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September 22, 2011
Via ESMA Website
Steven Maijoor
Chair
European Securities and Markets Authority
103 Rue de Grenelle
75007 Paris
Re:

ESMA’s Draft Technical Advice to the European Commission on
Possible Implementing Measures of the AIFM Directive in Relation
to Supervision and Third Countries

Dear Mr. Maijoor:
The Investment Adviser Association (IAA) appreciates the opportunity to comment
on the consultation paper by the European Securities and Markets Authority (ESMA)
proposing draft technical advice to the European Commission regarding third country issues
raised by the Alternative Investment Fund Managers (AIFM) Directive.1 The IAA is a notfor-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, and many of our members manage funds and assets on behalf of clients in the
European Union.
In response to the Commission’s request for advice, ESMA provided an extensive set
of proposed advice on many significant issues, but left for later a separate consultation on
measures related to cooperation agreements with third countries and the passport for third
country entities.2 With respect to the earlier consultation paper, we have provided our views
in a separate letter on aspects of the proposed advice that are of importance to our members.3
1

See ESMA, Consultation Paper: Draft Technical Advice to the European Commission on Possible
Implementing Measures of the Alternative Investment Fund Managers Directive in Relation to Supervision and
Third Countries, ESMA/2011/270, Aug. 23, 2011 (Consultation Paper), available at
http://www.esma.europa.eu/popup2.php?id=7702.
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See ESMA, Consultation Paper: Draft Technical Advice to the European Commission on Possible
Implementing Measures of the Alternative Investment Fund Managers Directive, ESMA/2011/209, July 13,
2011 (July Consultation Paper), available at http://www.esma.europa.eu/popup2.php?id=7625.
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See Letter to Steven Maijoor, Chair, ESMA, from Jennifer S. Choi, IAA, dated September 13, 2011.
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In this Consultation Paper, ESMA proposes advice regarding supervision, delegation to third
country entities, and the general criteria for assessing equivalence of the effective regulation
and supervision of third countries for depositaries.
As a general matter, although we appreciate the work that is reflected in the
Consultation Paper, we believe that further ESMA guidance is necessary on many aspects of
third country provisions.4 Moreover, ESMA has deferred finalizing provisions related to the
third country passport. We urge ESMA to work closely with regulators around the world,
especially those in significant jurisdictions, to ensure that implementation of the AIFM
Directive does not operate as a de facto barrier to third country entities. We strongly believe
that the implementation of the Directive should be reasonable and effectuate the intent of the
Directive to permit third country entities (1) to provide certain services permitted under the
AIFM Directive, such as delegation of portfolio management, and (2) to become authorized
under the AIFM Directive in the future. Given the extremely brief consultation period, we
focus in this letter on our views regarding delegation and the determination of a Member State
of Reference. We describe our concerns below.
Cooperation Agreements for Delegation
Article 20 of the AIFM Directive requires appropriate cooperation between the
competent authority of the home Member State of the AIFM and a third country supervisory
authority when portfolio management and risk management are delegated to an entity
established in a non-EU country. ESMA advises that such cooperation be based on written
arrangements so that the competent authority of the home Member State of the AIFM has the
authority to obtain information on request or to have access to information and to the
delegated entities. ESMA takes the view that these arrangements should be based on existing
international standards and in particular on the IOSCO Multilateral Memorandum of
Understanding (MMoU) concerning consultation and cooperation and the exchange of
information of May 2002 with respect to cooperation for enforcement purposes and the
IOSCO Technical Committee Principles for Supervisory Cooperation for supervisory
purposes.
We support ESMA’s proposal to build upon the significant work of IOSCO over the
years to facilitate global regulatory cooperation. Moreover, we recommend that ESMA use
the existing bilateral supervisory agreements that currently are in place in certain EU
jurisdictions with non-EU jurisdictions (such as with the US SEC) as a model for similar
agreements in all the EU Member States or for a centrally negotiated MMoU. These bilateral
agreements reflect considerable work by EU regulators and third country authorities. Unless
there is evidence that the arrangements are inadequate, we believe these arrangements should
be the foundation upon which the arrangements for delegation are based.
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For example, in our letter in response to the July Consultation Paper, we discussed our concerns regarding how
the transparency provisions may indirectly require non-EU managers to comply with operating conditions that
the level 1 text of the Directive explicitly provides would not apply to them.
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ESMA advises that these arrangements should entitle the competent authorities: (1) to
obtain information necessary to carry out their supervisory tasks; (2) to obtain access to
documents relevant for the performance of their supervisory duties; (3) to request an on-site
inspection of the entity to which delegation has been given; and (4) to receive information
immediately from the third country authority in cases of breach of regulation. In addition,
ESMA proposes that the arrangement should ensure that enforcement action can be performed
in cases of breach of regulation.
We seek clarification regarding the last element that should be incorporated into a
cooperation arrangement. It is unclear whether ESMA intends the third country regulator to
assist EU regulators in conducting investigations or to bring an enforcement action
independently. The latter reading of the provision may be problematic for regulators in certain
jurisdictions because the authority provided under their domestic laws to bring action for
breaches of foreign law may be limited. For example, under section 21(a)(2) of the Securities
Exchange Act of 1934, the US SEC is authorized to assist foreign regulators to conduct
investigations on their behalf even if there are no violations of US laws. The SEC, however,
may not be able to pursue an independent enforcement action if there are no breaches of US
laws.5 We request that ESMA clarify this provision to state that the arrangement should
provide for regulators in third countries to assist EU regulators to conduct investigations of
any breaches of EU regulation.
Determination of Regulatory Equivalence for Delegation to Third Country Entities
In situations in which delegation concerns portfolio or risk management, the AIFM
Directive requires delegation to be conferred only on institutions authorized or registered for
the purpose of asset management and subject to supervision or (where the supervision
requirement cannot be met) prior approval by the AIFM’s home Member State competent
authorities.
In the Consultation Paper, ESMA states that the third country entity should be deemed
to satisfy this requirement based on local criteria that are equivalent to those established under
EU legislation. Moreover, ESMA states that the assessment should be made by comparing
the eligibility criteria and the ongoing operating conditions locally applicable to third country
entities against the corresponding requirements applicable in the EU for the access to the
business and the performance of the relevant functions.
We disagree with ESMA’s proposal to require a determination that the regulatory
framework of a third country manager to whom functions have been delegated is equivalent to
those of the EU. The level 1 text of the AIFM Directive unequivocally states that the third
country entity should be authorized or registered for the purpose of asset management and
subject to supervision. There is no reference to a determination of equivalent regulatory
5

The US SEC, however, may have the authority to limit activities or revoke the registration of an adviser that
has violated foreign law. For example, under section 203(e)(8) of the Investment Advisers Act of 1940, the US
SEC may censure, place limitations on the activities, or revoke the registration of an adviser that has been found
by a foreign financial regulatory authority to have violated any foreign statute or regulation regarding
transactions in securities.
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regimes. In addition, the level 1 text permits the third country entity not to have to be
supervised as long as the Member State authorities approve the delegation. The latter
provision contemplates that there may be no supervision of the third country entity delegated
functions by the AIFM, and, under those circumstances, it would be difficult (if not
impossible) to make a determination that the regulatory regimes are equivalent.
Therefore, we urge ESMA to remove the reference to a determination of equivalence
in the regulatory regimes in the context of delegation to a third country entity. Instead, we
recommend that ESMA follow the delegation framework under the UCITS Directive, which
does not depend on findings of equivalence of regulatory regimes. The delegation provision
has worked well under the UCITS regime, and Member State authorities have the supervisory
experience under the mechanisms currently in place for UCITS funds. As we noted in our
response to ESMA’s July Consultation Paper, to the extent that there are no particular or
articulated reasons for having different rules for delegation for managers of AIFs and UCITS,
we believe there are benefits to harmonizing the regulatory regimes with respect to these
provisions.
If, despite our objections, ESMA believes some type of evaluation is necessary by the
home Member State authorities of the third country regulatory framework, ESMA should
advise that Member States conduct this evaluation by considering the protections provided by
the entire regulatory frameworks of the third country and the EU rather than comparing
individual requirements under the regulatory regimes. Although EU and third country
regulatory frameworks may have been developed to protect investors and to address certain
regulatory concerns (such as conflicts of interest), the regulatory approaches to those concerns
may be quite different in various jurisdictions. Moreover, specific requirements under the
different regimes may have evolved over time and reflect domestic historical developments.
Therefore, it may be difficult to assess each and every EU requirement for an “equivalent”
foreign counterpart provision. Conversely, there may be specific requirements under US law
for which there are no equivalent EU counterpart provisions. We believe viewing
“equivalence” holistically is more consistent with the intent of the AIFM Directive.
Otherwise, unless global regulations were harmonized, it would be impossible for Member
States to make this determination.
Determination of Member State of Reference
Although ESMA has deferred to a later date the advice regarding the passport for nonEU AIFMs, the Consultation Paper provides advice on the possible procedure to be followed
in determining the Member State of Reference in situations where there are several possible
Member States of Reference. The advice sets forth a process by which the potential
authorities of reference and ESMA would consult and make a decision regarding the
identification of the Member State of Reference. In addition, under subsections (g) and (h) of
Article 37(4) of the Directive, if a non-EU AIFM intends to market several EU AIFs (or nonEU AIFs) in the EU, the Member State of Reference is the home Member State of the AIFs or
the Member State where the AIFM intends to develop effective marketing for most of those
AIFs. ESMA proposes to define “develop effective marketing” to mean the Member State
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where the AIFM intends to “target investors by promoting and offering, including through
third party distributors, most of the AIFs.”
We have several concerns with the proposed advice regarding the selection process for
the Member State of Reference. First, we urge ESMA to provide non-EU AIFMs an
opportunity to participate in the determination of the Member State of Reference and to make
the process fully transparent to non-EU AIFMs. We believe involving the non-EU AIFM in
the deliberations to choose the Member State of Reference will allow a full discussion of the
relevant facts and will more likely result in the selection of the Member State authority that is
in the best position to supervise the non-AIFM in an effective manner.
Second, we believe that “intends to target” may be a difficult standard to follow and
not very meaningful because there may be several Member States in which the AIFs will be
marketed. Moreover, an intention to market in a particular Member State may not translate to
the Member State becoming a major market for the AIFs. In other words, it would be difficult
to predict which jurisdiction will become the most significant market for these AIFs before
these funds are marketed and sold. Therefore, we recommend that other factors be considered
in determining which Member State should be selected, such as the Member State in which
marketing efforts may be coordinated or initiated. For example, non-EU AIFMs may develop
marketing efforts in coordination with an EU affiliate or use the same third party distributors.
In such circumstances, it may be appropriate for the competent authorities of the home
Member State of the EU affiliate to regulate the non-EU AIFM. The knowledge and
experience of the home Member State authorities in regulating the EU affiliate may be helpful
in supervising the non-EU AIFM.
*

*

*

*

*

The IAA appreciates the substantial efforts of ESMA in a short period of time to
provide advice to the Commission on third country issues. We urge ESMA to continue its
work on third country issues and to coordinate with third country regulators to determine
workable templates for cooperation agreements. We also suggest that ESMA remove its
advice on determination of equivalence for delegation. If ESMA determines not to take our
recommendation, ESMA’s advice should allow Member States to make reasonable
assessments of equivalence of third country regulatory regimes based on the entire regulatory
framework of such regimes. Finally, we urge ESMA to revise its advice on the procedures for
the selection of the Member State of Reference. 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
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September 13, 2011
Via Electronic Mail
Steven Maijoor
Chair
European Securities and Markets Authority
103 Rue de Grenelle
75007 Paris
Re:

ESMA’s Draft Technical Advice to the European Commission on
Possible Implementing Measures of the AIFM Directive

Dear Mr. Maijoor:
The Investment Adviser Association (IAA) appreciates the opportunity to comment
on the consultation paper by the European Securities and Markets Authority (ESMA)
proposing draft technical advice to the European Commission on the detailed implementing
measures that will form part of the Alternative Investment Fund Managers (AIFM) Directive
framework.1 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, and many of our members manage funds and
assets on behalf of clients in the European Union.
In response to the Commission’s request for advice last December, the Consultation
Paper provides an extensive set of proposed advice. Specifically, ESMA sets forth its draft
advice on three significant areas: (1) general provisions for managers, authorization, and
operating conditions; (2) depositaries; and (3) transparency requirements and leverage.
Certain matters – including measures related to the passport for third country entities and
cooperation agreements with third countries – that are of particular importance to our
members are covered in another consultation paper.2 We will submit comments on those
issues in a separate response.
1

See ESMA, Consultation Paper: Draft Technical Advice to the European Commission on Possible
Implementing Measures of the Alternative Investment Fund Managers Directive, ESMA/2011/209, July 13,
2011 (Consultation Paper), available at http://www.esma.europa.eu/popup2.php?id=7625.
2

See ESMA, Consultation Paper: Draft Technical Advice to the European Commission on Possible
Implementing Measures of the Alternative Investment Fund Managers Directive in Relation to Supervision and
Third Countries, ESMA/2011/270, Aug. 23, 2011, available at http://www.esma.europa.eu/popup2.php?id=7702.
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Since the Commission’s original proposal in 2009, the IAA has closely monitored the
legislative journey of the AIFM Directive. Throughout the trialogue negotiations, we
submitted comment letters to the Presidency of the European Union, the Economic and
Monetary Affairs Committee of the European Parliament, and the European Commission with
our specific concerns regarding the proposal.3 We applaud the European Union for reaching
agreement on the text of the Directive although we note that much work remains in terms of
the measures that will implement the provisions of the Directive. Given the relatively brief
consultation period and the myriad of issues presented by the lengthy consultation paper, in
this letter, we focus on three aspects of the proposed advice that are of significance to our
members: (1) delegation; (2) transparency; and (3) remuneration. We describe our concerns
below.
Delegation
In the original Commission proposal, the AIFM Directive only permitted delegation to
another authorized AIFM, and it was unclear whether a non-EU manager could be authorized
as an AIFM under the Directive. At that time, the IAA urged the EU institutions to ensure
that the Directive take into consideration the global nature of the investment management
industry and the benefits, including international diversification and expertise, internationallybased managers provide to EU investors. The IAA, therefore, urged that the text of the
Directive be amended to permit AIFMs to delegate portfolio management to US-based
managers. We were pleased that the final Directive included text to permit non-EU managers
to provide investment management services through delegation.
To ensure the protection of investors and proper supervision, the level 1 text of the
AIFM Directive includes a number of conditions for delegation of portfolio management to
another manager. We generally support these conditions as appropriate safeguards for the
proper delegation of portfolio management but we caution that the conditions imposed should
not become overly cumbersome and, in effect, prevent efficient delegation. If AIFMs
determine that the conditions are too onerous or the obligations are unclear, they may
determine not to delegate portfolio management to another investment manager.
Specifically, in the case of delegation to a US-based manager, unless delegation is
permitted without undue burden, European investors may lose the benefits of international
diversification. For example, we are concerned with the proposed criteria –whether the AIFM
and the delegate are members of the same group and the extent that the delegate controls the
AIFM or has the ability to influence its actions – in determining whether a delegation would
result in a material conflict of interest. We seek confirmation that existing conflicts
3

See Letter to Jean-Paul Gauzès, MEP, European Parliament from Jennifer S. Choi, IAA, dated January 7, 2010;
Letter to Dolores Durán Bono, Ministry of the Economy and Finance (Spanish Presidency), from Jennifer S.
Choi, dated January 7, 2010; Letter to Emil Paulis, Director, DG MARKT/G, Financial Services Policy &
Financial Markets, and Ugo Bassi, Head of Unit, Asset Management, European Commission, from Jennifer S.
Choi, IAA, dated July 29, 2009; Letter to Charlotta Erikson, Financial Attaché, Permanent Representation of
Sweden to the EU (Swedish Presidency), from Jennifer S. Choi, IAA, dated July 29, 2009.
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management processes under existing regulation in place for asset management firms would
address adequately any concerns about potential conflicts of interest.
EU AIFMs may delegate to an affiliate or parent in the US because of the expertise of
the affiliate or parent and for the efficient management of the AIF. The European affiliates of
our members may be authorized under the UCITS Directive and/or under MiFID. Under
these regulatory regimes, these EU firms already have policies and procedures to address and
manage potential conflicts of interest. Moreover, US asset managers registered with the US
SEC also have procedures in place to identify and mitigate potential conflicts of interest.
ESMA should confirm that these processes already in place for many asset managers should
be sufficient to satisfy the criteria for delegation and would not result in a material conflict of
interest with the AIFM or the investors of the AIF. Given the broad scope of the Directive,
which covers not only managers of hedge funds but all non-UCITS funds, 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 without placing a
substantial burden on the ability of AIFMs to delegate.
Objective Basis for Delegation
In the Consultation Paper, ESMA provides two alternative options for how an AIFM
would be able to justify its entire delegation structure on objective grounds. Option 1 would
permit an AIFM to comply with this requirement by being able to demonstrate that the
delegation is done for the purpose of a more efficient conduct of the AIFM’s management of
the AIF. Option 2 delineates a set of non-exhaustive objective reasons for the delegation,
including optimizing of business functions and processes; cost savings; expertise of the
delegate in administration, specific markets or investments; and access of the delegate to
global trading capabilities. ESMA has noted that option 1 is based on the UCITS approach on
delegation.
In our view, Option 1 is preferable to Option 2. First, many AIFMs also may be
UCITS managers and, thus, already familiar with the delegation provisions under the UCITS
Directive. Investment managers have been operating under the UCITS Directive’s delegation
provisions for many years, and both industry and regulators have significant experience with
this standard. The delegation provisions have worked well under the UCITS regime, and
Member State authorities will be able to supervise delegation through the same mechanisms
currently in place for UCITS funds. Second, although Option 2 does provide for a “nonexhaustive” list of objective reasons for delegating tasks, we believe it is preferable to permit
the AIFM to articulate the reason for delegating as long as the manager can demonstrate that
the delegation is done for a more efficient conduct of the AIFM’s management of the AIF.
Member State authorities may be hesitant to accept an objective reason that is not listed even
though ESMA has intended the list to serve as an example. Third, to the extent that there are
no particular or articulated reasons for having different rules for delegation for managers of
AIFs and UCITS funds, we believe there are benefits to harmonizing the regulatory regimes
with respect to these provisions. Differences in regulations without justification or rationale
will only cause more confusion among the industry and Member State authorities.
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Transparency
In addition to AIFMs authorized under the Directive, non-EU AIFMs that intend to
continue to market non-EU AIFs under the national private placement regimes during the
transition period must comply with the transparency provisions of the new Directive. We
have two general comments on these provisions and two specific comments with respect to
the advice on the possible implementing measures on reporting to competent authorities.
First, we are concerned that in complying with some of the transparency provisions of
the Directive, non-EU AIFMs would indirectly be required to comply with other substantive
provisions of the AIFM Directive that are not applicable to these AIFMs. We are of the view
that the transparency provisions should not be used as a backdoor to require non-EU AIFMs
to comply with the operating conditions of the AIFM Directive. For example, ESMA
recommends that the original and maximum leverage level should be disclosed to investors in
accordance with the methods proposed by ESMA. For non-EU AIFMs intending to market
under the national private placement regimes, these managers should not be required to
calculate leverage under the prescribed methods for purposes of disclosing the total amount of
leverage to investors, particularly if they are required to calculate leverage under a different
method by their third-country regulators. Moreover, ESMA proposes that non-EU AIFMs
would be required to provide a description of the risk management systems to manage
liquidity risk. The risk management systems of non-EU AIFMs should not have to comply
with the liquidity management policies and procedure requirements under Article 16(1) of the
Directive and ESMA’s advice with respect to those requirements. We urge ESMA not to
require compliance with provisions that the Level 1 text explicitly provides would not apply
to non-EU AIFMs.
Second, as ESMA is aware, major jurisdictions around the globe, including the US,
are requiring reports and information on AIFs. In January 2011, the US SEC proposed to
require private fund advisers to provide certain information to regulators on proposed Form
PF about the private funds that they manage. Given the global nature of the investment
management industry and that many investment managers in Europe and the United States
have affiliates in multiple countries, we appreciate the coordination among regulators for
information about private funds. We, however, respectfully request that regulators coordinate
even more closely on the information that should be provided. Although much of the
information recommended by ESMA is similar to the information requested on proposed
Form PF, some information is different. Greater coordination and uniformity in the type of
information to be provided to regulators around the world will not only be less burdensome to
global investment managers but improve the ability of regulators to supervise systemic risk.
We urge ESMA to continue to work closely with foreign regulators, particularly the US SEC
in this respect before finalizing the advice.4
In addition, we have two specific comments on the reports to competent authorities.
With regard to the frequency of reporting to regulators, ESMA proposes that each AIFM be
required to report to the competent authorities of its home Member State on a quarterly basis
and that information be provided no later than one month after the end of the relevant period.
4

We intend to encourage the US SEC also to work closely with ESMA on these issues.
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We believe that quarterly reporting by all AIFMs, regardless of the nature, scale, and
activities in which they are engaged, is too frequent. We recommend that reports be
submitted to regulators annually with more frequent reporting by AIFMs that use “leverage on
a substantial basis” or upon request by regulators based on certain systemic risk factors.
Finally, we seek confirmation that the information that will be provided to the
regulators will be kept confidential. Certain information requested may be sensitive and/or
proprietary (such as market risk and liquidity profiles of AIFs and results of periodic stress
tests), and we believe the information provided to authorities should not be made public.5
Remuneration
ESMA’s Consultation Paper proposes advice on the content and format of the
remuneration disclosure, which must include, for example, the total amount of remuneration
for the financial year, general information relating to the criteria of the remuneration policies
and practices, and information necessary to provide an understanding of the risk profile of the
AIF and the measures it adopts to avoid or manage conflicts of interest. Although ESMA’s
advice only addresses the disclosure of remuneration and does not address the substantive
remuneration provisions, the IAA believes that ESMA should provide additional guidance to
Member State authorities with respect to the proportional application of the remuneration
policy to AIFMs. The level 1 text states that AIFMs should comply with the remuneration
policy in a way and to the extent that is appropriate to their size, internal organization, and the
nature, scope and complexity of their activities.
We understand that ESMA will undergo a review of the remuneration principles
across various sectors in the near future. In harmonizing the application of these principles
across Member States, it is critical to recognize that asset managers engage in diverse
businesses and undertake different types of risks and that the application of the remuneration
policies must reflect those differences. Therefore, we hope that ESMA will assist Member
States in appropriately applying the remuneration principles on AIFMs.

*

*

*

*

*

The IAA appreciates the substantial efforts of ESMA in a short period of time to
provide advice to the Commission on the AIFM Directive implementing measures. Given the
volume and complexity of the issues raised and the relatively short consultation period, we
have raised several of the most significant issues for our members. 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.

5

Similarly, the US SEC has proposed not to make the information reported on Form PF public. The information
will be provided to the Financial Stability Oversight Council (FSOC), which is comprised of the leaders of
various financial regulators (including the Commissions’ Chairmen) and other participants, to monitor for
systemic risk and may be shared only with other government agencies.
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Respectfully submitted,
/s/ Jennifer S. Choi
Jennifer S. Choi
Associate General Counsel
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Statement of
David G. Tittsworth
Executive Director and Executive Vice President
Investment Adviser Association
Before the
Subcommittee on Capital Markets and
Government Sponsored Enterprises
Committee on Financial Services
United States House of Representatives
Hearing on Regulation and Oversight of Broker-Dealers and
Investment Advisers
September 13, 2011
Executive Summary
Investment advisers manage assets for a wide array of individual and institutional
investors. Currently, approximately 11,500 investment advisers are registered with the SEC,
collectively managing assets totaling $43.8 trillion for more than 14 million individual and
institutional clients. Investment advisers engage in a wide range of advisory activities and
investment strategies on behalf of their clients, including constructing securities portfolios
pursuant to client directives, recommending a particular asset allocation plan, providing portfolio
analysis and evaluation, assisting in selecting and monitoring other advisers, and providing
wealth management or financial planning 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, insurance
companies, charitable endowments, foundations, and corporations, and serve as sub-advisers to
funds offered by other advisers. These activities play a critical role in helping investors, both
individually and through pooled investment vehicles, achieve their financial goals.
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While investment advisory firms run the gamut from small, local or regional firms to
large global financial institutions with varying business models, the overwhelming majority of
investment advisory firms are small businesses. Indeed, half of all federally-registered advisers
employ fewer than five and more than two-thirds employ fewer than ten non-clerical employees.
The legal and regulatory regime for the advisory profession must be sufficiently robust and
flexible to address the enormous diversity among advisers. This flexibility is provided for in the
Investment Advisers Act of 1940 (Advisers Act), which prescribes a largely principles-based
statutory framework governing the conduct of those who provide investment advice.

The core principle underlying the Advisers Act is the fiduciary duty imposed on
investment advisers, in whom clients place their trust and confidence. As fiduciaries, investment
advisers must act in their clients‟ best interests at all times, placing their clients‟ interests above
their own. The fiduciary duty thus serves as a bedrock principle of investor protection. The IAA
believes that the fiduciary standard of care should apply to the relationship with all clients who
receive personalized investment advice about securities, regardless of which financial
professional is providing the advice.

Section 913 of the Dodd-Frank Act directed the SEC to conduct a study of the standards
of care applicable to investment advisers and broker-dealers. It also authorized the SEC to
promulgate rules providing that the standard of conduct for brokers, dealers, and investment
advisers when providing personalized advice about securities to retail customers shall be to act in
the best interest of the client without regard to the financial or other interest of the broker, dealer,
or investment adviser. Section 913 further specified that, if the SEC promulgates such rules, the
standard of conduct be no less stringent than the fiduciary duty imposed by the Advisers Act.

After extensive study, the SEC released its Section 913 staff report recommending that it
issue rules providing for a uniform fiduciary standard for both advisers and broker-dealers
providing personalized advice about securities to retail clients, along with rulemaking or
interpretive guidance addressing the components of the standard. We support the SEC staff‟s
recommendation, but would oppose any measures that would weaken or water down the
fiduciary standard for advisers in the process.
2

The Advisers Act fiduciary duty is well-established and has been consistently interpreted
and enforced for decades by the SEC and the courts. While we appreciate the desire for
specificity by brokers unfamiliar with fiduciary duties, we are concerned that in the process of
providing that guidance, the SEC may inadvertently create an inflexible narrowly tailored regime
antithetical to the principles-based underpinning of the fiduciary standard. One of the greatest
strengths of the fiduciary standard is precisely its breadth – the standard has allowed the
regulation of advisers to remain dynamic and relevant in changing business and market
conditions.

The IAA has consistently supported this overarching fiduciary duty as a core component
of meaningful regulation of the investment advisory profession. However, effective examination
of advisers is also a critical component of meaningful oversight. To achieve this goal, we
continue to support strongly regulation and oversight by the SEC, a single governmental
regulator, fully accountable to Congress and the public, subject to rules mandating transparency,
and that places investor protection as its paramount mission.

Dodd-Frank Act Section 914 directed the SEC to conduct a study to review and analyze
the need for enhanced examination and enforcement resources of investment advisers. The SEC
issued a staff report expressing concern that it will not have sufficient capacity to conduct
effective examinations of investment advisers with adequate frequency, and setting forth three
options for addressing this concern: (1) imposing user fees on federally-registered investment
advisers to fund their examinations by the SEC; (2) authorizing one or more SROs to examine all
SEC-registered investment advisers; and (3) authorizing FINRA to examine dual registrants for
compliance with the Advisers Act. In its analysis of these options, the report finds the greatest
number of advantages, and the least number of disadvantages, with respect to user fees. It also
includes a thorough discussion of the problems inherent in designating an SRO for the diverse
investment advisory profession. Other reputable reports and studies – including by the Chamber
of Commerce, the Government Accountability Office, and an independent consultant retained by
the SEC – also catalogue the drawbacks, costs, and inefficiencies of the SRO model.
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We strongly oppose an SRO for the advisory profession. The substantial drawbacks to an
SRO outweigh any potential benefits. These drawbacks include insufficient transparency,
accountability, and oversight by the SEC and Congress, due process issues in disciplinary
proceedings, and the absence of any requirement for a cost-benefit analysis for proposed rules.
Further, the substantial costs and bureaucracy of an additional, unnecessary layer of SRO
regulation and oversight would have a significant adverse impact on small businesses and job
creation. For these reasons, we oppose the draft legislation circulated last week that would
require investment advisers to become members of an SRO, subject to SRO rules, regulations,
and oversight. We particularly oppose extending FINRA‟s jurisdiction to investment advisers for
these reasons and due to its questionable track record and bias favoring the broker-dealer
regulatory model.

The SEC, with its 70 years of substantive expertise and experience with the Advisers Act,
is in the best position to govern the activities of advisers. We also believe that the costs of user
fees would be significantly less than the costs to the industry for SRO oversight because the SRO
would need to hire, train, and oversee inspection staff, develop investment adviser expertise, and
incur significant start-up costs. Further, as documented in the recent Boston Consulting Group
study required under Section 967 of the Dodd-Frank Act, the SEC would still have to expend
significant resources to exercise appropriate oversight of the SRO; indeed, this independent
study recently concluded that the SEC does not provide sufficient oversight of the SROs
currently under its jurisdiction, particularly FINRA.

We believe that the SEC should continue its implementation of reforms designed to
streamline and enhance its investment adviser examination program with existing resources.
Further, the number of investment advisers under SEC jurisdiction will decrease substantially as
a result of provisions in the Dodd-Frank Act. Should the combination of streamlined
examinations and re-allocated SEC resources, together with the decrease in the number of
advisers, fail to alleviate concerns about the examination program – and, as an alternative to an
SRO - we believe that Congress should consider properly structured user fees. We would be
pleased to assist the Subcommittee in drafting such legislation, which should include provisions
that: (1) specifically preclude any investment adviser SRO if such fees are imposed; (2) clarify
4

that such user fees will be dedicated to an increased level of investment adviser examinations
(instead of simply being used as substitute funding for the existing level of examinations); and
(3) set forth specific reporting requirements and review of any such user fees by Congress and
the public.

The user fee approach provides many benefits. User fees would provide stable yet
scalable resources to support and strengthen the Commission‟s examination of investment
advisers. The fees collected would be used solely to fund enhancements to the investment
adviser examination program, and set a level designed to achieve an acceptable frequency of
examinations. This stable source of funding would enable the SEC staff to conduct long-term
strategic planning, especially with respect to technological modernization that could enhance its
risk assessment and monitoring capabilities. Importantly, the reporting and accountability
embedded in the user fee approach would provide substantial transparency and opportunity for
congressional oversight and public input.

We look forward to participating fully in the discussion of how best to protect the
interests of investors by ensuring effective and efficient oversight of investment advisers and
other financial services providers.
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Introduction
The Investment Adviser Association (IAA)1 greatly appreciates the opportunity to appear
before the Subcommittee today to discuss the studies mandated by the Dodd-Frank Act on the
standards of care applicable to broker-dealers and investment advisers and on the need for
enhanced examination resources for investment advisers.

The IAA commends the Subcommittee for convening this hearing. We support
appropriate rulemaking by the SEC to ensure that investors receive investment advice that is
given in their best interest, regardless whether the advice is provided by an investment adviser or
broker-dealer.2 We also strongly support giving the SEC the tools it needs to conduct an
effective investment adviser examination and oversight program.3 The IAA stands ready to
assist the Subcommittee in undertaking the critical task of ensuring robust protection for all
investors.

I.

The IAA Supports the SEC Staff Recommendation to Apply the Fiduciary Duty
Standard to Advisers and Brokers.
Section 913 of the Dodd-Frank Act required the SEC to conduct a study and submit a

report to Congress evaluating the current standards of care for broker-dealers and investment
advisers providing personalized investment advice and recommendations about securities to
1

The IAA is a not-for-profit association that represents the interests of SEC-registered investment adviser firms.
Founded in 1937 as the Investment Counsel Association of America, the IAA‟s membership consists of more than
500 firms that collectively manage in excess of $10 trillion for a wide variety of individual and institutional
investors, including pension plans, trusts, investment companies, private funds, endowments, foundations, and
corporations. For more information, please visit our web site: www.investmentadviser.org.
2

Letter from David G. Tittsworth, Exec. Dir., IAA, to Elizabeth Murphy, Secretary, SEC re: Study Regarding
Obligations of Brokers, Dealers, and Investment Advisers, Rel. No. IA-3058; File No. 4-606 (Aug. 30, 2010) (“IAA
Section 913 Letter”), available on our web site under “Comments & Statements.”
3

Letter from David G. Tittsworth, Exec. Dir., IAA, to Elizabeth Murphy, Secretary, SEC, re: SEC Study on
Enhancing Investment Adviser Examinations under Section 914 of the Dodd-Frank Wall Street Reform and
Consumer Protection Act, (Oct. 19, 2010) (“IAA Section 914 Letter”), available on our web site under “Comments
& Statements.” See also Strengthening Investor Protection, Enhancing Oversight of Private Pools of Capital, and
Creating a National Insurance Office Hearing Before the H. Comm. on Fin. Services, 111th Cong. (Oct. 6, 2009)
(statement of David G. Tittsworth, Exec. Dir. and Exec.Vice President, IAA), available on our web site under
“Comments and Statements.”
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retail customers. In the study, the SEC was required to assess whether there are gaps in the
relevant law and regulations, evaluate the effectiveness of current standards of care, and consider
many other topics such as the potential impact and cost of regulatory changes. Section 913
further authorizes the SEC to promulgate rules to provide that the standard of care for investment
advisers and broker-dealers when providing personalized investment advice to retail customers is
to act in the best interest of the customer without regard to the financial or other interest of the
broker or adviser. The law provides that this standard is to be no less stringent than the fiduciary
duty currently applicable to investment advisers under the Advisers Act.
Section 913 includes provisions specifically designed to address broker-dealers‟ concerns
raised during congressional consideration of the Dodd-Frank Act about the application of
fiduciary duty to their business practices. Among other things, these provisions confirm that
charging commissions and offering proprietary products do not constitute breaches of fiduciary
duty. In addition, Section 913 provides that application of the fiduciary duty does not in and of
itself require brokers to have a continuing duty to a retail customer after providing investment
advice.

The Commission established a cross-divisional staff task force to conduct the study and
submitted its final report to Congress on January 22, 2011.4 After extensive review and
consideration of the factors set forth by Congress, the SEC released its staff report
recommending that the SEC establish a uniform fiduciary standard for investment advisers and
broker-dealers when providing investment advice about securities to retail customers that would
require advisers and brokers to act in the best interests of their clients. The report recommends
that this standard be consistent with, and no less stringent than, the standard applied to
investment advisers under the Advisers Act. The report recommends that the Commission
engage in rulemaking or guidance addressing the minimum components of the uniform fiduciary
standard to provide guidance for brokers unfamiliar with the standard.

