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Q: Wh at so rt of  l eg a l structure  sh o ul d b e use d?

A : T h e sim p lest , lea st ex p en sive, leas t com p lica ted form for an  invest men t lim it ed
p a rt nersh ip  ("H ed ge Fu nd ") is  a limit ed  pa rt nersh ip  with an  in divid ua l gen era l
p a rt ner.  Ma ny in vestm en t man agers  do  not lik e th is fo rm becau se it  does  not offer
th e "ap p eara nce" of limited  liab ility.  Ma ny prefer a lim it ed pa rtn ership  wit h a lim ited
liab ility co mp any as the general p art ner or even a lim ited partn ers hip  wit h a limited
liab ility co mp any as its  general p art ner servin g as th e gen era l partn er of th e Hed ge
Fu nd .  Th e use of a limited  liab ility comp an y as a gen era l partn er of th e Hed ge Fu nd 
or as the general p art ner of the genera l p artner of th e H ed ge Fu nd gives  the
"a p p earan ce" of lim ited perso nal liab ility.  We use th e word "ap p ea ra nce" in
qu ot ation  ma rk s becaus e man y of th e unexp ect ed liabilities which  a general pa rt ner
migh t have in run ning a Hed ge Fu nd  are lia bilit ies und er th e securities la ws fo r
wh ich he or sh e can  be held  to be perso nally liab le irres p ective of the legal form  of
th e ent it y which serves as th e gen era l partn er.  One adva nt age of a limited  liab ility
co mp any or lim ited partn ers hip  as a gen era l partn er is  th e op p ortun it y it offers for
es ta te plann in g p ro vid ed  on e wis hes to tak e advan tag e of su ch op p ortu nit ies.  Thes e
en tity general pa rt ners als o pro vide th e op p ort un ity to offer eq uit y int erest s to
em p loyees  or t o create cert ain incent ive com p en sa tio n arran gem en ts fo r emp loyees.

Q: Wh at se cu ritie s l aw s a re  ap pl ica bl e?

A : H ist orica lly, the offer and  sale of securities within the U nit ed  St at es ha s been sub ject
to  concurren t fed eral an d sta te regulat ion  under the Secu rities Act  of 1933 (th e
“S ecurities Act”)  and st ate blue sk y la ws. In ord er to  avoid the registrat ion  and
p ros p ectu s delivery requ irements  of the Secu rit ies Act , securities of hedg e fun ds an d
offs hore fun ds  are typ ically offered in  private p lacem ent  tran sactions  which rely on
th e priva te placement “s afe harb or” p ro vis io ns of Regu lat io n D  or the sa fe ha rb or fo r
offerin gs  ou ts ide the Un ited Sta tes con tained in Reg ulation  S. U ntil the p ass ag e of a
recent la w, ho wever, a sep a ra te ex emp tion from st ate regist rat io n or qua lificat ion 
requ irements  need ed  to  be p erfected und er th e blu e sk y la w of ea ch st ate where the
secu rit ies were offered. Pu rs uan t to recen t leg is lat io n, st ates are p roh ib ited fro m
im p o sin g their blue sk y law s relat ing  to reg ist ra tio n or qu alificat io n of securities  with 
resp ect  to securities offered  in  a private p lacem ent  p urs ua nt to  Ru le 506 of
R egu lat io n D . Sta tes are st ill p ermit ted to req uire no tice filin gs wh ich  are similar to 



th e Form D tha t is filed  with  th e SEC  p urs ua nt to  Regu lat io n D , and  to collect filin g
fees . T he new law  p roh ib its  stat es  from  regu lat in g the co nt ent  of offering  do cu men ts 
or the terms  of securities being  offered.  Cert ain sta tes  may regulat e gen era l partn ers 
an d their em p loyees  (if ap p licab le) as bro k ers an d req uire certa in filin gs  un der their
brok er- dealer reg ulato ry schemes  p rio r to th e offer of an y securities  in  their
ju risdict ion s.  T hese filin gs  ca n be bu rdens ome a nd time co nsu ming.

