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November 16, 2010
Via Electronic Filing
Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1090
Re:

Reporting of Proxy Votes on Executive Compensation and Other Matters
(File No. S7-30-10)

Dear Ms. Murphy:
The Investment Adviser Association (“IAA”)1 appreciates the opportunity to comment
on the Commission’s proposed rule and form amendments under the Securities Exchange Act
of 1934 (Exchange Act) to facilitate the disclosure of certain votes by institutional investment
managers that are subject to Section 13(f) of the Exchange Act.2
Section 951 of the Dodd-Frank Wall Street Reform and Consumer Protection Act
(Dodd-Frank Act) added new Section 14A to the Exchange Act, which requires issuers to
provide shareholders with a vote on certain executive compensation matters and institutional
investment managers subject to section 13(f) to report at least annually how they voted on
those matters. Specifically, Section 14A(a) requires that a proxy or consent or authorization
for an annual or other meeting of shareholders for which the Commission’s proxy solicitation
rules require compensation disclosure to include: (1) not less frequently than once every three
years, a separate resolution subject to shareholder vote to approve executive compensation;
and (2) not less frequently than once every six years, a separate resolution subject to
shareholder vote to determine whether the required executive compensation votes will occur
every one, two, or three years. Section 14A(b) also requires that any proxy or consent or
authorization relating to a meeting at which shareholders are asked to approve an acquisition,
merger, consolidation, or proposed sale or other disposition of all or substantially all the
assets of an issuer to include a separate resolution subject to shareholder vote to approve the
1

The IAA is a not-for-profit association that represents the interests of investment adviser firms that are
registered with the SEC. For more information, please visit our web site: www.investmentadviser.org.
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Reporting of Proxy Votes on Executive Compensation and Other Matters, Release No. 34-63123 (Oct. 18,
2010) (Section 14A Proxy Voting Disclosure Release).
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executive compensation agreements and understandings that relate to the transaction. These
votes required under Section 14A(a) and (b) (Section 14A Votes) are advisory in nature.
Section 14A(d) requires institutional investment managers subject to Section 13(f) of
the Exchange Act (13(f) Institutional Managers) to report at least annually their proxy voting
records with respect to Section 14A Votes. To facilitate the disclosure of these advisory
votes, the Commission is proposing new rule 14Ad-1 under the Exchange Act to require 13(f)
Institutional Managers to file their records of Section 14A Votes with the Commission
annually on Form N-PX. 3 At the same time, the Commission also is proposing certain
amendments to Form N-PX.
The IAA appreciates the Commission’s prompt proposal regarding the method by
which 13(f) Institutional Managers will be able to disclose their proxy voting records with
respect to Section 14A Votes. We are seeking certain clarifications and confirmations with
respect to the proposal and requesting additional time for compliance with the reporting
requirements.
Reporting of Proxy Votes within a Corporate Group
The proposal provides a mechanism to prevent duplicative reporting similar to that
employed by Form 13F, which permits – but does not require –a single manager to report on
securities with respect to which multiple managers exercise investment discretion. With
respect to this proposal, we understand that in situations in which a holding company would
be a 13(f) Institutional Manager because of its control over other managers that exercise
investment discretion, this method would permit, but not require, the parent to report the
proxy voting record of its affiliates where they share voting authority. Conversely, a 13(f)
Institutional Manager that is the parent of multiple subsidiaries that exercise investment
discretion may choose to have the subsidiaries report the Section 14A votes on its behalf.
We support this flexibility for 13(f) Institutional Managers because different corporate
groups may have varying arrangements with respect to proxy voting. Within certain
corporate groups, there may be shared proxy-voting decision-making through a corporatewide proxy voting committee. In such cases, it may be appropriate for the parent company to
file Form N-PX information. In other situations, however, investment managers within a
corporate group may not share information about voting decisions and subsidiaries may wish
to file their own Form N-PX. In the context of Schedules 13D/13G, the Commission has
recognized that corporate groups can have different structures for voting and investment and
where the “organizational structure of the parent and related entities are such that the voting
and investment powers over the subject securities are exercised independently, attribution
may not be required for the purposes of determining whether a filing threshold has been
exceeded and the aggregate amount owned by the controlling persons.” 4 We urge the
3

Form N-PX is currently used by registered management investment companies to file their complete proxy
voting records with the Commission.

4

Amendments to Beneficial Ownership Reporting Requirements, Rel. No. 34-39538 (Jan. 12, 1998).
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Commission to adopt its proposed flexible approach and permit investment managers within a
corporate group to report either at the holding company level or at the level of the
subsidiaries. Moreover, we request that corporate groups be permitted this flexibility
regardless of whether the holding company and its subsidiaries share voting authority because
(depending on the particular group) it may be operationally more efficient for the holding
company or its subsidiaries to submit Form N-PX. We request that the ability to aggregate or
disaggregate information within a corporate group be explicitly included in the instructions to
Form N-PX.
Reporting of Shared Voting Authority
We also request that the Commission clarify that 13(f) Institutional Managers do not
have to report separately shares over which they have shared voting power if the 13(f)
Institutional Managers share voting power with entities that do not have separate filing
obligations under Section 14A (i.e., are not 13(f) filers).5 We understand that the SEC may
not have intended to require separation of votes for which a 13(f) Institutional Manager is not
reporting on behalf of another 13(f) Institutional Manager.6
In cases where an investment manager may share voting power with a third-party
entity that is not subject to Section 13(f) of the Exchange Act (e.g., a trustee for a trust for
which the investment manager manages the assets), we are of the view that separate reporting
of shares with shared voting power would not be helpful to users of Form N-PX, may lead to
confusion, and cause unnecessary compliance burdens. The purpose of Form N-PX reporting
is to disclose how the 13(f) Institutional Manager itself voted; whether such voting occurred
pursuant to sole or shared voting authority with non-filing entities does not add value to that
disclosure. We request that the Commission clarify in the adopting release that 13(f)
Institutional Managers do not have to report separately shares over which they share voting
power with non-13(f) filers and make necessary changes to the Instructions to Form N-PX to
avoid confusion.
Compliance Date of Rule 14Ad-1
In the proposal, the Commission states that it expects to require 13(f) Institutional
Managers to file their first reports on Form N-PX covering Section 14A Votes at meetings
that occur on or after January 21, 2011 (the first date on which the voting requirements of
Section 14A apply to shareholder meetings) and ending on June 30, 2011. Given the
potentially significant systems changes that must be implemented to capture these new
5

13(f) Institutional Managers are required to identify entities with which they may have shared voting power on
the Form N-PX only if the 13(f) Institutional Managers are making filings on their behalf. The requirement to
identify any other Institutional Manager is intended to help users of Form N-PX to readily identify all reports
that contain Section 14A Votes of a particular manager.

6

The confusion is in part created by the proposed text of the Special Instruction D.4., which states that “an
Institutional Manager must report the number of shares over which the Institutional Manager had sole voting
power separately from the number of shares over which the Institutional Manager had shared voting power”
without reference to reports made on behalf of another filer.
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Section 14A Votes within a short period of time (particularly for institutional managers that
have not previously filed Form N-PX), we request that the Commission permit 13(f)
Institutional Managers to disclose Section 14A Votes starting with meetings occurring on or
after July 1, 2011 (the start of the new reporting period of Form N-PX).
We believe that this initial transition period is analogous to the situation in which an
institutional manager makes its initial Form 13F filing. In that circumstance, the Commission
has proposed not to require an institutional investment manager to file a Form N-PX report for
the twelve-month period ending June 30 of the calendar year in which the manager’s initial
filing on Form 13F is due. According to the Commission, this transition rule is intended to
provide institutional investment managers who become subject to the requirement to file
Form N-PX reports “sufficient time to implement the systems needed to record and report
proxy votes.” Therefore, the Commission has proposed to give a first time Form N-PX filer a
“minimum of six months” before it is “required to begin recording its Section 14A Votes for
purposes of reporting on Form N-PX.”
We request a similar transition period for all institutional investment managers for the
initial reporting of Section 14A Votes. Permitting all 13(f) Institutional Managers to disclose
Section 14A Votes starting with meetings occurring on or after July 1, 2011 would provide
these managers a period of approximately six months to implement systems changes to
capture these votes. For some 13(f) Institutional Managers, proxy votes are processed
manually and are not managed by outside proxy service providers, and new systems must be
developed internally to capture and record Section 14A Votes electronically. Adding to this
challenge is the fact that shareholder meetings are held throughout the year with many annual
meetings occurring starting from January. These early annual meetings do not provide
sufficient time for certain 13(f) Institutional Managers to have the systems ready for these
meetings.7 Indeed, many of the record dates with respect to these early meetings are
occurring in November and December of 2010.
If, however, the Commission believes the Dodd-Frank Act requires disclosure of
Section 14A votes for meetings after January 21, 2011 and that the Commission does not have
discretion to provide a longer transition period, we respectfully request that the Commission
provide formal guidance with respect to the first filing required under the rule. We request
that the Commission issue guidance that it will not take enforcement action against 13(f)
Institutional Managers that are unable to comply fully with the requirements despite diligent
and good faith efforts to comply with the requirements of Rule 14Ad-1 and Form N-PX.
*

*

*

*

*

The IAA supports the Commission’s efforts to implement quickly the requirements of
the Dodd-Frank Act for 13(f) Institutional Managers to provide their proxy voting record of
Section14A Votes. We believe that clarification and confirmation of the issues described
above will be extremely useful to asset managers that must begin immediately the internal
7

We would be pleased to meet with the Commission staff to discuss in more detail the difficulty imposed on
certain 13(f) Institutional Managers that have not previously filed Form N-PX or that do not currently capture all
relevant information electronically for various reasons.
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process of organizing the voting record information to make the required disclosures. We
appreciate the opportunity to provide our views on these issues and would be pleased to
provide any additional information. Please contact the undersigned or Karen L. Barr, General
Counsel, at (202) 293-4222 with any questions regarding these matters.
Respectfully submitted,
/s/ Jennifer S. Choi
Jennifer S. Choi
Associate General Counsel
cc:

The Honorable Mary L. Schapiro, Chairman
The Honorable Kathleen L. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Paredes
Andrew J. Donohue, Director
Susan Nash, Associate Director
Mark Uyeda, Assistant Director
Division of Investment Management
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November 10, 2010
VIA ELECTRONIC MAIL
The Honorable Mary L. Schapiro
Chairman
Securities and Exchange Commission
100 F St., NE
Washington, DC 20549
Re: Request for Commission action re CUSIP identifiers
Dear Chairman Schapiro,
The Bond Dealers of America (BDA)1 the Investment Adviser Association (IAA)2 and
Government Finance Officers Association of the United States and Canada (GFOA)3 are writing

1

The BDA is the Washington, DC based organization that represents securities dealers and banks primarily active
in the U.S. fixed income markets. The BDA (formerly Regional Bond Dealers Association or RBDA) is the only
organization representing the unique interests of these dealers. In addition to federal advocacy, the BDA hosts a
series of meetings and conferences specific to domestic fixed income. For more information, please visit our web
site: www.bdamerica.org.
2

The IAA is a not-for profit association that represents the interests of SEC-registered investment adviser firms.
Founded in 1937, the IAA’s membership consists of approximately 500 firms that collectively manage in excess of
$9 trillion for a wide variety of individual and institutional investors, including pension plans, trusts, investment
companies, endowments, foundations, and corporations. For more information, please visit our web site:
www.investmentadviser.org.
3

GFOA is a professional association of government finance offices in Chicago IL with approximately 17,500
members. GFOA is a not-for profit association whose purpose is to enhance and promote the professional
management of governments. For more information, visit www.gfoa.org.

Ms. Mary L. Schapiro
Securities and Exchange Commission
November --, 2010
Page 2
to highlight our concerns with respect to the collection of use fees for CUSIP standard
identifiers.4
CUSIP identifiers and Licensing Fee Practices
CUSIP identifiers are assigned to new securities issues by the CUSIP Service Bureau
(CSB), which is operated by Standard & Poor’s (S&P).5 For years, market participants
(including bond dealers and investment advisers) have used CUSIP identifiers as standard
practice without requirement that they should pay anything for the use of such numbers supplied
on confirmations, account statements, electronic data sources, and the like. In the last few years,
however, S&P has begun contacting investment advisers, bond dealers, and representatives of
many financial institutions seeking to collect significant licensing fees for the use of CUSIP
identifiers regardless of the source or use of such numbers. S&P evidently takes the position that
even using CUSIP identifiers in a firm’s internal database serves as a basis for a request for
licensing fees. Licensing fees appear to range from approximately $10,000 per year for an
institutional user to hundreds of thousands of dollars per year for unlimited global licenses.
Until recently, market participants used CUSIP identifiers without fear of financial
penalty. In fact, numerous SEC regulations require the use of CUSIP identifiers for various
purposes.6 Where the use of a CUSIP identifier is mandated in regulations of the SEC, selfregulatory organizations, or clearing and settlement utilities, it is inappropriate for S&P to
require payments (particularly given the history of widespread use in the marketplace) and it
creates an unlevel playing field for potential competitors or service providers.
The SEC has many sources of jurisdiction over CUISP identifiers through SEC rules and
their use by various SEC-regulated market participants, including underwriters, broker-dealers,
investment advisers, investors, asset managers, and bond counsel. CUSIP identifiers help ensure
accurate details of a securities transaction at the time of a trade. Since 1979, MSRB rules have
required CUSIP identifiers to be included by a broker, dealer, or municipal securities dealer in
written trade confirmations provided to investors. CUSIP identifiers:
Are routinely included in the final official statement used in connection

with the offering and sale of municipal bonds.
4

The BDA first brought these matters to your attention in a June 10, 2009 letter (copy attached). In the June letter,
the BDA (RBDA at the time) described ongoing efforts by the CUSIP Service Bureau to levy a toll on the majority
of securities transactions, statements, disclosures, and electronic searches that occur daily in the United States.
5
S&P is the CSB contract administrator for the American Bankers Association (ABA), the owner of the CUSIP
identifiers. S&P Rating Services is registered with the SEC as a Nationally Recognized Statistical Rating
Organization; see SEC Rel. No. 34-56513 (Sept. 24, 2007), available at http://www.sec.gov/rules/other/2007/3456513.pdf.
6

See for example, SEC rule for Investment Adviser Codes of Ethics, Rule 204A-1; Schedule 13D; Schedule 13F;
and SEC definitional rule 17Ad-19a5.
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Provide the means of more precisely finding information filed with

MSRB’s EMMA system by an issuer, underwriter, investor, or other market participants
in connection with a continuing disclosure obligation or to incorporate by reference in a
municipal disclosure document.

Are required to be included on the information returns for tax-exempt
government obligations prepared by bond counsel and to be filed with the Internal
Revenue Service (Form 8038-G) by municipal issuers.

Are required on forms and letters of representation needed to register
securities in book entry form at The Depository Trust Company.
SEC-regulated securities market participants use CUSIP identifiers in an integrated way
to help ensure the accurate identity of securities invested, traded, and processed by brokerdealers, underwriters, investment advisers, investors, and bond counsel. CUSIP identifiers
provide an important piece of databases created and used for regulatory reporting and
informational purposes. A rapidly increasing and non-transparent fee for the use and
redistribution of CUSIP identifiers negatively impacts market transparency and liquidity.
The CSB’s recent tactics regarding CUSIP fees exert a chilling effect on market
transparency and the free flow of information for investing, trading, accounting, risk
management, and regulatory reporting. The CSB continues to obfuscate from public view fees
paid by market participants and the terms of the licensing agreements. The CSB appears to first
inquire into use of CUSIP identifiers, determines an annual amount to request for the use of
those numbers, and then requests payment of the amount from dealers, investment advisers, and
investors individually. Thus, fees are evidently imposed on market participants by the CSB on a
case-by-case basis. The CSB pursues these fees with no accountability to, or oversight by,
regulators.
CSB charges CUSIP fees ranging as high as hundreds of thousands of dollars per year for
entities with multiple locations or that provide investor information to their customers and clients
via the web. CSB contends that such large, annually recurring license fees are necessary to cover
its costs of issuing and distributing CUSIP information. However, these contentions are
factually inaccurate in that (1) the issuance of a CUSIP identifier is actually a simple
administrative activity, requiring basic information technology; and (2) distribution of CUSIP
identifiers is a normal, daily activity of leading information vendors such as Bloomberg, Reuters,
and Interactive Data Corporation, requiring no effort and imposing no burden on the CSB. The
costs of administering the clerical activities of assigning identifiers to new issues is covered by
the significant fees paid by securities issuers and others at the time new identifiers are created.
We believe the SEC needs to exercise its jurisdiction over this important aspect of the US
securities markets and accordingly, we urge the Commission to examine these issues and to take
appropriate steps with respect to activities and practices of the CSB and S&P to impose and
collect licensing fees from dealers, investment advisers, and other market participants.

3
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International Developments
S&P and the CSB have been taking similar actions in Europe. In January 2009, the
European Commission opened formal proceedings against S&P regarding S&P’s and CSB’s
practices with respect to licensing fees for CUSIPs. In November 2009, the European
Commission issued a formal Statement of Objections to S&P outlining the European
Commission’s preliminary view that S&P is abusing its dominant position regarding CUSIPs by
requiring financial institutions and information service providers to pay unfair licensing fees for
the use of securities identifiers in the firms’ own databases. The European Commission found
that other securities identification providers either do not charge fees at all or, if they do, they do
so only on the basis of distribution costs as opposed to usage.
The European Commission, in its Statement of Objections to S&P, found that S&P does
not incur any costs for the distribution of its security identifiers to financial institutions. The
European Commission has made a preliminary finding that S&P’s practices are abusive, and may
prohibit the CSB from collecting unreasonable licensing fees in Europe. A copy of the European
Commission Statement of Objections is attached. We understand that the European Commission
has its final decision on hold, but is expected to issue the opinion sometime over the next several
months.
Conclusion
We respectfully request the Commission to follow the example of the European
Commission in examining this situation. We believe the SEC should study the use of these
CUSIP identifiers and their financial and logistic impact on dealers, investment advisers,
investors, and the securities markets in the United States with a view to possible rulemaking
initiatives to reduce burdens on the securities markets and their participants. We urge the
Commission to consider whether it may limit or prohibit the CSB and S&P from requiring
licensing fees from market participants, particularly in situations where the use of a CUSIP
identifier is mandated in the regulations of the SEC or self-regulatory organizations, or clearing
and settlement utilities, or where such payments are inappropriate given the historic development
and widespread usage of CUSIP identifiers. In addition, the SEC should consider eliminating
any unnecessary mandatory use of CUSIP identifiers in its own regulations, financial reporting,
or other uses that might be required by the SEC or entities it oversees such as self regulatory
organizations, exchanges, or clearing and settlement utilities. Finally, the Commission may wish
to examine whether reasonable and appropriate alternative mechanisms exist in lieu of requiring
CUSIP identifiers.

4

Ms. Mary L. Schapiro
Securities and Exchange Commission
November --, 2010
Page 5
Thank you for considering these important issues and please contact us if we may provide
additional information or assistance.
Sincerely,

Mike Nicholas
Chief Executive Officer
Bond Dealers of America
500 New Jersey Avenue,
NW
Sixth Floor
Washington, DC 20001

David G. Tittsworth
Executive Director
Investment Adviser
Association
1050 17th Street, NW
Suite 725
Washington, DC 20036

202.509.9669
mnicholas@bdamerica.org

202.293.4222
david.tittsworth@investme
ntadivser.org

Frank R. Hoadley
Chairman, Debt
Management
Committee
Government Finance
Officers Association
1301 Pennsylvania Ave.,
NW #309
Washington, D.C. 20004
202.393.8468
Frank.hoadley@wisconsin.
gov

____________________________________________________________________________
Enclosures:

Cc:

BDA (as RBDA) Letter to Mary Schapiro, Chairman SEC, June 10, 2009
EU Statement of Objections vis CUSIP and S&P; Notice January 12, 2009 and
Preliminary charges November 16, 2009

The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner
The Honorable Troy A. Paredes, Commissioner
Mr. Robert Cook, Director, Division of Trading and Markets
Mr. Andrew J. Donohue, Director, Division of Investment Management
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October 19, 2010
Via Electronic Filing
Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1090
Re:

SEC Study on Enhancing Investment Adviser Examinations under Section
914 of the Dodd-Frank Wall Street Reform and Consumer Protection Act

Dear Ms. Murphy:
The Investment Adviser Association (“IAA”)1 greatly appreciates the opportunity to
provide comments to the Commission on Section 914 of the Dodd-Frank Wall Street Reform
and Consumer Protection Act (“Dodd-Frank Act”).
Section 914 requires the Commission to “review and analyze the need for enhanced
examination and enforcement resources for investment advisers.” In doing so, the
Commission is directed to consider: (i) the number and frequency of examinations of
investment advisers by the Commission over the last five years; (ii) the extent to which
having Congress authorize the Commission to designate one or more self-regulatory
organizations to augment the Commission‟s efforts in overseeing investment advisers would
improve the frequency of examinations of investment advisers; and (iii) current and potential
approaches to examining the investment advisory activities of dually registered broker-dealers
and investment advisers or affiliated broker-dealers and investment advisers. Section 914
further provides that the Commission “shall use such findings to revise its rules and
regulations, as necessary” and to issue a report to Congress within 180 days, including “a
discussion of regulatory or legislative steps that are recommended or that may be necessary to
address concerns identified in the study.”
A robust and effective examination program for the investment advisory profession is
critical to the Commission‟s mission of protecting investors. We believe that the
1

The IAA is a not-for-profit association that represents the interests of SEC-registered investment adviser firms.
Founded in 1937, the IAA‟s membership consists of over 500 firms that collectively manage in excess of $9
trillion for a wide variety of individual and institutional investors, including pension plans, trusts, investment
companies, endowments, foundations, and corporations. For more information, please visit our web site:
www.investmentadviser.org.
1050 17th Street N.W. · Suite 725 · Washington, DC 20036-5503 · (202) 293-4222 ph · (202) 293-4223 FX · www.investmentadviser.org
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Commission, as an independent governmental regulator directly accountable to Congress and
the public, is the appropriate regulator for oversight of the investment advisory profession.
Consistent with our longstanding position, we continue to strongly support giving the
Commission the resources it needs to conduct an effective and appropriate examination and
enforcement program for registered advisers.2
In assessing the need to enhance the investment adviser examination program, we urge
the Commission to avoid equating frequency of examinations with quality of oversight. The
Commission should strive to achieve an enhanced oversight program by deploying its
resources wisely to identify and target misconduct and firms with high-risk characteristics,
including designing and implementing “smart” examinations. While the introduction of a
self-regulatory organization might result in a greater number of adviser examinations, we are
not persuaded that it would result in overall improvements to the effectiveness of the current
examination regime or enhanced investor protection. As noted by SEC Commissioner Luis
Aguilar, an SRO “is an illusory way of dealing with the problem of resources. The issue is
really one of hiring, training, and overseeing an adequate program to examine advisers.”3
We continue to strongly oppose the creation of an SRO for investment advisers.4 We
do not believe the effectiveness of the SRO model has been demonstrated and are concerned
about the lack of transparency and accountability of non-governmental regulators. The SRO
model is particularly inappropriate for investment advisers, given the diverse nature of the
investment advisory profession and its principles-based regulatory framework. SROs also
result in unnecessary and inefficient layers of bureaucracy and cost.
2

We recently submitted extensive comments to the Commission on its release regarding the Section 913 study in
the Dodd-Frank Act on the obligations of broker-dealers and investment advisers, including the effectiveness of
SEC oversight. See Letter from David G. Tittsworth, Exec. Dir., IAA, to Elizabeth Murphy, Secretary, Sec. and
Exch. Comm‟n, re: Study Regarding Obligations of Brokers, Dealers, and Investment Advisers, Rel. No. IA3058; File No. 4-606 (Aug. 30, 2010) (“IAA Section 913 Letter”), available on our web site under “Comments &
Statements.” See also Study Regarding Obligations of Brokers, Dealers, and Investment Advisers, SEC Rel. No.
IA-3058, File No. 4-606 (July 27, 2010).
3

Luis A. Aguilar, Comm‟r, Sec. and Exch. Comm‟n, SEC’s Oversight of the Adviser Industry Bolsters Investor
Protection (May 7, 2009) (“Comm‟r. Aguilar Speech”). See also Letter from Richard H. Baker, President and
CEO, Managed Funds Association, to Elizabeth Murphy, Secretary, Sec. and Exch. Comm‟n, re: SEC
Regulatory Initiatives Under the Dodd-Frank Act (Sept. 22, 2010) (“MFA strongly supports ensuring that the
Commission has the resources it needs to fulfill its mission . . . . We are concerned that creating a new SRO for
investment advisers would not result in any public policy benefit, but would create an additional layer of
regulation, subjecting advisers to potentially duplicative or inconsistent requirements. We are also concerned,
given the significant variation in business models among investment advisers, from small firms that advise
private funds to the largest global banks that advise retail clients, that a single SRO for investment advisers
would be ill-equipped to handle the diversity of issues without being cost prohibitive.”)
4

See Capital Markets Regulatory Reform: Strengthening Investor Protection, Enhancing Oversight of Private
Pools of Capital, and Creating a National Insurance Office: Hearing Before the H. Comm. on Fin. Servs., 111th
Cong. (Oct. 6, 2009) (statement of David G. Tittsworth, Exec. Dir. of the IAA) (“Tittsworth House Testimony”)
at 28-32.
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Following are our comments on specific provisions of Section 914.
I.

Number and Frequency of Examinations

Section 914 requires the Commission to consider the number and frequency of SEC
examinations of investment advisers over the last five years. The percentage of investment
advisers examined ranged from 17.8% in fiscal year 2005 to 11.1% in fiscal year 2009.5
Currently, approximately 460 examination staff and accountants are responsible for
approximately 11,500 advisers (as well as approximately 7,800 investment companies).6 In
recent years, the growth in the number of investment advisers has stretched the Commission‟s
resources.7 The IAA has long been a strong advocate of bolstering Commission resources.
Indeed, we supported self-funding provisions considered by Congress during deliberations of
the Dodd-Frank legislation.
Although the final legislation does not include a self-funding provision, the DoddFrank Act includes provisions that will significantly increase the Commission‟s level of
resources. For example, it doubles the level of the Commission‟s authorization during the
next five years and allows it to establish a $100 million reserve fund.8 These and other
5

According to data derived from the Commission‟s annual reports, which provide percentages of advisers
examined and the number of exams, as well as the annual Investment Adviser Association and National
Regulatory Services Evolution/Revolution reports, which provide numbers of registered advisers from publicly
available data, 1,530 out of approximately 8,614 registered advisers (17.8%) were examined in fiscal year 2005;
1,346 out of approximately 10,290 registered advisers (13.1%) were examined in fiscal year 2006; 1,379 out of
approximately 10,446 registered advisers (13.2%) were examined in fiscal year 2007; 1,521 out of
approximately 11,292 registered advisers (13.5%) were examined in fiscal year 2008; and 1,244 out of
approximately 11,257 registered advisers (11.1%) were examined in fiscal year 2009. See SEC FY2011
Congressional Justification In Brief (Feb. 2010) (“SEC FY2011 Justification”) at 20. We understand that final
data from fiscal year 2010 is not yet available.
6

See SEC FY2011 Justification, supra note 5, at 4.

7

See Tittsworth House Testimony, supra note 4, at 27. See also Enhancing Investor Protection and the
Regulation of Securities Markets – Part II: Hearing Before the S. Comm. on Banking, Hous., and Urban Affairs,
111th Cong. (Mar. 26, 2009) (statement of David G. Tittsworth, Exec. Dir. of the IAA) (“Tittsworth Senate
Testimony”) at 26-27.
8

Section 991 of Dodd-Frank Act authorizes $1.3 billion for the Commission‟s budget in 2011 and increases the
authorized funding level each year through 2015 to $2.25 billion. For fiscal year 2011, the Commission has
requested 100 new positions for the Office of Compliance Inspections and Examinations (“OCIE”), anticipating
that such staffing will enable it to conduct 50 additional examinations of advisers, 25 additional examinations of
mutual funds, and 75 additional examinations of newly registered private fund advisers. See SEC FY2011
Justification, supra note 5, at 4. In addition, the Commission expects the Division of Risk, Strategy, and
Financial Innovation to provide support to OCIE in its surveillance and risk-targeting efforts. Id. at 50. We
assume that the Commission‟s doubling in its level of authorization over the next five years as a result of the
Dodd-Frank Act will result in at least a doubling of the number of investment adviser examinations conducted.
We suggest that in connection with its Section 914 study, the Commission publish information about the costs of
its investment adviser examination program so that the public may evaluate the Commission‟s tactical
deployment of resources.
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provisions will significantly enhance the Commission‟s ability to examine and inspect SECregistered investment advisers and provide needed resources for long-term planning and
infrastructure. Moreover, the Dodd-Frank Act increases the assets under management
threshold separating federally-registered and state-registered advisers from $25 million to
$100 million. This will shift about 4,000 investment advisers from Commission regulation to
state regulators.9 Even considering the addition of private fund advisers, the ratio of
Commission examination staff to adviser registrants will increase.10
Frequency of examinations is not a proxy for an effective examination and oversight
program. Senator Dodd emphasized this point with respect to Section 913, stating: “in this
review, the paramount issue is effectiveness. If regulatory examinations are frequent or
lengthy but fail to identify significant misconduct – for example, examinations of Bernard L.
Madoff Investment Securities, LLC – they waste resources and create an illusion of effective
regulatory oversight that misleads the public.”11 An effective examination program focuses
on preventing, detecting, and deterring fraud and other abusive practices rather than on
numerical examination targets or technical violations that may not result in investor harm.
We understand that it may be difficult to document situations where an effective examination
program has, for example, chilled potential misconduct. In conducting this analysis, the
Commission could, nonetheless, attempt to gather information about abuses and how the
Commission uncovered them – whether by routine or sweep examinations, tips, complaints,
referrals, or other means. The Commission could also analyze significant misconduct
discovered by other regulators using various methods, as well as other qualitative measures
bearing on effectiveness of oversight.

9

See, e.g., Investment Adviser Association and National Regulatory Services, Evolution/Revolution 2010: A
Profile of the Investment Advisory Profession (Sept. 2010).
10

While the number of private fund advisers that meet the registration criteria specified in the Dodd-Frank Act is
currently unknown, we believe the number will be much smaller than the number of advisers shifting from SEC
to state oversight.
11

156 Cong. Rec. S5920 (daily ed. July 15, 2010) (statement of Sen. Christopher Dodd). See also Financial
Industry Regulatory Authority (“FINRA”) Report of the 2009 Special Review Committee on FINRA‟s
Examination Program in Light of the Stanford and Madoff Schemes (Sept. 2009) (“FINRA Report re: Stanford
and Madoff Schemes”), at 5, available at
http://www.finra.org/web/groups/corporate/@corp/documents/corporate/p120078.pdf (“FINRA examiners did
come across several facts worthy of inquiry associated with the Madoff scheme that, with the benefit of
hindsight, should have been pursued.”); The Madoff Investment Securities Fraud: Regulatory and Oversight
Concerns and the Need for Reform: Hearing Before the S. Comm. on Banking, Hous., and Urban Affairs, 111th
Cong. (Jan. 27, 2009) (testimony of John C. Coffee, Jr., professor at Colum. Univ. Law School) (noting that
Madoff‟s advisory activity was within the NASD‟s and FINRA‟s jurisdiction); Enhancing Investor Protection
and the Regulation of Securities Markets – Part II: Hearing before the S. Comm. on Banking, Hous., and Urban
Affairs, 111th Cong. (Mar. 26, 2009) (“[L]et me say very clearly that I don‟t lay the blame for the SEC‟s failure
to respond appropriately to [Madoff]…at the feet of a lack of resources….In this instance, I am not sure we can
blame resource issues.”) (statement of Mary L. Schapiro, Chairman, Sec. and Exch. Comm‟n during
questioning).
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We commend the meaningful steps recently taken by Chairman Schapiro and the
Director of OCIE to enhance the effectiveness of the current oversight program of advisers
and the examination staff‟s expertise in the securities markets.12 OCIE has undergone
significant changes and reform in the past two years, including: (1) placing a greater
emphasis on fraud detection in addition to identifying potential violations of securities laws;
(2) strengthening internal controls to maximize resources; (3) recruiting examiners with
specialized skills; and (4) increasing examiner expertise through training.13 Importantly,
OCIE has moved aggressively to implement reforms and has focused its strategy to “identify
the areas of highest risk and deploy [its] examiners against these risks, in order to improve
compliance, prevent fraud, monitor risk and inform policy-making.”14 In addition to these
initiatives, OCIE “plans to significantly expand and enhance its oversight of registered
advisers,” including improving its risk assessment and surveillance methodologies, and to
devote “significant resources to conducting cause examinations arising out of tips and
complaints alleging fraud or other abuse, as well as risk targeted and sweep examinations.”15
The Division of Enforcement also has implemented significant changes. In May 2010,
it launched specialized units dedicated to five areas, including asset management for hedge
funds and investment advisers. The Division of Enforcement also enhanced staff training
with specialized skills and implemented the Commission‟s newly-formed Office of Market
Intelligence in January 2010, which is responsible for collection, analysis, risk-weighting,
triage, referral, and monitoring hundreds of thousands of tips, complaints, and referrals
received by the Commission. The Office of Market Intelligence‟s mission is to ensure that
the Enforcement Division dedicates investigative resources to those tips, complaints, or
referrals presenting the greatest threat of investor harm.16 OCIE‟s referrals to Enforcement
12

See Oversight of the U.S. Securities and Exchange Commission: Evaluating Present Reforms and Future
Challenges: Hearing Before the H. Sub. on Capital Markets, Insurance, and Government-Sponsored
Enterprises, 111th Cong. (July 20, 2010) (statement of Mary L. Schapiro, Chairman, Sec. and Exch. Comm‟n)
(“OCIE has instituted a new governance structure with an emphasis on consistency in policy, program, and
deployment of risk-focused strategies to target limited resources to mission critical objectives.”). See also SEC
Oversight: Current State and Agenda, Hearing Before the H. Sub. Comm. on Capital Markets, Insurance, and
Government Sponsored Enterprises, 111th Cong. (July 14, 2009) (statement of Mary L. Schapiro, Chairman,
Sec. and Exch. Comm‟n) and Oversight of the SEC Inspector General’s Report on the ‘Investigation of the
SEC’s Response to Concerns Regarding Robert Allen Stanford’s Alleged Ponzi Scheme’ and Improving SEC
Performance: Hearing Before the S. Comm. On Banking, Hous., and Urban Affairs, 111th Cong. (Sept. 22, 2010)
(testimony of Robert Khuzami, Dir. of Sec. and Exch. Comm‟n Div. of Enforcement, and Carlo di Florio, Dir. of
Sec. and Exch. Comm‟n Office of Compliance Inspections and Examinations) (“SEC Testimony”).
13

See Examinations by the Securities and Exchange Commission, Office of Compliance Inspections and
Examinations, (Feb. 2010) (“OCIE Examinations”), available at
http://www.sec.gov/about/offices/ocie/ocieoverview.pdf.
14

See SEC Testimony, supra note 12, at 13.

