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In your letter dated December 7, 1993, you request
 
assurances that we would not recommend enforcement action to the
 
Commission under Section 205 (a) (1) of the Investment Advisers Act
 
of 1940 if Sumit Advisors, Inc. ("Sumit"), a registered
 
investment adviser and general partner of Marlboro Equity
 
Partners, L.P. (the "Partnership"), is allocated profits from the
 
Partnership based on the Partnership's performance for a period
 
of less than one year, as described in your letter.
 

You state that the Partnership is excepted from the

definition of investment company under Section 3 (c) (1) of the 
Investment Company Act of 1940. The Partnership offers and sells
 
limited partnership interests pursuant to Regulation D of the
 
Securities Act of 1933 and Rule 506 thereunder. The Partnership
 
currently has five limited partners and Summit as its sole
 
general partner. Three of the limited partners were admitted to
 
the Partnership in Fepruary of 1993, one in March of 1993 and one
 
in September of 1993. i ünder ths Partnership agreeme~t, Su~~it
 
receives an annual management fee, payable quarterly, or 1% of
 
the net assets of the Partnership. Summi t, as gen¿ral partner,
 
at all times maintains at least a 1% ow~ership interest in the
 
P9.rtnership, and 1% 
 of the Partnership's realized and unrealized
 
net profits and 
 losses are allocated to Summit's capital account.
 

In addition under certain conditions Summit may receive a
 
performance fee.2 This fee, which you propose to prorate for tax
 
purposes, represents 20% of each limited partner's gains as
 
computed under the rule, less cumulative management fees received
 
by Summit and front end sales charges 
 paid by each limited
 
partner, and less any previous performance allocations paid to
 
Summit as General Partner. The fee is to be calculated at the
 
end of each quarter, beginning with the quarter at or following a

1 imi teq partner's one year anniversary. For subsequent quarters, 
the performance period is to be rolled back to the beginning of
 

You state that this request pertains to four limited
 
partners, the three who were admitted in February of
 
1993 and the one admitted in March 1993, and does not
 
apply to the limited partner admitted in September

1993. 

2 You represent that the performance fee is accounted for
on a limited partner-by-limited partner basis. 
Telephone conversation between Jane Katz Crist and
 
Lawrence B. Stoller (Jan. 26, 1994). See Hellmold
 
Associates, Inc. (pub. avail. June 41 1993).
 



each partner's participation.
 

You state that some of the limited partners, because of tax
 
considerations, have requested that a proportionate amount of the
 
annual performance fee be reflected on the Partnership's records
 
as of December 31, 1993. This would result in Summit receiving a
 
performance fee allocation from the capital accounts of these
 
limited partners based on a period of less than one year. While
 
a performance fee allocation will be reflected on the
 
Partnership's and Summit's books, no limited partner will
 
actually pay a performance fee, nor would a performance fee be
 
finally calculated, until the limited partner's funds have been
 
invested in the Partnership for at least one year. 3 Therefore,
 
with respect to the limited partners admitted in February and
 
March of 1993, Sumit will not receive actual payment of a
 
performance fee until March 1994.4 Moreover, you state that
 
Summit ultimately will not receive any performance fee payment ir
 
the cumulative losses in the periods from December 31, 1993 until
 

year anniversaries exceed any
 
cumulative gains in the prior periods.
 
the limited partners' one 


Notwithstanding the general prohibi tioD in Section
20~(a)(1\ Rulo ?O~-, Dormi'~s a reg;s~o~oc." i'nvestme'nr ~C.-'li~~~ ~~.. _) I.. '"........ _.-..L i. _ '-_~_ .... l... ...._ _ __r:~ '-'
charge a fee based upon a share of capital gains upon or capital
 
appreciation of a client's account, if, among other things, the
 
compensation formula ~s based on the performance over a period of
 
not less than one year. You represent that, but for the one

3	 Telephone conversations between Jane Katz Crist and 
Lawrence B. Stoller (Jan. 24 and 26¡ 1994). You statei 
for example, that, if a limited partner's capital 
contribution to the Pa~tnership was received on 
February 15, 1993, and the performance allocation to 
Summit for this limited partner for the period ending 
February 14, 19,94 was $10,000, then on February 15, 
1994 or shortly the~eafter, sumit's capital account 
would be allocated 10.5/12 of $10,000 or $8,750 from 
this 1 imi ted partner' s capital account as of December
31, 1993. Sumit would not be able to withdraw its 
performance allocation as of December 31, 1993, but
 
would have to wait to withdraw its performance
 
allocation until February 15, 1994. Furthermore,
 
Summit would not collect any performance fee if the
 
losses in the period from December 31, 1993 untii
 
February 15, 1994 exceeded the gains in the prior

period. 