Q: Sh ou ld I reg ister  un der th e In v estm en t A dv i se rs  Act?

A : Mo st  hedg e fun d man agers  or genera l p artners  ch oo se no t to reg is ter under the
federal Invest men t Advis ers  Act as  a result of an  ex em p tion  from  registrat ion  beca us e
th ey ha ve fewer tha n 15 clien ts (b eca us e the Hedg e Fun d is deemed, un der cert ain
circums ta nces, to  be one client)  and do  no t hold thems elves  ou t to th e p ub lic as
in vestm en t adviso rs .  Un der curren t int erp retat io ns of Texa s law , all Hedg e Fun d
ma na gers bas ed  in  T exa s mus t reg is ter as invest ment ad vis ors und er Texas  law.  An
ex em p tion  from  federal regist rat io n, ho wever, does not  ex em p t a fun d or fu nd
ma na ger from  the an ti- fraud  p rovis ion s of th e fed era l Inves tment  Ad visers Act .  So me
ma na gers feel it is  ea sier to  get inves tors to in ves t in th e H ed ge Fu nd if th ey register,
bu t doing  so  limits  (if the mana ger cha rges an in cen tive fee [ an d mos t H ed ge Fu nd
ma na gers do] ) pot en tia l inves tors to peop le wit h a net  wo rt h over $1,500,000, or
p eop le wh o invest  more than  $750,000, Qualified  Purcha sers (as  described  belo w) 
an d certa in “k now ledgeab le em p lo yees” of the in vestm en t man ager.  (R egis tered 
in vestm en t adviso rs  wh o act  as adviso rs  to  offs ho re fu nds  and “Q ualified  Purcha ser
Fu nd s” describ ed below  are no t sub ject to th ese rest riction s on incen tive fees.)
C ert ain  inst it ution al in ves to rs will on ly place fund s wit h reg is tered  in vestm en t
ad visers.  Sho uld  one ch oos e to regis ter und er Federal la w, on e can  only do so aft er
th e Hed ge Fu nd  (o r oth er as sets un der mana gemen t)  ex ceeds  $25,000,000 in  size.
In divid ua l sta tes  regu la te in ves tm ent  adviso rs wh o have $25,000,000 or les s und er
ma na gem en t.

Q: Ho w can  I  se ll  in te rests in  m y f un ds?

A : Very ca refully.  Th e p rivat e pla cemen t rules  severely lim it  wh at  yo u can  do to sell
un it s in the fund .  Generally sp ea k in g, yo u sho uld have a p re- ex ist in g relation ship 
with  every offeree.  Y ou  ma y sen d priva te placement memoran da to  as  many p eop le
as  you ha ve pre-existing  rela tio ns hip s wit h pro vided  they meet  the so p hist ica ted
in vesto r req uirem en ts of an  accred ited inves tor.  Fu rt hermo re, to sell securities in  a
p rivate p lacem ent  to accred it ed in ves to rs requires a very low key sellin g effort which
is  subj ect to num erous  rest riction s.  To rem ain  exem p t  from  registrat ion  as an
in vestm en t adviso r one cann ot  ho ld  on es elf out "p ublicly" as an inves tment  ad visor.
T h e SEC  has ta k en  the po sit io n, ex cep t in certa in  sp ecial circum sta nces, that 
p roviding  in fo rma tion to  orga nizat ion s tha t tra ck  hedg e fun ds co nst it utes "ho ld ing 
on es elf out to  th e pub lic" as  an  invest men t advis or an d, accordingly, requ ires



registrat ion  under the advisers act.  One sh ould be even mo re ca reful if one is 
so licit in g u na ccred ited inves tors.

Q: Sh ou ld I lim it my  offe ri n g  of  li mi ted  partn e rsh ip  in te rests  to  accred ite d
in v e sto rs on ly ?

A : T h e tra ditio na l wis dom  is tha t accred it ed inves tors are less  lik ely to  sue th an no n-
accredited invest ors and  th at  ju ries are les s sym p at hetic to accred it ed in ves to rs th an
th ey are to no n-a ccred it ed in ves to rs.  The t rad it ion al wisd om is  p rob ably rig ht .

