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Investment Adviser Change of Control Transactions: Obtaining Client Consent
by David W. Blass, Rajib Chanda and Samuel Francis, Simpson Thacher & Bartlett LLP

This practice note addresses adviser-assignment and client-consent issues in the context of private funds and separately managed
accounts. This practice note also identifies related considerations when structuring, negotiating, and closing transactions involving
the change of control of an investment advisory business.

Introduction

Per Section 205 (15 U.S.C. § 80b-5) of the Investment Advisers Act of 1940 (the Advisers Act), advisory contracts entered into by
investment advisers registered with the Securities and Exchange Commission (SEC) may not be assigned without the client’s consent.
Transactions involving an adviser, or a company that owns a stake in an adviser, often raise the issue of whether the transaction will
result in the assighment of advisory contracts. If an assignment results, what is the process an adviser will use to obtain the requisite
client consent?

Though outside the scope of this practice note, practitioners should keep in mind that a somewhat different regulatory framework
applies to the assignment of an advisory contract with a registered investment company. Specifically, Section 15 (15 U.S.C. § 80a-15)
of the Investment Company Act of 1940 (the Company Act) requires an advisory contract with a registered investment company
to provide for the contract’s automatic termination in the event of its assighment and also requires shareholder approval for new
advisory contracts.

Transactions Deemed an Assignment

Section 202(a)(1) (15 U.S.C. § 80b-2) of the Advisers Act defines the term “assignment” to include any direct or indirect transfer of an
advisory contract by an adviser or any transfer of a controlling block of an adviser’s outstanding voting securities. Control for these
purposes means the power to exercise a controlling influence over the management or policies of a company, unless such power is
solely the result of an official position with such company. Any person who beneficially owns, directly or indirectly, more than 25%
of the voting securities of a company is generally presumed to control that company. However, a transaction that does not result in a
change of actual control or management of the adviser would not be an assignment.

The Advisers Act does not expressly provide a specific test for control, but practitioners generally apply the rebuttable presumption
in Section 2(a)(9) (15 U.S.C. § 80a-2) of the Company Act for purposes of determining whether a transaction is an assighment under
the Advisers Act. The SEC has also incorporated this presumption into the definition of control in the Glossary to Form ADV. The
formulations differ slightly in that the Company Act states “more than 25 percent” is presumed control, while the Form ADV standard
is “25 percent or more.” This distinction can be significant where there is a change of ownership of exactly 25% of an adviser (e.g.,
one of four equal partners is selling its interest).

The SEC staff has discontinued its practice from the 1990s of issuing no-action letters addressing whether certain transactions
constitute a change of control and thus an assignment under the Advisers Act. Parties contemplating the potential change of control
of an adviser therefore need to evaluate the relevant facts and circumstances in light of that earlier guidance and determine with
their respective counsel whether such transaction could be deemed an assignment.

Consequences for Failing to Obtain Consent

The primary consequence for assigning an advisory contract without the client’s consent is a claim for breach of contract. Clients may
seek to bring a lawsuit against the adviser asserting a state law contract claim or, potentially, under the limited private right of action
implied by Section 215 (15 U.S.C. § 80b-15) of the Advisers Act to void the contract and obtain restitution of advisory fees paid. While
there have not been many cases where a client sued an adviser for not obtaining the requisite consent as a stand-alone issue, such
a claim has been added to litigation involving other more egregious alleged actions. Proving the elements of reliance, causation, and
damages could be challenging (particularly if the client received notice), but there may be circumstances in which a client would have
suffered adverse consequences if the advisory relationship were terminated at the time of the transaction.
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For its part, the SEC has expressed the view that its enforcement authority extends only to the requirement in Section 205 (15 U.S.C.
§ 80b-5) of the Advisers Act that the advisory contract contain the required consent provision. Significantly, the SEC does not believe
it has the authority to bring an enforcement action against an adviser solely for failing to obtain the consent. The SEC’s view of its
authority has changed over the years. In the past, the SEC asserted that it had the authority to bring an enforcement action against an
adviser both for its omission of the required anti-assignment provision in an advisory contract and for its failure to obtain the consent
this provision requires.