4 Telephone conversation between Jane Katz Crist and

Linda Schneider (Jan. 28,1994). 
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year requirement, all of the conditions of Rule 205-3 are met.5
 
Despite the fact that a performance fee will be assessed for a
 
period of less than one year, you believe that the proposal is
 
consistent with the purpose of the Rule.
 

In adopting the Rule, the Commission required a one-year
 
minimum period to preclude an adviser from basing an incentive
 
fee on short-term fluctuations in securities prices ~ 6 You state
 
that, even if the proposed arrangement is viewed as a performance
 
fee for a period of less than one year, the cumulative gains
 
aspect of the performance allocation formula satisfies the
 
purpose of the Rule's one-year requirement. The Partnership's
 
limited partners are protected from the possibility of short
termi speculative trading by Summit because Summit i s compensation
 
in the short period will be reduced by any losses incurred in the
 
full year.
 

On the basis of the facts and representations in your letter
 
and the telephone conversations, we would not recommend
 
enforcement action to the Commission under Section 205(a) (1) if
 
Summit is allocated profits from the Partnership based on the
 
Partnership's performance for a period of less than one ye2~. ;~e

note that our response would be diffe~ent if the ul ti3ate 
performance calculations on which this aiiocation is based were
 
for a period of less than one year. This response expresses the
 

on enforcement action only and does not
Division's position 


'conclusion on the issues presented.
express any legal 


Gýh~CoL~1J_L¿L
Linda A. Schneider
 
Attorney 

5	 Telephone conversation between Jane Katz Crist and 
Lawrence B. Stoller (Jan. 26, 1994). 

6	 Investment Advisers Act ReI. No. 996 (Nov. 14, 1985) 
(adopting Rule 205-3). The Commission adopted the one-
year requirement as an alternative to the cumulative
 
loss provision of proposed Rule 205-3. See Investment
 
Advisers A~t Rel. No. 961 (Mar. 151 1985).
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Investment Advisers Act of 1940
 
section 205; Rule 205-3
 

VIA FEDERAL EXPRESS
 

'lhomas S. Harman, Esq. 
Chief counsel
 
Division of Investment Management
 
Securities and Exchange Commission
 
450 Fifth Street, N. W.
 
Washington, D.C. 20549
 

Re: Summit Advisors, Inc.
 
File No. 801-42184
 

, Dear Mr. Harman: , 

i 
.."¡ 
,'¡
. ~	 On behalf of my client, Summit Advisors, Inc. ("Summit"): a 

registered investment adviser and general partner of Marlboro 
Equity Partners, L. P. (the "Partnership"), I request the staff's 
advice that it will not recommend that the Commission take 
enforcement action if Summit is allocated profits from the 
Partnership based on the Partnership's performance for a period of 
less than one year in the manner described below. 

Summit proposes to receive an allocation of profits from the
 
capital accounts of certain of the Partnership's limited partners
 
based on the performance of such limited partner's capital account
 
for a period of less than one year. However, this allocation with
 
respect to each limited partner would be a portion of the year's
 
profits in such limited partner's capital account and would be made
 
after such limited partner's funds had been invested in the
 
Partnership for at least one year.
 

Background 

Summit, a Cal ifornia corporation 1 is a registered investment
II ), is
adviser under the Investment .i..dvisers .i..ct or 1940 (the "Act. 


the sole general partner of the Partnership 
 1 and in that capacit¡ i
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Summit is also
acts as investment adviser of the Partnership. 1
 
registered with the National Futures Association as a commodity
 
trading advisor and commodity pool operator.
 

The Partnership is a California limited partnership formed in
 
January of 1993 which is engaged in the business of investing in
 
mutual funds and S & P 500 Index Futures contracts. The
 
Partnership is a private fund exempt from investment company status
 
by virtue of section 3(c) (1) of the Investment Company Act of 1940.
 
The Partnership currently has five limited partners and Summit as
 
its sole general partner. The limited partnership interests were
 
offered ana sold in transactions pursuant to Regulation D of the


Actll) and Eule 506 promulgatedSecurities Act of 1933 (the 111933 


-'"erouna"e"' 2 Each li''';~e'' i-a""~ner h-s a ..~n;..u.. innes~""ent ~n ~nc.
\....i _.. _ . __ ..lL.. L___ .t _ '- ...c .i~L....l_J.ll ':lL __...i v ...:l..... .L L....:_ 
Partnershi? of $1 million.
 