Q: C a n  I tak e p en sio n  pla n  mon ey ?

A : Y es, but  genera lly sp ea k ing no  mo re th an  25% of th e value of th e fun d can  be held
by emp loyee benefit  plan  in vesto rs  of any descrip tio n inclu din g ER I SA  plan s, IR A' s ,
401( k ) plans , sta te fu nd s, or ot her emp loyee benefit  p lan s unles s the Hedg e Fun d
go es  to  g rea t effort ( us ually at  g rea t exp en se)  t o com p ly w ith  E R IS A.

Q: Do  I ha v e  to  wait  un ti l I h av e a PPM prepa re d bef ore  I ca n  tal k with  peo pl e
ab ou t th e  fu n d ?

A : Alth oug h there is  no pe r se req uirem ent  that  a PP M ever be prep a red in a p rivat e
p lacement , as a mat ter of p ra ctice th e who le po in t of havin g a PPM is  to  minimize
on e' s lia bilit y und er th e securities la ws an d to mak e an offer (and  it is hard to
im ag ine that  "talk ing to  so meone" who  later buys wou ld  no t be ma k in g an offer)
with out  deliverin g a PPM to  some degree acts  to  defeat  th at  pu rp ose.  Th e mos t tha t
ca n be sa id fo r mak ing  an offer before a PPM ha s been prep a red  to a p ers on  on e
reas ona bly believes  to  be an accredit ed  in vesto r is th at th e sub seq uent delivery of a
PP M sho uld cure any liab ility resu lting  from  th e prema ture offer.  No  at temp t  shou ld 
be made to "p re-s ell" a fun d prior to  the delivery of a PPM.  No n-a ccred it ed in ves to rs
sh ou ld no t be con ta cted prior to  delivery of a PP M.  Furt hermo re, R ule 506 of
R egu lat io n D  requ ires th e delivery of a PP M to no n-a ccred it ed in ves to rs an d
co mp lia nce wit h R ule 506 is  requ ired in  order to be ex emp t fro m certa in st ate blue
sk y law  rest riction s.

Q: C a n  I u se  th ird p artie s to se ll th e f un d?

A : Y es, yo u can  use th ird  p art ies to sell the fund , but  typ ica lly subs ta ntia l inves tors will
no t con sent to  th e use of their ow n mon ey to  pa y com mission s.  Furt hermo re,
an yo ne wh o s ells yo ur un its  m ust  b e licens ed  as  a  brok er/ dealer.



Q: Is th ere  a dif feren ce be twe en  a fi n de r an d  a brok er/ de ale r in  se lli n g  my 
un its?

A : U n der T exa s law  both  must  be reg ist ered as  a brok er- dea ler.  If not , you  will ha ve
violated Tex as  la w and  m ay ha ve a refun d o bliga tion.

Q: Wh at is th e "C oun ti n g  to  10 0 Rul e" ?

A : T h e cou nt ing  to 100 ru le rela tes  to an exclu sio n (th e “Private Invest men t Com p a ny
Ex clusion ”) from th e Invest ment Co mp a ny Act (a la w which ma inly reg ulates mut ua l
fu nd s) providing th at th e out sta nd ing  secu rities of yo ur fu nd ca nno t be ow ned  by
mo re th an  100 perso ns witho ut  co mp lia nce wit h the In vestm en t C om p an y Act .
C o mp lia nce wit h the In vestm en t C om p an y Act  would be difficu lt, if not  im p o ssible,
fo r mos t hed ge fu nd  ma na gers.  Cou nting  to  100 is  no t as st raigh tfo rw ard  as it mig ht 
seem , how ever, beca use sometimes  one na me ca n mea n more tha n one ow ner.
Fu rt hermo re, there are cert ain p ercen ta ge tests  that  migh t increase the nu mber of
na mes which co unt  agains t the 100 inves tor limit.  In add it ion , sep arate hedg e fun ds 
th at  are man ag ed by a single fun d man ag er ma y be int eg rat ed  fo r purp o ses  of the
100 inves tor limit if th e fun ds are not  su fficien tly dist in ct.  There is  an add ition al
ex clusion  from  th e Inves tment  Co mp any Act (t he “Q ualified  Purcha ser Fund 
Ex clusion ”) fo r H ed ge Fu nds  (“Qu alified  Pu rchas er Fu nd s”)  which lim it  th eir lim ited
p a rt ners to in divid ual invest ors  who ow n not  less  th an  $5,000,000 in inves tment s,
an d to in stitu tio na l invest ors which ow n not  less  th an  $25,000,000 in  in vestm en ts, as
defined  b y t he SE C  (“Q ua lified P urcha sers”).