That said, if the SEC were motivated to bring an action against an adviser, it could seek to assert authority other than Section 205
(15 U.S.C. § 80b-5) for the basis of the action. For example, the SEC potentially could assert that an adviser’s breach of the terms of
its advisory contracts is a violation of its fiduciary duties under Section 206(1) or (2) (15 U.S.C. § 80b-6) of the Advisers Act (the anti-
fraud provisions) or a failure to implement controls mandated by Rule 206(4)-7 (17 C.F.R. § 275.206(4)-7) under the Advisers Act (the
compliance rule).

Interpretation of Advisory Contracts

When a transaction constitutes an assignment under the Advisers Act, each advisory contract may establish a specific process for
obtaining the client’s consent, as well as other rights the client has if the adviser breaches the agreement. A transaction that does not
result in a change of actual control or management of the adviser within the meaning of the Advisers Act may nevertheless breach
the contract’s express anti-assignment provision.

Applicable state law, including statutes regarding mergers and acquisitions and relevant case law, generally governs these provisions.
Certain deal structures, such as reverse triangular mergers and indirect stock acquisitions, are more likely to avoid anti-assignment
provisions effectively because the adviser survives the transaction and remains the same legal entity as the original party to its
contracts. Courts typically analyze the language of such provisions in determining whether the parties intended to prohibit such form
of change of control, and the use of comprehensive anti-assignment language may be a deciding factor.

Notice and Consent Process

The Advisers Act and SEC guidance do not expound on appropriate language for, or the interpretation of, the required contractual
provision that the advisory contract may not be assigned without the consent of the other party to the contract. As a result, some
important questions are left to interpretation, including who is authorized to give consent on behalf of clients, whether affirmative
consent is required or if negative consent is sufficient, how many days in advance of a transaction must clients be notified, and
whether such notices need to be delivered to clients in any specific way.

Who Can Provide Consent on Behalf of Clients?

Section 205 (15 U.S.C. § 80b-5) states that the “other party to the contract” must consent to the assignment. In the case of a
managed account or single-investor fund, the adviser would request consent from the sole investor. For investment platforms such as
collective-investment trusts, wrap-fee programs, and insurance-dedicated funds, the trustee or sponsor is often authorized to provide
consent on behalf of the underlying investors. Similarly, where an offshore pooled-investment vehicle is governed by an independent
board of directors that can objectively assess the transaction, the board’s consent could be sufficient.

Practices diverge, however, with respect to obtaining consent from a domestic private fund with no board of directors. The expedient
view is that the general partner / managing member is authorized to provide consent on behalf of the fund. However, there may be
a conflict of interest if the general partner / managing member is an affiliate of the adviser, as is typically the case. The more typical
approach is therefore to notify and request consent from the underlying investors. The adviser may offer each investor an opportunity
to withdraw from the fund (in the case of an open-end fund) or engage a third-party expert to represent the investors’ interests, seek
consent of a group authorized to act on behalf of investors (such as a limited-partner advisory committee), and/or hold a vote of the
investors to approve the assignment (in the case of a closed-end fund). The SEC has likewise implied in recently settled enforcement
actions that a committee of independent investors may provide consent, but not a related person of the adviser.

What Form of Consent Must Be Obtained?

The parties must also determine the proper form of consent to request from each client, including whether such consent should be
affirmative or negative. An adviser could obtain affirmative consent by providing notice of the proposed transaction to its clients and
asking them to sign and return a written consent. Given the logistical difficulties with obtaining affirmative consents, the SEC in a
series of no-action letters in the 1980s approved a negative consent process in which a client’s inaction may be treated as consent.
The instructions to Item 5 of Form ADV-W indeed provide that “Client consent can be obtained through an actual consent, or can be
inferred through the use of a negative consent.”
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Whether an adviser can rely on negative consent or is required to obtain affirmative consent generally depends on the terms of the
advisory contract with each client and state law. Affirmative consent is likely required if the contract specifies that it may not be
assigned without “written” or “express” consent, whereas negative consent would be acceptable if the contract explicitly permits
negative consent or may be sufficient if the contract is silent as to the requisite form of consent. Thus, the particular form of consent
that is required is largely agreed-upon contractually between the adviser and its client.