Fursuant to the p.~greement of Limited Par-:nership (the lIPartnershi:; 
Agreement"), Summit is entitled to recGive an annual management
 
fee, payable quarterly, of 1% of the net assets of the Partnership.
 
In addition, Summit, as general partner, at all times maintains at
 

in the Partnership, and 1% of the
 
Partnership's realized and unrealized net profits and losses are

least a 1% ownership interest 


allocated to Summit's' 'capi tal account. Furthermore, in certain
circumstances, as describeò below, a performance allocation (the 
"Performance Allocation") will also be allocated from the capital
 
accounts of limited partners to the capital account of Summit.
 

If there are cumulative net profits in a limited partner's capital
 
account for the time periods described below, a Performance

Allocation T.vill be made to Summit' s capital account from such 
limited partner's capital account. Net profits include realized
 
and unrealized capital gains (net of realized and unrealized
 

1 As a result of its responsibilities as general partner,
 

including the disbursement of Partnership funds , summit has
 
initiated proceòures to comply with the provisions of Rule 206 (4)-2
 
under the Act and related recordkeeping requirements.
 

2 Pursuant to Section 4.7 (a) or Part 4 or the Regulations
 
under the commodity Exchange Act, Summit claimed an exemption rrom
 
riling the Partnership i s offering memorandum with the Commodi tj
 
Futures Trading Comrniss ion.
 

1 



Thomas S. Harman, Esq.
 
December 7, 1993
 
Page 3
 

losses) before deduction of certain expenses3 and any front-end

load sales charges. Cumulative Net Profits .for each limited 
partner are the total net profits allocated to such limited
 
partner's capital account less total net losses allocated to such
 
limited partner's capital account from the date of admission of
 
such limited partner to the Partnership (the "Admission Date") to
 
the date Cumulative Net Profits are calculated.
 

The amount of the Performance Allocation with respect to each
 
limited partner will be equal to: (A) 20% of the Cumulative Net
 
Profits allocated to such limited partner's capital account less:
 
(B) the cumulative management fee and cumulative front-end load

sales charges charged to such limited partner's capital account
 
since the Admission Date; and less (C) any amounts previously
 
allocated to Summit as a Per::ormance Allocation. ~he ?~rtnershi~
 
Ag=:eement oro\/ides . ~D.ê."C SU:TtTJi t. -,vi:i recei'ls -..,- ?e::fa:::na.!1C2

AllocatiOn commencing on the first anniversary 0:: _ limitec',
partner's admission to the Partnership tor at the end 0:: the fiscal 
quarter following such anniversary if the first anniversary occurs


and continuing as
 
òf the end of each fiscal quarter thereafter. A similar allocation
 
calculation will be made upon any partial or complete withdrawal by
 
a limited partner and .upon termination of the Partnership as long
 
as such partner has been a iimited partner for at least twelve


on a day other than the end of a fiscal quarter) 


months. 

For example, . if, at the end of the fiscal quarter follmving the 
first anniversary of the Admission Date, there were Cumulative Net 

;'. Profits of $100,000 aiiocated to such limited partner's capital 
account since the Admission Date and there were no additions to, or 
withdrawals from such limited partner's capital account, Summit's 
Performance Allocation would be 20% of $100,000 or $20,000 less the 
management fee charged to such limited partner's capital account 
since the Admission Date of $1,000, and less the front-end load 
sales charges charged to such limited partner's capital account 
since the Admission Date of $9,000,4 or a Performance Allocation 

3 The expenses which are not deducted from net profits are
 
the management fee and accounting fees. ~he management fee and
 
front-end load sales charges are deducted from the Performance

Allocation. 

4 The Partnership Agreement provides that the a~ount of the 
management fee payable to Summit shall be reduced by the amount of
front-end load sales charges paid by the Partnership. Thus i this 
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of $10,000. If at the end of the second fiscal quarter following
 
the first anniversary of the Admission Date, there were Cumulative
 
Net Profits of $125,000 allocated to such limited partner's capital
 
account from the Admission Date to the end of such quarter, and
 
there were no additions to, or withdrawals from such limited
 
, partner's capital account, Summit's Performance Allocation would be
 
20% of $125,000 or $25,000, less the cumulative management fee
 
charged to such limited partner's capital account since the
 
Admission Date of $3,500, less the cumulative front-end load sales
 
charges charged to such limited partner's capital account since the
 
Admission Date of $9,000, and less the Performance Allocation
 
previously allocated to Summit of $10,000, or a Performance
 
Allocation of $2,500.
 