4

Staff of the U.S. Securities and Exchange Commission, Study on Investment Advisers and Broker-Dealers (Jan.
21, 2011) (“913 Report”).
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Importantly, the staff expressed its view that existing guidance and precedent under the
Advisers Act regarding fiduciary duty will continue to apply. The staff report made a number of
recommendations designed to address brokers‟ concerns about cost, investor choice, and the
scope of the duty. Further, the staff considered but rejected alternatives to the uniform fiduciary
standard that would result in imposing the entire investment adviser regulatory regime on brokerdealers. The staff, however, recommended consideration of harmonization of broker-dealer and
adviser regulation in certain areas “to the extent that harmonization appears likely to add
meaningful investor protection.”5

SEC Commissioners Casey and Paredes issued a joint dissenting statement to the Section
913 Report expressing their view that the Report did not include sufficient analysis of the
potential costs of changes to regulation or adequate discussion of whether there is in fact a
problem with the current regulation of broker-dealers and advisers. On March 17, Chairman
Garrett and other members of the Capital Markets Subcommittee sent a letter to Chairman
Schapiro expressing similar concerns. SEC Chairman Schapiro has stated that she has requested
the staff to conduct further analysis of these issues. We appreciate the need for thorough costbenefit analysis in the rulemaking process and support the SEC‟s additional efforts in this regard.

1. The Fiduciary Standard of Care Provides More Protection to Investors than the Suitability
Standard.
The IAA strongly supports the SEC staff recommendation to apply a fiduciary standard
no less stringent than that currently applied to investment advisers to both investment advisers
and brokers who provide personalized investment advice about securities to retail clients. The
fiduciary duty is the highest standard of care recognized under the law and serves as a bedrock
principle of investor protection.
Pursuant to the Advisers Act, as a fiduciary, “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

5

Id. at 102.
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than that used for mere commercial transactions.”6 In practical terms, fiduciary duty means that,
in the course of providing advice to clients, advisers must disclose all material information and
conflicts of interest 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, advisers 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 client. Most important, whenever the interests of investment advisers
differ from those of their clients, advisers must explain the conflict to the clients and act to
mitigate or eliminate it, ensuring they act in the interests of the client and not for their own
benefit.

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 duty of care.7 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 conflicts of interest.8

6

Thomas P. Lemke and Gerald T. Lins, Regulation of Investment Advisers, at 2:33 (2010); see also SEC v. Capital
Gains Research Bureau, 375 U.S. 180 (1963) (“Capital Gains”).
7

In a seminal decision in 1963, the U.S. Supreme Court held that the Advisers Act imposes a fiduciary duty on
investment advisers. 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. Capital Gains, supra note 6. These duties of a fiduciary were applied
by the SEC and the courts long before the Supreme Court in Capital Gains found them to be embodied in the antifraud provisions of the Advisers Act. See, e.g., In the Matter of Arleen W. Hughes, Exchange Act Rel. No. 4048
(Feb. 18, 1948).
8

See Amendments to Form ADV, Investment Advisers Act Rel. No. IA-3060, (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); Applicability of
Investment Advisers Act to Financial Planners, Pension Consultants, and Other Persons Who Provide Investment
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Broker-dealers that manage assets for clients under discretionary authority or for a fee are
already subject to the Advisers Act fiduciary duty.9 The existing standard of care for brokerdealers that provide non-discretionary advice for a commission, such as making
recommendations about securities to brokerage customers, is the suitability standard. Under
FINRA Rule 2310, broker-dealers that provide investment advice to retail customers are required
to ensure that the advice is “suitable” for the client. 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.” The FINRA rules are essentially standards of fair
treatment reflecting a commercial relationship rather than a relationship of trust and confidence.

The broker suitability standard differs significantly from the Advisers Act fiduciary duty.
Indeed, the duty to provide suitable investment advice is merely one aspect of the fiduciary
duty.10 For example, brokers under a suitability duty may make recommendations or make
investment decisions as long as they are “suitable” for that client under the client‟s particular
circumstances, even if they are not in the best interests of the client. Moreover, even if 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.

Virtually every regulator, consumer, and industry group that has commented on this issue
agrees that the fiduciary standard provides more protection to investors than the suitability

Advisory Services as a Component of Other Financial Services, Investment Advisers Act Rel. No. IA-1092, (Oct.
16, 1987) (discussing fiduciary duties); see also Capital Gains, supra note 6.
9

The SEC has interpreted the exclusion for brokers from investment adviser regulation as not extending to brokerdealers that have discretionary authority over client assets. See, e.g., Opinion of the General Counsel Relating to
Section 202(a)(11)(C) of the Investment Advisers Act of 1940, Investment Advisers Act Rel. No. 2 (Oct. 28, 1940);
Certain Broker-Dealers Deemed Not To Be Investment Advisers, Investment Advisers Act Rel. No. 2340 (Jan. 6,
2005); see also Letter from Christopher Gilkerson, Charles Schwab & Co., Inc. to Elizabeth Murphy, Secretary,
SEC (Aug. 30, 2010).
10

See Suitability Release, supra note 7 (“Investment advisers are fiduciaries who owe their clients a series of duties,
one of which is the duty to provide only suitable advice”).
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standard.11 The SEC, state regulators, consumer advocates, academics, financial commentators,
and industry trade groups representing investment advisers, financial planners, investment
companies, private fund advisers, and broker-dealers have written in support of extending
fiduciary duty to all financial professionals giving advice.12 Indeed, the major trade association
representing broker-dealer firms supports the SEC staff recommendation as well.13

A vocal minority of brokers has argued that extending the Advisers Act fiduciary duty to
brokers will disrupt business models and reduce investor choice. These arguments are not
supported by any facts or evidence. The Advisers Act fiduciary duty has accommodated a broad
11

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 the 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 the 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; see also Statement of David
G. Tittsworth, Exec. Dir. and Executive Vice President, IAA, supra note 3; Industry Perspectives on the Obama
Administration’s Financial Regulatory Reform Proposals, Hearing Before the H. Comm. On Fin. Servs., 111th
Cong. 16 (July 17, 2009) (statement of Paul Schott Stevens, President and CEO, Investment Company Institute);
Enhancing Investor Protection and the Regulation of Securities Markets – Part II, Hearing Before the S. Comm. On
Banking, Housing and Urban Affairs, 111th Cong. 12 (Mar. 26, 2009) (statement of Fred J. Joseph, Colorado
Securities, Comm‟r and President, North American Securities Administrators Association, Inc.); Enhancing Investor
Protection and the Regulation of Securities Markets – Part II, Hearing before S. Comm. On Banking, Housing and
Urban Affairs, 111th Cong. (Mar. 26, 2009) (statement of Barbara Roper, Consumer Federation of America); Letter
from IAA, Consumer Federation of America, Fund Democracy, NASAA, Financial Planning Association, National
Association of Personal Financial Advisers, and CFP Board of Standards to the Hon. Barney Frank and the Hon.
Spencer Bachus, H. Comm. on Fin. Servs. (July 14, 2009), available on our web site under “Comments and
Statements.”
12

See 913 Report, supra, note 4, at 107; see also, e.g., Jane Bryant Quinn, Will Brokers Have to Put Your Interest
First?, janebryantquinn.com, (May 6, 2010), available at http://janebryantquinn.com/2010/05/will-brokers-have-toput-your-interests-first/; Tara Siegel Bernard, Trusted Adviser or Stock Pusher? Finance Bill May Not Settle It, N.Y.
Times, Mar. 3, 2010, available at http://www.nytimes.com/2010/03/04/your-money/brokerage-and-bankaccounts/04advisers.html; Paul Sullivan, Broker? Adviser? And What’s the Difference, N.Y. Times, Feb. 18, 2010,
available http://www.nytimes.com/2010/02/18/your-money/financial-planners/18TRUST.html; Tara Siegel Bernard,
Struggling Over a Rule for Brokers, N.Y. Times, Feb. 15, 2010, available at
http://www.nytimes.com/2010/02/16/business/16adviser.html; Jason Zweig, The Fight Over Who Will Guard Your
Nest Egg, Wall St. J., Mar. 28, 2009, available at http://online.wsj.com/article/SB123819596242261401.html.
13

See Letter from Ira D. Hammerman, Senior Managing Director and General Counsel, SIFMA, to Mary L.
Schapiro, Chairman, SEC, re: Framework for Rulemaking under Section 913 (Fiduciary Duty) of the Dodd-Frank
Act (July 14, 2011) (“SIFMA 913 Framework Letter‟). See also SEC Standard of Care Study Recognizes Strengths
of Broker-Dealer Regulatory System, Financial Services Institute Press Rel. (Jan. 24, 2011) (commending SEC staff
for addressing FSI concerns regarding fiduciary standard).
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spectrum of advisory-related activities and vastly different business models for many decades.
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.14 For
example, opponents of the fiduciary duty base their claims on the incorrect assumption that
brokers would no longer be able to charge commissions or provide advice about proprietary
products. That is not the case now under the Advisers Act fiduciary duty, and indeed Section
913 and the SEC staff report confirm that brokers will continue to be able to charge commissions
and advise regarding proprietary products under the fiduciary standard.
It is also important to note that the SEC staff‟s recommendation will not impose the
Advisers Act fiduciary duty on all broker-dealer activity. The recommendation narrowly
addresses only the provision of personalized investment advice about securities to retail clients.
The fiduciary duty would not, for example, apply to market-making or underwriting activities.

2. SEC Should Resist Efforts to Weaken the Advisers Act Fiduciary Duty.

We believe that the key issue is not whether brokers should have a fiduciary duty when
giving personalized investment advice about securities to retail clients, but how that duty should
be implemented. To that end, we applaud the SEC staff‟s recommendation that existing
guidance and precedent under the Advisers Act fiduciary duty will continue to apply to
investment advisers and be extended to broker-dealers, as applicable. The Advisers Act fiduciary
duty is well-established, has been consistently interpreted by courts and the SEC for decades, and
has worked well in protecting investors.

We strongly disagree with those who assert that the existing case law, guidance and other
legal precedent developed under the Advisers Act should not apply to broker-dealers and that an
entirely new body of law should be developed – in effect a new standard. These commenters
14

See, e.g. Letter from Barbara Roper, Director of Investor Protection, Consumer Federation of America, to
Spencer Bachus, Chairman, H. Comm. on Fin. Svcs., et al., (May 9, 2011), available at
http://www.consumerfed.org/pdfs/CFA-fiduciary-consequences-letter-5-9-2011.pdf.
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argue that, because the fiduciary duty case law was not developed in the context of broker-dealer
business models, they are not able to “gauge compliance with, or legal exposure under, the
Advisers Act,” and believe that existing fiduciary duty precedent would “undermine the brokerdealer model.”15 This assertion is not supported by the facts. Indeed, brokers that provide
discretionary advice or advice for a fee, as well as financial planners, have operated under the
fiduciary duty for many years. Further, as noted by the SEC staff report, brokers have been
subject to fiduciary duty pursuant to state law under various circumstances.16 We recognize,
however, that certain issues unique to the broker-dealer business model, such as principal
trading, may need to be addressed under the fiduciary standard. The SEC staff appropriately has
indicated its intent to provide guidance regarding these issues. In so doing, it is not necessary to
implement a new or different standard that potentially could weaken or alter the fiduciary duties
owed by investment advisers or by brokers providing discretionary advice.

Further, preserving the interpretations and precedents under the Advisers Act brings with
it the benefit of ensuring that the fiduciary duty applies equally to all investment advisory clients,
whether individual or institutional. Section 913 authorizes the SEC to adopt rules for “retail
customers or clients (and such other customers or clients as the Commission may by rule
provide).” The provision‟s focus on applying the fiduciary duty to brokers when they give
“personalized investment advice to retail customers” should not lead to modification of
investment advisers‟ fiduciary duty applicable to all clients, both retail and institutional. The
IAA strongly believes that all investment advisory clients deserve the protections afforded by the
Advisers Act fiduciary duty. Different standards of care may result in lowering the current
standard with regard to certain advisory clients and result in inconsistent application of the law to
similar facts, an outcome we would oppose.

The SEC staff report recommends that the Commission provide guidance addressing the
parameters (e.g., definition of personalized investment advice) and components of the fiduciary
duty, including identifying specific examples of conflicts of interest to assist brokers unfamiliar
15

SIFMA 913 Framework Letter, supra note 13.

16

913 Report, supra note 4, at 54.
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with the fiduciary duty. Although we do not take issue with this approach conceptually, we
would urge the Commission in so doing not to reduce the obligations that flow from fiduciary
duty to a checklist or prescriptive set of narrowly tailored rules.17 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.18 Because the duty is
a principles-based standard and investment advisers must place the interests of their clients
before their own in every circumstance, the overarching fiduciary duty of investment advisers
cannot - and should not - be circumscribed by a rule book, no matter how voluminous.

We have offered to work with the SEC to develop strong, sensible regulations that
maintain the investor protection of advisers‟ current fiduciary duty under the Advisers Act and to
extend this protection to all retail customers receiving personalized investment advice.
3. Any “Harmonization” of Broker-Dealer and Investment Adviser Regulations Should
Recognize that Adviser Regulation Is Specifically Designed for Advisory Activities.
The SEC staff report extensively reviewed the investment adviser and broker-dealer
regulatory frameworks and discussed a number of potential areas in which the Commission
could consider harmonizing differences in these regimes. The staff took a thoughtful approach in
recommending harmonization in both directions – that is, application of certain Advisers Act
rules to brokers and application of certain broker rules to advisers. We nevertheless would
encourage the Commission to continue to bear in mind that the Advisers Act rules and
17

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) (“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”).
18

Over the years, the SEC has favored a flexible approach to fiduciary duty. See, e.g., 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. IA2204 (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.”).
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regulations are specifically designed for the provision of investment advice, whereas the brokerdealer regime is designed for different core activities.
Despite the investment advisory profession‟s wide range of ownership structures,
investment strategies, and business models, the core of the profession is portfolio management.
Virtually all SEC-registered investment advisers have ongoing discretionary authority to make
investment decisions on behalf of their clients. 68% of the more than 11,500 SEC-registered
investment advisers are not engaged in any business activity other than giving investment advice.
Only 561 SEC-registered investment advisers (4.86 %) are dually registered as broker-dealers.19
While investment advisers are generally focused solely on managing client assets or financial
planning, broker-dealers engage in a wider 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;
and engaging in stock exchange floor activities.

Many of the differences in the regulations governing brokers-dealers and investment
advisers appropriately reflect their different business models and the services they provide. For
example, different rules apply to disclosure, codes of ethics, proxy voting, contractual
requirements, and advertising.20 Broker-dealer rules derive from the historic role of brokers
executing transactions and selling financial products to consumers (thus, the brokerage industry
is commonly referred to as the “sell side”).21 Investment adviser rules derive from the historic
19

In 2011, 87.7% of all investment advisers reported having discretionary authority over client accounts. Indeed, of
the $43.8 trillion assets under management reported by SEC-registered advisers in 2011, only $5 trillion were
reported as non-discretionary. See Investment Adviser Association and National Regulatory Services,
Evolution/Revolution 2011: A Profile of the Investment Advisory Profession (August 2011) (“Evolution/Revolution
2011”), at 4. Data presented are as of May 1, 2011. In addition, approximately 75.6% of advisers provide portfolio
management for individuals and/or small business, 63.7% of advisers provide portfolio management for business or
institutional clients (other than mutual funds); 41.3% of advisers provide financial planning services; and 31% of
advisers assist clients in selecting other advisers. Id. at 15.
20

An exhaustive comparison of the various regulations applicable to broker-dealers and investment advisers when
providing investment advice is attached as Appendix A to the IAA Section 913 Letter, supra note 2.
21

Proponents of “harmonization” at times fail to discern basic differences between the sales-based, transactionoriented brokerage industry and ongoing advisory services provided by the investment advisory profession. See, e.g.
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role of advisers in providing investment advisory services to clients, including managing client
portfolios (thus, the advisory profession is commonly referred to as the “buy side”).

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 brokerdealers and most investment advisers. The range in which brokers‟ and advisers‟ activities
overlap is relatively narrow. Accordingly, we believe it would be inappropriate and
counterproductive to import the sales-based broker-dealer regime for investment advisers or to
impose Advisers Act protections on non-advisory activities of broker-dealers. We have offered
to work with the Commission to analyze thoughtfully any areas in which enhancement of
investment adviser regulation would provide additional meaningful protections to advisory
clients.

II.

The IAA Supports Efforts to Strengthen the SEC‟s Investment Adviser Examination
Program.
The IAA has consistently supported meaningful regulation of the investment advisory

profession, including an effective examination program. We support the SEC‟s efforts to
strengthen the examination program for investment advisers.22
Section 914 of the Dodd-Frank Act required that the SEC conduct a study to review and
analyze the need for enhanced examination and enforcement resources for investment advisers.
Section 914 required the examination of: (1) the number and frequency of examinations of
investment advisers by the SEC over the five years preceding the date of the enactment of the
Dodd-Frank Act; (2) the extent to which having Congress authorize the SEC to designate one or

Madoff Investment Securities Fraud: Regulatory and Oversight Concerns and the Need for Reform, Hearing Before
S. Comm. on Banking, Housing and Urban Affairs, 111th Cong. (Jan. 27, 2009) (statement of Stephen Luparello,
Interim Chief Executive Officer, FINRA) (the solution is “greater regulatory harmonization – creating a regulatory
system that gives retail investors the same protections and rights no matter what product they buy,” including that
for every “transaction,” there be consistent: (1) licensing requirements; (2) advertising requirements; (3)
“appropriateness” standards for products, and (4) full disclosure for the “products being sold.”) (emphasis added).
22

See, e.g., Letter from David G. Tittsworth, Exec. Dir., IAA, to The Hon. Mary L. Schapiro, Chairman, SEC re:
SEC Exams of Investment Advisers (July 29, 2009), available on our web site under “Comments and Statements.”
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more SROs to augment the SEC‟s oversight of investment advisers would improve the frequency
of examinations of investment advisers; and (3) current and potential approaches to examining
the investment advisory activities of dually-registered broker-dealers and investment advisers
and registered investment advisers that are affiliated with a broker-dealer.
In January, the staff of the SEC delivered the required report to Congress23 reflecting
concern regarding the SEC‟s capacity to inspect investment advisers and setting forth a range of
options for enhancing investment adviser examinations, including: (1) imposing user fees on
federally-registered investment advisers to fund their examinations by the SEC; (2) authorizing
one or more SROs to examine all SEC-registered investment advisers; and (3) authorizing
FINRA to examine dual registrants for compliance with the Advisers Act.24
In the report, the SEC staff found that the SEC‟s oversight capabilities had not kept pace
with the recent growth in the investment advisory profession and that, as a result, the frequency
of investment adviser examinations has decreased significantly. Although the number of SECregistered investment advisers is expected to fall significantly due to changes mandated by
Dodd-Frank,25 the report projects that there could be as many as 13,908 registered advisers
collectively managing more than $70 trillion by fiscal year 2021. The report further states that
even if the SEC hires more examiners, the number of examination staff is unlikely to keep pace
with future growth among advisers. Additionally, the staff notes that SEC's new examination
obligations under Dodd-Frank will “further strain resources.” These concerns form the basis for
the staff‟s recommendation that Congress should consider the user fees and SRO options.
23

Staff of the Division of Investment Management of the U.S. Securities and Exchange Commission, Study on
Enhancing Investment Adviser Examinations (Jan. 19, 2011) (“914 Report”).
24

Because fewer than 5% of registered investment advisers are members of FINRA, the savings the SEC would
derive from delegating Advisers Act examination authority for these advisers to FINRA is limited. Therefore, this
third option is acknowledged in the report as a less comprehensive solution and has not drawn wide support.
25

The SEC staff estimated that after implementation of Title IV of the Dodd-Frank Act (increasing the threshold for
federal registration of investment advisers from $25 million to $100 million in assets under management and
requiring certain private fund advisers to register with the SEC) the number of registered advisers would drop 28.2%
from 11,888 to 8,538. 914 Report, supra note 23, at 16-17. We note that these numbers will need to be revised. See
Rules Implementing Amendments to the Investment Advisers Act of 1940, Investment Advisers Act Rel. No. IA3221, at 9 (June 22, 2011) (estimating that 900 more advisers will remain SEC-registered); Evolution/Revolution
2011, supra note 19, at 2 (noting decline in number of SEC-registered advisers as of May 1, 2011).
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The IAA recognizes that the SEC‟s examination staff currently does not have the
capacity to conduct frequent examinations of investment advisers. As the SEC staff notes,
however, in 2012, the investment adviser population will decrease to close to its 2004 levels as a
result of Dodd-Frank changes. The staff expects that this decrease could enable more frequent
examinations in the near term.26 Further, we would encourage the SEC staff to re-examine its
future projections in light of more recent data. This year – for the first time since 2001 – the
umber of SEC-registered investment advisers has decreased, albeit slightly.27 Given the maturity
of the industry, the re-allocation of responsibilities between the SEC and states, and the
increasing costs and barriers to entry, the historical annual increase in the number of SECregistered advisers may not persist.

Further, we support the SEC‟s ongoing efforts to leverage its existing resources,
streamline the examination program, and conduct more “smart” exams. As the staff recognizes,
frequency of examinations is only one factor in an effective examination and oversight
program.28 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. Key components of an effective examination
program include experienced staff with in-depth expertise, detailed information-gathering
systems, selection of examination candidates, examination results, and robust risk assessment
analysis.

26

914 Report, supra note 23, at 21.

27

Evolution/Revolution 2011, supra note 19, at 2.

28

914 Report, supra note 23, at 26 n. 46. See also 156 Cong. Rec. S5920 (daily ed. July 15, 2010) (statement of
Sen. Christopher Dodd stating with respect to Section 913: “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”).
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The SEC has been taking meaningful steps to enhance the effectiveness of the current
oversight program of advisers and the examination staff‟s expertise in the securities markets 29
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.30 Importantly, the examination staff 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 policymaking.”31 In addition to these initiatives over the last several years, the examination staff will
“improve surveillance and risk identification/assessment capabilities and the targeting of exams
to areas and firms that present the greatest risk of harm to investors and the markets.”32

The Commission recently has adopted significant changes to Form ADV (the registration
form for advisers) and will soon adopt new Form PF (to gather information about private fund
advisers). Both filings will provide the SEC with substantial additional detailed information
about advisers‟ business practices to assist in risk-targeted examinations, enforcement, and
oversight of advisers.33 OCIE has also implemented a new governance structure intended to
improve communication and accountability.34 It has taken steps to better coordinate its broker-

29

See 914 Report, supra note 23 at 15, 28; The Stanford Ponzi Scheme: Lessons for Protecting Investors from the
Next Securities Fraud, Before the H. Sub. on Oversight and Investigations,, 111th Cong. (May 13, 2011) (testimony
of Robert Khuzami, Dir. of SEC Div. of Enforcement, and Carlo di Florio, Dir. of SEC Office of Compliance
Inspections and Examinations); Budget and Management of the U.S. Securities and Exchange Commission;
Hearing before the H. Sub. on Capital Markets, Insurance and Government-Sponsored Enterprises, 112th Cong.
(Mar. 10, 2011) (testimony of Carlo di Florio, Dir. of Office of Compliance, Inspections and Examinations, SEC)
(“SEC Testimony”).
30

See, e.g., Examinations by the Securities and Exchange Commission, Office of Compliance Inspections and
Examinations, (Feb. 2011) (“OCIE Examinations”), available at
http://www.sec.gov/about/offices/ocie/ocieoverview.pdf.
31

See SEC Testimony, supra note 29, at 13.

32

See, e.g., SEC FY2012 Justification in Brief (Feb. 2011) at 5.

33

Reporting by Investment Advisers to Private Funds and Certain Commodity Pool Operators and Commodity
Trading Advisors on Form PF, Investment Advisers Act Rel. No. IA-3145 (Jan. 26, 2011).
34

914 Report, supra note 23, at 28.
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dealer and investment adviser programs. In addition, the Division of Enforcement has
implemented significant changes focused on investment advisers, including enhanced staff
training with specialized skills. We applaud these positive steps to strengthen the Commission‟s
enforcement and examination program.

Finally, we encourage the SEC staff to continue to review and assess its allocation of
resources. For example, the staff report notes that the number of staff dedicated to examining
registered investment advisers and investment companies has fallen from 477 to 460 employees
since 2004.35 It does not explain, however, why more examiners were not allocated to
investment adviser examinations, given the high priority the SEC accords this program. Indeed,
almost as many examiners (380)36 were assigned to broker-dealer examinations as adviser
exams, even though there are fewer than half as many broker-dealers as advisers and the SEC
has delegated broker-dealer examinations to FINRA.

III.

Congress Should Consider Imposing User Fees on Advisers In Lieu of an SRO.
Should the combination of streamlined and re-allocated SEC resources discussed above,

together with the decrease in the number of advisers fail to alleviate concerns about the
examination program, Congress should consider imposing user fees on investment advisers.
Such fees would provide resources to strengthen and support the SEC‟s investment adviser
examination program.37 The fees would be a stable source of funding that is scalable to
increases or decreases in the adviser population and could be set at a level designed to achieve
the SEC‟s desired examination frequency and scope.

35

Id. at 10.

36

913 Report, supra note 4, at A-15.

37

914 Report, supra note 23, at 25.
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User fees are already an important source of funding for inspections and examinations at
many federal agencies.38 The SEC has previously supported user fees in testimony related to
legislation under consideration in 1990. Additionally, investment advisers already pay user fees
to support the IARD, the electronic system through which investment advisers make filings with
state and federal regulators.39 The IARD system therefore provides an existing infrastructure to
collect user fees at a relatively small marginal cost.

The SEC staff report found that the user fees option would permit OCIE to improve the
effectiveness of its examinations through long-term strategic planning that would better use
modern technology and its workforce. A stable source of funding would permit use of
technology-based solutions that can take years to develop and implement.40 Stable resources
would also provide the examination program with increased flexibility to react to emerging risks
associated with advisers and better target staffing and strategic resources as appropriate. The
staff observed that retaining responsibility for investment adviser examinations will better enable
the staff to understand how the private fund advisers and securities-based derivative instruments
now under its jurisdiction fit into the broader markets.41 Knowledge gained from the investment
adviser examination program would greatly assist in gathering the intelligence and expertise
critical to the regulatory process. Further, the improvements to the examination program
discussed above could be further leveraged with the funding provided by user fees. These
benefits would not accrue to the SEC from the SRO model.

38

The 914 Report notes that “user fees fund inspections of banks conducted by the Office of Comptroller of the
Currency, examinations of credit unions by the National Credit Union Administration, inspections of nuclear
facilities by the Nuclear Regulatory Commission, inspections of national marine fisheries by the National Oceanic
and Atmospheric Administration, and quality examinations of agricultural commodities and processing plants by the
Department of Agriculture.” Id. at 25-26.
39

Id. at 26.

40

Id. at 26-28.

41

Id. at n.47.
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Indeed, in its analysis of the various options, the 914 Report finds the greatest number of
advantages, and the least number of disadvantages, with regard to user fees.42 The report
observes that “imposing user fees would avoid the difficult scope of authority, membership,
governance, and funding issues raised by an SRO…It would avoid the need for the Commission
to use resources to staff an expanded SRO examination program.”43 Funding from adviser user
fees would give the SEC greater flexibility and would be a less costly option than establishing an
SRO.

The report notes that in many ways, user fees may be a smarter, more efficient use of
44

funds.

Allowing OCIE to charge user fees would empower it to build on the expertise and

infrastructure it has already established.45 Within the SEC, OCIE examination staff benefit from
close working relationships with other SEC legal and policy staff.46 In contrast, an SRO would
be an isolated cost center that would require extra resources and hiring to build even a
preliminary infrastructure.
Further, an SRO would still require an increase in the SEC‟s management and
coordination costs in order to oversee the SRO.47 In fact, the SEC staff expressed concern that
the SRO oversight may one day be underfunded because there is no certainty that the level of
resources available to the Commission over time will provide for effective oversight.48 In
addition, with the user fee option, “the chance that inconsistencies would emerge in
42

See, e.g., Statement on Study Enhancing Investment Adviser Examinations, by Commissioner Elisse B. Walter
(Jan. 2011) at 7 (noting with disappointment that the “study attributes virtually no disadvantages to the user fee
option, but many disadvantages to the SRO and FINRA dual registrant options”).
43

914 Report, supra note 23, at 27.

44

See 914 Report, supra note 23, at 27; see also IAA Section 914 Letter, supra note 23; MFA 914 Letter, infra note
50, at 10; Oversight of the Mutual Fund Industry: Ensuring Market Stability and Investor Confidence, Before the H.
Sub. on Capital Markets and Government Sponsored Enterprises, 112th Cong. (June 24, 2011) (statement of Paul
Schott Stevens, President and CEO, Investment Company Institute).
45

914 Report, supra note 23, at 28, 30.

46

Id. at 28.

47

914 Report, supra note 23, at 27.

48

Id.at 28.
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interpretation or application of the Advisers Act and its rules between a third-party examining
body (such as an SRO) and the statute‟s and rules‟ primary administrator (the Commission)
would be eliminated.”49

For all of these reasons, the user fee option is far superior to the SRO option. We would
be pleased to assist the Subcommittee in drafting legislative language, which should include
provisions that: (1) specifically preclude any investment adviser SRO if such fees are imposed;
(2) clarify that such user fees will be dedicated to an increased level of investment adviser
examinations (instead of simply being used as substitute funding for the existing level of
examinations); and (3) set forth specific reporting requirements for the purposes of the review of
any such user fees by Congress and the public.

IV.

The IAA Strongly Opposes the SRO Option for Investment Advisers.

We strongly oppose an SRO for the advisory profession. Many other organizations,
including those principally representing investment advisers, concur. For example, the Managed
Funds Association, the Alternative Investment Management Association, the, Certified Financial
Planner Board of Standards, Inc., the Financial Planning Association, the National Association of
Personal Financial Advisors, the American Institute of Certified Public Accountants, the North
American Securities Administrators Association, and the CFA Institute submitted letters to the
SEC opposing an SRO for investment advisers.50

49

Id.

50

See Letter from Richard H. Baker, President and CEO, Managed Funds Association, to Elizabeth M. Murphy,
Secretary, SEC, (Dec. 16, 2010) (“MFA 914 Letter”); Letter from Barry C. Melancon, President and CEO,
American Institute of Certified Public Accountants, to Elizabeth M. Murphy, Secretary, SEC, (Nov. 24, 2010)
(“AICPA 914 Letter”); Letter from David Massey, President, North American Securities Administrators
Association, Inc., to Elizabeth M. Murphy, Secretary, SEC, 3 (Nov. 22, 2010) (“NASAA 914 Letter”); Letter from
Kevin R. Keller, Chief Executive Officer, Certified Financial Planner Board of Standards, Inc., Marvin W. Tuttle Jr.,
Executive Director, Financial Planning Association, Ellen Turf, Chief Executive Officer, National Association of
Personal Financial Advisors to Elizabeth M. Murphy, Secretary, SEC (Dec. 16, 2010); Letter from John D. Rogers,
President and Chief Executive Officer, CFA Institute, to Elizabeth M. Murphy, Secretary, SEC (Dec. 3, 2010);
Letter from Mary Richardson, Director of Regulatory & Tax Department, Alternative Investment Management
Association, to SEC (Jan. 12, 2011) (“AIMA 914 Letter”).
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A number of other reputable studies and reports have shared these concerns regarding the
SRO model, including those from the Government Accountability Office,51 Boston Consulting
Group,52 and the U.S. Chamber of Commerce.53 Indeed, the SEC staff report described
significant shortcomings involved in the SRO option.54

1. There Are Significant Drawbacks to the SRO Option

There are numerous significant drawbacks to imposing an SRO on advisers. The 914
Report discussed many challenges to designing and implementing the SRO option, including
questions regarding governance, scope of authority, membership, conflicts of interest, and
funding.55 For example, the report observes that an adviser SRO presents unique governance
issues because of the diversity of the industry, in that it will be challenging to ensure that no
business model dominates or is given a competitive advantage by the SRO.56 The staff also
notes the concern that an SRO might have access to unique data and could seek to sell related
services to members it regulates. With respect to scope, if the SRO concentrates on investment
advisers serving retail customers, or is limited in its membership by some other characteristic,
many advisers will still be left under the SEC‟s oversight.57 Exclusions from mandatory SRO
membership would be difficult to craft given the diverse client bases of most advisers. In
addition, significant exclusions from coverage could negatively affect the SRO‟s funding model.
51

Private Fund Advisers: Although a Self-Regulatory Organization Could Supplement SEC Oversight, It Would
Present Challenges and Trade-Offs, U.S. Gov‟t Accountability Office (July 2011) (“GAO Report”).
52

The Boston Consulting Group, Inc., U.S. Securities and Exchange Commission Organizational Study and Reform,
65-85 (Mar. 10, 2011) (“BCG Report”), available at http://www.sec.gov/news/studies/2011/967study.pdf.
53

U.S. Capital Markets Competitiveness: The Unfinished Agenda, U.S. Chamber of Commerce ( July 19, 2011)
(“Chamber of Commerce Report”), available at:
htttps://www.uschamber.com/sites/default/files/reports/1107_UnfinishedAgenda_WEB.pdf.
54

914 Report, supra note 23, at 31-37.

55

Id. See also AICPA 914 Letter, supra note 50; NASAA 914 Letter supra note 50, at 3 (citing “collaboration,
transparency, accountability, and conflict issues” as well as a recent deterioration in government regulators‟ ability
to oversee and collaborate with existing SROs).
56

914 Report, supra note 23, at 33-36; see MFA 914 Letter, supra note 50, at 9.

57

914 Report, supra note 23, at 35.
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If the SEC and an SRO (or multiple SROs) share regulatory authority over advisers, the regime
will be vulnerable to regulatory arbitrage and inconsistent interpretations and applications of the
Advisers Act.58

The report noted that, like any SRO, an SRO for advisers will present the challenge of the
conflict of interest inherent in self-regulation and a lack of accountability to the investing
public.59 Finally, delegating responsibility for adviser examinations to an SRO would eliminate
the benefit to the SEC of its examination staff serving as a resource for legal, policy, and other
SEC staff.60 The exam staff may gradually lose its expertise and its ability to gain important
information about advisers‟ activities and the markets generally.61

A recent GAO report studying a potential SRO for private fund advisers similarly found
serious drawbacks to the SRO model, including its potential to “(1) increase the overall cost of
regulation by adding another layer of oversight; (2) create conflicts of interest, in part because of
the possibility for self-regulation to favor the interests of the industry over the interests of
investors and the public; and (3) limit transparency and accountability, as the SRO would be
accountable primarily to its members rather than to Congress or the public.”62 In addition, the
report noted that the SRO model “expose(s) firms to duplicative examinations and costs.”63

58

Id. at 28, 35; see also MFA 914 Letter, supra note 50, at 8 (noting that an inexperienced SRO could lead to
“inconsistent regulation and uncertainty for managers in operating their businesses”).
59

914 Report, supra note 23, at 35; see also AICPA 914 Letter, supra note 50.

60

914 Report, supra note 23, at 27-28; see also Letter from Karrie McMillan, General Counsel, Investment
Company Institute, to Elizabeth M. Murphy, Secretary, SEC, (Oct. 25, 2010) (“ICI 914 Letter”) at 4.
61

914 Report, supra note 23, at 38.

62

GAO Report, supra note 51, at 20.