15

See SEC FY2011 Justification, supra note 5 at 46.

16

See SEC Testimony, supra note 12, at 7. See also Investigating and Prosecuting Financial Fraud after the
Fraud Enforcement and Recovery Act: Hearing Before the S. Comm. on Judiciary, 111th Cong. (Sept. 22, 2010)
(testimony of Robert Khuzami, Dir. of Sec. and Exch. Comm‟n Div. of Enforcement) (describing recent reforms
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are tracked through this system to ensure proper staff assignments, which is expected to
improve the coordination between Enforcement and OCIE.17 The Division has reiterated its
focus on advisers‟ breach of fiduciary duty, including fraud and misleading disclosure.
We applaud these positive steps to strengthen the Commission‟s enforcement and
examination program.18 We also commend the Commission‟s adoption of Form ADV, Part 2
amendments which will provide additional information about advisers‟ business practices to
assist in risk-targeted examinations. In addition, we recommend the Commission more
regularly issue its ComplianceAlerts to leverage examination findings by identifying areas in
which advisers should proactively focus their compliance resources.19 We would be pleased to
work with the Commission to develop additional ways to ensure a more targeted and effective
examination and enforcement program for investment advisers. For example, we would
welcome a dialogue between Commission staff and investment advisers about potential data
that could assist the Commission in developing an enhanced oversight regime.
II.

Authorizing a Self-Regulatory Organization for Investment Advisers

Section 914 requires the Commission to consider the extent to which having Congress
authorize the Commission to designate one or more self-regulatory organizations “to augment
the Commission‟s efforts in overseeing investment advisers would improve the frequency of
examinations of investment advisers.” Authorizing an SRO to inspect advisers could, of
course, increase the frequency of examinations. However, we urge the Commission to resist
the illusory solution of recommending an SRO for investment advisers simply to increase the
number of exams to which an advisory firm is subject without considering other factors. We
strongly believe the drawbacks to an SRO for advisers – which include inherent conflicts of
interest, serious questions about transparency, accountability, oversight, and added costs and
bureaucracy – outweigh any purported benefits. We do not believe that an additional layer of
regulation and examination by a non-governmental entity will result in a more effective
regulatory oversight program for advisers than enhanced Commission oversight. Thus, we
continue to oppose the establishment of an SRO for investment advisers.20
and initiatives, including close collaboration with OCIE, risk-based investigations, organizational reforms, interagency cooperation, new Office of Market Intelligence and Dodd-Frank Act whistleblower provisions, among
others).
17

See SEC Testimony, supra note 12, at 7.

18

We have consistently supported efforts to improve the SEC examination program for advisers. See, e.g.,
Letter from David G. Tittsworth, Exec. Dir., IAA, to The Hon. Mary L. Schapiro, Chairman, Sec. and Exch.
Comm‟n, re: SEC Exams of Investment Advisers (July 29, 2009).
19

See SEC, ComplianceAlert (Jun. 2007 and Jul. 2008). In these alerts, the Commission examination staff
encourages adviser chief compliance officers to review their compliance programs for particular focus areas
based on examination results, to address any compliance or supervisory weaknesses, and to implement
improvements as appropriate to the firm‟s compliance and supervisory programs.
20

See IAA Section 913 Letter, supra note 2; Tittsworth House Testimony, supra note 4, at 28-32; Tittsworth
Senate Testimony, supra note 7, at 17-26.
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We submit that the effectiveness of the SRO model has not been demonstrated either
in the U.S. or abroad. Many jurisdictions do not use the SRO model and others have tested
and discarded the structure over time.21 For example, in the late 1990‟s, the U.K. government
transferred regulatory powers from several SROs to the Financial Services Authority due to
the complexities and inefficiencies of the U.K. SRO system.22 In particular, officials stated,
“[i]t has long been apparent that the regulatory structure introduced by the Financial Services
Act 1986 (FSA) is not delivering the standard of supervision and investor protection that the
industry and the public have a right to expect. The current two-tier system splits
responsibility between the Securities and Investments Board (SIB) and the Self Regulatory
Organisations (SROs), together with the Recognised Professional Bodies. This division is
inefficient, confusing for investors and lacks accountability and a clear allocation of
responsibilities.”23 In addition, the U.K. Treasury acknowledged that “[a] single regulator
will remove the scope for duplication, gaps and inconsistency that affects the current
system.”24 A U.K. government report noted the inherent conflicts of interest present in the
SRO model stating that, “[t]he proliferation of regulatory bodies has been widely criticised as
unnecessarily complicated, and the term „self-regulating organisations‟ gave rise to the
suspicion that the SROs were guarding the self-interest of their members rather than
protecting the public. This suspicion was fuelled by widespread complaints about fraud,
malpractice and mis-selling.”25

21

“Whereas [SROs] are rather significant in the United States, they do not play any role in the United Kingdom
and are hardly of any importance in Germany. In the EU, priority is given to the statutory approach to
regulation.” See Deutsche Bundesbank, Securities Market Regulation: International Approaches, (Jan. 2006),
available at http://www.bundesbank.de/download/volkswirtschaft/mba/2006/200601mba_en_securities.pdf.
Similarly, Australia does not have SROs as classically defined although exchange organizations have limited
self-regulatory powers. See Prof. Berna Collier, Comm‟r, ASIC, Ensuring Capacity, Integrity and
Accountability of the Regulator (2005), available at http://www.oecd.org/dataoecd/63/12/35174567.pdf.
22

See Enhancing Investor Protection and the Regulation of Securities Markets: Hearing Before the S. Comm. on
Banking, Hous., and Urban Affairs, 111th Cong. 35-36 (Mar. 10, 2009) (statement of Prof. John C. Coffee, Jr.,
Columbia Univ. Law School) (“Ultimately, the then chairman of the SIB [Securities and Investments Board], the
most important of the SROs, acknowledged that self-regulation had failed in the U.K. and seemed unable to
restore investor confidence.”). The recent U.K. proposal to restructure the Financial Services Authority does not
reinstitute the SRO model. See HM Treasury, A new approach to financial regulation: judgement, focus and
stability, 2010, Cm. 7874, available at http://www.hmtreasury.gov.uk/d/consult_financial_regulation_condoc.pdf.
23

See Letter from Gordon Brown, U.K. Chancellor of the Exchequer, to Sir Andrew Large, Chairman of the SIB,
re: Reform of Financial Regulation (May 1997), available at http://www.hm-treasury.gov.uk/press_49_97.htm.
24

See Press Release, U.K. HM Treasury, Plans to modernize financial regulation, Financial Services and
Markets Bill published ( Jul. 30, 1998), available at http://www.hm-treasury.gov.uk/press_126_98.htm.
25

See Select Committee on Treasury, 3rd Report 1998-99, available at
http://www.publications.parliament.uk/pa/cm199899/cmselect/cmtreasy/73/7304.htm.
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There is no evidence that an SRO for advisers would be cost effective for investors or
the SEC. An SRO would impose duplicative regulation as well as significant membership
and other fees on investment advisers, which may be passed on to advisory clients. In
addition, the SEC would still be required to expend significant resources to exercise diligent
oversight of an SRO.26 These resources would be better spent by the SEC in bolstering its
own experienced staff.
The SRO model is particularly inappropriate for investment advisers. The reasons that
persuaded Congress to authorize the creation of an SRO for broker-dealers in 1939 –
including the high level of interconnectivity between broker-dealers as well as the highly
technical issues related to settlement, execution, and reconciliation involving broker-dealer
transactions – simply do not exist in the investment advisory profession. Similarly, one
rationale behind the establishment of an SRO for brokers was the ability to impose ethical
standards beyond those imposed by statute. In contrast, high enforceable ethical standards are
already imposed on investment advisers as fiduciaries under federal law.
The activities and regulation of investment advisers vary significantly from brokerdealers. The core activity of the vast majority of SEC-registered investment advisers is
providing investment advice on a discretionary basis to individual and institutional clients.
The Investment Advisers Act of 1940 is a principles-based framework that contemplates
oversight and enforcement by the Commission. Broker-dealer activities, on the other hand,
include buying and selling securities, variable annuities, and interests in private placements;
margin lending; securities lending; taking custody of client funds or securities; acting as a
market maker, dealer, syndicator, underwriter, or distributor for issuers; and engaging in stock
exchange floor activities. FINRA as the broker-dealer SRO takes a specific rules-based
approach to its members‟ activities. These detailed sales practice and transactional rules are
not appropriate for advisory activities governed by fiduciary principles.
Despite these differences, FINRA – a membership organization designed and
developed to oversee broker-dealer activity – has indicated its desire to exercise oversight and
regulation of investment advisers.27 We oppose extending FINRA‟s jurisdiction to
investment advisers due its lack of accountability, lack of transparency, costs,28 track record,29
and bias favoring the broker-dealer regulatory model.30
26

For example, the SRO system has failed in significant respects on past occasions, requiring substantial
investigation and enhanced oversight by the Commission. See, e.g., SEC, Report of Investigation Pursuant to
Section 21(a) of the Securities Exchange Act of 1934 Regarding NASD and the NASDAQ Market (Aug. 1996);
SEC, Report of Investigation Pursuant to Section 21(a) of the Securities Exchange Act of 1934 Regarding
NASDAQ as Overseen by its Parent NASD, Rel. No. 51163 (Feb. 2005).
27

See, e.g., Capital Markets Regulatory Reform: Strengthening Investor Protection, Enhancing Oversight of
Private Pools of Capital, and Creating a National Insurance Office: Hearing Before the H. Comm. on Fin.
Servs., 111th Cong. (Oct. 6, 2009).
28

See FINRA, Report of the Amerivet Demand Committee of the Financial Industry Regulatory Authority, Inc.
86 (Sept. 13, 2010), available at
http://www.finra.org/web/groups/corporate/@corp/documents/corporate/p122217.pdf (FINRA benchmarks its
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The regulator for investment advisers should acknowledge and appreciate the
practices, culture, regulatory structure, and broad diversity of the advisory profession.31
FINRA‟s explicit advocacy of extending the broker-dealer regulatory framework to advisers
makes it a particularly inappropriate choice to regulate investment advisers.32 Instead, the
SEC, with its experience, expertise and understanding of investment advisers, should continue
to be the primary regulator of the investment advisory profession. As Commissioner Aguilar
has stated, the Commission is “the only entity with experience overseeing investment
advisers, an industry governed by the Advisers Act, which is based on a principles-based
regime. By contrast, broker-dealer SROs primarily regulate through the use of very detailed,
specific sets of rules and are not well versed in the oversight of principles-based regulation.”33
Finally, we urge the Commission to ensure that its Section 914 study is not considered
in a vacuum. The study should take into account other provisions of the Dodd-Frank Act
relating to the Commission‟s oversight functions. For example, the Commission should be
mindful of information that will be generated in response to Section 967, which requires the
SEC to appoint an independent consultant to study whether “the SEC‟s oversight and reliance
on self-regulatory organizations promotes efficient and effective governance for the securities
markets” and “whether adjusting the SEC‟s reliance on self-regulatory organizations is
necessary to promote more efficient and effective governance for the securities markets.”34
senior management compensation based on levels in the financial services industry and states that “non-profit
organizations and governmental agencies were inadequate comparables for compensation purposes”).
29

See, e.g., Letter from Project on Government Oversight (POGO) to Congress calling for increased oversight of
financial self-regulators (Feb. 23, 2010), available at http://www.pogo.org/pogo-files/letters/financialoversight/er-fra-20100223-2.html. See FINRA Report re: Stanford and Madoff Schemes, supra note 11.
30

While we oppose the SRO model in general for advisers, should Congress pursue such a model, we also
strongly object to the notion that an existing SRO (e.g., FINRA) should be the presumptive designee.
31

There are a wide range of adviser business models, including traditional asset management firms, financial
planners, wealth managers, advisers that are part of global financial institutions, small advisers with a limited
number of high net worth clients, asset allocators, private fund managers, mutual fund managers, pension
consultants, and others.
32

See Letter from FINRA to SEC re: File Number 4-606 Study Regarding Obligations of Brokers, Dealers and
Investment Advisers (Aug. 25, 2010). See also, Letters from FINRA to Sec. and Exch. Comm‟n, re: Certain
Broker-Dealers Deemed Not to Be Investment Advisers, Rel. No. 34-50980; File No. S7-25-99 (Feb. 11, 2005
and Apr. 4, 2005).
33

34

Comm‟r. Aguilar Speech, supra note 3.

Other provisions of Dodd-Frank may implicate the structure of any effective and coordinated examination
program for investment advisers. These include Section 416, which requires the General Accounting Office to
conduct a study “of the feasibility of forming a self-regulatory organization to oversee private funds” and
Section 919C, which requires the General Accounting Office to submit a report on “current State and Federal
oversight structure and regulations for financial planners.”
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III.

Dually-Registered and Affiliated Entities

Section 914 requires the Commission to consider current and potential approaches to
examining the investment advisory activities of dually registered broker-dealers and
investment advisers or affiliated broker-dealers and investment advisers.
If an adviser is dually registered with another regulatory agency or has an affiliate that
may be regulated by another federal, state, or international regulator, the Commission should
cooperate and work closely with those regulators to examine and oversee the activities of the
adviser and its affiliates (i.e., FINRA for dually registered advisers and broker-dealers, the
Federal Reserve or other banking regulator for banking entities, the CFTC for CFTCregistered advisers, state regulators, and international regulators for global financial services
companies.) In fact, Chairman Schapiro recently noted that Commission staff is “meeting
regularly, both formally and informally, with other financial regulators. Staff working groups
consult and coordinate with the staffs of the CFTC, Federal Reserve Board and other
prudential financial regulators, as well as the Department of the Treasury, the Department of
State, the Commerce Department, and the Comptroller General.”35
Moreover, we believe OCIE‟s implementation of joint broker-dealer and investment
adviser exams and a cross training process will result in more effective examinations of such
entities.36 OCIE staff has stated that their exams of dual registrants are coordinated and
focused on understanding the interworking of the various businesses and related compliance
issues, as well as research in SRO records. Furthermore, OCIE examinations that identify
recurring problems or gaps in regulatory coverage are brought to the attention of other
Commission divisions or offices, such as the Divisions of Trading and Markets and
Investment Management.37 We believe these significant reforms instituted at the senior levels
of the Commission should be given the requisite time to produce an even more effective
oversight and inspection program of these entities focused on detecting and preventing
violations of the securities laws.
*

*

*

We appreciate the opportunity to present our views to the Commission on this
important study. Please contact me, Karen L. Barr, General Counsel, or Monique Botkin,
Assistant General Counsel, with any questions regarding these matters.

35

See Implementation of the Dodd-Frank Wall Street Reform and Consumer Protection Act by the U.S.
Securities and Exchange Commission: Hearing Before the S. Comm. on Banking, Hous., and Urban Affairs,
111th Cong. (Sept. 30, 2010) (testimony of Mary L. Schapiro, Chairman, Sec. and Exch. Comm‟n).
36

See OCIE Examinations, supra note 13.

37

Id.
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Respectfully submitted,

David G. Tittsworth
Executive Director

cc:

The Honorable Mary L. Schapiro, Chairman
The Honorable Kathleen L. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Paredes
Robert W. Cook, Director
Division of Trading and Markets
Andrew J. Donohue, Director
Division of Investment Management
Henry Hu, Director
Division of Risk, Strategy, and Financial Innovation
Carlo di Florio, Director
Office of Compliance Inspections and Examinations

September 15, 2010
The Honorable Mary L. Schapiro
Chairman
Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549–1090
Survey: Vast Majority of U.S. Investors Support Clear “Fiduciary Standard” for Financial
Professionals; Widespread Confusion Seen Linked to Current SEC Rules
Dear Chairman Schapiro:
We are writing to bring to your attention new survey research, which we believe makes a
compelling case for imposing the Investment Advisers Act fiduciary duty on all those who give
personalized investment advice about securities to retail investors. We hope that this information will be
taken into consideration as you prepare the study of standards of care with regard to investment advice
required by the Dodd-Frank Wall Street Reform and Consumer Protection Act.
The complete survey report, as well as our announcement to accompany its release, are included
with this letter. The following are a few of the key highlights:
 Investors do not understand the differences between brokers, investment advisers, and financial
planners.
 Investors are not knowledgeable about the different standards of care that apply to their
recommendations.
 Investors overwhelmingly believe that those who give investment advice – including insurance
agents who recommend securities – should be required to act in the best interests of their
customers and disclose conflicts of interest.
The unequivocal findings of this survey show that a common standard should apply to
investment advice and recommendations of securities by brokers and investment advisers alike, and that
that standard should be the principles-based fiduciary duty that applies under the Advisers Act.

We look forward to working with the Commission as it completes its study and issues its report
to Congress. Please feel free to contact us if you have any questions or if we can offer any additional
assistance.
Respectfully submitted,

Barbara Roper
Director of Investor Protection
CFA

Denise Voigt Crawford
President
NASAA

David G. Tittsworth
Executive Director
IAA

Kevin R. Keller, CAE
Chief Executive Officer
CFP Board

Marvin W. Tuttle Jr., CAE
Executive Director and CEO
FPA

Ellen Turf
Chief Executive Officer
NAPFA

David P. Sloane
Senior Vice President
Government Relations and
Advocacy
AARP

cc: The Honorable Luis A. Aguilar, Commissioner
The Honorable Kathleen L. Casey, Commissioner
The Honorable Troy A. Paredes, Commissioner
The Honorable Elisse B. Walter, Commissioner
Ms. Jennifer McHugh, Senior Advisor to the Chairman

SURVEY: VAST MAJORITY OF U.S. INVESTORS SUPPORT CLEAR “FIDUCIARY STANDARD” FOR
FINANCIAL PROFESSIONALS, WIDESPREAD CONFUSION SEEN LINKED TO CURRENT SEC RULES
CFA/AARP/NASAA/Industry Survey Finds Most Investors Mistakenly Think Financial Professionals,
Insurance Agents Already Held to Fiduciary Duty; 91 Percent Support Even-Handed Regulatory Approach
From SEC.
WASHINGTON, D.C.///September 15, 2010///As the U.S. Securities and Exchange Commission (SEC) weighs
feedback on how to implement new financial reforms enacted by Congress, a major new national survey of
investors shows that most U.S. investors are confused about which financial professionals are required to operate
under a “fiduciary standard” requiring the financial professional to put their client’s interest ahead of their own. At
the same time, the vast majority of U.S. investors believe that all financial professionals providing investment
advice should be required to operate under such a pro-investor standard, according to the new survey.
The poll of 1,319 investors was conducted August 19-23, 2010 by ORC/Infogroup for the Consumer Federation of
America, AARP, the North American Securities Administrators Association, and leading investment adviser and
financial planning organizations, including the Certified Financial Planner Board of Standards, Inc., the Investment
Adviser Association, the Financial Planning Association and the National Association of Personal Financial
Advisors.
Chief survey findings include the following:
•

Nine out of 10 U.S. investors (91 percent) think that “a stockbroker and an investment adviser (who) provide
the same kind of investment advisory services … should have to follow the same investor protection rules.”

•

Nearly all investors (97 percent) agree that “when you receive investment advice from a financial professional,
the person providing the advice should put your interests ahead of theirs and should have to tell you upfront
about any fees or commissions they earn and any conflicts of interest that potentially could influence that
advice.”

•

Nearly all U.S. investors (96 percent) agree that the fiduciary requirement should extend to insurance agents
selling investments.

•

At the same time, there is widespread misunderstanding about which financial professionals are held to the
fiduciary standard:
¾

Three out of five U.S. investors mistakenly think that “insurance agents” have a fiduciary duty to their
clients.

¾

Two out of three U.S. investors are incorrect in thinking that stockbrokers are held to a fiduciary duty.

¾

76 percent of investors are wrong in believing that “financial advisors” – a term used by brokerage firms to
describe their salespeople -- are held to a fiduciary duty.

¾

By contrast, 75 percent of investors think the fiduciary standard is in place for “financial planners” and 77
percent say the same about “investment advisers.”

Barbara Roper, director of investor protection, Consumer Federation of America, said: “This survey confirms
that investors are clueless when it comes to the different standards of care that apply to brokers and
investment advisers. They don’t even understand the differences between brokers, investment advisers,
and financial planners, let alone that they are subject to different legal obligations to the client when they
perform the same services. This lack of understanding is not because investors are stupid; it is because,
bluntly stated, the policy itself is stupid. No one in their right mind would create a system in which
individuals who call themselves by titles and offer services that are indistinguishable to the average
investor are subject to two different standards when they do so. But this is precisely the world that SEC

policy over the past two decades has helped to create. Now, Congress has given the SEC a chance to fix
those past errors by adopting a policy that makes sense to investors and puts their interests first. ”
Denise Voigt Crawford, Texas Securities Commissioner and president of the North American Securities
Administrators Association, said; "Because we see the devastating effects of what happens when the
interests of investors are pushed into the background, state securities regulators have consistently urged
policymakers to give investors what they have long deserved. And that is to require all who provide
investment advice to be held to the fiduciary duty currently applicable to investment advisers as
established by the Investment Advisers Act of 1940. We encourage the SEC to listen to the voice of
investors as expressed in this survey and do the right thing. Apply the fiduciary duty of the Investment
Advisers Act to those who provide investment advice about securities."
AARP Executive Vice President Nancy LeaMond said: “Older Americans expect financial professionals to
put their client’s interest ahead of their own when giving investment advice, but that's not a requirement
for all professionals today. As investors seek to recover from the devastating losses they suffered in the
recent financial crisis, the need for the SEC to be a watchdog for investors is even more urgent. This is
of particular importance to older investors, who have less time to recoup their losses as they approach
retirement.”
Robert Glovsky, JD, LLM, CFP®, chair of the Board of Directors, Certified Financial Planner Board of Standards,
Inc., and president, Mintz Levin Financial Advisors LLC, Boston, said: “Financial planners successfully
operate in a variety of different business models and fee structures -- including brokerage and insurance
models and commission-based structures. They are able to successfully provide financial planning
services at a fiduciary standard of care. Our experience is strong evidence that the fiduciary standard is
a practical, flexible, and workable standard no matter if the advisor is a stock broker, insurance agent,
investment advisor or financial planner. Contrary to some who suggest that requiring the fiduciary
standard will hurt consumers by increasing costs and reducing services, our experience is just the
opposite: providing services with fiduciary accountability is good for the customer and good for
business.”
David Tittsworth, executive director, Investment Adviser Association, said: "Investment advisers have been
subject to the fiduciary duty standard under the Investment Advisers Act for many decades. We strongly
urge the SEC to ensure that the Advisers Act fiduciary duty standard is not watered down or weakened as
it implements the Dodd-Frank bill. Others who provide investment advice to individuals should be
subject to this same standard of care in order to provide consistency and for the protection of
investors."
The organizations sponsored the survey in response to concerns that the SEC is receiving extensive feedback
from financial industry groups, but relatively little from the U.S. investing public. As required by the Dodd-Frank
Act, the SEC has solicited public input, comments, and data on issues related to the effectiveness of existing
standards of care for brokers-dealers and investment advisers, and whether there are gaps, shortcomings, and
other problem issues in the current legal or regulatory standards.
The new survey updates earlier poll findings released in 2004 and 2007 by the Consumer Federation of America.
OTHER KEY SURVEY FINDINGS
•

Over three out of five American investors mistakenly believe that stockbrokers are investment advisers:
Roughly a third of investors (34 percent, including 41 percent of 18-34 year olds and 45 percent of African
Americans) incorrectly think that financial advice is the “primary service” offered by stockbrokers; and another
27 percent believe that “advice and assistance in conducting transactions are equally important services
offered by brokers.” (In reality, brokers are exempt from regulation as investment advisers, and the fiduciary
duty that accompanies such regulation, on the grounds that investment advice is only an incidental
component of their brokerage activities.) Only about three in 10 investors (29 percent) understand that the
primary service of stockbrokers is to “buy and sell stocks, bonds, mutual funds, and other investment products
on behalf of their clients, and they give only limited advice that is directly related to those transactions.”

•

More than nine out of 10 U.S. investors (93 percent) think that stockbrokers should be required to disclose
conflicts of interest in advance, including cash “or other forms of compensation from a mutual fund company
as an inducement to sell a particular mutual fund to his or her clients …”

For full survey findings, go to http://www.hastingsgroup.com/fiduciarysurvey.
SURVEY METHODOLOGY
The ORC/Infogroup survey was conducted August 19-23, 2010 among a sample of 2,012 adults comprising 1,007
men and 1,005 women 18 years of age and older living in the Continental United States. Most questions were
asked only of those 1,319 who identified themselves as investors.
Where applicable, results for some questions were compared to similar telephone surveys of investors conducted
in 2004 and 2007. Completed interviews were weighted by four variables: age, gender, region and race to ensure
reliable and accurate representation of the total population, 18 years of age and older.
The margin of error for results based on the total sample is plus or minus 3 percentage points.
CONTACT: Patrick Mitchell, (703) 276-3266 or pmitchell@hastingsgroup.com.
EDITOR’S NOTE: A streaming audio recording of the news event will be available on the Web as of 5 p.m. EDT
on September 15, 2010 at http://www.hastingsgroup.com/fiduciarysurvey.
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Methodology
The ORC/Infogroup survey was conducted August 19-23, 2010
among a sample of 2,012 adults comprising 1,007 men and 1,005
women 18 years of age and older living in the Continental United
States. Most questions were asked only of those 1,319 who identify
themselves as investors.
Where applicable, results for some questions were compared to
similar telephone surveys of investors conducted in 2004 and 2007.
• Completed interviews are weighted by four variables: age, gender,
region and race to ensure reliable and accurate representation of
the total population, 18 years of age and older.
• The margin of error for results based on the total sample is plus or
minus 3 percentage points.
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Executive Summary
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Executive Summary
Most Americans are confused about which financial professionals are required to
operate under a “fiduciary standard” that requires the financial professional to put
their client’s interest ahead of their own. At the same time, nearly all U.S. investors
believe that all financial professionals providing investment advice should be
required to operate under this pro-investor standard.
Those are the chief findings of a major new survey of 1,319 U.S. investors conducted August
19-23, 2010.
Survey highlights include the following:
•
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Nine out of 10 U.S. investors (91 percent) think that “a stockbroker and an investment
adviser (who) provide the same kind of investment advisory services … should have
to follow the same investor protection rules.” Supporters of this even-handed approach
to regulation include 92 percent of households over $100,000 or more and 90 percent of
college graduates.

Executive Summary
•

Nearly all U.S. investors support the fiduciary standard for investment professionals
providing advice. A nearly unanimous 97 percent agreed that “when you receive
investment advice from a financial professional, the person providing the advice should put
your interests ahead of theirs and should have to tell you upfront about any fees or
commissions they earn and any conflicts of interest that potentially could influence that
advice.” Over four out of five investors (85 percent) agree strongly with that statement.

•

Nearly all U.S. investors (96 percent) agree that the fiduciary requirement should
extend to insurance agents selling investments. There was strong support for the
following: “when you receive investment advice from an insurance agent -- including an
agent selling annuities -- the insurance agent should have to put your interests ahead of
theirs when making those financial recommendations and also tell you upfront about any
fees or commissions they earn and any conflicts of interest that could potentially influence
their advice.” Within the 96 percent overall support, more than four out of five investors (82
percent) agree strongly with that statement.
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•

At the same time, there is widespread misunderstanding about which financial
professionals are subject to a “fiduciary standard”:
 Fully three out of five U.S. investors (including 65 percent of 18-34 year olds and 57
percent of households $100,000 or more) mistakenly think that “insurance agents” have
a fiduciary duty to their clients.
 Two out of three U.S. investors (including 70 percent of 45-54 year olds and 62 percent
of college graduates) are incorrect in thinking that stockbrokers are held to a fiduciary
duty.
 76 percent of investors are wrong in believing that “financial advisors” – a term used by
brokerage firms to describe their salespeople -- are held to a fiduciary duty.
 By contrast, 75 percent of investors think the fiduciary standard is in place for “financial
planners” and 77 percent say the same about “investment advisers.”
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•

Over three out of five American investors mistakenly believe that stockbrokers are
investment advisers: Roughly a third of investors (34 percent, including 41 percent of 1834 year olds and 45 percent of African Americans) incorrectly think that financial advice is
the “primary service” offered by stockbrokers; and another 27 percent believe that “advice
and assistance in conducting transactions are equally important services offered by
brokers.” (In reality, brokers are exempt from regulation as investment advisers, and the
fiduciary duty that accompanies such regulation, on the grounds that investment advice is
only an incidental component of their brokerage activities.) Only about three in 10 investors
(29 percent) understand that the primary service of stockbrokers is to “buy and sell stocks,
bonds, mutual funds, and other investment products on behalf of their clients, and they give
only limited advice that is directly related to those transactions.”

•

More than nine out of 10 U.S. investors (93 percent) think that stockbrokers should be
required to disclose conflicts of interest in advance, including cash “or other forms of
compensation from a mutual fund company as an inducement to sell a particular mutual fund
to his or her clients …”
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Detailed Findings
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Who Are Investors?
The number of adult Americans who define themselves as
investors has increased from 50% in 2004 to 54% in 2007 and
now stands at 60%.
In the 2010 survey:

– Men are more likely than women to say they are investors (63% vs. 56%).
– Those age 18-34 are much less likely to be investors (42%) than are those age
35 and over (67%).
– The likelihood of being an investor is heavily dependent on household income.
Only 31% of those with household incomes of less than $35,000 are investors
compared to 59% of those in households with incomes of $35,000 to less than
$50,000. Seventy-six percent of those in households with incomes of $50,000 or
more identify themselves as investors.
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Who is Investing?
Q1: Are you an investor? By an investor I mean do you make decisions about where your savings are placed?
This could mean you own bank certificates of deposit, stocks, bonds or mutual funds either directly or through
retirement plans such as 401(k)s, IRAs, Roth IRAs or similar plans. Base = 2,069 adults in 2004, 2,052 adults in
2007 and 2,012 adults in 2010.
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Understanding of the Role of a Stockbroker
Despite the fact that the percentage of adults identifying
themselves as investors has increased since this survey was
first asked in 2004, investors’ knowledge of the proper role of
stockbrokers has not increased.
•Those investors who correctly identify the role of
stockbrokers as primarily buying and selling and secondarily
giving limited advice, was 26% in 2004, 30% in 2007 and 29%
in the latest survey.
•The number of investors who incorrectly identified a
stockbroker’s role as offering advice, has increased from 28%
in 2004, to 29% in 2007 and is now at 34% in the latest study.
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Understanding of the Role of a Stockbroker
Q3: Based on your knowledge of stockbrokers , which one of the following statements do you believe best
describes the services they provide to their customers? Base = investors: 1,319 in 2010, 1,073 in 2007 and
1,044 in 2004.
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Following the Same Investor Protection Rules
Virtually every investor agrees (91%) that if a stockbroker and
an investment adviser provide the same kind of investment
advisory services, they should both have to follow the same
investor protection rules.
A similar question asked in 2004 and 2007, asked about
stockbrokers and financial planners and found that over 90%
in both surveys agreed that if these two professionals offer
the same type of advice, they should have to follow the same
rules.
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Following the Same Investor Protection Rules
Q4 If a stockbroker and an investment adviser provide the same kind of investment advisory services, do you think they should have
to follow the same investor protection rules? Base = 1,319 investors.
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Disclosing Possible Conflicts of Interest
Again, virtually all investors interviewed (93%) think a
stockbroker should be required to disclose any financial
incentives they receive from an investment provider before
they recommend those products to their client. This
percentage has increased from 86% in both the 2004 and 2007
askings of the same question.
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Disclosing Possible Conflicts of Interest
Q5: Stockbrokers receive financial incentives from investment product sponsors to recommend particular
investments to their customers. If, for example, a stockbroker receives cash payments, vacation trips or other
forms of compensation from a mutual fund company as an inducement to sell a particular mutual fund to his or
her clients, should the stockbroker be required to disclose that fact to a customer buying the mutual fund?
Base = investors: 1,319 in 2010, 1,073 in 2007 and 1,044 in 2004.
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Operating Under a Fiduciary Duty
A majority of investors think that each of the following
professionals have to comply with a “fiduciary duty” which
means they put their clients’ financial interest ahead of their
own. But in the case of stockbrokers (where 66% say yes),
insurance agents (where 60% say yes) and financial advisors
(where 76% say yes), this is not correct.
Investment advisers and many financial planners are subject
to a fiduciary duty; the survey indicates that most investors
understand this fact (77% for advisers and 75% for planners).
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Operating Under a Fiduciary Duty
Q6 Some financial professionals are required to comply with what is called a “fiduciary duty” which means that they are required
to put your interests ahead of theirs when making recommendations, and tell you upfront about any fees or commissions they earn
and any conflicts of interest that potentially could bias that advice. Based on your understanding, which of the following types of
financial professionals are required to uphold this standard? Base = 1,319 investors.
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How Financial Professionals Should Behave

Ninety-seven percent of investors agree strongly or
somewhat that “when you receive investment advice
from a financial professional, the person providing the
advice should put your interests ahead of theirs and
should have to tell you upfront about any fees or
commissions they earn and any conflicts of interest that
potentially could influence that advice.”
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How Financial Professionals Should Behave
Q7: Do you agree or disagree with the following statement: When you receive investment advice from a financial professional,
the person providing the advice should put your interests ahead of theirs and should have to tell you upfront about any fees or
commissions they earn and any conflicts of interest that potentially could influence that advice. Would you say you… Base =
1,319 investors.
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How Insurance Agents Should Behave

Ninety-six percent of investors agree strongly or
somewhat that “when you receive investment advice
from an insurance agent, the person providing the advice
should put your interests ahead of theirs and should
have to tell you upfront about any fees or commissions
they earn and any conflicts of interest that potentially
could influence that advice.”
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How Insurance Agents Should Behave
Q8: Do you agree or disagree with the following statement: When you receive investment advice from an insurance agent –
including an agent selling annuities – the insurance agent should have to put your interests ahead of theirs when making those
financial recommendations and also tell you upfront about any fees or commissions they earn and any conflicts of interest that
could potentially influence their advice. Would you say you… Base = 1,319 investors.
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Topline results of telephone interviews with 2,012 adults, conducted August 20-23, 2010.
B1