Q: C a n  a fun d man ag e r sim ul tan eo usl y ope ra te bo th  a Pri v a te In v estm en t
C o mp an y  an d a Qua li fie d Purch ase r Fun d wh i ch  are sub stan tia lly  simi la r to
ea ch  oth e r?

A : Y es.  The 1996 Act eliminat es  th e ap p licat io n of the "int eg rat io n" do ctrin e in this
co nt ext .  (T he "int egrat ion " doctrine was develop ed by th e SEC  staff to po lice the 100
secu rit yh old er rest riction on  Private Invest men t Com p a nies.  In bro ad  term s, th is
do ct rin e req uires  two su bst an tia lly identica l fun ds to  be trea ted as if th ey were a
sing le fu nd fo r p urp os es  of test in g whether the Privat e Invest ment Co mp a ny
Ex clusion  is  a vaila ble.) 

Q: C a n  th e  Qu al ifi ed  Pu rch aser  Fu n d  Ex cl usi on  an d th e  Priv ate In v estme n t
C o mp an y  Ex cl usion  be com bin ed  in  a si n g le fu n d in  wh ich  th e  in v e sto rs
co n sist o f Qua lif ie d P urch a se rs  pl us up  to  1 00 oth ers ? 

A : N o , excep t in the case of a fund  that  was in  ex is ten ce on  Sep t em ber 1, 1996 and  th at 
sa tisfies  cert ain  a dditiona l req uirem en ts.  The p rin cip al requ irement s a re:



• ea ch  no n- Qua lified Purch aser acq uired  secu rities of th e fun d on or before
Sep t emb er 1, 1996;

• th e fun d dis closes tha t fut ure invest ors mus t be Qua lified Purcha sers and  that 
th e fun d will not  b e lim ited to 100 h olders; an d

• th e fun d gives  ea ch  beneficia l own er th e op p ort un ity to red eem  his in teres t in
th e fun d in ca sh at  net ass et  va lu e or in kind fo r a p rop ortio na te sh are of the
fu nd ' s as set s.

Q: Do es th e Qua lif ie d Purch a se r Fun d Ex clusio n  app ly to  an  offsh o re fu n d th at
re stricts  ow n e rsh ip  of  its sh are s by Un ite d Sta te s person s ex clu siv el y to
Qu al ifi ed  Pu rch asers  but do es no t imp ose sim ila r restrictio n s on  its non -U .S. 
se cu rityh old ers?

A : Y es. Pu rs uan t to the so -called  To uche Remna nt  do ct rin e, th e SEC  staff for a nu mb er
of years has  p erm it ted  offs ho re fu nds  to sell their sh ares priva tely to up  to  100 U.S.
beneficia l own ers , wit ho ut regard to th e num ber of non -U .S. ow ners, by ana log y to
th e Priva te In ves tm ent  C omp an y Exclus io n.  The sa me po licy rea so ns wo uld  sup p ort
ex tending  th is  do ct rin e to permit offsh ore fund s to place their sha res wit h an
un limit ed  nu mb er of U.S. Qu alified  Pu rchas ers and  th e SEC , in a recen t no- act io n
lett er, concurred  w ith  t his  a nalys is.

Q: Wh at ab ou t tra din g  com mo ditie s?

