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        December 20, 2012   
 
VIA ELECTRONIC MAIL 

 
Mr. Gary Barnett 
Director 
Division of Swap Dealer and Intermediary Oversight 
Commodity Futures Trading Commission  
Three Lafayette Centre 
1155 21st Street, NW 
Washington, DC 20581 

 

Re:  Request for Temporary Registration Relief for Commodity Pool Operators and 
Commodity Trading Advisors that Must Register as a Result of Amended CFTC 
Regulation 4.5 and Rescinded CFTC Regulation 4.13(a)(4)  

Dear Mr. Barnett: 

The Investment Company Institute (“ICI”),1 the Investment Adviser Association (“IAA”),2 
and the Asset Management Group of the Securities Industry and Financial Markets Association3 

                                                 
1 The Investment Company Institute is the national association of U.S. investment companies, including mutual funds, 
closed-end funds, exchange-traded funds (ETFs), and unit investment trusts (UITs). ICI seeks to encourage adherence to 
high ethical standards, promote public understanding, and otherwise advance the interests of funds, their shareholders, 
directors, and advisers. Members of ICI manage total assets of $13.8 trillion and serve over 90 million shareholders. 

2 The Investment Adviser Association is a not-for-profit association that represents the interests of investment adviser firms 
registered with the Securities and Exchange Commission. Founded in 1937, the IAA’s membership consists of more than 
550 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. 

3 The Asset Management Group (AMG) of the Securities Industry and Financial Markets Association’s members represent 
U.S. asset management firms whose combined assets under management exceed $20 trillion.  The clients of AMG member 
firms include, among others, registered investment companies, endowments, state and local government pension funds, 
private sector Employee Retirement Income Security Act of 1974 pension funds and private funds such as hedge funds and 
private equity funds.  In their role as asset managers, AMG member firms, on behalf of their clients, engage in transactions 
for hedging and risk management purposes that will be classified as “security-based swaps” and “swaps” under Title VII of 
the Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act”). 
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(“SIFMA AMG”) respectfully request that the Division of Swap Dealer and Intermediary Oversight 
(“DSIO” or the “Division”) of the Commodity Futures Trading Commission (the “Commission” or 
“CFTC”) promptly address a matter of urgent concern to certain persons that operate, advise, or 
subadvise registered investment companies and/or private funds (together, “funds”) that invest directly 
or indirectly in commodity interests.  As a result of the Commission’s recent amendments to 
Regulation 4.5, and its rescission of Regulation 4.13(a)(4),4 many of these persons are required to 
register as commodity pool operators (“CPOs”) and/or commodity trading advisors (“CTAs”) with the 
CFTC by January 1, 2013 by filing a registration application with the National Futures Association 
(“NFA”). 

 
We are concerned that, due to the large number of CPO and CTA registration applications 

that have been filed with the NFA, NFA will be unable to process all of these applications by the 
January 1 deadline.  We therefore respectfully request that the DSIO provide temporary registration 
no-action relief to permit a person that, as a result of the amendments to CFTC Regulation 4.5 or the 
rescission of CFTC Regulation 4.13(a)(4), files an application for CPO and/or CTA registration or to 
serve as an associated person (“AP”) or principal of a CPO and/or CTA, with the NFA on or before 
December 31, 2012 and complies with the other conditions set forth in this letter, to engage in CPO 
and/or CTA activities, or activities as an AP and/or principal of a CPO and/or CTA, before such 
registration application is declared effective by the NFA.  As discussed below, the requested relief is 
modeled on relief DSIO has granted to various intermediaries now required to register under the 
Commodity Exchange Act (“CEA”) because of their swaps activity.    
 
Background 
 
 The Commission’s amendments to Regulation 4.5 and rescission of Regulation 4.13(a)(4) have 
resulted in hundreds of  persons submitting registration applications on Form 7-R as CPOs and CTAs, 
accompanied by Form 8-Rs for APs and natural person principals, through the NFA’s Online 
Registration System.  We understand that, while NFA is doing its best to process these registrations in a 
timely manner, this influx of hundreds of applications, many of which have been submitted by persons 
that have never been registered before with the CFTC or been NFA members, likely will make it 
difficult, if not impossible, for NFA to process all pending registrations by the January 1 deadline.  
Persons that are required to register as CPOs, CTAs, and APs, or file Form 8-Rs as principals, by that 
date are concerned about their potential status with the Commission if their registrations are not made 
effective or they are not approved as principals by the deadline. 
 
 If these persons’ registrations are not made effective or these persons are not approved as 
principals by the deadline, their ability to conduct commodity interest-related business could be 

                                                 
4
 Commodity Pool Operators and Commodity Trading Advisors: Compliance Obligations, 77 Fed. Reg. 11252 (Feb. 24, 2012); 

correction notice published at 77 Fed. Reg. 17328 (Mar. 26, 2012) (“Rule 4.5 Adopting Release”).  
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substantially impaired by NFA Bylaw 1101.  This provision requires that NFA members undertake due 
diligence to seek to determine that those parties with whom they conduct business are appropriately 
registered or exempt from registration under the CEA.  If registrations are still pending after January 1, 
these applicants may be unable to satisfy the due diligence demands of the NFA member firms with 
whom they do business, resulting in those member firms being unable to do business with them.  This 
could have significant adverse effects on the shareholders of, or other investors in, funds that buy and 
sell commodity interests as part of their portfolio management strategy.  We have copied the NFA staff 
on this letter, and plan to separately request that they confirm that the Bylaw 1101 obligation would 
not apply to NFA member firms conducting business with these applicants for the brief period of time 
during which the applicants would rely on the relief requested by this letter.      
 
 The DSIO has granted similar no-action relief in the recent past for certain applicants for 
registration in light of the effective date of the definition of “swap:”  
 

. . . to provide [such persons] with sufficient time for the completion of the registration process 
as applicable to them, and to relieve the pressure the Division anticipates will be placed on the 
registration system as a result of the sudden influx of the numerous registration applications 
that must be filed by [such persons].5   

 
The relief we are requesting similarly: 
 

• Relates to many persons “who have not previously been subject to registration with and 
regulation by the Commission, [and] will be unfamiliar with the process by which a 
person becomes a Commission registrant.”6 
 

• “[W]ill enable the . . . NFA . . . to perform the registration function in an orderly 
manner. . . . Because registration is not effective instantaneously with the submission of 
a registration application, the temporary no-action position taken in this letter will:  
(1) help to avoid business interruptions by providing relief to those [persons] who, due 
to the unavoidable operational and resource constraints NFA would face in processing 
and approving that many registration applications at one time, are unable to become 
registered by [the registration deadline]; and (2) alleviate the pressure on NFA to 
immediately process the large number of registration applications . . . it otherwise 
would likely be receiving on or immediately prior to that date.”7 

                                                 
5 CFTC Letter No. 12-15 (October 11, 2012). 

6 Id. 

7 Id. 
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Request for Relief 
 

For the reasons discussed above, we request that the Division not recommend enforcement 
action to the Commission against a person for failure to be registered as a CPO, CTA, or for serving as 
an AP or principal of a CPO or CTA, as a result of the amendments to CFTC Regulation 4.5 or the 
rescission of CFTC Regulation 4.13(a)(4), subject to the following conditions: 
 

1.   On or before December 31, 2012, the person completes and files with NFA a registration 
application, including as appropriate, Forms 7-R and 8-R, as well as any required fingerprint 
card for each of its principals and APs. 
 

2.   Subject to the foregoing and the relief requested by this letter, on and after January 1, 2013, 
the person is subject to and makes a good faith effort to comply with the CEA and the 
Commission’s regulations applicable to its activities as a CPO, CTA, principal or AP of a 
CPO or CTA, as if the person was in fact registered or approved in such capacity.8 
 

3.   The requested relief would terminate on the date on which NFA provides notice in 
accordance with CFTC Regulation 3.2(c) that the person is registered as a CPO, CTA, or AP, 
or approved as a principal, or five days after service by NFA of a notice on such person 
pursuant to NFA Registration Rule 504 that the person may be disqualified from registration 
or principal status under CEA Section 8a(2) or 8a(3).  

  

* * * * * 

                                                 
8 We note that this obligation is subject to the Commission’s adoption of harmonized reporting, recordkeeping, and 
disclosure rules under Part 4 of the Commission’s regulations, with which it has stated compliance will not be required until 

60 days following the effective date of such rules.  See Rule 4.5 Adopting Release, supra note 4; Harmonization of Compliance 

Obligations for Registered Investment Companies Required to Register as Commodity Pool Operators, 77 Fed. Reg. 11345 

(February 24, 2012).  The DSIO staff has confirmed that the effective date of the harmonization rules will be 60 days after 
they are published in the Federal Register. 
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We appreciate your expedited consideration of our request, and would be pleased to discuss it 
further with you.  If you have questions or require further information, please contact the ICI (Karrie 
McMillan at 202/326-5815, Sarah A. Bessin at 202/326-5835 or Rachel H. Graham at 202/326-5819), 
the IAA (Karen L. Barr at 202/293-4222), or SIFMA AMG (Tim Cameron at 212/313-1389). 

Sincerely, 

/s/Karrie McMillan 

Karrie McMillan 
General Counsel 
Investment Company Institute 
 
/s/ Karen L. Barr 
 

     Karen L. Barr 
     General Counsel 
     Investment Adviser Association 
 

/s/ Timothy W. Cameron 
 
Timothy W. Cameron 
Managing Director, Asset Management Group 

        Securities Industry and Financial Market  
Association 

 
 
      

cc: The Honorable Gary Gensler, Chairman 
The Honorable Jill E. Sommers, Commissioner 
The Honorable Bart Chilton, Commissioner 
The Honorable Scott D. O’Malia, Commissioner 
The Honorable Mark Wetjen, Commissioner 

 
Amanda Olear, Special Counsel 
Michael W. Ehrstein, Attorney – Advisor 
     Division of Swap Dealer & Intermediary Oversight, CFTC 
 
Mr. Daniel A. Driscoll, Executive Vice President and Chief Operating Officer 
Mr. Thomas W. Sexton, III, Senior Vice President, General Counsel and Secretary 
National Futures Association 



      
 

 

  
   

   

     

      November 30, 2012 

 

VIA ELECTRONIC MAIL 

  

Mr. Gary Barnett 

Director 

Division of Swap Dealer and Intermediary Oversight 

Commodity Futures Trading Commission  

Three Lafayette Centre 

1155 21
st
 Street, NW 

Washington, DC 20581 

  

Re:  Request for a Temporary Exclusion of an Investment in a Securitization 

Vehicle as a “Commodity Interest” for Purposes of CPO and CTA 

Registration and Compliance 

 

Dear Mr. Barnett: 

 

Managed Funds Association
1
 (“MFA”), the Investment Adviser Association

2
 (“IAA”), 

the Investment Company Institute
3
 (“ICI”) and the Asset Management Group of the Securities 

                                                 
1
 The Managed Funds Association (MFA) represents the global alternative investment industry and its investors by 

advocating for sound industry practices and public policies that foster efficient, transparent, and fair capital markets. 

MFA, based in Washington, DC, is an advocacy, education, and communications organization established to enable 

hedge fund and managed futures firms in the alternative investment industry to participate in public policy 

discourse, share best practices and learn from peers, and communicate the industry’s contributions to the global 

economy. MFA members help pension plans, university endowments, charitable organizations, qualified individuals 

and other institutional investors to diversify their investments, manage risk, and generate attractive returns. MFA has 

cultivated a global membership and actively engages with regulators and policy makers in Asia, Europe, the 

Americas, Australia and many other regions where MFA members are market participants. 

2
 The Investment Adviser Association is a not-for-profit association that represents the interests of investment 

adviser firms registered with the Securities and Exchange Commission. Founded in 1937, the IAA’s membership 

consists of about 550 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. 

3
 The Investment Company Institute is the national association of U.S. investment companies, including mutual 

funds, closed-end funds, exchange-traded funds (ETFs), and unit investment trusts (UITs). ICI seeks to encourage 

adherence to high ethical standards, promote public understanding, and otherwise advance the interests of funds, 

their shareholders, directors, and advisers. Members of ICI manage total assets of $13.8 trillion and serve over 90 

million shareholders. 

http://www.investmentadviser.org/
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Industry and Financial Markets Association
4
 (“SIFMA AMG”) (together, the “Associations”) 

respectfully request that the Division of Swap Dealer and Intermediary Oversight (“DSIO” or the 

“Division”) of the Commodity Futures Trading Commission (the “Commission” or “CFTC”) 

grant commodity pool operators (“CPOs”) a temporary exclusion from including an investment 

in a securitization vehicle as a “commodity interest” for purposes of § 4.13(a)(3) and § 4.5
5
 

(“Temporary Exclusion”);
6
 and that it grant such Temporary Exclusion expeditiously.  The 

Associations submit this request to facilitate compliance with the Commission’s amendments to 

the registration and compliance obligations of CPOs and commodity trading advisors (“CTAs”).
7
  

We respectfully request that the Division grant a 9 month Temporary Exclusion, while the 

Division develops guidance on the treatment of investments in securitization vehicles for 

operators of investment pools seeking to comply with § 4.13(a)(3) and/or § 4.5. 

 

I. Background 

 

The Associations’ members include operators of investment pools that invest in 

securitization vehicles.
8
  We have only recently become aware that a securitization vehicle that 

uses swaps may be considered a commodity pool (hereinafter, a securitization vehicle that is a 

commodity pool is referred to as “Securitization Vehicle”).
9
  Generally, investors have thought 

                                                 
4
 The Asset Management Group (AMG) of the Securities Industry and Financial Markets Association’s members 

represent U.S. asset management firms whose combined assets under management exceed $20 trillion.  The clients 

of AMG member firms include, among others, registered investment companies, endowments, state and local 

government pension funds, private sector Employee Retirement Income Security Act of 1974 pension funds and 

private funds such as hedge funds and private equity funds.  In their role as asset managers, AMG member firms, on 

behalf of their clients, engage in transactions for hedging and risk management purposes that will be classified as 

“security-based swaps” and “swaps” under Title VII of the Dodd-Frank Wall Street Reform and Consumer 

Protection Act (the “Dodd-Frank Act”). 

5
 § 4.13(a)(3) provides an exemption from CPO registration for a CPO whose pool meets certain minimum 

“commodity interest” trading requirements, among others.  § 4.5 provides an exclusion from CPO regulation for 

persons that operate pools that are regulated by another regulatory authority, including registered investment 

companies and other “qualifying entities.”   

6
 While the focus of this letter is on securitization vehicles, we request that the Commission also consider applying 

the Temporary Exclusion to pools that invest in real estate investment trusts (“REITs”).  Although the Commission 

has granted relief to certain equity REITs that meet the conditions of a no-action letter (CFTC Letter No. 12-13) 

issued by the Commission on October 11, 2012, this no-action relief does not apply to mortgage REITs or foreign 

REITs.  As our members that manage pools that invest in foreign REITs or mortgage REITS are unsure how to treat 

these investments for purposes of §4.13(a)(3) or § 4.5, we urge the Commission to extend the Temporary Exclusion 

to these REITs as well. 

7
 See Final Rules for Commodity Pool Operators and Commodity Trading Advisors: Compliance Obligations, 77 

Fed. Reg. 11284 (Feb. 24, 2012), hereinafter, the “Adopting Release.” 

8
 As described by the American Securitization Forum (“ASF”), “[s]ecuritizations generally use the funding vehicles 

that issue fixed-income securities to third-party investors.  These securities are typically paid out of the cash flows 

on a pool of loan receivables or other debt obligations and are not established for the purposes of trading in swaps or 

other commodity interests.”  See letter from Tom Deutsch, Executive Director, ASF, to Gary Barnett, Director, 

Division of Swap Dealer and Intermediary Oversight, CFTC, dated August 17, 2012, requesting an exclusion from 

commodity pool regulation for securitization vehicles. 

9
 See, e.g., CFTC Letter No. 12-14 (Oct. 11, 2012). 
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interests in a securitization vehicle to be comparable to interests in debt or debt-like interests 

with a stated interest rate or yield and principal balance and a specific maturity date.  Many of 

our members intend to rely on the § 4.13(a)(3) and/or § 4.5 exemptions.  However, it is not clear 

to the Associations and their members which securitization vehicles are commodity pools and 

how a pool operator should calculate an investment in a Securitization Vehicle for purposes of § 

4.13(a)(3) and/or § 4.5.  We understand the Commission is working on new guidance on the 

application of §§ 4.13(a)(3) and 4.5 in the fund-of-funds context; we think it is appropriate for 

the Commission to grant a Temporary Exclusion while it develops this new guidance and 

considers how investments in Securitization Vehicles factor into the analysis.
10

 

 

II. Reasons for Temporary Exclusion 

 

In many cases, because of the lack of uniformity in the public disclosure practices by 

securitization vehicles, investors in securitization vehicles may lack access to, as well as the 

ability to compel the disclosure of, sufficient information to determine: (1) whether a particular 

securitization vehicle is a commodity pool; (2) whether a Securitization Vehicle that an investor 

has invested in is eligible for relief granted by the Commission in response to requests from 

SIFMA, ASF or individual issuers;
11

 and (3) how to calculate an investment in a Securitization 

Vehicle for purposes of §§ 4.13(a)(3) or 4.5.  While we appreciate the Division’s interpretation 

that certain securitization vehicles issuing asset-backed securities are excluded from the 

definition of “commodity pool,”
12

 there are many other types of securitization vehicles not 

addressed in the Division’s interpretation. 

 

In analyzing whether a securitization vehicle is a commodity pool, an investor needs to 

understand whether a securitization vehicle engages in swaps transactions.  However, an issuer 

of a securitization vehicle may not disclose to an investor how the securitization vehicle’s 

underlying contracts were documented, which is critical in determining whether a contract is a 

“swap” or a “security-based swap”.  Furthermore, certain issuers of securitization vehicles grant 

discretion to a trustee or manager to invest in and divest of swaps, which further complicates an 

investor’s analysis of whether a particular securitization vehicle is or could be a commodity pool 

as the investor cannot tell in a timely manner whether or not the manager is using this authority.  

 

In addition, the Division has and continues to issue interpretive relief to issuers of 

Securitization Vehicles meeting specific criteria.  However, many investors may not have, and 

                                                 
10

 See letter from the Securities Industry and Financial Markets Association (“SIFMA”) and the ASF to David A. 

Stawick, Secretary, CFTC, dated November 15, 2012, requesting relief to address “legacy” structured finance 

transactions; see also letter from SIFMA to Chairman Gensler, Commissioners Sommers, Chilton, O’Malia and 

Wetjen and Director Barnett, dated November 14, 2012, regarding the applicability of commodity pool regulation to 

insurance linked securities. 

11
 See id.; see also CFTC Letter No 12-14 (stating that the Division “remain[s] open to discussions with 

securitizations sponsors to consider the facts and circumstances of their securitization structures with a view to 

determining whether or not they might not be properly considered a commodity pool, or where not sufficiently 

assured, whether other relief might be appropriate under the circumstances”). 

12
 See n.9, supra. 
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may not have the ability to compel disclosure of, sufficient information to know whether a 

particular Securitization Vehicle is eligible for relief granted by the Division. 