Are you an investor? By an investor I mean do you make decisions about where your
savings are placed?
This could mean you own bank certificates of deposit, stocks, bonds or mutual funds either
directly or through retirement plans such as 401(k)’s, IRAs, Roth IRAs or similar plans.
2010
60%
39%
1%

2007
54%
44%
2%

2004
50%
48%
2%

YES
NO
DON’T KNOW/NOT SURE

IF INVESTOR, B1 [01], CONTINUE.
ALL OTHERS SKIP TO NEXT SECTION
B2

Do you use…
(READ LIST. RECORD AS MANY AS APPLY. WAIT FOR YES OR NO FOR EACH)
[ROTATE]
BASE = 1,319 investors
41%
17%
52%
--

B3

B4

An investment adviser
A stockbroker
NONE OF THESE
DON’T KNOW/NOT SURE

Based on your knowledge of stockbrokers . . . which ONE of the following statements do
you believe BEST describes the services they provide to their customers?
(READ ENTIRE LIST BEFORE RECORDING ONE ANSWER)
20510 2007
29% 30%

2004
26%

34%

29%

28%

27%

25%

25%

11%

16%

21%

Their primary service is to buy and sell stocks, bonds, mutual
funds, and other investment products on behalf of their clients, and
they give only limited advice that is directly related to those
transactions
Their primary service is to offer financial advice to their clients.
They then help their clients to implement their recommendations
by buying and selling stocks, bonds, mutual funds, and other
investment products
Advice and assistance in conducting transactions are equally
important services offered by brokers
DON’T KNOW/NOT SURE

If a stockbroker and an investment adviser provide the same kind of investment advisory
services, do you think they both should have to follow the same investor protection rules?
91%
5%
4%

YES
NO
DON’T KNOW/NOT SURE

INVESTMENT ADVISERS-1/2
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B5

Stockbrokers receive financial incentives from investment product sponsors to recommend
particular investments to their customers.
If, for example, a stockbroker receives cash payments, vacation trips or other forms of
compensation from a mutual fund company as an inducement to sell a particular mutual
fund to his or her clients, should the stockbroker be required to disclose that fact to a
customer buying the mutual fund?
2010
93%
5%
2%

B6

2007
86%
9%
5%

2004
86%
8%
6%

YES
NO
DON’T KNOW/NOT SURE

Some financial professionals are required to comply with what is called a “fiduciary
[PRONOUNCED: fi-DOO-shee-er-ee] duty” which means that they are required to put your
interests ahead of theirs when making recommendations, and tell you upfront about any fees
or commissions they earn AND any conflicts of interest that potentially could bias that
advice.
Based on your understanding, which of the following types of financial professionals are
required to uphold this standard?
(READ LIST. RECORD AS MANY AS APPLY. WAIT FOR YES OR NO FOR EACH)
[RANDOMIZE]
77%
75%
60%
76%
66%
5%
6%

B7

Investment advisers
Financial planners
Insurance agents
Financial advisors
Stockbrokers
NONE OF THESE
DON’T KNOW/NOT SURE

Do you agree or disagree with the following statement: When you receive investment
advice from a financial professional, the person providing the advice should put your
interests ahead of theirs and should have to tell you upfront about any fees or commissions
they earn AND any conflicts of interest that potentially could influence that advice.
Would you say you . . .
(READ LIST. RECORD ONE ANSWER)
85%
12%
1%
1%
1%

Strongly agree
Somewhat agree
Somewhat disagree
Strongly disagree
DON’T KNOW/NOT SURE
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B8

Do you agree or disagree with the following statement: When you receive investment
advice from an insurance agent -- including an agent selling annuities -- the insurance
agent should have to put your interests ahead of theirs when making those financial
recommendations and also tell you upfront about any fees or commissions they earn
AND any conflicts of interest that could potentially influence their advice.
Would you say you . . .
(READ LIST. RECORD ONE ANSWER)
82%
14%
2%
1%
1%

Strongly agree
Somewhat agree
Somewhat disagree
Strongly disagree
DON’T KNOW/NOT SURE

August 30, 2010
Via Electronic Filing
Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1090
Re:

Study Regarding Obligations of Brokers, Dealers, and Investment
Advisers, Rel. No. IA-3058; File No. 4-606

Dear Ms. Murphy:
The Investment Adviser Association (IAA) 1 greatly appreciates the opportunity to
respond to the request for comment by the Commission on the study regarding the obligations
of broker-dealers and investment advisers (Study Release). 2 We commend the Commission
for moving quickly to address these important issues, particularly considering the relatively
short timeframe for the study and the significant amount of other work required by the DoddFrank Wall Street Reform and Consumer Protection Act (Dodd-Frank Act).
Section 913 of the Dodd-Frank Act requires the SEC to evaluate the effectiveness of
existing legal or regulatory standards of care for broker-dealers, investment advisers, and their
associated persons in providing personalized investment advice about securities to retail
customers and whether there are gaps, shortcomings, or overlaps in those standards. The
Dodd-Frank Act further authorizes the SEC to conduct a rulemaking to address the legal or
regulatory standards of care for broker-dealers and investment advisers (and their associated
persons), taking into account the findings of the study.
The IAA has long believed that financial professionals who perform the same
activities should be regulated in the same manner. Accordingly, we have advocated for many
years that all persons providing investment advice about securities to clients (regardless of the
level of the client’s sophistication) should be subject to the same high standard of care – the
1

The IAA is a not-for-profit association that represents the interests of investment adviser firms that are
registered with the SEC. For more information, please visit our web site: www.investmentadviser.org.
2

Study Regarding Obligations of Brokers, Dealers, and Investment Advisers, Rel. No. IA-3058 (File No. 4-606)
July 27, 2010.

1050 17th Street N.W. · Suite 725 · Washington, DC 20036-5503 · (202) 293-4222 ph · (202) 293-4223 fx ·
www.investmentadviser.org

well-established fiduciary duty standard under the Investment Advisers Act of 1940. 3 This
federal fiduciary standard, which we discuss at length below, requires investment advisers to
act in the best interests of clients and to place the interests of clients before their own. In
conducting this study and any subsequent rulemaking, we strongly urge the Commission to
avoid efforts to weaken or water down the Advisers Act fiduciary standard.
Under current law, broker-dealers are excluded from the Advisers Act and its fiduciary
duty if they provide investment advice “solely incidental” to the conduct of their business as a
broker-dealer and receive no “special compensation” for such services. 4 For many years, this
exclusion provided a bright line separating traditional brokerage services from traditional
investment advisory services. During the last two decades, however, broker-dealers have
increasingly moved toward more traditional investment advisory activities (for example, by
receiving fee-based compensation instead of commissions), resulting in a blurring of the line
under the Advisers Act. Since at least 1999, the SEC has engaged in rulemakings and other
activities regarding the standard of care for broker-dealers giving investment advice. 5 Despite
these efforts, the issues remain unresolved.
Investors are understandably confused by the different standards that apply to brokerdealers and investment advisers. 6 The provisions of Section 913 reflect congressional
concern about this confusion, as well as competing arguments that have made resolution of
3

See, e.g., Hearing on Capital Markets Regulatory Reform: Strengthening Investor Protection, Enhancing
Oversight of Private Pools of Capital, and Creating a National Insurance Office Before the H. Comm. on Fin.
Servs. 111th Cong. (Oct. 6, 2009) (statement of David G. Tittsworth, Executive Dir. and Executive Vice
President, IAA) (Tittsworth House Testimony); Enhancing Investor Protection and the Regulation of Securities
Market Hearing Before the S. Comm. on Banking, Hous. and Urban Affairs 111th Cong. (Mar. 26, 2009)
(statement of David G. Tittsworth, Executive Dir. and Executive Vice President, IAA) (Tittsworth Senate
Testimony); Letter from David G. Tittsworth, Executive Dir., IAA, to Jonathan Katz, Secretary, SEC, re:
Release No. IA-2278 Certain Broker-Dealers Deemed Not to be Investment Advisers (Sept. 24, 2004); Letter
from David G. Tittsworth, Executive Dir., ICAA, to Jonathan G. Katz, Secretary, SEC (Jan. 12, 2000).
4

Section 202(a)(11)(C) of the Advisers Act.
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The SEC sought to address these concerns with a rulemaking adopting changes to the exclusion, but the rule
was subsequently vacated after a legal challenge. The SEC adopted Advisers Act rule 202(a)(11)-1 to exclude
certain broker-dealers offering fee-based brokerage accounts from the Advisers Act. See Certain Broker-Dealers
Deemed Not to be Investment Advisers, Investment Advisers Act Rel. No. IA-2376 (Apr. 12, 2005). The
Financial Planning Association (FPA), however, opposed it and filed suit against the SEC to vacate the rule. The
SEC had originally proposed a similar rule in 1999, which also was opposed by the FPA because, among other
things, the proposing release embedded a no-action position to create an immediate exception to the definition of
broker-dealer. The FPA filed suit against the SEC, and, in response, the SEC withdrew the original proposed
rule and reproposed the rule, which was adopted in 2005. In 2007, the D.C. Circuit vacated the SEC’s rule on
the grounds that the agency lacked the authority to except broker-dealers offering fee-based brokerage accounts
from the definition of investment adviser. Financial Planning Association v. SEC, 482 F.3d 481 (D.C. Cir.
2007). Then in 2008, the SEC contracted with the Rand Corporation to study how the different regulatory
systems that apply to broker-dealers and investment advisers affect investors.
6

See e.g., Angela A. Hung, Noreen Clancy, Jeff Dominitz, Eric Talley, Claude Berrebi, Farrukh Suvankulov,
RAND Report: Investor and Industry Perspectives on Investment Advisers and Broker-Dealers, 14 (Jan. 3, 2008)
(RAND Report); TD AMERITRADE Investor Perception Study 2006 (“If investors knew that stockbrokers
provided fewer investor protections than investment advisors, 63% would not seek financial advice from
them.”).
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these issues elusive. The Commission’s study presents an opportunity to reconsider relevant
facts and arguments that pertain to these important issues.
We are well aware of the strong rhetoric that has permeated the debate about fiduciary
duty. At times, it appears that some are arguing that imposition of the fiduciary standard will
solve all investor concerns. On the other hand, there have been claims that fiduciary duty will
literally destroy legitimate business models. We respectfully suggest that appropriate policies
designed to address the realities of these issues lie somewhere in the middle of such extreme
views.
Extending the fiduciary standard to brokers who provide personalized investment
advice to retail clients (which we strongly support) will not, in and of itself, prevent
fraudulent behavior. Fiduciary duty, based on common law principles arising from a
relationship of trust, is an overarching standard that has many beneficial consequences for
investors. When properly implemented, the Advisers Act fiduciary standard can and should
breed a culture of putting the client’s interests first at all times. We also recognize, however,
that appropriate regulation and a robust inspection program are critical elements of successful
oversight activities. Our organization thus has advocated strongly in favor of bolstering SEC
resources to ensure that investment advisers are subject to an effective inspection program.
Numerous provisions of the Dodd-Frank Act will result in a dramatic increase of SEC
resources. At the same time, we believe that more frequent inspections do not equate to better
oversight and thus we continue to support efforts to improve the efficiency and effectiveness
of SEC examinations.
On the other hand, arguments that extending the Advisers Act fiduciary duty will
result in massive business disruptions and will reduce investor options and choice are clearly
misleading and overstated. The Advisers Act fiduciary duty has accommodated a broad
spectrum of advisory-related activities for many decades. An integral aspect of the standard is
the duty to provide clear and appropriate disclosure to clients of the advisory relationship,
potential conflicts of interest, and relevant costs. One of the strengths of the fiduciary
standard is its flexibility to apply to a range of activities and services. Extension of this
flexible standard will not result in less investor choice or wholly infeasible requirements on
those who choose to provide advice to individual clients. In conducting the study and in its
subsequent report, we trust that the Commission will give the interests of investors paramount
importance as it seeks to find the appropriate policy ground based on the extensive factual
record available.
In conducting the study and considering any subsequent rulemaking, we urge the
Commission to focus on the standard of care for investment advice. The regulatory
requirements for broker-dealers and investment advisers have evolved over the period of
several decades based on largely different activities. Despite major changes in both the
brokerage and advisory industries during the past 70 years, there continue to be significant
differences between the core activities of most broker-dealers (i.e., those who effect securities
transactions and are generically referred to as the “sell side”) and of investment advisers (i.e.,
those who are engaged in the business of providing investment advice and are referred to as
the “buy side”). Accordingly, we believe it would be inappropriate and counterproductive to
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import the sales-based broker-dealer regime for investment advisers or to impose Advisers
Act protections on non-advisory activities of broker-dealers. Although Section 913 of the
Dodd-Frank Act sets forth a number of broad areas to be studied, the legislative history of the
provision clearly indicates that the key issue the Commission should focus on is whether the
Advisers Act fiduciary duty should be extended to brokers who provide investment advice to
individuals. Accordingly, we have focused our comments on this aspect of the study.
We appreciate that the SEC is on a short deadline to submit a report to Congress. In
turn, the SEC has provided a brief period for public comment. This letter responds to the
SEC’s request for comment with respect to items raised in the Study Release. Due to the
short comment period, we expect to supplement this letter with additional information before
the SEC submits its report to Congress.
We look forward to working with the Commission in the coming weeks and months
and stand ready to provide any additional information that may assist the Commission in
conducting the study and preparing its report.
I.

The Standard of Care Applicable to Investment Advisers Is Most Effective in
Protecting Retail Clients

In Item (1) of the Study Release, the SEC requests comment on the effectiveness of
existing legal or regulatory standards of care for broker-dealers and investment advisers for
providing personalized investment advice and recommendations about securities to retail
clients.
The existing standard of care for investment advisers is the fiduciary duty. 7 In a
seminal decision in 1963, the U.S. Supreme Court held that the Advisers Act imposes a
fiduciary duty on investment advisers. 8 The Court found embodied in the Advisers Act an
adviser’s affirmative duty of utmost good faith and full and fair disclosure of all material facts
to its clients as well as an affirmative obligation to employ reasonable care to avoid
misleading its clients. 9 Under this federal fiduciary standard, 10 investment advisers must,
7

Under the Advisers Act, a person who for compensation is in the business of providing advice about securities
is an investment adviser. Once a person is considered an investment adviser and not excluded from the
definition, that person is subject to the Advisers Act’s fiduciary duty.

8

SEC v. Capital Gains Research Bureau, 375 U.S. 180 (1963).

9

Id. These duties of a fiduciary were applied by the SEC and the courts long before the Supreme Court in the
Capital Gains case found them to be embodied in the anti-fraud provisions of the Advisers Act. See, e.g., In the
Matter of Arleen W. Hughes, Exchange Act Rel. No. 4048 (Feb. 18, 1948).
10

See Transamerica Mortgage Advisors Inc. v. Lewis, 444 U.S. 11 (1979) (“Section 206 establishes ‘federal
fiduciary standards’ to govern the conduct of investment advisers”); Laird v. Integrated Resources, Inc. (5th Cir.
1990) (in a 10b-5 action against an investment adviser, the court looked to the federal fiduciary standard and
stated that its “holding encompasses a developed federal standard”). See also Political Contributions by Certain
Investment Advisers, Investment Advisers Act Rel. No. IA-2910 (Aug. 3, 2009) (“The Supreme Court has
construed section 206 as establishing a federal fiduciary standard governing the conduct of advisers”).
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among other things, act in the best interests of their clients and place the interests of their
clients before their own. 11 This well-established standard has been consistently interpreted
and applied by the SEC and the courts to require investment advisers to serve their clients
with the highest duty of loyalty and care. 12
Among the specific obligations that flow from an adviser's fiduciary duty are: (1) the
duty to have an adequate, reasonable basis for its investment advice; (2) the duty to seek best
execution for clients’ securities transactions where the adviser directs such transactions; (3)
the duty to render advice that is suitable to clients’ needs, objectives, and financial
circumstances; (4) the duty not to subrogate clients’ interests to its own; (5) the duty not to
use client assets for itself; (6) the duty to maintain client confidentiality; and (7) the duty to
make full and fair disclosure to clients of all material facts, particularly regarding potential
conflicts of interest. 13
The fiduciary standard is based on common law principles arising from the
relationship of trust between the adviser and the client. The parameters of an adviser’s
fiduciary duty depend on the scope of the advisory relationship. 14 Thus, a fiduciary
obligation with respect to a particular service is triggered in circumstances in which there is
an explicit or implied promise or expectation to provide such advice or service.
In practical terms, fiduciary duty means that, in the course of providing advice to
clients, securities professionals must disclose all material information to their clients,
including the fees that they charge, how they plan to recommend securities to clients, and any
material disciplinary information involving the firms or their investment personnel.
Moreover, as fiduciaries, securities professionals must treat their clients fairly and not favor
one client over another, especially if they would somehow benefit from favoring one
particular client or type of clients. Most important, whenever the interests of securities
professionals who are fiduciaries differ from those of their clients, they must explain the
11

See, e.g., Lemke & Lins, Regulation of Investment Advisers, 188 (2010) (“an investment adviser must at all
times act in its clients’ best interests, and its conduct will be measured against a higher standard of conduct than
that used for mere commercial transactions”).
12

See, e.g., Proxy Voting by Investment Advisers, Investment Advisers Act Rel. No. IA-2059 (Sept. 20, 2002)
(“An adviser’s fiduciary duty includes the duty of care and the duty of loyalty to clients”).

13

See Amendments to Form ADV, Investment Advisers Act Rel. No. IA-2106 (July 28, 2010); Suitability of
Investment Advice Provided by Investment Advisers; Custodial Account Statements for Certain Advisory
Clients, Investment Advisers Act Rel. No. IA-1406, note 3 (Mar. 16, 1994) (Suitability Release) (noting duty of
full disclosure of conflicts of interest, duty of loyalty, duty of best execution, and duty of care and citing various
sources); Applicability of Investment Advisers Act to Financial Planners, Pension Consultants, and Other
Persons Who Provide Investment Advisory Services as a Component of Other Financial Services, Investment
Advisers Act Rel. No. IA-1092, (Oct. 16, 1987) (1092 Release) (discussing fiduciary duties).

14

See Michael Koffler, Six Degrees of Separation: Principles to Guide the Regulation of Broker-Dealers and
Investment Advisers, 41 Sec. Reg. & Law Rep. 776 (Apr. 27, 2009) ( “The scope of a fiduciary’s duty under the
law necessarily and purposely varies depending on the scope of authority, the ability of entrustors to control the
fiduciary, the ability of entrustors to monitor their fiduciary, the extent of power and entrustment provided to the
fiduciary, the nature and extent of the services provided by the fiduciary and various other factors.”).
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conflict to the clients and act to mitigate or eliminate it, ensuring they act in the interests of
the clients and not for their own benefit.
A good example of how the fiduciary duty works in practice arises in the area of
compensation. If investment advisers receive payment from others for recommending certain
types of products, the advisers must tell their clients about the compensation and how the
compensation may potentially affect or influence the investment advice that is given. In
addition to disclosing this information to clients, investment advisers must act to recommend
securities that are in the best interests of the clients regardless of the additional compensation
they may receive. Investment advisers must make disclosures regarding conflicts created by
their compensation arrangements. For example, advisers paid by commission are required to
disclose that commission-based compensation may motivate them to trade more frequently or
to recommend trades because they would receive more compensation.
Because of the overarching nature of the fiduciary duty, the obligations of investment
advisers cannot be easily circumscribed by a proscribed set of rules. 15 The breadth and
flexibility of the fiduciary duty have allowed the regulation of investment advisers to remain
dynamic and relevant in changing business and market conditions. 16
Some broker-dealers are already subject to the fiduciary standard of care with respect
to certain of their activities. In particular, broker-dealers that provide discretionary asset
management for a fee are subject to the Advisers Act and its accompanying fiduciary duty
with respect to those accounts. 17 In addition, the SEC staff has taken the position that brokers

15

See id. (“Given the equitable nature of fiduciary law, it is not tenable to set forth a fiduciary’s responsibilities
in a detailed manner or to specify a convention to govern their activity. Nor would it be in the public interest to
do so. And it certainly would not be consistent with the way fiduciary law has evolved and been interpreted for
hundreds of years.”).

16

Over the years, the SEC has favored a flexible approach to fiduciary duty. Investment Adviser Codes of
Ethics, Investment Advisers Act Rel. No. IA-2256 (July 9, 2004) (“proposal left advisers with substantial
flexibility to design individualized codes that would best fit the structure, size and nature of their advisory
businesses”); Compliance Programs of Investment Companies and Investment Advisers, Investment Advisers
Act Rel. No. IA-2204 (Dec. 17, 2003) (“Commenters agreed with our assessment that funds and advisers are too
varied in their operations for the rules to impose of a single set of universally applicable required elements”);
Proxy Voting by Investment Advisers, Investment Advisers Act Rel. No. IA-2106 (Jan. 31, 2003) (“Investment
advisers registered with us are so varied that a ‘one-size-fits-all’ approach is unworkable”).

17

These firms generally are dually registered as both broker-dealers and investment advisers. See infra note 25.
Broker-dealers also may be subject to state law fiduciary duty under very limited circumstances. In some states,
courts have found a broker-dealer to owe a fiduciary duty to a customer in limited circumstances in which the
broker-dealer has discretion over an account or because of a special relationship of trust and confidence has de
facto discretion. See e.g., Hecht v. Harris, 430 F.2d 1202 (9th Cir. 1970) (holding that despite a nondiscretionary account, a broker-dealer owed fiduciary duties to a 77-old customer who was unable to understand
confirmation slips); Kravitz v. Pressman, Frohlich & Frost, 447 F.Supp. 203 (D.Mass.1978) (holding that a
broker-dealer owed fiduciary duties in a non-discretionary account where the customer was clearly unable to
understand confirmation slips and completely relied on decision of the broker, who the customer was dating at
the time). Unlike investment advisers under the Adviser Act, however, broker-dealers are not considered
fiduciaries by operation of law.
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providing discretionary management based on commissions and brokers that charge a separate
fee for advice also are subject to the Advisers Act and its fiduciary duty. 18
On the other hand, a broker-dealer whose performance of advisory services is “solely
incidental” to the conduct of its business as a broker-dealer and who receives no “special
compensation” for such services is excluded from the Advisers Act and its overarching
fiduciary duty. Thus, the services with respect to which there is a difference in the standard of
care are primarily non-discretionary services, such as making recommendations about
securities to brokerage customers. The existing standard of care for such activities is the
suitability standard. Under FINRA Rule 2310, broker-dealers that provide such advice to
retail customers are required to ensure that the advice is “suitable” to the client. 19 In addition,
FINRA Rule 2010 requires broker-dealers when dealing with customers to “observe high
standards of commercial honor and just and equitable principles of trade.” 20 These standards
are essentially standards of fair treatment reflecting a commercial relationship rather than a
relationship of trust and confidence.

18

After the Court vacated Advisers Act rule 202(a)(11)-1, the SEC proposed to reinstate three interpretive
provisions of the rule. Interpretive Rule under the Advisers Act Affecting Broker-Dealers, Investment Advisers
Act Rel. No. IA-2652 (Sept. 24, 2007) (Proposed Interpretive Rule Release). The three provisions sought to
codify the Commission’s views that: (1) a broker-dealer that exercises investment discretion with respect to an
account, or that charges a separate fee or separately contracts for advisory services, provides investment advice
that is not “solely incidental to” its business as a broker-dealer; (2) a broker-dealer does not receive special
compensation within the meaning of section 202(a)(11)(C) solely because it charges a commission for discount
brokerage services that is less than it charges for full-service brokerage; and (3) a registered broker-dealer is an
investment adviser solely with respect to those accounts for which it provides services or receives compensation
that subject it to the Advisers Act. Although the proposed interpretations were never formally adopted, they are
the most recently expressed views of the Commission on this subject and it is our understanding that they
continue to represent the interpretations of the Commission.

19

FINRA Rule 2310 provides:
(a) In recommending to a customer the purchase, sale or exchange of any security, a member shall have
reasonable grounds for believing that the recommendation is suitable for such customer upon the basis of the
facts, if any, disclosed by such customer as to his other security holdings and as to his financial situation and
needs.
(b) Prior to the execution of a transaction recommended to a non-institutional customer, other than transactions
with customers where investments are limited to money market mutual funds, a member shall make reasonable
efforts to obtain information concerning:
(1) the customer's financial status;
(2) the customer's tax status;
(3) the customer's investment objectives; and
(4) such other information used or considered to be reasonable by such member or registered
representative in making recommendations to the customer.
20

FINRA Rule 2010 prohibits broker-dealers from: (1) filing misleading information about membership or
registration; (2) trading ahead of a customer limit order; (3) failing to abide by FINRA’s front-running policy;
(4) engaging in certain purchases or sales in initial public offerings; and (5) failing to register its employees. See
FINRA 1122 Filing of Misleading Information as to Membership or Registration; IM-1000-3 Failure to Register
Personnel; IM-2110-2 Trading Ahead of Customer Limit Order; IM-2110-3 Front Running Policy; 5130
Restrictions on the Purchase and Sale of Initial Equity Public Offerings.
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The suitability standard falls short of the breadth of the fiduciary duty. 21 Indeed, the
duty to provide suitable investment advice is merely one aspect of the fiduciary duty. 22 For
example, brokers under a suitability duty may make recommendations or make investment
decisions as long as they are “suitable” for that client under his or her particular circumstances
even if they are not in the best interests of the client. Moreover, even if the brokers are
motivated to provide particular advice because significant benefits accrue to them (such as
receipt of a financial benefit for recommending a particular security), suitability does not
require disclosure of such conflicts.
The difference between these standards has been uniformly recognized. During
congressional hearings before the enactment of the Dodd-Frank Act, regulators, industry
representatives, and academics all testified that the fiduciary standard is higher (and more
protective of investors) than the suitability standard. 23 Many commenters also have
recognized the strength of the fiduciary principles and written in support of extending
fiduciary duty to all financial professionals giving investment advice. 24
II.

The Gap in the Standard of Care of Retail Investors Should be Eliminated

Item (2) of the Study Release requests information on whether there are legal or
regulatory gaps or overlaps in standards in the protection of retail customers relating to the
standard of care that should be addressed by rule or statute.
We respectfully submit that the disparity between the standard of care for investment
advisers and broker-dealers providing advice should be eliminated. First, as discussed above,
21

FINRA has issued several interpretive notices that clarify what suitability means. See, e.g, FINRA IM 2310-2
Fair Dealing with Customers; IM 2310-3 Suitability Obligations to Institutional Clients; 05-59 NASD Guidance
Concerning the Sale of Structured Products. In FINRA Notice to Members 2310-2, Fair Dealing with
Customers, FINRA states that even though a broker-dealer is not precluded from pursuing its sales efforts, such
efforts must represent fair treatment for the persons to whom the sales efforts are directed.
22

See Suitability Release supra note 13 (“Investment advisers are fiduciaries who owe their clients a series of
duties, one of which is the duty to provide only suitable advice”).

23

See Tittsworth House Testimony, supra note 3. During an October 2009 hearing before the House Committee
on Financial Services, Rep. Spencer Bachus asked each of the witnesses on the panel on Strengthening Investor
Protection whether fiduciary duty or suitability was the higher standard. Each witness responded that fiduciary
duty was the higher standard: Denise Voigt Crawford, Texas Securities Commissioner, Securities
Administrators Board, on behalf of North American Securities Administrators Association; Richard Ketchum,
Chairman and CEO, Financial Industry Regulatory Authority; Mercer E. Bullard, Founder and President, Fund
Democracy, Inc.; John Taft, Head of Wealth Management, RBC Wealth Management, on behalf of Securities
Industry and Financial Markets Association; David G. Tittsworth, Executive Director, IAA; Bruce W. Maisel,
Vice President and Managing Counsel, General Counsel’s Office, Thrivent Financial for Lutherans, on behalf of
the American Council of Life Insurers.
24

See, e.g., Jane Bryant Quinn, Will Brokers Have to Put Your Interest First?, janebryantquinn.com, May 6,
2010; Tara Siegel Bernard, Trusted Adviser or Stock Pusher? Finance Bill May Not Settle It, N.Y. Times, Mar.
3, 2010; Paul Sullivan, Broker? Adviser? And What’s the Difference, N.Y. Times, Feb. 18, 2010; Tara Siegel
Bernard, Struggling Over a Rule for Brokers, N.Y. Times, Feb. 16, 2010; Jason Zweig, The Fight Over Who Will
Guard Your Nest Egg, WALL ST. J., Mar. 28, 2009.
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the fiduciary standard is higher and more protective than the standard applicable to brokerdealers providing personalized investment advice. Second, retail customers mistakenly
believe their broker-dealers are already required to act in their best interests. Third, retail
clients will greatly benefit from this higher standard of care. We discuss the latter two
reasons in more detail below.
As raised by the SEC in Item (10) of the Study Release, this disparity could have been
addressed by removing the broker-dealer exclusion in section 202(a)(11)(C) of the Advisers
Act, thereby eliminating completely any regulatory gaps that may exist between brokerdealers providing investment advice and investment advisers. 25 Although we would have
supported such a legislative change, we appreciate that Congress elected to adopt an
alternative approach. Given the legislative mandate in the Dodd-Frank Act, the SEC can
achieve a similar result by imposing by rule the fiduciary duty on broker-dealers that provide
personalized investment advice that requires them to act in the best interests of their clients.
The Dodd-Frank Act authorizes the SEC to impose on brokers providing advice to
retail customers (or such other customers as the SEC may by rule provide) the same standard
of conduct applicable to advisers under section 211 of the Advisers Act. The Act
correspondingly authorizes the SEC to promulgate rules that the standard of conduct under
section 211 shall be no less stringent than the standard of care under Advisers Act sections
206(1) and (2). Although not specifically raised in the Study Release, which is focused on
retail clients, we urge the SEC not to require different standards of care under the Advisers
Act for different types of clients, including institutional clients. The Dodd-Frank Act does not
compel this result, which could result in a diminution of the current strong protections for
advisory clients. Thus, we respectfully submit that the Commission should codify the
principles-based fiduciary standard applicable to all clients under the Advisers Act rather than
adopt a detailed set of rules delineating duties for brokers and advisers with respect to
individual clients.
III.

Retail Customers Do Not Understand the Different Standards of Care Applicable to
Broker-Dealers and Investment Advisers and Are Confused by the Different Standards
Because Broker-Dealers Have Portrayed Themselves as Trusted Advisers

In Items (3) and (4) of the Study Release, the SEC requests comment on whether retail
customers do not understand that there are different standards of care applicable to brokerdealers and investment advisers in the provision of personalized investment advice about
securities to retail customers and whether the existence of different standards of care is a
source of confusion. The answers to these questions are unequivocally in the affirmative.
25

The vast majority of broker-dealers that report providing investment advisory services are already dually
registered as investment advisers with the SEC or the states. See RAND Report, supra note 6 at 54-60, 122-123
(finding approximately 550 brokers dually registered with the SEC and 360 dually registered with the states).
Eliminating the broker-dealer exclusion would simply require these broker-dealers to adhere to a fiduciary duty
to all accounts for which they provide personalized investment advice. Moreover, there may be as many as
approximately 230 additional broker-dealers that would be required to register under the Advisers Act or with
the states if the broker-dealer exclusion was eliminated. See id. There would be some additional costs
associated with SEC and state registrations. Moreover, it would be likely that there would be more firms to
examine as registered investment advisers by the SEC and the states.
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During recent years, broker-dealers increasingly have migrated toward the investment
advisory model and held themselves out as trusted advisers. A result of this significant
development has been investor confusion. The SEC has clear evidence of both phenomena.
For example, in 2008 the SEC commissioned a study by the Rand Corporation that found that
“broker-dealers have begun to drift subtly into a domain of activities that (at least under the
regulatory regime) have historically been the province of investment advisers.” 26 Moreover,
based on interviews conducted with investors, the report found investor confusion resulting
from the manner in which broker-dealers marketed themselves:
much of the recent marketing by broker-dealers focuses on the ongoing relationship
between the broker and the investor and as brokers have adopted such titles as
“financial advisor” and “financial manager.” 27
Broker-dealers have been aggressively marketing themselves as “advisors” and “financial
consultants” who customers can rely upon and trust. The resulting customer confusion has
created a mismatch between client expectations and reality: customers now expect that
brokers are acting in their best interests when in fact there is no obligation to do so. 28 The
SEC should act to ensure that investors who place their trust in broker-dealers are protected
by the higher standard of care required of fiduciaries.
IV.

Retail Clients Will Benefit From the Uniform Application of the Advisers Act
Fiduciary Standard

In Item (12) of the Study Release, the SEC requests comment on the potential impact
upon retail customers from changes in standards of care. Currently, retail clients are protected
differently depending on whether they engage a broker-dealer or an investment adviser to
provide them with investment advice. Retail clients will benefit in important and specific
ways from the application of a uniformly high fiduciary standard to all securities professionals
who provide investment advice.
Following are concrete illustrations of how fiduciary duty would benefit customers of
broker-dealers:


26

Brokers recommending and selling investment products to customers would have to
disclose all fees, compensation, and other incentives they earn from the advice;

See Rand Report, supra note 6.

27

Id. at 19; see also, Industry Perspectives on the Obama Administration’s Financial Regulatory Reform
Proposals, Hearing Before the H. Comm. on Fin. Servs., 111th Cong. 16-17 (July 17, 2009) (statement of Paul
Schott Stevens, President and CEO, Investment Company Institute) (noting that “over the last decade, brokers
have significantly shifted their business model to include providing investment advice and charging fees based
on assets under management, rather than commissions for each transaction. This model previously had been
used solely by investment advisers”).

28

RAND Report, supra note 6 at 31-32.
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Brokers would have to recommend products that are in the best interests of their
customers, and would not be able to steer customers to certain products that, while
technically not inappropriate for the customer (and, therefore “suitable”), are not in the
customer’s best interests;



Brokers would have to disclose not only information about investment products they
recommend, but also information about themselves, including conflicts of interest,
including an explanation of
o the potential incentive to favor certain products over others as long as the
investment is at least suitable for that client or an explanation that their
commission-based fee could potentially be an incentive for brokers to engage
in more transactions than necessary to generate higher fees;
o any economic interest in steering clients to certain products or an extra reward
that a broker-dealer representative can receive for being the highest seller of a
particular type of product;

V.