When Should an Adviser Request Consent?

The form of consent will generally dictate the notice period required for the assignment of a client’s advisory contract. Affirmative
consent doesn’t necessarily demand any specific period of time, but it could actually take many months to receive a formal response
from certain clients, particularly governmental and other institutional investors. Conversely, clients must be given adequate notice if
the adviser is relying on negative consent, and the SEC has commented only on consent periods of at least 45 to 60 days (although a
notice period of 30 days is occasionally used in practice).

Putting these timelines into practice, an adviser could obtain negative consent by notifying its clients, for example, 20 days prior
to the transaction and, if a client has not responded within such period, the adviser would continue to provide advisory services,
subject to the client’s right to object within a second period of 45 days by written notice to the adviser (or other affirmative denial).
Alternatively, the adviser could send a second notice to each client that has not responded, stating that the adviser will continue to
provide advisory services, subject to the client’s right to object within 45 days after such second notice. In either case, if the client
does not terminate the adviser’s services within such period, the adviser can presume that the client consents to the assignment.

How Should an Adviser Deliver Consent Notices?

Business contracts typically contain a notice provision that sets forth the manner in which the parties may deliver information to each
other during the term of the contract. Advisory contracts may likewise specify the acceptable methods of delivery, such as personal
delivery, courier service, registered or certified mail, facsimile, and/or e-mail. This provision might also address the form the notice
should take, when notice is considered to be effective, who must receive the notice, and how changes to the contact information
should be communicated.

Given that notice provisions in the advisory contracts with different clients may vary, the parties may opt for using a uniform delivery
method, such as sending copies of the notice to all clients via facsimile and/or e-mail, and then follow up by sending the original
notice to each client in the manner prescribed in the applicable advisory contract. In addition, particularly if the parties are relying on
negative consent, the adviser should consider requesting some sort of confirmation to ensure that each client has received the notice,
such as a physical or electronic return receipt.

Deal-Related Considerations

The ability to assign advisory contracts in accordance with applicable laws is a fundamental concern, along with tax, liability, and
other considerations in all phases of an investment adviser M&A deal. The parties should begin probing any consent issues early
on in the due-diligence stage of the proposed transaction, continue to work out the parameters and ramifications for notifying and
requesting consent from each of the clients in the purchase agreement and/or other transaction documents, and then take such
actions as are necessary after signing and closing to carry out the agreed process.

Conducting Due Diligence

Aswithany M&Atransaction, the buyershould carefully examine the seller’s organizational and ownership structure, business strategies
and products, material contracts and counterparty relationships, litigation and regulatory compliance, executive compensation and
employee benefits, real estate, intellectual property, and so on. With respect to consent in particular, the organizational and operating
agreements of the corporate entities as well as the advisory contracts and other offering documents and investor side letters relating
to the clients may provide various contractual rights and obligations relevant to an assignment transaction.

The parties should review these documents governing both the seller’s corporate entities as well as the clients they manage. The
former may consist of the investment adviser, broker-dealer, general partner, managing member, and any other operating and holding
entities at the top of the seller’s corporate structure. The latter would include all types of funds and accounts sponsored and/or
managed by the adviser, such as private investments funds, registered investment companies, single-investor vehicles, separately
managed accounts, sub-advised funds and accounts, investment trusts, wrap fee programs, and any other investment entities and
trading vehicles in the structure below.
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A practitioner should review the documents for at least three issues:

¢ Type of consent. These documents usually have provisions regarding an assignment of the contract that set forth whether and
what type of consent is required from the other parties.

e Form and timing. If not specifically addressed in the assignment section, notice provisions may also determine the required
recipient, form, timing, and/or delivery of any notices and consents provided under the contract.

* Notice requirements / key person. These documents may also have separate provisions that require notice or consent with
respect to a change of control of the entity and/or any “key person” event that could be triggered in connection with such
transactions, and that could potentially give rise to a different set of rights and obligations.