 

To comply with the Commission’s regulatory requirements, our members need 

clarification and guidance from the Division with respect to investments in securitization 

vehicles.  However, time is running out as we quickly approach the December 31, 2012 CPO 

registration (under both §§ 4.13(a)(3) and 4.5) and compliance deadline (under § 4.13(a)(3)).  

Thus, we respectfully urge the Division to grant a Temporary Exclusion as we do not believe 

every operator of a fund that invests in a securitization vehicle should be required to register with 

the Commission.  We also do not believe such policy would achieve the objectives or the 

mission of the Commission by requiring wholesale registration of operators of investment funds 

that may invest in securitization vehicles, some with very limited indirect exposure to 

commodity interests.
13

 

 

 Finally, most investors/investment funds purchased interests in Securitization Vehicles 

when such products were not considered to be investments in “commodity pools”.  For some 

investment funds, purchases of interests in securitization vehicles were made with 

representations to underlying investors that the fund did not and would not be, or invest in, a 

commodity pool.  For such investment funds and their sponsors, additional time is needed to 

address the myriad new compliance issues.  We are also concerned that a pool operator’s failure 

to register, if it is later deemed necessary, could potentially result in liability for its funds based 

on representations made to investors and ISDA counterparties, as well as in lending agreements 

and under other contracts with regard to its regulatory obligations. 

 

 We understand the Division is working on new fund-of-funds guidance and addressing 

and/or providing relief to certain issuers of Securitization Vehicles.  Given that the Division is in 

the process of reviewing these subjects, and that neither former Appendix A nor the CFTC part 4 

regulations were drafted with Securitization Vehicles in mind, we respectfully urge the Division 

to grant a Temporary Exclusion of 9 months while it reviews and considers an appropriate 

regulatory framework for products that are new to its oversight jurisdiction.   

 

 For similar reasons, we also respectfully request that a similar Temporary Exclusion be 

provided from including an investment in a securitization vehicle as a “commodity interest” for 

purposes of CTA registration determinations.  We believe that such relief is consistent with other 

actions the Division has taken to provide a temporary delay of registration requirements where 

the status of certain instruments as “commodity interests” is unclear.
14

 

 

                                                 
13

 The Associations’ memberships include many registered CPOs and CTAs.  We believe the CFTC serves an 

important market and regulatory oversight role and should focus its resources on market participants with a 

meaningful exposure to commodity interests. 

14
 For example, the Division recently issued time-limited no-action relief to entities in determining their status as 

CPOs and CTAs with respect to their foreign exchange swap and foreign exchange forward activities pending the 

determination of the Secretary of the Treasury to exempt such instruments from the definition of “swap” under the 

Commodity Exchange Act.  CFTC Letter No. 12-21 (Oct. 12, 2012). 
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* * * * * 

 

We appreciate the Division’s consideration of our request for a Temporary Exclusion and 

look forward to an opportunity to meet with Commissioners and staff to discuss our concerns 

and recommendations with respect to an appropriate regulatory framework for investments in 

and advice concerning Securitization Vehicles and other non-traditional investment vehicles.  If 

you have questions or comments, please do not hesitate to contact Stuart J. Kaswell or Jennifer 

Han of MFA at (202) 730-2600, Karen L. Barr of IAA at (202) 293-4222, Karrie McMillan or 

Sarah Bessin of the ICI at (202) 326-5835, or Tim Cameron of SIFMA AMG at (212) 313-1389. 

 

     Respectfully submitted, 

 

     /s/ Stuart J. Kaswell 

     Stuart J. Kaswell 

     Executive Vice President & Managing Director, 

     General Counsel 

     Managed Funds Association 

      

     /s/ Karen L. Barr 

     Karen L. Barr 

     General Counsel 

     Investment Adviser Association 

 

     /s/ Karrie McMillan 

     Karrie McMillan 

General Counsel 

Investment Company Institute 

 

/s/ Timothy W. Cameron 

Timothy W. Cameron, Esq. 

Managing Director, Asset Management Group 

        Securities Industry and Financial Market  

Association 

 

 

cc:  The Honorable Gary Gensler, Chairman 

 The Honorable Jill E. Sommers, Commissioner 

 The Honorable Bart Chilton, Commissioner 

 The Honorable Scott D. O’Malia, Commissioner 

 The Honorable Mark P. Wetjen, Commissioner 

Amanda Olear, Special Counsel, Division of Swap Dealer and Intermediary Oversight 

Michael Ehrstein, Attorney-Advisor, Division of Swap Dealer and Intermediary 

 Oversight 



                          

 

November 9, 2012 

 

VIA ELECTRONIC MAIL  

 

Ms. Sauntia S. Warfield 

Assistant Secretary of the Commission 

Commodity Futures Trading Commission  

Three Lafayette Centre 

1155 21
st
 Street, NW 

Washington, DC 20581 

  

Re:  Request for Delayed Compliance Date of Amended Part 4; Former Appendix 

A of the CFTC’s Part 4 Regulations, 17 CFR Part 4 

 

Dear Ms. Warfield: 

 

The Investment Adviser Association
1
 (“IAA”) and Managed Funds Association

2
 

(“MFA”) (together, the “Associations”) respectfully submit this letter to request a delayed 

compliance date for commodity pool operators (“CPOs”) of and commodity trading advisors 

(“CTAs”) to funds of funds (“FOFs”) and that the delayed compliance date be granted 

expeditiously.  Many of our members will be subject to registration and regulation as CPOs 

and/or as CTAs as a result of amendments to CFTC Regulations 4.13(a)(3) and 4.5, the 

rescission of CFTC Regulation 4.13(a)(4), and related amendments to CFTC Regulation 

4.14(a)(8).  In addition, a number of our members manage FOFs that invest in one or more 

commodity pools and currently rely, or seek to rely, on the rescinded Guidance on the 

Application of Rule 4.13(a)(3) in the Fund-of-Funds Context contained in Appendix A of the 

Part 4 Regulations.  We write to request that the CFTC provide relief for these FOF firms. 

 

                                                           
1
 IAA is a not-for-profit association that represents the interests of investment adviser firms registered with the 

Securities and Exchange Commission that provide investment advice to private funds and to registered investment 

companies.  Founded in 1937, the IAA’s membership consists of more than 550 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
 The Managed Funds Association (MFA) represents the global alternative investment industry and its investors by 

advocating for sound industry practices and public policies that foster efficient, transparent, and fair capital markets. 

MFA, based in Washington, DC, is an advocacy, education, and communications organization established to enable 

hedge fund and managed futures firms in the alternative investment industry to participate in public policy 

discourse, share best practices and learn from peers, and communicate the industry’s contributions to the global 

economy. MFA members help pension plans, university endowments, charitable organizations, qualified individuals 

and other institutional investors to diversify their investments, manage risk, and generate attractive returns. MFA has 

cultivated a global membership and actively engages with regulators and policy makers in Asia, Europe, the 

Americas, Australia and many other regions where MFA members are market participants. 
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Appendix A provided guidance regarding the application of the Regulation 4.13(a)(3) de 

minimis thresholds in the context of FOFs.  The CFTC rescinded Appendix A in February 2012.
3
  

In the Release announcing that rescission, the CFTC stated that the sponsor of the underlying 

fund (in an FOF) will be required to register as a CPO and that “it is the position of the [CFTC] 

that a fund investing in an unaffiliated commodity pool is itself a commodity pool.”
4
  On August 

14, 2012, the CFTC Division of Swap Dealer and Intermediary Oversight staff stated in a 

response to a Frequently Asked Question (“FAQ”) that “CPOs of funds-of-funds may continue 

to rely on Appendix A until the [CFTC] adopts revised guidance.”
5
  The CFTC has not yet 

adopted revised guidance. 

 

Advisers and pool operators seeking to rely on CFTC guidance in Appendix A with 

respect to the application of the de minimis limitations in Regulations 4.13(a)(3) and 4.5 to FOFs 

have been analyzing the CFTC’s positions in the Release and the FAQs to determine whether 

they would meet the thresholds in revised Regulations 4.13(a)(3) and 4.5, whether they could 

rely on some future CFTC guidance as to FOF scenarios, or whether they would need to register 

as CPOs or CTAs.  Appendix A provides interpretive guidance for a limited number of FOF 

scenarios, but there are a wide range of FOF structures and additional interpretive guidance is 

needed. 

 

We and other organizations have and continue to seek additional guidance and relief with 

respect to the scenarios in Appendix A and Part 4 compliance for CPOs of FOFs.  We understand 

that the CFTC staff is working to address these issues, but the December 31 deadline is quickly 

approaching.  Without the requisite guidance from the CFTC on how the de minimis restrictions 

apply to a wider variety of common FOF structures, firms are not able to determine whether or 

not they must register.  Further complicating the process, funds in which FOFs invest are also 

                                                           
3
 Commodity Pool Operators and Commodity Trading Advisers: Compliance Obligations, Final Rule, 77 Fed. Reg. 

11252 (Feb. 24, 2012) (“Release”), available at 

http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2012-3390a.pdf; correction notice 

published at 77 Fed. Reg. 17328 (Mar. 26, 2012). 

  
4
 Release, 77 Fed. Reg. at 11268.  The CFTC noted in the Release that several commenters urged the CFTC to 

consider retaining the exemption in Regulation 4.13(a)(4) for funds that do not directly invest in commodity 

interests, but do so through an FOF structure, and who are advised by an SEC-registered investment adviser. The 

CFTC stated in the Release that it was withholding consideration of an FOF exemption until it has received data 

regarding FOF firms on Forms CPO–PQR and/or CTA–PR, as applicable, to enable it “to better assess the universe 

of firms that may be appropriate to include within the exemption, should the [CFTC] decide to adopt one.” Id.  The 

CFTC did not provide an exemption for FOF when it adopted the revised Regulations 4.13 and 4.5, but noted in the 

Release that its staff would consider requests for exemptive relief for FOF on a case-by-case basis.  Given the 

uncertainty as to the registration requirements for the FOF industry as of this date, as well as the significant time and 

financial resources necessary to complete CFTC and National Futures Association (“NFA”) registration 

requirements, we urge the CFTC to consider providing the relief requested to extend the registration compliance 

date.  

 
5
 See CFTC “Division of Swap Dealer and Intermediary Oversight Responds to Frequently Asked Questions – 

CPO/CTA: Amendment to Compliance Obligations” (Aug. 14, 2012). 
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still analyzing their registration status and whether they can come within various exemptions; the 

treatment of their foreign exchange transactions will materially affect this analysis.  Until their 

investee funds determine their regulatory status, FOF managers are not able to gather the 

requisite information to make necessary determinations and calculations to determine their own 

status.  Thus, at present, FOF managers do not have sufficient time and information to analyze 

and comply with the appropriate CFTC registration requirements or the NFA membership, 

licensing, and compliance obligations before the December 31, 2012 deadline.     

 

We respectfully request that the CFTC or its staff issue final FOF guidance as soon as 

possible, and grant firms the necessary time to determine how the regulation applies to their 

business models, fund structures, and investment strategies.  Firms should not be expected to 

comply with a December 31, 2012 CPO and CTA registration deadline without the necessary 

guidance from the CFTC that helps inform whether the operator of or adviser to a FOF may rely 

on an Appendix A-type scenario or must register as a CPO or CTA.  Firms are making 

determinations presently and many will have invested significant resources to register as CPOs 

and CTAs, adopt policies and procedures, and complete the registration process unnecessarily, if 

and when the CFTC or its staff releases revised FOF final guidance that ultimately results in their 

being able to rely on Regulations 4.13(a)(3) or 4.5.  Accordingly, we respectfully request the 

CFTC promptly extend the compliance date for FOF operators and advisers (including 

subadvisers) to register or claim an exemption with respect to FOF until the later of: (i) six 

months from the date the CFTC or its staff issues final fund of funds guidance replacing 

Appendix A; or (ii) June 30, 2013.  Further, to the extent a FOF operator or adviser has non-FOF 

accounts as well as FOF accounts, we request that such operators and advisers have until the 

later of: (i) six months from the date the CFTC or its staff issues final FOF guidance replacing 

Appendix A; or (ii) June 30, 2013 to comply with the Commission’s Part 4 regulations with 

respect to such FOF accounts. 

  

* * * * 

 

 We appreciate the CFTC’s consideration of our request to extend the compliance date for 

operators of and advisers to FOFs to the later of: (i) six months from the date the CFTC issues 

final fund of funds guidance replacing Appendix A; or (ii) June 30, 2013.  Please do not hesitate 

to contact Karen L. Barr or Monique S. Botkin of IAA at (202) 293-4222 or Stuart J. Kaswell or 

Jennifer Han of MFA at (202) 730-2600 if we may provide any additional information regarding 

our comments or any other matters. 

 

Sincerely, 

 

/s/ Karen L. Barr     /s/ Stuart J. Kaswell 

Karen L. Barr      Stuart J. Kaswell    

General Counsel     Executive Vice President & Managing 

Investment Adviser Association   Director, General Counsel 

       Managed Funds Association 
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cc: The Honorable Gary Gensler, Chairman 

The Honorable Jill E. Sommers, Commissioner 

The Honorable Bart Chilton, Commissioner 

The Honorable Scott D. O’Malia, Commissioner 

The Honorable Mark P. Wetjen, Commissioner 

 

Gary Barnett, Director, Division of Swap Dealer and Intermediary Oversight  

Amanda Olear, Special Counsel, Division of Swap Dealer and Intermediary Oversight 



 

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

 

       

 

 

 

October 5, 2012 

VIA ELECTRONIC MAIL 

 

Ms. Elizabeth M. Murphy, Secretary 

U.S. Securities and Exchange Commission 

100 F Street, N.E. 

Washington, DC 20549-1090 

 

Re:  Eliminating the Prohibition Against General Solicitation and General 

Advertising in Rule 506 and Rule 144A Offerings; SEC Rel. 33-9354; File 

No. S7-07-12 

 

Dear Ms. Murphy: 

 

The Investment Adviser Association
1
 appreciates the opportunity to submit comments 

on the rule amendments proposed by the Securities and Exchange Commission 

(“Commission”) to implement Title II of the Jumpstart Our Business Startups Act (“JOBS 

Act”).
2
  The JOBS Act directed the Commission to amend its rules to eliminate the 

prohibition on general solicitation or general advertising for offerings under Rule 506 of the 

Securities Act of 1933, as amended (“1933 Act”), provided that all purchasers are accredited 

investors and that the issuer takes “reasonable steps to verify” their accredited investor status.  

The JOBS Act also required the Commission to amend Rule 144A to eliminate the prohibition 

on general solicitation or general advertising, provided that the securities are sold only to 

persons that the seller (or a person acting on the seller’s behalf) “reasonably believes” is a 

qualified institutional buyer (“QIB”).  Many of our members advise or sponsor private funds 

that rely on exemptions in Sections 3(c)(1) or 3(c)(7) under the Investment Company Act of 

1940, as amended (“Investment Company Act”), where fund interests are offered and sold in 

a private placement under Rule 506.   

 

We commend the Commission for its well-balanced approach to implementing the 

capital formation goals of the JOBS Act, and we support the Commission’s proposed rules to 

remove the general solicitation and general advertising ban for private placements sold to 

accredited investors under Rule 506 and for purchases of securities under Rule 144A.   

                                                           
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 530 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 Eliminating the Prohibition on General Solicitation and General Advertising in Rule 506 and Rule 144A 

Offerings, SEC Rel. No. 33-9354 (Aug. 29, 2012) (“Proposal”), available at: 

http://www.sec.gov/rules/proposed/2012/33-9354.pdf.   The text of the JOBS Act is available at: 

http://www.gpo.gov/fdsys/pkg/BILLS-112hr3606enr/pdf/BILLS-112hr3606enr.pdf.  
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In adopting the final rules, we request that the Commission clarify and confirm certain 

issues, as discussed below.   

 

Proposed Rule 506(c) to Require Reasonable Steps to Verify Purchasers are Accredited 

Investors 

 

We support the Commission’s proposal to amend Rule 506 to add new subsection (c) 

to permit issuers to use general solicitation or general advertising to offer and sell securities, 

so long as the following conditions are met:  (i) the issuer takes “reasonable steps” to verify 

that all purchasers are accredited investors;
3
 (ii) all purchasers are accredited investors as 

defined in Rule 501(a); and (iii) the issuer satisfies the conditions in Rule 501, Rule 502(a), 

and Rule 502(d) under Regulation D.  In the Proposal, the Commission stated that whether the 

steps taken by an issuer are “reasonable” would be an objective determination based on the 

particular facts and circumstances of each transaction.   

 

We support the Commission’s approach to the requirement to take “reasonable steps” 

to verify purchasers are accredited investors.  We agree with the Commission’s determination 

not to require specific verification methods and its statement that whether the steps taken are 

“reasonable” should be an objective determination based on the particular facts and 

circumstances of each transaction.  We are pleased that the Commission issued flexible 

guidance as to what may constitute “reasonable steps” to verify accredited investor status.  

This framework, as noted by the Commission, will give issuers and market participants the 

flexibility to adopt different approaches to verification based on the circumstances, such as 

the different types of accredited investors (e.g., natural persons, public and private for profit 

and not-for-profit corporations, general and limited partnerships, business and other types of 

trusts, and funds and other types of collective investment vehicles), different types of issuers 

and offerings, changing market practices, and innovative means of complying with the 

verification requirement.  

 

The Proposal identifies several examples of factors for consideration for issuers to 

determine if the steps taken to verify that all purchasers are accredited investors are 

reasonable.  While we appreciate the Commission’s identifying and elaborating on factors to 

consider when determining whether verification steps are reasonable, we request that the 

Commission confirm that issuers may satisfy the requirement to take reasonable steps to 

verify a purchaser’s accredited investor status based on factors other than those cited in the 

Proposal, considering the facts and circumstances of the transaction. 

 

We applaud the Commission for recognizing that many of the practices currently used 

by issuers in Rule 506 offerings would satisfy the verification requirement for Rule 506(c) 

                                                           
3
 In particular, the proposed rule states that the issuer “shall take reasonable steps to verify that purchasers of 

securities sold in any offering under this § 230.506(c) are accredited investors.”    
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offerings.
4
  For example, many issuers rely on placement agent representations, with 

appropriate protocols to satisfy issuers of the placement agent’s due diligence, to verify an 

investor’s accredited investor status.  Another common method currently used by issuers is 

requiring the potential investor to certify and represent that the investor does in fact meet the 

definition of “accredited investor” in Rule 501(a).  This method is well-established in private 

fund offerings, for example.  We recommend that the Commission specifically recognize that 

issuers may rely on a representation by the purchaser for the verification requirement that the 

purchaser is accredited under the Regulation D standards for net worth and/or income, under 

appropriate circumstances.
5
  In addition, we appreciate the Commission’s recognition that 

another verification approach may include reliance on a database of accredited investors 

maintained by a third party.
6
 

 

We strongly support the Commission’s statement that an issuer would not lose the 

ability to rely on the Rule 506(c) exemption if the purchaser turned out to not be accredited so 

long as the issuer: (i) took reasonable steps to verify the purchaser was an accredited investor, 

and (ii) had a reasonable belief that the purchaser was an accredited investor.
7
  In addition, we 

agree with the Commission’s statement that if an issuer has “actual knowledge” that the 

purchaser is an accredited investor, the issuer would not have to take any steps at all.
8
  We 

recommend, however, the Commission consider providing non-exclusive examples of 

circumstances in which an issuer would have “actual knowledge.”    

