
also be available through other, more limited, ex-
emptions.'

II. Expansion of Definition of
Commodity Pool and Commodity
Pool Operator

The CEA currently (before the Dodd-Frank
amendments go into effect) defines a commod-
ity pool, in relevant part, as “an investment trust,
syndicate, or similar form of enterprise [oper-
ated] for the purpose of trading in any commod-
ity for future delivery on or subject to the rules
of any [regulated futures exchange.]” As of July
16, 2011, the definition will be expanded to in-
clude not only entities operated for the purpose
of trading exchange-traded futures contracts, but
also entities operated for the purpose of trading
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security futures products, swaps, certain lever-
aged or dealer-financed retail foreign exchange or
commodity contracts, commodity options autho-
rized under Section 4¢ of the CEA and so-called
“leverage transactions” subject to Section 19 of
the CEA. This definitional change is automatic
and does not depend on CFTC rulemaking of any
kind in order to become effective.

The operators of certain pooled investment
vehicles that are not currently subject to CFTC
jurisdiction will be subjected to substantial new
regulation, including registration as a CPO unless
another exemption applies. For example, the op-
erator of a private investment fund that exclusive-
ly trades fixed income securities, but enters into
interest rate swaps for hedging purposes, would
be required, barring any applicable exemption,
to register as a CPO, as would the operator of
a private investment fund that trades exclusively
securities, offers one or more classes of interests
denominated in foreign currencies and enters into
OTC foreign exchange contracts to hedge ex-
change rate risk between currency classes.

ll. Proposed Reporting
Requirements

On January 26, 2011, pursuant to a mandate
set forth in Section 404 and Section 406 of Dodd-
Frank, the SEC proposed Rule 204(b)-1 under
the Investment Advisers Act of 1940, as amended
(the “Advisers Act”), jointly with the CFTC’s
proposed Rule 4.27(d) under the CEA that would
establish new confidential information report-
ing requirements, set forth in new Form PF, for
investment advisers registered, or required to be
registered, with the SEC that advise one or more
private funds and for CPOs or CTAs that are du-
ally registered with the SEC and advise private
funds."" Advisers that are exempt from registra-
tion with the SEC, including exempt reporting
advisers, would not be required to file Form PE.
The information collected on Form PF primar-
ily would be for the use of the Financial Stabil-
ity Oversight Council (“FSOC”) in monitoring
and assessing systemic risk in the U.S. financial
system. Form PF filings would be made on a
confidential basis, and the information collected
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through Form PF by the SEC and used by FSOC
generally would be required to be kept confiden-
tial; however, the SEC may share such informa-
tion with foreign regulators, other federal depart-
ments and agencies, self-regulatory organizations
or pursuant to certain court orders. The SEC may
also use the information collected through Form
PF in its own regulatory programs, including for
examinations and enforcement actions. In addi-
tion, the CFTC has proposed that all CPOs and
CTAs registered with the CFTC be required to file
Form CPO-PQR and/or CTA-PR," as applicable,
regardless of whether they also file Form PF with
the SEC.

Implementation

Form PF would require substantial new period-
ic disclosures from all affected investment advisers
that advise one or more private funds (i.e., funds
that rely on the exclusion from the definition of
investment company provided by Section 3(c)
(1) or 3(c)(7) of the Investment Company Act).
Registered CPOs and CTAs dually registered with
the SEC would be required to file Form PF with
respect to each advised commodity pool that is a
private fund. As stated in the Form PF Proposing
Release, such commodity pools would be classi-
fied as “hedge funds”!® for purposes of Form PE,
so that CPOs and CTAs required to file Form PF
would be required to complete only the sections
of the Form applicable to hedge fund advisers."
If the adviser’s principal office and place of busi-
ness is outside the United States, the adviser could
exclude any private fund that during the last fis-
cal year was neither a United States person nor
offered to, or beneficially owned by, any United
States person.'

Filing requirements would differ based on the
size of the investment adviser (determined by as-
sets under management) and whether the invest-
ment adviser is advising hedge funds, liquidity
funds'® or private equity funds.'” Large Private
Fund Advisers'® that advise one or more hedge
funds, in particular, would be subject to the most
onerous reporting requirements.
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Information Required on Form PF

Section 1 would apply to all private fund advis-
ers required to file Form PE. Section 1a seeks iden-
tifying information about the adviser and also
requires reporting of basic aggregate information
about the private funds managed by the adviser,
such as total and net assets under management,
and the amount of those assets attributable to dif-
ferent types of private funds and other funds and
accounts.

Section 1b elicits certain identifying and other
basic information about each private fund advised
by the investment adviser. The adviser generally
would need to complete a separate Section 1b for
each private fund it advises, including, for each
fund, reporting of: (i) gross and net assets; (ii)
aggregate notional value of derivative positions;
(iii) breakdown of borrowings based on whether
the creditor is a U.S. financial institution, foreign
financial institution or non-financial institution
as well as the identity of, and amount owed to,
each creditor to which the fund owed an amount
equal to or greater than 5% of the fund’s net asset
value as of the reporting date; (iv) concentration
of investor base; and (v) monthly and quarterly
performance information.

All private fund advisers to hedge funds (wheth-
er or not Large Private Fund Advisers) would
also be required to file Section 1c, which requires,
for each hedge fund, reporting of: (i) investment
strategies; (ii) percentage of assets managed using
computer-driven trading algorithms; and (iii) sig-
nificant trading counterparty exposures (includ-
ing identity of counterparties), and trading and
clearing practices.

Large Private Fund Advisers to hedge funds
also would be required to complete Section 2.
Section 2a requires certain aggregate information
about the hedge funds advised by Large Private
Fund Adpvisers, such as: (i) the market value of
assets invested (on a short and long basis) in dif-
ferent types of securities and commodities (e.g.,
different types of equities, fixed income securi-
ties, derivatives, and structured products); (ii)
the duration of fixed income portfolio holdings
(including asset backed securities), to indicate the
assets’ interest rate sensitivity; (iii) the turnover
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rate of the adviser’s aggregate portfolios during
the reporting period to provide an indication of
the adviser’s frequency of trading; and (iv) the
geographic breakdown of investments.