A : If a Hedg e Fun d tra des  in fut ures con tract s or op tio ns  th ereon , the fund  would lik ely
be cons id ered a com mod it y p oo l und er th e C om mod it y Exchan ge Act and  the
general p art ner of the fund  would have to regis ter wit h the Co mm odity Fu tu res 
T rad ing  C omm is sio n as a com mo dit y poo l op era tor and wo uld  have to tak e a test 
ad minis tered  b y t he C F T C .

Q: C a n  I tak e sof t d ol lars  fro m bro ke rs?

A: Y es, bu t gen eral pa rtn ers sho uld  mak e cert ain tha t soft dollars are not us ed to 
circumven t the ex p ense sharin g arrang em ent s set  fort h in th e p artners hip  agreem ent 
an d tha t their us e is prop erly d is clo sed a nd  p rop erly docum ent ed .

Q: A re  th e re  an y restrictio n s on  my  p articipa ti n g  in  "h ot issu es" ?

A : Y es, th e fun d mus t have a p ro fit  allo ca ting procedu re in  place to den y particip at ion 
in  hot is sue p rofit s to certa in ca teg ories  of invest ors who  are sp ecified in NA SD 
regu lat io ns relat in g to free rid in g.  With ou t tha t p ro vis io n, th e fun d can  eith er no t
p a rt icip a te in  ho t iss ues o r not  t ak e a s invest ors N AS D  res trict ed perso ns .



Q: Wh at is th e ty pical  co mp en sation  to th e  g e n e ral  p artn e r?

A : T h e gen eral pa rtn er typ ically gets  a sp ecial allo cat io n equ al to  20% of th e net  profits 
allo cat ed  at  the en d of the year to each p artner.  This alloca tion is  ba sed on rea lized 
an d unrea lized  ga in s and  lo ss es.  It is  ma de on  a pa rt ner by p artner bas is .  Th e
general p art ner or an affilia te also receives a mana gemen t fee which is typ ically 1%
of t he net a ss et va lue a nd th e fee is  p aid  q uarterly in a dvance.

Q: A re  th e re  an y lim itati on s o n  th e  comp en satio n  o f th e  g en e ra l p artn e r?

A : T h ere is usu ally a los s carryforwa rd provision wh ich  carries forward any loss es 
p reviou sly alloca ted to a p artner eit her for on e yea r or so me ot her p eriod  or with ou t
time limitat io n unt il th e los s has  been  co mp let ed  ab so rbed.   If th e los s carryforwa rd
is  with ou t tim e lim ita tion, it is usu ally ca lled a hig h wat er ma rk .  Add it ion ally,
so metim es  general p art ners are sub jected to a "hu rdle rat e" wh erein  their fee is
co nd ition ed up on th e lim ited partn ers  firs t get ting a min im um sp ecified ra te wh ich 
migh t be the yield on on e yea r or five yea r treas uries .  Us ually th e gen eral pa rtn er
gets  a fu ll 20% p ro fit  allo ca tio n as lo ng as  th e lim it ed pa rtn ers receive the hurd le ra te.
In  the event  the hu rdle rat e is no t earned , the genera l p artner receives  no incent ive
allo cat io n.

Q: Do  I  n e ed  to  take  a  te st to  b e a  g en e ra l p artn e r of a fun d?

A : T h e ans wer varies  dep end ing  up on  the st ate in which an  in vestm en t man ager is
do miciled .  In  Texa s, ma nag ers gen era lly need to have tak en  a general secu rit ies law 
ex am  (u su ally Series 7) and  t he ex am on  st at e law  (u su ally the S eries  65 exam ).

Q: C a n  a partn e r satisfy  its cap ita l con tribu ti on  re qui re men ts by  con tri butin g 
ma rk eta bl e securi ti es to  th e Hed g e  Fu n d ?

A : Y es, bu t und er cert ain  circum sta nces th e con tribu tio n may be tax able to th e
co nt rib ut ing  p art ner if the cont ribut io n res ult s in a diversification  of the pa rtn er' s
in teres t.  Gen era lly sp eak ing , if the p art ner con tribu tes  an alread y diversified
p o rt folio  of secu rities wherein no t more tha n 25% of the va lue of the co nt rib ut ed
p o rt folio  is  invest ed in  th e securities  of one is suer and  not mo re th an 50% of the
va lu e of the cont ribut ed  po rt folio  is  invest ed in  th e securities  of five or few er is suers ,
th en  th ere sho uld  be no current ta x to pay.  Th is  is su e can  resu lt in  a series of
ca lcula tions  o f s om e com p lexity.