 

Finally, we strongly support the availability of Rule 506(c) for private funds.
9
  The 

Commission has appropriately confirmed that privately offered funds may conduct general 

solicitation or general advertising under amended Rule 506(c) without the funds losing either 

of the Section 3(c)(1) or 3(c)(7) exclusions under the Investment Company Act.
10

    

                                                           
4
 Proposal at 25. 

 
5
 We note that, as under Rule 144A, issuers would not be able to rely on an investor certification as to an 

investor’s accredited status that the issuer knew, or was reckless in not knowing, to be false.  See, e.g., Resale of 

Restricted Securities; Changes to Method of Determining Holding Period of Restricted Securities under  Rules 

144 and 145, SEC Rel. 33-6862 (April 23, 1990). 

 
6
 Proposal at 19, 25. 

 
7
 Proposal at 29. 

 
8
 Proposal at 17, n. 51. 

 
9
 Proposal at 32 (“we believe the effect of Section 201(b) is to permit privately offered funds to make a general 

solicitation under amended Rule 506 without losing either of the exclusions under the Investment Company 

Act”). 

 
10

 We note that issuers such as private funds that rely on Rule 506 or 144A exemptions under the 1933 Act to 

offer and sell securities may also rely on certain registration exemptions or other relief under Commodity 

Exchange Act rules to offer and sell the interests as commodity pools, such as CFTC rules 4.7(b) (for “qualified 

eligible persons” as defined) and 4.13(a)(3) (for a de minimis amount of commodity interests and exempt from 
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Grandfathering Existing Non-Accredited Investors’ Current and Future Investments 

 

We request the Commission confirm that a Section 3(c)(1) fund that takes advantage 

of the general solicitation and advertising provisions in new Rule 506(c) be permitted to 

maintain non-accredited investors in the fund after the compliance date of the new rule.
11

  In 

other words, any non-accredited investors that became investors in the fund before the 

effective date of Rule 506(c) would be grandfathered into the fund and permitted to maintain 

their investment as of that compliance date rather than be forced to redeem their interests. 

Issuers have already completed their due diligence on existing investors under current Rule 

506(b)(2)(ii) to determine that they are sophisticated investors capable of evaluating the 

merits and risks of the investment.  Thus, maintaining current investments made under current 

Rule 506 will not result in any harm to such investors. 

 

For the same reasons, we request that the Commission permit current non-accredited 

investors who were previously offered and sold interests under current Rule 506(b) to 

continue any future planned investments in the issuer.  Without a grandfathering provision, 

issuers and investors relying on a future planned investment, for example, may be unable to 

achieve the financing and investment goals they planned prior to the new Commission rules.  

Issuers should, however, be able to comply with Rule 506(b) with respect to those 

grandfathered non-accredited investors. 

 

Proposed Amendment to Form D 

 

The Commission is proposing to amend Form D required for each issuer claiming a 

Regulation D exemption to add a separate “check the box” requirement for issuers to indicate 

whether they are using general solicitation or general advertising in a Rule 506(c) offering.  

The Commission intends to use this to monitor the use of general solicitation and the size of 

the market.  We support this proposed amendment.  However, we request that the 

Commission confirm that issuers may check both boxes for Rule 506(b) and Rule 506(c), in 

the event that an issuer intends to rely on Rule 506(b), but inadvertent publicity occurs with 

respect to the offering.
12

  The issuer must, of course, conduct reasonable steps to verify 

                                                                                                                                                                                     

commodity pool operator requirements).  Unlike the amended rules in the Proposal, CFTC rules 4.7(b) and 

4.13(a)(3) do not permit the pools to be marketed to the public and the pools must be offered or sold pursuant to 

Section 4 of the 1933 Act and the regulations thereunder or Regulation S.  We understand that the CFTC staff is 

aware that issuers face conflicting regulations in this regard.  To avoid inconsistent treatment under the two 

regimes, we encourage the Commission to coordinate to the extent possible with the CFTC to harmonize the 

JOBS Act provisions with the applicable CFTC rules.  

 
11

 For example, some non-accredited investors in a particular 3(c)(1) fund may be “knowledgeable employees” 

as defined in Rule 3c-5 of the Investment Company Act.   

 
12

 We also request confirmation from the Commission that issuers may rely on any appropriate 1933 Act 

exemption, regardless of which box is checked on Form D and that any response on Form D will not preclude an 

issuer from relying an exemption for which the offer and sale qualifies.  Further, we seek confirmation that Rule 

508 of Regulation D, which provides that the exemption in Rule 506 will not be lost due to an “insignificant” 
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accredited investor status if it plans to rely on Rule 506(c) as an alternative to Rule 506(b) if 

any inadvertent publicity that constituted general solicitation or general advertising were 

present.   

 

Preservation of Rule 506(b) Offerings without the Use of General Solicitation 

 

We support the preservation under existing safe harbor Rule 506(b) for issuers to 

conduct Rule 506 offerings without the use of general solicitation.  We also support the 

Commission’s acknowledgment that the Proposal will not change the ability of issuers to still 

offer and sell privately placed securities to up to 35 non-accredited investors under Rule 

506(b)’s sophistication requirements.  We agree with the Commission that proposed Rule 

506(c) should not impose any new requirements on offers and sales of securities that do not 

involve general solicitation. We recommend, however, that the Commission acknowledge in 

the final adopting release that issuers may rely on Rule 506(c) if they take reasonable steps to 

verify that all purchasers are accredited investors, even if the offering does not ultimately use 

general solicitation.  Issuers that do not intend to conduct a general solicitation should have 

the option of relying on Rule 506(c) in lieu of Rule 506(b).
13

 

 

Proposed Amendments to Rule 144A 

 

As directed by the JOBS Act, the Commission proposes to amend Rule 144A(d)(1) to 

provide that securities may be offered pursuant to Rule 144A to persons other than QIBs by 

means of general solicitation or general advertising, provided that the securities are sold or 

resold only to persons that the seller and any person acting on behalf of the seller reasonably 

believe are QIBs.
14

  The SEC noted that although Rule 144A does not include an express 

prohibition against general solicitation, offers of securities under Rule 144A currently must be 

limited to QIBs, which has the same practical effect.  We support the Commission’s proposed 

amendment to Rule 144A to permit general solicitation and advertising as long as purchasers 

are QIBs.
15

   

                                                                                                                                                                                     

deviation from a term, condition, or requirement of Regulation D, applies to all offerings relying on Rule 506, 

including proposed Rule 506(c). 

 
13

 Some firms may, for example, find Rule 506(c) procedures more compatible with their compliance programs 

than Rule 506(b) procedures.   

 
14

 A “Rule 144A offering” is a primary offering of securities by an issuer to one or more financial intermediaries 

(“initial purchasers”) in a transaction that is exempt from registration pursuant to Section 4(a)(2) or Regulation 

S, followed by the immediate resale of those securities by the initial purchasers to QIBs in reliance on Rule 

144A.  QIBs are a defined category of institutional investors that own and invest on a discretionary basis at least 

$100 million in securities. 

 
15

 We recognize that the Commission proposed only those rules that are necessary to implement the JOBS Act. 

We recommend, however, that the Commission undertake to review and modernize the definition of QIB in a 

future rulemaking. 

 



 

 

 

 

Ms. Elizabeth M. Murphy 

U.S. Securities and Exchange Commission 

October 5, 2012  

Page 6 of 6 

 

  

Further Clarification Regarding Regulation S 

 

The Commission confirms in the Proposal that concurrent offshore offerings that are 

conducted under Regulation S under the 1933 Act
16

 (where the U.S. portion of the offering is 

conducted under Rule 144A or Rule 506) would not be integrated with domestic unregistered 

offerings that are conducted in compliance with new Rule 506(c) or amended Rule 144A.  

Regulation S may be relied upon for offers and sales outside the United States even if 

coincident offers and sales are made in accordance with Regulation D inside the United 

States.  We support the Commission’s view and recommend that the Commission 

acknowledge in the final rule release that general solicitation or general advertising under a 

Rule 506(c) offering would not be considered “directed selling efforts” under a concurrent 

Regulation S offering. 

 

* * * * 

 

We appreciate the Commission’s consideration of our comments on its proposed rule 

amendments to implement provisions of the JOBS Act to permit general solicitation or 

general advertising in Rule 506 and Rule 144A offerings.  Please do not hesitate to contact the 

undersigned if the Commission or its staff has any questions or if we may provide any 

additional information regarding these matters.  

 

Sincerely, 

 

/s/Monique S. Botkin 

 

Monique S. Botkin 

IAA Assistant General Counsel 

  

cc: The Honorable Mary L. Schapiro, Chairman 

The Honorable Elisse B. Walter, Commissioner 

The Honorable Luis A. Aguilar, Commissioner 

The Honorable Troy A. Paredes, Commissioner 

The Honorable Daniel M. Gallagher, Commissioner 

 

Ms. Meredith Cross, Director, Division of Corporation Finance 

Mr. Norm Champ, Director, Division of Investment Management 

 

 

 

 

                                                           
16

 Securities offered and sold outside the United States in accordance with Regulation S need not be registered 

under the 1933 Act.  Regulation S includes an issuer and a resale safe harbor if: (i) the securities are sold in an 

offshore transaction, and (ii) there are no directed selling efforts in the United States.   



      
 

         
                      

September 28, 2012 
 
 
The Honorable Gary Gensler 
Chairman 
Commodity Futures Trading Commission 
1155 21st Street, N.W. 
Washington, D.C. 20581 
 
Re:  FX Forwards and FX Swaps Determination 
 
Dear Chairman Gensler: 
 

The undersigned trade associations1 are submitting this letter to request the 
Commodity Futures Trading Commission (the “CFTC”) to take urgent action if the 
                                                 

1 The Asset Management Group (“AMG”) of the Securities Industry and Financial Markets 
Association’s members represent U.S. asset management firms whose combined assets under management 
exceed $20 trillion.  The clients of AMG member firms include, among others, registered investment 
companies, endowments, state and local government pension funds, private sector Employee Retirement 
Income Security Act of 1974 pension funds and private funds such as hedge funds and private equity funds.   

The Investment Company Institute (“ICI”) is the national association of U.S. investment 
companies, including mutual funds, closed-end funds, exchange-traded funds (“ETFs”), and unit 
investment trusts (“UITs”).  ICI seeks to encourage adherence to high ethical standards, promote public 
understanding, and otherwise advance the interests of funds, their shareholders, directors, and advisers.  
Members of ICI manage total assets of $13.3 trillion and serve over 90 million shareholders. 

The Managed Funds Association (“MFA”) represents the global alternative investment industry 
and its investors by advocating for sound industry practices and public policies that foster efficient, 
transparent, and fair capital markets.  MFA, based in Washington, DC, is an advocacy, education, and 
communications organization established to enable hedge fund and managed futures firms in the alternative 
investment industry to participate in public policy discourse, share best practices and learn from peers, and 
communicate the industry’s contributions to the global economy.  MFA members help pension plans, 
university endowments, charitable organizations, qualified individuals and other institutional investors to 
diversify their investments, manage risk, and generate attractive returns.  MFA has cultivated a global 
membership and actively engages with regulators and policy makers in Asia, Europe, the Americas, and 
Australia. 

The Investment Adviser Association (“IAA”) is a not-for-profit association that represents the 
interests of SEC-registered investment adviser firms.  Founded in 1937, the IAA’s membership consists of 
more than 530 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, 
(….continued) 
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Secretary of the Department of Treasury (the “Treasury”) does not make a final or 
interim determination on its proposal to exempt foreign exchange forwards and foreign 
exchange swaps (collectively, the “FX Products”) from the definition of “swap” under 
the Commodity Exchange Act (“CEA”) prior to October 12, 2012.  We direct your 
attention to the attached letter to the Secretary of the Treasury which sets out in more 
detail our serious concerns about the consequences on the impending registration and 
compliance deadlines for commodity trading advisors (“CTAs”), commodity pool 
operators (“CPOs”) and major swap participants (“MSPs”), as each such term is defined 
under the CEA, if the Treasury fails to make a final or interim determination with respect 
to FX Products prior to that date. 
 

Our members represent asset management firms that advise registered investment 
companies, private funds and accounts, endowments, state and local government pension 
funds and private sector pension funds and accounts subject to the Employee Retirement 
Income Security Act of 1974 and other institutional clients.  In their role as asset 
managers, our member firms, on behalf of their clients, may engage in transactions that 
will be classified as “foreign exchange forwards” or “foreign exchange swaps”2 under the 
Dodd-Frank Wall Street Reform and Consumer Protection Act (the “Dodd-Frank Act”). 

 
Under the Dodd-Frank Act and the final product definition rules (the “Swap 

Definition”)3 adopted by the CFTC and the Securities and Exchange Commission, FX 
Products are included in the definition of swap unless and until the Treasury determines 
that they should be excluded.  The Swap Definition, which becomes effective on October 
12, 2012, triggers the effectiveness of other new rules recently promulgated pursuant to 
the Dodd-Frank Act and other regulatory changes recently adopted by the CFTC that 
require CTA and CPO registration with the CFTC.  While we remain hopeful that the 
Treasury will act to finalize its determination prior to October 12, 2012, and thus bring 
certainty to market participants, we respectfully request that, if the Treasury does not 
make a determination at some point prior to this date, the CFTC take action to avoid the 
substantial burden on market participants (and the CFTC) that will otherwise occur.   

 
We do not believe that there would be any public policy purpose for entities to be 

required to register as a CTA, CPO or MSP after October 12, 2012 solely because such 
registration is triggered by the inclusion of the FX Products in their swap positions due to 
Treasury not having made a final determination.  Registration under these circumstances 
would be unnecessary, illogical and unduly burdensome if the Treasury ultimately 

                                                 
(continued….) 

foundations, and corporations.  For more information, please visit our website: 
www.investmentadviser.org. 

2 An asset manager may engage in transactions involving FX Products on behalf of their clients for 
a variety of reasons, including to offset portfolio risk from exposure to currency risk from a foreign 
investment. 

3 77 Fed. Reg. 48207 (Aug. 13, 2012). 
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exempts FX Products from the swap definition at some point after October 12, 2012.  
Similarly, market participants that are preparing in earnest for compliance with these new 
rules, while also preparing for all of the other Dodd-Frank Act-related requirements, 
should not be required to incur significant costs to implement systems for monitoring 
their FX Product positions as swaps in the interim period between October 12, 2012 and 
the date when the Treasury makes its final determination. 
 

Market participants generally had expected that the Treasury would have made a 
final determination with respect to FX Products shortly after the adoption of the final 
Swap Definition on July 10, 2012.  It would be contrary to those market expectations, and 
disruptive to planning for all of the CFTC’s new regulatory requirements, for FX 
Products to be treated as swaps beginning on October 12, 2012 due to lack of final action 
from the Treasury prior to that date.  We recognize that the CFTC has a full and busy 
agenda, but we would appreciate the CFTC coordinating with the Treasury on this matter 
as soon as possible in an effort to reach a timely resolution.4   

 
Should the Treasury not issue a determination by October 5, 2012, we respectfully 

request that the Commission promptly issue an order or other determination, effective 
October 12, 2012, providing that it will not treat FX Products as “swaps” under Section 
1a(47) of the CEA until the effective date of the Treasury’s final determination with 
regard to these FX Products.5  Of course, during any such period, transactions in the FX 
Products should still be subject to the CFTC’s new reporting rules, business conduct 
standards and anti-evasion authority, to the same extent as if the Treasury had determined 
to exempt the FX Products from the definition of swap.       
 
 This proposed relief would defer any CTA, CPO and MSP registration or 
compliance obligations on market participants arising from their use of FX Products, 
while preserving the Treasury’s ability to make whatever final determination it should 
elect.  Meanwhile, the CFTC’s authority with respect to other instruments that are 
characterized as swaps under the CEA will also be maintained.  However, the additional 
regulatory burdens on both market participants and the CFTC resulting from the lack of a 
final determination on FX Products would be relieved until such time as the Treasury 
acts. 
 

*  *  * 
 

                                                 
4 See also letter from The Honorable Barney Frank, Ranking Member, House Committee on 

Financial Services, to the CFTC and Treasury regarding the exemption of FX Products from the Swap 
Definition (September 21, 2012). 

5 If it should become apparent to the CFTC that the Treasury will not make a final determination 
excluding FX Products from the definition of swap, then we respectfully request that the CFTC allow for a 
significant transition period before FX Products are treated as swaps in order to allow market participants 
sufficient time to come into compliance with such treatment for all purposes.  
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 The undersigned trade groups appreciate the CFTC’s consideration of this 
request, and stand ready to provide any additional information or assistance that the 
CFTC might find useful. 
 
 Should you have any questions, please do not hesitate to contact Tim Cameron of 
SIFMA AMG at 212-313-1389, Karrie McMillan of the Investment Company Institute at 
202-326-5815 or Sarah Bessin of the Investment Company Institute at 202-326-5835, 
Stuart J. Kaswell or Jennifer Han of MFA at 202-730-2600, or Karen L. Barr of IAA at 
202-293-4222. 
 
 
Sincerely,  
 
 
 
/s/ Timothy W. Cameron 
Timothy W. Cameron, Esq. 
Managing Director, Asset Management Group 
Securities Industry and Financial Markets Association  
 
/s/ Karrie McMillan 
Karrie McMillan, Esq. 
General Counsel 
Investment Company Institute 
 
/s/ Stuart J. Kaswell 
Stuart J. Kaswell 
Executive Vice President and Managing Director, General Counsel 
Managed Funds Association 
 
/s/ Karen L. Barr 
Karen L. Barr, Esq. 
General Counsel 
Investment Adviser Association 
 
 
cc: Hon. Jill E. Sommers, Commissioner, Commodity Futures Trading Commission 

Hon. Bart Chilton, Commissioner, Commodity Futures Trading Commission 
Hon. Scott O’Malia, Commissioner, Commodity Futures Trading Commission 
Hon. Mark Wetjen, Commissioner, Commodity Futures Trading Commission 
 
 
Attachment 
 

 
 



      
 

         
 
September 28, 2012 
 
 
The Honorable Timothy F. Geithner 
Secretary 
United States Department of the Treasury 
1500 Pennsylvania Avenue, N.W. 
Washington, D.C. 20220 
 
Re:  FX Forwards and FX Swaps Determination 
 
Dear Mr. Secretary: 
 

The undersigned trade associations1 are submitting this letter to request the 
Department of Treasury (the “Treasury”) to promptly make a final determination on its 
                                                 

1  The Asset Management Group (“AMG”) of the Securities Industry and Financial Markets 
Association’s members represent U.S. asset management firms whose combined assets under management 
exceed $20 trillion.  The clients of AMG member firms include, among others, registered investment 
companies, endowments, state and local government pension funds, private sector Employee Retirement 
Income Security Act of 1974 pension funds and private funds such as hedge funds and private equity funds.   

The Investment Company Institute (“ICI”) is the national association of U.S. investment 
companies, including mutual funds, closed-end funds, exchange-traded funds (“ETFs”), and unit 
investment trusts (“UITs”).  ICI seeks to encourage adherence to high ethical standards, promote public 
understanding, and otherwise advance the interests of funds, their shareholders, directors, and advisers.  
Members of ICI manage total assets of $13.3 trillion and serve over 90 million shareholders. 