Each investor in the Partnership ilas received a ccmr iaen-:ia-i 
private offering memorandum desçribi~s the Partnership and Su~~i t

and making "C!le required disclosures regarding "'r:e Perfor::a:-.ce 
Allocation. In additioni each investor in the ?art~ership received
 

Agreement and a copy or Part II of
 
Summit's Form ADV. Each limited partner has signed a subscription
 
ágreement and completed a questionnaire. These documents enabled
 
Summit to make a good faith determination that each limited partner
 
satisfied the suitability requirements for investing in the
 
Partnership and understood the methods of compensation to Summit
 
and the risks inherent in investing in the Partnership. Each
 
limited partner also signed representations and warranties


a copy of the Partnership 


concerning, among other things, his sui tabili ty and understanding 
of the compensation method and the associated risks. None of the
 
limited partners in the Partnership were clients of Summit prior to
 
acquiring a Partnership interest. As a result of these procedures,
 
Summit assured itself that decisions as to investment in the
 
Partnership were made independently by the. limited partners. 

Rule 205-3 (c) 

Paragraph (c) (3) of the Rule provides that:
 

" . . . any compensation paid to the adviser under this rule is 
based on the gains less the losses (computed in accordance
 
with paragraphs (c) (1) and (2)) in the client's account for a

period of not less than one year. II 

hypothetical management fee has been reduced by the hypothetic31
 
front-end sales charge of $9/000.
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The Partnership received initial capital contributions from its
 
limited partners commencing in February of 1993. Thus, the
 
Performance Allocation to Summit's capital account from each
 
limited partner's capital account cannot be made until twelve
 
months after the Partnership's receipt of such limited partners'
 
initial capital contributions, or at various dates in 1994.

However, some 0 f the 1 imi ted partners, beca us e 0 f tax 
considerations, have requested that a proportionate Performance
 
Allocation be made to Summit's capital account from such partners'

capital accounts as of 12/31/93. This proportionate allocation 
would not be calculated nor entered into the Partnership's records
 
until after such 1 imi ted partner's fund? had been invested in the
 
Partnership for at least twelve months.'
 

Under this proposal, t~e Partnershin' s records, as 0 f 12/3 II 9 3 !
.,',iculd reflect an 2.11cca-:icn to SUTI-:~-:I s capital c.cccur~t. of _ 
~~ac~ i' on ~~ t:' One Por~orm-nco ~ 1 ' oc- r ì ~n ; ~ an'- f~~ ~~ 0 r~~u; ro~
~.. i., '-~ .. ,_ ___ _, ..L c... '- ...._~ a._~_l~!. -:_, .j~i _.. ~ _.__ i:"- -~_..
 

"C,vel ve-mon"Ch perioc., "Che numera"Cor or ,~'r:2.Crl is tne nU::UJe:: of mont:hs 
the limited partner's funds had been invested in the Partnership as
 
of 12/31/93 and the denominator of which is 12. For example, if a
 
limited partner's capital contribution to the Partnership was
 
received on February l5, 1993, and the Performance Allocation to
 
Summit for this limited partner for the period ending February 14,
 
1994 was $10 1000, then on February 15, 1994 or shortly thereafter,
 
Summit's capital account would be allocated 10.5/12 of $10,000 or
 
$8,750 from this limited partner's capital account as òf 12/31/93.
 
In addition, under this proposal, Summit would not be able to,
 
withdraw its Performance Allocation as of 12/31/93, but would have
 
to wait to withdraw its Performance Allocation until twelve months
 
after a 1 imi ted partner's funds had been invested in the

Partnership. 

Discussion 

section 205 (1) of the Act prohibits an adviser from receiving
 
compensation based upon a share of capital gains or appreciation of

the funds of an advisory client. 
The Commission has summarized this section's purpose as follows:
 

5 Three 0 f the 1 imi ted part:-ers Ttlere admitted to the 
Partnership in February of 19931 one in March of 1993 and one in

September of 1993. This request 'tlouli not apply to the limitei 
partner who was admitted in September of 1993.
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"congress enacted the prohibition of section (205 (a) (1) J 
against performance fees in 1940 to protect clients of
 
investment advisers from fee arrangements which in Congress'
 
view could encourage advisers to engage in speculative trading
 
practices while managing clients' funds in order to realize or
 
increase an advisory fee. Performance fees were characterized
 
as, 'heads I win, tails you lose,' arrangements in which the
 
adviser had everything to gain if successful and little, if
 
anything to lose, if not." Release No. IA-996, 1985-1986 ccH
 
Fed. Sec. L. Rptr., ~83,939, at p. 87,901, including n.3; 50

Fed. Reg. 48555, (Nov. 14, 1985) (citations omitted). 