Q: Wi ll  I ha v e to  fi le  a 13 f rep ort?

A : Y es, if you ha ve over $100,000,000 in  p ublicly traded equ it y securities un der
ma na gem en t; ot herwise, n o.



Q: Wh en  wi ll  a He dg e  F un d  h av e  1 3D or 13 G fil in g  o bl ig a ti on s?

A : H edg e Fun ds ma y be req uired  to mak e a filing  on  Schedu le 13D  or Sch ed ule 13G 
with  th e United Sta tes  Secu rities and  Exch an ge Co mmiss ion  (and  send  cop ies  of the
filing to  th e princip a l excha nge on which th e securities are reg ist ered an d to the
is su er of th e securities ) if the H edg e Fun d acq uires  5% or more of th e out sta nd ing 
secu rit ies of any clas s of a pub licly trad ed  co mp any.  Th e Sch ed ule 13D  or 13G 
p rovide info rm ation  with  resp ect  to the acqu iring  en tity an d the pu rp ose of acq uirin g
th e securities .  Am end ments  must  be filed to  a Sched ule 13D  if there is a mat erial
ch an ge in  in vestm en t int ent io n or if th ere is a chan ge of 1% or more in th e
ou ts tan ding securit ies  of the is su er held by th e Sch ed ule 13D  filer. Reg is tered 
in vestm en t adviso rs  an d oth er in vestm en t adviso rs  th at  ho ld  less  th an  20% of th e
secu rit ies of an is suer on a strictly p ass ive bas is are exemp t  from  13D  filin g
ob ligat io ns an d, in stead , are generally requ ired to file a sho rt -fo rm  Schedule 13G .
T h es e filing s mus t be ma de elect ro nically.

Q: Wi ll  th e sh o rt  sw in g  pro fits  rul es of  th e Fe deral  Se cu ritie s law s ev e r be
ap pl ica bl e to my He dg e  F un d ?

A : T h e sho rt  sw in g p ro fit s rules  of the Federal Secu rit ies law s will be ap p licab le to  any
H edg e Fun d to the extent  th at  it  acqu ires 10% or more of th e out sta nd ing  secu rities
of an iss uer. The short swing  profits  rules ess en tia lly p ro vid e tha t pro fits ob tained
th ro ugh  the pu rch as e and  sa le or sale and pu rch as e of an eq uit y security with in  a
six- mon th  period mu st be rep a id to  th e iss uer.  T he sh ort  swin g pro fits ru les  ap p ly to
officers, directo rs  an d 10% shareh old ers of pub licly trad ed  co mp anies .  Th e sho rt
sw in g p ro fit  rules will als o be ap p lica ble to a H edg e Fun d if th e G en era l Partn er of
th e Hed ge Fu nd  is  an officer or directo r of a p ub licly trad ed co mp a ny in  which the
H edg e Fun d own s any secu rit ies. Regis tered  invest men t advis ors  are generally
ex em p t from th e s ho rt sw ing  p rofit  ru les.

Q: C a n  I use  my  affi li ate d bro ke r/d ea ler  to ex e cute tra des on  beh alf  of th e  He dg e
Fu n d ?

A : A Hedge Fund  mana ger may generally us e his  affiliated bro k er/d ea ler to execut e
trad es on  beha lf of th e hed ge fu nd , but  in  all ca ses  the general pa rt ner of the Hedg e
Fu nd  will be obliga ted  to seek  bes t execut io n on beh alf of the fund  and sh ould
disclos e the p oss ib ility of execut ion  o f t ra des  b y a n affiliat e.

Q: Wi ll  my  Hedg e Fun d be su bje ct to  th e 2% fl oo r an d  3% limi ta tio n  on  th e
de du cti bi lity  for F ede ra l i n come  tax  pu rpo se s o f busin ess e x pe n ses?