63

Id.
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2. An SRO Would Impose Unnecessary Costs and Burdens on Taxpayers and Small
Businesses.
While self-regulation may shift some of the taxpayer-funded regulation costs to industry,
appropriate government oversight is required in any SRO structure and thus requires dedication
of significant government resources. The 914 Report observes that an SRO would not free all of
the resources the SEC currently devotes to investment adviser examinations. “SEC resources
would still be required to oversee the operations of any SRO by… conducting oversight
examinations of the SRO, considering appeals from sanctions imposed by the SRO, and
approving SRO fee and rule changes. Substantial resources of both [the inspection staff and the
policy staff] are currently employed to oversee the activities of FINRA.”64 Indeed, much more
substantial SEC expenditures are necessary in the future even to oversee effectively the current
SROs under its jurisdiction.65
Further, most investment advisory firms are small businesses with limited resources. 66
The costs of any SRO are borne by the regulated entities and will obviously impact all
investment advisers, including thousands of small advisory firms. The SEC staff report notes
that these costs will be substantial. Ultimately, those costs may be passed on to investors. If
pricing resistance is such that all of the costs cannot be passed on, they will have a significant
impact on job retention and creation in these small businesses -- in which human resources
account for the vast portion of the cost structure.
The IAA believes that it would be more cost effective to use the industry‟s funds that
would be spent on an SRO to bolster the SEC‟s oversight efforts, for example through the user
fees option discussed in the 914 Report.67 Because user fees likely are a less expensive option
64

914 Report, supra note 23, at 30.

65

BCG Report, supra note 52, at 39-41.

66

Evolution/Revolution 2011, supra note 19, at 2 (stating that half (49.8%) of all federally registered advisers have
fewer than 5 non-clerical employees and more than 90% of all federally registered investment adviser firms have
fewer than 50 non-clerical employees).
67

See IAA Section 914 Letter, supra note 3; AICPA 914 Letter, supra note 50.
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than an SRO, they will have a less severe effect on small businesses and the costs passed on to
investors.

3. The SRO Model is Not Effective or Efficient.
We also submit that the effectiveness of the SRO model has not been demonstrated.68
When SROs have pursued major cases or sought fundamental changes, they typically have been
following investigations by others (e.g., SEC, state attorneys general, media reports, etc.). As the
914 Report noted, major financial jurisdictions outside the U.S. do not rely on SROs for
advisers.69 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.70 For
these and other reasons, the idea of establishing one or more SROs for investment advisers has
been raised and rejected a number of times over the past 45 years.71

Most recently, in a study required by Section 967 of the Dodd-Frank Act, the Boston
Consulting Group found numerous problems in the SEC‟s relationship with SROs including
inadequate oversight of the SROs and a lack of standards to measure SRO effectiveness.72 The
68

See, e.g., Letter from Mari-Anne Pisarri, Pickard & Djinis LLP, to Elizabeth M. Murphy, Secretary, SEC (Jan. 12,
2011) (“Pickard and Djinis 914 Letter”) available at:
http://sec.gov/comments/df-title-ix/enhancing-ia-examinations/enhancingiaexaminations-36.pdf. During the DoddFrank Act debates, some called for the MSRB to be merged into the SEC due to its ineffectiveness. See Andrew
Ackerman, MSRB Won’t Amend Rule G-37, Bond Buyer, April 7, 2009 (noting that in testimony before the Senate
Banking Committee, former SEC chairman Arthur Levitt said “that self regulation through the MSRB does not work
and that it should be folded into the SEC.”); see also Legislative Proposals to Improve the Efficiency and Oversight
of Municipal Finance, Hearing Before the H. Comm. On Fin. Servs., 111th Cong. (May 21, 2009) (statement of
Keith D. Curry, Past Pres., Nat‟l Ass‟n of Indep. Pub. Fin. Advisors); Enhancing Investor Protection and the
Regulation of Securities Markets; Hearing Before the S. Comm. On Banking, Housing & Urban Affairs, 111th
Cong. 7 (Mar. 10, 2009) (statement of Thomas Doe, founder and CEO of Municipal Market Advisors) (“End the
MSRB as an SRO”).
69

914 Report, supra note 23, at 32 (citing AIMA 914 Letter). See also IAA Section 914 Letter, supra note 3, at 2.
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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.” 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).
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914 Report, supra note 23, at 29.
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Boston Consulting Group found that “[g]iven the role of SROs in the regulatory framework, it is
vital that the SEC develop both a clear set of standards for how SROs are to regulate and a
means for assessing whether SROs are complying with those standards… To strengthen its
oversight of SROs, however, there are additional actions that can be taken; each will strengthen
the SEC‟s oversight of SROs:

-

Enhance SRO disclosures regarding their regulatory operations

-

Institute metrics to monitor SROs and minimum standards for their regulatory activities

-

Enhance FINRA oversight.”73

The BCG Report observed that SROs are not accountable to the SEC and that the agency and
SROs are not coordinating effectively.74 The report noted that were the SEC to be funded
adequately, rather than expanding the role of SROs, “there are strong arguments and global
precedents to consolidate more regulatory activities from SROs into the national regulator. This
will reduce real and/or perceived conflicts of interest that SROs may have, ensure greater control
and visibility into market information for the SEC, and clarify the governance of securities
regulation.”75

In addition, the SEC has not been able to fully leverage and oversee SROs due to certain
legal issues. For example, FINRA has been reluctant to share examination and other information
with the SEC, asserting that under the “state actor” doctrine, such sharing could cause FINRA to
be deemed a government actor for various purposes, including the constitutional rights of
defendants in enforcement actions. Further, the SEC‟s ability to review SRO rules is limited in
scope to assessing consistency with the Exchange Act.76
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Id. at 134.
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Id. at 65-67, 237-238 (“Given the important role SROs play in the governance of securities markets today, it is
critical that the SEC maintain a robust level of oversight over their regulatory operations.”).
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Id. at 150.
Id. at 65.
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4. The SEC is in the Best Position to Regulate Advisers.

We believe that the SEC has the necessary expertise and experience to continue to be the
primary regulator of the investment advisory profession. For decades, the SEC has dealt
extensively with disclosure requirements and the Advisers Act fiduciary standard – the bedrock
principles underlying investment adviser regulation. Given the great diversity among advisory
firms – from small financial planners to private fund advisers using complex investment
strategies to global asset managers with operations worldwide – expertise and experience
regarding the investment adviser industry and regulation is critical in regulating and overseeing
the profession.

No other organization has expertise in investment adviser regulation and oversight. As
SEC Commissioner Aguilar has indicated, the SEC 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.”77
Moreover, the SEC, as a single, governmental regulator – operating without confusion of
overlapping regulation, regulators and “stovepipes” – is directly accountable to Congress and the
public.

5. An SRO Would Result in Unnecessary Duplication of Regulations.

The current regulatory framework for investment advisers is robust and protects
investors. There is no evidence that a second layer of regulation imposed by an SRO is needed.
Investment advisers are comprehensively regulated through the rules and requirements
promulgated by the SEC and are subject to inspections and oversight by the agency. As
77

SEC’s Oversight of the Adviser Industry Bolsters Investor Protection, by Comm‟n Luis A. Aguilar, SEC (May 7,
2009), available at http://sec.gov/news/speech/2009/spch050709Iaa.htm; see also IAA Section 914 Letter, supra
note 3.
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discussed above, the overarching fiduciary duty requires investment advisers to act in their
clients‟ best interest and disclose all material facts and conflicts of interest.

In addition, all SEC-registered investment advisers are required to submit a very detailed
registration (Form ADV, Part 1) and update it at least annually and promptly for material
changes.78 Advisers are also required to provide clients with a brochure and brochure
supplement (Form ADV, Part 2). The brochures are filed with the SEC and are publicly
available. The brochure and brochure supplement provide extensive information regarding each
investment adviser.79 Advisers are required to disclose detailed information about their firms,
including: the educational and business background of each person who determines provides
advice to clients; the adviser‟s basic fee schedule (including how fees are charged and whether
such fees are negotiable); types of investments and methods of securities analysis used; how the
adviser reviews client accounts; the adviser‟s other business activities; material financial
arrangements the adviser has with a wide variety of entities; certain referral arrangements; and
numerous other disclosures that describe activities that may pose potential conflicts of interest
with the adviser‟s clients, including specific disclosures relating to trading and brokerage
practices. Form ADV, Part 2 requires advisers to prepare a plain English brochure and brochure
supplement explaining many of these disclosures in a narrative format.80 In addition, the SEC
will soon require advisers to private funds to disclose extensive information about their holdings,
counterparty exposures, and leverage on the new Form PF.

Investment advisers also are subject to a variety of requirements relating to insider
trading, proxy voting, books and records, custody, privacy, best execution, business continuity,
advertising, and referral arrangements.81 Importantly, the assets managed by investment advisers
78

See Investment Advisers Act of 1940 § 203, 15 U.S.C. § 80b-3; Rules and Regulations, Investment Advisers Act
of 1940, 17 C.F.R. § 275.203–1 (2010).
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See Investment Adviser Public Disclosure Web Site: www.adviserinfo.sec.gov.
See Amendments to Form ADV, Investment Advisers Rel. No. IA-3060 (July 28, 2010).
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See, e.g., Rules and Regulations, Investment Advisers Act of 1940, 17 C.F.R. §§ 275.204-1, 275.204-2,
275.206(4)-1, 275.206(4)-2, 275.206(4)-3, 275.206(4)-6, 275.206(4)-7 (2010), Regulation S-P, 17 C.F.R. § 248.1 et.
seq.
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must be held at registered broker-dealers or banks. Investment advisers must adopt written codes
of ethics, which must set forth standards of conduct expected of advisory personnel and address
conflicts that arise from personal trading by advisory personnel.82 Advisers also must adopt and
implement written policies and procedures reasonably designed to prevent violations of the
Advisers Act, review the policies and procedures at least annually to determine the adequacy and
effectiveness of their implementation, and designate a chief compliance officer responsible for
administering the policies and procedures.83 Under these rules, advisers have the flexibility to
tailor their policies and procedures to the nature of their business and clientele.

This regulatory framework is appropriate to the nature, scope, and risks of the investment
advisory business. No additional layer of regulation is warranted. Further, the SRO-style
command-and-control requirements that seek to impose a one-size-fits-all solution for various
legal and regulatory issues do not lend themselves to this widely divergent community of
advisers.84
6. The IAA Opposes Designation of FINRA as an SRO for Advisers.
We particularly oppose extending FINRA‟s jurisdiction to investment advisers. FINRA –
a self-described “non-governmental regulator” with 3,000 employees and an annual budget of
almost $1 billion – was designed and developed to oversee broker-dealer activity.85 Nonetheless,
it has repeatedly indicated its desire to exercise oversight and regulation of investment advisers.86
The IAA strongly opposes extending FINRA‟s jurisdiction to investment advisers due its lack of
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17 C.F.R. § 275.204A-1 (2010).
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17 C.F.R. § 275.206(4)-7 (2010).
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See, e.g., ICI 914 Letter, supra note 60, at 2; IAA 914 Letter, supra note 3; AICPA 914 Letter, supra note 50.
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See FINRA, 2010 Year in Review and Annual Financial Report (June 2011) available at:
http://www.finra.org/web/groups/corporate/@corp/@about/@ar/documents/corporate/p123836.pdf (“FINRA 2010
Report”).
86

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).
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adviser expertise, lack of accountability, lack of transparency, excessive costs,87 and
questionable track record.88

Further, designation of FINRA as the adviser SRO would raise conflicts of interest with
potential adverse competitive implications for advisers.89 As noted above, brokers are the “sell
side” of the securities industry, while advisers are the “buy side.” The potential for conflict is
demonstrated by FINRA‟s explicit advocacy of extending the broker-dealer regulatory
framework to advisers.90 Conflicts may arise in that broker-dealers engage in arms-length
transactions with investment advisers in various capacities, including as service providers,
counterparties, market makers, and syndicators and underwriters. An association representing

87

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 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”). As disclosed in FINRA‟s 2010 Annual Report, salary and bonuses for FINRA‟s top executives average
$1,057,787. See FINRA 2010 Annual Report, supra note 85.
88

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/financial-oversight/erfra-20100223-2.html. See also FINRA Report of the 2009 Special Review Committee on FINRA‟s Examination
Program in Light of the Stanford and Madoff Schemes (Sept. 2009) 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); SRO Regulation in the Dodd-Frank Era, by Stewart D. Aaron,
Elissa J. Preheim, and William Miller, Arnold & Porter LLP, published in Law360 (April 11, 2011) (“public
perceptions about the effectiveness of self-regulation were not helped by events such as FINRA‟s failure to detect
Lehman Brothers‟ controversial Repo 105 accounting, or FINRA declaration of Bear Stearns‟ capital adequacy on
the very day Bear Stearns collapsed”); Pickard & Djinis 914 Letter, supra note 68 (“there is no question that the
NASD/FINRA had both the authority and the responsibility to investigate Madoff‟s fraudulent conduct”).
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Alleged Stanford Financial Group Fraud: Regulatory and Oversight Concerns and the Need for Reform, Hearing
Before the S. Comm. on Banking, Housing and Urban Affairs 111th Cong. (August 17, 2009) (statement of Prof.
Onnig H. Dombalagian, Tulane University) (“[t]he conflicts of interest between the brokerage industry and the
investment advisory industry… are too great for FINRA to exercise a meaningful role in the oversight of investment
advisers”).
90

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 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).
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private fund advisers has observed that these competing relationships “would present challenges
to an SRO responsible for overseeing these types of firms fairly and equitably.”91
FINRA‟s lack of accountability makes it particularly ill-suited to extend its reach to
investment advisers. The BCG Report repeatedly stated that SROs are not accountable to the
SEC and that the agency and SROs were not coordinating effectively.92 In this regard, it stated
that FINRA “merits particular attention given its size and scope.” For example, the report
observes that “FINRA conducts extensive risk assessment activities in support of its
examinations,” but does not share its analysis with the SEC.93
Similarly, the recent U.S. Chamber of Commerce report entitled “U.S. Capital Markets
Competitiveness: The Unfinished Agenda,” released on July 19, 2011, focused on the lack of
accountability by certain nongovernmental policymakers with significant and growing influence,
most notably including FINRA:
“Despite their tremendous influence over the workings of the capital markets, these
organizations are generally subject to few or none of the traditional checks and balances
that constrain government agencies. This means they are devoid of or substantially lack
critical elements of governance and operational transparency, substantive and procedural
standards for decision making, and meaningful due process mechanisms that allow
market participants to object to their determinations.”94

The U.S. Chamber of Commerce report observes that these organizations are not bound
by the congressional appropriations process or other comparable checks on their power.
According to the report, FINRA‟s members no longer have a meaningful role in establishing its
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MFA 914 Letter, supra note 50, at 10.
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BCG Report, supra note 52, at 65-67, 237-238.
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Id. at 67.

94

Chamber of Commerce Report, supra note 53, at 5.
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policies and priorities, and the organization is not moving toward greater transparency and
accountability. The report states that “[t]ransparency into FINRA‟s governance, compensation,
and budgeting practices is extremely limited and superficial. Furthermore, FINRA is not subject
to the Freedom of Information Act or the APA, nor is it required to conduct a cost-benefit
analysis when it engages in rulemaking or exercises its policy-making functions.”95 Unlike the
SEC, FINRA is not subject to the Government in the Sunshine Act and its board of directors
does not hold open meetings. On the other hand, FINRA claims that it is a governmental or
quasi-governmental regulator when it suits its interests, such as claiming sovereign immunity
when sued. Similarly, FINRA is not accountable to any entity with respect to its budget –
neither to Congress nor to the SEC.
These shortcomings reflect that FINRA‟s organizational structure is, in some respects,
the worst of both worlds: it is not fully accountable to the members that fund it, nor is it
accountable to Congress or the public as a government entity.

V.

The IAA Opposes Discussion Draft Legislation That Would Require Advisers to be
Members of an SRO.
For the reasons discussed above, we oppose the draft legislation circulated last week that

would require both federally- and state-registered investment advisers to be members of a
registered national investment adviser association – i.e. an SRO. Regulation and oversight of
investment advisers should not be outsourced to an quasi-government entity that is not
accountable to Congress or the public, and is not subject to requirements related to the
Administrative Procedures Act, the public records laws, due process, the Freedom of Information
Act, the requirement to conduct cost-benefit analysis, and other critical protections.

Further, there is simply no compelling reason to outsource oversight of investment
advisers to either a new or any existing entity that has no expertise with the investment adviser
industry or its regulatory framework. We believe that the SEC is the most efficient and effective
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Id. at 23.
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regulator of SEC-registered investment advisers. Where resources are an issue, our members are
prepared to provide the SEC with resources specifically designated to investment adviser
oversight.

We are not aware of any analysis or empirical data demonstrating the need for this
legislation or that the costs of the legislation would outweigh the benefits. This draft legislation
would disproportionately target thousands of small businesses that serve small and mid-size
investors with the costs and burdens of a duplicative and unnecessary layer of regulation and
bureaucracy. The substantial costs of this over-regulation on these small businesses will
adversely impact job creation, and, if the costs are passed on to investors, negatively affect
retirement savings and investment.
We also believe that the draft legislation‟s disparate treatment of investment advisers
with different types of clientele would lead to inconsistent standards for advisers engaging in the
same types of activities. Indeed, the draft legislation could result in regulatory arbitrage as firms
restructure their businesses and/or dismiss retail and small business clients to avoid SRO overregulation. And, as noted above, the SEC is facing challenges in overseeing the SROs already
under its purview. These challenges would be magnified not only by the extension of SRO
jurisdiction to SEC-registered advisers but also to the thousands of state-registered advisers
which the SEC does not regulate.96 As a result, this proposal likely would not address the SEC
resource concerns underlying the issues Congress raised for consideration in the 914 Report.97
Indeed, the draft legislation may result in a double layer of expenditures – investment advisers
would be required to pay substantial fees to an SRO for regulation and the SEC would have to
re-allocate substantial funds to take on extensive additional oversight responsibilities for the
SRO, as contemplated by numerous provisions of the draft legislation.
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See 914 Report, supra note 23, at 34 (“it would be difficult for the Commission to oversee an SRO that enforced
different state regulatory requirements”).
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Indeed, NASAA estimates that after investment advisers with less than $100 million switch to state registration in
early 2012, there will be approximately 19,000 state-registered advisers. See State Securities Regulators Report on
Regulatory Effectiveness and Resources with respect to Broker-dealers and Investment Advisers, submitted in
response to SEC request for comments on Section 913 study (Sept. 24, 2010).
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We would be pleased to provide the Subcommittee with additional information as we
continue to study the recently released discussion draft.

Conclusion
The IAA supports the SEC staff‟s recommendation that it use the authority provided it by
the Dodd-Frank Act to ensure that retail investors are protected by the same fiduciary standard of
care whether they go to an investment adviser or a broker-dealer for investment advice. The
IAA further supports appropriate measures to ensure that the SEC conducts a strong and
effective examination program of investment advisers. We strongly oppose establishment of an
SRO for investment advisers and urge the Subcommittee to instead consider the user fee
approach.

We appreciate the opportunity to share our views with the Subcommittee. We look
forward to working with Congress and the SEC on these important issues.
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July 11, 2011
VIA ELECTRONIC MAIL
Ms. Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re:

Investment Adviser Performance Compensation; SEC Release IA-3198; File
Number S7-17-11

Dear Ms. Murphy:
The Investment Adviser Association1 appreciates the opportunity to comment on the
Commission’s proposal to amend the qualified client standard in rule 205-3 under the Investment
Advisers Act of 1940.2
As required by the Dodd-Frank Wall Street Reform and Consumer Protection Act
(“Dodd-Frank Act”) amendments to section 205(e) of the Advisers Act, the Proposal would
amend the assets-under-management and net worth thresholds to reflect the effects of inflation
on the current thresholds, which were last adjusted in 1998. The Commission calculated the
revised thresholds using the Personal Consumption Expenditures Chain-Type Price Index (“PCE
Index”). In addition, the Proposal, in accordance with Dodd-Frank amendments to section
205(e), would provide for five-year adjustments to the thresholds using the same PCE Index. The
Commission also noted that it anticipates delegating to its staff the authority to issue the fiveyear inflation adjustments. We support these proposed changes.
We also support the proposed transition rule, which would grandfather existing
performance fee arrangements that were permissible at the time the contract was entered into.
Such a rule is necessary to avoid interference with current client relationships, and minimize
disruption to the contracts governing these relationships.

1

The Investment Adviser Association 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 more than 500 firms that collectively
manage in excess of $10 trillion for a wide variety of individual and institutional investors, including pension plans,
trusts, investment companies, private funds, endowments, foundations, and corporations. For more information,
please visit our web site: www.investmentadviser.org.
2

Investment Adviser Performance Compensation, SEC Rel. IA-3198 (May 10, 2011) (the “Proposal”), available at
http://www.sec.gov/rules/proposed/2011/ia-3198.pdf.
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In addition, we request that the Commission provide transition relief in the context of its
definition of “investment adviser representative” under rule 203A-3 under the Advisers Act.3
Rule 203A-3 provides that the term “investment adviser representative” of an investment adviser
means a supervised person of the investment adviser (i) who has more than five clients who are
natural persons (other than excepted persons described in paragraph (a)(3)(i) of this section); and
(ii) more than ten percent of whose clients are natural persons (other than excepted persons
described in paragraph (a)(3)(i) of this section). For purposes of this section, “excepted person”
means a natural person who is a qualified client as described in rule 205-3(d)(1). Therefore, the
adjustment of the thresholds in rule 205-3 will also affect the classification of investment adviser
representatives under rule 203A-3. We submit that the Commission should provide similar
transition relief under rule 203A-3 that would grandfather existing clients who currently qualify
as “excepted persons.” In the alternative, we request that the Commission delay the effective
date of the application of the new thresholds in the context of rule 203A-3 to allow investment
advisers to determine whether their clients continue to qualify as “excepted persons,” and, if
necessary, to prepare for and pass state qualification requirements.4
We appreciate the Commission’s consideration of our comments. Please feel free to
contact me if we may provide additional information concerning these or other issues.
Sincerely,
-s- Kathy D. Ireland
Kathy D. Ireland
Associate General Counsel

cc:

The Honorable Mary L. Schapiro, Chairman
The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner
The Honorable Troy A. Paredes, Commissioner
Eileen Rominger, Director, Division of Investment Management
Robert Plaze, Deputy Director, Division of Investment Management
C. Hunter Jones, Assistant Director, Division of Investment Management

3

This term is used primarily in the context of state licensing of certain personnel of federally registered investment
advisers, and is also embedded in Form ADV, Part 1 (see, e.g., Glossary (Investment Adviser Representative and
High Net Worth Individual), Item 5).
4

We note that the Commission included a similar delay in 1998, when the thresholds were last amended.
Exemption for Investment Advisers Operating in Multiple States; Revisions to Rules Implementing Amendments to
the Investment Advisers Act of 1940; Investment Advisers with Principal Offices and Places of Business in
Colorado or Iowa, SEC Rel. IA-1733 (July 20, 1998), available at http://www.sec.gov/rules/final/ia-1733.htm.

Summary of Remarks of Alison E. Baur, Deputy General Counsel
Franklin Templeton Investments, San Mateo, California
Delivered on Behalf of the Investment Adviser Association, Washington, D.C.
Roundtable on Proposed Amendments to Regulation 4.5 and Proposed Rescission of Regulations 4.13(a)(3) and (a)(4) of the Commodity Futures Trading Commission
July 6, 2011
Good morning, I am Alison Baur, Deputy General Counsel of Franklin Templeton Investments.1 Thank you for the opportunity to participate in the Roundtable and to present the
views of the Investment Adviser Association (“IAA”) regarding the proposed amendments to
Regulation 4.5 and the proposed rescission of CFTC Regulations 4.13(a)(3) and (a)(4).2 The
IAA represents the interests of SEC-registered investment adviser firms. As you know, IAA
members that advise pools exempt under Regulations 4.5, 4.13(a)(3) and (a)(4) are already subject to the full panoply of SEC regulation and oversight. We strongly support effective and appropriate regulation of investment advisers designed to protect investors. However, we believe
that duplicative regulation by the CFTC over activities that are already extensively regulated by
the SEC is unnecessary, costly and burdensome and does not further investor interests. While
we recognize that the CFTC is concerned that it does not have sufficient data regarding commodity pools and that it would like to enhance its information regarding such vehicles, we believe
that the CFTC’s proposals are not needed to achieve these goals, and that these objectives can be
accomplished through an enhanced regulatory reporting approach.
Investment advisers registered with the SEC are subject to comprehensive regulation, including rules that cover reporting, disclosure, custody, effective compliance programs, codes of
ethics, advertising, and books and records. Such advisers are required to provide extensive information to the public, to clients, and to the SEC regarding the adviser’s business, clients, trading strategies, fees, services, conflicts of interest, and disciplinary history. In addition, SEC registered advisers will very soon be required to provide substantial detailed information about the
private funds they manage on Form ADV, which is available to the public. Advisers also will be
1

Franklin Resources, Inc. [NYSE:BEN] is a global investment management organization operating as Franklin
Templeton Investments. Franklin Templeton Investments provides global and domestic investment management
solutions managed by its Franklin, Templeton, Mutual Series, Fiduciary Trust, Darby and Bissett investment teams.
The San Mateo, CA-based company has more than 60 years of investment experience and over $735 billion in assets
under management as of May 31, 2011. For more information, please visit franklintempleton.com.
2

The IAA is a not-for-profit association that represents the interests of investment adviser firms registered with the
Securities and Exchange Commission (“SEC”). Founded in 1937, the IAA’s membership consists of more than 500
firms that collectively manage in excess of $10 trillion for a wide variety of individual and institutional investors,
including pension plans, trusts, investment companies, private funds, endowments, foundations, and corporations.
For more information, please visit our web site: www.investmentadviser.org.

required to provide information that the CFTC seeks on Form PF, which we understand the SEC
intends to share with the CFTC.
Further, under the current regulatory framework, the operators and advisers of funds that
trade commodity interests are subject to antifraud provisions under the securities laws as well as
the antifraud proscription in Section 4o of the Commodity Exchange Act (“CEA”). The operators, advisers and funds themselves are subject to the proscription on manipulation in Section 9
of the CEA, as well as the large trader reporting and position limit regulations applicable to all
traders in the market. When the CFTC adopts the regulations necessary to implement the DoddFrank Wall Street Reform and Consumer Protection Act (“Dodd-Frank”), the swap activities of
the funds and their operators and advisers will also be subject to the new regulatory framework,
which will include (i) extensive reporting requirements for each swap transaction; (ii) new quarterly and annual reporting requirements to regulators on Form PF; (iii) margin requirements imposed by clearing organizations and trading facilities for cleared swaps; and (iv) requirements
that swap dealers and major swap participants collect margin on uncleared swaps from counterparties. Finally, the CFTC already knows the entities being operated in accordance with the regulations proposed to be repealed through the exemption notice system administered by National
Futures Association (“NFA”), which the CFTC has proposed to enhance.
Therefore, we firmly believe that the existing framework for pools operated in accordance with CFTC exemptions, in combination with the new requirements of Dodd-Frank, will
provide the CFTC with the tools necessary to police the commodity interest markets, detect fraud
and deter manipulation, all goals that the IAA strongly supports. To the extent that the CFTC
believes it needs additional information to enable it to understand and manage systemic risk, we
believe that this can be accomplished through enhanced reporting obligations. Under this approach, SEC-registered operators of commodity pools would be required to provide robust data
reporting to the CFTC, but regulation governing relations with investors, such as that concerning
disclosure, custody, and advertising, would be handled under the current comprehensive and extensive regulatory regime overseen by the SEC. We believe that this approach would address the
CFTC’s concerns and would avoid redundant and conflicting regulations.3
If the CFTC nevertheless determines to rescind Regulation 4.13(a)(3) and (4), the CFTC
should exempt SEC-registered advisers that provide advice on commodity interests to private
funds for bona fide hedging or for risk management purposes. Such an exemption would be consistent with the CFTC’s proposals to amend Regulation 4.5 as well as Dodd-Frank’s criteria for
classifying a person as a major swap participant, for example. Further, the CFTC should consider a de minimis standard for private funds, with potentially separate thresholds for different types
of instruments, such as futures and swaps. To the extent a de minimis standard would be based
upon the level of swap margin requirements, these requirements have yet to be finalized, which
argues for deferring any changes to Regulation 4.13 (a)(3) and (a)(4). These steps would ensure

3

This approach is also consistent with the “exempt reporting adviser” rules that the SEC is implementing pursuant
to the Dodd-Frank Act. Such advisers are exempt from SEC substantive regulation, but required to submit much of
the same information as registered advisers to “meaningfully identify significant risks to an exempt reporting adviser’s clients, investors, or other market participants.” SEC Rel. No. IA-3221 (June 22, 2011) at 47.
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that the CFTC focuses more appropriately on pools of most interest from a systemic risk perspective.
Further, if the CFTC proceeds with its proposal, it should (1) provide an exception for
operators of funds-of-funds; (2) provide an exception for operators of funds with limited or no
participation by U.S. investors, and (3) make clear who must register as a commodity pool operator (“CPO”) (for a pool formed as a corporation or similar entity, the investment adviser is the
most logical person). If the CFTC determines to require regulation in addition to reporting, it
should work with the SEC to harmonize requirements for disclosure and reporting to investors,
such as whether past performance of other pools will be required, which may violate FINRA
rules for funds distributed by broker-dealers.
With respect to the proposed amendments to Regulation 4.5, the IAA did not submit separate written comments but supported the comments submitted by the Investment Company Institute. I would like to highlight a few additional points specific to this issue.
Consistent with my discussion relating to the robust regulatory regime for SEC-registered
advisers to private funds, registered investment companies (“RICs”) are also subject to comprehensive regulation by the SEC. Under the Investment Company Act of 1940, RICs (i) must provide extensive and detailed disclosure about their activities; (ii) are limited in their use of leverage; (iii) are subject to public reporting regarding their holdings and other activities; (iv) must
follow rules related to promoting diversification and limiting concentration; and (v) are required
to have a comprehensive compliance program. In addition, the Dodd-Frank requirements discussed above will provide more detailed information relating to a RIC’s swap activities. While
additional reporting of a RIC’s activities may be desirable for the CFTC to enhance its ability to
monitor systemic risk, the current regulatory regime under the Investment Company Act already
provides comprehensive investor protection standards. Additional substantive regulation by the
CFTC of a RIC’s activities would be burdensome, disruptive and counter-productive to the aim
of protecting investors. Accordingly, while we support the CFTC’s objective of effective regulatory monitoring, we believe that these goals can be met through enhanced reporting and would
not be met by a duplicative and inconsistent regulatory regime.
You will hear from many other participants today regarding additional reasons why it
would be ill-advised to proceed with the proposed amendments to Rule 4.5 and various related
considerations. Accordingly, I will take this opportunity to note other concerns with proposed
CFTC rules relating to real-time public reporting of swap trades, including non-deliverable currency forwards, and requirements to obtain multiple broker quotes before swap trades can be executed, as having the potential to compromise sensitive trading data, thereby having the unintended consequence of impacting the efficiency and liquidity of these markets.
We urge the CFTC to allow the new Dodd-Frank rules to take effect and review the new
information and reporting that the CFTC will receive under the new rules, which we believe
would address the CFTC’s regulatory monitoring concerns.
I would be pleased to answer any questions you may have regarding my remarks, the
IAA’s comments, or the effect of the proposals on SEC-registered investment advisers.
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June 23, 2011
Via Electronic Filing
Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1090
Re:

Short Sale Reporting Study Required by Dodd-Frank Act Section
417(a)(2), Rel. No. 34-64383; File No. 4-627

Dear Ms. Murphy:
The Investment Adviser Association (IAA)1 appreciates the opportunity to comment
on the Commission’s request for public comment on behalf of its Division of Risk, Strategy
and Financial Innovation (Division) with respect to studies required by the Dodd-Frank Wall
Street Reform and Consumer Protection Act (Dodd-Frank Act). Specifically, section
417(a)(2) of the Dodd-Frank Act requires the Division to conduct studies of the feasibility,
benefits, and costs of requiring short sale position reporting in real time and the prospect of
conducting a voluntary pilot program in which public companies could agree to have sales of
their shares marked and reported in real time.2 Through the Study Release, the Division is
seeking comment on both the existing uses of short selling in securities markets and the
adequacy or inadequacy of currently available information regarding short sales as well as on
the likely effect of possible future reporting regimes on the securities markets, including their
feasibility, benefits and costs. In this letter, we provide comments only with respect to the
short sale position reporting and do not provide comments on transaction reporting in which
transaction marks would be added.
We support the Division’s approach to assessing carefully the effect of short sales on
the securities markets and the potential impact on short selling of imposing additional
reporting requirements. We recognize that short selling was perceived by some as
contributing to the rapid decrease in prices in certain stocks during the financial crisis of 2008
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

Short Sale Reporting Study Required by Dodd-Frank Act Section 417(a)(2), Release No. 34-64383 (May 3,
2011) (Study Release).
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and the overall volatility in the securities markets. We, therefore, have supported efforts by
the Commission and regulators around the world to ban abusive short selling that could lead
to the destabilization of the financial markets.3
We submit, however, that short selling has many benefits, including hedging risk
which is one of the primary reasons many of our members engage in short selling on behalf of
their clients. Short sales may be hedges of holdings, cross-hedges or the byproducts of other
strategies that seek only to isolate the specific risk being taken. Our members also may use
short selling as a tool to implement a particular investment idea. Moreover, short selling is
considered to improve market liquidity and aid price discovery.4 Short selling improves
market liquidity by multiplying the number of sellers in the market; short selling can increase
market efficiency by increasing trading volumes and reducing transaction costs by decreasing
bid/offer spreads. Short selling also aids price discovery by allowing information to be fully
reflected in the price of the security being sold short. Given the benefits of short selling, we
urge the Commission to avoid disincentives to short selling by requiring disclosure only to
regulators and only of information that is essential to prevent abusive practices and to exercise
proper oversight of the securities markets.
Benefits of Short Position Reporting Do Not Outweigh the Costs
The Division requests comments on the benefits and costs of short position reporting
by all investors, intermediaries, and market participants. The Commission has previously
analyzed whether information about short sale positions from institutional managers should be
required, and we respectfully submit that we are aware of no data or facts that would change
the conclusion that the benefits do not outweigh the costs.
During the midst of the financial crisis in 2008, the Commission deemed it necessary
to require reporting of information about short positions to monitor for manipulative short
selling practices in light of the unprecedented fluctuation of securities prices, particularly
affecting the financial services sector. At that time, the Commission adopted emergency
orders and adopted an interim final temporary rule requiring certain institutional investment
managers to file information on Form SH concerning their short sales and short positions.
The Commission had made the rule temporary so that it could “evaluate whether the benefits
3

See e.g., Letter to Florence E. Harmon, Acting Secretary, U.S. Securities and Exchange Commission, from
Jennifer S. Choi, IAA, dated December 11, 2008 (Amendments to Regulation SHO, Rel. No. 34-58773; File No.
S7-30-08); Letter to Stephen Sie and Don Groves, Market Monitoring, UK Financial Services Authority, from
Jennifer S. Choi, IAA, dated May 5, 2009; Letter to Mr. Carlo Comporti Secretary General, Committee of
European Securities Regulators, from Jennifer S. Choi, IAA, dated Sept. 29, 2009.
4

See Technical Committee of the International Organization of Securities Commissions, Consultation Report on
Regulation of Short Selling (March 2009); Short Sales, Release No. 34-48709 (Nov. 6, 2003); Merritt B. Fox et
al., Short Selling and the News: A Preliminary Report on an Empirical Study, 54 N.Y.L. SCH. L. REV. 645, 646
(2009/10), available at http://www.nyls.edu/user_files/1/3/4/17/49/1000/Fox%20et%20al%2054.3.pdf; Paul
Lynch, Senior Managing Director, State Street Securities Finance, Statement before the Securities and Exchange
Commission, Securities Lending and Short Sale Roundtable, Panel 1: Controls on “Naked” Short Selling:
Examination of Pre-Borrow and Hard Locate Requirements (Sept. 30, 2009), available at
http://sec.gov/comments/4-590/4590-33.pdf.