Section 2b of Form PF would require Large Pri-
vate Fund Advisers to report certain additional
information about any hedge fund they advise
with a net asset value of at least $500 million as
of the close of business on any day during the
reporting period (a “qualifying hedge fund”).”
Section 2b would require reporting of the same
information as that requested in Section 2a re-
garding exposure to different types of assets, but
separately with respect to each qualifying hedge
fund. Section 2b also requires, for each qualify-
ing hedge fund, reporting of: (i) portfolio liquid-
ity; (ii) concentration of positions; (iii) collateral
practices with significant counterparties; (iv) the
identity of, and clearing relationships with, the
three central clearing counterparties to which
the fund has the greatest net counterparty credit
exposure; (v) certain hedge fund risk metrics (in-
cluding any value at risk metric regularly calcu-
lated by the adviser during the reporting period);
(vi) impact on the portfolio from specified chang-
es to certain identified market factors, if regularly
considered in the fund’s risk management, broken
down by the long and short components of the
qualifying hedge fund’s portfolio; (vii) a monthly
breakdown of secured and unsecured borrowing;
(viii) derivatives exposures; (ix) the value of the
collateral and letters of credit supporting secured
borrowing and derivatives exposures and the
types of creditors; (x) financing liquidity; (xi) side
pocket and gating arrangements; and (xii) inves-
tor liquidity.

Large Private Fund Advisers to money-market
and liquidity funds would be required to file Sec-
tion 3. Section 3 requires, for each liquidity fund,
reporting of: (i) valuation and pricing methods;
(ii) whether the fund is managed in compliance
with certain provisions of Rule 2a-7 under the In-
vestment Company Act; (iii) for each month of the
reporting period, net asset value, net asset value
per share, market-based net asset value per share,
weighted average maturity, weighted average life,
7-day gross yield, amount of daily and weekly lig-
uid assets, and amount of assets with a maturity



April 2011 ® Volume 31 ® Issue 4

greater than 397 days; (iv) the amount of assets
invested in different types of instruments, broken
down by the maturity of those instruments; (v) in-
formation for each open position that represents
5% or more of s net asset value; (vi) any secured
or unsecured borrowing, broken down by credi-
tor type and the maturity profile of that borrow-
ing; (vii) committed liquidity facilities; and (viii)
investor information, including concentration
of investor base, percentage of fund equity pur-
chased using securities lending collateral, gating
and redemption policies, and investor liquidity.

Large Private Fund Advisers to private equity
funds would be required to file Section 4. Section
4 requires, for each private equity fund, reporting
of: (i) the outstanding balance of borrowings and
guarantees; (i) the leverage of portfolio compa-
nies; (iii) the weighted average debt-to-equity ratio
of “controlled portfolio companies” and the range
of that debt to equity ratio among these portfo-
lio companies; (iv) the maturity profile of portfo-
lio companies’ debt, for the portion of that debt
that is payment-in-kind or zero coupon; (v) debt
default history during the reporting period; (vi)
bridge financing to portfolio companies; (vii) ad-
ditional information on “financial industry port-
folio company,” if applicable; (viii) whether any of
the adviser’s related persons co-invest in any of the
fund’s portfolio companies; and (ix) a breakdown
of investments by industry and geography.

General Information

Small private fund advisers would be required
to file Form PF on an annual basis (no later than
the last day the adviser may file its annual updat-
ing amendment to Form ADV, currently 90 days
after the end of the adviser’s fiscal year). Large
Private Fund Advisers would be required to file
Form PF quarterly (no later than 15 days after the
end of each quarter). A newly-registered adviser’s
initial Form PF would need to be filed within 15
days of the end of its next occurring calendar
quarter after registering with the SEC.

Proposed Forms CPO-PQR and CTA-PR

As part of the CFTC’s Proposed Compliance
Rules, the CFTC proposed that private fund ad-
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visers that are dually registered with the SEC and
the CFTC would satisfy certain of the proposed
CFTC filing requirements by filing Form PF with
the SEC. Irrespective of their filing a Form PF
with the SEC, however, all private fund advisers
that are also registered as CPOs and CTAs with
the CFTC would be required to file Schedule A of
proposed Form CPO-PQR and CTA-PR, as appli-
cable. Additionally, CPOs and CTAs, depending
on their size and that of the funds they operate or
advise, will be required to file certain sections of
proposed Form CPO-PQR and CTA-PR, as ap-

plicable, for any fund that is not a private fund.
IV. Proposed “Entity Definitions”

Swap and Security-Based
Swap Dealers

The Dodd-Frank definitions of “swap dealer”
and “security-based swap dealer” include any
person that engages in any one or more of the
following activities: (i) holding oneself out as a
dealer in swaps or security-based swaps, respec-
tively; (ii) making a market in swaps or security-
based swaps, respectively; (iii) regularly entering
into swaps or security-based swaps, as applicable,
with counterparties as an ordinary course of busi-
ness for one’s own account; or (iv) engaging in an
activity causing oneself to be commonly known
in the trade as a dealer or market maker in swaps
or security-based swaps.

Some commentators have pointed out that the
third prong of the dealer definition could poten-
tially capture hedge funds, private equity funds,
commodity pools, and other similar traders (col-
lectively “Private Funds”) entering into swaps
and security-based swaps for their own account
on a regular basis; however, the CFTC and the
SEC (together, the “Commissions”) noted that
the third prong must be read together with the ex-
press exception from the dealer definitions for “a
person that enters into swaps [or security-based
swaps] for such person’s own account, either in-
dividually or in a fiduciary capacity, but not as
a part of a regular business.”?® This exception is
modeled after the definition of “dealer” in Section
3(a)(5) of the Securities Exchange Act of 1934, as
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amended (the “Exchange Act”), and is likely to
result in most Private Funds not being character-
ized as swap or security-based swap dealers.