Brokers would have to offer a limited investment opportunity (as well as any other
appropriate investment opportunity) to their clients first and not take the opportunity
for themselves; and



Brokers would have to disclose at the outset if they or their representatives have a
material disciplinary history (rather than their customers having to take the initiative to
look at FINRA’s BrokerCheck for disciplinary information).
Investor Choice Would Not Be Inappropriately Limited by Imposing a Fiduciary Duty
on Brokers

In Item (9) of the Study Release, the SEC requests comment on the potential impact
on access of retail customers to the range of products and services offered by broker-dealers,
access to personalized investment advice, and the availability of personalized advice and
recommendations. We understand that these issues were included in the Dodd-Frank Act in
large part to address concerns raised by broker-dealers and insurance agents that they may not
be able to continue to recommend exclusively proprietary products or securities for which
they receive additional compensation. We believe these concerns are unfounded. Under the
fiduciary duty standard, with appropriate disclosure, broker-dealers generally should be able
to manage a client’s account investing only in a limited range of products or to recommend
only their proprietary products. 29
The Advisers Act fiduciary duty requires full disclosure of all material facts. Applied
to the situation posed here, fiduciary duty would require a broker-dealer, at the inception of a
29

Indeed, the language in Section 913(k)(2) of the Dodd-Frank Act is intended to confirm the current operation
of the fiduciary duty standard in this and a number of other areas discussed below.
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client relationship, to disclose the types of investments that the broker-dealer would be
recommending to clients and to disclose if it will be recommending only proprietary or a
limited range of investment products. 30 There may be situations where none of the
proprietary products (because of their investment objectives, for example) would be in the
best interests of a particular client. In these circumstances, the fiduciary duty appropriately
may restrict the ability of the broker-dealer to recommend such products.
When recommending either proprietary products or products for which a broker-dealer
receives compensation from a party other than the client, the fiduciary duty would require the
broker-dealer to disclose specific information on potential conflicts of interest. Disclosure
must include information about the compensation that the broker-dealer would receive and
that the broker-dealer may have an incentive to recommend securities that offer it the greatest
compensation.
Some also have argued that retail investors may have less access to certain types of
securities that are not widely available because a broker-dealer that has these securities in its
inventory may be prohibited from trading with a client as principal under the Advisers Act.
As an initial matter, it is unclear whether the prohibition on principal transactions without
transaction-by-transaction consent under section 206(3) of the Advisers Act would apply if
the SEC adopted a fiduciary duty rule for broker-dealers because Section 913 of the DoddFrank Act references only Advisers Act sections 206(1) and 206(2) in requiring a minimum
standard of care for broker-dealers. Given that principal trading involves a fundamental
conflict of interest “and a substantial risk that the proprietary interests of the adviser will
prevail over those of its clients,” 31 we believe that the duties imposed under section 206(3)
should apply to broker-dealers that provide advice to retail clients. We recognize that there
may be facts and circumstances under which it is appropriate for the SEC to provide relief
pursuant to its broad exemptive authority under Advisers Act section 206A. 32 Regardless of
whether the specific prophylactic provisions of section 206(3) apply, however, as fiduciaries,
broker-dealers would be required to provide full and fair disclosure regarding the practice to
clients, adopt policies and procedures to address the conflict, and ensure that a principal trade
is fair and in the best interest of clients.

30

Investment advisers already have this obligation if, for example, they only invest in mutual funds for their
clients and not in individual securities or they invest in mutual funds available on certain platforms or invest in
proprietary mutual funds.
31

Temporary Rule Regarding Principal Trades with Certain Advisory Clients, Investment Advisers Act Rel. No.
IA-2653 (Nov. 30, 2007) at 14.
32

We understand that at the present time broker-dealers dually registered as investment advisers and investment
advisers with affiliated broker-dealers have found the requirement for transaction-by-transaction disclosure and
consent to engage in principal transactions to be difficult and one of the major challenges of operating under the
Advisers Act. There are legitimate concerns in permitting fiduciaries to engage in principal trading with client
accounts. The fact that to date the SEC has not been able to develop appropriate safeguards to permit principal
trading on a more liberal basis reflects how important this issue is to the protection of retail clients of both
investment advisers and broker-dealers.
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VI.

Extension of the Advisers Act Fiduciary Duty Would Not Result in Unreasonable
Costs to or Restrictions on Broker-Dealers

Item (13) of the Study Release requests comment on the costs and expenses to brokerdealers resulting from potential changes in the regulatory requirements or legal standards.
Moreover, in Items (12)(B) and (C) of the Study Release, the SEC requests comment on the
potential impact on access to and the availability of personalized advice and
recommendations.
We believe that there will be some costs involved in training broker-dealer personnel
with respect to fiduciary duty and to develop a fiduciary culture. 33 We are of the view,
however, that those who argue that certain business models will be destroyed by the change in
legal standard are exaggerating the potential impact. Contrary to these assertions, the
activities that are carried out by broker-dealers would not be prohibited or fundamentally
undermined by the imposition of a fiduciary duty. Broker-dealers would remain free to
pursue their essential business models.
The fiduciary duty for broker-dealers should operate in the same manner as it does for
investment advisers. Broker-dealers who provide investment advice to retail clients must act
in the best interests of their clients and place the interests of their clients before their own. As
with investment advisers, the fiduciary duty would apply to those activities and services to
which broker-dealers and their clients have agreed. To the extent that an agreed upon service
constitutes investment advice, the broker’s fiduciary duty would apply to that service. In this
regard, broker-dealers would have to ensure that they are not holding themselves out as
offering more advisory services than they are prepared to perform under this standard. The
fiduciary duty, however, would not require broker-dealers to undertake services to which they
have not explicitly or implicitly agreed. Where no such promise is made or implied, no
fiduciary obligation to provide such services would exist.
The fiduciary duty under the Advisers Act generally does not prohibit a particular type
of activity or compensation arrangement but requires disclosure and/or mitigation of potential
conflicts of interest that a particular arrangement or transaction may pose. If the SEC imposes
a fiduciary duty on broker-dealers for the provision of personalized investment advice to retail
clients, the most significant changes to the broker-dealers’ obligations and to the brokerdealers’ business models generally would be the requirement on broker-dealers to manage
potential conflicts of interest and to make appropriate upfront disclosures to clients regarding
potential conflicts of interest, compensation, and other material facts. Most important, the
extension of the fiduciary duty to broker-dealers who provide investment advice would
require these broker-dealers to develop a fiduciary culture among those who provide
personalized investment advice to retail clients to act in the best interests of their clients and
to place the interests of the clients above their own. Imposing the fiduciary duty on brokerdealers in this fashion would be unequivocally beneficial to retail investors.

33

Many broker-dealers that provide advice are already dually registered and, therefore, should be well-equipped
to provide such training.
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Those who are not familiar with the fiduciary culture have expressed specific concerns
regarding the impact of imposing a fiduciary duty on the broker-dealer business models. For
example, some have voiced concerns that broker-dealers would no longer be able to receive
commission-based compensation. Under the fiduciary duty standard, a broker-dealer would
be able to provide investment planning services and provide other types of investment advice
and still be compensated by commissions, provided that it has made appropriate disclosures
regarding potential conflicts of interest. This disclosure would include providing information
about the potential incentive for broker-dealers to engage in more transactions than necessary
to generate higher fees for themselves. Investment advisers that are paid on a commission
basis are explicitly required to make these types of disclosures. 34
Others have argued that a fiduciary duty would obligate broker-dealers who provide
investment planning services or who provide a specific security recommendation to monitor
the investments made by the clients at the recommendation of broker-dealers on an ongoing
basis and that broker-dealers would no longer be able to provide these services if these
obligations attached. We disagree with this premise. Unless the broker-dealer entered into an
agreement (implicitly or explicitly) with the client to monitor the client’s portfolios or it is
implied in the relationship, the broker-dealer, even as a fiduciary, would not have an
obligation to monitor the financial condition of the client or the investments to determine
whether they continue to meet the investment objectives of the client or to suggest
adjustments regarding the recommended portfolio. 35 The nature of the relationship between
the broker-dealer and its client would dictate whether there is an ongoing responsibility with
respect to the client.
Similarly, there has been some concern regarding the length of time a client may rely
on a specific recommendation by a broker-dealer in a fiduciary context. We believe that
unless a fiduciary has agreed to continue updating a client regarding a recommendation, a
client may continue to rely on that recommendation only for a reasonable period of time or
until there are changes to the client’s circumstances or new developments in the market that a
reasonable person would believe may change a recommendation about a particular security.
Finally, broker-dealers often may have investor information centers or departments
that provide information requested by investors on certain products. Some have voiced
34

See Item 5.E of Form ADV, Part 2A (requiring an adviser that receives compensation attributable to the sale
of a security or other investment product., e.g., brokerage commissions, or whose personnel receive such
compensation, to disclose this practice and the conflict of interest it creates, and to describe how the adviser
addresses this conflict).

35

Similarly, investment advisers that only provide a financial plan even as a fiduciary do not have an obligation
to continuously monitor the financial conditions of their clients unless there was an implicit or explicit
agreement for such a service. Broker-dealers may be concerned about state law fiduciary duty cases in which the
courts have found that they had a continuing duty to monitor. In these cases, the courts found that the brokerdealers in those situations had de facto discretionary authority. By its definition, discretionary authority entails
continuous monitoring. Absent discretionary authority or “constructive” discretion, a broker-dealer has no duty
to monitor the client’s investments or warn the client about potential investment risks after the execution of the
transaction. See e.g., Leib v. Merrill Lynch 461 F.Supp. 951 (D.C.Mich., 1978); Robinson v. Merrill Lynch,
Pierce, Fenner & Smith, Inc. 337 F. Supp. 107 (N.D. Ala. 1971).
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concern about the fiduciary duties imposed on personnel performing these functions.
Personnel of broker-dealers who respond to requests for specific information regarding a
product or a type of product should not be subject to a fiduciary standard as long as they only
provide factual information about a product or investment and do not imply in any way that
they are providing personalized investment advice. 36
There is a continuum of potential relationships between clients and financial service
providers. On one end of the spectrum are self-directed individuals who use brokerage
platforms to execute their own investment decisions. In such cases, no advice is given and the
Advisers Act fiduciary duty would not apply. At the other end of the spectrum are clients
who receive ongoing discretionary investment advisory services. The Advisers Act fiduciary
duty clearly applies to these activities on an ongoing basis. In between, the scope of the
fiduciary duty will depend on the scope of the relationship. In such cases, appropriate
disclosure is the key to ensuring investor protection.
VII.

Advisers and Brokers Provide a Broad Range of Services

Item (11) of the Study Release requests information about the various services
provided by investment advisers and broker-dealers. This information is important not only
to the prior analysis of the application of the fiduciary duty to brokers providing various types
of investment advice but also to the analysis of the substantive differences in the regulation of
brokers and advisers called for by Items (6) and (7) of the Study Release.
The core activity of the vast majority of SEC-registered investment advisers is
providing investment advice on a discretionary basis to clients; that is, they are granted
authority by their clients to make investment decisions for their clients’ portfolios on an
ongoing basis. 37 In addition, some investment advisers provide financial planning services
(i.e., identifying investment goals and recommending strategies to achieve those goals that
incorporate recommendations regarding securities), recommend specific securities (including
36

This approach is consistent with the Advisers Act. See 1092 Release, supra note 13; Olena Berg (pub. avail.
Feb. 22, 1996) (“information that simply describes or explains the various investment options available through a
plan, without including any analysis or recommendation with respect to those options, would not constitute
‘investment advice’ as that term is used in the Advisers Act”); see also Financial Strategies Inc., (pub. avail. Feb.
14, 1994) (“a person could be providing investment advice if, in the course of developing a financial program, he
recommends that clients allocate certain percentages of their assets to life insurance, high yielding bonds, and
mutual funds, or particular types of mutual funds, such as growth stock or money market funds”).
37

In 2010, 89% of all investment advisers reported having discretionary authority over client accounts. Indeed,
of the $38 trillion assets under management reported by SEC-registered advisers in 2010, only $3.3 trillion were
reported as non-discretionary. In addition, approximately 75% of advisers provide portfolio management for
individuals and/or small business, 63% of advisers provide portfolio management for business or institutional
clients (other than mutual funds); 41% of advisers provide financial planning services; and 31% of advisers
assist clients to select other advisers. See Investment Adviser Association and National Regulatory Services,
Evolution/Revolution 2010: A Profile of the Investment Advisory Profession, (expected publication date Sept.
2010) (2010 Evolution/Revolution Report). A complete list of advisory services and the percentages of
investment advisers providing such services are provided in Appendix 4 of the 2010 Evolution/Revolution
Report.

15

mutual funds) for the particular circumstances of a client, recommend a particular asset
allocation plan, provide portfolio analysis and evaluation, assist in selection and monitoring of
other advisers, or provide wealth management services. In addition to those activities, some
of which are more oriented toward individual clients, investment advisers manage assets for
mutual funds, hedge funds, private equity funds, pension plans, state and municipal entities,
banks, charitable endowments, foundations, and corporations and serve as sub-advisers to
funds offered by other advisers.
Broker-dealers engage in a wide range of activities, including selling securities,
mutual funds, and variable annuities; selling interests in limited offerings or private
placements; margin lending; securities lending; taking custody of client funds or securities;
executing trades; acting as a market maker, dealer, syndicator or underwriter; acting as a
distributor for issuers; or engaging in stock exchange floor activities. The substantive
regulation of these non-advisory broker-dealer activities is not the focus of the study
mandated by legislation. Investment advisers generally do not and, without broker-dealer
registration or affiliation or an appropriate exemption, cannot engage in these activities. The
one significant area of overlap between broker-dealers and advisers is the provision of
investment advice.
This overlap is the intended focus of the study mandated by Section 913 of the DoddFrank Act. Thus, we do not address below other regulations applicable to advisers or brokerdealers that are not relevant to the provision of investment advice to retail clients - for
example, the regulations under the Securities Exchange Act of 1934 (Exchange Act) and
FINRA rules that apply to brokers in their capacity as market-makers or for executing
securities transactions or the regulations under the Investment Company Act of 1940 that
apply to advisers in their management of mutual funds.
VIII.

The Substantive Regulations of Broker-Dealers and Advisers Differ in Some Respects

Items (6) and (7) of the Study Release request comment on the substantive differences
in the regulation of broker-dealers and investment advisers when providing personalized
investment advice and recommendations about securities to retail clients and where these
regulations provide greater protection to retail customers.
The current regulatory landscape reflects the different purposes of the two main
statutes regulating investment advisers and broker-dealers – the Advisers Act and the
Exchange Act. The purpose of the Advisers Act is to address concerns with respect to the
provision of investment advice while the purpose of the Exchange Act is to address concerns
regarding the securities markets and their participants. Given that the regulations of brokerdealers and investment advisers developed under separate statutory frameworks with different
purposes, there are, of course, substantive differences in these regulations. The Advisers Act
is entirely focused on the provision of investment advice, whereas the Exchange Act and
FINRA rules are focused on a much broader range of activities with a subset of provisions
related to specific aspects of investment recommendations, which have been supplemented as
broker-dealers offered more of these services.
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As discussed above, there is currently a significant substantive difference between the
standard of care for investment advisers and broker-dealers in providing investment advice,
with the standard of care for investment advisers providing greater protection to retail
customers than the standard of care for broker-dealers providing the same services. Although
the difference in the standard of care is the most critical aspect of and the focus of the Section
913 study, there are differences in regulation in a number of other areas as well. 38 For
example, different rules apply to disclosure, codes of ethics, proxy voting, contractual
requirements, and advertising. The Advisers Act regulatory regime is specifically geared
toward investment advisory activities and provides a flexible framework that permits the
broad diversity of investment advisory firms to tailor their compliance programs to fit the
nature of their firms. 39
A more exhaustive comparison of the various regulations applicable to broker-dealers
and investment advisers when providing investment advice is attached as Appendix A to this
letter. 40
Some in the broker-dealer community have argued that certain broker-dealer
requirements are more protective of retail investors and should be applied to investment
advisers. We are open to constructive dialogue with the Commission to enhance investment
adviser regulation where appropriate. We note, however, that some of these arguments are
based on misunderstandings about investment adviser regulation or are not based on applesto-apples comparisons of the same activities. For example, some inappropriately compare
rules governing sales of products with rules governing portfolio management. Although the
Dodd-Frank Act specifically directs the SEC to consider adopting rules to prescribe a
“standard of conduct” for broker-dealers that is no less stringent than the standard for
advisers, if the SEC determines that a broader rulemaking is appropriate, we request that the
SEC seek views on the general framework in a concept release. We would welcome the
opportunity to provide our specific views to the Commission at such time.

38

Despite their different regulatory roots, many requirements for brokers and advisers are similar. For example,
both broker-dealers and advisers are required to have written policies and procedures for their compliance
programs and to designate a chief compliance officer. Broker-dealers and advisers also are subject to similar
regulations with respect to insider trading, supervisory duties, and safeguarding client information.

39

See supra note 16

40

Item (8) of the Study Release requests comment on existing standards of state regulators to protect retail
clients. Under state law, investment advisers registered with the SEC are subject to the state anti-fraud laws and
certain of their personnel who provide advice to retail clients are subject to state licensing and qualification
requirements. With respect to state-registered investment advisers, in addition to licensing and qualification
requirements, the states generally have investment adviser regulations that mirror or are substantially similar to
SEC regulations of investment advisers.
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IX.

Regulatory, Examination, and Enforcement Resources Should Be More Effectively
Deployed to Enforce the Standards of Care for Broker-Dealers and Investment
Advisers

In Item (5) of the Study Release, the SEC requests comment on the regulatory,
examination, and enforcement resources devoted to, and activities of the SEC, the states and a
national securities association to enforce the standards of care for broker-dealers and
investment advisers, including the effectiveness of the examinations, the frequency of the
examinations, and the length of time of the examinations.
In addition to an appropriate standard of care, we believe a well-designed oversight
program with inspections and examinations is critical to investor protection. In this regard,
the IAA has long supported efforts by the SEC to improve its inspection program for
investment advisers. Since the adoption of the compliance program rule – Rule 206(4)-7 –
the SEC examinations and inspections of registered investment advisers have become more
involved with voluminous document requests, intensive questioning of advisory personnel,
and lengthy on-site inspections of advisers. We have worked with the staff to ensure that
these efforts result in more effective examinations rather than just more laborious ones. We
also have urged the SEC to ensure a robust and appropriate oversight program of the
investment advisory profession.
Recently, Chairman Schapiro has taken meaningful steps to enhance the current
oversight program. 41 We applaud these initiatives, which represent positive steps to
strengthen the Commission’s examination program, 42 and believe that the SEC must continue
to work toward the shared goal of enhancing the effectiveness of investment adviser exams.
In this regard, the SEC should focus its examination program on ferreting out fraud rather
than focusing on technical violations (i.e., a less “check-the-box” approach to examinations
and more activities designed to assess and evaluate risk). The SEC can take a more
substantive approach to examinations by hiring examiners with the requisite knowledge and
experience in securities trading, portfolio management, valuation, derivatives, risk
management and other important areas and has taken significant steps towards that end. The
SEC also can leverage its resources by providing more training to its existing staff,
conducting exams more focused on firms with higher risk profiles and practices, providing
examiners with more tools and methodologies to detect fraud, and utilizing better the
available technologies to improve surveillance and for the collection of useful data. In
addition, the SEC should ensure that there is no internal incentive for the quantity of
examinations conducted rather than the quality of examinations. We look forward to working
with the Commission to continue to develop new ways to ensure an effective examination
program for investment advisers.

41

See SEC Oversight: Current State and Agenda, Hearing Before the H. Sub. Comm. on Capital Markets,
Insurance and Government Sponsored Enterprises Hearing, 111th Cong. (July 14, 2009) (statement by Mary L.
Schapiro, Chairman, Sec. and Exch. Comm’n).

42

See Letter from David G. Tittsworth, IAA, to The Hon. Mary L. Schapiro, Chairman, SEC (July 29, 2009).
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With respect to funding of the SEC’s oversight program, we also fully appreciate that
the SEC has had insufficient resources to conduct examinations of the more than 11,000
advisers under its jurisdiction. 43 We have advocated for a number of measures to address the
SEC’s resource issue. We are pleased that the Dodd-Frank Act has authorized substantially
increased funding for the SEC. Although we have long-supported self-funding for the SEC,
the substantial increase in the budget for the SEC in addition to the $100 million reserve fund
that the SEC can potentially use for long-term planning will significantly enhance the SEC’s
ability to regulate and examine SEC-registered investment advisers. 44
The Dodd-Frank Act also coupled the increase in funding with a significant reduction
in the number of advisers that the SEC will have to supervise. The raising of the threshold
that separates federally-registered and state-registered advisers from $25 million to $100
million may shift up to 4,200 investment advisers – or 36% of currently registered advisory
firms – from SEC regulation to various state regulators. 45
We understand that the frequency with which broker-dealers are examined currently
by FINRA and the SEC is higher than that for examinations of investment advisers by the
SEC. We, however, disagree with the proposition that frequency of examinations or imposing
an additional layer of regulation and examination will necessarily ensure an effective
regulatory oversight program. Neither frequency of examinations nor multiple examinations
by different regulatory or quasi-regulatory bodies assure that fraudulent activities will be
caught in a timely manner. For example, the numerous inspections of the Bernard Madoff
firm over a period of many years by the SEC and FINRA failed to uncover Madoff’s massive
fraudulent activities. This case clearly negates the argument that insufficient resources or lack
of oversight was the cause of the failure to uncover the fraudulent activities of the firm.
Senator Dodd has expressed similar views, as he noted on the Senate floor with
respect to this study:
In this review, the paramount issue is effectiveness. If regulatory examinations are
frequent or lengthy but fail to identify significant misconduct--for example,
examinations of Bernard L. Madoff Investment Securities, LLC--they waste resources
and create an illusion of effective regulatory oversight that misleads the public. 46
As Senator Dodd noted, merely adding more examinations will not be an answer to
this complex issue. In this regard, we urge the SEC to resist the illusory solution of

43

See Tittsworth House Testimony, supra note 3.

44

Section 991 of Dodd-Frank Act authorizes $1.3 billion for the SEC’s budget in 2011 and increases the budget
each year through 2015 to $2.25 billion.

45

2010 Evolution/Revolution Report, supra note 37.

46

156 Cong. Rec. S5920 (July 15, 2010) (statement of Senator Christopher Dodd).
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recommending a self-regulatory organization (SRO) for investment advisers. 47 Although the
concept of an SRO may appear on its face to solve the problem of increasing the frequency of
examinations and therefore may be a tempting alternative to proper oversight, there are grave
consequences to this approach. Other jurisdictions have tested the SRO model but have
discarded the structure over time. 48 For example, in the late 1990’s, the U.K. government
transferred SRO regulatory powers to the FSA due to the complexities and inefficiencies of
the U.K. SRO system. 49
We have discussed in various fora the reasons why we oppose the idea of establishing
an SRO for investment advisers and the significant issues with self-regulation. 50 We strongly
believe the drawbacks to an SRO – which include inherent conflicts of interest, serious
questions about transparency, accountability, and oversight, and added costs and bureaucracy
– continue to outweigh the convenience of merely increasing the number of examinations and
finding a “quick” solution. 51 Instead, we believe the SEC has the requisite expertise and
investor protection mandate to be the most effective regulator of investment advisers.
Therefore, we urge the SEC and its staff to develop a thoughtful approach to the supervision
of investment advisers and develop new and innovative ways to make oversight of investment
advisers more efficient and effective. Clients and customers of investment advisers will be
the ultimate beneficiaries of a more creative approach.

47

Section 914 of the Dodd-Frank Act requires the SEC to study whether Congress should authorize the SEC to
designate an SRO for investment advisers. We expect that the SEC will be seeking comments as it examines the
SRO issue in greater detail. We will be providing comments on that study.
48

“Whereas [SROs] are rather significant in the United States, they do not play any role in the United Kingdom
and are hardly of any importance in Germany. In the EU, priority is given to the statutory approach to
regulation.” See Securities Market Regulation: International Approaches, Deutsche Bundesbank Monthly
Report. (January 2006), available
http://www.bundesbank.de/download/volkswirtschaft/mba/2006/200601mba_en_securities.pdf. Similarly,
Australia does not have SROs as classically defined although exchange organizations have limited selfregulatory powers. See Prof. Berna Collier, Comm’r, ASIC, Ensuring Capacity, Integrity and Accountability of
the Regulator (2005) available http://www.oecd.org/dataoecd/63/12/35174567.pdf.
49

Even the chairman of the Securities and Investments Board, the most important of the SROs, “acknowledged
that self-regulation had failed in the U.K. and seemed unable to restore investor confidence.” See Enhancing
Investor Protection and the Regulation of Securities Markets, Hearing Before the S. Comm. on Banking,
Housing & Urban Affairs, 111th Cong. 35-36 (Mar. 10, 2009) (statement of Prof. John C. Coffee, Jr., Columbia
Univ. Law School).
50

Tittsworth House Testimony, supra note 3, at 28-32; Tittsworth Senate Testimony, supra note 3, at 17-26.

51

Given its clear preference for broker-dealer rules, we believe it would be inappropriate and counterproductive
for FINRA to be designated as the SRO for investment advisers. Any regulator for investment advisers should,
at a minimum, acknowledge and reflect the practices, culture, regulation, and oversight of the advisory
profession. In light of its explicit statements favoring the broker-dealer regulatory model, FINRA clearly cannot
serve in this capacity. Establishing FINRA as the SRO for investment advisers would eviscerate the “self” in
self-regulation. Instead, it would lead to an inappropriate extension of the broker-dealer regulatory model to the
advisory profession.
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X.

Recommendations to Congress and Rulemaking

As discussed in detail above, there is a significant regulatory gap between brokerdealers and investment advisers who provide personalized investment advice to retail
investors because broker-dealers are not subject to a fiduciary duty. We request that the
Commission remedy that gap by imposing the Advisers Act fiduciary duty on these brokerdealers.
With respect to rulemaking that would impose a fiduciary duty on broker-dealers
providing personalized investment advice to retail investors, we have some initial suggestions.
Because of the overarching nature of the fiduciary duty, which requires the interests of clients
to be placed over those of a securities professional in every circumstance, the SEC does not
need to develop an exhaustive list of rules to address conflicts that may exist now or in the
future. In fact, it would be contrary to the interests of investor protection to attempt to define
precisely all elements of the fiduciary duty. Instead, the SEC should proceed with its
rulemaking and codify in a rule under section 15(k) of the Exchange Act that broker-dealers
that provide personalized investment advice about securities to retail clients are fiduciaries to
clients in providing those services and must act in their best interests.
Adopting a principles-based rule of conduct would prevent brokers-dealers – as the
fiduciary duty under the Advisers Act has prevented investment advisers – from being able to
exploit regulatory loopholes presented by rules addressing only specific activities and
conflicts. The principles-based approach in the Advisers Act has provided the framework to
address potential issues that would have been difficult to foresee when the Advisers Act was
adopted 70 years ago.

*

*

*

We appreciate the opportunity to present our views to the Commission on its study of
the effectiveness of broker-dealer and investment adviser regulation. Please contact the
undersigned, Karen L. Barr, General Counsel, or Jennifer S. Choi, Associate General Counsel,
at (202) 293-4222 with any questions regarding these matters.

Respectfully submitted,

David G. Tittsworth
Executive Director

cc:

The Honorable Mary L. Schapiro, Chairman
The Honorable Kathleen L. Casey
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The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Paredes
Robert W. Cook, Director
Division of Trading and Markets
Andrew J. Donohue, Director
Division of Investment Management

Enclosure:

Appendix A
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Appendix A: IA/BD Comparison Matrix
Subject
Standard of Conduct
General Anti-Fraud

Fiduciary Duty

SEC Registered Investment
Adviser

Broker/Dealer

Similarities and Differences

Advisers Act Section 206
(prohibiting fraud and manipulative
devices)
’34 Act Section 10(b), Rule 10b-5

FINRA Rule 2020 (prohibiting fraud
and manipulative devices)
’34 Act Section 10(b), Rule 10b-5

Equivalent requirements.
And, Section 10(b) and Rule 10b-5
apply to both advisers and brokers
where appropriate.

All investment advisers have a
comprehensive fiduciary duty to
their clients. This duty includes the
obligation to act in the client’s best
interests and place their client’s
interest above their own. It also
includes the duty to make full and
fair disclosure of all material facts,
including potential conflicts of
interest.

No fiduciary duty.

The Advisers Act fiduciary duty is
an overarching principle that applies
to every aspect of an adviser’s
relationship with its clients and
requires that an adviser conduct
itself with its clients’ best interests in
mind at all times. This principle
provides for more comprehensive
investor protection, beyond that
which can be addressed by specific
rules that apply in specific
circumstances.

Other obligations that flow from this
fiduciary duty include:
 the duty to seek best execution
 the duty to provide suitable
advice
 the duty to have a reasonable
basis for recommendations
 the duty to maintain client
confidentiality
 the duty to vote proxies in best
interest of client, and
 the duty to disclose material
financial and disciplinary
information

Under FINRA Rules:
 “High Standard of
Commercial Honor and Just
and Equitable Principles of
Trade” [FINRA Rule 2010]


“Suitability” [FINRA Rule
2310]



“Reasonable Basis” [FINRA
Rule 2310]

The SEC has broad authority to
promulgate rules and interpret what
constitutes breach of fiduciary duty
by an adviser.
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Appendix A: IA/BD Comparison Matrix
Subject
Code of Ethics
Personal Trading and
Insider Trading

SEC Registered Investment
Adviser
Rule 204A-1:
 Written “code of ethics”
(including requirements to
comply with securities laws
and firm standards of
conduct, report violations,
secure employee
acknowledgements)


Holdings and transaction
reporting requirements



Pre-approval of IPOs and
private placements



Firm standards of business
conduct that reflect
fiduciary duties

Advisers Act Section 204A requires
policies and procedures to prevent
insider trading.
Disclosure
Initial and Ongoing
Disclosure regarding
Investment Advice

Broker/Dealer

Similarities and Differences

NASD Rules 3040 & 3050:
 Duty to disclose accounts

Advisers are required to adopt
Codes of Ethics that “set out ideals
for ethical conduct premised on
fundamental principles of openness,
integrity, honesty and trust.”
(Adopting Release). Codes
address conflicts of interest and
must ensure that advisory
personnel cannot take advantage of
their positions. Brokers are not
subject to such requirements.



Broker must send duplicate
account statements and
confirms



Pre-approval for certain
private securities transactions

’34 Act Section 15(f) requires policies
and procedures to prevent insider
trading.

Advisers Act Section 206Overarching fiduciary duty to
disclose conflicts of interest,
compensation arrangements, and
other material facts.

No overarching duty

Advisers Act Section 203 and Rule
203-1 - Form ADV must be
provided to each client at the outset
of the advisory relationship.

‘34 Act Rule 17a-5(c) requires
disclosure of financial statements.

Equivalent regulation already exists
for insider trading.

Advisers are required affirmatively
to disclose substantial information
about their businesses, their fees
and compensation, their conflicts of
interest, and their disciplinary
history upfront to each client so that
the client can evaluate these
practices and conflicts in making
decisions.
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Appendix A: IA/BD Comparison Matrix
Subject

SEC Registered Investment
Adviser
-

Part 1 available publicly:
business information,
disciplinary history, AUM,
nature of business and types of
clients, compensation
arrangements, advisory
activities, other business
activities, affiliations, custody,
participation or interest in client
transactions, control persons

-

Part 2A available publicly:
advisory business, fees and
compensation, performancebased fees and side-by-side
management, types of clients,
methods of analysis,
investment strategies, and risk
of loss, conflicts of interest,
disciplinary information, other
financial industry activities and
affiliations, code of ethics,
participation or interest in client
transactions and personal
trading, brokerage practices,
review of accounts, client
referrals and other
compensation, custody,
investment discretion, proxy
voting, financial information

-

Part 2B: for advisory personnel,
disclosure of educational and

Broker/Dealer

Similarities and Differences
Brokers are not generally required
to make upfront disclosure to their
customers regarding all conflicts of
interest, compensation
arrangements, or disciplinary
history.
Advisers have an overarching
fiduciary obligation to disclose
conflicts of interest and other
material information and brokers do
not. Brokers’ disclosure duties are
very product and transactionspecific

August 30, 2010
Page 4 of 13

Appendix A: IA/BD Comparison Matrix
Subject

Product disclosure

Client Relationship/Sales
Practices
Contract Requirements:

SEC Registered Investment
Adviser
business background,
disciplinary history, other
activities, and supervision
To the extent advisers sell products
(e.g. as dual registrants), they must
comply with FINRA rules.

Advisers Act Section 205:
 Written Agreement (not
required by rule but
required in practice)


Performance Fees



No assignment w/o consent



Change in partnership



No hedge clauses

Broker/Dealer

Similarities and Differences

FINRA Product-Specific Disclosure
Rules:
 Penny Stock

Equivalent requirements. To the
extent advisers engage in product
sales, they are also required to
make product-specific disclosures.



CMOs



Options



Variable Annuities



Margin Accounts

In general, written agreements not
required by FINRA unless for certain
types of products or accounts, e.g.:


Penny Stocks



Options



Margin Accounts

Mandatory pre-dispute arbitration
clauses (industry practice)

Advisers and brokers, though not
required by rule, typically have
written contracts with clients or
customers.
Advisory contracts are more
substantive, reflecting personal
ongoing relationships and contracts
for personal services. Advisory
contract requirements embed
investor protections, while there are
no equivalent broker contract rules.
Most investment advisory
agreements do not include
mandatory pre-dispute arbitration
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Appendix A: IA/BD Comparison Matrix
Subject

SEC Registered Investment
Adviser

Broker/Dealer

Similarities and Differences
clauses. Brokers’ contracts
typically eliminate the ability of their
customers to choose their preferred
dispute resolution venue.

Advertising - General
(see below for
performance advertising)

General anti-fraud provisions of
Advisers Act Section 206 and noaction letters:




Performance Advertising

Must be fair and balanced
No material misstatements
or omissions
Past performance no
guarantee of future
performance, etc.

General principles under NASD Rule
2210:




Must be fair and balanced
No material misstatements or
omissions
Past performance no
guarantee of future
performance etc.