2

from the data justified the costs associated with the rule.” In permitting the interim final
temporary rule, Rule 10a-3T (and Form SH), to expire in 2009, the Commission presumably
made the determination that the benefits did not, in fact, outweigh the costs. We applaud the
Commission for not adopting permanently a requirement on investment managers that did not
have quantifiable benefits to the markets or to the regulators.
Given that the Commission has just undertaken this analysis and determination
recently, we believe the Division should not recommend any further position reporting by
institutional managers. Moreover, section 929X of the Dodd-Frank Act requires the
Commission to adopt rules providing for public disclosure of the aggregate amount of the
number of short sales of each security on a periodic basis rather than requiring public
disclosure of individualized short sale information by institutional managers.
If the Division, however, goes further than the requirements of the Dodd-Frank Act
and decides that individual reporting of short sale position by institutional managers is
necessary, we believe that the additional issues discussed below must be fully considered in
developing any reporting regime.
Frequency of Filing
In the Study Release, the Division asks whether real time reporting would be
beneficial. We strongly believe that real time reporting of short positions by institutional
managers would place a significant burden on these managers without any quantifiable
benefit. In fact, the burden imposed by real time reporting may deter institutional managers
and others from non-abusive short selling and fully implementing their desired investment
strategies.
Moreover, as an ongoing requirement, we are of the view that weekly filings as
required by Form SH are too frequent. During the unusual and unique circumstances of the
financial crisis, we appreciate that frequent reporting may have been necessary for the
Commission to monitor possible manipulations of the markets. During normal market
conditions, however, such a frequent filing requirement is not critical and is onerous for
institutional investment managers. We believe it would be more reasonable to require a
quarterly filing in connection with Schedule 13F.
Short Sale Positions Should Only be Reported to the Commission
The Division requests comment in the Study Release about the feasibility, benefits and
costs of reporting only to the regulators. If the Division determines to recommend reporting
of short sale positions, it should limit the requirement to reporting to the Commission and not
require public disclosure. Reporting of short positions to the public will have detrimental
effects for investment managers required to report, as well as their clients, and such reporting
is not necessary for the proper functioning of the securities markets.
Public disclosure would substantially harm investment managers by potentially
exposing their investment strategy to those who hope to misappropriate the intellectual
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property of investment managers without having to pay for developing an investment strategy.
Moreover, real time public reporting would further exacerbate this harm by permitting those
trying to mimic the strategies of institutional managers with greater precision and frequency.
The disclosure also could result in the “herding” effect where short sellers may follow
influential market participants’ decision to sell short and thereby exacerbate a downward price
spiral.
Ultimately, the reduced effectiveness or performance of the investment strategies used
by reporting investment managers would be a cost that is borne by clients of those investment
managers. Absent a clear benefit to the functioning of markets, we believe this would be an
unfortunate and inappropriate result.
To the extent that enhanced transparency of short selling can provide insight into short
sellers’ price movement expectations and can improve pricing efficiency and could help to
detect short selling that is being used to commit market abuse, we believe these benefits can
be obtained from a combination of market participant transactional disclosure to the
Commission with public disclosure by the Commission of the aggregated positions for
individual securities.
Appropriate Threshold for Reporting
The Division asks how the establishment of a significant reporting threshold would
affect the costs and the utility of the short position information. We are of the view that, if the
Division decides to recommend short sale position reporting, it should propose an appropriate
threshold level for reporting to obtain meaningful information. Requiring the filing of small
positions only detracts from more useful information that can be provided to the Commission.
For example, institutional investment managers may be permitted to exclude short positions
that have a fair market value of less than $10,000,000 or constitute less than 2.5% of that class
of the issuer’s outstanding securities.5 Particularly for small and even mid-cap securities, a
lower percentage threshold can be reached easily and would capture relatively insignificant
short positions.
Disaggregation Among Affiliates That Do Not Share Information about Investment
Decisions
For purposes of reporting short sale positions, investment managers in a corporate
group should not be required to aggregate the holdings of control affiliates to determine
whether the affiliates or the holding company would be required to report. We believe that
when investment managers are deemed to share investment discretion only because of control
relationships and affiliates do not share information about investment decisions for business
5

In Form SH, the Commission permitted institutional investment managers to exclude short positions that have a
fair market value of less than $10 million and constitute less than .25% of that class of the issuer’s outstanding
securities. At that time, the IAA expressed our concern that, for small and even mid-cap securities, the .25%
threshold could be reached easily and would capture relatively insignificant short positions and that the $10
million threshold was not as helpful in eliminating smaller positions. We requested that the Commission revise
the exemption to either increase the percentage threshold (e.g., 2.5%) or permit investment managers to exclude
positions for reporting purposes if the positions satisfy either one of the two conditions.
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purposes, short positions of affiliates should not be required to be aggregated to determine
whether there is a reportable short position for the affiliate group for several reasons.
First, mandating affiliated investment managers to aggregate short positions would
force these managers to share information about investment decisions for purposes of
disclosing short positions that they otherwise would not share. Requiring sharing of
information for these purposes is at odds with the information barriers and other policies and
procedures that are typically in place to ensure that affiliates do not have access to any nonpublic information regarding other affiliates.
Second, requiring affiliates to report positions that individually would not be
reportable or requiring the holding company to report the aggregated position would present
at best an inaccurate, and at worst a misleading, picture to regulators and to the market. This
type of reporting also may lead regulators or markets to view the short positions as being
coordinated among affiliates in a group when that is clearly not the case. We believe
aggregating in these situations – where investment decisions or information about investment
decisions are not shared among affiliates – would send confusing and unhelpful information
to regulators and to the market regarding short sales.
For these reasons, we believe investment managers with the same parent company
should not have to aggregate short positions if they do not share information about investment
decisions. Similarly, a subsidiary and a parent should not be required to aggregate holdings if
they do not share information about investment decisions.
*

*

*

*

*

The IAA appreciates that the Division is seeking input on its study on requiring
reporting of short sale information. We believe that the Division should only recommend
reporting requirements if the information will provide useful information to the Commission
that outweigh the significant costs to market participants and their clients. Data during the
financial crisis have already shown that this information is not of critical importance to the
Commission or the securities markets. Moreover, the Commission already has made the
determination that the benefits of the disclosure did not outweigh the costs when the interim
final temporary rule was being evaluated for permanent adoption. We urge the Division not
to recommend reporting now merely for the sake of reporting but only if the information to be
gathered is critical to the regulatory program or to the proper functioning of markets. 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
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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
Craig M. Lewis, Director
Amy Edwards, Assistant Director
Division of Risk, Strategy and Financial Innovation
Eileen Rominger, Director
Division of Investment Management
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June 15, 2011
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:

Fee Disclosure Applicability Dates

Ladies and Gentlemen:
The Investment Adviser Association1 appreciates the opportunity to provide comments
concerning the proposed extension of the applicability dates for regulations governing the
disclosure of fee information to plan fiduciaries and participants. We support the extension of
the applicability dates, but urge the Department to provide further extensions, in light of the
delay in issuing the final regulation under section 408(b)(2).
Substantive Issues
The Department’s interim final rule under Section 408(b)(2), published in July 2010,
raised a number of issues that have not yet been resolved. First, as noted in its announcement of
its intention to extend the effective date of the rule from July 16, 2011 to January 1, 2012, the
Department is contemplating adding a requirement that service providers include a summary
document to the required disclosures. As noted in our August 30, 2010 comment letter, we are
concerned that the development and implementation of a summary document requirement would
be difficult, because of the variety of arrangements to which it would apply. Furthermore, we
requested that the summary document requirement not apply to defined benefit plans, given the
relatively simple structure of the compensation arrangements applicable to such plans.2
Not only would the preparation of a new summary document take time, but also, even if
service providers were able to anticipate in advance the exact specifications for this summary,
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

We also note that if the Department includes the summary document requirement in the final regulation, service
providers, plan fiduciaries and other interested parties will not have had an opportunity to comment on the specific
requirements. Interested parties should be provided an opportunity to comment on these requirements before they
are finalized, but, barring such opportunity, should be provided sufficient time to review the requirements and
request and receive any necessary DOL guidance before they take effect.

1050 17th Street N.W. · Suite 725 · Washington, DC 20036-5514 · (202) 293-4222 ph · (202) 293-4223 fx
www.investmentadviser.org

the content of the underlying disclosures that this document would need to summarize are still
unclear. Of critical importance to investment advisers is the extent to which advisers may rely
on the extensive disclosures that they provide to their clients under the Investment Advisers Act
of 1940. We requested in our 2008 and 2010 comment letters that the final rule (and/or the
preamble) include a safe harbor allowing the use of Form ADV (along with the parties’
investment advisory agreement) to satisfy an investment adviser’s disclosure responsibilities
under section 408(b)(2). The resolution of this issue will affect significantly the extent of the
preparation time required for the required disclosures; therefore, advisers may need additional
time following the issuance of the final regulation to prepare the section 408(b)(2) disclosures.
In addition, we requested that the final regulation return to the “materiality” standard for
those changes to the required information that must be disclosed to plan fiduciaries within 30
days. This issue does not directly impact the initial disclosures that will be required under the
final regulation, but will impact the parameters of the tracking systems that advisers will need to
establish in order to identify those changes that must be reported within 30 days.
Further Extension of Applicability Dates
These and other substantive issues may remain unresolved until as late as September;
therefore, investment advisers will not have a standard against which to assess their disclosures
until that time. In addition, when finalized, the disclosures may vary among the adviser’s clients
and necessitate the creation of different disclosures (and summaries thereof). Advisers therefore
may need further extension of the applicability dates, depending on the extent of the required
disclosures.
Further extension of the applicability dates also would be in the interests of plan
fiduciaries and participants. Although the Department seeks to assure that plan fiduciaries,
administrators and participants benefit from the increased transparency provided by the rules as
soon as possible, the quality and completeness of these disclosures will be equally as important
as their timing. Allowing investment advisers and other service providers the time to prepare
well-considered, complete disclosures (and potentially summaries thereof) ultimately would
redound to the benefit of both plan fiduciaries and participants, as plan administrators may use
the information in the preparation of their participant-level disclosures.
Rather than providing a fixed applicability date, we recommend that the regulation
become effective 180 days after its publication in the Federal Register. This schedule would
accommodate any unanticipated delays in the finalization of the regulation. Furthermore, we
recommend a corresponding delay in the applicability date for the participant-level disclosure
regulation.3
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29 C.F.R. § 2550.404a-5.
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Conclusion
Please do not hesitate to contact us if we may provide any additional information as you
consider these important issues.

Sincerely,
-s- Kathy D. Ireland
Kathy D. Ireland
Associate General Counsel
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May 31, 2011
Via Electronic Filing
Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1090
Re:

Incentive-Based Compensation Arrangements, Rel. No. 34-64140; File No.
S7-12-11

Dear Ms. Murphy:
The Investment Adviser Association (IAA)1 appreciates the opportunity to comment
on the Commission‟s proposed rules with respect to incentive compensation arrangements.2
Section 956 of the Dodd-Frank Wall Street Reform and Consumer Protection Act
(Dodd-Frank Act) specifically requires the prohibition of incentive-based payment
arrangements, or any feature of any such arrangement, at a covered financial institution that
the federal agencies determine encourage inappropriate risks by a financial institution by
providing excessive compensation or that could lead to material financial loss. The DoddFrank Act also requires a covered financial institution to adopt policies and procedures and to
disclose to its appropriate federal regulator the structure of its incentive-based compensation
arrangements.
We recognize that section 956 of the Dodd-Frank Act requires the Commission to act
jointly with six other federal agencies to adopt regulations or guidelines with respect to
incentive-based compensation practices at covered institutions. We, however, urge the
Commission to provide investment advisers - which will be subject to these types of
requirements for the first time - with flexibility to implement measures that are appropriate for
advisory firms. The rules that are ultimately adopted should reflect fundamental differences
between asset management firms and banking institutions.
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

Incentive-Based Compensation Arrangements, Release No. 34-64140 (Mar. 10, 2011) (Incentive-Based
Compensation Release).
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Background
Investment advisers engage in significantly different businesses from banking
institutions for which the compensation standards were initially drafted. Investment advisers
manage securities portfolios for a wide range of clients, including individuals, mutual funds,
pension plans, private funds, corporations, and other institutional clients. Advisers typically
carry out client mandates in accordance with the client‟s stated risk tolerance, objectives, and
portfolio guidelines. Clients open custodial accounts with a bank or broker-dealer and
authorize their investment manager to issue investment instructions to the custodian. The vast
majority of advisory relationships are entered into to achieve long-term investment objectives.
Investment advisers generally generate profits from receipt of management and performance
fees for managing client assets rather than by taking risks with their own capital. Advisers
typically act as agents on behalf of their clients rather than as principal; they do not engage in
loans or other transactions with clients. Thus, investment advisory firms are not capitalintensive businesses. They have a substantially different risk profile than banks and brokerdealers, which utilize their own capital or the capital of their depositors or customers for
profitmaking.
In addition to differences between advisers and other financial institutions, even
within the investment advisory profession, there are a wide range of business models and
structures. Further, advisory firms may have vastly different compensation practices
depending on various factors, including size, structure and the nature of their services.3
Standards Should Reflect Differences Among Covered Institutions
Given the significant differences between depository institutions and investment
advisers, as well as within the investment advisory profession, investment advisers should be
permitted to comply with the standards in a manner that is appropriate for their risk profiles,
their businesses, and client base.4
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In fact, many compensation arrangements may already create strong incentives to manage risk for the firm
because they align the interests of the firm with those of its clients.
4

The Financial Services Authority (FSA) in the United Kingdom took a similar approach in applying its
remuneration policy to asset managers for the first time. Under the revised Remuneration Code, the FSA permits
asset management firms to comply with the principles in a way and to the extent that is appropriate to their size,
internal organization, and the nature, the scope, and the complexity of their activities. We appreciate that
regulators in the G20 countries and the EU have been making efforts to achieve international alignment of
remuneration principles to address unsound compensation systems that may have contributed to the financial
crisis. Although the focus of the principles for sound compensation practices endorsed by the G20 countries has
been on significant financial firms, some jurisdictions have extended application of the principles to asset
managers. Given the expanded application of these principles to other global institutions, it is important that the
Commission coordinate its approach internationally to promote competition and to ensure that these firms are not
subject to inconsistent and potentially conflicting regulatory requirements.
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For example, the proposal sets forth three standards that must be satisfied for an
incentive-based compensation arrangement not to be deemed to encourage inappropriate risks
by a covered financial institution that could lead to material financial loss to the covered
institution. The proposal then goes on to identify four methods to make compensation more
sensitive to risk, including risk adjustment of awards, deferral of payment, extending
performance periods, and reducing the sensitivity to short-term performance. Although the
regulators state that these methods are not exclusive, we believe it would be preferable to
clearly state that these methods are examples of items that institutions could consider in
determining whether incentive-based compensation arrangements encourage risk-taking rather
than methods that must be used by all investment advisers.
Similarly, we support requiring covered financial institutions, including investment
advisers, to maintain policies and procedures appropriate to their size, complexity, and use of
incentive-based compensation. We believe this principle is particularly important for the
asset management industry and should be an overarching principle that applies across all the
standards and requirements. By providing flexibility to comply with these standards, the
significant burden that would be imposed on investment advisers may be appropriately
alleviated. We recommend that the specific factors described by the regulators in complying
with the standards should not be incorporated as minimum requirements but as elements that
firms should consider based on their size and complexity. As the Commission has long
recognized, a one-size-fits-all approach could risk imposing standards that are not relevant or
useful for asset management firms.5 In this regard, it would be helpful for the Commission to
discuss potential risks that asset managers face that pose particular issues for them in the area
of incentive compensation practices.
In addition, the proposed rules state that the policies and procedures must ensure that
risk-management, risk-oversight, and internal control personnel should have an appropriate
role in the processes for designing incentive-based compensation arrangements and for
assessing their effectiveness. The release further states that the regulators believe that these
personnel should be involved in all phases of the process for designing incentive-based
compensation arrangements. While some advisory firms may determine that riskmanagement personnel could provide valuable input in the design of an incentivecompensation arrangement, other advisory firms may find that the risk management and
compliance personnel are not the appropriate architects of compensation arrangements and
other personnel may be better suited for this task. We, therefore, believe that unique
characteristics of each firm should dictate the appropriate personnel that should be involved in
the design and assessment of incentive-based compensation arrangements.
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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”).
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Calculation of Threshold
The Commission proposes that the calculation of the total consolidated assets for
investment advisers should be determined by the adviser‟s total assets shown on the balance
sheet for the adviser‟s most recent fiscal year end, which would be consistent with the method
of calculation in the proposed amendments for Form ADV Part 1A. Specifically, the
Commission was of the view that the “assets” for purposes of section 956 should be defined
to mean the total assets of the advisory firm rather than the “total „assets under management,‟
i.e., assets managed on behalf of clients.”6 We strongly agree. Section 956 was intended to
apply to institutions of a certain on-balance sheet size. Neither the plain language of the
statute nor any congressional intent of which we are aware calls for assets managed on behalf
of clients to be counted as assets of the firm.
We understand, however, that there is currently some uncertainty with respect to
requirements under US GAAP regarding the circumstances in which the assets of certain
pooled vehicles managed by an investment adviser should be included in the balance sheet of
the investment adviser.7 The proposal to clarify the circumstances in which certain
investment managers should consolidate the assets of these client vehicles in the balance
sheets of the advisory firms has not yet been issued by the Financial Accounting Standards
Board (FASB). In addition, some advisers may comply with the International Financial
Reporting Standards rather than US GAAP.
We do not believe the Commission intended to make the definition of “covered
financial institution” depend on accounting standards that may change over time.8 Further,
the Commission determined to exclude client assets because it has construed section 956 as
specifying the total assets of the advisory firm rather than the total assets under management.
Accordingly, we ask the Commission to clarify that total assets of the advisory firm do not
include assets managed on behalf of clients regardless of their treatment under various
accounting standards.

6

See Rules Implementing Amendments to the Investment Advisers Act of 1940, IA-3110 n. 196 and related text
(Nov. 19, 2010).
7

See Accounting Standards Update 2010-10, which deferred FAS 167, Amendments to FASB Interpretation No.
46R for certain investment entities that have attributes of entities subject to ASC 946 (investment company
guide). The FASB deferred the guidance to develop a new model as a basis for consolidation. The proposal for
the new model is expected shortly.
8

Reliance on accounting principles also may be problematic because it can over-inflate a firm‟s total assets with
assets that do not represent capital at risk by, for example, requiring firms to include certain intangible assets on
their balance sheet (e.g., goodwill). We request that the Commission clarify that such items considered assets for
accounting purposes only may be excluded from the total asset calculation for purposes of the proposed
regulation.
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Advisory Subsidiaries of Banking Holding Companies
In the Incentive-Based Compensation Release, the Federal Reserve Board (Board)
specifically states that bank holding companies are covered financial institutions and that a
covered financial institution includes the subsidiaries of such institutions. We request
clarification regarding the “scope of the term” as defined by the Board.
Specifically, it is unclear whether an advisory subsidiary (that itself lacks the $1
billion in assets) of a bank holding company would become a covered financial institution and
be required to comply with the proposed rules independently from the holding company by,
for example, submitting reports to the Commission. We are of the view that the proposed rule
should apply at the level of the bank holding company and not at the level of the functionally
regulated subsidiaries of a holding company. The holding company should be required to
make reports to the Board, adopt policies and procedures that would apply at the holding
company, and adopt incentive-based compensation arrangements that do not encourage
inappropriate risks. We seek clarification that the regulated subsidiaries that would not, on
their own, be subject to the proposed rules because they independently do not have assets of
$1 billion would not be subject to separate obligations as a covered institution.
Moreover, for a bank holding company advisory subsidiary with $1 billion or more in
assets, we believe that the holding company should have the flexibility to determine whether
it would be appropriate to comply with the requirements at the level of the parent company
only or also to comply at the level of the regulated subsidiaries. The parent holding company
would be best situated to determine the appropriate level at which the requirements should be
imposed by viewing the risks to the organization as a whole and considering the overall size,
complexity, and the use of incentive-based compensation of the entire organization.
Effective Date
The federal agencies have proposed to make the rules, if adopted, effective six months
after publication of the final rules, with annual reports due within 90 days of the end of each
covered financial institution‟s fiscal year. It is unclear from the Incentive-Based
Compensation Release how the rules would affect compensation contracts already in place
and whether those contracts would have to be amended to comply with the new standards.
We understand that the proposed rules were not intended to affect contracts signed before the
effective date of the rules. We, therefore, request that the Commission clarify in the adopting
release that the standards only will apply to compensation arrangements that are entered into
after the effective date of the rules. If the standards were to apply retroactively to existing
compensation arrangements, we believe that six months would be too short of a period to
review and possibly amend existing contracts. In such a case, a minimum of a one-year
compliance period from the effective date of the rules would be necessary.
*

*

*

*

*

The IAA supports the Commission‟s efforts to implement its mandate under section
956 of the Dodd-Frank Act. We urge the Commission, however, to be mindful of the
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differences between depository institutions and investment managers in adopting rules on
incentive-based compensation arrangements. We believe that clarification and confirmation
of the issues described above will be extremely useful to asset managers that for the first time
would be subject to these new requirements. 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
Eileen Rominger, Director
Division of Investment Management
Jennifer J. Johnson, Secretary
Board of Governors of the Federal Reserve System
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May 23, 2011

Ms. Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F. Street, NE
Washington, DC 20549-1090
Re: Proposed Rules on Incentive-Based Compensation Arrangements Release
No. 34–64140; File No. S7-12-11
Dear Ms. Murphy:
The undersigned organizations and institutions represent hundreds of
thousands of businesses, small and large, from all sectors of the economy employing
tens of millions of Americans, as well as non-profit public policy groups interested in
fostering entrepreneurship and investor return. We welcome this opportunity to
comment on the Proposed Rules on Incentive-Based Compensation Arrangements
(“proposed rules”) proposed by the U.S. Securities and Exchange Commission
(“SEC”).
Rules concerning incentive compensation should be precisely crafted to
accomplish the regulatory goals but still provide covered financial institutions with
maximum flexibility to incentivize employees’ performance in the long-term interests
of such firms’ clients and investors. We believe that an overly rigid or uniform
approach that ignores the many unique factors impacting individual companies and
their industries has the potential to do more harm than good, and indeed may actually
introduce risk to the financial system.
Flexibility should be built into these proposed rules to take into account the
unique characteristics of each firm’s ownership structure and business model, which
must account for numerous factors that influence the appropriateness of a firm’s
compensation program design. As a practical matter, we believe that it is the firms
themselves who, together with their investors and clients, are in the best position to
assess the reasonable business risks that are associated with a particular incentive
compensation arrangement.
Moreover, competition for talent in the financial services sector is fierce and
cuts across business models and lines. Broker-dealers and investment advisers

Ms. Elizabeth M. Murphy
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compete with each other, and with businesses of all types for talent; boutiques
compete with large firms; domestic firms compete with global players, and; financial
firms compete with non-financial firms for talent. The reality that human capital is
the operating infrastructure of a financial institution must be factored into any analysis
of employees’ incentive compensation arrangements. The quality of the workforce
and ability to attract talent are long-term indicators of the financial institution’s ability
to be successful and profitable.
Appropriate compensation practices that allow employees to engage in
reasonable risk taking and long-term decision making are of great importance.
Narrow and rigid compensation policies and practices will drive away talent and erode
the foundation and long-term viability of a firm, contributing new and additional
unintended risks to the system and harming the competitiveness of the U.S. financial
services industry.
Our concerns are centered upon the following issues:
 One-Size-Fits-All Approach
 SEC Economic Analysis
 “Excessive Compensation” and “Inappropriate Risk”
 Calculation of “Total Consolidated Assets”
 “Covered Financial Institution”
 Defining “Incentive-Based Compensation”
 Reporting Requirements
 Timing of Annual Reports
A detailed discussion of our concerns is provided below.
2
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Background
Section 956 of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (the “Act”) requires the SEC, as well as the OCC, Board of Governors
of the Federal Reserve System (“Board”), FDIC, OTS, NCUA, and FHFA (together
“the Agencies”) to jointly prescribe regulations or guidelines with respect to incentivebased compensation practices at covered financial institutions. Specifically, Section
956 requires that the Agencies prohibit incentive-based payment arrangements, or any
feature of any such arrangement, at a covered financial institution that the Agencies
determine encourages inappropriate risks by a financial institution by providing
excessive compensation or that could lead to material financial loss. Under the Act, a
covered financial institution also must disclose to its appropriate Federal regulator the
structure of its incentive-based compensation arrangements sufficient to determine
whether the structure provides “excessive compensation, fees, or benefits” or “could
lead to material financial loss” to the institution.
Discussion of Concerns Regarding the Proposed Rules
One-Size-Fits All Approach
This joint agency rulemaking—based on the Guidance on Sound Incentive
Compensation Policies adopted by the OCC, Board, FDIC, and OTS, which itself is
relatively new and its impact on competition largely unknown—attempts to impose a
one-size-fits-all approach to financial regulation. Given that various forms of
financial market participants each operate in a unique fashion, it is inappropriate to
regulate them as if they were all the same. For instance, such basic risk factors as
liquidity and diversification are wholly different for managers of mutual funds, private
equity funds, hedge funds, investment banks and broker-dealers, yet each of these
broad categories of institutions would be subject to the same proposed rules. It is
unrealistic to expect one set of rules to be equally applicable to all types of financial
institutions that would be swept under these proposed rules. Guidelines could,
perhaps, be generally applicable, but the Agencies have proposed rules, which require
a more tailored approach that reflects these distinctions.
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Because the issues involved are complex, far-reaching, and introduce a number
of unknowns into the compensation decision making process, we believe it would be
appropriate to convene a series of working groups comprised of investors and
institutions representing each of the industries affected by these proposed rules to
gain a fuller understanding of the true impact that these rules would have on the
ability of covered institutions in each covered industry to raise capital and compete
globally. We further recommend that such working groups address each of the issues
discussed below.
Informed by the recommendations of these working groups, the SEC should
carefully consider revisiting the mandates of Section 956 as guidelines rather than
rules. The SEC may very well determine that guidelines are preferable if the working
groups recommend significantly different approaches for the different industries
involved. It also may need to consider whether a second comment period is necessary
to explore any issues raised by the working groups that have not been sufficiently
considered during the current comment process.
SEC Economic Analysis
The SEC’s economic analysis focuses primarily on the proposed rules’ potential
costs in terms of administrative burdens on covered financial institutions. The
proposed rules’ true costs to covered institutions cannot be estimated without due
consideration of the competitive burden that the rules will impose on covered
institutions, relative to their domestic and foreign competitors that will not be covered
by the rules.
Accordingly, the SEC should provide much more robust estimates of the costs
and benefits associated with implementation of these rules. Additionally, the SEC
should disclose the detailed basis for the estimates provided in its cost-benefit
analysis, and, specifically, should explain in detail why conditions assumed to be
applicable to banks would be applicable to non-bank broker-dealers and investment
advisers, especially given the differences between those entities in terms of risk
profiles, operations, regulation, and hiring and retention practices and challenges.
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“Excessive Compensation” and “Inappropriate Risk”
“Excessive Compensation”
Competition for Talent. Covered financial institutions face intense competition for
talent. Employees can be lured away by direct competitors, global firms, or different
industries. Accordingly, a flight of talent from covered financial institutions to other
industries or institutions that are not subject to these rules may create a brain drain
that can be destructive to the covered institutions. Such an exodus of skill,
intelligence, and experience can quickly erode an institution’s talent base and impede
its ability to compete.
This competitive environment must be factored into any analysis of covered
financial institutions’ incentive compensation arrangements. A covered financial
institution may appropriately put in place incentive compensation arrangements that
differ from those of comparable covered financial institutions because it believes that
such differing arrangements are necessary to attract and retain the best talent in a
competitive environment. Accordingly, we request that the SEC also consider
competition for talent as a factor that appropriately affects whether a compensation
arrangement is “excessive,” particularly in light of the fact that covered institutions
must compete with one another as well as with firms that are not “covered financial
institutions” subject to these proposed rules.
Comparable Compensation Practices at Comparable Institutions. In determining
whether an incentive-based arrangement provides “excessive compensation,” the
proposed rules provide a number of enumerated factors for the SEC to consider,
including “comparable compensation practices at comparable covered financial
institutions, based upon such factors as asset size, geographic location, and the
complexity of the covered financial institution’s operations and assets.” The fact that
compensation practices fall within the range of compensation practices at comparable
institutions strongly suggests that such compensation practices are not excessive. At
the same time, compensation practices that differ from those of comparable covered
financial institutions should not be presumed to be excessive, because compensation
is company specific. In such cases, additional analysis may be required to determine
5