Major Swap and Security-Based
Swap Participants

The Commissions propose to define “major
swap participant” and “major security-based
swap participant” (together, “Major Partici-
pant”) with a focus on how an entity’s swap and
security-based swap positions may affect the mar-
ket and the risks associated with such positions.
The Commissions’ stated goal with respect to the
Major Participant definitions is to regulate enti-
ties whose swap-related activities “do not cause
them to be dealers, but could still pose a high
degree of risk to the U.S. financial system.”?' In
furtherance of that goal, the Commissions pro-
pose that the Major Participant definitions apply
to persons that satisfy any of the following tests:

e Persons that maintain a “substantial posi-
tion” in any of the “major” categories of
swap and security-based swap positions ex-
cluding positions held for hedging or mitigat-
ing commercial risk and positions maintained
by or contracts held by any employee benefit
plan for the primary purpose of hedging or
mitigating risks direction associated with the
operation of the plan.

® Persons whose outstanding swaps and secu-
rity-based swaps create “substantial coun-
terparty exposure that could have serious
adverse effects on the financial stability of
the United States banking system or financial
markets.”

* Any “financial entity” that is “highly lever-
aged relative to the amount of capital such
entity holds and that is not subject to capital
requirements established by the appropriate
Federal banking agency” and that maintains
a “substantial position” in swaps or security-
based swaps for any of the “major” catego-
ries of swaps or security-based swaps.

The four “major” swap categories proposed by

the CFTC are:
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e Rate Swaps — includes any swap that is pri-
marily based on one or more reference rates,
such as swaps of payments determined by
fixed and floating interest rates, currency ex-
change rates, inflation rates, or other mon-

etary rates.

e Credit Swaps — includes any swap that is pri-
marily based on instruments of indebtedness,
including but not limited to any swap pri-
marily based on one or more indices related
to debt instruments, or swap that is an index
credit default swap or total return swap on

one or more indices of debt instruments.

e Equity Swaps — includes any swap that is pri-
marily based on equity securities, such as any
swap primarily based on one or more indices
of equity securities, or any total return swap

on one or more equity indices.

e Commodity Swaps — includes any swap not
included in any of the Rate Swap, Credit
Swap or Equity Swap categories. For exam-
ple, any swap for which the primary underly-
ing item is a physical commodity or the price
or any other aspect of a physical commodity.

The two “major” security-based swap categories
proposed by the SEC are:

e Security-Based Credit Derivatives — includes
any security-based swap that is based, in
whole or in part, on one or more instruments
of indebtedness (including loans), or on a
credit event relating to one or more issuers
or securities, including but not limited to any
security-based swap that is a credit default
swap, total return swap on one or more debt
instruments, debt swap, debt index swap, or
credit spread.

e Other Security-Based Swaps — includes any
security-based swap not included in the Se-
curity-Based Credit Derivatives category, in-

cluding equity swaps.
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Substantial Position — Current
Uncollateralized Exposure Test

& Future Potential Uncollateralized
Exposure Test

The Commissions propose two objective tests
for determining the thresholds applicable to “sub-
stantial position,” one based on current uncollat-
eralized exposure and the other based on a sum
of current uncollateralized exposure and poten-
tial future exposure. The first test sets the sub-
stantial position threshold by marking swap and
security-based swap positions to the market using
accepted industry standards and determining the
uncollateralized current exposure arising from
each of the entity’s positions, by counterparty,
with negative value on a category-by-category ba-
sis with respect to the “major” category of swaps
or security-based swaps. The second test takes
into consideration both the current uncollateral-
ized exposure and potential future exposure ap-
plicable to swap or security-based swap positions
and defines potential exposure by identifying the
total notional principal amount of positions in
the applicable “major” category, adjusted up or
down according to certain risk factors, including
the type of swap or security-based swap and the
remaining duration of the position. As currently
written, it appears that positions held by separate
private funds with different trading strategies that
utilize swaps from different “major” categories
would not be aggregated for the purposes of cal-
culating either test, although there continues to be
uncertainty about the extent to which positions
of multiple private funds managed by the same
manager may be integrated. Both tests take into
consideration the risk mitigating effects of netting
agreements. Mitigation of market risk associated
with holding positions with multiple counter-
parties may not be taken into account and any
positive value applied against current exposure
may not be applied against any other exposure.
Certain types of positions that are perceived as
less risky (e.g., positions that constitute the pur-
chase of an option with no additional payment
obligations) will be considered when calculating
potential future exposure as will the risk mitigat-
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ing effects of central clearing and mark-to-market
margining.

The proposed current uncollateralized exposure
thresholds for a “major swap participant” are a
daily average of $1 billion for credit, equity and
other commodity swaps and $3 billion for rate
swaps. With respect to a “major security-based
swap participant,” the proposed threshold is a
daily average of $1 billion in each of the major
categories of security-based swaps. The proposed
current uncollateralized exposure plus future po-
tential uncollateralized exposure thresholds for a
“major swap participant” are a daily average of
$2 billion for credit, equity and other commodity
swaps and $6 billion for rate swaps. With respect
to a “major security-based swap participant,” the
proposed threshold is a daily average of $2 bil-
lion in each of the applicable “major” categories
of swaps.

Hedging or Mitigating
Commercial Risk

With respect to the first test of the Major Partic-
ipant definitions, the Commissions exclude posi-
tions held for “hedging or mitigating commercial
risk” from the analysis as to whether an entity
holds a substantial position in a major category
of swaps or security-based swaps. However, given
that positions that are speculative or hedge specu-
lative swap positions are expressly excluded, it is
unlikely that any position held by a private fund
would be considered to be held to hedge or miti-
gate commercial risk.?> The Commissions invite
comment on positions in the nature of speculat-
ing or trading as to whether it is appropriate to
exclude such positions from being deemed for the
purpose of hedging or mitigating commercial risk.

Substantial Counterparty Exposure

Substantial counterparty exposure as it relates
to the second Major Participant definition test
focuses on the counterparty risk involved with a
swap or security-based swap position, analyzing
whether such risk could have systemic implica-
tions. The Commissions propose the same mea-
sures of current uncollateralized exposure and
potential future exposure used in the first test to
be used for the second test. In essence, substantial
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counterparty exposure would be calculated by
reference to all of the entity’s swap or security-
based swap positions instead of by reference to a
“major” category of such positions. Thus, for the
second Major Participant definition test an entity
must aggregate its swap and security-based swap
positions, respectively, across all private funds,
regardless of differences in strategy, in order to
calculate such entity’s substantial counterparty
exposure.