Negotiating Definitive Agreements

The consent process may be addressed by the parties in a number of sections of the purchase agreement. In addition to standard
representations and warranties, the agreement should contain a representation that the seller has provided all advisory contracts
and other relevant adviser and fund documents, which may be listed in an attached schedule. The agreement or schedule could
also specify the type and form of consent required for each client. To the extent that the seller is not able to provide the relevant
documents with respect to any clients for whatever reason, the seller may be asked to represent the type of consents required with
respect to such clients.

In addition to the representations above, the purchase agreement may also include a covenant that the seller will use its best efforts,
with the buyer’s cooperation, to deliver the notices and obtain the requisite consents in accordance with the process specified for
each client. Depending on business considerations and the agreed-upon consent process, the buyer might also ask to be indemnified
for any damages resulting from the consent process and/or the failure to obtain the consent of any client in connection with the
transaction.

The purchase price and conditions to closing may be tied to these representations and covenants regarding client consents. Payment
of the purchase price is sometimes spread over a period of time, with adjustments based on various factors, such as the performance
of the business over a number of years. Similarly, the purchase price could be adjusted based on the retention of clients under
the agreed-upon consent process. The parties may also agree on closing conditions relating to the receipt of consents from clients
representing a specified percentage of assets under management and/or a certain number of the largest clients.

Completing the Transaction

The notice and consent letters sent to clients might describe the proposed transaction in colloquial terms but will not necessarily
contain detailed disclosures. Rather, Part 1 of the seller’s Form ADV will be amended in connection with the transaction to reflect
the change of ownership and other technical changes, and the Part 2 brochure will likely need updated disclosures relating to the
integration of its business with the buyer. For example, there may be additional risks and conflicts to include as a result of the
transaction.

The seller may also need to modify its compliance and other policies and procedures to align with the buyer’s. For instance, both
parties should consider implications concerning their current holdings as well as any future opportunities in regard to trade allocation
and investment limitations. The governing documents for funds managed by the either of the parties may provide that certain
approvals and/or notifications are required when a fund or account makes or disposes of an investment in which another fund or
account has a position above a certain threshold or when making certain types of investments other than through particular funds
or accounts.

Client notification and/or consent may also be required to the extent the parties wish to amend any provisions of the advisory
agreements or other governing documents. Making amendments could be particularly challenging where negative consent is used
because contracts often provide that they may only be amended in a writing signed by the parties. In such cases, the parties could
either request a signed writing as part of the consent process or instead pursue any such amendments following the transaction. The
parties could also work together after closing to develop updated forms for any new funds and accounts going forward consistent
with terms and disclosures in the buyer’s offering documents.
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Conclusion

When considering a potential change of control, an SEC-registered investment adviser should determine whether the proposed
transaction would be deemed an assignment under the Advisers Act and how to obtain client consents in accordance with the terms
of the applicable advisory contracts. The adviser will likely need to ascertain the required recipient, form, timing, and delivery of
any notices and consents with respect to each of its clients. The parties should therefore discuss any issues relating to notices and
consents, then work out a detailed plan in the transaction documents, and finally execute the agreed process upon signing and
closing.

Related Content
For additional information on manager matters, consent, and changes of control, see the following practice notes and forms:
e Drafting a Management Agreement for a Private Equity Fund
e Domestic Transfer Agreement and PSA
e Limited Partner Transfers and Secondary Sales
¢ Investor Remedies
e Side Letter for a Private Equity Fund

e Drafting a Side Letter for a Private Equity Fund

This excerpt from Lexis Practice Advisor®, a comprehensive practical guidance resource providing insight from leading practitioners, is reproduced with the
permission of LexisNexis. Lexis Practice Advisor includes coverage of the topics critical to attorneys who handle legal matters. For more information

or to sign up for a free trial visit www.lexisnexis.com/practice-advisor. Reproduction of this material, in any form, is specifically prohibited without written
consent from LexisNexis.