Advisers Act Rule 206(4)-1:
 No testimonials
No past specific
recommendations (the
conditions for use are so
unworkable that the
provision is in effect a
prohibition)
 No charts, graphs and other
“devices”
 No “free” reports
 No material misstatements
or omissions

Process under FINRA Rule 2210 for
ads related to advice:
 Sales Literature
o Principal approved

Anti-fraud liability – Advisers Act
Rule 206(4)-1

General principles under NASD Rule
2210



Correspondence
o Monitoring system
required

Equivalent general anti-fraud-type
principles.
Advisers are prohibited from using
client testimonials or mentioning
past specific recommendations in
their advertising, while brokers
routinely use testimonials.
Equivalent requirements on internal
approval of advertising: FINRA
requires principal approval for
brokers, while the SEC compliance
program rule construct provides a
framework for firms to ensure that
advertisements are not misleading
and generally involve internal
approval processes.
Equivalent supervisory liability.

Equivalent general anti-fraud-type
principles.
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Appendix A: IA/BD Comparison Matrix
Subject

SEC Registered Investment
Adviser
Extensive interpretive guidance
exists through SEC enforcement
proceedings and no-action letters,
for example related to:









Composite construction
Gross of fees-net of fees
Investment of dividends
Benchmarks
Model results
Portability
Disclosure of conditions,
limitations, strategies
Market or economic
conditions

The Global Investment
Performance Standards (GIPS®) is
a set of standardized, industry-wide
principles that provide investment
firms with guidance on how to
calculate and report their
investment results to clients and
prospective clients. The standards
address input data, calculation
methodology, composite
construction, disclosure,
presentation and reporting and
other topics. Claims of GIPS
compliance are closely scrutinized
by SEC staff.

Broker/Dealer

Similarities and Differences

FINRA interpretations under Rule
2210 relate only to mutual funds, e.g.:

Adviser performance records are
highly scrutinized by SEC staff.






1/3/5/10 or Life of Fund
performance data for mutual
funds
Ban on use of hypothetical or
synthetic performance for
mutual funds
Use of rankings in mutual
fund advertisements
Bond fund volatility ratings

There is generally no tracking of
performance of brokerage
accounts.
Broker-dealers are subject to only
specific mutual fund performance
rules, which also apply to advisers
that manage mutual funds.

Many investment advisers comply
with GIPS, performance standards
issued by the CFA Institute, a
professional organization that
promotes ethical standards in
performance presentation. Firms
that claim compliance with GIPS
must be verified by an independent
third party or disclose that they are
not so verified. Claims of GIPS
compliance is closely scrutinized by
SEC staff.
Brokers generally do not claim
compliance with GIPS.
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Appendix A: IA/BD Comparison Matrix
Subject
Use of solicitors

SEC Registered Investment
Adviser
Cash Referral Fees [Advisers Act
Rule 206(4)-3]
Requires agreement with solicitor
(including solicitor’s agreement to
comply with Advisers Act) and
separate disclosure document to
client with disclosure regarding
solicitor’s compensation and
relationship with adviser. Must also
disclose referral arrangements on
Form ADV.

Political contributions

Investment Operations
Best Execution

Broker/Dealer

Similarities and Differences

None related to investment advice or
brokerage business generally (MSRB
Rule G-38 for brokers in the municipal
securities business)

Advisers are subject to detailed
rules regarding use of solicitors,
while brokers are not. Brokers
generally are not required to make
disclosures to customers regarding
referrals.
New rule 206(4)-5 bans advisers’
use of solicitors for state and local
pension plan business unless the
solicitors are certain “regulated
persons”; it has not proposed
similar rules for brokers soliciting
brokerage business other than for
brokers in the municipal securities
business.

SEC rule 206(4)-5 imposes two
year time out on receipt of
compensation if adviser or
personnel make certain
contributions to officials of
government plans who have direct
or indirect influence over selecting
adviser.

MSRB Rule G-37 political contribution
rules for brokers apply only to
municipal securities business.

Advisers will be subject to
substantial sanctions for
contributions to state and local
officials. Brokers are subject to
equivalent rules only with respect to
municipal securities business – not
with respect to other services they
provide to state and local pension
plans (e.g., investment advice,
brokerage). FINRA, however, has
announced that it will consider
proposing similar rules for brokers.

Covered under general fiduciary
principles and compliance program
rule (Advisers Act Rule (206(4)-7).

Brokers must use reasonable
diligence to determine the best
market for a security and transact for

Equivalent regulation in advisory
context. The different ways the
best execution duty works is
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Appendix A: IA/BD Comparison Matrix
Subject

SEC Registered Investment
Adviser
Advisers must seek to obtain the
best price and execution on a
qualitative basis, taking all factors
into account. In selecting a broker,
advisers must consider the full
range and quality of services
provided, execution capability,
commission rate, financial
responsibility, and responsiveness
to the adviser.

Affiliated Principal Trading

Prohibited without prior transaction
by transaction client consent
[Advisers Act Section 206(3)]

Agency Cross
Transactions

Client consent required [Advisers
Act Rule 206(3)-2]

Proxy Voting

Advisers Act Rule 206(4)-6:
Advisers with proxy voting
authority must have:




Written policies and
procedures reasonably
designed to ensure adviser
votes client securities in
best interest of clients
Public reporting for
investment companies,
client reporting upon

Broker/Dealer

Similarities and Differences

the client so that the price is as
favorable as possible under prevailing
market conditions. [FINRA Rule 2320]

appropriate for the differing
activities involved.

Post-transaction disclosure obligation
[“34 Act Rule 10b-10]
Fair price and commissions [FINRA
Rules 2230 and 2440]

Advisers Act rules governing
principal and agency cross
transactions provide strong
protections for clients because they
require disclosure and consent prior
to the transaction. Brokers only
have to disclose capacity and terms
in after-the-fact confirms.
NYSE Rule 452
Brokers holding shares as custodian
on behalf of customers may vote for
customers in routine matters if they
do not receive instructions but are not
subject to any duties in connection
therewith. They typically vote with
management without any disclosure
to their customers.

Otherwise, brokers generally serve a

Advisers are subject to extensive
proxy voting regime while brokers
are not. Advisers must vote proxies
in best interest of the client, and
disclose and manage conflicts,
while brokers have no such duties.
Advisers Act rules reflect an
adviser’s fiduciary duties to exercise
care and loyalty with respect to
client assets, including voting rights,
where the client delegates voting
authority to the adviser.
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Appendix A: IA/BD Comparison Matrix
Subject

SEC Registered Investment
Adviser
request for all clients


Compliance Program
Compliance Program

Broker/Dealer
ministerial function in transmitting
proxy information to customers.

Duty to vote proxies in best
interest of client, disclose
and mitigate conflicts

Advisers Act Rule 206(4)-7:
 Written policies and
procedures


Designated CCO



Annual review

FINRA Rule 3010:
 Written policies and
procedures


Similarities and Differences

Brokers generally only have
administrative functions with
respect to proxies.

Equivalent regulation already exists.

Designated CCO

Duty to Supervise

Advisers Act Section 203(e)(6)

FINRA Rule 3012

Equivalent regulation already exists.
While the regulatory approaches
(e.g. principle-based vs. rules
based) are different, the results are
the same.

Custody of Client Assets

Advisers Act Rule 206(4)-2:
 Qualified Custodian must
hold client funds and
securities

’34 Act Rule 15c3-3:
 Segregation of Client Assets
o Fully paid securities
o Excess margin
securities

Regulations are appropriately
tailored to different services
provided and address different
functions. Broker regulations
address the risks of acting as a
qualified custodian physically
maintaining client assets. Advisers
that are not qualified custodian are
not permitted to hold client assets.
Adviser regulations require use of a
qualified custodian and layer
additional protections for risks



Qualified Custodian must
send client statements
directly to clients



Independent verification of
client assets
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Appendix A: IA/BD Comparison Matrix
Subject

AML

SEC Registered Investment
Adviser
 Internal control report
where adviser or affiliate
serves as Qualified
Custodian

Broker/Dealer

Similarities and Differences

OFAC requirements

OFAC requirements

Same OFAC requirements.

Many firms have AML policies and
procedures as a matter of practice.

Written policies and procedures

Equivalent regulation already exists
as a matter of practice.

posed by other types of access to
client assets (e.g. deemed custody
by acting as trustee for trust or as
general partner for limited
partnership).

Designated AML Officer
Independent annual audit
Training
KYC, CIP, SAR

Privacy

Reg S-P

Reg S-P

Reg S-AM

Reg S-AM

Similar to the custody rule, the
differences in regulation are
appropriate based on different
functions. Advisers do not hold
cash or process transactions.
Advisers have long-term
discretionary relationships with
clients that do not generally involve
frequent inflows and outflows into
managed accounts. Brokers and
banks are subject to AML rules
because they process transactions
and hold customer assets. They are
in a position to monitor transactions
and cash flows in accounts.
Equivalent regulation already exists.
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Appendix A: IA/BD Comparison Matrix
Subject
Record-Keeping

SEC Registered Investment
Adviser
Specified records [Advisers Act
Rule 204-2]

Broker/Dealer

Similarities and Differences

Business as such [’34 Act Rules 17a3 & 17a-4]

Both record-keeping regimes are
outdated and in need of review and
modernization. SEC should
consider appropriate information to
maintain rather than requiring that
firms keep all records.

Section 15(b): Submit Form BD; in
Form BD provide information about
business, types of business engaged
in, disciplinary history.

Advisers must submit extensive
information initially to SEC,
particularly about conflicts of
interest (Form BD is not as
comprehensive as Form ADV).

OCIE interpretive practice

Registration & Licensing
Requirements
Registration

Advisers Act Section 203 and Rule
203-1: Submit Form ADV, Parts 1
and 2.
Part 1 is available publicly now and
Part 2 will be as of January 2011.
In Part 1, provide business
information, disciplinary history,
AUM, nature of business and types
of clients, compensation
arrangements, advisory activities,
other business activities, affiliations,
custody, participation or interest in
client transactions, control persons.
In Part 2, provide further detail
about advisory business, fees and
compensation, conflicts of interest,
disciplinary information, code of
ethics, methods of analysis,
investment strategies, financial
industry activities and affiliations,
custody, investment discretion,
brokerage practices, proxy voting,

Applicable state registrations.
NASD Rule 1010 Series - Become
member of SRO (e.g. FINRA). For
FINRA, this includes submission of
business and supervisory plan and
firm rep interview.

In order to register and complete
Form ADV, advisers must assess
and address conflicts of interest,
assess risks and establish and
implement a compliance program.
Key issues with respect to the
business and compliance program
are disclosed in the registration
process and to clients.
Brokers have FINRA registration
requirements in addition to Form
BD. The compliance and
supervisory aspects are equivalent
in substance to the adviser
requirements. Other information
provided by brokers is more
appropriate for the broker business
model with its broad range of
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Appendix A: IA/BD Comparison Matrix
Subject

SEC Registered Investment
Adviser
financial information.

Broker/Dealer

Similarities and Differences
activities and risks.

File Form ADV and submit a fee
(“notice file”) with applicable states.
Firm Financial
Requirements

Form ADV, Part 2 - Audited balance
sheet must be disclosed if adviser
proposes to charge >$1,200 in fees
per client 6 months or more in
advance



’34 Act Rule 15c3-2: Net Capital



Bonding



Financial Reporting

Part 2 requires advisers with
discretion or custody to disclose to
clients any financial condition that is
reasonably likely to impair an
adviser’s ability to meet contractual
commitments to clients.



SIPC

Affirmative disclosure obligations
under fiduciary duty if an adviser
suffers a materially adverse
financial event.

Affirmative disclosure obligation for
advisers appropriate to fiduciary
relationship. Firm financial standing
requirements important for brokers
because they maintain custody of
customer assets and engage in
market making, underwriting, trade
settlement and clearing and other
activities integral to the functioning
of the securities markets. Advisers
– unless also registered as brokerdealers – do not engage in these
broker-dealer activities or otherwise
hold client assets.

Bonding with respect to ERISA and
investment company clients

Individual Qualification
Disclosure

Form ADV Part 2B (brochure
supplement) requires disclosure of
individual’s educational
background, business experience,
disciplinary information, other
business activities, additional
compensation and supervision.

No affirmative disclosure
requirements to clients; disclosure to
FINRA on Form U-4 of individuals’
education and business background.
Customers may seek out information
on BrokerCheck.

An adviser’s disclosure of
qualifications of its adviser
personnel (e.g. Form ADV Part 2B)
is more meaningful for client
evaluation than examination
requirements.
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Appendix A: IA/BD Comparison Matrix
Subject

SEC Registered Investment
Adviser
The supplement must be delivered
for each supervised person who
provides advisory services to that
client.

Broker/Dealer

Similarities and Differences

Licensing

State licensing of IA representatives
(IARs)

State registration of BD
representatives (RRs)
FINRA Licensing Regime [FINRA
Rule 1030]

Similar licensing regimes – filing of
Form U-4 for IARs (all but 3 states)
and RRs.

Examinations – advisory
personnel

IARs must pass Series 65 or
combination of Series 66/7; most
portfolio managers have advanced
degrees or CFA designation; many
financial planners have CFP
designation

No examination of investment
management knowledge; may have
CFP designation

Equivalent regulation; IARs tested
on IA knowledge; RRs tested on BD
knowledge.

Continuing Education [FINRA Rule
1120]

Both advisers and brokers are
responsible for the training and
competence of their personnel.

Series 7 if selling securities
products (e.g. dual registrant)
Series 6 if selling limited to mutual
funds and variable annuities

Series 6 or 7

To extent an individual employed by
an adviser sells securities products
the individual must be licensed and
take Series 6 or 7 examination.

OCIE

FINRA
OCIE (in conjunction with FINRA,
principally oversight role regarding
FINRA exams)

Examinations and expertise by
each regulator appropriate to types
of services overseen by each. SEC
resources should be bolstered to
increase the frequency of adviser
exams.

Examinations – product
sales

Examination and
Oversight

August 30, 2010
Via Electronic Filing
Office of Regulations and Interpretations
Employee Benefits Security Administration
Room N-5655
U.S. Department of Labor
200 Constitution Avenue, N.W.
Washington, DC 20210
Re: Reasonable Contract or Arrangement Under Section 408(b)(2) – Fee Disclosure
Ladies and Gentlemen:
The Investment Adviser Association appreciates the opportunity to provide comments
concerning the interim final rule under section 408(b)(2) of ERISA.1 We have identified
certain implementation issues that may require further clarification, including (1) the use of
the advisory contract and Form ADV as the primary disclosure documents, especially with
respect to soft dollar disclosure; (2) the changes that service providers must report to
fiduciaries within 60 days, and (3) the scope of relief under the class exemption. In addition,
our submission responds to the Department’s request for comments as to whether the final
rule should include a requirement that covered service providers furnish a summary disclosure
statement.
Implementation Issues
Use of Advisory Contract and Form ADV as Safe Harbor Disclosure Vehicles
In the typical arrangement between an investment adviser and a retirement plan, the
parties enter into a written contract that states a formula under which the adviser’s
compensation will be determined, generally a percentage of the assets under management. In
addition, Form ADV, Part 2, a narrative disclosure brochure that is required under Securities
and Exchange Commission rules to be provided to the retirement plan at or prior to the
beginning of the advisory relationship, requires advisers to (1) describe how they are
compensated for advisory services and how any prepaid fees will be calculated and refunded
upon termination; and (2) provide their fee schedule.2
1

The IAA is a not-for-profit association that represents the interests of investment adviser firms that are
registered with the SEC. For more information, please visit our web site: www.investmentadviser.org.
2

Form ADV is the uniform form used by investment advisers to register with both the SEC and state securities
authorities. The form consists of two parts. Part 1 requires information about the investment adviser’s business,
ownership, clients, employees, business practices, affiliations, and any disciplinary events of the adviser or its
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The preamble to the proposed regulation anticipated that advisers would incorporate
Form ADV disclosures by reference in their section 408(b)(2) disclosures,3 but neither the
interim final rule nor its preamble mentions Form ADV. The only reference to disclosure
materials regulated by a state or federal agency (such as the SEC) appears in the provision
describing the investment disclosures required of providers supplying recordkeeping or
brokerage services.4 This provision allows such service providers to provide the current
disclosure materials of the issuer of a designated investment alternative, provided that, among
other things, the disclosure materials are regulated by a state or federal agency.
We request that the final rule (and/or preamble) contain a safe harbor, similar to that
applicable to designated investment alternatives, allowing the use of Form ADV (along with
the parties’ investment advisory contract) to satisfy an investment adviser’s disclosure
responsibilities under section 408(b)(2). If the Department declines to provide a safe harbor
for the use of Form ADV, it should, at a minimum, include language in the preamble stating
that the type of disclosure typically included in Form ADV is the type of disclosure that
satisfies the rule under section 408(b)(2).
Specific Example: Disclosures Concerning Soft Dollars
The use of Form ADV for section 408(b)(2) disclosure is particularly relevant for
information related to soft dollars. In order for its arrangement to qualify as “reasonable”
under the interim final rule, an investment adviser must provide a description of both direct
and indirect compensation that the adviser, its affiliates, and its subcontractors reasonably
expect to receive in connection with their services.5 The required information for indirect
compensation includes “identification of the services for which the indirect compensation will
be received and identification of the payer of the indirect compensation.”6
The Department has indicated that soft dollar products or services that investment
advisers (and their subadvisers) may receive from broker-dealers may constitute indirect
compensation in connection with their services to plans. However, advisers typically do not
have sufficient information about soft dollar products and services they may receive in the
future and from whom they may receive them (e.g., the “payer”).

employees. Part 1 is organized in a check-the-box, fill-in-the-blank format. The SEC reviews the information
from this part of the form to manage its regulatory and examination programs. Part 2 requires investment
advisers to prepare narrative brochures that include plain English disclosures of the adviser’s business practices,
fees, conflicts of interest, and disciplinary information. The brochure is the primary disclosure document for
investment advisers.
3

72 Fed. Reg. 70990.

4

29 C.F.R. § 2550.408b-2(c)(1)(iv)(G)(2).

5

Id. § 2550.408b-2(c)(1)(iv)(C).

6

Id. § 2550.408b-2(c)(1)(iv)(C)(2).
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Investment advisers often exercise discretion in choosing the broker-dealers that will
execute a particular securities transaction for their clients. In this type of arrangement, the
broker’s compensation is paid as part of each securities transaction.7 An investment adviser is
responsible both under the Investment Advisers Act and ERISA fiduciary principles to seek
best execution for securities transactions in the plan’s account. As part of that duty, the
adviser may select among hundreds of brokers on a transaction-by-transaction basis or an
investment style-by-style basis (e.g., international equity, small cap, municipal debt, etc.).
Thus, the adviser does not know at the beginning of each contract, each year, or even each
day, which broker (or which type of broker) it will choose to execute transactions for the plan.
Further, any of these hundreds of brokers might send unsolicited soft dollar research, provide
products and services as part of an overall relationship, or provide an adviser “credits” for
future receipt of soft dollar products or services.
Accordingly, investment advisers cannot provide specific information regarding the
payers of soft dollar products or services they (or their affiliates or subadvisers) may receive
in the future at the time of contract with the client.8 In Form ADV,9 however, the SEC
requires substantial disclosures regarding research and other soft dollar benefits, as follows:
If you receive research or other products or services other than execution from a brokerdealer or a third party in connection with client securities transactions (“soft dollar
benefits”), disclose your practices and discuss the conflicts of interest they create.
Note: Your disclosure and discussion must include all soft dollar benefits you receive,
including, in the case of research, both proprietary research (created or developed by the
broker-dealer) and research created or developed by a third party.
a. Explain that when you use client brokerage commissions (or markups or
markdowns) to obtain research or other products or services, you receive a benefit
because you do not have to produce or pay for the research, products or services.
b. Disclose that you may have an incentive to select or recommend a broker-dealer
based on your interest in receiving the research or other products or services, rather
than on your clients’ interest in receiving most favorable execution.

7

Brokers generally provide services directly to a plan and receive compensation directly from the plan, and
would not be considered a subcontractor of the adviser with respect to its investment management services.
8

The same issue could arise under section 2550.408b-2(c)(1)(C)(iv)(3), which requires a description of
compensation paid among the covered service provider, an affiliate or a subcontractor, if it is set on a transaction
basis, including soft dollars.
9

Part 1 of Form ADV is filed and available to the public electronically through the Investment Adviser
Registration Depository (IARD) at http://www.sec.gov/IARD. The SEC recently finalized rule amendments that
will also require the filing of Part 2A of Form ADV through the IARD. See Amendments to Form ADV, SEC
Rel. IA-3060 (July 28, 2010), available at http://www.sec.gov/rules/final/2010/ia-3060.pdf. In addition, Part 2A
generally must be provided to clients and prospective clients at the time of or before entering into a contract, and
must be promptly updated when the information becomes materially inaccurate.
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c. If you may cause clients to pay commissions (or markups or markdowns) higher
than those charged by other broker-dealers in return for soft dollar benefits (known as
paying-up), disclose this fact.
d. Disclose whether you use soft dollar benefits to service all of your clients’ accounts
or only those that paid for the benefits. Disclose whether you seek to allocate soft
dollar benefits to client accounts proportionately to the soft dollar credits the accounts
generate.
e. Describe the types of products and services you or any of your related persons
acquired with client brokerage commissions (or markups or markdowns) within your
last fiscal year.
Note: This description must be specific enough for your clients to understand the types of
products or services that you are acquiring and to permit them to evaluate possible
conflicts of interest. Your description must be more detailed for products or services that
do not qualify for the safe harbor in section 28(e) of the Securities Exchange Act of 1934,
such as those services that do not aid in investment decision-making or trade execution.
Merely disclosing that you obtain various research reports and products is not specific
enough.
f. Explain the procedures you used during your last fiscal year to direct client
transactions to a particular broker-dealer in return for soft dollar benefits you received.
In addition, Item 12 of Form ADV, Part 2A requires extensive disclosure in an adviser’s
brochure concerning brokerage practices, including the factors that the adviser considers in
selecting or recommending broker-dealers for client transactions.
Thus, the Form ADV approach is a practical and meaningful method of providing
pension plans and other clients with sufficient information to evaluate in advance the
adviser’s brokerage procedures, including soft dollars. As we have noted in prior comment
letters on this rule, this type of disclosure regarding brokerage compensation is the only useful
information the adviser can provide, not knowing in advance which brokers it (or its affiliates
or subadvisers) will use or which trades it will execute in the coming year.10
This approach is also consistent with the reporting requirements for Schedule C of
Form 5500, in which advisers must provide a description of soft dollar services and products
received during the plan year in a manner sufficient for the plan fiduciary to evaluate its
reasonableness. We also note that the plan will receive this Schedule C information after the
soft dollar payments have occurred. We submit that providing actual soft dollar information
will be more helpful to plan fiduciaries than theoretical information about hundreds of
potential brokers provided prior to the arrangement in section 408(b)(2) disclosure.11
10

Similarly, the adviser cannot identify prospectively the payers that might provide non-cash compensation or
the type or amount of such non-cash compensation, such as gifts and gratuities.

11

In addition, we request confirmation that the selection of a broker for a particular transaction, and each
occurrence of soft dollar benefits, need not be reported to the plan fiduciary as a “change” to the required
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Disclosure of Changes to the Required Information
The proposed regulation would have required that a service provider disclose material
changes to the required information within 30 days. We note that the Department extended
this period to 60 days, properly recognizing that identification and communication of these
changes might require more than 30 days, especially in the context of large institutions. In the
interim final rule, however, the Department deleted the reference to “material” changes. The
rule in its current form may result in a constant flow of minute changes, and therefore be of
little use to the fiduciaries reviewing the changes. Accordingly, we recommend that the
Department return the materiality standard to the rule, and, as we requested in our earlier
comments, add to the final rule the helpful guidance in the preamble to the proposed
regulation concerning the interpretation of “material.”12
Scope of Proposed Class Exemption
Our 2008 comments on the proposed class exemption requested that the relief extend
to service providers that cannot provide the required information because of their inability to
obtain the information from third parties. The Department, however, declined to expand the
relief in the interim final rule beyond the responsible plan fiduciary, citing the new provision
allowing the correction of errors and omissions. Given that the interim final rule will require
advisers to provide information originating from affiliates and subcontractors, advisers still
may face excise taxes if they cannot obtain the necessary information from these third parties,
notwithstanding the new provision regarding the correction of errors and omissions. We
therefore renew our request for relief for such service providers under the exemption.
Request for Comment Concerning a Summary Disclosure Document Requirement
The Department is considering whether to add a requirement that a covered service
provider furnish a summary disclosure statement that would include key information intended
to provide an overview for the responsible plan fiduciary, as a “roadmap” to the detailed
elements of the disclosure. We are concerned that the development and implementation of
this concept would be difficult, because of the variety of arrangements to which it would
apply. The Department should also consider the added cost of the summary document,
especially if the service provider would have to amend it frequently for the series of minor
changes that may be necessary if the final rule does not include the “materiality” standard
discussed above.
If the Department requires such a summary document, we urge that it not apply to
defined benefit plans. As we previously commented and testified, the typical compensation
arrangements applicable to defined benefit plans differ considerably from those in the defined
disclosures under the final rule. Indeed, the possibility that some may interpret the “change” rule to encompass
such occurrences, supports limiting the reported changes to “material” changes, which we discuss in the
following section.
12

72 Fed. Reg. 70992.

5

contribution context. The compensation received by an adviser typically will consist of a
percentage of assets under management and possibly soft dollar benefits. Although a
“roadmap” might be helpful in the more complex defined contribution context to facilitate
comparisons among providers, platforms and investment alternatives, the evaluation and
comparison of relatively simple defined benefit arrangements does not require summarization.
A “one-size-fits-all” approach requiring a summary document for all plans would be neither
appropriate nor practical in this context.
Conclusion
Please do not hesitate to contact us if we may provide any additional information as
you consider these important issues.
Best regards,

Karen L. Barr
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July 8, 2010
Via Electronic Mail
Commissioner Michel Barnier
Internal Market and Services
European Commission
B-1049 Brussels
Belgium
Re:

EU Commission’s Consultation Paper on Short Selling

Dear Mr. Barnier:
The Investment Adviser Association (IAA) appreciates the opportunity to comment
on the consultation paper on short selling (Consultation Paper) issued by the Commission of
the European Union (EU). 1 The IAA is a not-for-profit US association that represents the
interests of investment adviser firms that are registered with the US Securities and Exchange
Commission (SEC). The IAA’s membership consists of investment advisory firms that
manage assets for a wide variety of institutional and individual clients, including pension
plans, trusts, investment funds, endowments, foundations, and corporations, and many of our
members invest in EU issuers for their clients. 2
In response to market disruption and turmoil in the fall of 2008, individual EU
Member States have taken various actions to restrict or impose conditions on short selling in
an effort to minimize the potential for market abuse and disorderly markets. In 2009, the
Committee of European Securities Regulators (CESR) proposed a uniform short selling
disclosure regime in Europe to develop pan-European standards on short selling and to
respond to concerns of market participants regarding the burdens of complying with a number
of different national requirements.
The IAA believes that a unified approach to the regulation of short selling globally, as
well as across the European Union, represents the most effective way to prevent abuse and
maintain orderly markets. We are pleased that the EU Commission is continuing this effort to
adopt a uniform approach to short selling across the European Union. In the Consultation
Paper, the EU Commission states that it intends to propose rules to increase transparency of
short positions, to reduce risks of uncovered short selling, and to provide emergency powers
1

Public Consultation on Short Selling (June 14, 2010).

2

For more information, please visit our web site: www.investmentadviser.org.
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for Member State authorities to impose temporary short selling restrictions. Given the very
short period of time for public comment, we provide briefly our views on several issues with
respect to the Consultation Paper. We hope to work with the EU Commission as it develops a
final proposal for comment later this year.
EU Commission Should Propose a Modified Two-Tiered Approach to the
Transparency Regime
With respect to the transparency of short positions, it appears that the EU Commission
will propose a two-tier regime of both public and private disclosure of net short positions
(similar to the model proposed by CESR). We remain concerned that if short positions held
by market participants are made public, there is a significant risk that they could be used to
appropriate the legitimate intellectual property of market participants, such as investment
managers, by those hoping to mimic their investment strategies without having to pay for their
development. 3 We hope that the EU Commission will reconsider this approach and propose
private disclosure to a regulator followed by public disclosure by each regulator of aggregated
short sale positions as deemed appropriate.
Moreover, we recommend that the EU Commission’s proposal require private
disclosure to regulators at a .5% threshold. 4 If the thresholds are too low, the disclosure of
small short positions would only serve to detract from useful information that would indicate
impending disorderly markets or market abuse. An initial threshold of .2% for disclosure to
regulators as suggested by CESR is too low, resulting in more frequent but less useful
information to be provided to regulators. For small and even mid-cap securities, the .2%
threshold could be reached easily and capture insignificant short positions. Consequently,
regulators would be overwhelmed with information that is not indicative of abusive activity
while market participants would be subject to an unreasonable compliance burden.
EU Commission Should Extend the Time Period for Disclosures
In the Consultation Paper, the EU Commission suggests that, in a transparency regime,
once the short sale threshold is met for EU shares and EU sovereign bonds, the notification or
disclosure of net short positions would need to be made no later than 3:30 p.m. on the next
trading day. We appreciate that it may be important for regulators to receive information
about potentially abusive short selling practices as quickly as possible and that aggregated
information about short selling should be disclosed to facilitate an informed decision making
process by the markets. We believe, however, that it is essential to balance this need against
the time necessary to verify the accuracy of the information and the undue burden on the
market participants making the disclosures.
3

The IAA discussed these issues in more detail in comments to CESR last fall. See Letter to Mr. Carlo
Comporti Secretary General, CESR, from Jennifer S. Choi, Assistant General Counsel, IAA, dated Sept. 29,
2010.
4

In Discussion Paper 09/1 Short Selling (Feb. 09), the U.K. Financial Services Authority recommended a
threshold of .5% for the disclosure of net short positions, noting that a threshold that is set too low would impose
prohibitive compliance costs and produce data that was of questionable value to the market. See
http://www.fsa.gov.uk/pubs/discussion/dp09_01.pdf at 5.38 to 5.45.
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In a global economy, holders of short positions are not necessarily based in the same
country or time zone as issuers for which they hold short positions. Moreover, market
participants may be required to make multiple disclosures of short positions to different
regulators. In light of the global nature of the securities markets, the IAA believes that
requiring disclosure of short positions on a T+1 basis would not allow market participants
sufficient time to calculate their short positions (particularly if they are located in a different
time zone) and imposes an unreasonable administrative burden on market participants. Under
the timeframe contemplated by the EU Commission, for example, if a US investment manager
was required to report by 3:30 p.m. on the next trading day to a regulator in continental
Europe, the US manager would have to make such disclosures by 9:30 a.m. EST (the start of
the work day in the United States). A US manager located in the Pacific time zone, would
have until 6:30 a.m. to make the required disclosures. As a result, US investment managers
would be required to work during the night to make timing notifications to European
regulators.
We respectfully request that the disclosure regime allow at least T+3 for holders of
short positions to provide disclosure to regulators and the market so that information can be
gathered, calculated, and appropriately verified before dissemination. We believe this
relatively short period of time would still provide regulators early notification of positions as
well as provide the market with timely information. This additional time would greatly
alleviate the compliance burdens that would otherwise be imposed on market participants.
We hope that the EU Commission will recognize the global nature of the European securities
markets and that the regulatory requirements will take into consideration the international
investor-base of EU securities.
EU Commission Should Include a Provision Confirming That Affiliates That Do Not
Share Information about Investment Decisions Do Not Need to Aggregate Short
Positions
When the EU Commission publishes its proposal this fall, we respectfully request that
the EU Commission incorporate the principle that has been recommended by CESR with
respect to aggregation of short positions within a corporate group. On May 26, 2010, CESR
published its report on the technical details for implementing the short selling disclosure
regime in Europe. 5 CESR’s overriding principle in netting and aggregation is that the
calculation and disclosure of net short positions should take place at the level of the person
that is making the relevant investment decisions. This principle appears to permit investment
managers within the same corporate group that do not share information about investment
decisions for business purposes not to be required to aggregate short positions for purposes of
reporting.
The concept of “disaggregation” is provided explicitly in the Transparency Directive
for the disclosure of shareholdings for both EU managers and non-EU managers, and the
Directive allows groups of affiliated investment managers to disaggregate shareholdings when
5

CESR Report, Technical Details of the Pan-European Short Selling Disclosure Regime (May 2010).
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complying with the relevant thresholds. 6 We recommend that the business reality of
separation among affiliates within a corporate group that has been recognized by the EU
specifically in the Transparency Directive also be reflected in a proposal for disclosure of
short positions. Thus, we suggest that the EU Commission incorporate this principle into a
proposal for short selling disclosure through a provision explicitly providing for
disaggregation of short positions for EU as well as non-EU investment managers that do not
share investment decisions within a corporate group.
EU Commission Should Impose a Uniform Disclosure Regime and Not Allow for
Local Member State Variations
The IAA strongly recommends that the EU Commission adopt a harmonized regime
that would permit the fewest variations as possible among the Member States. Monitoring the
various different rules and threshold levels for initial and subsequent reporting in multiple
jurisdictions can be extremely costly. Different requirements can cause investment managers
to have to implement compliance with these multiple rules manually and fewer of the
compliance systems can be automated. We firmly believe that the high costs and complexity
of tracking multiple thresholds in Europe call for a uniform standard that would be
appropriate in most circumstances.
Recalled Securities That Were Out-on-Loan Should Not be Considered a Short Sale
for Purposes of Rules on Buy-Out Procedures
In the Consultation Paper, the EU Commission is considering requiring a trading
venue to have, or to ensure that the central counterparty or settlement system that provides
clearing or settlement services for the trading venue to have, rules on adequate measures for
buying-in of shares if a short sale results in a settlement failure. We request that the EU
Commission confirm that the sale of a loaned security for which a bona fide recall has been
initiated will not be treated as a short sale for purposes of any rules on buy-out procedures.
Sales of securities out on loan should be treated as a long sale and any rules or procedures to
buy-in the shares after a specified period of trading days should not include recalled securities
out-on-loan. 7
*

*

*

*

*

6

See Transparency Directive, 2004/109/EC (Articles 9.5, 12.4, 12.5, and 23). We note that the European
Securities Market Expert Group found that various EU Directives take inconsistent approaches to disaggregation
and recommended that certain Directives be amended to “bring them into line with the disaggregation rules in
the Transparency Directive.” European Securities Market Expert Group Opinion on Disaggregation of
Shareholdings (June 18, 2009) at 6.