The Commissions propose that a “major swap
participant” per the second Major Participant test
will have current uncollateralized exposure of $5
billion, or a combined uncollateralized exposure
and potential future exposure of $8 billion, tak-
ing into consideration all of the entity’s swap po-
sitions. The Commissions propose that a “major
security-based swap participant” in this context
will have a current uncollateralized exposure of
$2 billion, or a combined current uncollateral-
ized exposure and potential future exposure of $4
billion, taking into consideration all the entity’s
security-based swap positions.

Financial Entity and Highly Leveraged

With respect to the third test in defining Major
Participants, a “financial entity” includes any fi-
nancial entity, including private funds, other than
banking entities subject to capital requirements,
that is “highly leveraged relative to the amount of
capital” held by the entity, and that holds a sub-
stantial position in a “major category of swaps
or security-based swaps.” “Financial entity” for
purposes of the third test is not defined and in-
stead is based on the Section 723 end-user excep-
tion from mandatory clearing. Although “highly
leveraged” is not defined, the Commissions ref-
erence Title I of Dodd-Frank in proposing two
alternative approaches to defining this term. The
Commissions propose both the ratios of 8 to 1
and 15 to 1 with respect to an entity’s total liabili-
ties to equity at the close of business on the last
business day of the applicable fiscal quarter. In
the Commissions view, the 15 to 1 ratio would be
applied to a bank holding company or nonbank
financial company when the company poses a
“grave threat” to financial stability. On the other
hand, the 8 to 1 ratio would be used for financial
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institutions subject to capital requirements given
that such entities may have been excluded from
the third test under the presumption that they are
generally highly leveraged and would have been
covered if not expressly exempted.

Application of Major Participant
Definitions to Fund Managers

The Commissions do not believe that the Ma-
jor Participant definitions should require fund
managers to aggregate managed accounts over
which they exercise trading discretion to deter-
mine if the manger itself is a Major Participant.
The Commissions may, however, adopt anti-eva-
sion rules in the event persons entering into swaps
and security-based swaps attempt to allocate such
positions across various accounts for the purpose
of evading the Major Participant regulations. Fur-
ther, multiple managed accounts with the same
beneficial owner that enter into swaps or securi-
ty-based swaps will be aggregated to determine if
such beneficial owner is a Major Participant.

The Commissions specify that a parent compa-
ny that is a majority owner of a subsidiary entity
must aggregate the subsidiary’s swaps or security-
based swaps with the parent company’s positions
for calculating substantial position as it applies
to the first and third tests for identifying a Major
Participant. The Commissions state that attrib-
uting those positions to a parent aligns with the
approach to “substantial position” and “substan-
tial counterparty exposure” given that the parent
would act as the beneficiary of the transaction.

Private Funds that fall within the Major Par-
ticipant definitions will be subject to comprehen-
sive regulation of their swap and security-based
swap activities including, but not limited to, (1)
registration; (2) clearing and trade execution re-
quirements, subject to certain exceptions and (3)
record keeping and real-time reporting regimes.

Eligible Contract Participant

The definition of “eligible contract partici-
pant” (“ECP”) was added to the CEA by the
Commodity Futures Modernization Act of 2000
(“CFMA”). Status as an ECP was intended to dis-
tinguish persons with greater financial resources
or knowledge from those persons considered
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“retail” counterparties, who were afforded addi-
tional protections under the futures laws. Parties
that were not ECPs could not rely on any of the
exemptions to the CEA created by the CFMA.
Although Dodd-Frank eliminated most of the
exemptions added to the CEA by the CFMA, it
similarly adopts the ECP definition as the divid-
ing line between retail and non-retail parties and
as an indicator that a party requires additional
protections under the commodities and securities
laws. Specifically, Dodd-Frank makes it unlawful
for any person, other than an ECP, to enter into
a swap or security-based swap other than on or
through a designated contract market or national
securities exchange, respectively. ECPs, on the
other hand, may enter into swaps and security-
based swaps through swap execution facilities
and security-based swap execution facilities or on
a bi-lateral basis (to the extent that the contract is
not subject to the exchange-trading requirement
of Dodd-Frank).

Dodd-Frank amended the ECP definition by
raising the “discretionary investments” threshold
for government entities and their instrumentali-
ties, agencies or departments from $25 million to
$50 million and changing the test for individuals
to qualify as ECPs such that instead of requiring
them to have fotal assets exceeding $10 million
($5 million if hedging), individuals will instead
need to have $10 million ($5 million if hedging)
in amounts invested on a discretionary basis. The
Commissions are proposing that swap dealers,
security-based swap dealers, major swap par-
ticipants, and major security-based swap partici-
pants also be included within the ECP definition.

ECP Status of Commodity Pools and
the Retail Forex Rules

Dodd-Frank also amended the ECP definition
as applied to commodity pools. Prior to Dodd-
Frank, the ECP definition provided that a com-
modity pool was an ECP if it had total assets
exceeding $5 million and if it was formed and op-
erated by a person subject to regulation under the
CEA or a similar foreign person subject as such to
foreign regulation (a “Pool ECP”). Dodd-Frank
amended the ECP definition to require that all
participants in a commodity pool that otherwise
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complies with the requirements of the definition
must themselves be ECPs in order for the pool to
be a Pool ECP, but this applies only for the pur-
poses of entering into off-exchange foreign cur-
rency (“forex”) transactions. For all other types
of transactions, a commodity pool with total as-
sets exceeding $5 million is an ECP without re-
gard to the status of pool participants.

The CEA also provides that a corporation,
partnership, proprietorship, organization, trust,
or other entity with total assets exceeding $10
million, or that has a net worth of $1 million and
is entering into transactions for certain defined
hedging purposes, is an ECP (an “Entity ECP?”).