The Managed Funds Association (“MFA”) represents the global alternative investment industry 
and its investors by advocating for sound industry practices and public policies that foster efficient, 
transparent, and fair capital markets.  MFA, based in Washington, DC, is an advocacy, education, and 
communications organization established to enable hedge fund and managed futures firms in the alternative 
investment industry to participate in public policy discourse, share best practices and learn from peers, and 
communicate the industry’s contributions to the global economy.  MFA members help pension plans, 
university endowments, charitable organizations, qualified individuals and other institutional investors to 
diversify their investments, manage risk, and generate attractive returns.  MFA has cultivated a global 
membership and actively engages with regulators and policy makers in Asia, Europe, the Americas, and 
Australia. 

The Investment Adviser Association (“IAA”) is a not-for-profit association that represents the 
interests of SEC-registered investment adviser firms.  Founded in 1937, the IAA’s membership consists of 
more than 530 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, 
(….continued) 
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proposal to exempt foreign exchange forwards and foreign exchange swaps (collectively, 
the “FX Products”) from the definition of “swap” under the Commodity Exchange Act 
(“CEA”) prior to October 12, 2012.  If the Treasury Secretary will be unable to do so, we 
request that he issue an interim determination that FX Products should be exempt from 
the swap definition.  As discussed below, failure to do so will have substantial and 
unintended consequences on the impending registration and compliance deadlines for 
commodity trading advisors (“CTAs”), commodity pool operators (“CPOs”) and major 
swap participants (“MSPs”), as each such term is defined under the CEA. 
 
 Background 

 
Our members represent asset management firms that advise registered investment 

companies, private funds and accounts, endowments, state and local government pension 
funds and private sector pension funds and accounts subject to the Employee Retirement 
Income Security Act of 1974 and other institutional clients.  In their role as asset 
managers, our member firms, on behalf of their clients, may engage in transactions that 
will be classified as “foreign exchange forwards” or “foreign exchange swaps”2 under 
Title VII of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the 
“Dodd-Frank Act”).   
 

Under the Dodd-Frank Act and the final product definition rules (the “Swap 
Definition”)3 adopted by the Commodity Futures Trading Commission (the “CFTC”) and 
the Securities and Exchange Commission, these FX Products are included in the 
definition of swap unless and until the Treasury Secretary determines that they should be 
excluded.   The Swap Definition, which becomes effective on October 12, 2012, triggers 
the effectiveness of other new rules recently promulgated pursuant to the Dodd-Frank Act 
and other rule amendments recently adopted by the CFTC.4  These rules will result in 
many entities being required to register with the CFTC because of transacting in swaps.  
As a result of these new regulations, three CFTC registration categories—CTA, CPO and 
MSP—and the extensive regulatory duties that accompany them, depend critically upon 
calculations of the amount of swap activity engaged in by an entity.  These calculations 
depend decisively, in many cases, upon whether the Treasury Secretary exempts FX 
Products from regulation as swaps.  Consequently, our members are actively reviewing 
                                                 

(continued….) 
foundations, and corporations.  For more information, please visit our website: 
www.investmentadviser.org. 

2 An asset manager may engage in transactions involving FX Products on behalf of their clients for 
a variety of reasons, including to offset portfolio risk from exposure to currency risk from a foreign 
investment. 

3 77 Fed. Reg. 48207 (Aug. 13, 2012). 

4 These rule amendments include certain revisions to the exemptions from CPO registration under 
CFTC Rules 4.5 and 4.13 adopted by the CFTC earlier this year that impact registered investment 
companies and private funds and their advisers.  Commodity Pool Operators and Commodity Trading 
Advisors:  Compliance Obligations, 77 Fed. Reg. 11252 (Feb. 24, 2012). 



3 

their clients’ swaps portfolios to determine whether they or their clients will need to 
register with the CFTC as CTAs, CPOs or MSPs.  In order to perform this analysis, it is 
necessary for our members to develop systems for monitoring compliance with the 
revised rules.  Due to the impending effective dates of these rule changes, our member 
firms are preparing for compliance now.  However, these systems will need to be revised 
if FX Products, contrary to the Treasury’s proposed exemption, were required to be 
treated as swaps.  Accordingly, all asset management firms that trade FX Products on 
behalf of their clients will be burdened with increased costs and compliance obligations if 
Treasury’s final determination is delayed beyond October 12, 2012. 

 
Commodity Trading Advisor Registration.  Of particular concern to our members 

are the amendments to the terms “commodity trading advisor” and “commodity pool 
operator,” and related terms in the CEA, to incorporate swaps.  The CFTC has also 
incorporated swaps into the thresholds under the relevant exemptions from CTA and 
CPO registration.  As a result of these statutory amendments and rule changes, and given 
ambiguities in the compliance schedule under the CFTC’s new rules, investment advisers 
that trade swaps on behalf of their clients will need to examine the swap positions in the 
investment portfolios that they manage to determine whether they will remain eligible 
after October 12, 2012 for CTA registration exemptions that they currently rely on.5  If 
swap activity in these portfolios will cause advisers no longer to qualify for the available 
CTA registration exemptions, they may be required to register with the CFTC on that 
date.   

 
If the Treasury Secretary has not made a final determination to exempt FX 

Products from the definition of swaps by October 12, 2012, advisers may be required to 
include these instruments in their registration or exemption analysis beginning on that 
date.  Absent prior action by the Treasury Secretary, certain advisers may need to register 
with the CFTC as CTAs and be in compliance with applicable substantive rules and 
requirements of the CFTC and National Futures Association (the “NFA”) by October 12, 
2012 because of their use of FX Products in the portfolios they manage.  For investment 
advisers that would not otherwise have to register, CTA registration and compliance 
would be an unintended, unnecessary and costly burden to bear.  Similarly, using 
resources for this purpose would not be in the best interest of clients, nor the regulators 
involved in incorporating new registrants into their regulatory programs, if the Treasury 
Secretary ultimately exempts FX Products from the definition of swaps.   

 
Commodity Pool Operator Registration.  Some pool operators that engage in 

swap transactions could be required to register and be in compliance with substantive 
CFTC and NFA requirements by October 12, 2012.  As with the CTA registration 
exemption analysis, the operators of such funds may need to include FX Products in their 
swap positions when assessing whether CPO registration is necessary, in the absence of a 
                                                 

5 For example, investment advisers may provide commodity trading advice without registration if, 
among other things, their trading advice is limited in accordance with Section 4m(1) (fifteen client 
exemption) or Section 4m(3) (primary business exemption) of the CEA or with CFTC Rule 4.14(a)(8) 
(exemption for advice to qualifying entities incidental to securities advice). 
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final determination from the Treasury Secretary by October 12, 2012.  While most pool 
operators that are impacted by the CPO rule changes will not be required to register as 
CPOs until December 31, 2012, registration could be required by October 12, 2012 for 
some entities that would later be entitled to withdraw if the Treasury Secretary 
subsequently issues a final determination to exclude FX Products. 

 
CTA and CPO Assessment, Registration, and Compliance.  Investment advisers 

and pool operators are now in the midst of building systems for evaluating swap positions 
in their portfolios for compliance with all of the new CPO rules and assessing their 
impact on CTA and CPO registration exemptions.  CPO and CTA registration is a 
tremendous undertaking that involves significant lead time, particularly for first-time 
registrants.6  In order to afford these advisers and pool operators sufficient time to 
prepare for registration, it is imperative that the Treasury Secretary act as expeditiously as 
possible on a final determination relating to FX Products.7   

 
Major Swap Participants.  Although MSP registration will not be required until 

early 2013, swap users will need to determine whether they are MSPs based on 
calculations done in the fourth quarter of 2012.  The MSP tests are based on averages 
over each business day in a fiscal quarter.  There remains ambiguity as to how market 
participants would calculate daily exposure positions at the end of the fourth quarter of 
2012 if the Treasury Secretary makes a determination to exclude FX Products after 
October 12, 2012.  If the Treasury Secretary does not exclude FX Products before these 
calculations begin, an entity may need to monitor daily data relating to its FX Products 
positions and significant incongruities and unnecessary costs could arise.  Some entities 
could be required to register as MSPs based on positions in FX Products in early 2013 
                                                 

6 Among other things, new CPO and CTA registrants are required to register their “Associated 
Persons” with National Futures Association (“NFA”), submit filings on behalf of their “Principals” with 
NFA and adopt compliance programs covering the entire set of applicable CFTC and NFA rules.  Comment 
letter submitted by the AMG to the CFTC on Compliance Dates for New CPO and CTA Registrants as a 
Result of Rescission of Regulation 4.13(a)(4) and Amendments to Regulation 4.5 (Aug. 3, 2012), on file 
with CFTC and available upon request from AMG; Letter submitted by the ICI to the CFTC on 
Compliance with Registration Requirements Under Amended Rule 4.5 (May 21, 2012), available at 
http://comments.cftc.gov/PublicComments/ViewComment.aspx?id=58729&SearchText=58729KarrieMc 
Millian.pdf; Letter submitted by the AMG to the CFTC on the Amendment to Commodity Pool Operator 
Exemption under Rule 4.13 and Exclusion under Rule 4.5 (May 3, 2012), available at 
http://www.sifma.org/workarea/downloadasset.aspx?id= 8589938635; Letter submitted by the MFA, IAA, 
and Alternative Investment Management Association to the Commodity Futures Trading Commission on 
the Request for an Extension of Time for Compliance with Registration as a Result of the Amendments to § 
4.13 (Apr. 30, 2012), available at https://www.managedfunds.org/wp-content/uploads/2012/05/Jt_Trades_ 
CFTC_Extension_04302012.pdf. 

7 We also note that if the Treasury does not make a final determination until after December 31, 
2012, our concerns would be greatly exacerbated, as all operators of commodity pools and CTAs could 
then be required to include FX Products in calculating their compliance with the relevant exemptions.  In 
addition, one of the most commonly used CTA exemptions, CFTC Rule 4.14(a)(8),  is only available for an 
advisor that provides advisory services to a commodity pool that relies on a CPO exemption or exclusion, 
and its availability would be severely impaired if the Treasury’s final determination has not been made by 
December 31, 2012. 
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and, as required by the CFTC’s rules, have to wait until a full year has passed while 
under the threshold before deregistering.  These entities, which would become MSPs 
based on FX Products later excluded from the calculation, would unnecessarily face the 
enormous registration and regulatory costs associated with being an MSP and compliance 
with that regime while not posing the risks that Congress intended to be captured through 
MSP regulation.   

 
In addition, far fewer entities would qualify for the safe harbors from daily 

monitoring that the CFTC and SEC included in the MSP calculation.  The CFTC and 
SEC included these safe harbors in order to “promote certainty and regulatory efficiency 
by helping market participants appropriately focus their compliance efforts and avoid 
undue compliance costs in circumstances when they would be highly unlikely to be major 
participants.”8  We believe that these benefits would be lost if FX Products were included 
in the MSP calculations and the FX Products were then subsequently excluded from the 
definition of swap.    

 
Consequences of the Status Quo 

 
The uncertainty concerning when or if Treasury Secretary will address the 

treatment of FX Products is already causing market participants to expend resources to 
change their systems to include FX Products in their calculations for purposes of making 
the necessary registration determinations.  Furthermore, if investment advisers and pool 
operators must register as CTAs or CPOs, as described above, as a result of their clients’ 
positions in FX products and if the Treasury Secretary issues a final determination to 
exempt FX Products after October 12, 2012, these market participants will have 
unnecessarily incurred significant costs and expended substantial resources to prepare for 
rules that ultimately do not affect them.  Some entities that register with the CFTC may 
then incur additional cost and time to unwind these registrations when they are permitted 
to do so upon FX Products becoming excluded from the definition of swap.  In other 
cases, market participants may choose to leave the market for FX Products (or at least 
reduce trading or investment volumes to below the relevant thresholds) until the 
Treasury’s final determination is made, depriving them of useful tools to hedge currency 
risk and impairing liquidity in these markets. 

 
Request for Immediate Action 
 
For the reasons cited above, we urge the Treasury Secretary to act as 

expeditiously as possible to make its final determination with respect to FX Products.  
The Treasury’s proposal to exclude FX Products from the definition of swap was issued 
on April 29, 2011 and public comments provided strong support and data to support the 
proposal.  Market participants generally had expected that the Treasury Secretary would 

                                                 
8 Further Definition of “Swap Dealer,” “Security-Based Swap Dealer,” “Major Swap Participant,” 

“Major Security-Based Swap Participant” and “Eligible Contract Participant,” 77 Fed. Reg. 30596, 30695 
(May 23, 2012). 
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have made a final determination with respect to FX Products shortly after the adoption of 
the final Swap Definition on July 10, 2012.  We recognize that the Treasury, like the 
CFTC, has a full and busy agenda, but we would appreciate the Treasury coordinating 
with the CFTC on this time-sensitive matter.9  Accordingly, we respectfully request that 
the Treasury Secretary promptly act to make a final determination with regard to FX 
Products prior to October 12, 2012. 

 
If, for any reason, the Treasury Secretary will be unable to issue a final 

determination by October 12, 2012, we request that he issue an interim final 
determination by that date to address the immediate needs of market participants to 
prepare for the new swaps regime.10 
 

*  *  * 

                                                 
9 See also letter from The Honorable Barney Frank, Ranking Member, House Committee on 

Financial Services, to the CFTC and Treasury regarding the exemption of FX Products from the Swap 
Definition (September 21, 2012). 

10 If the Treasury elects to make such an interim final determination, but then ultimately makes a 
final determination that the FX Products should be treated as swaps, we respectfully request that the 
Treasury allow for a significant transition period before the inclusion of FX Products as swaps would 
become effective in order to allow market participants sufficient time to prepare for such treatment. 
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 The undersigned trade groups appreciate the Treasury’s consideration of this 
request, and stand ready to provide any additional information or assistance that the 
Treasury might find useful. 
 
 Should you have any questions, please do not hesitate to call Tim Cameron of 
SIFMA AMG at 212-313-1389, Karrie McMillan of the Investment Company Institute at 
202-326-5815 or Sarah Bessin of the Investment Company Institute at 202-326-5835, 
Stuart J. Kaswell or Jennifer Han of MFA at 202-730-2600, or Karen L. Barr of IAA at 
202-293-4222. 
 
 
Sincerely,  
 
 
/s/ Timothy W. Cameron 
Timothy W. Cameron, Esq. 
Managing Director, Asset Management Group 
Securities Industry and Financial Markets Association  
 
/s/ Karrie McMillan 
Karrie McMillan, Esq. 
General Counsel 
Investment Company Institute 
 
/s/ Stuart J. Kaswell 
Stuart J. Kaswell 
Executive Vice President and Managing Director, General Counsel 
Managed Funds Association 
 
/s/ Karen L. Barr 
Karen L. Barr, Esq. 
General Counsel 
Investment Adviser Association 
 
cc: Hon. Gary Gensler, Chairman, Commodity Futures Trading Commission 

Hon. Jill E. Sommers, Commissioner, Commodity Futures Trading Commission 
Hon. Bart Chilton, Commissioner, Commodity Futures Trading Commission 
Hon. Scott O’Malia, Commissioner, Commodity Futures Trading Commission 
Hon. Mark Wetjen, Commissioner, Commodity Futures Trading Commission 
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September 6, 2012 

 

VIA ELECTRONIC MAIL 

 

Mr. David A. Stawick, Secretary      

U.S. Commodity Futures Trading Commission    

Three Lafayette Centre       

Washington, DC  20581    

       

Re:  Cross-Border Application of Certain Swaps Provisions of the Commodity 

Exchange Act, RIN 3038-AD57, 17 CFR Chapter 1 

 

Dear Mr. Stawick: 

 

The Investment Adviser Association
1
 appreciates the opportunity to comment on the 

Commodity Futures Trading Commission’s (“Commission”) proposed interpretive guidance 

on the application of provisions relating to swaps in Title VII of the Dodd-Frank Act, and 

CFTC regulations adopted thereunder, to activities outside the United States (“Proposed 

Guidance”).
2
    

 

The Proposed Guidance sets out to interpret which swaps activities outside the United 

States are subject to CFTC jurisdiction under section 2(i) of the Commodity Exchange Act 

(“CEA”).  Section 2(i), added by the Dodd-Frank Act, states that the swaps provisions of the 

CEA do “not apply to activities outside the United States unless those activities have . . . a 

direct and significant connection with activities in, or effect on, commerce of the United 

States . . . .”  The Proposed Guidance also describes which swaps provisions in Title VII of 

the Dodd-Frank Act will apply to swap transactions outside the United States where one or 

both of the counterparties to the swap are “U.S. persons.”   

 

We commend the Commission’s intent and goal to provide guidance and clarity 

regarding cross-border application of Dodd-Frank Act swaps regulation.  For the reasons 

discussed below, however, we have the following concerns regarding the Commission’s 

                                                           
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 530 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
 Cross-Border Application of Certain Swaps Provisions of the Commodity Exchange Act, 77 Fed. Reg. 41214 

July 12, 2012), available at http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2012-

16496a.pdf.  
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proposed definition of “U.S. person” and proposed approach to “substituted compliance” with 

foreign swaps regulation:  

 

(a) The definition of “U.S. Person” is too broad because it includes non-U.S. entities 

with little nexus to the U.S. or U.S. swaps markets and does not limit the 

categories of U.S. persons to those entities listed in the guidance.  We request that 

the Commission modify the definition of “U.S. person,” and make it more 

consistent with the definition of “U.S. person” in Regulation S under the Securities 

Act of 1933 Act, as amended (“1933 Act”); 

(b) The Commission’s approach to substituted compliance is inefficient and will lead 

to duplicative and inconsistent global regulation.  We submit that the Commission 

should approach the concept of substituted compliance by considering 

comprehensive regulatory regimes rather than taking a rule-by-rule approach; and 

(c) The Commission should better coordinate with foreign regulators and the SEC as 

it works to develop requirements and guidance related to global swap transactions 

and regulation.  

 

A. Definition of “U.S. Person” Should Be Modified. 

 

According to the Commission, the “U.S. person” proposed definition is designed to 

reflect the extent to which swap activities or transactions have relevant effects on U.S. 

commerce.  The Commission proposes to define “U.S. Person” broadly, including, but not 

limited to, seven categories of persons or entities.
3
  Although the application of swaps 

provisions is to be limited to those activities outside the United States that have a direct and 

significant connection on U.S. commerce, the proposed definition goes beyond such a goal.  

Indeed, the definition would include non-U.S. entities with little nexus to the U.S. or U.S. 

swaps markets.   