7

In addressing failure to deliver securities, the SEC has imposed a requirement on broker-dealers to promptly
purchase or borrow securities for failure to deliver on a short sale. In situations in which a person has loaned a
security to another person and sells the security but a bona fide recall of the security is initiated within two
business days after trade date, such a sale will not be treated as a short sale. See Amendments to Regulation
SHO, Rel. 34-60388 (July 27, 2009).
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The IAA strongly supports the EU Commission’s efforts to introduce a harmonized
approach to short selling in Europe. We look forward to working with the EU Commission as
it develops a final proposal for short selling. We appreciate the opportunity to provide our
views on these issues and would be pleased to provide any additional information. Please
contact the undersigned or Karen L. Barr, General Counsel, at (202) 293-4222 with any
questions regarding these matters.
Respectfully submitted,
/s/ Jennifer S. Choi
Jennifer S. Choi
Associate General Counsel

cc: Director General Jonathan Faull, DG Internal Market and Services
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June 22, 2010
Via Electronic Filing
Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1090
Re:

Large Trader Reporting System, Rel. No. 34-61908; File No. S7-10-10

Dear Ms. Murphy:
The Investment Adviser Association (IAA) 1 appreciates the opportunity to comment
on the Commission’s proposed new Rule 13h-1 and Form 13H under Section 13(h) of the
Securities Exchange Act of 1934 to establish a large trader reporting system. 2 The proposal is
intended to assist the Commission in identifying and obtaining certain trading information
about persons that conduct a substantial amount of trading activity in the US securities
markets. The Commission proposes to use the large trader reporting system to analyze the
effect of large trader activity on the securities markets, to reconstruct trading activity
following periods of unusual market volatility, and to analyze significant market events for
regulatory purposes.
We appreciate the Commission’s desire to obtain relevant data to analyze trading
activity in the US securities markets. The events of May 6 (during which the markets
experienced a severe and rapid drop in prices) in addition to the volatile markets in 2008 have
highlighted this need. Therefore, we support enhancing the Commission’s ability to obtain
access to useful and meaningful information about traders that conduct significant activity on
the US securities markets both to detect and deter fraudulent and manipulative activity and
other trading abuses and to analyze the securities markets and activities on the securities
markets generally.
We have concerns, however, whether the large trader reporting system as currently
contemplated in this proposal is the most effective means to collect data on trading activity on
the US securities markets that would assist the Commission to better understand the causes of
1

The IAA is a not-for-profit association that represents the interests of investment adviser firms that are
registered with the SEC. For more information, please visit our web site: www.investmentadviser.org.
2

Large Trader Reporting System, Rel. No. 34-61908 (Apr. 14, 2010) (Large Trader Proposing Release).
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market volatility and to provide an appropriate regulatory response when necessary. We
submit that the proposed requirement that parent companies aggregate the trading activity of
all corporate affiliates (regardless of whether affiliates coordinate, or share information about,
investment decisions) to determine whether the parent is a “large trader” and to tag all affiliate
trading with the same large trader number would result in the Commission receiving
inaccurate and potentially misleading trading information. We also believe that certain
account information that appears to be required by proposed Form 13H may have the
unintended result of disclosing information about investment advisory clients that are not
necessary for purposes of obtaining information about large traders and that may raise privacy
and other concerns. Moreover, some investment management firms do not have all of the
requested account information and have various trading arrangements in place that otherwise
would make compliance with the proposal extremely difficult and costly. Finally, we are
concerned that the Commission may have greatly underestimated the compliance burden on
investment managers, particularly with respect to firms with more complicated corporate
structures.
By proposing the large trader reporting system, we understand that the Commission is
seeking access to more information about large traders and their activities in the near-term
before a consolidated audit trail becomes operational. 3 We believe, however, that the current
proposal should be revised as suggested below so that the Commission can obtain useful and
meaningful information and the burdens imposed on investment managers are minimized.
We discuss each of our concerns below.
The Commission Should Not Require Aggregation Among Affiliates that Do Not
Share Information About Investment Decisions
Proposed Rule 13h-1 would require large traders to identify themselves to the
Commission on Form 13H. After the form is submitted, the Commission would issue a
unique large trader identification (LTID) number to the large trader, which would in turn be
provided to the large trader’s registered broker-dealers. Registered broker-dealers would be
required to maintain transaction records for each large trader and to report that information to
the Commission on request.
The proposed rule would define a large trader as any person (including through other
persons controlled by such person) that exercises investment discretion over one or more
accounts and effects transactions for the purchase or sale of any NMS security for or on
behalf or such accounts through one or more registered broker-dealers in an aggregate amount
equal to or greater than the identifying activity level. 4 In the Large Trader Proposing Release,
3

The SEC recently has proposed a consolidated audit trail system that would allow the SEC to reconstruct
trading activity and analyze suspicious trading behavior and unusual market events. See Consolidated Audit
Trail, Rel. No. 34-62174 (May 26, 2010).
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Under the proposed rule, the “identifying activity level” is the threshold level of transaction activity at which a
market participant would be considered a “large trader.” The Commission proposes that the “identifying activity
level” would mean aggregate transactions in NMS securities that are equal to or greater than: (1) during a
calendar day, either two million shares or shares with a fair market value of $20 million; or (2) during a calendar
month, either twenty million shares or shares with a fair market value of $200 million.
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the Commission states that the proposed definition is intended to “push the identification
requirement up the corporate hierarchy to the parent entity to identify the primary institutions
that conduct a large trading activity.” Specifically, the Commission appears to be proposing
to require a parent company of subsidiaries that do not individually trade at a level that equals
or exceeds the threshold to identify itself as a large trader if the subsidiaries collectively effect
transactions that equal or exceed the threshold. 5 Under the proposed rule, if a parent
company is deemed a large trader, affiliates would be required to identify all of the accounts
held by their registered broker-dealers so that these accounts would be marked with the LTID
number. On request from the Commission, broker-dealers would be required to provide
transaction data based on the LTID number.
The Commission’s proposal to require aggregation among affiliates is inappropriate
with respect to investment adviser affiliates that do not share information. The proposal
inherently assumes parental control and affiliate coordination when that is often not the case.
For example, a parent company may have separately organized and operated investment
management subsidiaries (both US and foreign) that manage different types of clients or may
be a holding company of completely independent investment management firms. These
advisers are independently registered with the Commission and make separate regulatory
filings, such as Form ADV, Form 13F and Schedule 13G. Some investment advisers may be
part of a financial holding company in which the parent company simply owns subsidiaries
that operate independently.
Investment advisers are part of a wide range of business models and organizational
structures. In many of these organizational structures, the investment adviser entities do not
even share information about investment or trading decisions, much less coordinate such
decisions. 6 Corporations have legitimate business reasons for separating their trading activity
and have adopted policies and procedures long before this proposal to effectuate this practice
in their corporate group. In fact, affiliates that do not share information about investment
decisions have information barriers to ensure that voting and investment powers are exercised
independently from parent and affiliated entities. These and other policies and procedures are
typically in place to ensure that affiliates do not have access to any nonpublic information
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See Large Trader Proposing Release, supra note 2 (“even if an individual employee, group, or subsidiary
within a company would not effect transactions that equal or exceed the identifying activity threshold by itself, if
collectively the ultimate parent company operates subsidiaries or controls individuals that together effect
transactions that equal or exceed the identifying activity threshold, then the parent company would need to
identify itself as a large trader”).
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For example, a financial holding company may have: (1) a US registered adviser that manages institutional and
mutual fund assets using fundamental strategies; (2) a US registered adviser that manages institutional, mutual
fund and wrap account assets using quantitative strategies; (3) a US entity that is dually registered as an
investment adviser and broker-dealer with retail brokerage and wrap fee accounts; (4) a French mutual fund
company; and (5) a Korean joint venture that manages mutual fund assets. The holding company would not
coordinate investment decisions, and none of the entities would share information about investment decisions.
The proposed rule, however, would require the trading data of all the subsidiaries to be aggregated. Therefore,
the Commission would receive misleading information regarding the trading activity of the “large trader”
holding company because transaction data of all of the subsidiaries would have been consolidated.
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regarding other affiliates and reflect the fact that there are legitimate reasons for
disaggregating trading activity.
In these circumstances, transaction data that combine the trading activities of all of the
affiliates would send confusing and unhelpful information to the Commission regarding the
trading activity of a corporate group or of a “large trader.” Transaction data that consolidate
trading activity of affiliates that do not coordinate investment decisions or trading strategies or
even share information about investment decisions would present at best an inaccurate, and at
worst a misleading, picture to the Commission of the trading activity of a large trader. In
other words, the data received from such a corporate group would be as meaningless as
consolidated data of trading activity of investment managers located in a particular
geographic area. This type of reporting may lead the Commission to view the transactions as
being coordinated among affiliates in a group when that is clearly not the case and thus could
thwart the Commission’s goal to obtain information about coordinated trading activity and the
executions of a large trader’s investment decisions. Indeed, the Commission would have to
disaggregate the information to conduct any meaningful investigation of market activity.
The proposed aggregation requirement also would impose significant burdens on
parent companies to keep track of all of the brokerage accounts of their subsidiaries (which
they would not do in the ordinary course of business) to file and amend Form 13H. In
addition, a parent company would have to ensure that its affiliates tag all new brokerage
accounts with the parent’s LTID number. The ongoing tracking and monitoring by the parent
company of trading activities of its affiliates would be a new and significant additional
burden. As we discuss in more detail below, these types of organizations often do not have a
common system for trading activity, and compliance with this rule would require
implementation of new systems to collect, collate, and disseminate the information required
by the proposed rule and form. The aggregation requirement also would impose a burden on
affiliates that otherwise would not have to report because, for example, they are fixed income
managers or funds of funds managers and only trade small amounts of NMS securities.
Tagging the de minimis trades in NMS securities of these affiliates would provide no useful
information to the Commission in obtaining data about the coordinated trading activity of a
large trader and therefore would impose burden with no policy benefit.
We appreciate the Commission’s concern that disaggregation may permit persons to
evade the large trader identification requirement by allowing companies to divide their trading
among subsidiaries. We believe, however, that a requirement to aggregate subsidiaries that
individually would not trade at or above the threshold level is an overly broad approach to
prevent some persons from deliberately avoiding being identified as a large trader. 7 In our
view, the Commission can more narrowly tailor the proposal to recognize these variations in
organizational structure among entities and permit disaggregation.
This concept of disaggregation among corporate affiliates has long been implemented
in the context of Schedules 13D/13G, where the Commission has recognized that where the
7

Additional protection would be provided by the proposed prohibition on disaggregation of accounts that is
intended to avoid the identification requirements of the proposed rule. See Proposed Rule 13h-1(c)(2).
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“organizational structure of the parent and related entities are such that the voting and
investment powers over the subject securities are exercised independently, attribution may not
be required for the purposes of determining whether a filing threshold has been exceeded and
the aggregate amount owned by the controlling persons.” 8 We urge the Commission to take a
similar approach for Rule 13h-1 and Form 13H.
Therefore, we request the Commission to add new Rule 13h-1(c)(3) permitting a
parent company whose “organizational structure provides for voting and investment powers
over securities to be exercised independently by its related entities to disaggregate trading
activities of affiliates for purposes of determining whether a person is a large trader.” We
believe that where investment managers do not share information about investment decisions
for business purposes, trading volume of such managers, even if affiliates, should not be
required to be aggregated to determine whether the parent company is a large trader.
Under this scenario, only those affiliates that individually trade at or above the
threshold level or affiliates that together (because of sharing of information regarding
investment decisions) trade at or above the threshold level should be required to identify
themselves as the large trader and be required to tag their brokerage accounts with the LTID
number. We recommend that the Commission provide flexibility to permit the parent of one
or more subsidiaries that are individually large traders to be deemed the large trader if the
parent chooses. In such a case, those affiliates that do not qualify individually as large traders
should not be required to tag accounts with their broker-dealers with a parent’s or affiliate’s
LTID number for the reasons discussed above.
The Commission Should Not Require Disclosure of Account-Specific Information on
Form 13H
Item 6 and Schedule 6 (List of Large Trader Accounts) of the proposed Form 13H
imposes an obligation on a large trader to provide certain account information. Specifically,
Item 2 of Schedule 6 would require, among others, information about the name of the
registered broker-dealer that holds the account, the broker-dealer account number, and name
of the account. In the Large Trader Proposing Release, the Commission states that it would
use this information to cross-reference accounts and avoid double counting of transactions.
Information about Advisory Clients Should Not Be Required
As an initial matter, there is some confusion among market participants regarding the
“account” for which the information should be provided. Because the text of the Large
Trader Proposing Release refers to “information concerning accounts over which the large
trader exercises investment discretion” and there is no definition of “accounts” in the
proposed rule or form, some are concerned that the Commission is seeking information about
the clients of a large trader. Information about a large trader’s client is unnecessary for
purposes of collecting information about the execution of a large trader’s investment
decisions. Although we understand that the Commission is not seeking this information, we
seek confirmation that “account” for purposes of proposed Rule 13h-1 and Form 13H is the
8

Amendments to Beneficial Ownership Reporting Requirements, Rel. No. 34-39538 (Jan. 12, 1998).
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“brokerage” account and not the “account” of the client of the large trader. The Commission
also should specifically state that it is not requesting any information about underlying clients
of a large trader.
More problematic for investment managers, however, is that many advisers do not use
omnibus or master brokerage accounts when trading for their clients and that client
identifying information may be included in the brokerage account information. For example,
some investment advisers use investment operation systems that include the investment
adviser’s client name and account number. Investment advisers also may trade on behalf of
their clients through brokerage accounts held in the name of their clients. Wrap account
programs also would involve trading through brokerage accounts in the name of the clients.
In these circumstances, we are concerned that proposed Item 2 of Schedule 6 would require
disclosure of the client’s brokerage information and of client information. A requirement to
disclose client information may raise numerous privacy issues, particularly with respect to
transmission of confidential information from non-US jurisdictions such as the EU and
Switzerland (which have strict data privacy laws). Client-specific information are not
necessary for the Commission to determine the trading volume of a large trader investment
manager, and a requirement to disclose client information could have harmful effects on the
relationship between the investment manager and its clients. Therefore, we believe that client
identification information should not be required on Form 13H.
Certain Brokerage Account Information May Not be Available or May be
Burdensome to Include in Form 13H
We also believe that brokerage account information (“Broker-Dealer Account
Number” and “Account Name” under Item 2 of Schedule 6 to Form 13H) should not be
required in Form 13H because specific brokerage account information may not available in
certain circumstances. Some investment managers may execute trades with broker-dealers
with whom they have informal relationships but do not technically have “accounts.” These
investment managers do not have formal brokerage contracts with all of their broker-dealers
and do not have account information to disclose.
In addition, there are some arrangements whereby investment advisers may, as part of
their investment advisory services to defined contribution plans, provide transaction
instructions on behalf of a plan participant to a defined contribution plan’s record-keeper. In
this situation, although the advisers may execute trades with broker-dealers, they do not
technically maintain brokerage accounts with those broker-dealers. The advisers instead
conduct transactions through the plan’s record-keeper. Therefore, these advisers would not
have any information about any brokerage accounts maintained by the plan’s record-keeper
and there would be no information available to the advisers to disclose on Form 13H.
Moreover, the specific brokerage account information may be extremely burdensome
to produce in Form 13H because the number of “brokerage accounts” can range in the
thousands and the brokers used can change.
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For example, for wrap accounts, each wrap account client would have his or her own
brokerage account through which a large trader may execute trades. Therefore, potentially
thousands of wrap accounts may have to be provided on Form 13H, and the form would have
to be updated each quarter for new wrap accounts. In addition, an adviser may trade away
from the sponsoring broker so Form 13H would have to be amended with additional
brokerage information about the brokerage accounts used to “trade away.”
The list of brokers required to be disclosed also can change significantly each quarter.
The brokers that will be used by an investment manager cannot be anticipated at the time of
filing of the initial Form 13H or at the beginning of each calendar year. Although investment
managers may have an approved list of brokers, they also may trade through other brokers
occasionally for a particular type of security. Because of their best execution obligations,
investment managers do not always use the same brokers. Therefore, investment managers
would have to amend Form 13H each quarter to include the additional brokers that were used
and the relevant account information. In a large corporate group, the parent company would
have to keep track continuously of the brokerage information for all of its affiliates or have
systems in place to ensure that their affiliates are amending their Form 13H quarterly.
Given these issues, we believe that tagging executions with the LTID number would
sufficiently permit broker-dealers to provide the Commission with the appropriate transaction
data. 9 At a minimum, we recommend that the Commission not require detailed listing of
account numbers and names that would provide at best marginally useful information. If
necessary, the Commission, under proposed Rule 13h-1(b)(4), would have the authority to
request more detailed information from the large trader, including information regarding all
“accounts” through which the large trader effects transactions.
The Commission Greatly Underestimates the Compliance Burden of a Large Trader
Reporting System
In the Large Trader Proposing Release, the Commission states that the recordkeeping
and reporting requirements have been designed to minimize costs. Specifically, the
Commission estimates that it would take a large trader approximately 20 hours to calculate
whether its trading activity qualifies it as a large trader, complete the initial Form 13H with all
required information, obtain a LTID from the Commission, and inform its registered brokerdealers and other entities of its LTID and the accounts to which it applies. We believe that,
particularly with respect to firms with more complicated corporate structures, the compliance
burdens are much more significant and are not adequately reflected in the proposal. As
9

This approach would be more consistent with the large trader reporting system that has been administered by
the Commodity Futures Trading Commission (CFTC) for many decades. The CFTC’s large trader reporting
system mainly relies on the clearing members, futures commission merchants, and foreign brokers to file reports
with the CFTC showing special accounts (i.e., an account in which there is a reportable position) held with these
brokers and clearing members. Individual traders are only required to report (Form 40) if they receive a special
request from the CFTC, and parent firms do not need to aggregate the positions of their traders. This reporting
system allows the CFTC to obtain adequate information about each individual trader and, based on the
information provided, relate these separate traders to a single level of ownership as part of the CFTC staff
analysis.
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suggested below, the Commission should provide investment managers with a sufficient
period of time to develop their systems to file as large traders.
In the Large Trader Proposing Release, the Commission states that it understands that
“large traders currently maintain systems that capture their trading activity, and believes that
these existing systems would be sufficient without further modification to enable a large
trader to determine whether it effects transactions for the purchase or sale of any NMS
security for or on behalf of accounts over which it exercises investment discretion in an
aggregate amount equal to or greater than the identifying activity level.” 10
These systems assumptions underlying the Commission’s estimate of the burden on
certain large traders are not correct for all potential large traders. Many corporate groups
maintain operational independence of their subsidiaries and each affiliate may employ its own
individual system, which may not communicate with other affiliates. As a result, the process
for gathering information would have to be done on a manual basis until a system can be
developed. Gathering information across multiple affiliates (both US and non-US entities)
manually will place a tremendous burden on investment managers.
Moreover, the lack of a system to capture trading activity across a corporate group is
particularly true for investment advisers in a corporate group in which investment decisions
are made independently and there are information barriers in place among the various
affiliates and the parent company to prevent sharing of trading information. In these
circumstances, neither the parent company nor any of its affiliates would have any “existing
systems” that could be used or leveraged to comply with the requirements of the proposed
rule and form. In fact, as we discussed in detail above, these corporate organizations have
built structures to prevent sharing of trading information. As a result, the burden on these
firms would be significant to develop a new system to aggregate trading activity and to
communicate continuously new brokerage account information to include on Form 13H. At
the same time, these firms would have to maintain information barriers to prevent sharing of
non-public information about investment decisions to avoid triggering aggregation in other
contexts such as Schedule 13D/13G or similar reporting requirements in foreign jurisdictions
that permit disaggregation. 11
Finally, there are numerous types of brokerage arrangements that investment managers
employ to execute their trades that make other requirements in Form 13H burdensome. 12 By
way of example, some investment managers have arrangements for certain strategies or
10

See Section IV Paperwork Reduction Act of the Large Trader Proposing Release, supra note 2.
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See EU Transparency Directive, 2004/109/EC (Articles 9.5, 12.4, 12.5, and 23).
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As discussed above, because an investment manager as a fiduciary is responsible for seeking best execution of
client securities transactions, a manager may select among a wide range of brokers on a transaction-bytransaction basis or an investment style-by-style basis (e.g., international equity or small cap). A manager
cannot anticipate at the beginning of each year, or even each day, which broker (or which type of broker) it will
choose to execute transactions. Therefore, investment advisers would be required to amend Form 13H to update
the information regarding the brokers used each quarter.
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accounts in which both affiliated and nonaffiliated subadvisers would be engaged to manage a
portion of a client’s account. In some instances, the nonaffiliated adviser may not have the
back office capacity to place orders for execution of an investment decision and may request
the operations group of the primary adviser to place the trade order on its behalf with the
subadviser’s broker. In these circumstances, the administrative personnel of the primary
adviser would have to obtain the LTID number of the nonaffiliated subadviser (if it is a large
trader) to provide to the broker. These types of arrangements may be common with multistrategy accounts. In providing this illustration, we hope that the Commission recognizes that
the proposal could unintentionally impose significant hardship on firms because of the variety
of trading arrangements in which investment managers may engage. 13
In recognition of these burdens, the Commission, at a minimum, should revise the
effective date of a final rule from three months to one year after adoption to provide
investment managers sufficient time to gather information and implement systems to provide
the LTID number to their brokers and brokers of their subsidiaries, if any, and implement
other systems that may be necessary within their corporate group. As discussed above, many
investment managers in a corporate group would need to build systems to be able to gather
the relevant data and file Form 13H.
The Commission Should Modify the Frequency of Filings of Form 13H and Permit
Electronic Filing of Form 13H
The Commission proposes to require large traders to file the initial Form 13H
promptly after effecting transactions that reach the threshold level. The Commission then
would require an amended Form 13H promptly following the end of a calendar quarter if any
of the information contained in the Form 13H become inaccurate for any reason. Regardless
of whether any amended Form 13H was filed during the year, the Commission would require
a large trader to file proposed Form 13H annually, within 45 days after the calendar year-end.
We do not believe the annual updating requirement is necessary if the Commission
adopts the requirement to file an amended Form 13H following the end of the calendar quarter
for any changes in the information. It is highly unlikely that the Commission would receive
any new information from the annual Form 13H if large traders are required to file promptly
changes during the last quarter. We suggest that the Commission eliminate the calendar-end
filing requirement. We also recommend that the Commission provide a specific timeframe
for amending Form 13H after the calendar quarter rather than adopting a “prompt” filing of
changes standard. We believe 10 calendar days would be an appropriate timeframe.
We also support the Commission’s proposal to require each large trader to file Form
13H electronically. The Commission notes that large traders might be required to file Form
13H in paper until such time an electronic filing system is operational and capable of
receiving the form. 14 We would urge the Commission not to implement the requirement to
13

We do not attempt in this letter to enumerate all the types of trading arrangements in existence today. If it
would be helpful to the Commission and its staff, we would be pleased to provide additional examples.
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See Large Trader Proposing Release n. 80, supra note 2.

9

file Form 13H until the electronic filing system is operational. Even assuming the
Commission’s potentially low estimate that there would be 400 large traders subject to the
proposed rule, the information submitted to the Commission could be voluminous. Without
the ability to manage the information electronically, it would be difficult for the Commission
to review these forms. We urge the Commission to implement the proposed rule and form
when a system is in place to permit the Commission to receive the information electronically.
The Commission Should Consider the Application of the Proposed Rule to Traders
that Infrequently Trade at the Threshold Level
In the Large Trader Proposing Release, the Commission requests comment on whether
there should be a different measuring period for aggregating transactions to minimize the
applicability of the rule to persons that effect one-time transactions greater than the
identifying level. We believe that the Commission should consider the effect on traders that
may trade at or above the threshold level infrequently. For example, the proposed Rule 13h-1
and Form 13H would appear to apply to investment advisers that provide investment advice to
defined contribution plans. The transactions made on behalf of defined contribution plan
participants may exceed the threshold activity level because of the number of participants in
the plan. These transactions, however, usually occur at the beginning of an adviser’s
relationship with the plan and are unlikely to occur in subsequent periods. For these advisers,
the identifying activity level typically would only be crossed when they obtain new clients at
the plan level. Therefore, we request that the Commission consider ways to address the effect
of the proposed rule on traders that infrequently cross the threshold level.
The Commission Should Maintain Confidentiality of Information
We applaud the Commission for proposing that the information that a large trader
would be required to disclose on proposed Form 13H or provide in response to a Commission
request would be exempt from disclosure under the Freedom of Information Act (“FOIA”).
The Commission also states that any transaction information that a registered broker-dealer
would report under the proposed rule would be exempt from disclosure under FOIA.
Investment managers are concerned that public disclosure of their significant trading
activity may lead to professional traders attempting to take advantage of their investment
strategy or others to front run their trades. We encourage the Commission to monitor the
effect of the rule and form so that trading information about a large trader is not allowed to
“leak,” permitting professional traders to take advantage of an asset manager’s strategies. We
request that the Commission specifically caution in any adopting release that trading
information should be treated as material non-public information and that dissemination by
market intermediaries (e.g., broker-dealers) of such information would be a breach of duty to
their clients.
*

*

*

*

*

The IAA strongly supports the Commission’s efforts to obtain useful information
about the US securities markets to ensure that the markets continue to be in the public interest
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and to protect investors. We are concerned that the proposed rule and form would result in
the Commission obtaining information that may not be useful and potentially misleading
while imposing significant burdens on investment managers. We appreciate the opportunity to
provide our views on these issues and would be pleased to provide any additional information.
Please contact the undersigned or Karen L. Barr, General Counsel, at (202) 293-4222 with
any questions regarding these matters.

Respectfully submitted,
/s/ Jennifer S. Choi
Jennifer S. Choi
Associate General Counsel

cc:

The Honorable Mary L. Shapiro, Chairman
The Honorable Kathleen L. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Paredes
Robert W. Cook, Director
Division of Trading and Markets
Andrew J. Donohue, Director
Division of Investment Management
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Without Fiduciary Protections, It’s “Buyer Beware” for Investors
Consumer Advocates, State Regulators and Financial Industry Organizations
Join Senate Fiduciary Champions in Calling on Congress to
Require Financial Professionals to “Act in the Best Interests” of Investors
Washington, D.C., June 15, 2010 – With the financial reform bill entering into final negotiations, a
unique group of consumer advocates, regulators and industry organizations join with U.S. Senators
Daniel Akaka and Robert Menendez to call on the U.S. Congress to provide a fiduciary standard that
provides critical protections to Main Street investors.
“Imposing a fiduciary duty on brokers when they are giving personalized investment advice will ensure
that all financial professionals have the same duty to act in the best interests of their clients,” said U.S.
Senator Akaka (D-Hawaii) in adding his voice of support for the group and its efforts. “Investors must be
able to trust that their broker is acting in their best interest.”
Senator Menendez (D-New Jersey) dubbed the fiduciary standard as the “honest broker provision,”
adding that: “Consumers should be given the peace of mind that their brokers are managing their hardearned money honestly. The saying goes, ‘The customer is always right,’ not ‘The customer is an
afterthought,’ and that is why we think keeping this provision in the final bill is so important.”
The conference committee is resolving differences between the House and Senate financial regulatory
reform bills. It is scheduled to take up the issue Wednesday (June 16).
In a letter to the conferees, the group stated: “Financial regulatory reform presents an historic opportunity
to improve investor protection for Americans and restore confidence in the market. Requiring all
financial professionals to act in the best interests of their customers when they provide investment advice
is the single most important protection needed by the average Main Street investors.”
The group urged the House and Senate conferees to adopt the House-passed legislation that extends the
fiduciary standard of care to all financial professionals who give investment advice.
“The House bill represents a clear and sensible compromise that imposes a fiduciary duty on brokers but
does so in a way that accommodates industry concerns,” said Barbara Roper, Director of Investor

Protection for the Consumer Federation of America. “In contrast, the Senate bill requires the SEC to
study the issue, then denies it the authority it would need to solve the problem. At best, it would delay
reform for years; at worst it would kill it completely. In the meantime, vulnerable investors will continue
to be victimized by brokers masquerading as advisers, and billions of dollars that could have gone toward
retirement savings, college savings, or the purchase of a new home will go instead to line the pockets of
these deceptive brokers.”
In its letter the group noted that without the requirement of a clear and unambiguous fiduciary standard,
most Americans, assuming that those they turn to for advice are acting in their best interests, will continue
to be victimized by those selling high-margin products designed to benefit their own bottom line rather
than truly build wealth for their customers.
Polls show that Americans overwhelmingly believe that the professionals they turn to for advice are
required to act in their best interest. Tragically, under current law, broker-dealers are free to call
themselves financial advisors and offer extensive advisory services without meeting the same fiduciary
standard to act in the best interest of their customers to which all other investment advisers are held.
“Ensuring that brokers who give personalized investment advice about securities are held to the same
‘customer first’ standard as investment advisers would arm regulators on a state and federal level with
new tools to better protect investors,” said Denise Voigt Crawford, Texas Securities Commissioner and
President of the North American Securities Administrators Association.
The groups called industry arguments that the fiduciary standard was unclear or could not be applied in a
manner consistent with current brokerage business practices a smokescreen designed to perpetuate the
lack of broker fiduciary responsibility.
"Investment advisers have been subject to a fiduciary duty under the Investment Advisers Act for
decades," said David Tittsworth, Executive Director of the Investment Adviser Association. “Under this
federal fiduciary standard, investment advisers must act in the best interests of their clients and place their
clients’ interests above their own. This well-established standard has been consistently interpreted and
applied by the SEC and the courts to require advisers to serve their clients with the highest duty of loyalty
and care.”
“Broker-dealers or their representatives can easily provide investment advice under a variety of different
business models – including receipt of commissions or the sale of proprietary products – and still adhere
to a fiduciary standard of care. In fact, our financial planners, who have voluntarily agreed to adhere to
the fiduciary standard, have found that putting the clients’ interests first and fully disclosing conflicts of
interests, is not only good for the clients but good for business,” said Bob Glovsky, spokesperson for the
Financial Planning Coalition, which is comprised of Certified Financial Planner Board of Standards,
Inc.®, Financial Planning Association® and National Association of Personal Financial Advisors.

###

June 14, 2010
Dear [conferee]:
As organizations representing a diverse group of Americans, we write to you with a common
goal: to urge adoption of the House language extending the fiduciary standard of care to all
financial professionals who give investment advice. Financial regulatory reform presents an
historic opportunity to improve investor protection for Americans and restore confidence in the
market. Requiring all financial professionals to act in the best interests of their customers when
they provide investment advice is the single most important thing you can do in this regard for
average Main Street investors.
Many Americans assume that those they turn to for advice in planning retirement or paying for a
child’s education are required to act in their best interest. Polls show that they overwhelmingly
believe that this ought to be the case. Unfortunately, under current law, broker-dealers can call
themselves financial advisors and offer extensive advisory services without meeting the same
fiduciary standard to act in the best interest of their customers to which all other investment
advisers are held. Instead, under the suitability standard that applies to securities sales, brokers
may recommend comparable products with higher costs, poorer performance, or that are a poorer
match for the customer, as long as the product is generally suitable. And they do not even have
to disclose the financial incentives that may encourage them to do so.
But it is not just in the commonly understood securities sales business where suitability fails as
an adequate standard for advice. Insurance agents are licensed as brokers in order to sell variable
annuities. Held to a suitability standard, these agent/brokers may recommend variable annuities
that are not necessarily in their clients’ best interests. And then there are too many who fail to
meet even a suitability standard when advising clients. Abusive sales of variable annuities have
made NASAA’s annual list of top investment scams several times and were similarly identified
as a problem area in a joint SEC-FINRA-NASAA Investor Alert on schemes to defraud senior
investors. Ensuring that brokers who give advice about these investment products are held to the
same “customer first” standard that investment advisers are would arm regulators with new tools
to better protect investors.
The study requirement contained in the Senate bill was adopted as an alternative to the original
Senate provision, which would have required all brokers who give investment advice to be
regulated under the Investment Advisers Act of 1940. Not only does the Senate bill delay reform
while a study is being conducted, but, as currently written, it also fails to provide the SEC with
the authority it would need to solve the problem.

The House provision takes a much different approach, simply requiring the SEC to adopt rules
under the Securities Exchange Act of 1934 to apply the fiduciary standard of care to brokers
when they give investment advice. Moreover, it fully addresses the concerns that led to the
Senate study proposal in the first place, by eliminating the possibility that all brokers would be
subject to the Investment Advisers Act and ensuring that the fiduciary duty is applied in a way
that accounts for various relationships that broker-dealers have with their customers.
Specifically, it confirms that brokers subject to the fiduciary duty would remain able to charge
commissions, sell proprietary products, and sell from a limited menu of products, all without
running afoul of the fiduciary duty. In addition, it makes clear that brokers who give one-time,
transaction-based advice would not be subject to an ongoing duty to monitor customer accounts.
Investors cannot afford to wait several more years for this long-overdue reform to be adopted.
The House bill represents a reasonable compromise that addresses both investor and industry
concerns. We urge you to support inclusion of this provision in the final conference report.
Sincerely,

Barbara Roper
Director of Investor Protection
CFA

Denise Voigt Crawford
President
NASAA

David G. Tittsworth
Executive Director
IAA

Kevin R. Keller, CAE
Chief Executive Officer
CFP Board

Marvin W. Tuttle Jr., CAE
Executive Director and CEO
FPA

Ellen Turf
Chief Executive Officer
NAPFA

May 18, 2010
Dear Senator:
We are a group of diverse organizations that share the view that those who give
investment advice should be required to act in the best interests of their clients. We are writing
to voice our opposition to Amendment No. 4009, filed by Sen. Susan Collins, as it fails to deliver
on the promise of fiduciary protections. Instead, we wholeheartedly support Amendment No.
3889, offered by Sens. Daniel Akaka, Robert Menendez, and Richard Durbin.
The Collins amendment includes a loophole where fiduciary protections are needed most
– for customers of brokers who sell only proprietary or a limited range of products. Worse, it
could have the perverse effect of incentivizing brokers to recommend products that do not
require them to put their clients’ interests first. If the amendment were to pass, these brokers
would remain free to recommend products that are in their own interests, rather than the best
interests of the customer, while receiving particularly generous commissions. And they could do
so without providing adequate disclosures about either their conflicts of interest or the limitations
on any “advice” they offer. The amendment does not even do anything to prevent them from
misleading investors by holding themselves out as advisers.
This is troubling for two reasons. The typical clients of these brokers are among the least
sophisticated investors. Often of only modest incomes, they can ill afford to have their limited
investment resources depleted by products with high costs and poor performance. This problem
is exacerbated by the fact that the amendment would exempt from fiduciary requirements
recommendations of variable annuities, a product that has been the subject of numerous abuses
and repeated investor alerts by the SEC, state securities regulators (NASAA), and FINRA.
Unfortunately, many of these abuses involve elderly individuals. Imposing a fiduciary duty on
these product recommendations would give regulators a much needed tool to ensure that variable
annuities are only sold when they are in the customer’s best interests and with appropriate
disclosures about costs and conflicts of interest. The Collins amendment would deny investors
these important protections.
Instead, we support the Akaka-Menendez-Durbin amendment (#3889). This amendment
directs the SEC to issue rules requiring brokers who provide personalized investment advice to
retail customers to have the same fiduciary duty as investment advisers. The Akaka-MenendezDurbin amendment adopts a reasonable balance, for example, by clarifying that the sale of
proprietary or other limited range of products is permitted but must be conducted in accordance
with appropriate standards. For example, under a fiduciary duty, brokers who sell proprietary or

other limited range of products would be required to disclose the limitations on their advisory
services and the conflicts of interest associated with that business model.
Investors deserve to know that all those who provide investment advice are required to
act in their best interests. We therefore urge you to oppose the Collins amendment and instead to
support the Akaka-Menendez-Durbin amendment, which would ensure that all customers of
brokers are appropriately protected.