The Commissions are proposing to construe
the ECP definition such that a commodity pool
that does not qualify as an ECP for off-exchange
forex transactions pursuant to the Pool ECP defi-
nition cannot alternatively qualify as an ECP for
that purpose on the basis that it is an Entity ECP.

Application of the Retail Forex Rules to
Commodity Pools

As a result of the Commissions’ proposed con-
struction of the ECP definition, commodity pools
whose investors are not all ECPs may engage in
off-exchange forex transactions only as retail cus-
tomers, and cannot enter into foreign currency
swaps.

Pools that satisfy the ECP definition, however,
may trade foreign currency swaps. Dodd-Frank
provides that foreign exchange swaps and for-
wards will be regulated like other swaps unless
the Secretary of the Treasury makes a written
determination that these instruments should not
be regulated as swaps. As of the date herein, the
Secretary of the Treasury has not yet made such
a determination, although on October 19, 2010
the Department of the Treasury issued a notice
and request for comments concerning whether
the Secretary of the Treasury should make such
a determination and on what conditions.” Any
determination by the Secretary of the Treasury
that foreign exchange swaps and forwards should
not be regulated as swaps will not exempt such
instruments from any anti-fraud or anti-manip-
ulation rule adopted pursuant to Dodd-Frank or
amendments made by Dodd-Frank. In addition,
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even if the Secretary of the Treasury excludes
foreign exchange swaps and forwards from full
swap regulation, some requirements, such as re-
porting, will nevertheless apply.

The CEA includes specific provisions govern-
ing accounts and pooled investment vehicles
offered for the purpose of trading or that trade
foreign currency contracts that are entered into
with persons that are not ECPs and that are ei-
ther off-exchange futures or options, or forex
transactions which are offered or entered into on
a leveraged, margined, or financed basis. These
currency transactions are known as retail forex.
Excluded from the coverage of these new retail
forex requirements are (a) securities that are not
security futures products and (b) contracts of sale
of foreign currency that result in actual delivery
within 2 days or create an enforceable obligation
to deliver between a seller and a buyer that have
the ability to deliver and accept delivery, respec-
tively, in connection with their line of business.

Retail forex may be offered only by certain des-
ignated counterparties, including U.S. financial
institutions, SEC-registered brokers and dealers
and their material associated persons, financial
holding companies, futures commission mer-
chants (“FCMs”) and retail foreign exchange
dealers (“RFEDs”). However, when Dodd-Frank
goes into effect in July 2011, such counterparties
with federal regulators may offer retail forex only
if their regulators have issued rules for doing so,
including disclosure, recordkeeping, capital, mar-
gin, reporting, business conduct and documenta-
tion requirements. So far, only the CFTC has such
rules, and they apply only to FCMs, their mate-
rial affiliates and RFEDs. The CFTC’s rules may
require registration as a retail forex CPO or retail
forex CTA, as applicable.

V. Proposed CFTC Position Limits

Background

On January 13, 2011 the CFTC issued a notice
of proposed rulemaking (the “Proposed Limits
Rule”)* outlining a position limits regime for 28
so-called “exempt” (e.g. metal and energy con-
tracts) and agricultural commodity derivatives,
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futures and option contracts*® and their “eco-
nomically equivalent” swaps (the “Covered Con-
tracts”).”’

The most significant departure from current
practice is the expansion of CFTC’s authority to
impose position limits on swaps. Title VII, Sec-
tion 737(a), of Dodd-Frank expands the CFTC’s
mandate to set position limits beyond futures and
option contracts to include: (1) swaps traded on
a DCM or swap execution facility (“SEF”); (2)
swaps that are economically equivalent to DCM
futures and option contracts with position limits;
and (3) swaps not traded on a DCM or SEF that
perform or affect a significant price discovery
function with respect to regulated entities.

In addition to outlining position limits for the
Covered Contracts, the Proposed Limits Rule
narrows the definition of a bona fide hedging
transaction, sets forth revised standards for the
aggregation of positions and establishes visibility
reporting requirements for certain exempt com-
modities.

Dodd-Frank requires the CFTC to impose po-
sition limits on exempt commodities by no later
than January 17, 2011 and on agricultural com-
modities by no later than April 17, 2011. Since
the Proposed Limits Rule is not final and does not
yet impose any position limits, the CFTC has al-
ready missed the January deadline and it seems
likely that it will miss the April deadline as well.

The CFTC will adopt current spot month po-
sition limits currently set by the regulated fu-
tures exchanges (designated contract markets
(“DCM™)) as well as standards pertaining to
bona fide hedging and account aggregation.
These interim position limits will remain effective
until the enactment of the second phase.

In a second implementation phase, the CFTC
will establish spot-month limits (using the DCM
estimates or its own estimates) and non-spot-
month limits consisting of aggregate single-month
and all-months-combined limits that apply across
classes as well as separately for each class (fu-
tures/options being one class and swaps the other
class). These limits will be determined using data
collected in the upcoming months and such limits
will be set annually by January 31* of each calen-
dar year. The CFTC will publish position limits
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on its website (http://www.cftc.gov) prior to mak-
ing such limits effective on March 1% of each cal-
endar year. In the release that accompanied the
Proposed Limits Rule, the CFTC set forth formu-
laic methods for determining the various limits.
In addition to positions executed on U.S. ex-
changes and trading facilities, Proposed Limits
Rule Section 151.8 specifies that aggregate po-
sition limits will apply to a trader’s positions in
Covered Contracts executed on, or pursuant to
the rules of a foreign board of trade, provided
that there is a direct connection to the US mar-

kets.?®
Proposed Position Limits
Spot-Month Position Limits

Spot-month limits are determined as a function
of deliverable supply. Under the Proposed Limits
Rule, each DCM must submit to the CFTC an
estimate of deliverable supply by December 31+
of each year for each physical delivery referenced
contract that is subject to a spot-month position
limit and listed or executed pursuant to the rules
of the DCM. In phase 1, the CFTC will adopt the
DCM spot-month limits. In phase 2, however, the
CFTC has the discretion to rely on the DCM’s
estimate, or alternatively, the CFTC can use its
own estimate of deliverable supply when setting
position limits.