Rule 205-3 under the Act ¡vas adopted ivith -cne same vier.v to 
protecting advisory clients from fee arrangements not in their best
 
interests and ,tihich would encourage advisers "Co speculate ¡vi th


. cl iËnt.s i funds. The Rule i s ccndi tions 2.~e c:e:s igr:eè tc p::c:i;i i~Ë
al ternati ve safeguards to the s"Catutory prohi~i "Cion. In ac.c.i "Cion, 
one of the underlying concepts in the adoption of Section 2 05, and
 
the rules thereunder, is the belief that advisory clients need the
 
protections offerßd by the Act from arrangements that give
 
'investment managers 'a direct pecuniary interest in pursuing high
 
risk investment policies at the expense of their clients.
 

In the proposed arrangement discussed above, whereby a portion of
 
the Performance Allocation would be made to Summit as of a date
 
prior to the one year anniversary of a limited partner's investment
 
in the Partnership, the minimum period of one year would already
 
have elapsed before Summit would actually receive any Performance
 
Allocation for, any portion of a measurement period less than one
 
year. Moreover, the proposed arrangement satisfies the Rule's
 
condition of requiring a performance fee to be based on an
 
adviser's performance for at least one year. The Performance
 
Allocation would not be calculated until after the one-year
 
anniversary of a limited partner's investment in the Partnership.
 
The Performance Allocation, a portion of which would be allocated

to Summit from appropriate limited partners ' capital accounts, 
would be based on the performance of the limited partner's capital

account over a one-year period. 

Thus, if a limited partner's capital account had net profits for
 
the first 10 1/2 months in the example given above, but in the last
 
1 1/2 months of the year, the limited partner's capital account
 
suffered net losses in excess of net profits, then under the

proposed arrangement, Summit ',¡ould net recei'1e any Performance 
Allocation from that limited partner's capital account for the
 
year's period. This method of calculating the Performance
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Allocation insures that Summit will not have any incentive to
 
engage in speculative trading over the short-term.
 

Moreover, the use of cumulative gains less cumulative losses as the
 
basis of calculating the Performance Allocation to Summit also
 
insures that Summit will not have any incentive to engage in short-

term speculative trading. When the Commission originally proposed
 
Rule 205-3 in 1985, the proposed Rule did not have any requirement
 
for calculating performance over a one-year period. Rather r
 
paragraph (c) (3) of the Rule, as originally proposed, required that
 
any compensation paid to the adviser for a given period under the
 
Rule be based on cumulative gains less cumulative losses for the
 
period. Release No. IA-961, ccH 1984-1985 Fed. Sec. L. Rptr.

~83,7491 50 Fed. Reg. 11718, (Mar. 1S, 1985). Tl:e cCTI:nission 
dropped the requirement of cumulative gains less cumu:a~ive losses
 
tor t~e pe~icd from the final Rule and save ~~~e fclls~ii~g =2~~c~a12
 
rcr this c~ê.nge:
 

IIIn the Commission's view, a one-year period is sufficiently
 

long generally to achieve the purpose of the proposed
 
cumulative loss provision -- precluding an adviser from basing

an incentive fee on short term fluctuations in securities 

II Release No. IA-996, 1985-1986 ccH Fed. Sec. Rptr.

prices. 

supra. at 87,903-87,904.
 

Thus, even if one viewed the proposed arrangement as a performance
 
fee based on performanc~ for a period of less than one year, the
 
cumulative gains aspect of the Performance Allocation formula
 
satisfies the purpose of the Rulers one-year requirement to
 
prohibit advisers from basing incentive fees on short-term
 
fluctuations in securities' prices. The limited partners of the
 
Partnership are protected from the possibility of speculative
 
trading by 
 Summit because its future compensation will be reduced
 
by any losses that it incurs for the Partnership.
 

For the foregoing reasons, it is my opinion that the proposed
 
allocation arrangement described above is permissible under Rule
 
205-3 under the Act. I therefore request the staff's advice that
 
it will not recommend that the Commission take enforcement action
 
if Summit receives a proportionate Performance Allocation from each
 
limited partner's capital account in the manner described in this
 
letter. In the event that you disagree with the views expressed in
 
the request 1 I would ask that you so inform me before you issue a
 
written response.
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I have enclosed herewith four additional copies of this no-action
 
request. Please do not hesitate to contact the undersigned at
 
(310) 207-9818 should you have any questions or desire any further

information. Thank you for your consideration of this request. 

Very truly yours 1
 

¡,J'~ " ¿~/, /
..~.¿¿. /~-~ v-.IA__r

- Jane Katz Crist
 

cc: De~nis A. Ti to
 