Ms. Elizabeth M. Murphy
May 23, 2011
Page 6
why an institution’s compensation practices appear to diverge from those of
comparable institutions.
The Financial Condition of the Covered Financial Institution. In determining whether
an incentive-based arrangement provides “excessive compensation,” the proposed
rules provide that “the financial condition of the covered financial institution” is a
factor for the SEC to consider. With respect to this factor, we note that high
performing employees of high performing institutions would naturally be expected to
share in the institutions’ success, provided that adequate measures are taken to
manage pay riskiness. Additionally, institutions that have experienced financial
difficulty may need flexibility to set compensation arrangements that attract and retain
personnel who will be key to improving performance, provided that adequate
measures are taken to manage pay riskiness.
“Inappropriate Risk”
The prohibition against incentive-based compensation arrangements that
encourage “inappropriate risk” provides that an arrangement will not be in
compliance unless it: (i) balances risk and financial rewards, for example by using
deferral of payments, risk adjustment of awards, reduced sensitivity to short-term
performance, or longer performance periods; (ii) is compatible with effective controls
and risk management; and (iii) is supported by strong corporate governance, including
active and effective oversight by the covered financial institution's board of directors
or a committee thereof.
Risk-taking is at the core of the free enterprise system, and is the essential
factor distinguishing it from other types of financial systems. We agree that there is a
distinction to be made between appropriate and inappropriate risk-taking, but the
distinction is a facts and circumstances one that calls for a good degree of experience
and judgment as applied to individual cases. Whether appropriate or inappropriate,
there is no escaping the reality that risk can result in losses as well as in gains.
While the proposal provides several pages describing each of the above
mentioned standards of “inappropriate risk” in greater length, these lengthier
descriptions are in some respects circular and provide little practical insight to guide
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institutions’ efforts to achieve compliance with this prohibition. For example,
“inappropriate risks” are described as those that “may encourage inappropriate risks
that could lead to material financial loss” or “may encourage excessive risk-taking.”
As is implicit in the rules’ use of “inappropriate,” not all risks would lead to a
violation. All financial institutions take risks, including some that may expose the firm
to a material financial loss. Accordingly, it will be crucial for these firms to be able to
clearly distinguish between “appropriate” and “inappropriate” risks in order to
comply with the proposed rules.
Under the “Compatibility with Effective Controls and Risk Management”
heading, it is noted that covered financial institutions must ensure that riskmanagement personnel “have an appropriate role in the institution’s processes for
designing incentive-based compensation arrangements, monitoring their use, and
assessing whether they achieve balance.” We believe that a full understanding of the
risks associated with a particular institution’s activities requires intimate familiarity
with the particular institution, and believe the SEC should allow a reasonable amount
of deference to the well-informed judgment of personnel who are familiar with the
institution, including what role, if any, would productively be played by riskmanagement personnel. The determination of the “appropriate” role of riskmanagement personnel in designing incentive-based compensation arrangements,
monitoring their use, and assessing whether they achieve balance, should be left to the
institutions’ reasonable judgment.
Calculation of Total Consolidated Assets
The proposed rules apply to covered financial institutions that have total
consolidated assets of $1 billion or more, with additional requirements for covered
financial institutions that have total consolidated assets of $50 billion or more. For
broker-dealers registered with the SEC, asset size would be determined by the total
consolidated assets reported in the firm’s most recent year-end audited Consolidated
Statement of Financial Condition filed pursuant to Rule 17a-5 under the Securities
Exchange Act of 1934. For investment advisers, asset size would be determined by
the adviser’s total assets shown on the balance sheet for the adviser’s most recent
fiscal year end.
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Indexing for Inflation. We believe that the $1 billion and $50 billion asset
thresholds should be indexed for inflation so that, in the future, only those
institutions whose assets, in real terms, are equivalent to $1 billion and $50 billion
today will be swept into the coverage of these rules. This would help ensure that the
asset thresholds remain constant in real terms in the future and that smaller
institutions, which are currently intended to be outside the scope of this rule, are not
unintentionally brought within its scope in the future merely because of inflation.
Balance Sheet Assets. We note that there is currently some uncertainty with
respect to requirements under US GAAP regarding the circumstances in which the
assets of certain funds managed by an investment adviser should be included in the
balance sheet of the investment adviser. Third party non-proprietary assets invested
in funds managed by the adviser should be excluded from the adviser’s total assets,
even if those funds are required to be consolidated under GAAP.
Exclude Deferred Compensation and Bonuses Payable. Deferral of some
compensation is required for firms above the $50 billion threshold, and is a factor of
pay riskiness for covered firms below the $50 billion threshold. Assets set aside as
deferred compensation and bonuses payable should be excluded from firms’ assets
because the inclusion of these assets—which have been earned or accrued by
employees but not yet paid—for purposes of calculating the firm’s total consolidated
assets both overstate the firm’s assets and provide a disincentive for firms to
voluntarily defer employee compensation.
Covered Financial Institution
Many firms are complex, multi-level organizations comprised of numerous
subsidiaries and affiliates, some of which may meet the definition of a covered
financial institution while others do not. It is essential that the definition of “covered
financial institution” is clear and unambiguous in the final rule. We believe that the
covered financial institution should be defined as the entity identified in Section
956(e)-(f), and should not be expanded to include affiliated companies such as
subsidiaries and parent companies that do not themselves qualify as covered financial
institutions.
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We further believe that any covered financial institution (a “parent CFI”)
should be permitted to comply with these rules on its own behalf and on behalf of
any subsidiary that is itself a covered financial institution (a “subsidiary CFI”) by
adopting procedures and by making reports to the parent CFI’s primary regulator that
cover both the parent CFI and any subsidiary CFIs. Firms should be permitted the
flexibility – but not required – to comply separately. Some firms may decide that it
would be more appropriate to treat subsidiary CFIs as separate and distinct covered
financial institutions, with separate policies and procedures and separate reporting
obligations to a different regulator. Others may prefer to take a more holistic
approach with respect to their policies and reports.
Defining Incentive-Based Compensation
The proposed rules define “incentive-based compensation” to mean any
variable compensation that serves as an incentive for performance. The notice
further indicates that the definition is broad and principles-based in order to address
the objectives of Section 956 in a manner that provides for flexibility as forms of
compensation evolve.
The notice also indicates that certain types of compensation would not fall
within the scope of the definition, including salary, payments for achieving or
maintaining professional certification, company 401(k) contributions, and dividends
paid and appreciation realized on stock or other equity instruments that are owned
outright by a covered person and not subject to any vesting or deferral arrangement.
In addition to the above excluded categories, we request that the final rule
explicitly exclude employees’ partnership and limited liability company interests when
such interests are not subject to any vesting or deferral arrangement, together with
distributions and appreciation. We believe these interests should be excluded because
they are similar to other equity instruments that are owned outright.
We also believe that it would be appropriate to exclude additional categories of
equity interests that provide inherent protection against excessive risk taking, whether
or not subject to vesting, such as general partner interests and other interests with
unlimited liability. Such exclusion is appropriate because these types of interests
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necessarily expose their holders to losses that might be associated with “excessive
risk,” and, consistent with the purpose of these rules, would therefore tend to
encourage less risky behavior. Even if the final rules do not explicitly exclude
categories of equity interests with unlimited liability, we believe it would be
appropriate to recognize that interests with unlimited liability tend to reduce pay
riskiness.
Further, to the extent that equity subject to vesting is treated as “incentive
compensation,” the rules should be clarified so that equity subject to vesting is treated
as and valued for “incentive-based compensation” purposes at the time of grant, and
that dividends and appreciation of such equity between grant and vesting would be
excluded, because it is the grant-date value that is considered when compensation
decisions are made. The final rules should also make clear that, consistent with a plain
reading of the rules, grants of equity with multi-year vesting periods would not be
considered “annual incentive-based compensation” that is subject to the deferral rules
for larger financial institutions.
Reporting Requirements
The proposed rules would require that a covered financial institution submit a
report annually to its appropriate regulator or supervisor in a format specified by its
appropriate Federal regulator. Such report would be required to describe the
structure of the covered financial institution’s incentive-based compensation
arrangements for covered persons. The Agencies note that they have intentionally
chosen phrases like “clear narrative description” and “succinct description” to
describe the disclosures being sought.
We applaud the SEC’s decision to keep its instructions broad and to clarify
that reports should be “succinct”. In light of the general trend towards increased
disclosures rather than improved disclosures, it is appropriate that the proposed rules
seek to elicit such information through broad requirements that enable covered
financial institutions to tailor their reports to their own situations in a succinct
manner.
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In addition, we note that the proposed rules apply to incentive compensation
arrangements “established or maintained” by the institution. We request that the SEC
clarify that the requirements of proposed §248.205 be applied prospectively, and not
retroactively to compensation that has been previously awarded but not paid, or to
compensation subject to existing employment agreements.
Timing of Annual Reports
With respect to the timing of reports, we are concerned that the requirement
that total consolidated assets be determined based on a single date snapshot may
inadvertently capture firms that only meet the $1 billion threshold on that particular
date. In order to avoid inadvertently covering firms that would ordinarily fall below
the $1 billion or $50 billion threshold, financial institutions should be permitted,
where appropriate, to elect to measure assets by reference to another date that is more
indicative of its true situation, or instead use a median or average of a period of
months or consecutive reporting periods (similar to the approach adopted by the
OCC, Board, FDIC, OTS and NCUA), provided that the methodology used to select
the reference date is applied consistently year-over-year.
Such flexibility regarding the annual filing date may also be important to
permit firms to select a reference date that coincides with their annual compensation
review. This would minimize uncertainty likely to result from a reference date that
differs from the date on which compensation decisions are finalized.
Conclusion
The undersigned organizations and institutions once again would like to thank
the SEC for the opportunity to comment on the proposed rules. Without question,
financial institutions should avoid excesses that imperil the long-term viability of the
firm. However, the SEC’s rules and regulations must be crafted to allow financial
institutions to design the types of compensation arrangements that will attract and
retain talented personnel. Profitable, stable financial institutions will ensure vibrant
capital markets which are the engines and providers of long-term job growth.
Appropriately crafted rules that recognize the significant differences between market
participants can assist in the effective operation of capital markets, while improper
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rules or enforcement can create underperformance values that will harm economic
growth.
Sincerely,
Center on Executive Compensation
The Financial Services Roundtable
Investment Adviser Association
Investment Company Institute
Managed Funds Association
Private Equity Growth Capital Council
United States Chamber of Commerce
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April 12, 2011
VIA ELECTRONIC MAIL
Mr. David A. Stawick
Secretary
Commodity Futures Trading Commission
Three Lafayette Centre
1155 21st Street, NW
Washington, DC 20581
Re:

Commodity Pool Operators and Commodity Trading Advisors: Amendments to
Compliance Obligations, Proposed Rule, Federal Register Volume 76, Number 29
(Friday, February 11, 2011), RIN 3038-AD30 (the “Proposal”)

Dear Mr. Stawick:
The Investment Adviser Association1 appreciates the opportunity to comment on the rule changes
proposed by the Commodity Futures Trading Commission (“Commission”) that would, among other
things, rescind the exemptions from registration as a commodity pool operator (“CPO”) and commodity
trading advisor (“CTA”) in Commission Rules 4.13(a)(3) and (4) and 4.14(a)(8)(i)(D), respectively
(collectively, the “Rules”).2 If the Proposal is adopted, it would require operators of private funds that
wish to continue or begin trading futures contracts, commodity options, and – as of July 16, 2011 – swaps
(together, “commodity interests”), to register as CPOs. Likewise, if adopted, the Proposal would require
certain advisers to private funds that continue or begin to trade commodity interests to register as CTAs.
The new registration requirements would apply even if commodity interests are used only for hedging or
risk management purposes.3

1

The Investment Adviser Association (“IAA”) is a not-for-profit association that represents the interests of
investment adviser firms registered with the Securities and Exchange Commission (“SEC”). Founded in 1937, the
IAA’s membership consists of more than 500 firms that collectively manage in excess of $10 trillion for a wide
variety of individual and institutional investors, including pension plans, trusts, investment companies, private
funds, endowments, foundations, and corporations. For more information, please visit our website:
www.investmentadviser.org.
2

Commission Rule 4.13(a)(3) currently provides an exemption from registration as a CPO for operators of certain
private funds, provided that the private funds limit their trading of futures contracts and commodity options.
Commission Rule 4.13(a)(4) currently provides a CPO registration exemption for operators of certain private funds
without limiting the funds’ trading of futures contracts or commodity options, provided that the funds are offered
only to certain highly sophisticated investors. Commission Rule 4.14(a)(8)(i)(D) currently provides an exemption
from registration as a CTA for certain advisers to these private funds, subject to certain other conditions.
3

This comment letter only discusses the proposed rescission of the Rules. We would like to note, however, that we
support the comments submitted by the Investment Company Institute relating to the proposed amendments to
Commission Rule 4.5 also included in the Proposal. Under the proposed amendments to Rule 4.5, “qualifying
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We commend the Commission’s goals of “improved transparency and increased accountability.”
We respectfully submit, however, that rescinding the Rules is not necessary or appropriate to achieve
those goals for the reasons set forth below. If, however, the Commission determines to rescind the Rules,
we urge the Commission to adopt the specific exemptions from CPO and CTA registration recommended
in Section II below. Further, we request that Proposal be modified to provide: (1) relief for managers of
fund of funds; (2) clarification regarding the appropriate entity to register as a CPO; and (3) sufficient
time for compliance.
I.

The Commission Should Reconsider Rescinding the Rules.
A.

Most Firms Relying on the Rules Will Be SEC-Registered Advisers, Making
Additional Reporting and Regulation Duplicative.

The Commission states that it is “necessary to rescind or modify several of its exemptions and
exclusions” because it is concerned that large pools may be avoiding oversight by the Commission or the
SEC. In addition, the Commission seeks “to more effectively oversee its market participants and manage
the risks that such participants pose to the markets.”4 The Proposal, however, is not necessary to achieve
these goals because, as a result of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the
“Dodd-Frank Act”), (1) large pools will be subject to SEC or Commission oversight and (2) the
Commission will receive or have access to significant amounts of new information that will provide it
with the ability to monitor most firms currently relying on the Rules at far less cost to these firms.
The IAA’s members affected by the Proposal are all SEC-registered investment adviser firms
already subject to SEC oversight. In addition, after Part IV of the Dodd-Frank Act is effective, a
substantial number of previously unregistered firms that would be affected by the rescission of the Rules
must be registered with the SEC under the Investment Advisers Act of 1940, as amended (“Advisers
Act”). The Dodd-Frank Act eliminated the “private adviser” exemption on which many advisers to
private funds (including private funds investing in some commodity interests) relied to avoid SEC
registration. 5 Now, investment advisers with more than $100 million in assets under management must
register with the SEC or qualify for an exemption. Advisers with $100 million or less will generally,
subject to certain exceptions that permit federal registration, be required to register with and be subject to
oversight by one or more state securities commissions. Although the Dodd-Frank Act creates certain new
exemptions from federal registration,6 on the whole the Dodd-Frank Act greatly expands the universe of
advisers required to register with the SEC. Given these new registration requirements, any systemically
significant investment adviser will be subject to registration and regulation under the Advisers Act,
addressing the Commission’s concern regarding oversight of large pools.

entities,” which previously relied on the exclusion from CPO registration in Rule 4.5, would be required to limit
their use of commodity interests and comply with certain marketing restrictions.
4
76 Fed. Reg. 7975, 7977 (Feb. 11, 2011).
5

6

The private adviser exemption can currently be found in Section 203(b)(3) of the Advisers Act.

Even those private fund advisers that are exempt from SEC registration under the Dodd-Frank Act will still be
required to report detailed information about their funds to the SEC on Form ADV, Part 1 and are subject to
inspection by SEC examiners.
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SEC-registered advisers already are required to provide a great deal of information to the public,
to clients and to the SEC and the Commission, as described below, which we believe makes the additional
requirements mandated by the Commodity Exchange Act (“CEA”) and the rules thereunder unnecessary.7
As a result, the Commission should have much of the information it would need to monitor and
understand the business of firms that have made exemptive filings with the Commission indicating their
reliance on the Rules. If the Commission believes it needs additional information about firms relying on
the Rules, it could obtain that information through adjustments to the Rules requiring additional reports or
by making special calls for information as needed, rather than rescinding the Rules altogether.
SEC-registered advisers are required to provide significant information about the adviser, its
investment strategies and methods, its personnel, and its business practices on Form ADV, which is
publicly available on the SEC’s website. Form ADV Part 1A requires significant information about the
adviser, its client base, its interest in client transactions, its assets under management, its control persons
and their direct and indirect ownership, its affiliated entities, and the adviser’s and its employees’
disciplinary history. The SEC is considering adopting an amended version of Part 1A8 that would provide
even more information than the current form, particularly regarding private funds. This proposed
amended Part 1A would provide the Commission with information similar to what the Commission
proposes to collect regarding a CPO or CTA on Schedule A of Form CPO-PQR or Form CTA-PR,
including information about the funds managed by the adviser, as well as a substantial amount of
additional information. Form ADV Part 2A, which is now also publicly available on the SEC’s website,
is a narrative document that provides a great deal of information about the adviser including, among other
things, its ownership, its investment strategies and methods of analysis, and any conflicts of interest
arising as a result of its operations, structure or relationship with affiliates.
In addition, the Commission will receive a great deal of information regarding systemically
important advisers and their trading activities through the Form PF filings it will receive in conjunction
with the SEC.9 The Form PF will provide the Commission with all of the information it would otherwise
receive from registered CPOs and CTAs. As the Proposal states: “The information that the Commission
proposes to collect from CPOs [on Forms CPO-PQR and CTA-PR] is largely identical to that required
under form PF for private fund advisers. . .”10 As a result, requiring registered investment advisers to
7

Not only are SEC-registered advisers required to provide significant disclosure, such advisers are also subject to
substantive requirements intended to protect investors and ensure compliance with applicable law. For example,
SEC-registered advisers are required to appoint a chief compliance officer, adopt a code of ethics, and develop and
implement a robust compliance program. See, e.g., Advisers Act Rule 204A-1 (requiring registered advisers to
adopt a code of ethics); Rule 206(4)-7 (requiring registered advisers to appoint a chief compliance officer, to adopt
policies and procedures designed to prevent violations of applicable law and to conduct an annual review of those
policies and procedures).
8

See Rules Implementing Amendments to the Investment Advisers Act of 1940, Proposed Rules, Investment
Advisers Act Release No. 3110 (Nov. 19, 2010) (proposing a significantly expanded new Form ADV Part 1),
available at http://www.sec.gov/rules/proposed/2010/ia-3111.pdf. Among other things, these disclosures also
include whether an adviser has provided advice with respect to futures contracts, forward contracts or various types
of swaps.
9

The Commission will also receive information about systemically important firms through the Form 40 filings
that the Commission already receives as part of its Large Trader Reporting System.
10

76 Fed. Reg. at 7980.
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submit both the Form PF and Forms CPO-PQR and CTA-PR would not provide the staff with any
significant amount of additional information. At most, it would extend the disclosure requirements of
Form PF to entities that are excluded from reporting on Form PF because they have been deemed not to
be systemically important.
The Commission also has proposed to require detailed transaction-level information on swaps, as
the Dodd-Frank Act mandates the reporting and recordkeeping of both cleared and uncleared swaps.11
Such detailed reporting should provide the Commission with all of the information that it needs to
monitor systemic risk in the swaps markets as well as the futures markets.
Given this significant amount of information, the Commission is amply equipped to monitor
firms relying on the Rules without full registration of these firms as CPOs and CTAs and the duplicative
regulation this would entail.
B.

The Long-Standing Reliance on the Rules by Many Firms, Coupled With the
Potential Costs Resulting From Their Rescission, Counsels that Rescission of
the Rules Be Undertaken Only After a Thorough Cost-Benefit Analysis.

The Rules have been widely relied upon by financial firms in the seven years since their adoption,
and a full rescission of these sections would have far-ranging consequences. Many firms have structured
their commodity pools’ investment strategies and their firms’ trading advice in reliance on the Rules.
Accordingly, we believe that rescission of the Rules should be considered only after significant evaluation
and only if the Commission cannot address its concerns through other means. Consideration of the Rules’
rescission is particularly inopportune at this time, when the market’s and investment advisory firms’ focus
is splintered by countless new and proposed rules and regulations.
1.
The Benefits of Rescinding the Rules are Minimal. We respectfully suggest that the
Proposal provides no significant cost-benefit analysis to show that the burden the rescission would
impose on advisory firms and the broader financial industry would be justified by any corresponding
benefits to the Commission, pool investors, or the market. Although the Proposal states that the
information to be collected on proposed forms CPO-PQR and CTA-PR “will not provide a complete
understanding of the risks arising from the activities of CPOs and CTAs in the commodities derivatives
markets,” we respectfully suggest that the Commission has failed to consider fully the other information
that will be available to it as a result of changes resulting from the Dodd-Frank Act. In fact, as described
above, most systemically important advisers will soon be registered with the SEC under the Advisers Act,
which imposes significant substantive and disclosure requirements upon registered investment advisers.12
2.
The Costs Resulting from Rescission of the Rules are Significant. The large number of
investment advisers that would be required to register as a result of the Rules’ rescission will be subject to
duplicative and costly regulation under the Proposal. Although regulation of CPOs/CTAs and registered
investment advisers overlaps in certain areas, the regulatory regimes differ in a number of ways.
11

12

See Section 729 of the Dodd-Frank Act.

See letter from Robert E. Plaze, Associate Director, SEC, to David Massey, President, North American
Securities Administrators Association, Inc., dated April 8, 2011 (stating that the SEC may extend the deadline for
certain investment advisers to come into compliance with the Dodd-Frank registration requirements) available at
http://www.sec.gov/rules/proposed/2010/ia-3110-letter-to-nasaa.pdf.
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Complying with both CPO/CTA and investment adviser registration will impose significant costs on
firms as they attempt to comply with sometimes disparate and duplicative requirements.13 Such increased
costs would particularly affect smaller firms, and not the systemically significant firms that the
Commission seeks to regulate and monitor. In addition, many firms will be able to rely on a partial
exemption from the requirements of Part 4 of the CEA, leaving the most significant burden of registration
to small advisers.
C.

Congress Elected Not to Rescind the Rules, Although It Had Ample
Opportunity to Do So.

Although we understand that the Commission believes that the rescission of the Rules is
consistent with the tenor of the Dodd-Frank Act, it is not required by the Dodd-Frank Act nor was it
contemplated by Congress when it passed the Act. Since the Commission’s adoption of the Rules in
2003, Congress has twice thoroughly reviewed the CEA. On neither occasion, during the Commission’s
reauthorization as part of the 2008 Farm Bill or in connection with the adoption of the Dodd-Frank Act,
did Congress mandate registration of pool operators or trading advisors that are operating in accordance
with the Rules, although in both instances other new categories of registration were created (for example,
intermediaries of retail forex transactions, and swap dealers and major swap participants, respectively).
Thus, Congress has not determined or suggested that the Rules and the exemptions they provide create
any undesirable regulatory or systemic risks, despite having specifically addressed the scope of CPO and
CTA registration on two occasions since the Rules were passed.
Maintaining the Rules also is supported by principles of jurisdictional separation between the
SEC and Commission. The Advisers Act and the CEA contain provisions that seek to prevent
unnecessary overlapping registration and regulation.14 Congress chose not to remove or curtail these
provisions in the Dodd-Frank Act. Rescission of the Rules would work against Congress’ intent to
prevent unnecessary overlap of regulation by and responsibility between the two agencies.
D.

The Market Should Be Given Time to Adjust to the Myriad Changes
Resulting From the Dodd-Frank Act Before Additional Requirements Are
Imposed.

The Dodd-Frank Act already has fundamentally reshaped regulation for many investment
advisory firms. We respectfully suggest that these firms need and should be given ample time to adjust to
the myriad new regulations to which they are subject before the Commission determines to impose
additional obligations that are not required by the Dodd-Frank Act.
In addition to the burden the rescission of the Rules would impose upon financial firms, it would
also impose a significant oversight and inspection burden upon the Commission and its staff. The
13

For example, under Rule 4.22(c), a CPO must provide an annual financial statement for the pool to participants
and the National Futures Association (“NFA”) within 90 days of fiscal year end, unless it obtains a hardship
exemption pursuant to Rule 4.22(f). Under the Advisers Act’s custody rule, Rule 206(4)-2, advisers to pooled
investment vehicles with custody of fund assets that are using the “audit” exception have 120 days to provide
audited financial statements to investors, 180 days if the fund is a fund-of-funds. See Question VI.7 in the SEC Staff
Responses to Questions About the Custody Rule (last updated April 1, 2011), available at
http://www.sec.gov/divisions/investment/custody_faq_030510.htm. An adviser would have custody of fund assets
if it serves as the general partner or managing member of the fund. Rule 206(4)-2(d)(2)(iii).
14

See Section 203(b)(6) of the Advisers Act and Section 4m(3) of the CEA.
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Commission has a wide range of new areas of responsibility and concerns as a result of the Dodd-Frank
Act, and it may not be practical for the agency voluntarily to extend the scope of registration in the midst
of adjusting to these new mandated responsibilities. We respectfully suggest that the Commission
consider whether it is appropriate for it to expend, and to cause the NFA to expend, their limited resources
for duplicative regulation of firms already registered and regulated under the Advisers Act.
II.

If the Rules Are Rescinded, Certain Exceptions Should Be Included.

We respectfully suggest that, if the Commission ultimately determines that the Rules should be
rescinded, they should be rescinded only to the extent necessary to achieve the Commission’s goals of
addressing regulatory gaps in oversight. Accordingly, we suggest that, rather than rescinding them
entirely, an additional condition should be added to Rules 4.13(a)(3) and 4.13(a)(4) that requires the
operator of the pool relying on Rules 4.13(a)(3) or 4.13(a)(4) to be an SEC-registered investment adviser
(or its commonly controlled affiliate).15 As described above, these advisers will, when the Dodd-Frank
Act is fully implemented, be required to provide significant information to the public and to the SEC
about their operations, which information will be available to the Commission staff.16
We also believe an exemption from registration is appropriate for CPOs that advise pools formed
outside the United States that accept only non-U.S. investors (with certain limited exceptions for the
pool’s operator, advisor, and their principals and to cover circumstances in which a fund inadvertently
and unknowingly accepts a U.S. person as an investor, in a manner similar to the provision in current
Rule 4.14(a)(8)(i)(C)). These investors are not the type of investor that the U.S. commodities laws were
intended to protect.
We also respectfully suggest that, if our first exemptive proposal is not adopted and the Rules are
rescinded, the Commission adopt a limited exemption from CPO and CTA registration and regulation for
SEC-registered investment advisers that provide advice on commodity interests for bona fide hedging or
for risk management purposes. For example, we note that the Commission, in determining whether a
swap will be deemed to be used to hedge or mitigate commercial risk, has proposed that the swap “be
economically appropriate to the reduction of risks in the conduct and management of a commercial
enterprise.”17 The risks referred to would be those arising from changes in values of assets, liabilities,
services, inputs, products or commodities, as well as related risks from exchange rate movements or
fluctuation in interest, currency or exchange rate exposures. Further, the Commission has long excluded
risk management positions from exchanges’ speculative position limits and we believe risk management
for these purposes should generally encompass the positions and strategies discussed in the Commission’s
release from September 1987, entitled Risk Management Exemptions From Speculative Position Limits
Approved Under Commission Regulation 1.61.18 We respectfully suggest that the Commission adopt a
broad risk management exemption if it does rescind the Rules.
15

Private investment funds can sometimes be structured such that the general partner is a separate legal entity from
the adviser entity that registers with the SEC.
16

We further suggest that the Commission allow firms registered as CPOs to continue to rely upon Rule 4.13(a)(4)
and firms registered as CTAs to continue to rely on Rule 4.14(a)(8)(i)(D).
17

18

75 Fed. Reg. 80747 at 80757 (Dec. 23, 2010).

52 Fed. Reg. 34633 (Sept. 14, 1987) (“1987 Release”). We specifically suggest that the Commission treat as
exempt risk-management strategies positions that are (1) alternatives or temporary substitutes for “cash market”
positions, (2) used to mitigate or offset the value of “cash market” positions owned by a pool or non-derivative
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In addition to an exemption for bona fide hedging and risk management, the Commission should
provide a de minimis exemption for CPOs and CTAs that are registered as investment advisers with the
SEC and provide advice with respect to commodity interests in a very limited way. We would be pleased
to work with the Commission to develop an appropriate de minimis exemption. For example, we note
that the Managed Funds Association has suggested a 20% test in its comment letter relating to the
rescission of the Rules.
Further, we respectfully suggest that, at least until margin requirements for both centrally cleared
and uncleared swaps are established, swaps be excluded in their entirety when determining whether a
person operating a fund that trades swaps must register as a CPO. Given that these margin requirements,
once established, could vary significantly based on the type of swap, it will be difficult to construct an
appropriate limitation on their use. Similarly, we do not yet know whether the Department of the
Treasury will exempt foreign exchange forwards and foreign exchange swaps from the definition of
“swap” and, if no exemption is granted, what the margin requirements will be for these instruments.
Given these uncertainties about swaps, advisers cannot evaluate at this time in any meaningful way how
they could comply with any trading restriction or to determine if a higher percentage threshold might be
more appropriate.
III.

The Commission Should Provide Relief From Registration for Managers and
Operators of Funds of Funds.

We also believe that the Commission should provide some relief and guidance for managers and
operators of funds of funds, particularly where the adviser to the fund of funds is registered (or about to
be registered) with the SEC. Funds of funds invest primarily in other funds, the investments in which are
securities, and very rarely invest directly in commodity interests. These managers and operators may
have difficulty complying with any de minimis test or bona fide hedging/risk management exception
adopted by the Commission because they may be unable to obtain representations from or monitor
compliance by the managers of their underlying funds. This may be a particular issue for managers of
existing funds of funds that are already invested in underlying funds. Moreover, to the extent the
managers of the underlying funds are required to provide information to the SEC or the Commission, any
reporting by the fund of funds manager would be duplicative. Further, because funds of funds invest in
other funds, they do not present systemic risk to the commodity interest markets themselves. Thus,
application of the Proposal to managers of these funds of funds would not further the Commission’s
goals.
IV.
The Commission Should Use This Opportunity to Clarify Which Entity Acts as a
Fund’s CPO.
We request that the Commission clarify that, in the case of an offshore fund organized as a
company (with directors) instead of as a limited partnership, the CPO of the pool is the adviser to the
liabilities of a pool, (3) used to facilitate a pool’s management of its “cash market” positions and/or reserves,
including having the cash market positions and reserves perform in a manner similar to the rest of the pool’s
positions, (4) used to adjust a pool’s duration and (5) used to efficiently adjust a pool’s exposure to one or more
asset allocation categories. We do not believe, however, that the conditions in Part IV of the 1987 Release are
relevant or appropriate today in the context of whether a private fund’s use of commodity interests is for risk
management purposes. We would be pleased to provide more information to the Commission staff regarding our
concerns.
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fund, not the directors of the fund. Thus, if the adviser is SEC-registered, the adviser should be able to
avail itself of the relief provided in the Rules.
The Commission has indicated that the following factors may be relevant to determining who is
acting as a CPO of a pool:




Who is promoting the pool by soliciting, accepting or receiving from others funds or
property for the purpose of commodity interest trading;
Who has the authority to hire (and to fire) the pool’s commodity trading advisor; and
Who has the authority to select (and to change) the futures commission merchant
(“FCM”) that will carry the pool’s commodity interest trading account.19

In the private fund context, the fund’s adviser is the primary force in establishing and operating the fund
and the most logical person to serve as its CPO. If the adviser is not interested in operating a fund, the
fund will not be established. Moreover, the adviser would select any subadvisers, subject to the oversight
of the fund’s board. The adviser would also select the fund’s FCM, which decision, depending on the
fund’s practice and the FCM’s account opening requirements, may or may not be subject to board
approval. And, as an SEC-registered adviser, the adviser has a fiduciary duty to its client, the fund.20 In
contrast, the fund’s directors, in their capacities as such, do not perform functions that should require
them to register or be subject to regulation as CPOs. They are not responsible for the day-to-day
management or operation of the fund, nor do they, in their capacity as directors, solicit investors for the
fund. The directors only serve an oversight function.21
The same reasoning applies with equal or greater force in the context of a private fund for which
a special purpose entity serves as general partner. This type of general partner entity is ordinarily created
by the fund’s adviser for liability, tax or other purposes; the general partner does not normally have
officers or employees or perform any function other than to delegate its authority to the adviser. As in the
case of offshore funds, the adviser is the most logical person to serve as the fund’s CPO in these
circumstances. Both the SEC and Commission have acknowledged this fact in interpretive or no-action
letters permitting a special purpose general partner entity to rely on the registration of the adviser as an
investment adviser or CPO so long as the general partner falls within the oversight and compliance and
other policies of the registered affiliate and the general partner’s records are available to the SEC or
Commission staff, rather than requiring the general partner entity to separately register.22 We request that
the Commission provide this clarification.
19

See Commodity Pool Operators; Exclusion for Certain Otherwise Regulated Persons From the Definition of the
Term “Commodity Pool Operator”; Other Regulatory Requirements, 50 Fed. Reg. 15868 (Apr. 23, 1985).
20

See SEC v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 84 S. Ct. 275, 11 L. Ed. 2d 237 (1963).

21

In addition, the Commission and its staff have recognized that registration of directors as CPOs may not be
practicable or necessary. See, e.g., Commodity Pool Operators: Relief From Compliance With Certain Disclosure,
Reporting and Recordkeeping Requirements for Registered CPOs of Commodity Pools Listed for Trading on a
National Securities Exchange; CPO Registration Exemption for Certain Independent Directors or Trustees of These
Commodity Pools, 75 Fed. Reg. 54794 (Sept. 9, 2010) (proposing exemptive relief from CPO registration for
directors of exchange traded commodity funds); CFTC Staff Letter No. 10-06 (Mar. 29, 2010).
22

See Section I.G, American Bar Association Sub-Committee on Private Entities, SEC No-Action Letter (Dec. 8,
2005); see also CFTC Staff Letter 11-01 (Mar. 22, 2011).
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V.

If the Rules Are Rescinded, the Commission Should Provide Sufficient Time for
Compliance.

Finally, if the Rules are rescinded, a potentially large number of firms will need to register as
CPOs and/or CTAs, arrange for their employees who are associated persons to become registered and
pass proficiency examinations and, if required, prepare and pre-clear their disclosure documents with the
NFA. These firms are also overwhelmed by the cumulative compliance burdens of numerous regulatory
rulemakings required by the Dodd-Frank Act. Therefore, a significant period of time should be allowed
for compliance before rescission is effective.
Conclusion
The IAA appreciates this opportunity to provide you with comments on the Proposal and the
resulting effects. For the foregoing reasons, we believe rescinding the Rules at this time is unnecessary
and would result in duplicative and costly regulation. The information the Commission will receive as a
result of the Dodd Frank Act, in combination with the new investment adviser registration requirements,
should accomplish the goals of the Commission. We respectfully suggest that the Commission should
allow those rules to take effect before making any decisions on the repeal of these long-standing
exemptions. Finally, if the Rules are rescinded, we urge the Commission to adopt the exemptions and
provide the clarifications described above.
We appreciate the Commission’s consideration of our comments. Please feel free to contact me if
we may provide additional information regarding these or other issues. In particular, we would welcome
the opportunity to meet with the Commission and its staff to provide further clarification of our comments
on the Proposal.
Sincerely,
/s/ Karen L. Barr
Karen L. Barr
IAA General Counsel
cc:

The Hon. Chairman Gary Gensler
The Hon. Commissioner Michael Dunn
The Hon. Commissioner Bart Chilton
The Hon. Commissioner Jill Sommers
The Hon. Commissioner Scott O’Malia
Ananda Radhakrishnan, Director
Division of Clearing and Intermediary Oversight
Kevin P. Walek, Assistant Director
Division of Clearing and Intermediary Oversight

April 12, 2011
VIA ELECTRONIC MAIL
Ms. Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re:

Reporting by Investment Advisers to Private Funds and Certain
Commodity Pool Operators and Commodity Trading Advisors on Form
PF; SEC Rel. IA-3145; File No. S7-05-11

Dear Ms. Murphy:
The Investment Adviser Association1 appreciates the opportunity to submit comments
on the Securities and Exchange Commission’s proposal to implement a reporting regime for
SEC-registered investment advisers to private funds as required by Sections 404 and 406 of
the Dodd-Frank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”).2
Section 404 of the Dodd-Frank Act directs the Commission to adopt rules requiring
SEC-registered advisers to private funds to file reports containing information that the
Commission deems necessary and appropriate in the public interest and for investor
protection or for the assessment of systemic risk by the Financial Stability Oversight Council
(“FSOC”). Proposed rule 204(b)-1 and Form PF under the Investment Advisers Act of 1940
(“Advisers Act”) would implement these requirements. Form PF is intended to provide the
FSOC with information related to the FSOC’s systemic risk monitoring of nonbank financial
companies and to help it in “obtaining a baseline picture of potential systemic risk across both
the entire private fund industry and in particular kinds of private funds, such as hedge funds.”3
1

The Investment Adviser Association is a not-for-profit association that represents the interests of SECregistered investment adviser firms. Founded in 1937, the IAA’s membership consists of more than 500 advisers
that collectively manage in excess of $10 trillion for a wide variety of individual and institutional investors,
including pension plans, trusts, investment companies, private funds, endowments, foundations, and
corporations. For more information, please visit our web site: www.investmentadviser.org.