 

  

                                                           
3
 The proposed definition of “U.S. person” includes, but is not limited to:  

(i) any natural person who is a resident of the United States;  

(ii) any corporation, partnership, limited liability company, business or other trust, association, joint-stock 

company, fund, or any form of enterprise similar to any of the foregoing, in each case that is either (A) 

organized or incorporated under the laws of the United States or having its principal place of business in 

the United States (“legal entity”), or (B) in which the direct or indirect owners thereof are responsible 

for the liabilities of such entity and one or more of such owners is a U.S. person;  

(iii) any individual account (discretionary or not) where the beneficial owner is a U.S. person;  

(iv) any commodity pool, pooled account, or collective investment vehicle (whether or not it is organized or 

incorporated in the United States) of which a majority ownership is held, directly or indirectly, by a 

U.S. person(s);  

(v) any commodity pool, pooled account, or collective investment vehicle the operator of which would be 

required to register as a commodity pool operator under the CEA;  

(vi) a pension plan for the employees, officers, or principals of a legal entity with its principal place of 

business inside the United States; and 

(vii) an estate or trust, the income of which is subject to United States income tax regardless of source. 
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For example, prong (v) of the definition provides that any commodity pool, pooled 

account, or collective investment vehicle the operator of which “would be required to 

register” as a CPO is a U.S. person.  It is unclear whether under this prong a U.S. person 

includes all commodity pools of a registered CPO.  The Commission should confirm that this 

prong is limited to only those commodity pools that actually trigger the requirement for the 

operator to register as a commodity pool operator.  Otherwise, the Commission would be 

capturing many non-U.S. pooled vehicles managed by registered CPOs that have no nexus to 

U.S. persons because they have no U.S. investors and no direct and significant connection 

with activities in, or effect on, commerce of the United States, as required under Section 2(i) 

of the CEA.  These non-U.S. pools would be required to comply with various CFTC swap 

rules that may conflict with or duplicate non-U.S. rules to which these pools are also subject. 

 

Moreover, we are concerned that prong (iv) of the definition of U.S. person is too 

broad and poses overly burdensome compliance challenges.  Prong (iv) deems any 

commodity pool or collective investment vehicle with a majority ownership held directly or 

indirectly by U.S. persons to be a “U.S. person.”  As a practical matter, non-U.S. funds do not 

necessarily know their direct or indirect owners because such interests may be purchased 

through an intermediary unknown to the fund or may be held in omnibus accounts with many 

other owners.  Further, some non-U.S. funds are traded publicly and therefore cannot control 

who invests in the funds’ interests or how to determine their ownership.  Finally, it would be 

very difficult to determine “indirect” ownership in a number of fund structures (e.g., fund of 

funds).  In any event, such ownership does not necessarily indicate that the fund has a “direct 

and significant” connection with U.S. commerce.  Accordingly, this prong of the proposed 

definition should be narrowed or eliminated. 

 

In addition, the definition of “U.S. person” is overbroad and vague because it does not 

limit the categories of U.S. persons to those listed but rather allows for the expansion of the 

definition at any future time by interpretation or guidance of the Commission.  By stating that 

a “U.S. person” in the final rules “would include, but not be limited to” those persons or 

entities listed in the text of the Proposed Guidance, the Commission introduces an 

unacceptable level of uncertainty regarding the application of the swaps provisions to offshore 

swaps activities.  It fails to clearly identify those entities that will be subject to compliance 

with the final swaps provisions.  This uncertainty will cause market participants to spend an 

inordinate amount of resources trying to determine who is covered by the final swaps rules 

and how transactions should be structured to comply with appropriate U.S. or foreign laws 

applicable to the particular transaction.  Therefore, we urge the Commission to delete “but not 

be limited to” in the final guidance.  

 

Instead of the Commission’s proposed definition, we urge the Commission to define 

the term “U.S. person” in a similar manner to the definition in Regulation S.  Regulation S 

provides that Section 5 of the 1933 Act does not apply to offers or sales of securities that 

“occur outside the United States.”  The SEC has defined the concept of an offshore 

transaction and “U.S. person” under Regulation S with certainty over the years.  Non-U.S. 

funds that may now be considered commodity pools because they trade swaps have been 
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operating under the Regulation S regime for decades to identify U.S. persons that would be 

excluded from offers or sales of the fund in order to be considered an offshore fund that does 

not need to register its securities under the 1933 Act.  These firms and funds already have 

systems in place to identify non-U.S. persons under Regulation S.  Funds not organized or 

established in the U.S. and that are not offering or selling to U.S. persons (as defined in 

Regulation S) do not have a direct and significant connection with activities in, or effect on, 

U.S. commerce.  They should not be subject to CFTC rules in addition to the rules of their 

home jurisdiction. 

 

B. The Commission Should Modify Its Approach to Substituted Compliance.  

 

The Commission proposes to apply, on an ongoing and coordinated basis with foreign 

regulators, a substituted compliance regime to determine whether foreign regulatory 

requirements are designed to meet the same regulatory objectives as the Dodd-Frank Act.  We 

are concerned that the Commission’s approach will lead to possibly conflicting, duplicative, 

and/or onerous regulation of swaps market participants where foreign jurisdictions have 

enacted substantive and meaningful swaps reforms similar to the Dodd-Frank Act.
4
  The 

Commission proposes to determine that a non-U.S. entity can substitute compliance for a 

CFTC rule with a home jurisdiction rule on a rule-by-rule basis at the request of the entity or 

group of entities or at the request of a foreign regulator.   

 

The process described by the Commission for substituted compliance is cumbersome 

and inefficient.
 
 The Commission should take a holistic approach to regulatory equivalence 

instead of conducting the proposed rule-by-rule, jurisdiction-by-jurisdiction approach.  We 

respectfully submit that the Commission should work with its foreign counterparts to evaluate 

the comparability of entire regulatory regimes.  The Commission has neither the resources nor 

the larger context to evaluate non-U.S. rules individually.  Indeed, a CFTC rule may not have 

a direct counterpart in another regulatory regime because the goal of a rule may be addressed 

with a different, but equally effective, mechanism.  A comprehensive approach that examines 

a jurisdiction’s entire regulatory regime would also be more consistent with principles of 

international comity.  In addition, it would be more efficient and provide more certainty for 

market participants for the Commission to determine that substituted compliance is 

appropriate once for each type of entity in each jurisdiction rather than on an application-by-

application basis.  An uncertain and burdensome system that leads in some cases to 

duplicative or conflicting rules for non-U.S. entities may lead such entities to avoid engaging 

in transactions with U.S. counterparties, as well as with certain foreign counterparties that 

may be subject to CFTC regulation under the Commission’s approach. 

 

 

                                                           
4
 The Commission recognizes that applying the Dodd-Frank Act requirements to swaps conducted outside the 

United States involving a U.S. counterparty may result in two or more jurisdictions asserting authority over these 

swaps – with the counterparties potentially facing conflicting or duplicative regulatory requirements.  The 

Commission states it will “continue its efforts to address these issues through close coordination and consultation 

with its regulatory counterparts in other jurisdictions,” including through MOUs.  Proposed Guidance at 41235.   
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C. The Commission Should Coordinate More Closely with Other Regulators. 

 

While we appreciate the sense of urgency created by the Dodd-Frank Act’s directives 

with respect to swaps transactions, we are concerned that the Commission has not fully 

considered appropriate, comprehensive coordination with other regulators in developing the 

Proposed Guidance.  Specifically, we believe the Commission should coordinate more closely 

with the SEC on the SEC’s definition of U.S. person for purposes of regulating cross-border 

security-based swaps and other transactions under the SEC’s jurisdiction.  The SEC has not 

yet issued cross-border guidance on its closely connected issues, raising the possibility of 

inconsistent guidance.
5
  

 

Further, while we recognize the challenges facing the Commission in applying the 

Dodd-Frank Act swaps rules to global swaps transactions that may affect U.S. commerce, we 

note that many foreign regulators are still in the process of either considering or proposing 

regulation of the swaps markets in their home countries.  For example, it is not clear from the 

Proposed Guidance how swap transactions will operate in practice where non-U.S. 

counterparties are operating under multiple regulatory regimes and requirements (e.g., for 

clearing, margin, and reporting).  Therefore, we respectfully submit that the Commission 

delay final implementation of requirements relating to cross-border transactions until a more 

coordinated approach with the SEC and foreign regulators has been conducted.   

 

* * * * 

 The IAA appreciates the Commission’s consideration of our comments on the 

Proposed Guidance.  Please feel free to contact the undersigned or Karen Barr, IAA General 

Counsel, at (202) 293-4222 if we may provide any additional information regarding our 

comments. 

 

Sincerely, 

 

/s/ Monique S. Botkin 

Monique S. Botkin 

Assistant General Counsel 

 

cc: The Honorable Gary Gensler, Chairman 

The Honorable Jill E. Sommers, Commissioner 

The Honorable Bart Chilton, Commissioner 

The Honorable Scott D. O’Malia, Commissioner 

The Honorable Mark P. Wetjen, Commissioner 

                                                           
5
 See Statement of General Policy on the Sequencing of the Compliance Dates for Final Rules Applicable to 

Security-Based Swaps Adopted Pursuant to the Securities Exchange Act of 1934 and The Dodd-Frank Wall 

Street Reform and Consumer Protection Act, SEC Rel. No. 34-67177 at 24 (June 11, 2012) (SEC will propose 

rules addressing the extent to which non-U.S. security-based swap market participants would be subject to the 

requirements arising from Subtitle B of Title VII of the Dodd-Frank Act by defining the scope of Title VII as it 

applies to these market participants and their security-based swap transactions involving the U.S. market.)   



 

  
   

Submitted Electronically 
 
June 25, 2012 
 
The Honorable Phyllis C. Borzi 
Assistant Secretary 
Employee Benefits Security Administration 
U.S. Department of Labor 
200 Constitution Avenue, NW 
Washington, DC 20210 
 
Re: Field Assistance Bulletin 2012-02 Question and Answer 30 
 
Dear Ms. Borzi: 
 
This letter is a follow-up to the meeting among you and your staff and a group of trade 
associations concerning positions set forth in the Department of Labor’s (the “Department”) 
Field Assistance Bulletin No. 2012-02 (the “FAB”).1  We believe the positions set forth in 
Question and Answer 30 (“Q&A-30”) have potentially enormous costs and adverse effects on 
the retirement plan system - costs and impacts that we believe need to be further developed and 
considered as part of a public notice and comment process.  

 
By its terms, the FAB “supplements” the plan participant disclosure regulation (the 
“regulation”).2  We are troubled by the fact that the Department has changed well-established 
law and policy regarding plan fiduciaries’ duties and imposed new requirements with respect to 
investment selection and monitoring through a FAB intended to clarify participant disclosure 
compliance issues.3  Neither the preambles, nor the text of the Department’s regulation, 
originally proposed in July 2008 and finalized in October 2010, suggest in any way the 
substantive rules newly promulgated in Q&A-30.  Indeed, we believe the regulation as 
promulgated, and current law, clearly require the opposite result.  Accordingly, we urge you to 
withdraw the answer in Q&A-30.  If, instead, the Department determines that the unprecedented 
approach set forth in Q&A-30 is appropriate, the Department should propose these new 
requirements for notice and comment in accordance with the Administrative Procedure Act4 and 
the President’s Executive Orders regarding regulatory burdens.5 
                                                 
1  The organizations that have signed this letter represent the interests of a significant and broad part of the 

retirement plan community, including employers and service providers.  More organizations have signed this 
letter than attended the meeting on May 31, 2012.  

 
2  29 C.F.R. § 2550.404a-5. 

 
3  We note that the participant disclosure regulation becomes effective in approximately two months.  We are also 

troubled by the potential consequences that this sudden change in the fiduciary rules and policy will have on plan 
sponsors’ ability to comply with the regulation, as well as their service providers’ ability to facilitate compliance.   
 

4  5 U.S.C. Sections 511-599 (2012). 
 

5  Executive Order 12866, “Regulatory Planning and Review,” 58 F.R. 51735 (September 30, 1993); Executive 
Order 13610, “Identifying and Reducing Regulatory Burdens,” 77 F.R. 28469 (May 14, 2012). 
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1. New Fiduciary Requirement to Designate a Manageable Number of Plan Investment  

Options - In Q&A-30, the Department expresses a number of troubling views.  First, the 
Department indicates that “the failure to designate a manageable number of investment 
alternatives raises questions as to whether the plan fiduciary has satisfied its obligations 
under [section 404 of the Employee Retirement Income Security Act (“ERISA”)].”  That 
phrase is followed by a citation to Hecker v. Deere, which appears to have no direct 
relationship to the principle for which it is cited, since the Court specifically refused to rule 
on the issue that the Department raised in its request for rehearing.  The Department has 
never heretofore set forth such a fiduciary principle in any rulemaking.  The Department has 
never suggested in any rulemaking that a plan sponsor’s decision to comply with Section 
404(c) by making available the broadest range of investment alternatives through a brokerage 
account or window6 somehow could be viewed as violating ERISA Section 404(a). 

 
2. Failure to Provide Adequate Guidance or Seek Public Comments - Also troubling is the 

Department’s failure to provide guidance as to when or how any fiduciary would comply 
with this newly created fiduciary principle.  By articulating a new fiduciary principle in the 
form of an answer to a question in the FAB without any of the public input that accompanies 
an appropriate rulemaking process, the Department exposes plan sponsors to the substantial 
risk of litigation over the number of investment options offered by a plan (brought either by 
the Department or by private plaintiffs). In addition, Q&A-30 creates fiduciary consequences 
for plan sponsors through the challenge they will face in identifying or not identifying 
securities in brokerage windows as designated investment alternatives.  In this regard, we 
would note that, heretofore, the fiduciary obligations associated with the construction of an 
investment menu for a 401(k) plan have been viewed by most as limited to ensuring that 
designated investment options are prudent, not whether they include too many or too few 
choices.  All of these issues, and undoubtedly more, would have been raised and analyzed, 
both by the Department and the public, had this novel idea been published for notice and 
comment as a new regulation. 
 
The circumstances surrounding the issuance of Q&A-30 through the FAB are strikingly 
similar to actions taken by the Department and struck down in Christopher v. Smithkline 
Beecham, 567 U.S. ____ (2012).  In Christopher, the Supreme Court accorded no deference 
to a DOL position that departed from published regulations, had not been subject to notice 
and public comment, and had been, at best, articulated in amicus briefs.7  In particular, the 

                                                                                                                                                             
 
6  The FAB references “brokerage windows” and “brokerage platforms.”  These arrangements are referred to as 

brokerage windows herein for convenience.  
 
7  As the Court noted in Christopher, while ordinarily an agency’s interpretation is entitled to deference by the 

courts:   
 

…this general rule does not apply in all cases. Deference is undoubtedly inappropriate, for 
example, when the agency’s interpretation is “‘plainly erroneous or inconsistent with the 
regulation.’. And deference is likewise unwarranted when there is reason to suspect that the 
agency’s interpretation “does not reflect the agency’s fair and considered judgment on the matter 
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Court was concerned with cases where the Department’s novel interpretation of ambiguous 
regulations could impose “potentially massive liability” for conduct occurring before such a 
new interpretation.  The Court stated that “[t]o defer to the agency’s interpretation in this 
circumstance would seriously undermine the principle that agencies should provide regulated 
parties ‘fair warning of the conduct [a regulation] prohibits or requires’ ….  [and] would 
result in precisely the kind of “unfair surprise” against which our cases have long warned.” 
(Citations omitted). 

 
3. New Fiduciary Requirement to Monitor and Evaluate Non-Designated Investment 

Alternatives - Q&A-30’s suggestion that plan sponsors may need to look through brokerage 
windows to determine whether any particular investment is popular enough with participants 
to be considered a “designated investment alternative” is surprising and even more 
concerning.  Specifically, Q&A-30 provides: 

 
If, through a brokerage window or similar arrangement, non-designated 
investment alternatives available under a plan are selected by significant numbers 
of participants and beneficiaries, an affirmative obligation arises on the part of 
the plan fiduciary to examine these alternatives and determine whether one 
or more such alternatives should be treated as designated for purposes of this 
section.8  (Emphasis added).  

 
 Since 1992, when the Department adopted its regulation under ERISA Section 404(c), plan 

fiduciaries have understood that they have certain duties regarding the prudent selection and 
monitoring of “designated investment alternatives.”  The Section 404(c) regulation defined 
the term “designated investment alternative” to mean “a specific investment identified by a 
plan fiduciary as an available investment under the plan,”9 which would not include 
investments selected and made by individual participants through a brokerage window.  The 
Section 404a-5 regulation similarly applies to “designated investment alternatives,” which 
are defined in a manner that is similar to the Section 404(c) regulation as: 

 
any investment alternative designated by the plan into which participants and 
beneficiaries may direct the investment of assets held in, or contributed to, their 
individual account. The term ‘designated investment alternative’ shall not 
include ‘brokerage windows,’ ‘self-directed brokerage accounts,’ or similar plan 

                                                                                                                                                             
in question.”  This might occur when the agency’s interpretation conflicts with a prior 
interpretation, or when it appears that the interpretation is nothing more than a “convenient 
litigating position,” or a “‘post hoc rationalizatio[n]’advanced by an agency seeking to defend past 
agency action against attack”.  (Citations omitted) 
 

8  Indirectly, through what is characterized as an enforcement policy, the Department suggests that a “significant 
number” of participants and beneficiaries would be at least five participants in the case of a plan with 500 or fewer 
participants or 1 percent in the case of a larger plan. 

 
9  29 C.F.R. § 2550.404c-1(e)(4).  
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arrangements that enable participants and beneficiaries to select investments 
beyond those designated by the plan.10  (Emphasis added).   
 

Even the recently adopted amendment to the Section 404(c) regulation to provide that 
Section 404(c) “does not serve to relieve a fiduciary from its duty to prudently select and 
monitor any service provider or designated investment alternative offered under the 
plan” (emphasis added) is clear on its face that it does not apply to brokerage windows.  
Further, until this FAB, at no time following the adoption of the Section 404(c) regulation in 
1992 did the Department ever express, or even suggest, that plan fiduciaries may have a duty 
to monitor non-designated investments, that is, investments selected by participants through a 
brokerage window.11  Brokerage windows have long been understood as mechanisms by 
which plan participants may invest in a wide range of stocks, mutual funds and other 
investments not otherwise specifically designated by the plan as available for investment.  
The participant disclosure regulation and the FAB specifically say that brokerage windows 
are not designated.  It is then quite surprising that what the Department now says it means is 
that any securities within the brokerage window, if held by as few as five participants, must 
be treated as designated alternatives.   

 
In this regard, the Department at no time following the adoption of the ERISA Section 404(c) 
regulation or during the promulgation of the ERISA Section 404a-5 or 408(b)(2) regulations 
ever suggested the position taken in Q&A-30 of the FAB, despite having had ample 
opportunity to present its view for public consideration.  It is striking that during the 
promulgation of these regulations (i.e., the notice and comment process), although certain 
other brokerage window issues were specifically reviewed, the Department did not identify 
or suggest it was considering the position it articulated in Q&A-30.   

 
We further note that during the 18 month period since the publication of the regulation 
(October 2010), the period during which employers and their service providers, at significant 
cost in time and dollars, have had to develop compliance tools, the Department provided no 
indication of its intention to dramatically change the understood principles of the final rule. 

 
4. Additional Consequences and Costs - The Department’s policies and positions in Q&A-30 

raise the following additional issues and concerns. 
 

a.   Lack of Evaluation or Explanation of Problem and Approach - Whether or to what extent 
the problem perceived by the Department is real and whether the position set forth by the 

                                                 
10 29 C.F.R. § 2550.404a-5(h)(4). 