A : H edg e Fun ds are normally clas sified as tra ders an d not  in vesto rs  an d thu s they are
no t sub ject to  th e res trict io ns on  dedu ctibilit y of ex p en ses.



Q. What is UBTI and why should a Hedge Fund manager care?

A: T a x- exemp t org aniza tio ns , includ in g qua lified p en sio n and  p rofit  sh aring trust s and 
in divid ua l ret irement accou nt s, are gen era lly exemp t  from  federa l income taxa tion.
H o wever, such org an iza tions  are su bject  to  taxa tion on  th eir “un relat ed bu sin es s
ta xa ble inco me” (“U BT I ”) .  UB T I in clu des income from  most  business op era tions ;
ho wever, it generally do es not include interest, dividends, and gains from the sale
or exchange of capital assets.  Because hedge funds trade for their own accounts
in debt and equity securities, their income will consist almost exclusively of
interest, dividends, and gains from the sale of capital assets.  Consequently, a tax-
exempt investor’s distributive share of such income of a hedge fund will not be
UBTI and will not be subject to federal income tax.  Tax-exempt investors will be
subject, however, to federal income tax on a portion of any income and gains
derived through a hedge fund from property with respect to which there is
acquisition indebtedness.  Hedge fund borrowings would give rise to UBTI if the
related investment were to give rise to any income during the taxable year or years
in which such borrowing was outstanding or if the related investment were
disposed of at a gain within 12 months after such borrowing was repaid.  Further,
an investment by a hedge fund will result in acquisition indebtedness (i) if
indebtedness incurred before the investment would not have been incurred but for
the investment, (ii) if the investment is actually made with the use of borrowed
funds, or (iii) if the investment necessitates future borrowings and this eventuality
was foreseeable at the time the investment was made.  For example, if a Hedge
Fund were to purchase stock in a company and financed one-half of the purchase
price with debt and then sold the stock for a gain, the Hedge Fund would have
UBTI equal to one-half of the gain offset by one-half of the net interest cost.  A
tax-exempt organization will be subject to a tax return filing requirement if it takes
into account $1,000 or more of gross income in computing UBTI.  The receipt of
UBTI by a tax-exempt organization (other than charitable remainder trusts)
generally will not affect its tax-exempt status if the investment is not otherwise
inconsistent with the nature of its tax exemption.  Short sales transactions
involving publicly traded securities do not generally give rise to UBTI, but, as in all
matters relating to taxes, it is wise to check with your tax adviser.

As a general proposition tax exempt investors do not like to receive UBTI
principally because it requires them to prepare and file a tax return on
Form 990T which they would not otherwise have to file and pay taxes on
that income at the corporate rate and, therefore, they will generally avoid
Hedge Funds which generate UBTI.



Q: Sh ou ld I cre ate a n  off sh ore  f un d ?

A : Offs hore fun ds  are typ ically crea ted  by invest ment ma nag ers who  ha ve sign ifica nt
p o tential in vesto rs  ou ts ide the Un ited Sta tes.  The ad van ta ge of an  offs ho re fu nd is 
th at  th e inves tors in th e fun d wou ld generally no t be sub ject to  Un it ed St ates tax at ion 
as  long  as the fu nd  co mp lied wit h certa in ru les  esta blish ed  by the In terna l R evenu e
Service.  U.S. fu nd  ma na gers typ ically creat e offsho re fu nd s in Carib bea n
ju risdict ion s, alth oug h a Europ ean  offs hore ent it y may be more ap p rop ria te if a
sign ifica nt nu mber of Eu rop ea n invest ors are in vo lved.  Offsho re fu nd s are also 
at tract ive t o U.S . tax  exem p t  in vesto rs  as  a  wa y to avoid  U BT I .

Q: Wh at is a n  o ff sh o re  fu n d ?