Learn more at: lexisnexis.com/practice-advisor

@ LexisNexis

LexisNexis, Lexis Practice Advisor and the Knowledge Burst logo are registered trademarks of Reed Elsevier Properties Inc., used under license.
© 2017 LexisNexis. All rights reserved.


https://advance.lexis.com/open/document/lpadocument/?pdmfid=1000522&crid=80d980e8-a66c-4eda-8964-53481d23f012&pddocfullpath=%2Fshared%2Fdocument%2Fanalytical-materials%2Furn%3AcontentItem%3A5MDF-8P11-JSXV-G0KB-00000-00&pddocid=urn%3AcontentItem%3A5MDF-8P11-JSXV-G0KB-00000-00&pdcontentcomponentid=101201&pdteaserkey=sr0&pditab=allpods&ecomp=rvtg&earg=sr0&prid=e8868a2c-7e21-47b8-aa16-cafd69626532
https://advance.lexis.com/open/document/lpadocument/?pdmfid=1000522&crid=b551adb2-82d7-40f4-b3c2-fb7d301b710e&pddocfullpath=%2Fshared%2Fdocument%2Fforms%2Furn%3AcontentItem%3A5MDF-7JR1-JWXF-22N8-00000-00&pddocid=urn%3AcontentItem%3A5MDF-7JR1-JWXF-22N8-00000-00&pdcontentcomponentid=101202&pdteaserkey=sr0&pditab=allpods&ecomp=rvtg&earg=sr0&prid=bcb24a01-e478-4740-8870-448ea61fa58c
https://advance.lexis.com/open/document/lpadocument/?pdmfid=1000522&crid=25b1d8c8-2c80-40f2-a47a-f6e977630669&pddocfullpath=%2Fshared%2Fdocument%2Fanalytical-materials%2Furn%3AcontentItem%3A5NH4-F0M1-FK0M-S497-00000-00&pddocid=urn%3AcontentItem%3A5NH4-F0M1-FK0M-S497-00000-00&pdcontentcomponentid=101201&pdteaserkey=sr0&pditab=allpods&ecomp=rvtg&earg=sr0&prid=ce049edd-efd7-4ccb-886c-29874f10fe42
https://advance.lexis.com/open/document/lpadocument/?pdmfid=1000522&crid=3d3fa1bf-86b5-4527-9fd9-24b60d2b5c9b&pddocfullpath=%2Fshared%2Fdocument%2Fanalytical-materials%2Furn%3AcontentItem%3A5MDF-8P11-JSXV-G0KJ-00000-00&pddocid=urn%3AcontentItem%3A5MDF-8P11-JSXV-G0KJ-00000-00&pdcontentcomponentid=101201&pdteaserkey=sr0&pditab=allpods&ecomp=rvtg&earg=sr0&prid=3a1c2263-12b0-486f-bb46-38a208661b86
https://advance.lexis.com/open/document/lpadocument/?pdmfid=1000522&crid=8751abe7-0053-48d7-ba7a-ef670ebe4f8c&pddocfullpath=%2Fshared%2Fdocument%2Fforms%2Furn%3AcontentItem%3A5MDF-7JR1-JWXF-22ND-00000-00&pddocid=urn%3AcontentItem%3A5MDF-7JR1-JWXF-22ND-00000-00&pdcontentcomponentid=101202&pdteaserkey=sr0&pditab=allpods&ecomp=rvtg&earg=sr0&prid=67ac5daa-36b1-4911-bf03-cf8c657de794
https://advance.lexis.com/open/document/lpadocument/?pdmfid=1000522&crid=cd323745-8edd-41bd-900a-0d2a4f5be171&pddocfullpath=%2Fshared%2Fdocument%2Fanalytical-materials%2Furn%3AcontentItem%3A5MY5-1MJ1-JGHR-M0XB-00000-00&pddocid=urn%3AcontentItem%3A5MY5-1MJ1-JGHR-M0XB-00000-00&pdcontentcomponentid=101201&pdteaserkey=sr0&pditab=allpods&ecomp=rvtg&earg=sr0&prid=01852482-ec18-4be7-83cc-29aeeafc0b20

	Bookmark_1
	_GoBack
	Introduction
	Transactions_Deemed_an_Assignment
	Consequences_for_Failing_to_Obtain_Conse
	Interpretation_of_Advisory_Contracts
	Notice_and_Consent_Process
	Deal-Related_Considerations
	Conclusion
	Related_Content