 
11 Indeed, the Department’s own Section 404(c) regulation is entirely to the contrary.  It provides as follows:  

 
A participant, P, independently exercises control over assets in his individual account plan by 
directing a plan fiduciary, F, to invest 100% of his account balance in a single stock.  P is not a 
fiduciary with respect to the plan by reason of his exercise of control and F will not be liable for 
any losses that necessarily result from P’s investment instruction.   
 

See 29 C.F.R. 2550.404c-1(f)(5).  It is noteworthy that the Department did not condition its conclusion by saying 
“if F prudently monitors P’s investment decisions.”   
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Department in Q&A-30 is the best, most cost-effective means by which to address that 
problem has not been evaluated.  Q&A-30 provides no insight into what may have 
prompted the Department to set forth such a dramatic change, nor does it provide any 
insight into whether the Department considered the benefits, costs or burdens attendant to 
its position.   
 

b.  Impact on Retirement Plan Establishment and Retention - The extent to which employers 
will reconsider establishing or maintaining a plan in the absence of being able to offer a 
brokerage window has not been considered.  We note that brokerage windows tend to be 
very common and attractive features for small employers.  Many other employers offer 
brokerage windows to accommodate participant requests for a broader array of 
investment options.  The new requirements and substantive uncertainty noted throughout 
this letter create significant additional risk that many employers and plan sponsors will be 
unwilling to accept.     
 

c.   Impact of Potential Brokerage Window Elimination and Liquidation of Participants’ 
Current Holdings - The extent to which participants will be adversely impacted by the 
elimination of brokerage windows due to employer concerns about fiduciary liability 
under the Department’s interpretation has not been evaluated.  As noted above, the new 
requirements and substantive uncertainty noted throughout this letter create significant 
additional risk that many employers and plan sponsors will be unwilling to accept.  For 
employers that offer a brokerage window, even deciding to eliminate the window 
subjects them to significant risk because of the potential reactions from participants who 
would be forced to liquidate their investments.  These plan sponsors have suddenly been 
put in an untenable position of having to choose between two unacceptable alternatives; 
maintain brokerage account investments and accept the risk of participant claims about 
improper fiduciary oversight, or eliminate the accounts and bear the risk of claims from 
participants who did not want their investments liquidated.          
 

d.  Lack of Evaluation of Financial Impact and Potential Compliance Costs - The financial 
impact of the new requirements and costs associated with setting up mechanisms to 
monitor participant investments in brokerage windows will be significant but have not 
been quantified or evaluated.  We are unaware of any service provider whose record 
keeping system can gather and disclose the required information for brokerage window 
investments.  Unlike plan sponsor-selected designated investment alternatives, brokerage 
window investments are maintained on separate systems that are not linked to those that 
have been built for making the participant disclosures.  Thus, the disclosures required for 
the first time by Q&A-30 will involve significant and costly manual processes pending 
development of the needed systems and linkages.  These costs are likely to be borne by 
plan participants and beneficiaries.  Neither the costs to develop, build and maintain 
systems, nor the costs to comply on a manual basis, have been quantified or evaluated.  
 

e.   Substantive Complexity and Uncertainty - There is considerable complexity surrounding 
how and under what circumstances a plan fiduciary determines, at any given point in 
time, whether a brokerage window investment has a “significant number” of participants 
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or beneficiaries invested and, if so, the actions required as a result of such 
determinations.12, 13 
 

f.   Impact on SEPs and SIMPLE IRAs - It appears that, while the 404a-5 regulation does not 
apply to SEPs and SIMPLE IRAs, two of the most popular forms of small business plans, 
the Department’s interpretive position set forth in Q&A-30 would apply to such 
arrangements, without a clarification otherwise.  Almost by definition, SEPs and 
SIMPLE IRAs offer all participants the right to invest through a brokerage account – they 
are, in fact, brokerage arrangements.  It does not appear that the Department has 
attempted any analysis of these plans, and whether the limited plan sponsor 
responsibilities set forth by Congress in establishing these arrangements are not overruled 
by the Department’s FAQ. 

 
We believe that the consequences and costs described above represent only a few of those that 
should be considered in assessing the merits of the Department’s position set forth in Q&A-30.  
While we understand that the Department is willing to consider further clarifications of its 
position on an issue-by-issue basis, such an approach leaves plan sponsors, participants, and 
service providers without guidance for extended periods of time while each issue is identified 
and resolved. 
 
While the Department’s guidance may have been well intended, it appears that the implications 
of that guidance were not fully appreciated or considered prior to issuance.  In this regard, this 
Administration, as evidenced in Executive Order 13563 and other actions, has shown sensitivity 
to the need to comply with sound regulatory processes.  Critical retirement security issues, like 
those raised herein, deserve that same sensitivity and benefit of adherence to the carefully 
constructed regulatory process administered by the Office of Management and Budget (“OMB”).  
 
Finally, the requirements set forth in Q&A-30 are effective immediately and will result 
in significant costs and adverse effects with respect to the retirement plan system.14  The 
                                                 
12 For example, if a fiduciary determines that more than five participants have invested in a single stock (e.g., 

Facebook) and the fiduciary has concerns about attesting to the prudence of such an investment, is the fiduciary 
required to direct the sale of such investment and limit all future investments in Facebook?  Such decisions raise a 
number of issues in terms of the fiduciary’s liability for such an act or potentially from a failure to act.  There is 
no guidance, nor likely to be any guidance specifically addressing these issues, thus resulting in a litigation trap 
for plan sponsors and fiduciaries. 

 
13 We also note that the substantive issues and compliance complexities impact retirement plan service providers’ 

ability to comply with the Department’s service provider fee disclosure rules under Section 408(b)(2) of ERISA 
that are effective on July 1, 2012, approximately one week away.  The FAB raises the possibility that certain 
brokerage window investments may have to be treated as designated investment alternatives.  The Section 
408(b(2) regulation requires certain record keepers and brokerage service providers to furnish disclosures for each 
of a plan’s designated investment alternatives to the responsible plan fiduciary.  The implications, including 
compliance costs for service providers, resulting from the new requirements in the FAB are potentially significant.  
These issues should be considered in evaluating concerns about the FAB.  

  
14 We believe the costs attendant to the Department’s policy are almost certainly far in excess of $100 million 

nationally.  In addition, Q&A-30 clearly raises “novel legal or policy issues”, especially since there is no legal 
authority for the position taken in Q&A-30.  Under the OMB’s Good Guidance Practices Bulletin, either of the 
conclusions in the prior two sentences would make Q&A-30 an “economically significant guidance document.”  
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transitional relief provided in Q&A-37 by its terms has no application with respect to the law 
applicable to participant claims.  Accordingly, we believe that the Administrative Procedure Act, 
Executive Orders 12866 and 13610, as well as the guidance in OMB’s Good Guidance Practices 
Bulletin, require that the Department withdraw the answer to Q&A-30.  To the extent that the 
Department believes that the position set forth in Q&A-30 continues to deserve consideration, it 
should propose the guidance, in conjunction with a cost/benefit analysis, and invite public 
comment as is required for any “supplement” to a regulation.  Such a process would ensure a 
comprehensive and complete analysis of the policy and issues by the Department and the public, 
without lingering questions regarding application, scope, and compliance. 
 
We thank you for your consideration of our views and of our request.  
 
Respectfully submitted, 

 

AMERICAN BANKERS ASSOCIATION 

AMERICAN BENEFITS COUNCIL 

AMERICAN COUNCIL OF LIFE INSURERS 

AMERICAN SOCIETY OF PENSION PROFESSIONALS & ACTUARIES  

THE ERISA INDUSTRY COMMITTEE 

FINANCIAL SERVICES INSTITUTE, INC. 

THE FINANCIAL SERVICES ROUNDTABLE 

INVESTMENT ADVISER ASSOCIATION 

INVESTMENT COMPANY INSTITUTE 

INSURED RETIREMENT INSTITUTE 

NATIONAL ASSOCIATION OF INSURANCE AND FINANCIAL ADVISORS 

PLAN SPONSOR COUNCIL OF AMERICA 

SECURITIES INDUSTRY AND FINANCIAL MARKETS ASSOCIATION 

SOCIETY FOR HUMAN RESOURCE MANAGEMENT 

THE SPARK INSTITUTE 

UNITED STATES CHAMBER OF COMMERCE 

 
cc: The Honorable Hilda Solis, Secretary of Labor 
  Mr. Cass Sunstein, Office of Information and Regulatory Affairs, OMB  

                                                                                                                                                             
As such, the OMB Bulletin requires advance public notice and the opportunity for public comment with respect to 
Q&A-30.  Since the Department did not follow this procedure, the answer in Q&A-30 must be withdrawn. 
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Statement of 
 

 David G. Tittsworth 
Executive Director and Executive Vice President 

Investment Adviser Association 
 

Before the 
Committee on Financial Services 

United States House of Representatives 
 

Hearing on the Investment Adviser Oversight Act of 2012 
 

June 6, 2012 
 
 

Executive Summary 
 

 

H.R. 4624, the “Investment Adviser Oversight Act of 2012,” mandates membership in a 

self-regulatory organization (SRO) for SEC- and state-registered investment advisers.  The bill 

would subject thousands of advisory firms to an additional layer of regulation by a private 

regulator with broad rulemaking, inspection and enforcement authority – and, in all likelihood, 

that private regulator would be FINRA.   

 

The IAA strongly opposes H.R. 4624.  The substantial drawbacks to an SRO significantly 

outweigh any potential benefits.  These drawbacks include minimal transparency and 

accountability, insufficient oversight by the SEC and Congress, conflicts of interest, excessive 

costs, and the lack of meaningful due process protections and cost-benefit analysis restraints.  

 

H.R. 4624 unfairly targets small businesses.  Because of exemptions in the bill, smaller 

advisers are singled out for additional regulation and costs.  The substantial costs and 

bureaucracy of an additional, unnecessary layer of SRO regulation and oversight of advisory 

firms would have a significant adverse impact on small businesses and job creation.  Further, the 

bill would result in inconsistent regulation and regulatory arbitrage. 
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Supporters indicate that the bill responds to an SEC report mandated by the Dodd-Frank 

Act studying various options to enhance SEC examinations of investment advisers.  If enhancing 

investment adviser examinations is the objective, however, H.R. 4624 represents both the least 

effective and the most costly option.  H.R. 4624 ventures far beyond the focus on investment 

adviser examinations to extend an additional layer of unnecessary regulation on advisers.  

Supporters also claim that the bill would “level the playing field” for brokers and advisers.  They 

do not, however, commend the benefits of FINRA regulation.  Rather this is an attempt to 

impose on investment advisers the same regulatory framework that currently exists for brokers.   

Far from leveling the playing field, this bill would create a dramatically tilted playing field by 

burdening those investment advisers captured by this bill with additional, unnecessary 

regulation.   

 

We particularly oppose extending FINRA’s jurisdiction to investment advisers due to its 

lack of transparency and accountability, questionable track record, the costs involved, and its 

experience and bias favoring the broker-dealer regulatory model. 

 

We support effective and appropriate measures to enhance the SEC’s examination 

program for investment advisers.  The SEC, a governmental regulator that is accountable to 

Congress and the public, has more than seven decades of experience and expertise regulating and 

inspecting investment advisers.  The SEC is best-positioned to provide effective oversight for all 

SEC-registered investment advisers, irrespective of asset size and type of clients served.  To 

ensure that the SEC has sufficient resources for adviser oversight, and as an alternative to an 

SRO, the IAA supports the assessment of an appropriate “user fee” on SEC-registered 

investment advisers to be used solely to fund additional examinations by the SEC.  Legislation to 

authorize user fees 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 SEC reporting 

requirements and review of any such user fees by Congress and the public.   
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The user fee approach provides many benefits.  User fees would provide stable yet 

scalable resources to support and strengthen the SEC’s examination of investment advisers.  The 

fees collected would be used solely to fund enhancements to the investment adviser examination 

program and increase the frequency of adviser examinations.  Importantly, the reporting and 

accountability embedded in the user fee approach would provide substantial transparency and 

opportunity for congressional oversight and public input.  

 

As demonstrated by a recent Boston Consulting Group report, the costs of user fees 

would be significantly less than the costs of SRO oversight.  Further, if an investment adviser 

SRO were mandated, the resulting new oversight responsibilities would require the SEC to 

expend significant additional resources. 

 

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.  We 

strongly believe there are better answers than the option presented by H.R. 4624 and look 

forward to working with the Committee to implement the best solution. 

 
Introduction 

 

The Investment Adviser Association (IAA)1 greatly appreciates the opportunity to appear 

before the Committee today to discuss H.R. 4624, the Investment Adviser Oversight Act of 

2012. 

 

 Investment advisers manage assets for a wide array of individual and institutional 

investors.  Currently, approximately 12,500 investment advisers are registered with the SEC, 

collectively managing assets totaling about $49 trillion for millions of individual and institutional 

                                                           
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. 
   

http://www.investmentadviser.org/
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clients.2  Investment advisers engage in a wide range of advisory activities and implement 

investment strategies on behalf of their clients, including constructing securities portfolios 

pursuant to client directives, recommending asset allocation, providing portfolio analysis and 

evaluation, assisting in selecting and monitoring other advisers, and providing wealth 

management and financial planning services.  In addition, investment advisers manage assets for 

individuals, families, trusts, 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 or accounts managed by other advisers.  These 

activities play a critical role in helping investors, both individually and through pooled 

investment vehicles, achieve their financial goals. 

 

While investment advisory firms range 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, more than half of all federally-registered advisers 

employ fewer than ten employees and more than 85 percent employ fewer than 50 non-clerical 

employees.  In addition, most of the 15,500 state-registered investment advisers are small 

businesses.3  H.R. 4624 would disproportionately affect these small businesses, subjecting them 

to expansive rulemaking, inspection and enforcement authority by a private regulator. 

 

H.R. 4624 would mandate SRO membership for SEC-registered and state-registered 

investment advisers, subject to broad exemptions.  Specifically, the legislation would exempt an 

advisory firm if it has a single mutual fund as a client – no matter the fund’s size and regardless 

of other firm characteristics.  The legislation would also exempt an advisory firm if 90 percent or 

more of the firm’s assets under management (“AUM”) is attributable to “qualified purchasers” 

(i.e., individuals with $5 million in investments or institutions with $25 million in investments), 

                                                           
2 These statistics are taken from information investment advisers filed with the SEC as of June 1, 2012.  They 
include data from advisers that indicated they are switching from SEC to state registration pursuant to provisions of 
the Dodd-Frank Act, as well as data from firms that failed to make their required filing.  When those advisers 
complete their switch to state registration, there will be approximately 10,500 advisers registered with the SEC. 
 
3 This data is taken from information investment advisers filed with the states as of June 1, 2012.  As noted above, it 
is anticipated that 2,000 additional investment advisers will be registered with the states once smaller advisers 
complete their switch from SEC to state registration. 
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hedge funds, private equity funds, venture capital funds, non-U.S. clients, other investment 

advisers and broker-dealers, and other entities, including certain non-profit clients, real estate 

funds, issuers of asset-backed securities, and tax-qualified retirement funds.  In addition, 

investment advisers that are affiliated with these exempt advisory firms would be largely 

excluded from the SRO membership requirement.  The SEC, however, would be tasked with 

determining on a case-by-case basis whether an affiliate is sufficiently independent from the 

exempt adviser such that SRO membership should be required.  

 

 The bill would require that SRO rules be designed to prevent fraudulent and manipulative 

acts, to promote “business conduct standards” for its members consistent with advisers’ 

obligations to investors, to be consistent with the fiduciary standards applicable to advisers under 

the Investment Advisers Act of 1940 (“Advisers Act”) or state law, and to not unnecessarily 

duplicate, overlap or conflict with such laws.  The SRO would have authority to enforce the 

Advisers Act and any SRO rules and to establish disciplinary procedures to do so.  The bill 

would require SRO rules to establish appropriate procedures to “register persons associated with 

members” and to require “supervisory systems” for members and their associated persons.   

 

Under the bill, the SRO would be required to provide for “periodic” examinations of its 

members and their associated persons to determine compliance with the Advisers Act and SRO 

rules.  However, the SRO would not conduct periodic exams of a state-regulated adviser in a 

state that has adopted a plan to conduct an on-site examination of all state-regulated advisers on 

average once every four years.  In addition, the SRO would be permitted to conduct “for cause” 

exams of all members of the SRO, including state-registered advisers. 

 

The bill would require the SEC to conduct annual inspections of the SRO to ensure it 

complies with the Advisers Act and its rules and regulations.  Further, the bill would require the 

SRO to issue a publicly available annual report to the SEC on its operations, performance, and 

financial condition.  Although the legislation would allow for more than one “national 

investment adviser association” to apply to become an adviser SRO, the bill is structured to most 

readily enable FINRA to act in that capacity. 
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I. The IAA Strongly Opposes H.R. 4624. 

 

The IAA strongly opposes mandating an SRO for investment advisers.  The SEC’s 

regulation and oversight of investment advisers should not be outsourced to a private regulator 

unaccountable to Congress or the public.  We believe that the SEC is the most efficient and 

effective regulator of SEC-registered investment advisers.  There is simply no compelling reason 

to outsource oversight of investment advisers to either a new SRO or any existing entity that has 

no expertise with the investment adviser industry or its regulatory framework. 

 

The SRO regime that would be established by H.R. 4624 is flawed.  It would result in 

inconsistent regulation of the same or similar activities and encourage regulatory arbitrage.  In 

addition, the SRO model is not cost effective.  It would specifically target small businesses for 

unnecessary costs and burdens, exacerbate the SEC’s challenges in allocating its resources, and 

result in unnecessary expansion of burdensome regulations and bureaucracy.  The legislation is 

clearly designed to favor FINRA’s organizational model.  We particularly oppose extending 

FINRA’s jurisdiction to investment advisers, due to FINRA’s lack of investment adviser 

expertise, lack of accountability, lack of transparency, excessive costs, and questionable track 

record.     

 

A. The SRO Model Is Flawed. 

 

The self-regulatory organization model of regulation suffers from significant flaws.  

SROs are not accountable to Congress or the public, and are not subject to requirements related 

to the Administrative Procedure Act (“APA”), the public records laws, due process, the Freedom 

of Information Act, cost-benefit analysis, and other critical protections.  Moreover, the 

effectiveness of SROs has not been demonstrated.  These deficiencies in the SRO model have 

been identified in meaningful reports and studies, including those from the SEC staff, the 

Government Accountability Office (“GAO”), the U.S. Chamber of Commerce, and the Boston 

Consulting Group (“BCG”).   
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Congress, in 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) assess user fees on SEC-registered 

investment advisers to fund their examinations by the SEC; (2) authorize one or more SROs to 

examine all SEC-registered investment advisers; and (3) authorize FINRA to examine dual 

registrants for compliance with the Advisers Act.4  The Section 914 Report identifies significant 

drawbacks to the SRO model, notably including conflicts of interest inherent in self-regulation 

and the costs and funding involved.  

 

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.”5  In addition, the 

report noted that the SRO model “expose(s) firms to duplicative examinations and costs.”6   

 

Consistent with these studies, the U.S. Chamber of Commerce focused in a recent report 

on the lack of accountability by certain nongovernmental policymakers with significant and 

growing influence, including FINRA:   

 

                                                           
4 Staff of the Division of Investment Management of the U.S. Securities and Exchange Commission, Study on 
Enhancing Investment Adviser Examinations (Jan. 19, 2011) (“Section 914 Report”).   
 