A : Offs hore fun ds  are inves tment  co mp anies , org anized out sid e the U nit ed  St at es, which
offer their securit ies  p rim arily to non -U .S. in vesto rs  (a nd , as not ed  ab ove, to  U.S. ta x
ex em p t in ves to rs in  so me in st ances ).  Thes e fun ds  do  have cont acts with th e U nited 
St at es, however.  Firs t, th e fun d' s p ortfo lios co nsist  of secu rities of Am erica n iss uers
wh ich are us ua lly trad ed  in  U nit ed  St at es securit ies  mark et s. Secon dly, th e man agers 
of t hes e fun ds  are gen erally American  m oney man ag ers .

Q: Wh en  is i t w orth w h i le to  esta bli sh  an  o ffsh o re fu n d?

A : An  offs ho re fu nd generally ma k es  sens e only if a mon ey ma na ger has significan t
clients  or p ro sp ect s who  reside ou tside th e United Sta tes . When initially break ing 
in to  no n- U .S . mark ets, many U .S. money man ag ers  will utilize their co nta ct s who 
ha ve sign ifica nt ex p erience and resou rces in  th e inves tment  co mm unity ou ts ide the
U .S. Mo ney man agers  often p ermit  thes e "sp on sors" to  invest  in  their offsh ore fund s
on  favo ra ble term s or pa y them a find er' s fee for in vesto rs  th at  are bro ug ht to  th e
ta ble.

Q: Wh ere sh o uld  I  esta bli sh  my  o ffsh o re fu n d?

A : T h e ans wer to this quest ion  for mo st mo ney mana gers is one of the Ca ribbean  ta x
ha ven jurisd ictio ns . Which of th es e jurisd ictio ns  is  chos en  will often dep end  on the
typ e of entity th at  is  desired and  th e cos t structure of th e fun d. Fo r exa mp le, th e
C a ym an Is lan ds  ha s develop ed a com p rehensive scheme fo r the orga nizat ion  and
ad minis tration  of invest men t fun ds  th at  provides add it ion al secu rit y to po ten tial
in vesto rs , but  th e cos ts  of esta blish in g and  ma in taining a fun d in th e C ayman  Isla nd s
are gen erally hig her tha n man y of the other Carib bea n juris dictions . The Brit is h
Virg in Is lan ds , on the other han d, do es  no t have as ex ten sive a reg ulato ry scheme,
bu t the cost s of es tab lishing  an d maint ain in g a  fund  in t he BV I are g enera lly lower.



Alth oug h som e mon ey ma na gers wit h sig nifican t Europ ean  in vesto r int erest  est ab lis h
fu nd s in Europ ean  offs ho re ju ris diction s such as the Isle of Man , we have fou nd  th at 
th e tim e differen ce crea tes  a dministrat ive d ifficult ies for U .S. ma na gers.

Q: Wh at ha pp en s if a Hedg e Fun d off ers  in tere sts  in  an  of fsh ore  fun d to U.S .
in v e sto rs?

A : T o  the ex ten t tha t U.S . inves tors are solicited , man y of th e leg al co nsiderat io ns
ap p lica ble to dom es tic fund s (su ch  as  the In ves tm ent  Adviso rs Act, th e Invest ment
C o mp any Act an d fed era l and  stat e securities  la ws ) will need to be an alyzed.  Also ,
th e fun d will lik ely be con sidered  a pa ssive fo reign  invest men t com p a ny or "P FI C "
fo r U.S . tax  p urp os es, which may have advers e tax  co ns equ en ces  for ta xab le U.S.
in vesto rs .

Q: Ho w much  wil l it co st?

A : We tell our clien ts  th at  th e leg al fee for the pa rtn ersh ip  ag reement , the private
p lacement  memo ran du m and  th e sub scrip tion do cum en ts an d the fo rm ation  of the
general p art ner if an "entity" gen era l partn er is  prep ared will ap p ro xim at e $15,000 to
$20,000. Exp en ses  genera lly are limit ed  to  filing  fees  wh ich p rincip a lly will dep end 
up on  ho w man y sta tes are filed in for blue sk y pu rp o ses.  Other exp en ses  are st rictly
a fu nct io n of how  much  time and mo ney you wish to  sp en d org anizing th e fun d.
An  o ffs ho re fu nd will us ually co st  $30,000 t o $40,000.