2

See Reporting by Investment Advisers to Private Funds and Certain Commodity Pool Operators and
Commodity Trading Advisors on Form PF, SEC Rel. No. IA-3145 (Jan. 26, 2011) (“Proposal”), available at
http://www.sec.gov/rules/proposed/2011/ia-3145.pdf. Form PF is jointly proposed with the Commodity Futures
Trading Commission (“CFTC”). The proposed CFTC rule would require CFTC-registered CPOs and CTAs to
satisfy CFTC filing requirements by filing Form PF with the Commission if the CPOs and CTAs are also
registered with the Commission as investment advisers and advise one or more private funds.
3

Proposal at 8, 63-64.
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The Commission notes in the Proposal that systemic risk in the U.S. financial system may
arise from a variety of sources, including interconnectedness and changes in market liquidity
and market concentrations.4
We fully support the Commission’s goal of enhancing transparency of private funds
that may be deemed to present systemic risk to the U.S. financial markets. However, we are
concerned that the current Proposal is too broad in scope and will unintentionally cover a
large number of advisers and products that may not provide relevant information to achieve
the Commission’s goals. Accordingly, we request that the Commission amend several
aspects of the Proposal that would not provide important systemic risk information but would
likely result in unnecessary or unduly burdensome requirements for advisers. In particular,
we recommend that the Commission: (1) modify the treatment of “parallel managed
accounts;” (2) narrow the definition of “hedge fund;” (3) eliminate aggregation requirements
for certain related persons for reporting threshold purposes; (4) exempt smaller private fund
advisers; (5) permit flexibility in reporting data and methodologies; (6) require certain data
proposed to be reported in Form ADV, Part 1 to be reported in Form PF instead; (7)
reconsider the timeframes and frequency of filing Form PF; and (8) confirm treatment of nonU.S. funds under Form PF, among other changes.
1. The Commission Should Modify the Treatment of “Parallel Managed Accounts”
Form PF would require advisers to aggregate “parallel funds,” “parallel managed
accounts,” and master-feeder funds for purposes of determining whether the adviser meets the
Form’s reporting thresholds, such as for a “large private fund adviser” (“LPFA”) and for
“qualifying hedge funds.”5 In addition, for questions that request information about
individual funds, advisers would be required to report aggregate information for “parallel
managed accounts” and master-feeder funds (but not parallel funds).6 With respect to any
private fund, a “parallel managed account” is defined to include “any managed account or
other pool of assets” that the adviser advises and “that pursues substantially the same
investment objective and strategy and invests side by side in substantially the same positions
as the identified private fund.”7 Because the proposed aggregation rules would result in
complex and extensive reporting requirements for parallel managed accounts without
4

Proposal at 79.

5

Proposed Instruction 5. See also Proposed Glossary (generally defining LPFA as an adviser that manages $1
billion or more of three types of private fund assets (aggregated with parallel managed accounts) on any day
during the reporting period). A “qualifying hedge fund” is any hedge fund that has a net asset value individually,
or in combination with any parallel funds and/or parallel managed accounts, of at least $500 million as of the
close of business on any day during the most recently completed calendar quarter.
6

Proposed Instruction 5.

7

Proposed Glossary of Terms.
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achieving a compelling policy need, we recommend the Commission reconsider its approach
as discussed below.
A. Exclude Parallel Managed Accounts
The Commission states that it is requiring aggregation and reporting of parallel
managed accounts to prevent advisers from structuring their activities to avoid reporting
requirements. We understand this concern. However, it is highly unlikely that advisers
would liquidate funds and require investors to establish separate accounts or create registered
investment companies simply to avoid Form PF reporting requirements. Most often, the
client selects an adviser’s strategy but tailors it to its own investment guidelines. In a typical
separately managed account, advisers are granted investment discretion over a client’s
account pursuant to an investment management agreement whereby the adviser agrees to
manage the securities and assets in accordance with the terms of the agreement and
investment restrictions and guidelines of the particular client. These clients may include
institutions, endowments, foundations, state and local pension plans, corporate pension plans,
high net worth individuals, and other types of clients that are not pooled vehicles. The
structure – an investment fund or advisory services for a separate account – is generally
determined by the client’s own preferences and specific investment guidelines rather than by
the adviser.
Further, the inclusion of “parallel managed accounts” other than “private funds” in the
reporting regime for the Form significantly expands the scope of Section 404 by capturing
accounts that should not be viewed collectively with private funds for purposes of systemic
risk analysis. We are concerned that this overbroad reporting will result in inconsistent and
misleading data about an adviser’s overall private fund business and potential impact on the
market. For instance, combining parallel managed accounts up to a $1 billion threshold could
result in an adviser with one small Section 3(c)(7) fund and many separate accounts that use a
substantially similar strategy to make significantly more (and more frequent) disclosure than
another adviser with more assets under management in an identical strategy with identical
terms in separate accounts that is not required to report on Form PF. Accordingly, we request
the Commission eliminate inclusion of parallel managed accounts in the Form PF private fund
reporting regime.
B. Alternative Approaches
i.

Narrow the Definition of Parallel Managed Account

If the Commission retains the proposed requirements for reporting parallel managed
accounts, we request that it (i) narrow the definition of “parallel managed account” to provide
clarity for advisers and more meaningful data for systemic risk analysis; and (ii) exclude
investment companies registered under the Investment Company Act of 1940 (“Investment
Company Act”) from the definition of “parallel managed account.”
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First, we are concerned that the term “substantially the same” with regard to an
account or pool’s investment objective and strategy or positions is not defined and will create
uncertainty about the appropriate scope of other managed accounts or other pools of assets
that should be captured in the definition of “parallel managed account.” The Proposal does
not make clear the extent to which a separate account’s strategy and positions would need to
be the same as a private fund’s strategy and positions to constitute “substantially the same”
and be included in the reporting. It is also not clear how an adviser would report data for the
private fund and its parallel managed accounts if the data available differs. If the Commission
broadly includes similar, but not the same, strategies and positions for non-pooled vehicle
clients in the “parallel managed account” definition, the resulting reports will not provide
meaningful information regarding the private fund industry as it relates to system risk,
interconnectedness, or market liquidity and concentrations and will not produce comparable
data. Accordingly, we request the Commission amend the definition of “parallel managed
account” to require “the same investment objective and strategy” and the “same positions” as
the identified private fund.8
Second, we do not believe the Commission should include registered investment
companies in the definition of “parallel managed accounts.” Registered investment
companies are subject to extensive reporting requirements and portfolio composition
restrictions under the Investment Company Act and inclusion in the parallel managed account
definition would serve no meaningful purpose. If, however, the Commission chooses not to
carve out all registered investment companies from the definition of parallel managed
account, at a minimum, the Commission should eliminate the requirement to report all
registered money market funds with liquidity funds on Form PF. Registered money market
funds already report detailed portfolio information regularly on Form N-MFP.9
ii.

Reduce the Questions for which Advisers Must Report on Parallel
Managed Accounts

To the extent that the Commission determines not to amend the requirements for
reporting of “parallel managed accounts,” we recommend the Commission take an approach
similar to the United Kingdom’s Financial Services Authority (“FSA”) in its periodic hedge
fund survey and narrow the number of questions for which advisers must answer with respect
8

The Commission does not define the term “managed account.” Presumably, at a minimum, the term would
only include parallel managed accounts that would otherwise fall within the definition of “hedge fund” or other
applicable fund, but for the non-private fund structure.
9

Form PF proposes to capture very detailed information about “liquidity funds.” The instructions would require
private fund advisers to combine liquidity fund and registered money market fund assets for purposes of
determining whether the adviser meets the threshold for more extensive reporting regarding its liquidity funds
because the Commission states that an adviser’s liquidity funds and registered money market funds “often pursue
similar strategies and invest in the same securities” and thus are subject to many of the same risks. See Proposal
at 33.
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to the parallel managed accounts.10 The FSA Hedge Fund Survey makes a distinction
between “hedge fund assets” and “strategy assets.” “Strategy assets” are defined as “all share
classes in the fund and also separately managed accounts and other assets managed on the
same or a very similar basis as the underlying fund.”11 Unlike the Commission’s Proposal,
the FSA seeks very limited information with respect to “strategy assets,” including the net
asset value, and market and product exposure. All other questions in the FSA Hedge Fund
Survey pertain to hedge fund assets.
2. The Commission Should Narrow the Definition of “Hedge Fund”
Proposed Form PF defines “hedge fund” as any “private fund that: (a) has a
performance fee or allocation calculated by taking into account unrealized gains; (b) may
borrow an amount in excess of one-half of its net asset value (including any committed
capital) or may have gross notional exposure in excess of twice its net asset value (including
any committed capital); or (c) may sell securities or other assets short.”12 As the Commission
notes, there is no customary definition of “hedge fund.” By comparison, “hedge fund” is
defined in the FSA Hedge Fund Survey to mean a fund that meets a number of specified
criteria for investment management techniques and other characteristics.13 We are concerned
that the Commission has defined “hedge fund” too broadly for purposes of Form PF, and we
10

See U.K. Financial Services Authority, Hedge Fund Survey (Sept. 2010) (“FSA Hedge Fund Survey”). This
approach could address the potentially misleading effect of requiring advisers to treat the assets of a parallel
managed account as assets of the largest private fund to which it relates. As noted above, management of a
private fund, no matter how small, could effectively become the trigger for much broader reporting because
there is no criterion with respect to the relative size of the actual private fund(s) managed by a registered adviser
and any parallel managed accounts.

11

See FSA Hedge Fund Survey, Questions 14 and 22.

12

Proposed Glossary; see also Rules Implementing Amendments to the Investment Advisers Act of 1940; SEC
Rel. No. IA-3110; File No. S7-36-10 (Nov. 19, 2010) (“Form ADV Part 1 Proposal”), available at
http://www.sec.gov/rules/proposed/2010/ia-3110.pdf (Proposed Instruction 6a of Form ADV Part 1 Proposal).
The IAA filed an extensive comment letter on the Commission’s proposed amendments to Part 1 of Form ADV,
including on proposed Item 7B relating to private fund disclosure. See Letter from Valerie M. Baruch, Associate
General Counsel, IAA to Elizabeth Murphy, Secretary, Securities and Exchange Commission re: Proposed
Amendments to Part 1 of Form ADV (Jan. 24, 2011), available on our website under Comments & Statements.
13

See, FSA Hedge Fund Survey, Annex 1, Definitions (stating “such funds share a number of similar
characteristics,” and setting out investment techniques and characteristics such as short selling, derivatives for
investment purposes, and economic (debt) leverage as well as leveraged embedded in financial instruments such
as derivatives, as well as listing other characteristics); see also U.K. Financial Services Authority, Assessing
possible sources of systemic risk from hedge funds, A report on the findings of the Hedge Fund Survey and
Hedge Fund as Counterparty Survey (July 2010) at 1, available at
http://www.fsa.gov.uk/pubs/other/hf_report.pdf (“FSA Hedge Fund Report”) (survey aims to help FSA better
understand the use of leverage (through borrowing or derivatives), “footprints” in various asset classes, the scale
of any asset/liability mismatch and credit counterparty risks); see also FSA Hedge Fund Report (Feb. 2011),
available at http://www.fsa.gov.uk/pubs/other/hf_survey.pdf.
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recommend that it be tailored to more appropriately capture investment pools that would be
more likely to assist the FSOC’s systemic risk evaluation.14 Accordingly, we recommend the
following changes to the Commission’s proposed definition.
First, we request confirmation that section (a) of the “hedge fund” definition applies
only where a performance fee calculated by taking into account unrealized gains is taken
directly from fund assets. For example, although an adviser may not offer a performance fee
in a particular fund (i.e., as a fee charged through the net asset value of the fund), some clients
that are also investors in the fund require a performance fee to be assessed to the client
directly under a separate management agreement between the client and the adviser. Such
performance fee is not part of the agreement between the adviser and the fund. The use of a
performance fee in this circumstance has little or no bearing on whether a private fund is a
hedge fund.
Second, we believe the criteria in sections (b) and (c) are over-inclusive. Many funds
with traditional investment approaches use strategies that might involve short positions for
hedging purposes or in limited amounts. At a minimum, we believe it would be appropriate
for the definition to refer to actual investment practices, rather than practices in which a fund
“may” engage. Sections (b) and (c) should require that a fund actually use leverage or engage
in short sales above a de minimis amount before being deemed a hedge fund (i.e., mere
authority to use leverage and engage in short sales is not sufficient if it is never exercised). A
private fund that has not used these practices should not be considered a hedge fund unless
and until it begins to do so, other than on a limited basis. The FSA’s definition of a hedge
fund is less prescriptive, leaving advisers with more flexibility to carve out products that may,
for example, short on a limited basis primarily for hedging purposes, but are not considered
hedge funds in the traditional sense of the term.
Third, the Commission should narrow section (c) to avoid capturing funds that are not
truly long/short funds, market neutral funds or other types of funds that engage in significant
short positions of individual issuers. For example, the Commission could require that short
selling be a principal investment strategy, as in the Form N-1A context for registered
investment companies. Otherwise, many “long only” or traditional bond funds would be
classified as hedge funds due to interest rate or other hedging activities not related to
speculation or other positions that are unlikely to give rise to systemic risks. Under the Form
PF definition, registered investment company strategies that comply with the restrictions of
the Investment Company Act would nonetheless be considered hedge fund strategies if used
in a private fund (and, as discussed in Section 1 above, these registered investment companies
could be considered “parallel managed accounts.”)

14

While we understand that the Commission is using the same definition of hedge fund as it proposed for Form
ADV Part 1, the purpose of Form PF is different, focusing on systemic risk, and requests much more extensive
information.
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Finally, we believe that section (b) of the hedge fund definition would appropriately
capture private funds that make use of significant synthetic short positions. Accordingly, we
suggest qualifying section (c) by adding, “provided, however, that the use of short derivative
positions will not cause a private fund to be considered a hedge fund unless the resulting
notional exposures would cause it to be a hedge fund under section (b).”
3. The Commission Should Not Aggregate Assets Managed by Related Persons That
Do Not Share Information About Investment Decisions
Form PF would require a private fund adviser to treat any private fund or parallel
managed account advised by any of the adviser’s related persons as though it were advised by
the adviser for purposes of various reporting thresholds in the Form (i.e., LPFA and
qualifying hedge funds).15 In addition, the adviser would be permitted, but not required, to
file one consolidated Form PF for itself and its related persons, including affiliates.16
We do not agree that advisers should be required to aggregate the assets of private
funds or parallel managed accounts managed by any related person. Many larger advisers are
structured such that affiliates and related persons operate independently and have no
involvement in each other’s portfolio management, trading, operations, or internal
management activities. Often, these investment advisers and their related persons will make
separate regulatory filings (e.g., Section 13F filings for beneficial ownership). Although these
entities may be under common control with a parent company, requiring aggregation of assets
with related persons will result in a misleading view of which entities are LPFAs and may
provide information about advisers that will not aid the FSOC’s systemic risk analysis. While
we understand the Commission’s goal of preventing advisers from organizing entities to avoid
application of the reporting requirements, we believe the Commission should instead focus on
whether calculating the threshold in this manner produces meaningful reporting.
We submit that the Commission should require aggregation of assets only of related
persons that share investment discretion or coordinate trading decisions, which more
appropriately captures the concept of investing “side by side.” This proposed amendment is
also more appropriately tailored to the goal of capturing information regarding large market
participants that may to some degree pursue the same strategies in a unified fashion. In
contrast, by pulling in the positions of affiliated but independently operating advisers, the
proposed requirement would potentially provide inaccurate information to the Commission
and ultimately to the FSOC.

15

Proposed Instruction 3 and 5; Proposal at 35, n.92 (a “related person” is defined as: (1) all of an adviser’s
officers, partners, or directors (or any person performing similar functions); (2) all persons directly or indirectly
controlling, controlled by, or under common control with the adviser; and (3) all of the adviser’s employees
(other than employees performing only clerical, administrative, support, or similar functions)).
16

Proposal at 35, n.92.
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4. The Commission Should Exempt Advisers with Less Than $150 Million in
Private Fund Assets
The Commission should exempt SEC-registered advisers that manage less than $150
million in private fund assets from the Form PF filing requirements. Under the Proposal,
exempt reporting advisers that solely advise private funds with less than $150 million in assets
are not required to file Form PF. However, SEC-registered advisers that manage any private
fund assets are required to file Form PF. There is no compelling policy reason to require such
advisers to do so. Like the mid-sized private fund advisers, SEC-registered advisers with less
than $150 million in private fund assets will provide extensive census-type information on
Form ADV, Part 1 regarding their private funds.
Congress apparently made the determination that advisers that manage less than $150
million in private fund assets do not pose sufficient systemic risks such that registration under
the Advisers Act is required. SEC-registered advisers that manage a small amount of private
fund assets are even less likely to pose systemic risk because they are already registered under
the Advisers Act and are subject to substantial Commission regulation and oversight. The
Commission states that it is appropriate to require such advisers to complete Section 1 of
Form PF because of the “limited burden” of basic reporting.17 As discussed below, however,
we believe the Commission has underestimated the burdens for filing even Section 1 of Form
PF, and therefore, such advisers should be exempt from filing.
5. The Commission Should Permit More Flexibility in Reporting Data and
Methodologies
A number of Form PF items require certain methodologies or risk management
techniques. Private fund advisers, however, do not uniformly use the same calculations and
metrics. Thus, we are concerned that advisers will have to generate data and engage in risk
management practices specifically to comply with Form requirements. For example, an
adviser may not use the same definition of a particular asset class, and duration measurement
will likely vary from the Form’s stated measurement in some cases. Also, the Form states
that investment grade is not based on credit ratings, but on liquidity and a determination of
“moderate credit risk,” which is not a universally defined or understood term in the asset
management industry. Most advisers do not have such a designation and would likely use a
traditional definition of “investment grade.” Advisers will need to hire additional staff and
deploy new systems to convert data into the requisite categories. In addition, even
calculations and methodologies that may today be widespread industry practices will likely
evolve over time. Advisers will need to continually provide significant resources to make
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system changes as the Form necessarily changes. Accordingly, the Commission should
permit more flexibility in reporting data and methodologies.18
In addition, we are concerned that the value at risk (“VaR”) and risk metric questions
(section 2b, questions 35 and 36) may result in requiring advisers to use specific risk
techniques they may or may not currently use to avoid any implication that they are not
following proper risk practices (such as by stating that a particular risk is not relevant).
Conversely, requiring detailed reporting on these risk metrics may discourage use of such
techniques. The Commission should not make implicit judgments about risk management
techniques through a reporting requirement. For example, there is some dispute as to how
effective the use of VaR has been.
We recommend removing question 36 which requires advisers to report the potential
impact on a fund’s portfolio from specified changes to certain market factors, if regularly
considered in the fund’s risk management. The Commission states that this information “is
designed to allow the FSOC to track basic sensitivities of the hedge fund to common market
sensitivities, correlations in those factor sensitivities, and trends” among funds.19 The
Commission notes that the fund may consider these factors in its risk assessment without
performing “stress testing,”20 but the Form does not provide any means to respond to the
question in that case. The potential answers – state that the factor is not relevant or provide
specific data that would be generated by stress testing – push advisers toward the type of
stress testing required of banking entities and risk transforming Form PF into an implicit
substantive requirement as to advisers’ internal risk systems rather than a data gathering
requirement. In any case, this type of stress testing may not provide meaningful data on a
comparable basis for various funds.
We also recommend adjusting the requirements in Section 4 for private equity funds
and private equity fund of funds to report certain data. Private equity fund advisers may not
have access to the data requested for “controlled portfolio companies,” even if the fund owns
50% or more of such portfolio company (e.g., question 62 regarding maturity of debt). In
addition, private equity fund advisers may not have access to certain data relating to “financial
industry portfolio companies” where the company is a non-U.S. entity. Accordingly, we
recommend applying a “reasonable best efforts” standard to obtain and report the information.
18

To accommodate the various business models and data collection methods across the industry, the
Commission could broaden its approach in Section 1a, Item C1 (“You may use the space below to explain any
assumptions that you made in responding to any question in this Form PF. Assumptions must be in addition to,
or reasonably follow from, any instructions or other guidance provided in, or in connection with, Form PF. If
you are aware of any instructions or other guidance that may require a different assumption, provide a citation
and explain why that assumption is not appropriate for this purpose”).
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We also recommend a de minimis investment threshold in a “financial industry portfolio
company” before the reporting requirements are triggered.
6. The Commission Should Require Certain Data Proposed to be Reported in Form
ADV, Part 1 to be Reported in Form PF Instead
The Commission requests comment on whether certain disclosure requirements in the
proposed amendments to Form ADV Part 1 should instead be reported through Form PF.21
As we stated in our comments on the Part 1 proposal, the Commission should limit the public
availability of private fund information provided on Part 1 of Form ADV. Treating the
private fund information as confidential would enable the Commission to collect the
information deemed necessary while protecting its proprietary nature. Form PF could serve
as an appropriate vehicle for such confidential disclosure. Much of the detailed sensitive
information requested in Schedule D, Section 7.B.1 could be reported on Form PF in order to
avoid unduly focusing retail clients on privately offered funds for sophisticated investors. At
a minimum, the ownership information requested in proposed Part 1 (if not amended as we
requested) could expose sensitive or confidential information and should be reported on Form
PF. Further, certain service provider information could be reported on Form PF instead of
Part 1 to assist the FSOC in determining whether there are concentrated assets at particular
service providers, for example. In addition, advisers should not be required to report
duplicative information (such as net asset values) on Form ADV Part 1 and Form PF.
7. The Commission Should Reconsider the Timing and Frequency of Filings
A. The Commission Should Evaluate the Information It Receives Initially From
Private Fund Advisers
The Dodd-Frank Act does not set out the frequency with which the Commission and
the CFTC must require reporting by private fund advisers. However, the Commission states
that it has designed the specific reporting frequency and data time period measurements
(annually and quarterly filings; monthly valuations and performance data) based on when it
understands advisers to private funds are already collecting the relevant data.22 The
Commission also states that it based certain more specific reporting items on information that
it understands large hedge fund advisers frequently collect for purposes of reporting to
investors in funds.
Although LPFAs typically collect and report significant amounts of data to fund
investors, the nature of the information is different because fund investors are focused on
specific characteristics of their investment, and not on possible systemic effects of the
21
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adviser’s investment strategies. In addition, the depth and volume of data requested by the
Form PF are much more significant than many advisers currently collect and report, and the
information is proposed to be provided in shorter timeframes. The Commission emphasizes
that the Form will provide “more reliable data collected through Form PF [that] would assist
FSOC in identifying and addressing risks to US financial stability, potentially protecting
investors and other market participants from significant losses.”23 However, we expect the
reliability of the data collected by the Form may be impacted by unrealistic filing deadlines.
In addition, certain of the requested data ultimately may prove to be of little value to
the Commission’s understanding of the significance of a particular group of private funds or
their advisers. Thus, we respectfully suggest that the Commission require an initial reporting
on Form PF by private fund advisers to permit it to evaluate the significant volume of data it
will collect. The Commission could then better assess the appropriate frequency of reporting
as well as which types of data about which types and sizes of funds would best serve to
implement the FSOC’s goals of determining the likelihood that certain private funds may pose
systemic risk to the U.S. financial system. For example, after reviewing the initial data, the
Commission may determine that it is sufficient for systemic risk purposes to require LPFAs to
file updates every six months, as does the FSA, instead of each quarter. Similarly, if the
Commission does not change the treatment of parallel managed accounts or the definition of
hedge fund, we believe that the $1 billion reporting threshold for LPFAs will prove too low to
implicate systemic risk concerns. The Commission, in consultation with the FSOC, may even
determine instead that it does not in fact need to receive the proposed data from every private
fund adviser annually, particularly with the information the Commission will receive annually
from advisers on newly-amended Form ADV. Such an approach that requires only an initial
filing first would permit a more informed evaluation of the anticipated benefits from receiving
the information in light of the significant costs and resources involved for advisers.
B. The Commission Should Extend the Requirement to File After Quarter End to 90
Days
Proposed Form PF would require a LPFA to file a quarterly update for all items in
Form PF within 15 calendar days after quarter-end. The 15-day requirement is too short a
deadline for filing quarterly Form PF reports, especially given the magnitude of data that is
required. Advisers would need significantly more time to collect the data, assess the integrity
of the data, and complete the filing of the data on a quarterly basis. It is critical that advisers
have adequate time to submit accurate data for quality control purposes, particularly with
respect to the valuation and performance information.
We note that the FSA Hedge Fund Survey is much simpler than Form PF (overall and
in particular for LPFA items), but the FSA permitted advisers significantly more time to
respond to the survey. The need for accurate information outweighs the need for receiving
23
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the information quickly. Therefore, we request that the Commission provide at least 90 days
for LPFAs to provide quarterly (and year-end) updates in order to allow enough time for the
necessary auditing to be completed.
C. The Commission Should Adjust Unrealistic Daily and Monthly Measurement
Periods
Under the Proposal, advisers would be required to measure whether the applicable $1
billion asset thresholds have been crossed daily for hedge funds and liquidity funds in order to
assess whether they are LPFAs. A daily assessment of the Form’s reporting threshold is
impractical. For example, large advisers with many funds and “parallel managed accounts”
would have to expend significant effort and expense to monitor on a daily basis which funds
or accounts are within the scope of the definitions, what their aggregate assets are, and
whether they have met the triggering threshold. We therefore request the Commission
implement a measurement period such as average assets over a quarter rather than a daily
measurement period.
In addition, Section 1b, question 14 requires monthly valuations and performance for
all private funds. Private equity funds in particular do not value their illiquid fund holdings
on a monthly basis but rather on a quarterly basis. To respond to this item, private equity
fund advisers would be forced to restructure their systems and controls at potentially great
expense with little added benefit to the Commission or the FSOC. Therefore, we suggest with
respect to private equity funds that the Form provide for quarterly valuations.
8. The Commission Should Confirm the Treatment of Certain Non-U.S. Funds
under Form PF
We request confirmation that advisers need not report information about certain nonU.S. funds on Form PF because (i) such funds are not “private funds” within the definition in
proposed Form PF, and (ii) such funds are not “likely to implicate U.S. regulatory interests.”24
The term “private fund,” as used in Form PF, is defined as any issuer that would be an
investment company as defined in Section 3 of the Investment Company Act but for Sections
3(c)(1) or 3(c)(7) of that Act. Non-U.S. funds (investment companies organized under the
laws of a jurisdiction other than the U.S.) that do not make use of U.S. jurisdictional means to
offer securities are generally not within the territorial reach of the U.S., and therefore, do not
need to rely on Sections 3(c)(1) and 3(c)(7) of the Investment Company Act. Accordingly,
such non-U.S. funds would not be “private funds” regardless of the location of the fund
adviser. Consistent with this approach, the Commission has stated that a securities offering
by a non-U.S. fund should not trigger regulation or registration of the fund under the
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Investment Company Act if the non-U.S. fund implements measures reasonably designed to
guard against sales to U.S. persons.25
We are concerned, however, that proposed Instruction 1 implies otherwise. The
Instruction states, “[i]f your principal office and place of business is outside the United States,
for purposes of this Form PF you may disregard any private fund that during your last fiscal
year was neither a United States person nor offered to, or beneficially owned by, any United
States person.” (emphasis added). As discussed above, non-U.S. funds that are not offered or
sold to U.S. persons or beneficially owned by U.S. persons are not relying on Section 3(c)(1)
or Section (c)(7), and are not private funds. Thus, the Instruction should be removed.26 If the
Commission does not clarify this point, it will be unclear whether SEC-registered advisers to
non-U.S. funds that have been relying on the Commission’s territorial approach would need to
include these non-U.S. funds on Form PF, even if the non-U.S. fund was neither a U.S. person
nor offered to, or beneficially owned by, any U.S. person.27
If the Commission disagrees, it should exempt non-U.S. funds from reporting
requirements under Form PF if the fund is not offered to or beneficially owned by any U.S.
person.28 In addition, we request an exemption for reporting non-U.S. funds that may receive
“seed” capital from a U.S. entity to launch but is not otherwise offered to or beneficially
owned by any U.S. person. Such funds do not implicate U.S. investor protection or other U.S.
regulatory interests.

25

See, e.g., Statement of the Commission Regarding Use of Internet Web Sites to Offer Securities, Securities
Act Rel. No. 7516 (Mar. 23, 1998), available at http://www.sec.gov/rules/interp/33-7516.htm. See also
Goodwin, Procter & Hoar (pub. avail. Feb. 28, 1997); Touche Remnant & Co. (pub. avail. Aug. 27, 1984).
26

Similarly, we request the Commission to take the same approach in Form ADV Part 1, and amend its language
in that release which states that a non-U.S. adviser may “omit a Schedule D for a private fund that is not
organized in the U.S. and that is not offered to, or owned by, ‘United States persons.’” Form ADV Part 1
Proposal at 50; see also, Form ADV Part 1 Proposal at 51 (the Commission asks whether it should require
advisers to report information about other pooled investment vehicles advisers may advise, such as non-U.S.
funds not offered to U.S. persons. We believe that the Commission’s approach to limit the “burden imposed on
foreign advisers with respect to funds in which U.S. investors have no direct interest” by relieving them of
having to file a Schedule D for those funds should also apply to U.S. advisers with respect to non-U.S. funds
they advise in which U.S. investors have no direct interest because such funds are not “private funds” relying on
Sections 3(c)(1) or 3(c)(7)).
27

For example, advisers that sponsor Undertakings for Collective Investment in Transferable Securities
(“UCITS”) or other regulated funds offered solely in non-U.S. jurisdictions would be subject to a materially
increased burden of completing Form PF with little apparent benefit.
28

We also request confirmation that a person that is in the U.S. may be treated as not being in the U.S. if such
person was not in the U.S. at the time the investor acquired the securities issued by the fund. See e.g.,
Exemptions for Advisers to Venture Capital Funds, Private Fund Advisers With Less Than $150 Million in
Assets Under Management, and Foreign Private Advisers; SEC Rel. No. IA-3111; File No. S7-37-10 (Nov. 19,
2010), at 82-83 (discussing proposed rule 202(a)(30)-1, at note to paragraph (c)(2)(i)), available at
http://www.sec.gov/rules/proposed/2010/ia-3111.pdf.
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9. Additional Comments
A. Limit Beneficial Owner Data to Available Information
The Form requires advisers to specify the “total number of beneficial owners of the
reporting fund’s equity interests.” It further specifies that if an adviser is aggregating any
“parallel managed accounts” with the reporting fund in accordance with Instruction 5, the
adviser must treat the account owners as beneficial owners of the reporting fund. In addition,
it requires advisers to specify the percentage of the reporting fund (and parallel managed
accounts ) that is “beneficially owned by the five beneficial owners having the largest equity
interests in the reporting fund.”
This type of beneficial ownership information is not always known or available. For
example, if the investor is a fund of funds or charitable trust, advisers may not have access to
information about the beneficial owners. Thus, we believe that beneficial owner information
should be limited to information about the limited partner, managing member, or equivalent
investor of record. Further, information about owners of parallel managed accounts may
produce distorted information (e.g., cases in which a single large parallel separate account
dwarfs a small private fund) or may be unavailable or impractical to obtain (e.g., mutual fund
shareholders).
B. Reconsider the Underestimated Burden of Filing Form PF
The Commission estimates that smaller private fund advisers would require an average
of only 10 hours to compile, review, and electronically file the required information in
Section 1 of Form PF for the initial filing and an average of 3 hours for subsequent filings,
and that LPFAs would require an average of 25 to 75 hours for an initial filing and an average
of 12 to 35 hours for quarterly filings.29 We do not necessarily agree that such burden
estimates are realistic or even knowable at this point, and we believe the cost estimates are
understated. Certainly, the type and breadth of data requested to be reported in a specific
format (not yet determined) will be very significant for all private fund advisers. The true
burden and amount of resources necessary for advisers to comply with this level and
frequency of reporting will not be fully understood until the industry as a whole has spent
time on implementation of the reporting requirements. This lack of burden information
supports our suggestion to require an initial filing, followed by an assessment by the
Commission and the FSOC of the appropriate scope and frequency of further reporting.
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C. Extend Compliance Date and Permit Additional Comment Period on Proposed
Filing Format
The Commission anticipates that the proposed rules requiring filing of Form PF would
have a compliance date of December 15, 2011, at which time LPFAs would begin filing 15
days after the end of each quarter (i.e., LPFAs would need to make their initial Form PF filing
by January 15, 2012). The Commission states that this timing would give the Commission
sufficient time, after adopting the final rule, to create and program a system to accept filings
of Form PF and should be sufficient for LPFAs to develop systems for collecting the
information required on Form PF and prepare the filing.
We respectfully disagree that a December 15, 2011 compliance date timeline is
workable or realistic. Advisers will be required to expend significant resources to implement
this voluminous reporting requirement. The Commission should also consider the cumulative
effect on advisers of other significant rulemakings under the Dodd-Frank Act. We therefore
urge that the Commission adopt a compliance date for the initial filing of at least nine months
after the rule’s effective date.
The need for additional time is amplified by the fact that Commission still needs to
propose a filing system for the Form.30 The Commission requests comment on whether it
should require that Form PF filings be submitted in XML, XBRL, or another format.
Advisers are unable to fully assess the implications of the Proposal, including the appropriate
format and likely costs and resource requirements that will be incurred until the scope and
extent of the reporting requirements on Form PF are finalized. Accordingly, we request the
Commission to provide another opportunity for notice and comment on the potential selection
of the filing system for Form PF once the Form’s content and filing frequency have been
established.
*

30

*

*

*

The Commission states it will work closely with the company it selects to create and program a system for
Form PF filings and will monitor whether the company could create and program such system within the stated
timeframe. Proposal at 42, n.108.
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We appreciate the Commission’s consideration of our comments on proposed Form
PF to implement the reporting requirements for SEC-registered advisers to private funds
under Sections 404 and 406 of the Dodd-Frank Act. Please do not hesitate to contact Karen
L. Barr, IAA General Counsel, or the undersigned at (202) 293-4222 if we may provide any
additional information regarding our comments or any other matters.
Sincerely,
/s/Monique S. Botkin
Monique S. Botkin
IAA Assistant General Counsel

cc:

The Honorable Mary L. Schapiro, Chairman
The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner
The Honorable Troy A. Paredes, Commissioner
Eileen Rominger, Director, Division of Investment Management
Robert Plaze, Associate Director, Division of Investment Management
David Vaughan, Attorney Fellow, Division of Investment Management

March 9, 2011
VIA ELECTRONIC MAIL
Ms. Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re:

Net Worth Standard for Accredited Investors; SEC Release IA-3144; File
Number S7-04-11

Dear Ms. Murphy:
The Investment Adviser Association1 appreciates the opportunity to comment on the
Commission’s proposed rule to amend the accredited investor net worth standard in rules
under the Securities Act of 1933 to reflect the requirements of section 413(a) of the DoddFrank Wall Street Reform and Consumer Protection Act (“Dodd-Frank Act”).2 Section
413(a) of the Dodd-Frank Act requires that the definition of “accredited investor” in
Securities Act rules be modified to exclude the value of a person’s primary residence when
determining whether the person qualifies as an accredited investor on the basis of having a net
worth in excess of $1 million. We appreciate the Commission’s efforts to efficiently
implement the Dodd-Frank Act and submit comments with respect to one aspect of the
proposal.
Prior to the Dodd-Frank Act, the standard for an accredited investor required a
minimum net worth of more than $1 million, but permitted the investor’s primary residence to
be included in calculating net worth. Under the proposed rule, the amount excluded from a
person’s net worth to account for the person’s primary residence would be calculated by
subtracting from the estimated fair market value of the property the amount of debt secured by
the property, up to the estimated fair market value of the property.3 We support the proposed
1

The Investment Adviser Association is a not-for-profit association that represents the interests of SECregistered investment adviser firms. Founded in 1937, the IAA’s membership consists of more than 500 firms
that collectively manage in excess of $10 trillion for a wide variety of individual and institutional investors,
including pension plans, trusts, investment companies, private funds, endowments, foundations, and
corporations. For more information, please visit our web site: www.investmentadviser.org.
2

Net Worth Standard for Accredited Investors, SEC Rel. IA-3144 (Jan. 25, 2011) (“Proposed Rule”), available
at http://sec.gov/rules/proposed/2011/33-9177.pdf.
3

Proposed Rule at 7.
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method of calculating the value of the primary residence and believe it is more appropriate
than the other methods considered.
The Commission has asked for comment on whether there should be a transition or
grandfathering provision to address subsequent investments by investors that were qualified
as accredited prior to the Dodd-Frank Act. As proposed, the rule would not permit a company
or fund to treat an investor as accredited if the investor subsequently loses that status, even if
the investor had previously invested in the company or fund at a time when it satisfied the
accredited investor standard. We submit that the Commission should allow for subsequent
investments by an investor who previously qualified as accredited but was disqualified by the
change effected by section 413(a) of the Dodd-Frank Act. We agree with the Commission’s
observation that, “an investor that qualified as an accredited investor in a previous sale under
Regulation D before enactment of the Dodd-Frank Act may wish to invest in the same
company or fund in order to retain its proportionate interest in the company or fund or to
exercise rights that have arisen because of that interest.”4 The Commission also contemplates
that companies may desire to make offerings to current investors who invested as accredited
investors.5 Without a grace period, grandfathering, or other transitional scheme, investors and
companies who planned for long-term investments may be prevented from fully achieving
their goals. Investors will be deprived of preemptive rights, rights of first refusal, and other
contractual protections.6 Further, existing investors presumably have already conducted due
diligence on and are familiar with the issuer, and have determined that the investment is
appropriate for them.7 Permitting follow-on investments with respect to the same investment
and issuer therefore poses little risk of harm.
To enable investors to protect their existing investments, we propose a minimum one
year grace period for follow-on investments by investors who previously qualified as
accredited. We propose that for one year after the effective date of the rule investors who
previously qualified as accredited but are now disqualified as a result of the exclusion of the
value of their primary residence from their net worth be permitted to be treated as accredited
by companies and funds in which they invested prior to losing their accredited status. This
year will serve as an adjustment period for companies and investors during which agreements
and commitments can be renegotiated and the dates of any rights offerings that were planned
for the near to mid-future can be accelerated. This grace period would apply only to investors
directly affected by the implementation of section 413(a). In the alternative, we suggest
comparable transitional rules to avoid disrupting current relationships between companies and
their investors.
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Id. at 14.
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Id.
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Id.