For physical delivery contracts, the Proposed
Limits Rule sets spot-month position limits at
25% of estimated deliverable supply. The limit for
cash-settled contracts is the same as for physical
delivery contracts, however, Section 151.4 of the
Proposed Limits Rule incorporates a conditional
spot-month limit that permits traders without a
hedge exemption to acquire position levels equal
to five times the spot-month limit if such positions
are exclusively in cash-settled contracts and the
trader holds physical commodity positions that
are less than or equal to 25% of the estimated
deliverable supply.

The proposed limits will be enforced on an ag-
gregate basis, subjecting economically equivalent
derivatives to the same spot-month limits wheth-
er or not they are listed for trading on a DCM,
cleared or uncleared. The Proposed Limits Rule
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applies spot-month position limits separately for
physically-delivered contracts and cash-settled
contracts, including cash-settled futures and
swaps, unless the cash-settled contract positions
are held pursuant to the conditional-spot-month-
position limit described above. Therefore, under
most circumstances, a trader may have up to the
spot-month position limit in both the physically-
delivered and cash-settled contracts.

Class and Aggregate Single-Month and
All-Months-Combined Position Limits

The proposed class and aggregate single-month
and all-months-combined position limits will be
tied to a specific percentage of overall open inter-
est for a particular Covered Contract in the aggre-
gate or on a per class basis. The Proposed Limits
Rule creates two classes of contracts for non-spot
month limits: (1) futures and options on futures
contracts and (2) swaps.

In addition to the aggregate position limits
that will apply across classes, the Proposed Lim-
its Rule applies single-month and all-months-
combined position limits to each class separately.
Within a contract class, the limits will be set at
an amount equal to 10% of the first 25,000 con-
tracts of average all-months-combined aggregate
open interest in the contract, and 2.5% of the
open interest for any amounts above 25,000 con-
tracts. The aggregate all-months-combined limits
across contract classes will be set at 10% of the
first 25,000 contracts of average all-months-com-
bined aggregated open interests, and 2.5% of the
open interest thereafter. The average all-months-
combined aggregate open interest, which is the
basis of these calculations, is determined annually
by adding the all-months futures open interest
and the all-month swaps open interest for each of
the 12 months prior to the effective date and di-
viding that amount by 12. Each trader’s positions
would be netted for the purpose of determining
compliance with position limits.

Under the Proposed Limits Rule there are a to-
tal of six possible non-spot-month position limits:
(1) futures/options class single-month limit; (2)
futures/options class all-months-combined limit;
(3) swap class single-month limit; (4) swap class
all-months-combined limit; (5) aggregate single-
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month limit; and (6) aggregate all-months-com-
bined limit.

Exemptions From Proposed
Position Limits

The Bona Fide Hedging Transactions
Exemption

The CFTC, in the Proposed Limits Rule, sets
forth a revised narrower definition of a “bona
fide hedging transaction” for the purpose of ob-
taining an exemption from position limits. Unlike
the current definition, the proposed definition
provides an exemption for bona fide hedging
transactions only if such transactions represent a
substitute for a physical market transaction. No-
tably, the proposed definition will not provide an
exemption to swap dealers offering risk manage-
ment products to market participants seeking to
hedge financial risk unrelated to physical market
exposure.

Proposed Limits Rule Section 151.5(a) estab-
lishes an exemption from compliance with the
proposed position limits for any transaction or
position in a Covered Contract that: (1) repre-
sents a substitute for transactions made or to be
made or positions taken or to be taken at a later
time in a physical marketing channel; (2) is eco-
nomically appropriate to the reduction of risks in
the conduct and management of a commercial en-
terprise; and (3) arises from the potential change
in value of assets that a person owns, produces,
manufactures, processes, or merchandises (or an-
ticipates owning, producing, manufacturing, pro-
cessing or merchandising), liabilities that a person
owns or anticipates incurring or services that a
person provides or purchases, or anticipates pro-
viding or purchasing. Also exempt are positions
in Covered Contracts that reduce risks attendant
to a position from a swap that was executed op-
posite a counterparty for which the transaction
would qualify as a bona fide hedging transaction
pursuant to (1), (2) and (3) above or meeting the
requirements of (1), (2) and (3) above. This ex-
emption would especially be relevant for swap
dealers. Proposed Limits Rule Section 151.5(a)
(2) lists several specific transactions and positions
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that would qualify as bona fide hedging under the
rules.

Pre-Existing Position Exemption

The Proposed Limits Rule provides a limited
exemption for futures or option contracts in ex-
cess of position limits, provided that such posi-
tions were established in good faith prior to the
effective date of enacted position limits. Persons
with such positions on futures and options con-
tracts would not be permitted to enter into new,
additional contracts in the same direction, how-
ever they could take offsetting positions to reduce
their total combined net position. Persons with
an established net position below the speculative
limit for a contract for future delivery (prior to
the enactment of position limits) would be al-
lowed to acquire new positions, however the
CFTC will calculate the combined position based
on any position established prior to enactment
plus any new position.

The Proposed Limits Rule does not apply po-
sition limits to swaps effective prior to the en-
actment of Dodd-Frank. The CFTC will allow
pre-effective date swaps to be netted with post
effective date swaps for the purpose of complying
with position limits.

New Standards for Aggregation
of Positions

Under the CFTC’s current standards for agri-
cultural commodities, eligible entities?” are per-
mitted to disaggregate positions pursuant to a
self-executing independent account controller
framework (the “independent account control-
ler exemption”). The current rules also provide
for extensive disaggregation provisions for CPOs,
limited partners, other pool participant and fu-
tures commission merchants (“FCMs”). For ex-
ample, under the current procedure, for a com-
modity pool whose trading is managed by three
independent unaffiliated managers pursuant to an
information firewall and appropriate written pro-
cedures, the positions carried by each indepen-
dent manager are not aggregated at the pool level.