5 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, at 20 (July 2011) (“2011 GAO Report”).  
Section 416 of the Dodd-Frank Act required the GAO to study the feasibility of forming an SRO to provide primary 
oversight of private fund advisers.  
 
6 Id. 
 



8 
 

“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.”7   

  

The Chamber of Commerce report further observes that SROs are not bound by the 

congressional appropriations process or other comparable checks on their power.8   

 

Moreover, in a study required by Section 967 of the Dodd-Frank Act of the SEC’s 

structure, organization, and need for reforms, BCG found numerous problems in the SEC’s 

relationship with SROs, including inadequate oversight and lack of standards to measure SRO 

effectiveness.  BCG 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,” including: “[e]nhance SRO 

disclosures regarding their regulatory operations; institute metrics to monitor SROs and 

minimum standards for their regulatory activities; and enhance FINRA oversight.”9    

 

The BCG Section 967 Report observed that SROs are not accountable to the SEC and 

that the agency and SROs are not coordinating effectively.  The report noted that if the SEC were 

to be funded adequately, rather than expanding the role of SROs, “there are strong arguments 

                                                           
7 U.S. Capital Markets Competitiveness: The Unfinished Agenda, U.S. Chamber of Commerce (Jul. 19, 2011) 
(“Chamber of Commerce Report”), available at 
htttps://www.uschamber.com/sites/default/files/reports/1107_UnfinishedAgenda_WEB.pdf.     
 
8 Id.  See also The Boston Consulting Group, Inc., U.S. Securities and Exchange Commission Organizational Study 
and Reform, at 25 (Mar. 10, 2011) (“BCG Section 967 Report”), available at 
http://www.sec.gov/news/studies/2011/967study.pdf (identifying common critiques of SROs, including lack of 
accountability). 
 
9 BCG Section 967 Report, supra note 8, at 134. The SEC selected BCG, a well-established consulting firm, to 
conduct the mandated study. 
 

http://www.sec.gov/news/studies/2011/967study.pdf
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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.”    

 

Further, the BCG Section 967 Report found that 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.10   

 

H.R. 4624 does not adequately address any of these deficiencies in the SRO model.  For 

example, although it would require the SRO to explain and respond to comments received 

regarding the costs and benefits of a proposed rule, the bill does not require the SRO to 

affirmatively conduct its own cost-benefit analysis.  Further, it would provide no direct remedies 

for an SRO’s failure to adequately do so; interested parties would not be able to bring suit 

against the SRO to ensure it conducts an appropriate cost-benefit analysis.  Presumably, the SEC 

would be required to determine that the SRO met its obligations to conduct cost-benefit analysis 

with respect to each of its proposals, but historically the SEC has not scrutinized SRO proposals 

in this way.  Such analysis by the SEC would require substantial additional effort and resources. 

 

Similarly, the bill does not address the transparency typically lacking in the SRO model. 

An SRO designated pursuant to this legislation would not be required to hold open meetings, to 

respond to Freedom of Information Act requests, or otherwise comply with the APA.  Although 

the bill requires an SRO to submit an annual report, it does not require congressional or SEC 

oversight of the SRO’s budget or governance.11  Nor does it address concerns regarding due 

                                                           
10 Id. at 65.  Section (g)(2) of H.R. 4624 provides that the sharing of information by an adviser SRO with state or 
federal agencies will not be “construed to be the action of such agency.”  It is not clear whether this provision 
adequately addresses the constitutional analysis of state action.  Further, while it permits the sharing of information, 
it does not compel an SRO to actually do so. 
 
11 See also Section 914 Report, supra note 4, at 37 (comparing the PCAOB and FINRA governance models and 
noting that the PCAOB model requires SEC review of the annual budget and SEC appointment of board members); 
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process protections during disciplinary hearings.12  The bill references notice-and-comment 

rulemaking under the APA, but does not clearly apply the APA to an SRO’s consideration of its 

rules and rule changes, nor does it provide direct recourse if APA procedures are not followed.  

In addition, the SEC’s oversight of SRO rulemaking may be largely deferential: the SEC only 

need find that the rule “is consistent with the requirements of this title, the rules thereunder, and 

the rules and regulations applicable” to the SRO.  Thus, the SEC is not required to pass judgment 

on the wisdom or merits of the SRO rules.13 

 

B. H.R. 4624 Would Result in Inconsistent Regulation and Regulatory Arbitrage. 

 

The SRO regime mandated by H.R. 4624 would be particularly inappropriate for 

investment advisers.  Indeed, the Section 914 Report catalogues numerous problems inherent in 

designating an SRO for the diverse investment advisory profession, including questions 

regarding governance, scope of authority, membership, conflicts of interest, and funding.  For 

example, the report observes that an adviser SRO presents unique governance issues given the 

diversity of the industry, because it will be challenging to ensure that no business model 

dominates or is given a competitive advantage by the SRO.  The report also notes the concern 

that an SRO might have access to unique data and could seek to sell related services to the 

members it regulates.   

 

The Section 914 Report particularly notes the challenges presented in considering the 

scope of a potential SRO, stating that “crafting exclusions for certain types of investment 

advisers could be difficult in practice because, as discussed above, many investment advisers 

                                                                                                                                                                                           
see also Opportunities Exist to Improve SEC’s Oversight of the Financial Industry Regulatory Authority, U.S. Gov’t 
Accountability Office, at 16 (May 2012) (“2012 GAO Report”) (noting that the SEC historically has not overseen 
FINRA’s budget, executive compensation, or governance issues).  
 
12 Testimony of Paul S. Atkins, Visiting Scholar, American Enterprise Institute and former SEC 
Commissioner, before the House Committee on Financial Services, at 10 (Sept. 15, 2011) (“Atkins Testimony”) 
(raising due process concerns regarding FINRA disciplinary hearings and noting that FINRA’s claim that it is not a 
“state actor” may deny defendants the right to invoke the Fifth Amendment). 
 
13 See also BCG Section 967 Report, supra note 8, at 65 (noting limited nature of SEC’s review of SRO rules). 
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have diverse client bases and business lines.  Moreover, exclusions could provide opportunities 

for regulatory arbitrage.”14  These challenges are amply demonstrated by H.R. 4624. 

 

H.R. 4624 evidently attempts to distinguish between “retail” investment advisory firms 

and “institutional” advisory firms; the former would be subject to SRO requirements, while the 

latter would remain solely under SEC regulation and oversight.  The bill, however, does not 

appropriately draw these lines.15  Instead, the legislation’s exemptions from SRO requirements 

will result in inconsistent treatment of investment advisers that are engaged in similar activities – 

including different registration and licensing requirements, different substantive regulations, and 

substantially different costs.  In addition to the SRO membership requirements, similar or 

identical advisers would likely be subject to different disclosure, advertising, or supervision 

rules.  One set of advisers would be subject only to SEC or state rules.  Another similar or 

identical set of advisers would be subject to both SEC or state rules and a new set of technical, 

detailed “business conduct” rules.  These disparities are not justified by reasoned analysis. 

 

For example, the bill exempts from SRO membership any investment adviser if one or 

more of its clients is a mutual fund.  This means that two nearly identical firms (types of clients, 

assets under management, number of employees, investment style, revenues, profitability, etc.) 

will be treated differently if one firm has a single mutual fund client and the other does not.  An 

adviser that manages assets for high net worth individuals16 and one mutual fund would be 

subject to a different set of rules than an adviser that manages assets for high net worth clients 

and one hedge fund or one pension plan.   

 

                                                           
14 Section 914 Report, supra note 4, at 35. 
 
15 There is no settled notion of a “retail” investment advisory firm.  For example, an advisory firm may specialize in 
advising highly wealthy individuals (e.g., with $2-4 million in investable assets) and small or mid-sized businesses, 
pension plans, or endowments (e.g., with $10-20 million in assets).  Even though most would not consider such a 
firm to be “retail” oriented, it would not qualify for the SRO exemption under H.R. 4624 because its clients do not 
meet the “qualified purchaser” threshold ($5 million in investable assets for individuals and $25 million for entities). 
 
16 Most SEC-registered advisers (more than 60 percent) manage assets for high net worth individuals, according to 
data filed on Form ADV, Part 1, which defines “high net worth” individual generally as those with $2 million or 
more in net worth excluding primary residence.  Note that H.R. 4624 only includes ultra-high net worth individuals 
($5 million or more in investments) in its list of exempted clients. 
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The 90 percent test in H.R. 4624 produces similarly anomalous results.  An advisory firm 

that manages $150 billion in assets would be exempt from the SRO requirements of H.R. 4624, 

even though a very large amount of assets (up to $15 billion) could be attributable to thousands 

of “retail” clients.  At the same time, an advisory firm that manages $150 million in assets would 

be subject to SRO requirements if only $16 million of its assets are attributable to relatively few 

“retail” clients.  Similarly, an adviser that manages assets, 11 percent of which are attributable to 

“retail” clients will be subject to different rules than an identical adviser that manages assets 9 

percent of which are attributable to such clients.  Further, an adviser with one client base and 

investment strategy could be subject to a different set of rules than an adviser with an identical 

client base and investment strategy simply because it is affiliated with an exempt adviser.   

 

The legislation likely will encourage regulatory arbitrage as firms restructure their 

businesses and/or dismiss individual and small business clients to avoid the costs and additional 

regulatory burdens of an SRO.  The bill would drive business models and create structural 

incentives.  For example, many investment advisers that would otherwise be subject to SRO 

regulation may decide to establish or sub-advise a small mutual fund.  Similarly, advisers may 

choose to affiliate with other investment advisers that either advise a mutual fund or manage 

sufficient “institutional” assets to absorb the adviser within its aggregated 90 percent AUM 

threshold for exemption from SRO membership.  Advisers may also avoid having the AUM of 

smaller clients attributed to them by structuring arrangements to sub-advise or provide model 

portfolio management to other advisers with those clients. 

 

These structural changes would lead to even more advisers remaining under SEC 

oversight than the bill currently contemplates that have the same core business and clients as the 

advisers subject to SRO jurisdiction, further exacerbating the inconsistent regulation of similar 

businesses.  The Section 914 Report identified similar concerns, noting that if an SRO is limited 

in its membership by clientele type or other characteristics, many advisers will still be left under 

the SEC’s oversight.  The report observed that if the SEC and an SRO (or multiple SROs) share 

regulatory authority over advisers, the regime will be vulnerable to regulatory arbitrage. 
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C. H.R. 4624 Is Not Cost Effective. 

 

 Establishing and maintaining a new SRO will impose substantial costs and burdens on 

investment advisers, with a disproportionate impact on smaller advisers.  It will exacerbate rather 

than ameliorate the SEC’s resource constraints.  Further, it will create an unnecessary additional 

layer of regulation on advisers.  At a time when small businesses, including advisers, are 

becoming overwhelmed with new regulatory burdens, this Committee should search for the least 

costly and most effective alternative to directly address the specific problem identified. 

 

1. The Bill Inappropriately Targets Small Businesses with Additional Costs and 
Regulations. 

 

H.R. 4624 will disproportionately burden thousands of small businesses that serve small 

and mid-sized investors with the costs of a duplicative and unnecessary layer of regulation and 

bureaucracy.  

 

The bill’s exemptions for advisers to mutual funds, private funds, “qualified purchasers,” 

and certain other clients mean that the vast majority of larger advisory firms will not be subject 

to SRO membership requirements.  Instead, thousands of smaller advisory firms will be required 

to shoulder the costs of establishing and maintaining an SRO.  As one commentator recently 

noted, H.R. 4624 “would impose a tax on small advisory businesses and, indirectly, the 

mainstream investors they advise, from which large advisors and their high net worth clients 

would be exempt.”17  Further, there is no evidence that imposing an SRO on these small firms, 

which represent a small fraction of the assets managed by advisers, will address the SEC’s 

resource constraints or uncover problems of substantial magnitude.18   

 

                                                           
17 Bullard, Mercer. The New Self-Regulator for Advisors: A Taxing Affair for Small Businesses and Small Investors, 
available at www.news.morningstar.com (May 10, 2012) (“Bullard article”).  
 
18 Indeed, the stated poster-child for this legislation, Bernard Madoff’s brokerage firm, which had been subject to 
SEC and FINRA inspections for decades before it registered as an investment adviser in September 2006, would 
likely have been exempt from the SRO membership requirements in H.R. 4624. See Bullard article, supra note 17. 
 

http://www.news.morningstar.com/
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As discussed below, the costs on small business to establish and maintain an SRO will be 

substantial.  In addition, the impact of an additional layer of regulation and bureaucracy on these 

small firms will result in a significant and unnecessary burden.  Compliance with SEC 

regulations, as well as other applicable regulations (including Department of Labor regulations) 

currently requires significant dedication of resources by investment advisory firms.  If the 

substantial costs of this additional layer of regulation on these small businesses are passed on to 

investors, it will negatively affect retirement savings and investment.19  If pricing resistance is 

such that all of the costs cannot be passed on, the costs 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.   

  
2. The Bill Would Exacerbate, Not Ameliorate, the SEC’s Resource Issues. 

 

H.R. 4624 will not ease the SEC’s resource constraints but will instead place additional 

burdens on the agency.  Appropriate government oversight is required in any SRO structure and 

thus requires dedication of significant government resources.  The Section 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.”20  For 

example, the SEC employs more than 300 staff to examine, and oversee FINRA’s examination 

program of, broker-dealers (in addition to close to 50 inspection staff who currently focus on 

                                                           
19 See, e.g., BCG Section 967 Report, supra note 8, at 151 (noting potential for SRO costs to be passed on “to 
investors in a way that makes investing unaffordable for many”). 
 
20 Section 914 Report, supra note 4, at 30; See also Bullard article, supra, note 17.  
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FINRA and other SRO oversight).21  Additional substantial SEC expenditures will be required in 

the future just to oversee effectively the current SROs under its jurisdiction.22 

 

These current challenges would be magnified not only by the extension of SRO 

jurisdiction to SEC-registered advisers but also to thousands of state-registered advisers. The 

SEC would be obligated to exercise appropriate supervision over the SRO’s activities regarding 

thousands of state-registered advisers with respect to which the SEC currently has no regulatory 

responsibility.  As a result, H.R. 4624 likely would exacerbate the SEC’s resource constraints.  

Indeed, the 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 fulfill extensive additional oversight responsibilities for the SRO. 

 

In addition, this bill would require the SEC to conduct a firm-by-firm analysis of which 

companies under common control should be subject to SRO jurisdiction and which should 

remain solely under SEC jurisdiction due to their affiliations with other entities solely under SEC 

jurisdiction.  There are almost 4,000 SEC-registered advisers with affiliated investment advisers.  

The analysis of these firms will consume substantial SEC resources, not only initially, but on an 

ongoing basis as firms affiliate or change their affiliations over time.   

 

SEC Chairman Mary Schapiro recently testified regarding the strain that review of SRO 

rulemaking places on the agency.  She stated that the “Dodd-Frank Act’s imposition of new 

procedural requirements with respect to the SEC’s processing of proposed SRO rule changes has 

placed further demands on an already complex and resource-intensive process.  The volume of 

annual requests has increased by over 80 percent in the last five years, with the Commission 

receiving over 2,000 requests for approval or guidance in 2011.”23  The addition of oversight 

                                                           
21 BCG Section 967 Report, supra note 8, at 64; Staff of the U.S. Securities and Exchange Commission, Study on 
Investment Advisers and Broker-Dealers (Jan. 21, 2011) (“913 Report”) at A-15. 
 
22 BCG Section 967 Report, supra note 8, at 39-41. 
 
23 Oversight of the U.S. SEC; Hearing before the H. Sub. on Capital Markets and Government Sponsored 
Enterprises, 112th Cong. (Apr. 25, 2012) (testimony of Chairman Mary L. Schapiro) (“SEC 2012 Testimony”). 
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duties for an adviser SRO with rulemaking authority will only compound these concerns and 

further strain SEC resources. 

 

3. An SRO Would Result in Unnecessary and Costly Regulation. 

 

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.  Investment 

advisers are subject to an overarching fiduciary duty requiring them to act in their clients’ best 

interest and disclose all material facts and conflicts of interest. 

 

Pursuant to the Investment 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 than that used for mere commercial transactions.”24  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 

                                                           
24 Thomas P. Lemke and Gerald T. Lins, Regulation of Investment Advisers, at 2:33 (2012); see also SEC v. Capital 
Gains Research Bureau, 375 U.S. 180 (1963) (“Capital Gains”).   
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and duty of care.25  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.26    

 

In addition, all SEC-registered investment advisers are required to submit detailed 

registration information (Form ADV, Part 1), which is publicly available, and update it at least 

annually and promptly for material changes.  Advisers are also required to provide clients with a 

plain English 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 and key advisory personnel.  Advisers 

are required to disclose detailed information about their firms, including: the educational and 

business background of each person who determines or 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 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.  In addition, advisers to private funds 

must soon submit extensive information to the SEC about their holdings, counterparty exposures, 

performance, and leverage on new Form PF.   

                                                           
25 Capital Gains, supra note 24. 
 
26 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,  
Rel. No. IA-1406, n.3 (Mar. 16, 1994) (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 Advisory Services as a Component of Other Financial 
Services, Rel. No. IA-1092 (Oct. 16, 1987) (discussing fiduciary duties); see also Capital Gains, supra note 24.   
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Investment advisers also are subject to a variety of requirements relating to proxy voting, 

books and records, insider trading, custody, privacy, best execution, advertising, and referral 

arrangements.  Importantly, the assets managed by investment advisers must be held at registered 

broker-dealers or banks.27  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.  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.  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, SRO-style business 

conduct rules are typically very detailed command-and-control requirements that seek to impose 

a one-size-fits-all solution for various legal and regulatory issues.  In contrast to the principles-

based SEC framework, these SRO “check-the-box” regulations do not lend themselves to the 

widely divergent community of advisers. 

 

In addition, the SEC staff’s Section 914 Report raised concerns that subjecting advisers to 

an SRO could lead to inconsistent interpretations and applications of the Advisers Act.  The 

report noted that the possibility of multiple SROs – which, though unlikely, H.R. 4624 would 

permit – could result in SROs over time developing “different approaches to applying the 

Advisers Act and their own rules to similar activities,” prevention of which would require 

                                                           
27 In response to the Madoff case, the SEC strengthened the “custody” rule to enhance protection of client assets.  
See Oversight of the U.S. Securities and Exchange Commission: Evaluating Present Reforms and Future 
Challenges, Hearing before the H. Sub. on Capital Markets, Insurance and Government Sponsored Enterprises, 
111th Cong. (Jul. 20, 2010) (testimony of SEC Chairman Mary L. Schapiro) (“The rule leverages our own resources 
by relying on independent, third-party accountants to confirm client assets and review custody controls in situations 
where the possibility for misappropriation of client assets is most acute because of the adviser’s possession of, or 
control over, client assets”).  
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“vigorous oversight” by the SEC.  The report also highlighted the difficulties involved in 

requiring the SEC to oversee an SRO that has enforcement authority with respect to a broad 

range of state regulatory requirements, which would be the case if H.R. 4624 were enacted.  