7

Id. at 15.

Ms. Elizabeth M. Murphy
Securities and Exchange Commission
Page 3 of 3
We appreciate the Commission’s consideration of our comments and welcome the
opportunity to work with the Commission to craft a transitional provision that will protect
investors. Please feel free to contact me if we may provide additional information regarding
these or other issues.
Sincerely,
/s/ Karen L. Barr
Karen L. Barr
IAA General Counsel

cc:

The Honorable Mary L. Schapiro, Chairman
The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner
The Honorable Troy A. Paredes, Commissioner

February 22, 2011
VIA ELECTRONIC MAIL
Ms. Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re: Registration of Municipal Advisors; SEC Rel. 34-63576; File No. S7-45-10
Dear Ms. Murphy:
The Investment Adviser Association1 appreciates the opportunity to submit comments
on the Commission’s proposed rules to implement a permanent municipal advisor registration
regime required by Section 975 of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (“Dodd-Frank Act”).2 Section 975, which amended Section 15B of the
Securities Exchange Act of 1934 (“Exchange Act”), took effect on October 1, 2010 and
created a new category of SEC-registered entities called municipal advisors. On September 1,
2010, the Commission adopted an interim final temporary rule requiring municipal advisors to
register with the Commission by October 1, 2010.3 The proposed rules would replace the
Commission’s temporary registration process for municipal advisors after December 31,
2011. We comment with respect to one aspect of the Proposal relating to the exclusion for
SEC-registered investment advisers.4
1

The Investment Adviser Association is a not-for-profit association that represents the interests of SECregistered investment adviser firms. Founded in 1937, the IAA’s membership consists of more than 500 firms
that collectively manage in excess of $10 trillion for a wide variety of individual and institutional investors,
including pension plans, trusts, investment companies, private funds, endowments, foundations, and
corporations. For more information, please visit our web site: www.investmentadviser.org.

2

See Registration of Municipal Advisors, SEC Rel. No. 34-63576 (Dec. 20, 2010) (“Proposal”), available at
http://www.sec.gov/rules/proposed/2010/34-63576fr.pdf.
3

See Temporary Registration of Municipal Advisors, SEC Rel. No. 34-62824 (Sept. 1, 2010), available at
http://www.sec.gov/rules/interim/2010/34-62824.pdf. Municipal advisors were required to register with the
Municipal Securities Rulemaking Board by December 31, 2010 in order to engage in municipal advisory
activities.
4

The IAA also submitted a comment letter on the Commission’s November 19, 2010 proposal to amend the pay
to play rule 206(4)-5 under the Investment Advisers Act of 1940 (“Advisers Act”). See Rules Implementing
Amendments to the Investment Advisers Act of 1940, SEC. Rel. IA-3110 (Nov. 19, 2010) (“Pay to Play Rule
Amendments”). The Pay to Play Rule Amendments would prohibit an adviser from compensating its affiliate
for soliciting municipal entity clients unless the affiliate is registered as a municipal advisor. See also, Proposal
at 30-31, n.104 (“[a]llowing [affiliated] entities to register as municipal advisors and subject themselves to the
regulatory regime for municipal advisors as a condition to being paid as solicitors on behalf of affiliated
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The term “municipal advisor” is defined in Section 975(e)(4) of the Dodd-Frank Act
as “a person (who is not a municipal entity or an employee of a municipal entity) that – (i)
provides advice to or on behalf of a municipal entity or obligated person with respect to
municipal financial products or the issuance of municipal securities, including advice with
respect to the structure, timing, terms, and other similar matters concerning such financial
products or issues; or (ii) undertakes a solicitation of a municipal entity.” Section
975(e)(4)(C) of the Dodd-Frank Act specifically excludes from the definition of “municipal
advisor,” “any investment adviser registered under the Investment Advisers Act of 1940, or
persons associated with such investment advisers who are providing investment advice.”5
(emphasis added). However, the Commission’s proposed rule to implement this statutory
exclusion states that “municipal advisor” shall not include “[a]n investment adviser registered
under the Investment Advisers Act of 1940 [ ] or a person associated with such registered
investment adviser, unless the registered investment adviser or person associated with the
investment adviser engages in municipal advisory activities other than providing investment
advice that would subject such adviser or person associated with such adviser to the
Investment Advisers Act.”6
We are concerned that the Commission’s proposed rule interpreting the investment
adviser exclusion appears to be narrower than the language of the actual exclusion in the
Dodd-Frank Act. Therefore, we urge the Commission to revise proposed Exchange Act Rule
15Ba1-1(d)(2)(ii) to reflect the plain language of the broad statutory exclusion for SECregistered investment advisers. At a minimum, we request confirmation in the adopting
release that the exclusion from the definition of municipal advisor for any SEC-registered
investment adviser or person associated with such investment adviser applies to the
investment adviser and the adviser’s employees who may solicit municipal entities as part of
their regular responsibilities to market the adviser’s investment advisory services or who may
incidentally discuss the adviser’s advisory services with municipal entities. Such sales,

investment advisers does not contravene [ ] Congressional intent.”) Our January 24, 2011 comment letter,
available on our website under Comments & Statements, opposed the Pay to Play Rule Amendments and
suggested alternative approaches.
5

An investment adviser is defined under Section 202(a)(11) of the Advisers Act to mean “any person who, for
compensation, engages in the business of advising others, either directly or through publications or writings, as
to the value of securities or as to the advisability of investing in, purchasing, or selling securities, or who, for
compensation and as part of a regular business, issues or promulgates analyses or reports concerning securities.”
6

See proposed Exchange Act Rule 15Ba1-1(d)(2)(ii). See also, proposed Exchange Act Rule 15Ba1-1(e)
defining the term “municipal advisory activities” to mean “providing advice to or on behalf of a municipal entity
[ ] or obligated person [ ] with respect to municipal financial products or the issuance of municipal financial
securities, including advice with respect to the structure, timing, terms, and other similar matters concerning such
financial products or issues; or solicitation of a municipal entity or obligated person.”
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marketing, or soliciting by the investment adviser or an employee of the investment adviser
would not fall within the definition of “municipal advisory activities.”7
In addition, the term “solicitation of a municipal entity or obligated person” is defined
under Section 975(e)(9) of the Dodd-Frank Act to exclude solicitations by an adviser’s
affiliate. Specifically, solicitation means a “direct or indirect communication with a
municipal entity or obligated person made by a person, for direct or indirect compensation, on
behalf of a broker, dealer, municipal securities dealer, municipal advisor, or investment
adviser [ ] that does not control, is not controlled by, or is not under common control with the
person undertaking such solicitation for the purpose of obtaining or retaining an engagement
by a municipal entity or obligated person of a broker, dealer, municipal securities dealer, or
municipal advisor for or in connection with municipal financial products, the issuance of
municipal securities, or of an investment adviser to provide investment advisory services to or
on behalf of a municipal entity.”8 In other words, “solicitation” is a communication for a fee
with a municipal entity by a person on behalf of an investment adviser that is not affiliated
with such soliciting person.9
Thus, affiliated solicitors of investment advisers are not “soliciting municipal entities”
and are also excluded from the statutory definition of municipal advisor. It would be illogical
and contravene the statutory intent of the Dodd-Frank Act for such an exclusion to apply to an
affiliate of an investment adviser and its employees soliciting on behalf of its affiliated
adviser, but not for the same analysis to apply to an investment adviser and its own employees
soliciting on their employer’s behalf, with Advisers Act anti-fraud provisions and disclosure
rules applying to such activity.10 Accordingly, we request confirmation that solicitation by an
investment adviser or its employees on the firm’s own behalf to provide investment advisory
services to a municipal entity would not be considered “municipal advisory activities.”

*

*

*

*

7

The Commission states that an SEC-registered investment adviser “that solicits a municipal entity on behalf of
a municipal advisor would also be required to register as a municipal advisor.” (emphasis added.) See Proposal
at 34-35. By contrast, an SEC-registered investment adviser or associated person of such investment adviser that
solicits a municipal entity on its own behalf would be within the investment adviser exclusion and would not be
required to register as a municipal advisor.

8

See Proposal at 30 (“persons soliciting on behalf of affiliated entities would not fall within the definition of
municipal advisor and would not be required to register pursuant to Section 15B of the Exchange Act.”)
9

See Proposal at 29 (“a third-party solicitor that seeks business on behalf of an investment adviser from a
municipal pension fund or a local government investment pool must register as a ‘municipal advisor.’”
(emphasis added.))

10

See, e.g., Advisers Act Section 206; Advisers Act cash solicitation rule 206(4)-3; Advisers Act advertising rule
206(4)-1; Advisers Act pay to play rule 206(4)-5.
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We appreciate the Commission’s consideration of our comments on the proposed
rules implementing Section 975 of the Dodd-Frank Act for municipal advisors. Please
contact Karen L. Barr, IAA General Counsel, or the undersigned at (202) 293-4222 if we may
provide additional information regarding these or other issues.
Sincerely,
/s/ Monique S. Botkin
Monique S. Botkin
IAA Assistant General Counsel

cc:

The Honorable Mary L. Schapiro, Chairman
The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner
The Honorable Troy A. Paredes, Commissioner
Eileen Rominger, Director, Division of Investment Management
Robert W. Cook, Director, Division of Trading and Markets
Robert Plaze, Associate Director, Division of Investment Management

February 2, 2011
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:

Definition of Fiduciary Proposed Rule

Ladies and Gentlemen:
The Investment Adviser Association (“IAA”)1 appreciates the opportunity to provide
comments on the proposed rule defining “fiduciary with respect to a plan” under ERISA in
the context of the provision of investment advice for a fee (the “Proposed Rule”).2
Background
The IAA’s members are investment advisers registered with the Securities and
Exchange Commission, and must satisfy fiduciary responsibilities to their clients under the
Investment Advisers Act of 1940. This fiduciary duty has been upheld by the U.S. Supreme
Court3 and reiterated by the SEC in various pronouncements over the years.4
Virtually all IAA members provide investment management services to their ERISAcovered plan clients on a discretionary basis. Under section 3(21)(A)(i) of ERISA, a person is
a fiduciary with respect to a plan to the extent “he exercises any discretionary authority or
discretionary control respecting management of such plan or exercises any authority or
control respecting management or disposition of its assets.” Discretionary investment
advisers to plans therefore are fiduciaries under ERISA, and must satisfy fiduciary
responsibilities both under the Investment Advisers Act and under ERISA with respect to the
assets they manage.
1

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

Definition of the Term “Fiduciary,” 75 Fed. Reg. 65263 (Oct. 22, 2010).

3

SEC v. Capital Gains Research Bureau, 375 U.S. 180 at 186 (1963).

4

See, e.g., In re: Arleen W. Hughes, Exchange Act Release No. 4048 (Feb. 18, 1948).
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Scope of Proposed Rule
The Proposed Rule, however, addresses another prong of the ERISA fiduciary
definition that does not require discretionary authority or control. Under section 3(21)(A)(ii),
a person is an ERISA fiduciary with respect to a plan to the extent “he renders investment
advice for a fee or other compensation, direct or indirect, with respect to any moneys or other
property of such plan, or has any authority or responsibility to do so.” The Proposed Rule
would amend the circumstances under which a person would be considered to “render
investment advice for a fee.”
Instead of applying a five-part test universally (as does the current regulation), the
Proposed Rule includes a specific provision concerning investment advisers within the
meaning of section 202(a)(11) of the Investment Advisers Act.5 Under this provision, any
such investment adviser that rendered investment advice to a plan6 for a fee would be a
fiduciary under ERISA. We suggest the addition of examples, either in the final rule or in the
Department’s preamble, in order to confirm the scope of paragraph (c)(1)(ii)(C) of the
Proposed Rule.
For example, we request confirmation that ERISA fiduciary status would not attach
where the adviser, as part of its initial contact with a potential plan client, provided examples
of the types of investment advice that the adviser would provide if ultimately hired by the
plan to provide “investment advice for a fee.” For example, plan fiduciaries regularly issue
requests for proposal (RFPs) as part of their fiduciary responsibility to investigate potential
investment advisers before hiring them to manage plan assets. We understand that ERISA
fiduciary status would not attach if a federally registered investment adviser responded to a
plan’s RFP, by discussing the investment philosophy and the types of investments it might
recommend if the plan were to hire the adviser. At this point in time, the adviser would not be
“rendering investment advice for a fee,” because it would not have established a relationship
with the plan, and would not receive compensation for this activity.
Similarly, an adviser that already has an established ERISA fiduciary relationship with
a plan client, or an affiliate of that adviser, may provide general investment-related
information or commentary on matters beyond the scope of their existing relationship on an
ad hoc basis, via educational newsletters or client conferences, or may discuss potential future
services.7 We understand that, although the adviser is an ERISA fiduciary with respect to the
5

Proposed Rule paragraph (c)(1)(ii)(C).

6

We note that the Proposed Rule would require that the investment advice triggering fiduciary status be
rendered “to a plan,” which includes the plan, plan fiduciaries, and plan participants and beneficiaries. Proposed
Rule paragraph (c)(1)(i)(B). Accordingly, investment information in newsletters, conferences, and other general
public forums would not constitute ERISA fiduciary investment advice to a plan unless the adviser specifically
addressed those communications to one of these entities within the scope of an advisory relationship for a fee. If
the Department were to reach a different conclusion, then the interpretation would be contrary to the plain
language and intent of the proposal, and, in effect, read paragraph (i)(B) out of the Proposed Rule.
7

As to the educational activities, the Proposed Rule’s limitation in paragraph (c)(2)(ii)(A) regarding investment
education materials in the context of participant advice reflects an analogous rationale.
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plan assets under its management, it (or its affiliate, as applicable) would not be an ERISA
fiduciary by virtue of these activities with respect to any other assets of the plan, as provided
in paragraph (c)(5) of the Proposed Rule.8
Routine Valuations of Plan Assets
IAA members and other investment advisers often provide investment management
through “plan asset” investment vehicles, such as collective investment funds. Administrators
of these vehicles, and custodians of other plan assets, generally provide valuations to plans on
a routine basis, particularly, but not exclusively, in connection with the plan administrator’s
preparation of Form 5500. Under paragraph (c)(2)(iii) of the Proposed Rule, valuations
provided for purposes of compliance with ERISA’s reporting and disclosure requirements
would not constitute “investment advice for a fee,” unless the report was prepared in
connection with certain plan distributions. We assume that routine valuations, even if not
prepared specifically in connection with a reporting and disclosure requirement, would not
trigger ERISA fiduciary status. In order to avoid confusion, however, we recommend that the
final rule clarify that this limitation includes routine valuations of plan assets, including, but
not limited to, those prepared for purposes of the reporting and disclosure provisions of
ERISA.
Transition Issues
Given the far-reaching changes that the final rule may produce, the effective date of
the proposed changes should be further extended to at least 12 months after publication of the
final rule in order for advisers and other ERISA fiduciaries to assess the impact of the new
rule on the plans’ other parties in interest, especially in the context of prohibited transactions.9
Certain prohibited transaction exemptions, such as the statutory exemptions in sections
408(b)(15) (relating to certain block trades) and 408(b)(17) (relating to service providers),
include conditions requiring that the party in interest in the transaction not be a fiduciary. The
final rule, therefore, in broadening the universe of ERISA fiduciaries, could automatically
limit the applicability of these and other exemptions that currently allow various transactions.
8

Paragraph (c)(5) of the Proposed Rule (and paragraph (c)(1) of the current regulation), provide that
A person who is a fiduciary with respect to a plan by reason of rendering investment advice (as defined
in paragraph (c)(1) of this section) for a fee or other compensation, direct or indirect, with respect to
any moneys or other property of such plan, or having any authority or responsibility to do so, shall not
be deemed to be a fiduciary regarding any assets of the plan with respect to which such person does not
have any discretionary authority, discretionary control or discretionary responsibility, does not exercise
any authority or control, does not render investment advice (as defined in paragraph (c)(1) of this
section) for a fee or other compensation, and does not have any authority or responsibility to render
such investment advice.

(emphasis added). As the remainder of this provision notes, the adviser may still be a party in interest and
subject to co-fiduciary responsibilities with respect to the other plan assets.
9

Plan fiduciaries also should be given sufficient time to identify fellow fiduciaries in light of their co-fiduciary
responsibilities under section 405(a) of ERISA.

3

For example, the final rule may impact advisers’ use of third parties to market their services
and products.
Until the rule is finalized, and clarification is provided on such key issues, plan
fiduciaries and the financial services industry will not be able to assess its impact fully.
Furthermore, after the rule is finalized and clarified, plan fiduciaries will need time to apply
the rule to their existing relationships and arrangements. Among other things, plan fiduciaries
will need to identify new ERISA fiduciaries, and, in some cases, their affiliates.10 In addition,
if administrative exemptions prove necessary, then the effective date of the final rule should
be further extended to ensure thorough consideration of such exemptions, including the
conditions under which transactions might be permitted, before the expansion of the definition
of fiduciary takes effect.
Conclusion
We appreciate the opportunity to provide our views on these issues, and would
appreciate the opportunity to meet with the Department to discuss our comments. In the
meantime, please do not hesitate to contact the undersigned if we may provide additional
information or clarification regarding these matters.

Respectfully submitted,

-s- Kathy D. Ireland
Kathy D. Ireland
Associate General Counsel

10

See, e.g., ERISA section 408(b)(17).
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January 31, 2011
Via Electronic Filing
British Columbia Securities Commission
Alberta Securities Commission
Saskatchewan Financial Services Commission
Manitoba Securities Commission
Ontario Securities Commission
Autorité des marchés financiers
New Brunswick Securities Commission
Registrar of Securities, Prince Edward Island
Nova Scotia Securities Commission
Superintendent of Securities, Newfoundland and Labrador
Registrar of Securities, Northwest Territories
Superintendent of Securities, Yukon Territory
Registrar of Securities, Nunavut
John Stevenson, Secretary
Ontario Securities Commission
20 Queen Street West, Suite 1903, Box 55
Toronto, ON M5H 3S8
E-mail: jstevenson@osc.gov.on.ca
Me Anne-Marie Beaudoin
Corporate Secretary
Autorité des marchés financiers
800, square Victoria, 22e étage
C.P. 246, tour de la Bourse
Montréal (Québec) H4Z 1G3
E-mail: consultation-en-cours@lautorite.qc.ca
Re:

Proposed Amendments to National Instrument 31-103 Registration
Requirements and Exemptions – Registration of International and Certain
Domestic Investment Fund Managers

Dear Madame Beaudoin and Mr. Stevenson:
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The Investment Adviser Association (IAA) 1 welcomes the opportunity to comment on
the Proposed Amendments to National Instrument 31-103 Registration Requirements and
Exemptions – Registration of International and Certain Domestic Investment Fund Managers
issued by the Canadian Securities Administrators (CSA). 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 Canada.
We understand that regulators in the G20 countries have been making efforts to
regulate and obtain more information about entities that manage funds that are sold privately
in their jurisdictions.2 Most jurisdictions also recognize that it is reasonable to exempt from
registration requirements certain fund managers that do not have a significant presence in the
jurisdiction. We appreciate that the CSA shares this view and has proposed to exempt certain
international investment fund managers from registration if the funds they manage are
distributed only to permitted clients and certain other conditions are satisfied.
We are concerned, however, that the conditions for international investment fund
managers to qualify for the proposed registration exemption are drafted too narrowly. This
may result in international investment fund managers that do not have a significant presence
in the Canadian market to have to register as an investment fund manager in Canada. In
particular, we understand that the proposed threshold of $50 million of sales to permitted
Canadian clients would effectively prevent international fund managers from relying on the
exemption because many of the large Canadian institutional investors often look to invest in
excess of that amount in a fund. Thus, this threshold may be too low to permit international
(non-resident) investment fund managers to provide their funds to permitted clients under this
registration exemption. International managers without a significant presence in Canada may
determine not to offer these funds to Canadian investors rather than take on the burdens
associated with registering in the fund manager category.
We believe that Canadian investors – particularly permitted clients – benefit when
investment managers with expertise regarding a particular market can manage those assets
from abroad. We are concerned that Canadian investors would lose the benefits of
international diversification if investment managers were required to register in Canada even
if they did not have a significant presence in Canada. We understand that there have been
various proposals to replace the proposed conditions with other requirements. In adopting
alternative conditions to the current proposal, we are of the view that the CSA should ensure
that the international fund manager exemption is consistent with, and does not undermine, the
other exemptions that are relied upon by international asset managers, including the

1

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

2

The IAA has long advocated in the United States that private fund managers be required to register with the
SEC and be subject to regulation.

2

international adviser exemption that has been adopted by the CSA.3 We would be pleased to
discuss further with the CSA the feasibility of different alternatives to the conditions proposed
to best achieve the CSA’s policy goals while balancing the interests of investors and fund
managers.
*

*

*

*

*

The IAA understands the CSA’s efforts to provide appropriate oversight of fund
managers that privately place funds in Canada. We request that the CSA reconsider the
conditions for exempting certain international investment fund managers that do not have a
significant presence in Canada from registration to preserve the benefits that overseas
managers can provide to investors in Canada.
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
Associate General Counsel

3

Section 8.26 of the Canadian National Instrument 31-103 does not require international advisers to permitted
clients to register if the adviser does not advise in Canada on securities of Canadian issuers and certain other
enumerated conditions are satisfied. One of the conditions of the exemption requires that the adviser not have
more than 10% of the aggregate consolidated gross revenue of the adviser, its affiliates and its affiliated
partnerships derived from the portfolio management activities of the adviser, its affiliates and its affiliated
partnerships in Canada during its most recently competed financial year.
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January 24, 2011
Via Electronic Filing
Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re:

Rules Implementing Amendments to the Investment Advisers
Act of 1940; Proposed Rules, Rel. No. IA-3110; File No. S7-3610

Dear Ms. Murphy:
The Investment Adviser Association (IAA)1 appreciates the opportunity to
comment on the SEC’s proposed new rules and rule amendments under the Investment
Advisers Act of 1940 (the Advisers Act) to implement provisions of the Dodd-Frank
Wall Street Reform and Consumer Protection Act (the Dodd-Frank Act) (collectively, the
Proposal). 2 Among other things, the Proposal increases the statutory threshold for
investment adviser registration with the SEC, requires certain advisers to private funds to
register with the SEC, and requires reporting by other advisers that are exempt from SEC
registration. The Proposal also includes rule amendments that address a number of other
changes to the Advisers Act made by the Dodd-Frank Act.
This comment letter3 addresses the proposed amendments to Form ADV, Part 1,
including regulatory assets under management (AUM), as well as private fund

1

The IAA is a not-for-profit association that exclusively represents the interests of investment adviser firms
registered with the SEC. Founded in 1937, the Association’s membership consists of more than 500 firms
that collectively manage in excess of $10 trillion in assets for a wide variety of individual and institutional
clients, including pension plans, trusts, investment companies, private funds, endowments, foundations, and
corporations. For more information, please visit our web site: www.investmentadviser.org.
2

Rules Implementing Amendments to the Investment Advisers Act of 1940; Proposed Rules, Rel. No. IA3110; File No. S7-36-10 (Dec. 10, 2010), available at http://www.sec.gov/rules/proposed/2010/ia3110fr.pdf .
3

We address the proposed amendments to the pay to play rule in a separate letter.
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Ms. Elizabeth M. Murphy
January 24, 2011
Page 2
information, data about an adviser’s business, and additional information about advisers’
non-advisory activities and their financial industry affiliations.
Introduction and Summary
The Dodd-Frank Act provides the Commission with increased responsibility for
oversight of private funds. The Commission is proposing amendments to Part 1 of Form
ADV in order to enable it to better focus its examination and enforcement resources,
particularly with respect to the collection of information about private funds, and to
enhance its oversight of investment advisers. The IAA fully supports the Commission’s
goals.
The Commission has not made substantial revisions to the information collected
in Part 1 of Form ADV since 2000, when the Investment Adviser Registration Depository
(IARD), the electronic filing system for investment advisers, was established, and IARD
filing for Part 1 was implemented.4 We applaud the Commission for taking steps to
improve the collection of information from advisers in order to improve its risk
assessment process and investment adviser examination program. We are concerned,
however, with certain aspects of the proposed revisions and suggest a number of
modifications to the Proposal.
Specifically, we encourage the Commission to: (1) not subject private fund
information submitted by advisers on Part 1 of Form ADV to public disclosure on the
Investment Adviser Public Disclosure web site (IAPD); and (2) streamline the
information it collects from advisers. These general recommendations regarding the
Proposal are set forth below. In addition, we have set forth our specific item-by-item
comments with respect to Part 1 in the attached Appendix.
1.

The Commission Should Not Subject Private Fund
Information Submitted by Advisers on Part 1 of Form ADV to
Public Disclosure on the IAPD

Enhanced disclosure in Part 1 of Form ADV will improve the Commission’s
ability to gather data about firms and to conduct appropriate inquiries, inspections, and
other activities based on that data. We support this increased oversight of private funds
and increased information gathering. Certain additional information will allow the
Commission to focus its examination and enforcement resources on those advisers to
private funds that appear to present greater compliance risks. In addition, increased
oversight of private funds will enable the Commission to improve its ability to assess
conflicts and potential risks, and to identify funds with service provider arrangements that
raise a “red flag.”
4

Electronic Filing by Investment Advisers; Proposed Amendments to Form ADV, Rel. Nos. IA-1862, 3442620 (Apr. 5, 2000).
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We submit, however, that the Commission should limit the public availability of
private fund information provided on Part 1 of Form ADV. First, certain of the proposed
disclosure regarding private funds could expose internal, sensitive, and/or confidential
information if it becomes publicly available. Beneficial ownership information, for
example, could be used by competitors to ascertain information about a fund’s seed
capital. In addition, beneficial ownership information, along with other identifying
information provided in the Form, could be used by another firm to identify investors in a
fund. It also could be used to track an investor’s market movements, thereby exposing or
potentially compromising an adviser’s investment decision-making process, to the
detriment of the investor. Treating the private fund information as confidential will
enable the Commission to collect the information it deems necessary while protecting the
proprietary nature of the information. Furthermore, keeping the information confidential
will not harm current investors due to the fact that they are already provided with
meaningful disclosure in Part 2 of Form ADV, the offering documents, and through due
diligence efforts.
Second, the disclosure will unduly focus the attention of a firm’s non-fund adviser
clients on what may be just one aspect of a firm’s business. For example, private funds
may constitute less than 10% of an adviser’s business, but could be 90% of the adviser’s
Part 1 disclosure. This could give investors a distorted view of an adviser’s business. In
addition, the volume of public disclosure will highlight private funds that are not publicly
available, and that are only available to sophisticated investors. The disclosure draws
attention to information that is not relevant or appropriate for most clients.
Third, the public nature of this disclosure may lead to confusion as to what
constitutes a public offering of a private fund. Advisers will be required to provide very
specific information regarding private funds. As a result, it is not difficult to envision a
scenario in which an adviser’s current clients or other members of the public not eligible
to invest in the funds would approach an adviser about potential investment opportunities
in private funds. Keeping the disclosure confidential will address this concern. At a
minimum, the Commission should confirm that providing the requested disclosure will
not constitute a public offering within the meaning of the private placement exemption
(as provided in Form D).
Because of these concerns, the Commission should take steps to treat as
confidential the private fund information submitted on the IARD, similar to the treatment
currently afforded to social security numbers and certain personal, identifying
information regarding sole proprietors. In addition, or as an alternative, the Commission
could allow advisers to provide the very detailed private fund information non-publicly to
the Commission in a searchable format instead of via the IARD system.5 Allowing

5

The Commission has scheduled an open meeting on January 25, 2011 to consider proposing additional
reporting requirements for advisers to private funds to implement the requirements of Sections 404 and 406
of the Dodd-Frank Act. It is possible that the private fund information that the Commission has proposed
to include in Part 1 of Form ADV could instead be reported in conjunction with the systemic risk and other
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advisers to provide the requested information apart from the IARD would address the
confidentiality issues as well as the regulatory burden issues outlined below, while still
providing the Commission with the information it seeks. We would be glad to meet with
the staff to further discuss these issues.
2.

The Commission Should Further Streamline the Information
It Collects From Advisers

We agree that the information collected from Form ADV is of critical
importance to the Commission’s regulatory program. We support the gathering of
appropriate information in order to help the Commission assess risk and allocate its
examination resources accordingly. A balance must be struck, however, between the
value of the additional information to the Commission and the regulatory burden to
advisers.
The information the Commission proposes to collect has significantly expanded in
detail and scope. Advisers would be required to answer twenty pages of questions in Part
1. The number of pages of questions in Schedule D has more than doubled from six
pages to thirteen pages. Much of the information is sought on a fund basis so that the
disclosure burden is even more significant for firms with multiple private funds. Taken as
a whole, the disclosure currently proposed will result in a detailed, lengthy document that
will be time consuming and require substantial resources to complete.
Given the volume of information requested, the process of submitting the data on
the IARD will also be time consuming. Advisers will be required to manually keystroke
data into the IARD system. The combined burden of collecting, reviewing, coordinating
with affiliates or other entities, managing the information and responding to the
disclosure requirements is already substantial for Part 1 and will be even more significant
under the Proposal. Accordingly, we do not agree that the new requirements “should
impose few additional regulatory burdens.”6 The overall regulatory burden is even more
substantial when the disclosure obligations imposed by the recently revised Part 2A and
Part 2B of Form ADV are also taken into consideration, as well as other recently adopted
regulations.
In order to address these issues, the Commission could eliminate questions that
ask for information that is not of high value to the SEC’s oversight program. For
example, information regarding regulatory AUM attributable to each type of client, the
summary of private fund investments by asset and liability class categorized in fair value
hierarchy, and beneficial ownership information will be extremely difficult for advisers to
capture and report, but will be of limited utility to the Commission. In the Appendix we

reporting imposed by Sections 404 and 406. We would be glad to discuss this alternative with the staff
once we have had the opportunity to review any additional reporting requirements proposed on January 25.
6

Proposal at 48.
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discuss our concerns regarding these reporting requirements and suggest a number of
additional ways to streamline the disclosure requested.7
The Commission could also facilitate the collection of information by providing
advisers with additional time to respond to certain items, such as those items requiring
financial information. As currently drafted, advisers with audited private funds would be
required to respond to the questions in Part 1 using unaudited financial information,
which would not necessarily be in sync with other financial statements or disclosure
documents. As an alternative, the Commission could allow those advisers additional time
to report audited financial information. For example, advisers with audited funds could
provide financial information requested in Part 1 of Form ADV 30 days after financial
statements are distributed, or 150 days after the fiscal year end. This would provide more
meaningful information to the Commission.
At a minimum, the Commission should provide advisers with additional time to
implement the disclosure requirements that are not related to the registration threshold.
Additional time is needed due to the fact that some advisers would need to create new
systems to collect information to respond to certain proposed disclosure requirements.
Conclusion
We commend the Commission for issuing this important proposal and we urge the
Commission to modify the Proposal as suggested herein. We would appreciate the
opportunity to meet with the Commission to discuss our comments. In the meantime,
please do not hesitate to contact us if we may provide additional information or
clarification regarding these matters.
Respectfully submitted,
/s/ Valerie M. Baruch
Valerie M. Baruch
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
Jennifer McHugh, Acting Director
Division of Investment Management

7

Of course, the Commission can seek more detailed information from advisers at any time.