The Proposed Limits Rule’s approach elimi-
nates the independent account controller exemp-
tion and many of the existing provisions for dis-
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aggregation. Proposed Limits Rule Section 151.7
contemplates both ownership and control and
calls for account aggregation of position limits
where any trader, directly or indirectly, has an
ownership or equity interest of 10% or greater, or
by power of attorney or otherwise, controls trad-
ing. The Proposed Limits Rule treats positions
held by two or more traders acting pursuant to
an express or implied agreement or understand-
ing the same as if the positions were held by a
single trader. Additionally, unlike the current rule,
Section 151.7 requires a trader to aggregate posi-
tions in multiple accounts or pools, including pas-
sively managed index funds, if those accounts or
pools have identical trading strategies.

There are three limited exemptions from the
new aggregation standards. With respect to pas-
sive investments, the Proposed Limits Rule offers
a limited exemption for positions in pools where
a trader that is a limited partner, shareholder or
similar person has an ownership or equity inter-
est of between 10 and 25%, if such trader lacks
control over or knowledge of the pool’s trading
and the pool operator has obtained an exemption
from the CFTC. However, this exemption does
not apply to CPOs, who must aggregate accounts
or positions in which they hold an equity interest
of 10% or more as a limited partner or similar
type of pool participant with all other accounts
or positions they own or control. Other exemp-
tions relate to certain positions held by FCMs and
certain positions held by traders that are passive
pool participants.

VI. Change in Accredited Investor
Standard

Section 413(a) of Dodd-Frank mandated that
the SEC adjust the $1,000,000 net worth stan-
dard for individuals to qualify as “accredited
investors” pursuant to SEC rules enacted under
the Securities Act to require that an individual
exclude the value of his or her primary residence
when calculating his or her net worth. An individ-
ual investor was previously allowed to count any
net equity in his or her home in calculating his or
her net worth. This change was effective imme-
diately upon enactment of Dodd-Frank on July
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21, 2010. Section 413 also froze the $1,000,000
net worth threshold for individuals in place for
four years following enactment of Dodd-Frank,
but beginning as of such date and every four years
thereafter the SEC will be required to undertake
a review of the definition of “accredited inves-
tor,” as applied to natural persons, and determine
whether any modifications are appropriate.

Dodd-Frank did not address how a natural
person investor should treat mortgage debt and
other indebtedness secured by his or her primary
residence when determining the value of the resi-
dence to be excluded from his or her net worth.
On July 23, 2010, the SEC’s Division of Corpo-
ration Finance issued a Compliance and Disclo-
sure Interpretation (the “Al CDI”) in which the
staff expressed its view that “the related amount
of indebtedness secured by the primary residence
up to its fair market value may also be excluded.
Indebtedness secured by the residence in excess
of the value of the home should be considered
a liability and deducted from the investor’s net
worth.”30

At an SEC open meeting on January 25, 2011,
the SEC released a notice of proposed rulemak-
ing on the “Net Worth Standard for Accredited
Investors™3! (the “Proposed Al Rules”). The Pro-
posed Al Rules would implement Section 413(a)
by amending the “accredited investor” defini-
tions in SEC Rules 501 and 215 by requiring
that an individual exclude the value of his or her
primary residence when calculating net worth.
The Proposed Al Rules would also codify the Al
CDI by requiring that an individual’s net worth
be “calculated by subtracting from the estimated
fair market value of the property the amount of
debt secured by the property, up to the estimated
fair market value of the property.” Any indebted-
ness secured by the primary residence in amounts
exceeding the fair market value of the residence
should be counted as a liability in calculating an
investor’s net worth (i.e., an investor who is “un-
der water” in his or her primary residence will
have his or her net worth reduced by the amount
by which he or she is underwater). Notably, the
Proposed Al Rules do not make a distinction with
respect to whether the relevant indebtedness gives
the lender personal recourse against the debtor in
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the event of default. This is an area in which the
SEC may provide clarification in its final rules.

The SEC specifically requested comment on
whether an investor who previously qualified as
an accredited investor before the enactment of
Dodd-Frank should continue to qualify as such

for the purposes of making subsequent invest-
ments in their existing investments.

NOTES
1

The authors practice in the Investment Products
and Derivatives group of the Chicago and New
York offices of Sidley Austin LLP. The authors
thank James B. Biery, William D. Kerr, Lauren B.
Kleiman, Jonathan B. Miller, James C. Munsell,
William J. Nissen and Michael S. Sackheim,
Partners at Sidley Austin LLP, for their assistance
in the preparation of this article.

Comments for the proposed rules discussed in
this article were due on the following dates:
Proposed Compliance Rules (discussed in Section
1) and Proposed Reporting Rules (discussed in
Section Ill)—April 12, 2011; Proposed “Entity
Definitions” (discussed in Section IV)—February
22, 2011. Proposed Limits Rule (discussed in
Section V)—March 28, 2011; and Proposed Al
Rules (discussed in Section VI)—March 11, 2011.
See Sidley Client Updates: Dodd-Frank
Requirements for Private Fund Advisers
(http://www.sidley.com/sidleyupdates/Detail.
aspx?news=4625); FINRA Rule 5131 (http:/
www.sidley.com/sidleyupdates/Detail.
aspx?news=4650); CFTC Rules Regarding Retail
Forex (http://www.sidley.com/sidleyupdates/
Detail.aspx?news=4579); Registration Regime
for Municipal Advisors (http://www.sidley.com/
sidleyupdates/Detail.aspx?news=4685); Lobbyist
Regulations’ Impact on Investment Managers
(http://www.sidley.com/sidleyupdates/
Detail.aspx?news=4708); and Massachusetts
Information  Security Regulations  (http:/
www.sidley.com/sidleyupdates/Detail.
aspx?news=4267).

See Commodity Pool Operators and Commodity
Trading Advisors: Amendments to Compliance
Obligations; Proposed Rule, 76 FR 7976
(February 11, 2011), available at http:/www.
cftc.gov/ucm/groups/public/@Irfederalregister/
documents/file/2011-2437a.pdf.

The definition of “qualified purchaser” is set
forth in Section 2(a)(51)(A) of the Investment
Company Act. In general, a natural person who

~N
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11
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owns not less than $5,000,000 in investments is
a qualified purchaser.