Respectfully submitted,

Barbara Roper
Director of Investor Protection
CFA

Denise Voigt Crawford
President
NASAA

David G. Tittsworth
Executive Director
IAA

Kevin R. Keller, CAE
Chief Executive Officer
CFP Board

Marvin W. Tuttle Jr., CAE
Executive Director and CEO
FPA

Ellen Turf
Chief Executive Officer
NAPFA

BY FACSIMILE

[Sample Copy of Letter Sent to Each Senator]

May 13, 2010
Honorable Charles Schumer
United States Senate
Washington, DC 20510-1103
Re: Restoring American Financial Stability Act (S. 3217)
Dear Senator Schumer:
As you consider H.R. 3217, we write to express our strong support for the AkakaMenendez-Durbin amendment that would require the SEC to issue rules requiring that
broker-dealers who provide investment advice are held to the legal standard that offers the
greatest degree of investor protection – the Investment Advisers Act fiduciary duty.
We also are writing to express our support for giving the SEC resources it needs to do its
job of overseeing investment advisers. S. 3217 accomplishes this in various ways,
including authorizing self-funding for the SEC and shifting authority for about 40% of all
SEC-registered advisers to state securities regulators.
We oppose any amendment that would authorize the Financial Industry Regulatory
Authority (FINRA) – the brokerage industry’s self-regulatory organization – to extend its
jurisdiction to investment advisers. We believe that the self-regulatory model has not
demonstrated effectiveness or efficiency. At a minimum, we believe that an examination of
FINRA’s transparency, accountability, track record, costs, and conflicts of interest is
warranted before it is granted any additional authority. In this regard, we note that expert
testimony at Senate hearings last year indicated that FINRA failed to detect either the
Madoff or the Stanford fraud despite ample authority to do so.
We commend your attention to the March 8, 2010 Barron’s article “FINRA First Heal
Thyself,” a February 20, 2010 Wall Street Journal editorial on “say-on-pay,” and a
February 23, 2010 letter from the Project on Government Oversight (POGO) urging
Congress to examine FINRA’s poor track record and inherent conflicts of interest.
http://online.barrons.com/article/SB126783183870056873.html
http://online.wsj.com/article/SB10001424052748703315004575073513243944780.html
http://www.pogo.org/pogo-files/letters/financial-oversight/er-fra-20100223-2.html
We appreciate your consideration of our views.
Respectfully,

David G. Tittsworth
Executive Director

May 10, 2010
Via Electronic Mail
Elizabeth M. Murphy
Federal Advisory Committee Management Officer
Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549-1090
Re:

SEC Investor Advisory Committee May 17, 2010 Meeting (File No.
265-25-04)

Dear Ms. Murphy:
The Investment Adviser Association (IAA)1 appreciates the opportunity to submit a
written statement to the SEC Investor Advisory Committee for its public meeting on May 17,
2010. One of the items on the agenda for the meeting is a discussion of fiduciary duty in the
context of investment advisers and registered broker-dealers. The IAA strongly believes that
broker-dealers who provide investment advice about securities to investors should be subject
to a fiduciary duty under the Investment Advisers Act of 1940 (Advisers Act). Fiduciary duty
is an important protection that will make a real difference to investors. This letter briefly
describes the benefits that investors receive from investment advisers that are subject to a
fiduciary duty and how customers of broker-dealers would benefit from the same protections.
Investment advisers are subject to a fiduciary duty, which means that they have an
affirmative duty of utmost good faith and full and fair disclosure of all material facts to their
clients, as well as an affirmative obligation to employ reasonable care to avoid misleading
clients. Advisers must act in the best interests of their clients and place the interests of their
clients before their own.
In practical terms, fiduciary duty means that, in the course of providing advice to
clients, investment advisers must disclose all material information to their clients, including
the fees that they charge, how they plan to invest client assets or recommend securities to
1

IAA is a not-for-profit association that represents the interests of investment adviser firms that are registered
with the US Securities and Exchange Commission (SEC). IAA’s membership consists of investment advisory
firms that manage assets for a wide variety of institutional and individual clients, including pension plans, trusts,
investment companies, endowments, foundations, and corporations. For more information, please visit our web
site: www.investmentadviser.org.
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clients, and any material disciplinary information involving the adviser or its investment
personnel. Moreover, as fiduciaries, investment advisers must treat their clients fairly and not
favor one client over another, especially if an adviser would somehow benefit from favoring
one particular client or type of clients.
Most importantly, whenever an adviser’s interests differ from those of the client, the
adviser must explain the issue to the client and act to mitigate or eliminate the issue so that the
adviser can act in the interest of the client and not for his or her own benefit. Broker-dealers
do not have an obligation to explain to clients that they may be motivated by their own
interest in recommending a particular security. In other words, even if a broker-dealer is
motivated to recommend a particular security for its own interests, the broker-dealer does not
have to disclose that information and can recommend the security to the client as long as it is
“suitable” or not an unreasonable investment for the client.
As fiduciaries, investment advisers, from the onset of their relationship with their
clients, must tell their clients about all the arrangements in which their interests may differ
from those of their clients. For example, if an investment adviser receives payment from
others for recommending certain types of products, the adviser must tell the client about the
compensation and how the compensation may potentially affect or influence the investment
advice that is given to clients. In addition to disclosing this information to the client, the
investment adviser must act to recommend securities that are in the best interest of the client
regardless of the additional compensation he or she may receive.
Broker-dealers, however, do not need to give this explanation of the potential
incentive to favor certain products over others as long as the investment is at least suitable for
that client. Broker-dealer representatives do not have to tell their clients if they individually
receive higher commission or other monetary rewards for recommending certain products and
their incentive to recommend certain securities that provide them the greatest amount of
compensation.
Investment advisers must make disclosures regarding conflicts created by their
compensation arrangements. For example, advisers that get paid by commissions have to
disclose that commission-based compensation may motivate them to trade more frequently or
to recommend trading more frequently because they would receive more compensation.
Under these circumstances, investment advisers also would have to act to avoid trading or
recommend trading just to earn more commissions. Broker-dealers currently do not need to
disclose clearly to their clients the conflicts of interest that may arise in a commission-based
relationship. Therefore, broker-dealers do not need to tell their clients their potential
incentive to engage in more transactions than necessary to generate higher fees for
themselves.
So what would these benefits of fiduciary duty mean for customers of broker-dealers?
A few examples follow:


Brokers recommending and selling investment products to customers would have to
disclose all fees, compensation, and other incentives they earn from the advice;

2



Brokers would have to disclose not only information about investment products they
recommend, but also information about themselves – including their conflicts of
interest – that is important to customers;



Brokers would have to recommend products that are in the best interest of their
customers, and would not be able to steer customers to certain products that, while
technically not inappropriate for the customer, are not in the customer’s best interest;



If a firm has an economic interest in steering clients to certain products or a brokerdealer representative can receive an extra reward for being the highest seller of a
particular type of product, they must tell customers about these potential incentives for
a product recommendation and refrain from making the recommendation if it is not in
the best interest of the customer;



Customers would know at the outset if a broker-dealer or its representative has a
material disciplinary history (rather than having to take the initiative to look at
FINRA’s BrokerCheck for disciplinary information); and



Brokers would have to offer a limited investment opportunity (as well as any other
appropriate investment opportunity) to the client first and not to take the opportunity
for themselves.
*

*

*

Because of the overarching nature of the fiduciary duty, which requires investment
advisers to place the interests of their clients before their own in every circumstance,
Congress and regulators do not need to develop a comprehensive list of rules and conflicts
that may exist now or in the future. Instead, advisers must be constantly on the alert for new
conflicts of interest they face and disclose and mitigate those conflicts. This prevents advisers
– and would prevent brokers – from being able to exploit regulatory loopholes presented by
rules addressing only specific activities and conflicts. In fact, the principles-based obligations
that flow from an adviser’s fiduciary duty to its clients have permitted the framework to
address potential issues that would have been difficult to foresee when the Advisers Act was
adopted 70 years ago. The breadth and flexibility of the fiduciary duty of investment advisers
have allowed the regulation of investment advisers to remain dynamic and relevant in
changing business and market conditions.
Many commenters also have recognized the strength of the fiduciary principles and
written in support of extending fiduciary duty to all financial professionals giving investment
advice.2
2

See, e.g., Jane Bryant Quinn, Will Brokers Have to Put Your Interest First?, janebryantquinn.com, May 6,
2010; Tara Siegel Bernard, Trusted Adviser or Stock Pusher? Finance Bill May Not Settle It, N.Y. Times, Mar.
3, 2010; Paul Sullivan, Broker? Adviser? And What’s the Difference, N.Y. Times, Feb. 18, 2010; Tara Siegel
Bernard, Struggling Over a Rule for Brokers, N.Y. Times, Feb. 16, 2010; Jason Zweig, The Fight Over Who Will
Guard Your Nest Egg, WALL ST. J., Mar. 28, 2009.
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We appreciate the opportunity to present our views to the SEC Investor Advisory
Committee in anticipation of the fiduciary duty discussion at the May meeting. Please contact
the undersigned, Karen L. Barr, General Counsel, or Jennifer S. Choi, Associate General
Counsel, at (202) 293-4222 with any questions regarding these matters.
Respectfully submitted,

David G. Tittsworth
Executive Director

cc:

Mark Anson, Chief Investment Officer, Oak Hill Investments
Jeff Brown, Senior Vice President, Legislative and Regulatory Affairs, Charles
Schwab & Co., Inc.
Mercer Bullard, Founder and President of Fund Democracy, Inc. and Associate
Professor of Law, University of Mississippi Law School
Hye-Won Choi, Vice President and Head of Corporate Governance for TIAA-CREF
Stephen Davis, Senior Fellow and Project Director, Yale University School for
Management's Millstein Center for Corporate Governance, and nonexecutive chair of
Hermes Equity Ownership Service
Abe Friedman, Managing Director, Global Head of Corporate Governance &
Responsible Investment, BlackRock
Richard Hisey, President of AARP Financial Incorporated and AARP Funds
Mellody Hobson, President of Ariel Capital Management
Fred Joseph, President of the North American Securities Administrators Association
and Securities Administrator for the State of Colorado
Adam Kanzer, Managing Director and General Counsel, Domini Social Investments
LLC
Mark Latham, Director of Proxy Democracy, a nonprofit organization helping
individual investors
Barbara Roper, Director of Investor Protection, Consumer Federation of America
Dallas Salisbury, President and CEO, Employee Benefit Research Institute
Kurt Schacht, Managing Director, CFA Institute
Damon Silvers, Associate General Counsel, AFL-CIO
Kurt Stocker, Chairman of the Individual Investors Advisory Board of the NYSE
Ann Yerger, Executive Director, Council of Institutional Investors
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May 5, 2010
Via Electronic Filing
Office of Regulations and Interpretations
Employee Benefits Security Administration
Room N-5655
U.S. Department of Labor
200 Constitution Avenue, N.W.
Washington, DC 20210
Attn: 2010 Investment Advice Proposed Rule
Ladies and Gentlemen:
The Investment Adviser Association1 appreciates the opportunity to provide comments
concerning the Department of Labor’s proposed rule relating to the provision of investment
advice to participants and beneficiaries in participant-directed individual account plans.2 The
proposed rule – and the provisions of the Pension Protection Act of 2006 (“Pension Protection
Act”) that the rule seeks to implement – are intended to expand the availability of investment
advice to participants in defined contribution plans. We strongly support this goal. We write
only with respect to aspects of the Department’s proposal and request for comments regarding
the conditions applicable to computer models that may have broader implications for the
provision of investment advice generally.
As the Department notes, with the rise in the number of employees participating in
defined contribution plans, millions of plan participants are responsible for making
investment decisions to assure their own retirement security. Policymakers are increasingly
recognizing that professional investment advice assists participants in making better
investment decisions and avoiding errors, such as inappropriate trading strategies or
inadequate diversification. The availability of professional investment advice has been
limited by prohibited transaction restrictions under ERISA that prevent a fiduciary from
providing advice about investment options with respect to which it is affiliated or that
otherwise result in an additional fee to the fiduciary.3 In enacting the Pension Protection Act,
1

The Investment Adviser Association is a not-for-profit association that represents the interests of SECregistered investment advisers. Founded in 1937, the Association’s membership today consists of more than 475
firms that collectively manage in excess of $9 trillion for a wide variety of individual and institutional clients.
For more information, please visit our website: www.investmentadviser.org.
2
3

Investment Advice – Participants and Beneficiaries, 75 Fed. Reg. 9360 (2010) (“Proposal”).
ERISA section 406.
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Congress sought to increase the availability of professional advice to participants and
beneficiaries in participant-directed individual account plans by providing an exemption from
these restrictions accompanied by strong safeguards and conditions to address the conflicts of
interest presented by these arrangements.4
This statutory exemption permits the provision of advice that would otherwise be
subject to the prohibited transaction restrictions either through an adviser that is compensated
on a “level fee” basis or through use of a computer model that is certified as unbiased by an
independent expert. Although not supported by the provisions specified in the statute, the
proposed implementing rule would mandate that any computer model be designed to avoid
investment recommendations that inappropriately distinguish among investment options
within a single asset class on the basis of a factor that cannot be expected to persist in the
future. In discussing this requirement, the preamble states that “differences in historical
performance are less likely to persist in the future and therefore are less likely to constitute
appropriate criteria for asset allocation.” This statement appears to call into question
investment advisers’ consideration of historical performance in analyzing potential
investments.
In addition, the Department specifically requests comment on a series of issues related
to generally accepted investment theories and appropriate criteria and factors for allocating
assets in computer models, including whether the Department should designate particular
theories or criteria in the final rule. For example, the preamble poses questions regarding,
among other things, the role of historical data in computer models; whether a fund’s past
performance relative to the average for the asset class is an appropriate criterion for allocating
assets to the fund and whether a fund with superior performance may be recommended over a
fund with average performance but lower fees; on what, if any, basis a fund’s superior past
performance can be proven to derive from factors likely to persist in the future; and how, if at
all, a model should take into account investment management style (e.g., should a model
ascribe different levels of risk to passively and actively managed investment options).
We are concerned about the implications of the Department’s comments on these
issues beyond investment advice programs that take advantage of the computer model
approach under the exemption. Read broadly, the views the Department may express in the
final rule regarding generally accepted investment theories and considerations for investment
recommendations could also affect existing computer model arrangements and all other
investment decisions for plans and plan participants, such as which investment options are
selected for a 401k plan menu and the conditions under which investment managers are
permitted to manage defined benefit plan assets. For example, the Department’s discussion
regarding the relative risks of active and passive management and its focus on costs could
lead plan sponsors to overweight passively managed funds in 401k plan menus. The
Department’s potential foray into the investment decision-making process is not appropriate
for a number of reasons.

4

ERISA sections 408(b)(14) and 408(g).
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First, the Department’s discussion goes beyond the scope of the statute and the
implementing rule, which are intended to address conflicts of interest implicated by certain
advice arrangements. As fiduciaries under ERISA, investment professionals owe both a duty
of loyalty and a duty of care to the plan participants to whom they provide investment advice.
The prohibited transaction provisions of ERISA are designed to ensure that fiduciaries do not
breach their duty of loyalty by providing biased or conflicted advice to participants.
Exemptions from these provisions – including the Pension Protection Act exemption this
proposed rule is intended to implement – are carefully crafted to provide safeguards against
conflicts of interest.
Analytically distinct from the duty of loyalty, a fiduciary’s duty of care under ERISA
involves acting with the care, skill, prudence, and diligence under the circumstances then
prevailing that a prudent person acting in a like capacity and familiar with such matters would
use in similar circumstances (a “prudent person standard”).5 The Department consistently has
interpreted this duty over the years under ERISA as focused on the procedures followed
during the decision-making process rather than the results of that process.6 This standard is
not a one-size-fits-all standard, but rather permits innovation and differing views on
investment theories. We respectfully submit that consistent with the statutory exemption
provided in the Pension Protection Act, the Department should focus its rulemaking on the
duty of loyalty and conflicts of interest. A rulemaking that fundamentally alters the standard
of care by mandating certain investment theories, styles, or decisions is not appropriate or
called for by the legislation.
Second, investment professionals are in the best position to evaluate generally
accepted investment theories and the factors to consider in making investment decisions. The
proposed rule seeks to enumerate the specific factors that fiduciaries are permitted to consider
in developing computer models.7 The final rule instead should require fiduciaries to use
unbiased or objective factors generally. The independent expert would then be required to
analyze and certify that the model is indeed constructed in an unbiased fashion. Restricting a
fiduciary’s investment decision-making in a substantive manner (i.e. other than assuring that
the process is untainted by conflicts) inappropriately interferes with an investment adviser’s
professional skill and judgment. As discussed above, the adviser’s exercise of this
professional judgment is subject to the prudent person standard under ERISA, which provides
substantial protection for plan participants.
In the same vein, the Department’s request for comments focuses on whether it should
specify “generally accepted investment theories” and “require their application” or designate
some and not other criteria as appropriate and objective for computer models to consider.
Again, we do not think the Department should specify generally accepted investment theories.
The criteria for investment decisions should be determined by investment professionals, who
are best positioned to evaluate and can respond to new information and changes in the
5

ERISA section 404(a)(1)(B).

6

E.g., 29 CFR§ 2550.404a-1.

7

E.g., Proposal at section (b)(4)(i)(E)(3).
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marketplace when providing advice. Criteria codified in regulations are not flexible or readily
modified based on changing circumstances. It is not prudent for the Department to set
investment theories or criteria in stone, potentially hindering a fiduciary’s ability to make
decisions in the best interests of plans or plan participants.
Third, the historical performance of an investment is an important consideration in the
evaluation of both the investment itself and the investment within the overall mix of
investments. Clients routinely request information about past performance in RFP processes
and periodic reporting. Clients’ review of whether to renew investment advisory agreements
or continue to offer certain investment options in their plans typically incorporates
performance data. Indeed, the Pension Protection Act and the proposed implementing
disclosure requires fiduciaries to provide plan participants with information about past
performance and historical rates of return of the designated investment options available
under the plan.8 Similarly, while the SEC requires mutual funds to caution that past
performance is not necessarily an indication of how the fund will perform in the future, the
SEC specifically requires that such funds disclose their past performance data to investors in
the funds’ prospectus. Although historical performance may not always be likely to persist in
the future, investment managers should not be precluded from taking it into account in their
overall analysis. Historical performance traditionally has been considered in the investment
decision-making process and is certainly a “generally accepted” criterion in investment
selection.
The Department’s discussion of the relative merits of superior past performance and
lower fees is particularly troubling. We respectfully submit that the least expensive option is
not necessarily the best option for each investor. An investment professional might wish to
consider a number of relevant criteria regarding each investment option, including expenses,
historical data, benchmarks, investment objectives, portfolio holdings, turnover, relative risk,
and risk-adjusted performance. As the Department itself recognizes in its proposed model
disclosure, while fees and expenses are important factors, “it is also important to consider
additional information …. such as performance, investment strategies, and risks.”9
Fourth, the Department’s questions regarding fees and investment management style
may implicitly favor passive investing over active investing. The selection of management
style should be left to the judgment of investment professionals based on all relevant criteria
and circumstances related to both the investor and the potential investments. Active
management is unquestionably a generally accepted investment strategy and can be an
appropriate part of a plan participant’s mix of investments. Indeed, most investment
managers employ active management styles. The final rule should not be interpreted to
require that computer models or other asset allocation advice prioritize investments based
principally on fees or style. Such investments may not result in better overall performance
over time and could lead investors to miss opportunities for better risk-adjusted returns or
more appropriate diversification. Plan sponsors and investment professionals are in a better
position than regulators to make these substantive investment decisions.
8

Proposal at section (b)(7)(i)(B).

9

Proposal at 9370.
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For all of these reasons, we urge the Department to avoid regulating specific
investment decision-making criteria that are otherwise untainted by conflicts of interest. We
would be pleased to work with the Department to further the goal of expanding the
availability of professional investment advice for participants in defined contribution plans
while providing appropriate safeguards for plan participants.
We appreciate the opportunity to provide our views on these issues. Please do not
hesitate to contact the undersigned if you need additional information.
Respectfully submitted,

Karen L. Barr
General Counsel
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April 26, 2010
Via Electronic Mail
James H. Freis, Jr.
Director
Financial Crimes Enforcement Network
P.O. Box 39
Vienna, VA 22183
Re:

Amendment to the Bank Secrecy Act Regulations – Reports of
Foreign Financial Accounts; RIN 1506-AB08

Dear Mr. Freis:
The Investment Adviser Association (IAA) 1 appreciates the opportunity to comment
on the proposed rulemaking by the Financial Crimes Enforcement Network (FinCEN) to
revise the regulations regarding the reports of foreign financial accounts. 2 In 2009, the IAA
sought guidance from the Internal Revenue Service (IRS) regarding the filing obligation of
employees of investment advisers registered with the US Securities and Exchange
Commission (SEC) and requested that the IRS expand the current exception applicable to
employees of federally regulated banks to apply equally to all officers and employees of SECregistered investment advisers who have only signature authority over (but no financial
interest in) foreign financial accounts in which client assets managed by their employers are
held.
The IAA applauds FinCEN for proposing a rule to exempt certain persons with
signature or other authority over foreign financial accounts from filing reports. In particular,
we commend FinCEN for providing an exception for an officer or employee of an Authorized
Service Provider (ASP) who only has signature or other authority over a foreign financial
account owned or maintained by a registered investment company if the officer or employee
has no financial interest in the account. The exception for employees of an ASP, which is an
entity that is registered with and examined by the SEC and provides services to an investment
1

The IAA is a not-for-profit association that represents the interests of investment adviser firms that are
registered with the SEC. IAA’s membership consists of investment advisory firms that manage assets for a wide
variety of institutional and individual clients, including pension plans, trusts, investment companies,
endowments, foundations, and corporations. For more information, please visit our web site:
www.investmentadviser.org.
2

Financial Crimes Enforcement Network; Amendment to the Bank Secrecy Act Regulations – Reports of
Foreign Financial Accounts, 75 FR 9944 (Feb. 26, 2010) (“Proposing Release”).
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company registered with the SEC, would permit employees of SEC-registered investment
advisers who provide services to a registered investment company not to have to file a
separate FBAR. 3
Similarly, FinCEN helpfully proposes to exempt an officer or employee of a financial
institution that is registered with and examined by the SEC from the obligation to file a FBAR
if he or she has only signature or other authority over a foreign financial account owned or
maintained by the financial institution if the officer or employee has no financial interest in
the account. We are seeking clarification regarding the proposed provision to ensure that the
exception would be available for employees of SEC-registered investment advisers when they
are providing advisory services to clients other than a registered investment company.
The text of the Proposing Release and the proposed General Instructions to the Report
of Foreign Bank and Financial Accounts, Form TD F 90-22.1 (FBAR), refers to the personnel
of a “financial institution” that is registered with and examined by the SEC or the Commodity
Futures Trading Commission. Currently, there is no specific definition for a “financial
institution” in the General Definitions to the instructions to FBAR. 4 Moreover, the proposed
exception is provided with respect to accounts “owned or maintained by such financial
institution” but does not clearly reference accounts owned or maintained by the clients of such
an entity.
Our previous letters to the Department of Treasury (which are enclosed) discussed at
some length the reasons why the current bank employee exception should be extended to
employees and officers of SEC-registered investment advisers. 5 We expressed concern that a
requirement to make individual FBAR filings and the potential penalties for failing to submit
FBAR filings would impose an unreasonable burden on employees of SEC-registered advisers
who may be deemed to have signatory or other authority over (but no financial interest in)
foreign financial accounts given that Treasury already receives information regarding the
foreign financial accounts. We continue to believe that these investment advisory personnel
who may have signature or other authority over (but no financial interest in) foreign financial
3

We also believe that there is no policy reason to require US persons who may have signature or other authority
over (but no financial interest in) foreign financial accounts of non-US funds that are not marketed or sold to US
persons to file an FBAR. The IRS would have no policy interest in receiving information regarding accounts
that are not for the benefit of any US person. In these circumstances, US persons with signature or other
authority are filing FBARs purely for technical compliance. We recommend that when foreign financial
accounts are not for the benefit of US persons, US persons who may have signature or other authority over (but
no financial interest in) such foreign financial accounts should not have to file an FBAR. For example, an
employee of a SEC-registered adviser may have signature or other authority over a foreign financial account of
an EU UCITS or other regulated fund that is not marketed to US investors in his or her position as an officer of
such fund.

4

The definition of “financial institution” in the Bank Secrecy Act does not include investment advisers. FinCEN
also has adopted its own definition of “financial institution” at 31 CFR 103.11(n), which is less inclusive than
the definition in the BSA.

5

Letter from Jennifer S. Choi, Assistant General Counsel, IAA, to Commissioner Douglas H. Shulman, on
October 6, 2009 and letter from Jennifer S. Choi, Assistant General Counsel, IAA, to Commissioner Douglas H.
Shulman, on July 31, 2009 .
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accounts solely as a result of their employment with their SEC-registered investment advisory
firms should be exempt from filing a FBAR.
As recognized by Treasury in the context of a bank examined by a federal regulatory
agency, the Treasury’s goal of tackling tax fraud and combating money laundering are not
furthered by requiring an FBAR filing by an employee of a federally regulated entity, who
within the scope of his or employment, has signature or other authority over (but no financial
interest in) a foreign financial account. As in the case of federally regulated banks, US
persons (such as US funds and other US clients of investment advisers) and global custodian
banks performing services for such persons would be obligated to make their own FBAR
filings with respect to these accounts, as appropriate. As a result, Treasury would have
obtained all of the relevant information in the case of accounts managed by SEC-registered
investment advisers.
Moreover, although the text of the proposal is unclear, the discussions regarding the
proposed exception in the Proposing Release seem to suggest that FinCEN intended the
exception to cover employees and officers of SEC-registered investment advisers. In the
Proposing Release, FinCEN notes that the proposed exceptions are intended to apply to
employees of entities that have a “federal functional regulator” and that relief is appropriate in
light of the “federal oversight of these entities.” Investment advisers registered with the SEC
do have a federal functional regulator and, as discussed in our previous letters, are subject to
oversight by the SEC for compliance with all applicable laws and other legal obligations.
To confirm that advisers may take advantage of the exception, we request that
FinCEN replace the term “financial institution” with “entity” in the text providing the
exception for those with signature authority in § 103.24(f)(2)(ii). In addition, FinCEN should
include text clearly permitting an officer or employee of a SEC-registered adviser not to
report that he or she has signature or other authority over a foreign financial account owned or
maintained by a client of such entity or by such entity if the officer or employee has no
financial interest in the account. This additional language would ensure that the exception
applies to situations in which an employee has signature authority over (but no financial
interest in) an account of the client of the investment adviser.
At a minimum, FinCEN should confirm in the adopting release that employees of
SEC-registered investment advisers are eligible under the second exception with respect to
both firm and client assets, even when the advisers are not acting as an ASP.
*

*

*
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*

*

The IAA appreciates FinCEN proposing rules to except certain persons with only
signature or other authority over reportable accounts from the obligation to file an FBAR. We
appreciate the opportunity to provide our views on this issue and would be pleased to provide
any additional information. Please contact the undersigned or Karen L. Barr, General
Counsel, at (202) 293-4222 with any questions regarding these matters.
Respectfully submitted,
/s/ Jennifer S. Choi
Jennifer S. Choi
Assistant General Counsel

cc:

Jamal El-Hindi
William Wilkins
Clarissa Potter

Enclosures
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April 20, 2010
Via Electronic Filing
Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1090
Re:

Concept Release on Equity Market Structure, Rel. No. 34-61358; File No.
S7-02-10

Dear Ms. Murphy:
The Investment Adviser Association (“IAA”) 1 appreciates the opportunity to comment
on the Commission’s concept release on equity market structure. 2 The Commission is
conducting a broad review of the current equity market structure and is evaluating a variety of
market structure issues, including high frequency trading, order routing, market data linkages
and undisplayed liquidity. IAA members are significant investors in the equity markets on
behalf of their clients. Although investment managers are generally considered institutional
investors, they manage assets for a diverse group of clients, including pension plans,
investment companies, endowments, foundations, corporations, small businesses, family
trusts, and individuals. Moreover, IAA members invest on behalf of both retail and
institutional investors who may have short-term or long-term horizons. 3 The Commission
should ensure that all investors are provided equal and fair access to all trading venues and
that no particular type of investor is advantaged or disadvantaged.
A fair, transparent and efficient marketplace is critical to investment advisers. We,
therefore, applaud the Commission’s approach to determining whether regulatory initiatives
are necessary to improve the current equity market structure through a concept release. In
general, we believe the US equity markets are functioning well for investors, providing
efficient execution of transactions, price transparency, and facilitating best execution of
1

The IAA is a not-for-profit association that represents the interests of investment adviser firms that are
registered with the SEC. For more information, please visit our web site: www.investmentadviser.org.
2

Concept Release on Equity Market Structure, Release No. 34-61358 (Jan. 14, 2010).

3

We generally believe that it is difficult to delineate those investors who should be deemed “long-term”
investors and do not believe that this type of classification is truly useful or necessary for market structure
purposes.
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investor orders. The US equity markets continue to lead the equity markets around the world
in providing these benefits to investors. As the Commission notes in the concept release, a
primary driver and enabler of the transformation of equity trading has been the continual
evolution of technologies for generating, routing and executing orders, which have
dramatically improved the speed, capacity, and sophistication of the trading functions.
We welcome the Commission’s review of the effect of these new technologies on
market structure generally and whether they have been beneficial for all types of investors.
We agree that these new developments raise complex issues, which require further study. As
a general matter, we urge the Commission to consider carefully the effect of any new
significant regulatory proposal on the developing technologies and alternative trading systems
to avoid any unintended consequence of hampering innovation and benefits to investors. We
believe it is critical for investors that these innovations continue to be fostered. We comment
on just a few of the issues that are raised in the concept release and will provide our views as
appropriate if new specific regulatory initiatives are proposed.
Greater Transparency Needed for All Trading Venues through End of Trading
Day Volume Disclosure
One proposal that we believe would be beneficial to the market and to investors is
greater transparency of the execution capabilities of, and liquidity provided by, all trading
venues. Such disclosure requirements should be carefully tailored to avoid harmful effects to
investors seeking to execute large orders.
In trading equity securities (particularly large blocks of stock) on behalf of their
clients, investment advisers, as fiduciaries, seek to ensure that investment strategies employed
on behalf of their clients are implemented fully while minimizing market impact costs and
preventing others from taking unfair advantage of their strategies. Investment managers are
concerned that publicly revealing their significant trading interest may lead to professional
traders attempting to take advantage of their investment strategy or others to front run their
trades. Investment managers have used a variety of methods to avoid unnecessarily revealing
their entire trading interest, including breaking up orders to smaller sizes and using trading
facilities that permit transactions of orders anonymously.
In the concept release, the Commission asks to what extent one type of trading venues
that permit anonymous execution of orders – dark pools – meets the objective of improving
execution quality for the large orders of institutional investors. In this regard, dark pools have
been critically important in assisting investment managers to minimize market impact costs.
These dark pools have permitted large orders to be executed without publicly disseminating
the investment manager’s trading interests and strategy. We agree with many of the
comments to the Commission’s proposal to regulate non-public trading interest 4 that trading
venues providing undisplayed liquidity are important trading centers for asset managers that
seek to minimize market impact (both implicit and explicit) costs for their client trades.

4

Regulation of Non-Public Interest, Release No. 34-60997 (Nov. 13, 2009).
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To evaluate the liquidity of competing trading venues and to determine the most
appropriate alternative trading venue for routing orders, investment managers would find
disclosure of trading volume of a stock by trading venue to be beneficial. We believe,
however, that this benefit must be carefully weighed against our concerns regarding frontrunning and market impact costs.
To obtain the benefits of greater transparency regarding liquidity while minimizing the
harm to investors seeking to execute large orders, the IAA recommends that the Commission
require the reporting at the end of the day of the volume of trades for individual stocks in each
trading venue. Increasing the transparency of trade volume for all trading venues would allow
investment managers to assess better which trading venue may have the liquidity and capacity
to execute transactions with respect to a particular stock or types of stocks while protecting
proprietary trading information.
In recommending greater transparency, we urge the Commission not to require
contemporaneous (intraday) disclosure by each venue of the trades executed for a specific
stock. Contemporaneous disclosure may jeopardize the ability of asset managers to execute
the entire order and permit professional traders to take advantage of asset manager strategies
because a large trade order may take some time to complete and information regarding the
asset manager’s trading interest would start to leak. Therefore, contemporaneous disclosure
would diminish greatly the value of these trading venues.
Moreover, any disclosure requirement should be extended not only to dark pools but
to broker-dealers that internally execute trades. As the Commission notes, the internalized
execution of broker-dealers are not included in the consolidated quotation data and therefore
should be classified as undisplayed liquidity. 5 Given the significant volume of shares that are
executed through broker-dealer internalization, increasing the transparency of the volume on a
broker-dealer by broker-dealer basis would permit investment managers to evaluate all trading
venues with equal information.
Rules 605 and 606 Reports Are Not Useful for Investors
In the concept release, the Commission asks whether long-term investors and their
brokers have the tools they need to protect their own interest in a dispersed and complex
market structure. Specifically, the Commission asks whether reports required under Rules
605 and 606 of Regulation NMS continue to provide useful information for investors and
their brokers in assessing the quality of order execution and routing practices. Rule 605
requires market centers to make available standardized, monthly reports of statistical
information concerning their order execution. Rule 606 requires disclosure of order routing
information on a broker-by-broker basis.