Appendix
Specific Form ADV Comments
General Instructions
Accelerated Filing Deadlines: The Proposal requires advisers to amend Form ADV
each year by filing an annual updating amendment within 90 days after the end of the
adviser’s fiscal year. The Commission requests comment regarding whether the
filing deadlines should be accelerated so that advisers would be required to file their
amendments to Form ADV in less than 90 days after the end of the adviser’s fiscal
year. We strongly oppose accelerating the filing deadline for Form ADV for any
timeframe less than 90 days after an adviser’s fiscal year end. Many advisers need
the full 90 days to review their businesses and provide the disclosure required by the
current Form ADV and will need at least that much time to respond to the proposed
disclosure requirements, particularly if they have multiple affiliates or private funds.
If the filing timeframe is accelerated, the quality of the disclosure could be negatively
impacted.
Information Timeframe: The Commission should clarify the “as of” date or
timeframe for all of the information submitted on Part 1 of Form ADV.
Updating/Item 5.F(2): The Commission requests comment on whether advisers
should be required to report regulatory AUM more frequently than annually. We do
not believe more frequent reporting is appropriate. Clients are provided with updated
AUM information in the brochure. More frequent updating of regulatory AUM will
be time consuming and potentially confusing to clients who may see different AUM
calculations in the brochure, Part 1, and other disclosure documents. In addition,
more frequent updating could cause confusion regarding any need for advisers to
switch between state and federal registration.
Glossary
Client. The Form ADV instructions state that “you” means the investment adviser
(i.e., the advisory firm). Accordingly, the reference to “members of your family”
does not make sense in the context of the firm. Instead, the instructions should state
“such as family members of your supervised persons.”
Part 1A, Instruction 2: SEC Registration
Item 2.A.(11). The Commission may wish to consider whether to revisit the
condition related to providing investment advice to fewer than 15 clients in light of
the elimination of the private adviser exemption.
Part 1A, Instruction 5.b and Item 5.F: Calculating Regulatory AUM
We generally support the implementation of a uniform method of calculating AUM in
order to maintain consistency for registration purposes and for risk assessment
purposes. In addition, we support the Commission’s proposal to include in AUM the
value of any private fund over which the adviser exercises continuous and regular
supervisory or management services, regardless of the nature of the assets held by the
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fund. However, we have a number of concerns about the specific components of
regulatory AUM as set forth below.
Instruction 5.b.(1)(a). Securities Portfolios. Given that “you” refers to the advisory
firm, the reference to “your family” accounts is not technically correct in this
instruction. The instruction should refer to your “supervised persons’ or employees’”
family accounts and “your proprietary accounts.”
Instruction 5.b.(2) Value of Portfolio. The Commission should clarify what it means
when it states, “Do not deduct any outstanding indebtedness or other accrued but
unpaid liabilities.” It is not clear what constitutes “accrued but unpaid liabilities” or
how an adviser would treat mutual funds, for example, which deduct accrued fees and
expenses in calculating net asset value. Furthermore, in the Proposal, the
Commission indicates that advisers should not deduct any borrowings. The
Commission should clarify the treatment of borrowing and leveraging for purposes of
regulatory AUM. Including borrowing in a gross asset value context would limit
comparison with other investment vehicles, such as mutual funds, that do not reflect
borrowing in financial statements.
Instruction 5.b.(4) Value of Regulatory Assets Under Management. We support the
use of the fair valuation method to help achieve the Commission’s goals of having
more consistent asset calculations and reporting across the industry and better
application of its risk assessment program. We appreciate the flexibility to calculate
fair value in accordance with the process disclosed in the private fund offering
documents. The Commission requests comment on whether advisers should be
required to fair value assets in accordance with U.S. generally accepted accounting
principles (GAAP). We do not recommend imposing this requirement due to the fact
that advisers are not required to have private funds audited and if they are audited,
they do not have to be audited in accordance with GAAP. Many funds, particularly
foreign funds, are not audited in accordance with GAAP. In other contexts, the
Commission has acknowledged that other (non-GAAP) accounting standards may be
appropriate. In addition, imposing a requirement to fair value assets in accordance
with GAAP would be especially difficult if it would require any sort of revaluation of
fund assets.
Item 1:
Identifying Information
O. The IAA fully supports the Commission’s interpretation that the amount of assets
for purposes of this reporting requirement is the adviser’s total balance sheet assets as
of its most recent fiscal year-end.
Item 4:
Successions
This item has long been a source of confusion and does not apply neatly to a wide
range of transactions. The Commission has not issued guidance regarding this
succession process since 1992. We would be happy to work with the Commission
and its staff to revise this question and the accompanying guidance to more
appropriately reflect a broader range of business transactions.
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Item 5:
Information About Your Advisory Business
A and B. The Commission should clarify the “as of” date to identify the approximate
number of employees. In addition, the Commission should modify the form to allow
advisers to round responses up or down in order to provide additional flexibility with
respect to an adviser’s response. The Commission states that the additional
employee data “would, for instance, permit us to develop ratios (e.g., number of
employees to assets under management of clients) that we can use to identify advisers
to inform our risk-based examination program.” We note that this ratio does not
necessarily indicate risk, as some advisers may leverage the personnel of their
affiliates or use the services of third parties for a wide range of functions.
D. Most advisers typically do not attribute AUM to particular types of clients (or
where they do, their internal categories may differ from the Commission’s
categories). Also, most advisers do not have this type of information readily
available and would be required to undergo significant system enhancements in
order to be able to provide this information. Accordingly, the Commission should
not require advisers to provide AUM for particular types of clients. In addition, as
noted below, the list of investors in Item 5.D does not match the client types listed in
Item 7.B.1.A.17 of Schedule D.
D. The Commission should clarify the categories of clients. In particular, the
Commission should clarify whether government plans should be treated as other
pension and profit sharing plans (7b) or state or municipal government entities (10).
If advisers to state or local pension plans should use sub-item 10, a relatively minor
number of plans would constitute “other” plans under sub-item 7b and that
information would not be particularly useful to the Commission. Furthermore, the
Commission should clarify what it means to be “subject to” ERISA. For example,
certain plans are subject to some but not all of ERISA’s provisions.
G. It is not clear why the Commission proposes to add “educational
seminars/workshops” to the list of advisory services. We assume that the
Commission intends this category to indicate a separate and distinct service, as
opposed to episodic meetings at which advisers educate existing clients or groups of
clients regarding various issues related to the advisers’ ongoing management of their
accounts or events sponsored by third parties at which the advisers’ supervised
persons present. We request that the Commission clarify its intent with respect to
this item. Similarly, we assume that the “newsletters” category denotes a separate
subscription service rather than the newsletters that advisers typically send existing
advisory clients about their investment strategies, market factors, and so forth.
J. The Commission should clarify whether there is a materiality requirement for
identifying the types of investments about which the adviser provided advice during
the past year. As currently drafted, an adviser would be required to check the box for
providing investment advice about any of the listed investments, even if such advice
was an insignificant portion of the adviser’s overall investment strategy or if the
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adviser invested in the type of security only once. Nor would the disclosure
necessarily indicate what types of investments the adviser is likely to make in the
coming year. As a result, without a materiality or de minimis standard, the disclosure
may be misleading for clients and is not likely to be valuable from a regulatory
perspective.
Item 6:
Other Business Activities
We support the additional disclosure requirements. It is unclear, however, given that
“you” is defined to mean the advisory firm, how that entity could be a natural
person, such as a lawyer, accountant, registered representative, or agent.
Item 7:
Financial Industry Affiliations and Private Fund Reporting
A. The Commission should include instructions that clarify that, with respect to
responses relating to natural persons (e.g., accountant, lawyer), the adviser should
respond affirmatively only for related persons that have a separate business (e.g., as
a lawyer or accountant) in that field. The question is not designed to elicit responses
from firms regarding their in-house lawyers or accountants performing those
functions as part of their duties for the advisory firm. See, e.g., Frequently Asked
Questions on Form ADV and IARD, on the SEC’s web site at
http://www.sec.gov/divisions/investment/iard/iardfaq.shtml#item7a.
B. We appreciate the Commission’s efforts to eliminate duplicative reporting. The
wording in the Form, however, indicates that an adviser would not be required to
complete Section 7.B.1 of Schedule D for a private fund only if another adviser
reports that information for such fund. This is confusing because it could be viewed
as requiring an adviser to report on a private fund that would not otherwise be
reported (e.g., for certain foreign funds not offered to U.S. persons or for certain
unregistered funds subadvised by a registered investment adviser.) If so, the
wording should be modified to reflect such circumstances.
B. The IAA supports the proposed instruction that enables an adviser to identify a
fund by code in order to preserve the anonymity of a private fund client. The
Commission should confirm, however, that the disclosure of a private fund’s name
by an adviser will not constitute a public offering within the meaning of the private
placement exemption.
Item 7, Schedule D
A. The Commission should confirm that the guidance previously issued for advisory
firms that are part of a large organization that has hundreds of related persons that
meet the definition of investment adviser under the Investment Adviser's Act of 1940
also applies to the financial services affiliates disclosure. Specifically, the
Commission should confirm that an adviser can omit a related person from Section
7.A of Schedule D if the adviser (1) has no business dealings with the related person,
(2) does not conduct joint operations with the related person, (3) does not provide
advice that is formulated, in whole or in part, by the related person, and (4) the
related person does not present any potential for conflict of interest with the adviser's
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clients. See Frequently Asked Questions on Form ADV and IARD, on the SEC’s
web site at http://www.sec.gov/divisions/investment/iard/iardfaq.shtml#item7a.
7.A.6. The way the question regarding shared personnel and information is worded
is confusing. We would be glad to work with the staff to suggest alternative
wording.
7.B.1.A.12. Advisers should not be required to provide a summary of the current
value of the fund’s private investments broken down by asset and liability class and
categorized in the fair value hierarchy established under GAAP. First, audits of
private funds are not required, and if a private fund is audited, it is not required to be
audited in accordance with GAAP. The summary and categorization in accordance
with GAAP requirement imposes implicit auditing requirements that are not set forth
in the applicable rules. Second, if a private fund is audited, given the timing,
advisers might not have access to the required information because the audited
financial statements are not due until 120 days after the fiscal year end. Third, the
information requested is very detailed and it would be onerous for advisers to
provide. Finally, the information may be of limited usefulness because it may
change throughout the year, and might not be accurate shortly after filing.
7.B.1.A.13. In private offering documents, the manager often has the discretion to
reduce minimum investment commitments. The Commission should modify the
language in the Form to reflect that discretion.
7.B.1.A.14. The Commission should not require advisers to list the number of a
private fund’s beneficial owners. The adviser may not have access to the beneficial
ownership information, particularly if the investor in the fund is a fund of funds or a
charitable trust. As an alternative, the Commission could consider requiring firms to
state the number of limited partners or LLC members or equivalent record owners
(for private funds organized using other legal entity forms). Furthermore, the
Commission should clarify that advisers are not required to report non-U.S.
beneficial owners.
7.B.1.A.16 and 17. Advisers should not be required to indicate the percentage of the
private fund that is beneficially owned by funds of funds or by certain groups of
investors. Such information, to the extent it is available to the adviser, is
confidential and proprietary. Particularly with respect to funds owned by relatively
few large institutions, this information could be used to discern the identities,
investment strategies, and movement of funds of certain clients. Public disclosure of
this type of information could serve as a deterrent to investment in private funds by
certain institutional clients. Furthermore, the list of investors in A.17 does not match
the client types listed in Item 5.D.
7.B.1.A.13-18. Advisers should not be required to provide ownership information if
they do not have access to the information requested. For example, we understand
that securitized asset management funds (such as CDOs) are traded frequently in the
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marketplace and advisers would not necessarily have access to ownership
information. In addition, to the extent it is available, ownership information may
change frequently and would not be meaningful to the Commission.
7.B.1.B.28. Add Yes/No boxes to respond to this question.
7.B.1.B.28(e). The Commission asks about whether account statements are sent to
investors in the private fund. There is no requirement to send account statements to
investors if the fund is audited and distributes its audited financial statements in
accordance with the requirements. This question should be amended accordingly.
7.B.1.B.28(f)(1). We suggest that the Commission provide additional guidance
about what constitutes assets “valued” by a third-party administrator.
Item 8:
Participation or Interest in Client Transactions
The Commission requests comment on whether it should require additional
disclosure about advisers’ receipt of soft dollar benefits, such as requiring advisers to
quantify the benefits they receive or disclose the names of the brokers or dealers
from whom the adviser receives soft dollar benefits. We do not believe the
Commission should require disclosure of such detailed information, which is not
required under the applicable regulations and is not contemplated by the
Commission’s guidance on soft dollars. Advisers may use dozens or even hundreds
of brokers throughout the course of a year depending on the client’s mandate and
asset class managed and some of these brokers may be used infrequently to meet the
requirements of a particular transaction. Disclosing this list would be burdensome
without providing helpful information.1 In addition, it would be extremely difficult,
if not impossible, for advisers to specifically determine the actual cost or value of
non-execution products or services received as part of a bundled commission charge.
At most, advisers would be able to provide only rough guesses based on varying
methodologies, which would render the information meaningless and confusing.2 In
addition, meaningful disclosure regarding brokerage practices is set forth in Part 2 of
Form ADV.
Item 9:
Custody
As we noted in our comment letter on the custody rule,3 Item 9 is confusing in its use
of the terms “you” and “your related persons.” Pursuant to the custody definition,
“you” have custody if your related person has custody. The distinctions between Item
9A and 9B are therefore unclear. In addition, the custody definition limits imputed
1

See, e.g., IAA Letter to Florence Harman, Secretary, SEC, re Commission Guidance re Duties and
Responsibilities of Investment Company Boards of Directors with respect to Investment Adviser Portfolio
Trading Practices, IA-2763 (Oct. 1, 2008).
2

See, e.g. IAA Letter to Department of Labor re: DOL Revisions to Form 5500, RIN 1210-AB06 (Sept. 19,
2006).
3

IAA Letter to SEC re: Custody of Funds or Securities of Clients by Investment Advisers, File No. S7-0909, Release No. IA-2876 (July 24, 2009).
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custody to situations where “your related persons” have custody “in connection with
advisory services you provide to clients.” Items 9B and 9C do not include this “in
connection with” component.
C(4). This question should be amended to clarify that the accountant’s report refers
to the report issued for the most recent fiscal year.
F. This question should be amended to allow advisers to report a range of custodians
or to round the response up or down.
Item 9, Schedule D
9.C.6. For consistent wording, we suggest including the phrase “or that performed a
surprise examination of clients’ assets” in the question. In addition, this question
should be amended to clarify that the accountant’s report refers to the report issued
for the most recent fiscal year.
9.D. Because the instruction to Item 7.A states that advisers should include foreign
affiliates and requests additional detail about related persons that are qualified
custodians, it is not clear why Section 9.D is needed or how it relates to Item 7.A.
Item 11:
Disclosure Information
We commend the proposed amendment to Item 11 that specifies whether the
disciplinary information disclosed relates to the adviser or its supervised persons.
Information about whether disciplinary history relates to the adviser as opposed to its
affiliates is important to assessing risk. The Commission should consider other
similar clarifications, such as indicating which responses relate to the same event and
whether, if reported for a supervised person, the event occurred while the person was
employed at the adviser.
Rule 222-2 and Rule 203A-3
Apart from the amendments to Part 1 of Form ADV, the Proposal includes technical
amendments to rule 222-2 regarding the definition of client that are inconsistent with
the proposed conforming amendment to rule 203A-3(a)(4). Accordingly, we urge the
Commission to use the same definition in rule 203A-3 as proposed in rule 222-2.

A-7

January 24, 2011
VIA ELECTRONIC MAIL
Ms. Elizabeth M. Murphy, Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re:

Rules Implementing Amendments to the Investment Advisers Act of 1940;
Proposed Amendments to Advisers Act Rule 206(4)-5; SEC Rel. IA-3110;
File No. S7-36-10

Dear Ms. Murphy:
The Investment Adviser Association1 appreciates the opportunity to submit comments
on the Commission‟s proposal to amend pay to play Rule 206(4)-5 under the Investment
Advisers Act of 1940 (“Advisers Act”).2 The new pay to play rule adopted in July 2010
permits investment advisers to pay a “regulated person” to solicit a government entity for
investment advisory services on behalf of the adviser where the regulated person is either a
registered broker-dealer (subject to a Financial Industry Regulatory Authority (“FINRA”) pay
to play rule) or an SEC-registered investment adviser.3 Compliance with this aspect of the
new rule is required by September 13, 2011.
The Commission‟s Pay to Play Proposal would eliminate the option for an adviser to
pay a “regulated person,” including an adviser‟s affiliated broker-dealer or affiliated
investment adviser, to solicit government entities for the adviser. Instead, the proposal would
1

The Investment Adviser Association is a not-for-profit association that represents the interests of SECregistered investment adviser firms. Founded in 1937, the IAA‟s membership consists of more than 500 firms
that collectively manage in excess of $10 trillion for a wide variety of individual and institutional investors,
including pension plans, trusts, investment companies, private funds, endowments, foundations, and
corporations. For more information, please visit our web site: www.investmentadviser.org.
2

Rules Implementing Amendments to the Investment Advisers Act of 1940, SEC. Rel. IA-3110 (Nov. 19, 2010)
(“Pay to Play Proposal” or “Proposal”), available at http://www.sec.gov/rules/proposed/2010/ia-3110.pdf. The
IAA is submitting a separate comment letter on the Proposal‟s proposed amendments to Form ADV, Part 1.
3

Political Contributions by Certain Investment Advisers, SEC Rel. No. IA-3043 (July 1, 2010) (“Adopting
Release”), available at http://www.sec.gov/rules/final/2010/ia-3043.pdf. The rule also permits an adviser to pay
a person that is an executive officer, general partner, managing member (or person with a similar status or
function), or employee of the adviser to solicit a government entity for the adviser. Solicit is defined to mean,
with respect to investment advisory services, to communicate, directly or indirectly, for the purpose of obtaining
or retaining a client for, or referring a client to, an investment adviser.
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allow an adviser to only pay a third party “regulated municipal advisor” to solicit government
entity clients for investment advisory services on behalf of the adviser. A “regulated
municipal advisor” is defined to mean a “municipal advisor” registered with the Commission
under Section 15B of the Securities Exchange Act of 1934 (“Exchange Act”) and subject to
rules of the Municipal Securities Rulemaking Board (“MSRB”) that prohibit municipal
advisors from engaging in distribution or solicitation activities if certain contributions are
made, and that impose substantially equivalent or more stringent restrictions on municipal
advisors than the Advisers Act pay to play rule.4
Summary
Many investment advisers currently compensate their affiliated broker-dealers or
affiliated investment advisers for soliciting or referring government entities to them for
investment advisory services.5 However, many of these affiliated broker-dealers and
affiliated investment advisers do not meet the statutory definition of “municipal advisor.”
Therefore, the unintended consequence of the Pay to Play Proposal would eliminate an
adviser‟s ability to continue to pay these affiliated entities to solicit government entity clients
on the adviser‟s behalf. While we understand the Commission‟s policy goal of subjecting
solicitors of government entities for advisory services to some type of pay to play rule, we
believe the proposed approach should be reconsidered and make the following
recommendations:


The Commission should amend the pay to play rule to continue to permit
advisers to pay affiliated broker-dealers (subject to a pay to play rule to be
adopted by the SEC or by FINRA that mirrors proposed MSRB Rule G-42)
and affiliated investment advisers (already subject to the SEC‟s pay to play
rule), in addition to permitting advisers to pay third party municipal advisors to
solicit government entities;



The Commission should permit advisers to pay related persons and soliciting
employees of related persons to solicit government entities on the adviser‟s
behalf so long as the adviser deems such soliciting persons to be covered
associates of the adviser; and



The Commission should extend the compliance date for the third party solicitor
provisions of the pay to play rule to September 13, 2012.

4

Proposed Rule 206(4)-5(f)(9). The MSRB proposed Rule G-42 on January 14, 2011 (see MSRB Notice 201104, Request for Comment on Pay to Play Rule for Municipal Advisors (“MSRB Rule G-42 Proposal”)),
available at http://www.msrb.org/Rules-and-Interpretations/Regulatory-Notices/2011/2011-04.aspx).
5

It is notable that the Commission‟s original pay to play rule proposal in 2009 permitted related persons to
solicit government entities on behalf of investment advisers. See Political Contributions by Certain Investment
Advisers, SEC Rel. No. IA-2910 (Aug. 3, 2009) (“2009 Proposal”), available at
http://www.sec.gov/rules/proposed/2009/ia-2910.pdf. See also, Advisers Act Rule 206(4)-3.
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I. The Commission Should Permit Advisers to Pay Affiliated Broker-Dealers
and Investment Advisers as Solicitors in Addition to Municipal Advisors
The Commission‟s proposed amendment unfairly affects advisers that pay affiliated
broker-dealers and affiliated investment advisers to solicit government entities on behalf of
the adviser. As we discuss below, neither of these groups meets the definition of “municipal
advisor,” and therefore, advisers with this structure would be unnecessarily penalized by the
rule‟s resulting prohibition on such payments.
Section 975 of the Dodd-Frank Wall Street Reform and Consumer Protection Act
(“Dodd-Frank Act”) took effect on October 1, 2010 and created a new category of SECregistered entities called “municipal advisors.” On September 1, 2010, the Commission
adopted an interim final temporary rule and Form MA-T requiring municipal advisors to
register with the Commission by October 1, 2010.6 On December 20, 2010, the Commission
published new proposed permanent rules and revised Form MA to establish a permanent
municipal advisor registration program with the Commission that would replace the
Commission‟s temporary registration process after December 31, 2011.7
The term “municipal advisor” is defined under the Dodd-Frank Act as “a person (who
is not a municipal entity or an employee of a municipal entity) that – (i) provides advice to or
on behalf of a municipal entity or obligated person with respect to municipal financial
products or the issuance of municipal securities, including advice with respect to the structure,
timing, terms, and other similar matters concerning such financial products or issues; or (ii)
undertakes a solicitation of a municipal entity.”8 (emphasis added). “Solicitation of a
6

See Temporary Registration of Municipal Advisors, SEC Rel. No. 34-62824 (Sept. 1, 2010), available at
http://www.sec.gov/rules/interim/2010/34-62824.pdf. Municipal advisors were required to register with the
MSRB by December 31, 2010 in order to engage in municipal advisory activities. See MSRB Rule A-12,
available at http://www.msrb.org/Rules-and-Interpretations/MSRB-Rules/Administrative/Rule-A-12.aspx
(requiring municipal advisors to register with the MSRB and pay a registration fee) and MSRB registration
information, available at http://www.msrb.org/Rules-and-Interpretations/MSRB-Registration.aspx.
7

See Registration of Municipal Advisors, SEC Rel. No. 34-63576 (Dec. 20, 2010) (“Municipal Advisor
Proposal”), available at http://www.sec.gov/rules/proposed/2010/34-63576fr.pdf. The IAA intends to comment
on the Municipal Advisor Proposal, which is open for comment until February 22, 2011.
8

Section 975(e)(4) of the Dodd-Frank Act. The Dodd-Frank Act specifically excludes from the definition of
municipal advisor “any investment adviser registered under the Advisers Act, or persons associated with such
investment advisers who are providing investment advice.” Proposed Exchange Act Rule 15Ba1-1(2)(ii)
included in the Municipal Advisor Proposal interprets this statutory exemption and excludes from the definition
of “municipal advisor” “[a]n investment adviser registered under the Investment Advisers Act of 1940 [ ] or a
person associated with such registered investment adviser, unless the registered investment adviser or person
associated with the investment adviser engages in municipal advisory activities other than providing investment
advice that would subject such adviser or person associated with such adviser to the Investment Advisers Act.”
See Municipal Advisor Proposal at 216.
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municipal entity or obligated person” is defined under Section 975(e)(9) of the Dodd-Frank
Act to mean a “direct or indirect communication with a municipal entity or obligated person
made by a person, for direct or indirect compensation, on behalf of a broker, dealer, municipal
securities dealer, municipal advisor, or investment adviser [ ] that does not control, is not
controlled by, or is not under common control with the person undertaking such solicitation
for the purpose of obtaining or retaining an engagement by a municipal entity or obligated
person of a broker, dealer, municipal securities dealer, or municipal advisor for or in
connection with municipal financial products, the issuance of municipal securities, or of an
investment adviser to provide investment advisory services to or on behalf of a municipal
entity.” (emphasis added). Accordingly, as the Commission notes in the Municipal Advisor
Proposal, persons soliciting on behalf of affiliated entities would not fall within the definition
of municipal advisor and would not be required to register pursuant to Section 15B of the
Exchange Act.9 Thus, under the Pay to Play Proposal, advisers would not be permitted to pay
their affiliated broker-dealers or investment advisers to solicit government entities on their
behalf.
The Commission recognizes this problem in the Pay to Play Proposal and seeks
comment whether it should amend the rule expressly to allow advisers to pay these affiliated
solicitors and to provide that any person that controls, is controlled by, or is under common
control with an investment adviser (and, if that person is an entity, its personnel) would be
deemed to be a “covered associate” of the adviser if the adviser pays or agrees to pay such a
person (or such personnel) to solicit a government entity on its behalf.10 Subsequently, in the
Municipal Advisor Proposal, the Commission proposes to address this problem by permitting
the advisers‟ affiliated broker-dealers and affiliated investment advisers to register voluntarily
as municipal advisors in order to receive payment for soliciting government entities on behalf
of the adviser under the pay to play rule.11
We respectfully disagree that voluntary registration as a municipal advisor by an
adviser‟s affiliated broker-dealer or affiliated investment adviser that solicits government
entities for the adviser is a workable approach. We believe such an approach would
significantly disadvantage advisers with affiliates that solely solicit for the adviser rather than
for any other third party. Many advisers are affiliated with entities that do not have a
9

Municipal Advisor Proposal at 30. See also MSRB Rule G-42 Proposal (noting that “persons who solicit
investment advisory business from municipal entities on behalf of their affiliates are not within the statutory
definition of „municipal advisor.‟”)
10

11

See Pay to Play Proposal at 72-73.

See Municipal Advisor Proposal at 30 (“The statute would not, however, preclude such persons from
registering as municipal advisors and being subject to the rules and regulations applicable to registered municipal
advisors.”) The Commission states that “[a]llowing entities to register as municipal advisors and subject
themselves to the regulatory regime for municipal advisors as a condition to being paid as solicitors on behalf of
affiliated investment advisers does not contravene this Congressional intent.” Municipal Advisor Proposal at 31,
n.104.
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municipal advisory business or separate solicitation business, but rather merely cross-refer
among affiliates. There is no compelling rationale to subject firms with this limited
solicitation activity to a comprehensive new regulatory and registration regime governing a
wide range of municipal advisory activities for the sole purpose of applying a pay to play rule
to that limited activity. Affiliates that conduct no municipal advisory activities but only
solicit for their affiliated advisers would not likely choose to register with the Commission
and the MSRB as a municipal advisor on a voluntary basis, particularly because the plain
language and intent of the Dodd-Frank Act excludes such affiliated solicitors from the
definition of municipal advisor. These entities are already registered with and subject to
oversight by the SEC, and for broker-dealers, FINRA as well. Moreover, the costs and
burdens associated with an additional municipal advisor registration are significant and would
not result in any additional investor protection or other benefit where the entity does not meet
the statutory definition.
Instead, we urge the Commission to permit advisers to continue to pay their affiliated
broker-dealers and affiliated investment advisers to solicit government entities on the
advisers‟ behalf. Registered investment advisers that solicit for affiliated investment advisers
are already subject to the Advisers Act pay to play rule and do not meet the plain language of
the statutory definition of “municipal advisor.” Further, we see no policy reason why the
Commission, or FINRA, could not adopt a pay to play rule for affiliated broker-dealers that
also do not meet the plain language of the definition of “municipal advisor” under the DoddFrank Act. Such a pay to play rule for broker-dealers soliciting for affiliated investment
advisers could be based upon the MSRB‟s proposed Rule G-42 for municipal advisors. Under
these circumstances, the Commission should permit advisers to continue to pay affiliated
broker-dealers and affiliated investment advisers subject to their own pay to play rules to
solicit government entities on behalf of the adviser.12
II.

The Commission Should Permit Advisers to Pay Affiliated Solicitors and their
Soliciting Personnel if the Adviser Treats Them as “Covered Associates”

As discussed above, the Commission requests comment on whether it should amend
Rule 206(4)-5 to provide that any person that controls, is controlled by, or is under common
control with an investment adviser (and, if that person is an entity, its personnel) would be
deemed to be a “covered associate” of the investment adviser if the adviser pays or agrees to

12

We note that contributions by third party solicitors would not otherwise trigger the rule‟s two-year
compensation ban for the adviser. Adopting Release at 96-97. An affiliated entity would be subject to
appropriate penalties if it were to violate a pay to play rule governing it. Of course, the provision in the Advisers
Act rule that prohibits acts done indirectly, which, if done directly, would violate the rule would prohibit an
adviser or its covered associates from funneling payments through third parties, including affiliated companies,
as a means to circumvent the rule. See Adopting Release at 96.
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pay such person (or such personnel) to solicit a government entity on its behalf. We strongly
believe the Commission should do so.13
In particular, the Commission should amend the third-party solicitor provision in Rule
206(4)-5(a)(2)(i) to add an additional category of persons whom an adviser may pay to solicit
government entity clients for investment advisory services on behalf of the adviser in order to
reflect the Commission‟s proposed rule language in 2009.14 Specifically, the Commission
should permit advisers to pay any “related person of the investment adviser or, if the related
person is a company, an employee of that related person” to solicit a government entity for
investment advisory services on behalf of the adviser, so long as the adviser treats that person
or employee as a “covered associate” under the Rule.15 This solution is far better tailored to
the Commission‟s goals than the unworkable approach of voluntary municipal advisor
registration by entities that do not meet the statutory definition. Moreover, affiliated solicitors
that would be deemed covered associates would be subject to the investment adviser‟s
policies and procedures governing the conduct prohibited by the pay to play rule, including
recordkeeping, and the Commission‟s policy goal of subjecting such solicitors to a pay to play
rule will be achieved.
III.

The Commission Should Extend the Compliance Date for the Third-Party
Solicitor Provisions

The Commission has proposed a significant and problematic change to the final pay to
play rule it adopted July 2010. The current September 13, 2011 compliance date is less than
eight months away, and yet the Commission has not adopted a final rule to permit advisers to
compensate third-party solicitors for soliciting government entities. Advisers will require a
reasonable amount of time once the final amendment is adopted to consider and implement
the changes. If the Commission takes the unfortunate position of adopting the amendment as
13

Accordingly, advisers would be able to pay affiliates to solicit on their behalf that are either (1) investment
advisers, broker-dealers, or municipal advisors subject to their own pay to play rules, or (2) deemed to be
covered associates under the Advisers Act pay to play rule. See, e.g., Business Conduct Standards for Swap
Dealers and Major Swap Participants with Counterparties, CFTC Proposed Section 23.451, Political
contributions by certain swap dealers and major swap participants (Dec. 9, 2010) (defining “regulated person” in
its pay to play proposal as: any person subject to pay to play rules promulgated by the SEC, CFTC, or SRO; a
general partner, managing member or executive officer of such person, or other individual with a similar status;
or an employee of such person who solicits a municipal entity for the swap dealer or major swap participant and
any person who supervises, directly or indirectly, such employee). This approach will provide flexibility to
firms with various business models while achieving the SEC‟s policy goals.
14

In its 2009 Proposal, the SEC proposed to permit advisers to compensate parent companies and other owners,
subsidiaries and sister companies because it recognized that “there may be efficiencies in allowing advisers to
rely on these particular types of persons to assist them in seeking clients.” 2009 Proposal at 49.
15

See, e.g., 2009 Proposal (defining “related person” of an adviser as “any person, indirectly or directly,
controlling or controlled by the investment adviser, and any person that is under common control with the
investment adviser.”)
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proposed, we believe significant disruptions will take place in the market for advisory
services to government entities as advisers struggle with a rule that requires them to
fundamentally alter the way they do business with affiliated entities. If the Commission
amends the rule to permit payment to affiliated entities and their personnel to solicit
government entities and to permit advisers to treat them as covered associates, advisers will
need to assess which entities and individuals will be affected by the political contribution
provisions of the pay to play rule, develop policies and procedures at the affiliated entity
level, train affiliate employees who solicit for the adviser, and implement recordkeeping
procedures and systems to capture more information about political contributions from more
people than previously covered.
Either way, advisers will need additional time to comply with the new third-party
solicitor provisions in the Commission‟s final pay to play rule amendments. Accordingly, we
request the Commission to extend the current compliance date applicable to the third-party
solicitor provisions from September 13, 2011 for at least one year to September 13, 2012.
Advisers request adequate and ample time to assess the significant impact of the final rule as
it relates to their advisory business for government entity clients.
*

*

*

*

The IAA supports the prohibition against pay to play practices by investment advisers
or their employees. However, we urge the Commission to reconsider its prohibition against
advisers paying affiliated broker-dealers and affiliated investment advisers to solicit
government entities on behalf of the adviser. We welcome the opportunity to work with the
Commission to craft an amendment to the third-party solicitor provisions that is fair to
advisers with such affiliated solicitors and that reflects the statutory language of the DoddFrank Act. We believe our recommendations would accomplish the Commission‟s policy
goals of eliminating pay to play practices in the advisory profession while refraining from
imposing inequitable prohibitions. We appreciate the Commission‟s consideration of our
comments on the proposed rule amendments. Please contact Karen L. Barr, IAA General
Counsel, or the undersigned at (202) 293-4222 if we may provide additional information
regarding these or other issues.
Sincerely,
/s/ Monique S. Botkin
Monique S. Botkin
IAA Assistant General Counsel

cc:

The Honorable Mary L. Schapiro, Chairman
The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
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The Honorable Luis A. Aguilar, Commissioner
The Honorable Troy A. Paredes, Commissioner
Jennifer B. McHugh, Acting Director, Division of Investment Management