Proposed as new Rule 4.5(c)(2)(iii).

See Rule 4.14(a)(8)(ii).

Rule 4.13(a)(1) provides an exemption for a CPO
that, among other things, operates only one
pool and does not receive any compensation
for doing so. Rule 4.13(a)(2) generally exempts
from registration a CPO that has 15 or fewer
participants in each of its pools at any time and
receives $400,000 or less in capital contributions
to all pools it operates in the aggregate.
Section 4m of the CEA exempts from
registration any CTA that, during the course
of the preceding 12 months, has not furnished
commodity trading advice to more than 15
clients and does not hold itself out to the public
generally as a CTA. In addition, Section 4m, as
amended by Dodd-Frank, exempts any SEC
registered investment adviser whose business
does not consist primarily of acting as a CTA, and
that does not act as a CTA to a commodity pool
that is primarily engaged in trading commodity
interests (which now include swaps).

With respect to offshore investment funds,
CFTC Advisory No. 18-96 (April 11, 1996) has not
been rescinded by the CFTC and provides relief
similar to the disclosure, recordkeeping and
reporting exemptions under Rule 4.7 for such
funds meeting certain requirements such as
not having any U.S. investors. Registered CPOs
currently operating funds exempt pursuant to
Rule 4.13(a)(3) or excluded pursuant to Rule
4.5, and that cannot otherwise claim exemptive
relief under Rule 4.7 as described above, may be
able to claim the more limited relief from certain
CFTCrequirements provided in Rule 4.12(b). Rule
4.12(b) requires, among other things, that the
relevant fund not enter into commodity futures
and commodity options contracts for which the
aggregate initial margin and premiums exceed
10% of the pool’s assets and that the trading of
such commodity interests be done in a manner
solely incidental to its securities trading.
Reporting by Investment Advisers to Private
Funds and Certain Commodity Pool Operators
and Commodity Trading Advisors on Form PF, 76
FR 8068 (February 11, 2011) (“Form PF Proposing
Release"), available at http://lwww.sec.gov/rules/
proposed/2011/ia-3145fr.pdf.

Registered CPOs and CTAs that file Form PF are
only required to file Schedule A of Form CPO-
PQR and/or Form CTA-PR, as applicable.
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Any private fund that (1) has a performance fee
or allocation calculated by taking into account
unrealized gains; (2) may borrow an amount
in excess of one-half of its net asset value
(including any committed capital) or may have
gross notional exposure in excess of twice its net
asset value (including any committed capital);
or (3) may sell securities or other assets short.
See the Form PF Proposing Release at 14.
“United States person” would have the meaning
provided in proposed Rule 203(m)-1 under the
Advisers Act, and “principal office and place of
business” would have the same meaning as in
Form ADV.

Any private fund that seeks to generate
income by investing in a portfolio of short
term obligations in order to maintain a stable
net asset value per unit or minimize principal
volatility for investors.

Any private fund that is not a hedge fund,
liquidity fund, real estate fund, securitized
asset fund or venture capital fund and does not
provide investors with redemption rights in the
ordinary course.

“Large Private Fund Advisers” are defined as
those that manage hedge fund assets of at least
$1 billion determined as of the close of any day
during the reporting quarter, liquidity fund and
money-market fund assets of at least $1 billion
determined as of the close of any day during the
reporting quarter or private equity fund assets
of at least $1 billion determined as of the close
of the last day of the quarterly reporting period.
For these purposes, advisers must aggregate
assets of (i) all managed accounts that pursue
substantially the same investment strategy and
invest in substantially the same positions as
the private fund and (i) private funds that are
advised by affiliates or related persons of the
investment adviser.

For purposes of determining whether a private
fund is a qualifying hedge fund, the adviser
would have to aggregate any parallel managed
accounts, parallel funds, and funds that are part
of the same master-feeder arrangement, and
would have to treat any private funds managed
by its related person as if they were managed by
the filing adviser.

See CEA § 1a(49)(C); Exchange Act § 3(a)(71)(D).
See 75 FR at 80185.

There may be some ambiguity as to whether a
swap that hedges a non-swap may be considered
to be held to hedge or mitigate commercial risk.
See 75 FR 66426 (October 28, 2010).
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See http://www.sidley.com/sidleyupdates/Detail.
aspx?news=4579.

Position Limits for Derivatives, 76 FR 4752
(January 26, 2011), available at http://www.
cftc.gov/ucm/groups/public/@Irfederalregister/
documents/file/2011-1154a.pdf.

The covered exempt commodities under the
Proposed Limits Rule are: copper grade 1, gold,
palladium, platinum, silver, light sweet crude
oil, gasoline, natural gas, and no. 2 heating oil.
The covered agricultural contracts under the
Proposed Limits Rule are: cocoa, coffee, corn,
cotton no. 2, feeder cattle, frozen concentrated
orange juice, lean hogs, live cattle, milk class
Ill, oats, rough rice, soybeans, soybean meal,
soybean oil, sugar no. 11, sugar no. 15, CBOT
wheat, hard red spring wheat, and hard winter
wheat.

A swap is considered “economically equivalent”
to a futures contract under the Proposed Limits
Rule if either: (1) the price of the swap refers to
a covered futures contract settlement price; or
(2) the swap is priced on the same commodity
delivered at the same location, or at locations
with substantially the same supply and demand
characteristics, as that of any of the Covered
Contracts.

The foreign board of trade contract, agreement
or transaction must settle against the price
of a contract executed or cleared pursuant to
the rules of a CFTC- regulated entity and the
foreign board of trade must make such linked
contracts available to its members or other
participants located in the U.S. by direct access
to its electronic trading and order matching
system.

Including banks, insurance companies, mutual
funds, CPOs and CTAs.

Securities Act Rules, Compliance and Disclosure
Interpretations, Questions 179.01 and 255.47
(July 23, 2010).

76 FR 5307 (January 31, 2011), available at
http://www.sec.gov/rules/proposed/2011/33-
9177fr.pdf.