5

According to the Commission, for example, in the third quarter 2009, broker-dealer internalization accounted
for approximately 17.5% of share volume in NMS stocks while dark pools executed approximately 7.9% of
share volume in NMS stocks.
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IAA members generally do not find the Rules 605 and 606 reports useful in
determining which market centers to rout orders. We urge the Commission to revise the
reports to make them more useful to investors. As the Commission states in the concept
release, these rules were drafted primarily with the interests of individual investors in mind
and focused on the execution of smaller orders. The exclusion of large orders in these reports
limits the value of these reports to institutional investors. Moreover, the format and the
presentation of information in those reports (especially 605 reports) make the information
difficult to analyze. 6
Terms of Co-Location Should be Fair
The Commission also requests comment on the tools used by proprietary firms to
implement their short-term trading strategies. One of the tools is co-location, which permits
market participants to place their servers in close physical proximity to a trading center’s
matching engine to minimize network and other types of latencies. The IAA believes colocation services to be an acceptable practice but urges the Commission to ensure that the
terms of the co-location services be fair and transparent, based on fees that are equitably
allocated and reasonable. Co-location services should not unfairly discriminate based on nonobjective factors, such as type of investor or firm. The competitive landscape should be level,
with market participants able to compete to provide best execution and investors able to seek
out those who provide best execution.
*

*

*

*

*

The IAA strongly supports the Commission’s efforts to evaluate the equity market
structure to ensure that a national market system continues to be in the public interest and
appropriate for the protection of investors. We believe that, although the US equity markets
have changed dramatically over the years, they continue to serve investors well. We
encourage the Commission to consider carefully any new regulatory initiatives on alternative
trading systems to prevent unintended consequences that may have negative effects on
investors. We appreciate the opportunity to provide our views on these issues and would be
pleased to provide any additional information. Please contact the undersigned or Karen L.
Barr, General Counsel, at (202) 293-4222 with any questions regarding these matters.

Respectfully submitted,
/s/ Jennifer S. Choi
Jennifer S. Choi
Assistant General Counsel

6

See Letter to Gene Gohlke, Associate Director, OCIE, from Philippa Hughes, Counsel, IAA (then the
Investment Counsel Association of America) (Jan. 28, 2003) (requesting guidance on the use of these reports
because the reports are “lengthy, complicated, and very difficult to read, understand, and analyze”).
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cc:

The Honorable Mary L. Shapiro, Chairman
The Honorable Kathleen L. Casey
The Honorable Elisse B. Walter
The Honorable Luis A. Aguilar
The Honorable Troy A. Paredes
Robert W. Cook, Director
Division of Trading and Markets
Andrew J. Donohue, Director
Division of Investment Management
U.S. Securities and Exchange Commission
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March 22, 2010

VIA FACSIMILE
The Honorable Christopher J. Dodd
Chairman
Committee on Banking, Housing,
and Urban Development
Washington, D.C. 20510
Re:

The Honorable Richard C. Shelby
Ranking Member
Committee on Banking, Housing,
and Urban Development
Washington, D.C. 20510

“Restoring American Financial Stability Act of 2009”

Dear Chairman Dodd, Ranking Member Shelby and Members of the Committee:
On behalf of the Investment Adviser Association (IAA), which represents 475 SEC-registered
investment advisory firms that in aggregate manage more than $9 trillion, I am writing
regarding the financial services regulatory reform legislation being marked-up by the Banking
Committee.
We believe that the legislation should be amended to ensure that all those who provide
investment advice are held to the legal standard that offers the greatest degree of investor
protection – the Investment Advisers Act fiduciary duty. For too long, financial service
providers have been free to market themselves as trusted advisers without having to meet the
fiduciary standard appropriate to that role. Further study – as currently provided for in
Section 913 of the bill – is not needed.
Investment advisers are fiduciaries to all of their clients under the Investment Advisers Act of
1940. Advisers are extensively regulated and, as fiduciaries, must at all times act in the best
interests of their clients, placing their clients’ interests above their own.
The IAA also believes that the SEC should be maintained as the sole and direct regulator for
federally-registered investment advisers and has long advocated full funding for its
regulatory, inspection and enforcement efforts. We strongly support the self-funding
provision included in the legislation as it will enable the agency to perform long-term
planning and budgeting.
We believe that the job of regulating financial services should remain the responsibility of
federal and state regulators directly accountable to legislators and the public and oppose
efforts to outsource investor protection to private organizations.
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For this reason, we oppose any amendment that would impose an SRO for the advisory
profession or any segment thereof. The drawbacks of an SRO – including inherent conflicts
of interest, questions about transparency, accountability and oversight, and added costs and
bureaucracy – outweigh any alleged benefits. We note further that it would be especially
inappropriate for FINRA – the brokerage industry’s self-regulatory organization – to obtain
authority over investment advisers given its track record, its grounding in the brokerage
industry’s “sell-side” culture, and its historical antipathy to the fiduciary standard.
The Investment Adviser Association looks forward to continuing to work with the Banking
Committee in its regulatory reform efforts and appreciates your consideration of our views.
Respectfully,

Neil A. Simon, Esq.
Vice President for Government Relations
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January 28, 2010
Jane Diplock
Chairman
New Zealand Securities Commission
8th Floor, Unisys House, 56 The Terrace
PO Box 1179,
Wellington 6011
New Zealand
Dear Chairman Diplock:
The Investment Adviser Association (IAA) is writing with respect to New Zealand’s
new Financial Advisers Act of 2008 (FAA). The IAA is a not-for-profit US association that
represents the interests of investment adviser firms that are registered with the US Securities
and Exchange Commission (SEC). IAA’s members manage assets for a wide variety of
institutional and individual clients, including pension plans, trusts, investment funds,
endowments, foundations, and corporations, and a number of our members manage assets on
behalf of clients in New Zealand.
We understand that both the FAA and the Financial Service Providers Act of 2008
will come into effect later this year, with registration and authorization starting in the middle
of the year. We have been advised that, under the FAA, individuals providing financial
advice, engaging in investment transactions, or providing financial planning advice in New
Zealand are financial advisers under the Act regardless of where such persons are based.
Moreover, individuals rendering advice on “complex” products (i.e., anything other than call
debt, bank term deposits, credit contracts, and insurance products other than life insurance
policies) must become “authorized financial advisers” and register with the Securities
Commission. To be authorized, the Securities Commission must be satisfied that an
individual is of good character; meets the level of competency, knowledge and skills specified
in the Code of Professional Conduct; and has not been convicted of an offense punishable by
imprisonment for a term of six or more months or “debarred” from applying for authorization.
We understand that, in implementing this new legislation, the Securities Commission
is considering providing certain relief for financial advisers who only advise wholesale
clients. We write in support of the Securities Commission providing exemptive relief from
any requirement to take proficiency examinations for those individuals exclusively advising
wholesale clients.
We fully appreciate and support the goal of ensuring that clients are advised by wellqualified individuals. We, however, are of the view that proficiency requirements such as
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standardized examinations may not be necessary for those who manage wholesale client
assets. Wholesale clients are fully capable of determining the qualifications of those who
seek to advise their accounts. Indeed, wholesale clients typically require extensive
information from investment managers they are considering hiring for a particular mandate.
In this regard, wholesale clients routinely request information about the individuals who will
provide advice for their accounts (including information about their background, education
and experience). In this context, a standardized test of competency or other standardized
proficiency examinations would add little or no value to these types of clients.
Moreover, a standardized proficiency examination may not test the skills for which
foreign investment managers are generally hired by wholesale clients. Foreign investment
managers, including US-based managers, typically are hired to provide international
expertise. If the proficiency requirements were focused on investments related to New
Zealand, the qualification requirements would not examine the competency in the field for
which these managers were hired. Moreover, because of this burden that may be placed on
investment advisory personnel, foreign investment managers may be reluctant to service New
Zealand investors. Therefore, these requirements, which do not provide much benefit to
wholesale clients, may result in New Zealand wholesale investors losing the benefits of
international expertise.
For the reasons discussed above, we would support the Securities Commission’s effort
to exempt investment advisory personnel who provide advice to wholesale clients in New
Zealand from any requirement to take proficiency examinations under the FAA.
*

*

*

*

*

We appreciate the opportunity to provide our views and would be pleased to provide
any additional information. Please contact me at (202) 293-4222 with any questions
regarding these matters.
Respectfully submitted,
/s/ Jennifer S. Choi
Jennifer S. Choi
Assistant General Counsel

cc:

David Lilly
Private Secretary to the Honorable Simon Power, Minister of Commerce
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January 7, 2010
The Honorable Christopher Dodd
Chairman, Committee on Banking,
Housing, and Urban Affairs
U.S. Senate
Washington, D.C. 20510

The Honorable Richard Shelby
Ranking Member, Committee on Banking,
Housing, and Urban Affairs
U.S. Senate
Washington, D.C. 20510

Dear Chairman Dodd and Ranking Member Shelby:
We write as organizations that strongly advocate requiring all those who offer investment advice
to be held to the Investment Advisers Act fiduciary duty to act in the best interests of their clients.
Section 913 of the “Restoring American Financial Stability Act of 2009” (RAFSA) accomplishes that
goal in a straightforward and sensible fashion by eliminating the broker-dealer exclusion from the Act.
As full service brokers have adopted an increasingly advice-based business model, this provision of the
Advisers Act, misapplied by the Securities and Exchange Commission, has allowed them to escape
appropriate regulation as fiduciaries.
Unfortunately, some in the industry who have for years actively marketed themselves to
investors as trusted advisers are resisting regulation as advisers. SIFMA, for example, has recently
embraced the fiduciary duty in concept, but its unfounded criticisms of the current fiduciary standard
under the Investment Advisers Act suggest that its goal is to promote a new federal standard that will
allow firms to continue conducting business as usual. Meanwhile, several insurance industry groups
have launched a particularly virulent attack on the legislation aimed at eliminating entirely the provision
requiring a fiduciary duty for financial professionals and replacing it with an unnecessary study at
taxpayer expense. In the process, they have put forward arguments that reflect either a complete lack of
understanding of the bill’s basic provisions or a more deliberate attempt to confuse the issues.
While the brokers and insurance agents who offer investment advice will undoubtedly have to
make changes in the way they do business – that is after all the point of imposing a new duty to act in
the best interests of clients – the bill does not inappropriately limit their ability to offer beneficial
products and services. For example:
♦ It does not limit their ability to charge commissions or require them to charge fees for advice.
♦ It does not limit their ability to sell proprietary products or to sell from a limited menu of
products.
♦ It does not impose a fiduciary duty on self-directed accounts or limit the investment choices that
clients can make.
♦ It does not impose an on-going duty to monitor the account when one-time, transaction-based
recommendations are offered.

♦ It does not impose significant or inappropriate regulatory costs or burdens.
♦ It does not impose one-size-fits-all regulation.
Meanwhile, the potential benefits to investors are substantial. Investors would receive ample
warning of conflicts of interest that may bias the adviser’s recommendations. Additionally, the adviser
would have a legal obligation to act in the best interests of the client – an obligation that cannot be
satisfied, as the broker-dealer’s suitability standard can, by recommending the least suitable of the
generally suitable investment options available.
We have attached a document that identifies, and refutes with facts, the myths being circulated
by some in the broker-dealer and insurance industry. While it would not be possible in this context to
address every false argument in detail, we have attempted to provide brief answers to the most common
myths. We stand ready to respond to any questions you may have regarding these issues.
For too long, brokers have been free to market themselves as trusted advisers and offer extensive
advisory services without having to meet the fiduciary standard appropriate to that role. Section 913 of
the “Restoring American Financial Stability Act of 2009” eliminates the legislative loophole that has
allowed this dual standard to persist. Investors will only benefit, however, if Congress resists efforts to
scale back and water down critical protections provided by the legislation, efforts that have been
advanced through a campaign of misinformation and mischaracterization. We urge you to stand up for
investors by standing up to those who would undermine these important investor protections.
Respectfully submitted,

Barbara Roper
Director of Investor Protection
CFA

Mercer Bullard
Founder and CEO
Fund Democracy

Denise Voigt Crawford
President
NASAA

Kevin R. Keller, CAE
Chief Executive Officer
CFP Board

David G. Tittsworth
Executive Director
IAA

Marvin W. Tuttle Jr., CAE
Executive Director and CEO
FPA

Ellen Turf
Chief Executive Officer
NAPFA
cc: Members, Committee on Banking, Housing, and Urban Affairs

There They Go Again:
Brokers and Insurance Agents Are Spreading Misinformation about the Senate
Regulatory Reform Bill’s Fiduciary Requirement for Investment Advice

Get the Facts
Since Chairman Dodd released the Committee Print of the “Restoring American Financial
Stability Act of 2009,” a great deal of misinformation has been spread about the likely effects of Section
913 of the draft bill. Section 913 benefits investors by eliminating the regulatory loophole that has
allowed brokers who offer investment advice to escape regulation under the Investment Advisers Act
and, with it, a fiduciary duty to act in the best interests of their clients. While it would be impossible in
this format to respond to every baseless charge being leveled against this provision, this document is
intended to set the record straight on the most common myths being circulated by those seeking to
undermine the important investor protections contained in Section 913.

Myth: The bill imposes one-size-fits-all regulation on all financial services professionals,
denying investors access to valued products and services.

Fact: Section 913 of the bill does one thing, and one thing only: it requires broker-dealers and
broker-dealer sales representatives who act as investment advisers (providing advice about securities for
compensation) to be regulated as investment advisers, closing a regulatory loophole that has led to
substantial investor confusion and abuse. The legislation leaves financial services providers free to offer
services that do not constitute investment advice without triggering regulation under the Advisers Act.
It does not apply to either insurance sales or advice about insurance, even for individuals who also offer
investment advice and would be regulated as advisers under Section 913 with regard to that advice. It
does not apply to the many activities engaged in by full service brokers that do not entail advice about
securities for compensation (e.g., executing trades, underwriting securities, making markets). Where
brokers and their sales representatives do offer investment advice, the bill applies a flexible principlesbased standard that is adaptable to the many different contexts in which investment advice may be
offered, with obligations that are determined by the nature of the service and relationship rather than by
a set of rigidly defined rules.

Myth: The legislation would eliminate the ability of firms to charge commissions.

Fact: Regulating investment advice under the Advisers Act does not limit the ability of firms to
charge commissions for product sales or require them to charge fees for advice. The Advisers Act does
not dictate a particular method of compensation, and the fiduciary duty does not impose any such
requirements. In fact, individuals who simultaneously operate as investment advisers, broker-dealer
sales representatives, and insurance agents (including most financial planners) have charged
commissions for years without facing legal or regulatory challenge based solely on that practice. In
many cases, they charge commissions in addition to the fees they charge for advice, but in others they
are compensated entirely through commissions. Furthermore, the bill clearly states that: “Nothing in
this section prohibits an investment adviser from entering into an investment advisory relationship that
provides for the payment of an asset management fee or commission.” Anyone who continues to argue
that the bill dictates a particular method of compensation is either unaware of the facts or is ignoring
them.
***
Myth: The legislation would prohibit firms from selling a limited menu of products and require
instead that they base investment recommendations on all available securities.

Fact: Insurance agents who argue, for example, that they will lose their ability to sell only a few
companies’ variable annuities are again ignoring both the legislative language and the real life evidence.
The claim that advisers are restricted from selling proprietary products is also false. The experience of
financial planners provides ample evidence that the Advisers Act does not limit the ability of a firm to
implement advice either through proprietary products or through a limited range of products. The
legislation itself acknowledges the latter practice, specifying only that the adviser must disclose the
range of products on which he or she offers advice and whether additional similar products exist about
which the adviser does not provide advice. Very simply, the legislation does not limit, and is not
intended to limit, the ability of advisers to offer advice on a limited range of products.
***
Myth: The legislation would impose a fiduciary duty on self-directed accounts.

Fact: Regulation under the Advisers Act does not automatically extend the Act’s reach to every
operation of a firm. Today, for example, brokers that are dually registered offer both advisory accounts
and brokerage accounts, and only activities related to the former are governed by the Advisers Act. That
approach would be maintained under the legislation. Where a service does not constitute advice about
securities – such as in a self-directed account where customers use a broker’s custodial and trade
execution services – that service would not be governed by the Advisers Act or subject to its fiduciary
standard. Similarly, other operations of insurance agents and full service brokerage firms that do not
constitute investment advice would not be affected. Advice about insurance, for example, would not be
covered, nor would the availability of research reports on the company website that do not constitute a
recommendation for a particular client. To the degree that there is need for clarification about what
constitutes investment advice and when the fiduciary duty applies, the SEC has full regulatory powers to
provide that clarification.
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Myth: Under the bill, simply providing a one-time recommendation of a stock or bond would
impose an ongoing duty to monitor the investment and the account.

Fact: The parameters of an adviser’s fiduciary duty depend on the scope of the advisory
relationship. Thus, a fiduciary obligation to monitor the account is triggered in circumstances in which
there is a promise of ongoing account management or advice. Where no such promise is made or
implied, no fiduciary obligation to provide on-going monitoring of recommended investments exists.
Thus, brokers giving transaction-specific investment advice would not be subject to a duty to provide
ongoing monitoring of the investment recommendation indefinitely, absent a promise to do so.
Although industry members expressing concern about this issue have failed to offer any concrete
evidence to show there is a genuine basis for this concern, they continue to seek changes to the
legislation to “clarify” that no such obligation exists. Accommodating their requested legislative
language to address this non-issue – which limits advice to a moment in time – could eviscerate the
investor protections the legislation is otherwise intended to provide. The language, for example, could
limit the fiduciary duty to the investment planning itself and not extend it to the product
recommendations to implement the plan.
If this approach were adopted, investors would have gained the appearance, but not the reality, of
new protections, potentially leaving them more vulnerable than ever. A far cleaner and safer approach
that would not entail the same risks for investors would be to provide report language addressing the
issue and to direct the SEC to provide additional guidance as needed.
***
Myth: Under the legislation, the adviser would not be permitted to engage in principal trading
and thus would not be able to sell stocks or bonds from the firm’s inventory to its customers or give
them access to IPOs underwritten by the firm.

Fact: Principal trading – buying or selling from one’s own account – clearly involves potential
conflicts of interest (self-dealing). Because the Advisers Act imposes some limitations on principal
trading to protect advisory clients, such transactions may be much more difficult to conduct absent other
changes. This concern is fully addressed in the legislation, however, which specifically authorizes and
clearly intends for the SEC to exempt advisers from this provision of the Act where the adviser has
appropriate protections in place to deal with conflicts of interest and to ensure that the transaction is in
the best interests of the client. As a result, investors would get the best of both worlds: access to
products through principal trades where the trades are beneficial to them and protection from
transactions that are not.
The benefits of such an approach can be seen in the events leading up to the current financial
crisis, when some securities firms continued to sell customers toxic mortgage-backed securities from
their own inventory while simultaneously reducing their own exposure based on concerns about the risks
in the housing market. Under the approach outlined in the legislation, these firms would have had an
obligation to ensure that their recommendations to customers were not unduly affected by conflicts of
interest, such as a desire to move the securities out of their own inventory, and were in fact in the best
interests of the customer.
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Myth: In order to meet their fiduciary obligations, firms may be required to impose new
limitations on client portfolios against the clients’ wishes.

Fact: The Advisers Act does not limit the choices available to clients. While the adviser is
required to give advice about securities that is in the best interests of the client, the client is free to
ignore that advice. Where the client chooses to engage in conduct that involves inappropriate risks –
such as holding concentrated positions in the stock of a current or former employer – the adviser would
be expected to warn the client of the risks but would be under no obligation to constrain the client’s fully
informed choices.
***
Myth: A new uniform federal standard is needed to address shortcomings in the Advisers Act
fiduciary standard.

Fact: SIFMA has argued that a new standard is needed because the existing fiduciary duty
under the Advisers Act and state common law has been inconsistently defined and unevenly applied by
the courts, but there is no evidence to support this claim. On the contrary, the cases SIFMA cites in
support of this argument relate to questions about whether brokers should be held to a fiduciary duty in
particular circumstances, not how the fiduciary duty applies to investment advice. Similarly, the article
SIFMA often cites in support of this argument notes an inconsistency in the nature of fiduciary duties
that apply to different professions under various state laws, but not to any inconsistency in how states
define the duties that are owed by investment advisers. The legislation would eliminate any ambiguity
on these points by clarifying that brokers are required to act as fiduciaries when providing investment
advice. Should any further clarification be needed on how the fiduciary duty applies in particular
circumstances, the SEC has authority to provide that clarification.
***
Myth: All regulation of broker-dealers and investment advisers should be “harmonized,” not
merely the fiduciary duty for advice.

Fact: It is ironic that broker-dealers simultaneously complain about “one-size-fits-all”
regulation under the Advisers Act and then propose a regulatory approach – either in the form of a new
uniform federal fiduciary standard or further “harmonized” regulation of brokers and advisers – that
would create the one-size-fits-all regulation they criticize. While we agree with the principle that similar
services should be subject to comparable regulatory treatment, and believe it is absolutely essential that
the fiduciary duty is consistently applied, it does not follow that all regulation of investment advisers
and broker-dealers should be identical when significant differences between these two functions remain.
To the degree that the SEC identifies regulatory requirements that directly conflict – rather than simply
imposing different requirements for different conduct – it should have adequate authority to resolve
those conflicts and a clear mandate to adopt the standards that provide the highest level of investor
protection.
Those who advance this argument typically also suggest that, in order to provide that
harmonization, FINRA, the broker-dealer self-regulatory organization (SRO), should be designated as
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the SRO for investment advisers. FINRA lacks both the expertise and the background required to
regulate investment advisers effectively. Moreover, it could be expected to bring solely a broker
perspective to adviser issues. Indeed, until very recently, it adamantly opposed holding brokers to a
fiduciary duty when they give investment advice.
***
Myth: FINRA should be recognized as the SRO for investment advisers in order to eliminate the
regulatory gap that led to its failure to detect the Madoff Ponzi scheme.

Fact: FINRA cannot credibly claim to have missed the Madoff Ponzi scheme because it lacked
jurisdiction over Madoff’s investment adviser operations. On the contrary, there was no Madoff
investment adviser operation until 2006, when the SEC changed the rules governing commission-based
discretionary accounts. Prior to that time, accounts of the type that Madoff purported to offer were
deemed to be brokerage accounts exempt from regulation under the Advisers Act and thus squarely
within FINRA’s jurisdiction. Even after the rules changed, such accounts would have been subject to
Exchange Act regulation and FINRA jurisdiction as brokerage accounts in addition to regulation as
advisory accounts.
FINRA failed to uncover the Madoff Ponzi scheme because of its own internal failures.
Specifically, Madoff lied on registration documents about the nature of his professional activities –
claiming to engage exclusively in market-making and proprietary trading and to have no customers –
and FINRA’s inspection and oversight regimen was not sufficiently rigorous to detect the lie, even after
articles in the personal finance media should have sent up red flags. While serious reforms of regulatory
practices are needed at all the regulatory bodies with jurisdiction in this case, designating FINRA as the
SRO for investment advisers is not the solution to this problem.
***
Myth: Regulation under the Advisers Act imposes significant regulatory costs and burdens in
the form of registration fees and testing requirements.

Fact: Some have argued against the Senate bill on the grounds that requiring brokers and their
sales representatives to be regulated as investment advisers when they act as investment advisers
imposes an unreasonable burden. In reality, however, for the many firms and individuals who are
already dually registered, there would be little or no added burden. Brokers who are not dually
registered but who regularly provide investment advice would face reasonable, cost of business
requirements comparable to those under which currently dually registered individuals, including most
financial planners, have successfully operated for years.
Specifically, firms would be required to register as investment advisers either at the federal level
with the SEC or at the state level, depending on the amount of client assets under management. Firms
that operate in multiple states can register simply by checking the appropriate boxes on the form ADV.
Investment adviser representatives of SEC firms register in the state in which their principal place of
business is located, while representatives of state registered firms register in the states where they
conduct business. Finally, individuals must demonstrate that they meet minimum qualification
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requirements by either possessing certain professional designations or by passing the Series 65 or Series
66 exam.
While some who object to regulation under the Advisers Act claim the costs of registration
would be excessive, these costs are quite low. For example, SEC-registered advisers pay initial and
annual Investment Adviser Registration Depository (IARD) filing fees that range from $40 to $200.
Similarly, state registration costs average just $200 per firm per year, and only $50 per individual
adviser per year. By way of comparison, the $6,000 sales load typically paid by an investor on the
purchase of a $100,000 variable annuity would cover the average cost of registering a firm in 30 states
for a year. The $2,000 in annual expenses paid by an investor on a typical $100,000 variable annuity
would cover the average cost of registering 40 agents operating in a single state for a year.
***
Section 913 of the draft “Restoring American Financial Stability Act of 2009” is a strong, proinvestor piece of legislation. We urge you to support this provision of the financial regulatory reform
legislation without amendments that would undermine its intended investor protections.
.
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January 7, 2010
Via Electronic Mail
Jean-Paul Gauzès, MEP
European Parliament
Bat. Altiero Spinelli
Rue Wiertz 60
1040 Brussels, Belgium
Re:

Proposal for Alternative Investment Fund Managers Directive

Dear Mr. Gauzès:
The Investment Adviser Association (IAA) is writing with respect to the European
Union’s proposal for a directive on Alternative Investment Fund Managers (AIFM). The IAA
is a not-for-profit US association that represents the interests of investment adviser firms
registered with the US Securities and Exchange Commission (SEC). IAA’s membership
consists of investment advisory firms that manage assets for a wide variety of institutional and
individual clients, including pension plans, trusts, investment funds, endowments,
foundations, and corporations, and many of our members manage assets on behalf of clients
in the European Union. 1
In July 2009, we wrote to the EU Commission and the Swedish Presidency supporting
the laudable goals of the AIFM Directive of providing more oversight of unregulated
investment managers that manage a significant amount of assets in the European Union. We,
however, sought assurance that the Directive would take into consideration the global nature
of the investment management industry and the benefits internationally-based managers
provide to EU investors, including international diversification and expertise. We, therefore,
were pleased that the Swedish Presidency proposed amendments to the Directive to permit
third country managers to provide investment management services through delegation.
We also applaud the Economic and Monetary Affairs Committee of the Parliament in
making considerable progress on the proposed AIFM Directive, and we appreciate your
significant work and effort on the draft report. Unlike the Swedish Presidency’s compromise
texts, however, the draft report does not appear to include any provision to allow non-EU
managers to provide investment management services (through delegation) under the
Directive. We urge the Committee to include in the final report an amendment to the
1

For more information, please visit our web site: www.investmentadviser.org.
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Directive permitting third country managers to provide investment management services
through delegation. (A suggested amendment that would provide for delegation in the
Committee’s final report is included as an appendix to this letter.)
Given the broad scope of the proposed Directive, which currently proposes to cover
not only managers of hedge funds but all non-UCITS funds, 2 we believe it is important for the
benefit of EU investors and for the efficient functioning of the markets to allow non-EU
managers to provide investment management services to non-UCITS funds.
Many global investment managers in Europe and the United States have affiliates in
multiple countries to provide clients with expertise in a particular region. Moreover, it is
more efficient for investment managers managing, for example, a portfolio of US equities or a
portfolio of Asian securities to be located in the same time zone as the relevant market. We
believe that European investors benefit when investment managers with knowledge of a
particular market can manage those assets from abroad.
We believe that appropriate safeguards may be included in the AIFM Directive to
ensure protection of investors and do not believe physical presence in the European Union for
investment management is necessary to achieve this goal. We would support incorporating
language currently included in the UCITS Directive on delegation to third country managers
into the AIFM Directive. 3 The delegation provisions have worked well under the UCITS
regime, and Member State authorities will be able to supervise delegation through the same
mechanisms already in place for UCITS funds.
We are concerned that, unless delegation is permitted, European investors would lose
the benefits of international diversification because non-EU investment managers would not
be able to advise European investors. Therefore, we respectfully request that the Parliament
include language in the proposed Directive that will permit non-EU domiciled managers to
provide investment management services to EU investors.
*

*

*

*

*

The IAA strongly supports the European Union’s efforts to provide oversight of this
important financial services sector. We request that the Directive provide appropriate
oversight of AIFMs while preserving the benefits that overseas managers can provide to
investors in Europe. It would be an unfortunate consequence of an otherwise commendable
effort to protect EU investors if the Directive deprived EU investors of expertise that
international managers could provide.

2

The current definition of “alternative investment fund” is broadly drafted to include any non-UCITS funds
managed by an AIFM. Therefore, the Directive would not only cover what are traditionally considered “hedge
funds,” but any non-UCITS funds, including those that are not highly leveraged or take controlling stakes in
companies.

3

Article 5g of the UCITS Directive provides the conditions for delegating functions to third parties, including
investment management to third country managers.

2

We appreciate the opportunity to provide our views on these issues and would be
pleased to provide any additional information. Please contact me at (202) 293-4222 with any
questions regarding these matters.
Respectfully submitted,
/s/ Jennifer S. Choi
Jennifer S. Choi
Assistant General Counsel
cc:

David Wright, Deputy Director General, Financial Services DG MARKT
Emil Paulis, Director, DG MARKT/G
Ugo Bassi, Head of Unit, Asset Management
European Commission
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Appendix

Article 18 – paragraph 1 - point b
Text proposed by the Commission

Amendment

(b)where the delegation concerns the
portfolio
management
or
the
risk
management, the third party must also be
authorised as an AIFM to manage an AIF of
the same type;

(b)where the delegation concerns the
investment management, the mandate must
be given only to undertakings which are
authorised or registered for the purpose of
asset management and subject to supervision
and the delegation must be in accordance
with
investment-allocation
criteria
periodically laid down by the AIFM. Where
the mandate concerns the investment
management and is given to a third country
undertaking, cooperation between the
supervisory authorities concerned must be
ensured;

Justification
The requirement that delegation must only be given to an authorized AIFM could deprive EU
investors of expertise of international managers. Given the importance of diversification and
ensuring that EU investors be permitted to obtain global expertise, it is critical to allow
delegation to third country managers as is currently permitted under the UCITS Directive, as
long as the cooperation between supervisors is ensured.
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January 7, 2010
Via Electronic Mail
Dolores Durán Bono
Ministry of the Economy and Finance
Madrid, Spain
Re:

Proposal for Alternative Investment Fund Managers Directive

Dear Ms. Durán Bono:
The Investment Adviser Association (IAA) is writing with respect to the European
Union’s proposal for a directive on Alternative Investment Fund Managers (AIFM). The IAA
is a not-for-profit US association that represents the interests of investment adviser firms
registered with the US Securities and Exchange Commission (SEC). IAA’s membership
consists of investment advisory firms that manage assets for a wide variety of institutional and
individual clients, including pension plans, trusts, investment funds, endowments,
foundations, and corporations, and many of our members manage assets on behalf of clients
in the European Union. 1
In July 2009, the IAA wrote to the Swedish Presidency and the EU Commission
supporting the laudable goals of the AIFM Directive of providing more oversight of
unregulated investment managers that manage a significant amount of assets in the European
Union. We, however, sought assurance that the Directive would take into consideration the
global nature of the investment management industry and the benefits internationally-based
managers provide to EU investors, including international diversification and expertise. To
this end, we were pleased that the Swedish Presidency proposed amendments to the Directive
to permit third country managers to provide investment management services through
delegation. We understand that the Spanish Presidency intends to carry on the progress made
by the Swedish Presidency, which we believe will greatly advance the completion of the work
on the Directive. We hope that the final report of the Economic and Monetary Affairs
Committee in the Parliament also will include a similar provision for non-EU managers. 2

1

For more information, please visit our web site: www.investmentadviser.org.

2

We were disappointed that the rapporteur’s draft report did not contain any amendments to permit delegation to
non-AIFMs (which would include non-EU managers). We are writing to the rapporteur to request that an
amendment be included in the final report to provide for delegation of investment management services to nonEU managers.
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Given the broad scope of the proposed Directive, which currently proposes to cover
not only managers of hedge funds but all non-UCITS funds, 3 we believe it is important for the
benefit of EU investors and for the efficient functioning of the markets to allow non-EU
managers to provide investment management services to non-UCITS funds.
Many global investment managers in Europe and the United States have affiliates in
multiple countries to provide clients with expertise in a particular region. Moreover, it is
more efficient for investment managers managing, for example, a portfolio of US equities or a
portfolio of Asian securities to be located in the same time zone as the relevant market. We
believe that European investors benefit when investment managers with knowledge of a
particular market can manage those assets from abroad.
We believe that appropriate safeguards may be included in the AIFM Directive to
ensure protection of investors and do not believe physical presence in the European Union for
investment management is necessary to achieve this goal. We would support incorporating
language currently included in the UCITS Directive on delegation to third country managers
into the AIFM Directive. 4 The delegation provisions have worked well under the UCITS
regime, and Member State authorities will be able to supervise delegation through the same
mechanisms already in place for UCITS funds.
We are concerned that, unless delegation is permitted, European investors would lose
the benefits of international diversification because non-EU investment managers would not
be able to advise European investors. Therefore, we respectfully request that the Spanish
Presidency ensure the inclusion of language in the proposed Directive that will permit non-EU
domiciled investment managers to provide investment management services to EU investors.
*

*

*

*

*

The IAA strongly supports the European Union’s efforts to provide oversight of this
important financial services sector. We request that the Directive provide appropriate
oversight of AIFMs while preserving the benefits that overseas managers can provide to
investors in Europe. It would be an unfortunate consequence of an otherwise commendable
effort to protect EU investors if the Directive deprived EU investors of expertise that
international managers could provide.

3

The current definition of “alternative investment fund” is broadly drafted to include any non-UCITS funds
managed by an AIFM. Therefore, the Directive would not only cover what are traditionally considered “hedge
funds,” but any non-UCITS funds, including those that are not highly leveraged or take controlling stakes in
companies.
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Article 5g of the UCITS Directive provides the conditions for delegating functions to third parties, including
investment management to third country managers.
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We appreciate the opportunity to provide our views on these issues and would be
pleased to provide any additional information. Please contact me at (202) 293-4222 with any
questions regarding these matters.
Respectfully submitted,
/s/ Jennifer S. Choi
Jennifer S. Choi
Assistant General Counsel

cc:

Fernando Valero, Economic and Trade Counsellor
Enrique Ezquerra, Eonomic and Trade Counsellor
Permanent Representation of Spain to the European Union
David Wright, Deputy Director General, Financial Services DG MARKT
Emil Paulis, Director, DG MARKT/G
Ugo Bassi, Head of Unit, Asset Management
European Commission
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