 

D. The IAA Opposes Designation of FINRA as an SRO for Advisers. 

 

The legislation appears to have been designed to favor FINRA as the presumptive 

designated SRO for advisers.  The bill is modeled on, and largely replicates, the Maloney Act, 

which established the SRO structure pursuant to which FINRA now operates.  FINRA – a self-

described “non-governmental regulator” with 3,000 employees and more than $1.1 billion in 

total revenues – was designed and developed to oversee broker-dealer activity.28  FINRA has 

clearly indicated its desire to extend its jurisdiction to include oversight and regulation of 

investment advisers.29  The IAA strongly opposes extending FINRA’s jurisdiction to investment 

advisers due its lack of adviser expertise, lack of accountability, lack of transparency, excessive 

costs,30 and questionable track record.31  

                                                           
28 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”). 
 
29 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) (oral testimony of Richard Ketchum, Chairman and CEO, FINRA). 
 
30 See FINRA, Report of the Amerivet Demand Committee of the Financial Industry Regulatory Authority, Inc.   
(Sept. 13, 2010), available at http://www.finra.org/web/groups/corporate/@corp/documents/corporate/p122217.pdf , 
at 86 (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, salaries and bonuses for FINRA’s top executives 
average $1,057,787.  See FINRA 2010 Report, supra note 28. 
 
31 See, e.g., Letter from Project on Government Oversight (POGO) to House Committee on Financial Services 
Chairman Bachus and Ranking Member Frank opposing Self-Regulation of Investment Advisers (May 29, 2012) 
available at http://www.pogo.org/pogo-files/letters/financial-oversight/fo-fra-20120529-finra-investment-
advisers.html; 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/er-
fra-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 
 

http://www.finra.org/web/groups/corporate/@corp/@about/@ar/documents/corporate/p123836.pdf
http://www.finra.org/web/groups/corporate/@corp/documents/corporate/p122217.pdf
http://www.pogo.org/pogo-files/letters/financial-oversight/fo-fra-20120529-finra-investment-advisers.html
http://www.pogo.org/pogo-files/letters/financial-oversight/fo-fra-20120529-finra-investment-advisers.html
http://www.pogo.org/pogo-files/letters/financial-oversight/er-fra-20100223-2.html
http://www.pogo.org/pogo-files/letters/financial-oversight/er-fra-20100223-2.html
http://www.finra.org/web/groups/corporate/@corp/documents/corporate/p120078.pdf
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Designation of FINRA as the adviser SRO would raise conflicts of interest with potential 

adverse competitive implications for advisers.32  Broker-dealers 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.33  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 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.”34 

 

FINRA’s lack of accountability makes it particularly ill-suited to extend its reach to 

investment advisers.  The BCG Section 967 Report repeatedly stated that SROs are not 

accountable to the SEC and that the agency and SROs were not coordinating effectively.35  In 

this regard, it stated that FINRA “merits particular attention given its size and scope.”  For 

                                                                                                                                                                                           
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”); Letter from Pickard & Djinis, LLP to Elizabeth M. Murphy, Secretary, SEC 
(Jan. 2011) (“Pickard & Djinis Section 914 Letter”) (“there is no question that the NASD/FINRA had both the 
authority and the responsibility to investigate Madoff’s fraudulent conduct”). 
 
32 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”). 
 
33 See Letter from Marc Menchel, General Counsel, FINRA, to Elizabeth M. Murphy, Secretary, SEC re: File 
Number 4-606 Study Regarding Obligations of Brokers, Dealers and Investment Advisers (Aug. 25, 2010).  See also 
Letters from NASD to Jonathan G. Katz, Secretary, 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). 
 
34 Letter from Richard H. Baker, President and CEO, Managed Funds Association, to Elizabeth M. Murphy, 
Secretary, SEC (Dec. 16, 2010) (“MFA Section 914 Letter”) at 10. 
 
35 BCG Report, supra note 8, at 65-67, 237-38.   
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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.36  

 

Further, in a report released last week, the GAO found that neither the SEC nor FINRA 

has conducted any formal retroactive review of FINRA rules to assess their actual impact after 

implementation.37  The report also found that the SEC historically has not conducted oversight of 

FINRA’s governance, conflicts of interest, funding, executive compensation, or cooperation with 

state regulators.  Further, FINRA recently opposed an attempt by its members to subject 

FINRA’s rulemakings and amendments to economic and cost-benefit analysis.38 

 

According to the Chamber of Commerce Report discussed above, FINRA’s members no 

longer have a meaningful role in establishing its policies and priorities, and the organization is 

not moving toward greater transparency and accountability.39  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.”40  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 

                                                           
36 Id. at 67. 
 
37 2012 GAO Report, supra note 11, at 12-15. 
 
38 See, e.g., Letter from Stephanie M. Dumont, Senior Vice President and Dir. of Capital Markets Policy, FINRA, to 
Elizabeth M. Murphy, Secretary, SEC re: SR-FINRA-2011-058-Response to Comments, at 7-8 n.27 (Dec. 23, 2011) 
(“After all, no SRO is required to undertake an economic analysis of its rule proposals . . . . there is no statutory or 
Exchange Act Rule requirement to undertake an economic analysis because a commenter makes such demand and 
we are unaware of any requirement on the part of the Commission to oblige such commenters.”). 

39 Chamber of Commerce Report, supra note 7.  See also Brief for the CATO Institute as Amicus Curiae, p. 6-7, 9, 
11, Standard Inv. Chartered, Inc. v. Nat’l Ass’n of Sec. Dealers, 637 F.3d 112 (2d Cir. 2011) (“CATO Brief”) 
(“Constitutional accountability typically stems from either of two sources: political accountability or legal 
accountability… Here, political accountability is de minimis due to the layers of authority separating FINRA from 
executive branch officers… Unfortunately, legal accountability—judicial review—has also eroded, leaving FINRA 
and similarly situated SROs almost entirely unaccountable.”). 
 
40 Chamber of Commerce Report, supra note 7, at 23. 
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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.41   

 

Because of these numerous shortcomings, the Cato Institute recently concluded that 

“FINRA’s extra-constitutional operation has fostered significant policy failures including agency 

capture, lax regulation, and biased arbitration…The proliferation of substantial financial industry 

scandals over the past decade is evidence that FINRA is, at best, a hands-off regulator and, at 

worst, a corrupt and self-serving company.”42  These concerns are underscored by FINRA’s 

recent settlement of civil charges by the SEC for repeatedly misleading the SEC by altering 

documents sought by the agency during routine inspections.43 

 

II. User Fees Paid by SEC-Registered Advisers Are Preferable to an SRO. 
 

The Committee should consider appropriate legislation authorizing the SEC to require 

that federally registered investment advisers pay user fees, rather than subjecting them to an 

SRO.  Such user fees should be dedicated for the sole purpose of enhancing the SEC’s 

investment adviser inspection program over and above current inspection levels.  Legislation 

authorizing investment adviser user fees should include provisions that will provide for 

appropriate reporting and audit requirements to enable Congress, the public, and the investment 

advisory community to ensure that the funds are being used for their intended purposes and to 

provide accountability and transparency.  User fees would be a more effective and efficient 

means than an SRO to enhance the oversight of investment advisers and would be less costly. 

Investment advisers strongly support oversight by the SEC, which continues to improve its 

examination program. 

 

 

                                                           
41 See Atkins Testimony, supra note 12, at 10-11; 2012 GAO Report, supra note 11. 
 
42 CATO Brief, supra note 39, at 6-7, 9, 11. 
 
43 SEC Accuses Brokers Group of Deception, The Washington Post (Oct. 28, 2011); SEC Press Rel. 2011-227: SEC 
Orders FINRA to Improve Internal Compliance Policies and Procedures (Oct. 27, 2011), available at 
http://sec.gov/news/press/2011/2011-227.htm.  

http://sec.gov/news/press/2011/2011-227.htm
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A. User Fees Are More Effective and Efficient than an SRO. 

User fees would be far more effective and efficient in enhancing examinations of advisers 

than establishing an unnecessary additional layer of bureaucracy and cost.  The SEC has more 

than seven decades of experience regulating and overseeing the investment advisory profession.  

Moreover, the SEC is directly accountable to Congress and the public with regard to its budget 

and performance.  As SEC Commissioner Luis Aguilar stated in 2009, “I do not believe that the 

answer is to create another SRO – particularly when it would be one without any experience in 

dealing with the investment advisory industry and the Advisers Act regulatory tradition.  

Moreover, this current crisis has illustrated the dangers of regulatory fragmentation where the 

primary regulator is not able to quickly obtain, assess, and analyze information.  Now is not the 

time to fragment even more, but to consolidate and employ smart regulation.  The SEC is the 

only public agency charged with regulating our capital markets and maintaining a keen sense of 

the entire market on behalf of investors.  To create another regulator at this time without the 

experience in regulating a principle-based system of regulation would be too costly for the 

industry and the public in terms of both dollars and investor protection.”44  

The Section 914 Report provides many reasons why user fees would be a preferable 

approach to an SRO or other options.  The Section 914 Report notes that investment adviser user 

fees would provide a stable source of funding that would be 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.45   

 

User fees are already an important source of funding for inspections and examinations of 

other financial institutions and regulated entities by many federal agencies, including the 

                                                           
44 See SEC’s Oversight of the Adviser Industry Bolsters Investor Protection, Speech by SEC Commissioner Luis A. 
Aguilar (May 7, 2009) (also noting that 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”).    
 
45 Section 914 Report, supra note 4, at 25. 
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Comptroller of the Currency.46  In addition, the SEC previously supported user fees in testimony 

related to legislation under consideration in 1990.  Further, investment advisers already pay user 

fees to support the Investment Adviser Registration Depository (“IARD”), the electronic system 

through which investment advisers make filings with state and federal regulators.47  The IARD 

system therefore provides an existing infrastructure to collect user fees at a small marginal cost.   

 

The Section 914 Report found that the user fee option would permit the SEC’s Office of 

Compliance Inspections and Examinations (“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.48  Stable resources would also provide the examination 

program with increased flexibility to react to emerging risks and better target staffing and 

strategic resources as appropriate.  The staff observed that knowledge gained from the 

investment adviser examination program would continue to greatly assist in gathering the 

intelligence and expertise critical to the regulatory process.49  Further, ongoing improvements to 

the examination program could be further leveraged with the funding provided by user fees.  The 

SRO model would not provide such benefits to the SEC. 

 

Indeed, in its analysis of the various options to increase examinations, the Section 914 

Report found that user fees present the greatest number of advantages and the least number of 

disadvantages.50  The report observes that “imposing user fees would avoid the difficult scope of 

                                                           
46 The Section 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. 
 
47 Id. at 26. 
 
48 Id. at 26-28. 
 
49 Id. 
 
50 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”). 
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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.”51  

The Section 914 Report also noted that funding from adviser user fees would give the SEC 

greater flexibility and may be a less costly option than establishing an SRO.  

 

Indeed, the report notes that in many ways, user fees may be a smarter, more efficient use 

of funds.52  Allowing OCIE to charge user fees would empower it to build on the expertise and 

infrastructure it has already established in examining advisers.53  Within the SEC, OCIE 

examination staff benefit from close working relationships with other SEC legal and policy 

staff.54  In contrast, an SRO would be an isolated cost center that would require extra resources 

and personnel to build even a preliminary infrastructure.   

 

Further, as noted above, an SRO would still require an increase in the SEC’s management 

and coordination costs in order to oversee the SRO.55  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.56  In 

addition, with the user fee option, “the chance that inconsistencies would emerge in 

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.”57   

                                                           
51 Section 914 Report, supra note 4, at 27. 
 
52 See Section 914 Report, supra note 4, at 27; see also 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”); MFA Section 914 Letter, supra note 34, 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).   
 
53 Section 914 Report, supra note 4, at 28, 30.  
 
54 Id. at 28. 
 
55 Id. at 27. 
 
56 Id. at 28. 
 
57 Id. 
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B. User Fees Would Be Less Costly than an SRO. 

 

In considering legislation to enhance investment adviser examinations, Congress should 

consider the costs and benefits of the various alternatives.  We are not aware of any analysis or 

empirical data demonstrating that the costs associated with H.R. 4624 would be outweighed by 

the benefits.  To the contrary, there is compelling evidence that the costs of outsourcing 

regulation and oversight of thousands of investment advisers to an SRO (likely FINRA) would 

be far greater than the comparable costs of enhancing the SEC’s inspection program. 

 

In this regard, a study commissioned by the IAA, the Certified Financial Planner Board 

of Standards, Inc., the Financial Planning Association, the National Association of Personal 

Financial Advisors, and TD Ameritrade Institutional, is highly relevant.58  These groups 

commissioned BCG to produce a report determining the costs of the options outlined in the 

Section 914 Report on enhancing investment adviser examinations. 

 

The December 2011 BCG economic analysis analyzed the costs of: (1) increasing the 

level of SEC examinations; (2) set-up and operation of an investment adviser SRO by FINRA; 

and (3) set-up and operation of an entirely new SRO for advisers.  BCG’s economic analysis was 

based on the assumption that advisers would be examined by the SEC or an SRO on average 

once every four years.   

 

The economic analysis found that the costs to investment advisers of adequately funding 

the SEC to conduct additional examinations would be far less than paying FINRA or another 

SRO to do so.  It underscores the conclusion that the best and most efficient way to enhance 

investment adviser oversight is to ensure that the SEC has sufficient resources. 

 

Key findings of the BCG economic analysis include the following: 

 

                                                           
58 The December 2011 BCG economic analysis is appended to this testimony for the record. 
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1. Creating an SRO for advisers would likely cost at least twice as much as funding an 

enhanced SEC examination program.   

 

• The incremental cost of the SEC hiring the additional adviser examiners needed to 

increase the inspection rate for advisers to on average once every four years 

(including supporting expenses) would be $100-110 million per year.  

  

• The total cost of an enhanced SEC examination program (including both the costs of 

the existing program and the incremental costs related to hiring the additional 

examiners) is projected to be $240–270 million per year. 

 

• In contrast, a FINRA SRO (examination, enforcement, and SEC oversight) is 

projected to cost $550–610 million per year; and a new SRO is projected to cost 

$610–670 million per year.  

 
2. The cost savings to the SEC of creating an SRO is likely to be minimal because the SEC 

would need to spend significant resources ($90–105 million per year) overseeing an 

SRO.   

3. The startup costs of an SRO alone ($200–310 million) could fund an enhanced SEC 

examination program for an entire year ($240–270 million).   

4. Shifting primary oversight of dually registered broker-dealers and investment advisers 

(those regulated by both the SEC and FINRA) to FINRA alone is not expected to result in 

significant costs savings to the SEC.  

 

Further, as discussed above, H.R. 4624 is structured such that the substantial costs of 

establishing an SRO for advisers will be imposed on small businesses rather than being shared 

across the industry, as assumed in the BCG economic analysis.  In other words, the fixed costs of 

establishing an SRO with rulemaking, examination, and enforcement authority will be assessed 

on a smaller group of advisers with limited resources.  Accordingly, the actual costs that would 

be incurred by these small businesses will be even higher than under an industry-wide or user fee 

approach.   
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BCG released an addendum to this analysis on May 10, 2012 to discuss FINRA’s 

estimate – a one-and-a-half page document titled “Investment Estimate for FINRA IA SRO” –  

that was released concurrent with the introduction of H.R. 4624 on April 25.59  According to 

BCG’s analysis, FINRA’s estimate of the cost to set up, operate, and oversee a self-regulatory 

organization for investment advisers greatly underestimates the overhead costs and overestimates 

investment adviser examiner productivity.60 

 

C. Investment Advisers and Other Commenters Strongly Support Continued SEC 
Oversight of Advisers. 
 

In addition to the IAA, a number of other organizations and commenters have voiced 

numerous concerns about establishing an SRO for investment advisers and instead have 

expressed support for ensuring adequate resources for the SEC.61  For example, the Managed 

Funds Association (“MFA”) has expressed multiple concerns about an SRO for investment 

                                                           
59 See FINRA's Cost Estimates Challenged; Leading Financial Services Organizations Respond to FINRA’s 
Estimates, IAA press release (May 10, 2012), available at 
https://www.investmentadviser.org/eweb/docs/Publications_News/PressReleases/PressCur/120510prs.pdf.  
 
60 Specifically, BCG found that: (1) FINRA’s estimate omits the cost of SEC oversight of the IA SRO ($90-$100 
million) and the cost of enforcement ($60-70 million), both of which are required by H.R. 4624; (2) FINRA’s 
estimate of $12-$15 million in setup costs does not include staff costs incurred during the 12-month setup period, 
specifically the cost of examiners and support staff.  Rather, FINRA only includes these expenses as part of its 
ongoing investment once the SRO is up and running.  This omission accounts for $180-$230 million of the 
difference between the BCG and FINRA estimates; (3) FINRA’s estimate of the ongoing annual cost of examining 
14,500 IA firms once every four years assumes that FINRA’s IA examiners would be able to nearly double the 
productivity rate of SEC IA examiners by performing 5 or more examinations per examiner per year.  This compares 
to SEC IA examiner productivity of 3.0, and FINRA broker-dealer examiner productivity of 2.8.  This productivity 
assumption accounts for $150-$170 million of the difference between the BCG and FINRA estimates; and (4) 
FINRA’s estimate does not include overhead costs in its estimate of $150-$155 million of ongoing annual 
investment.  Overhead costs account for $135-$140 million of the difference between the BCG and FINRA 
estimates. Id. 
 
61 See, e.g., Pickard & Djinis Section 914 Letter (from a law firm with extensive experience representing both 
advisers and brokers), supra note 31, at 4 (“While the costs of designating one or more SROs for investment 
advisers are clear the benefits are less so. In analyzing the question of benefits, we submit that the number of adviser 
examinations that an SRO could conduct is less important than the quality of those examinations. SROs’ lack of 
familiarity with the extensive regulatory regime imposed on advisers raises serious concerns about such 
organizations’ ability to oversee the implementation of that regime effectively. Moreover, as the Madoff and 
Stanford scandals show, SRO examinations can be ineffective even where the activities being examined are squarely 
within the purview of the organization’s jurisdiction and expertise.”). 
 

https://www.investmentadviser.org/eweb/docs/Publications_News/PressReleases/PressCur/120510prs.pdf
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advisers62 and its support for ensuring that the Commission has adequate resources, including 

appropriate user fees.63  Similarly, the American Institute of Certified Public Accountants 

(“AICPA”) has expressed its strong opposition to an SRO, and FINRA in particular,64 and 

instead indicated its support for providing appropriate resources to the SEC, including user 

fees.65  The Alternative Investment Management Association (“AIMA”) has opposed an SRO 

and instead supports “full and proper regulation and oversight of investment advisers by the 

Commission and believes the Commission should be given adequate resources to fulfill its 

objectives of protecting investors, maintaining fair, orderly, and efficient markets and facilitating 

capital formation.”66  The North American Securities Administrators Association (“NASAA”) 

has expressed its strong opposition to outsourcing important government regulatory functions to 

a third party.67  Further, the Financial Planning Coalition has noted the many drawbacks to an 

                                                           
62 See MFA Section 914 Letter, supra note 34 (“[A]n SRO would lack experience in regulating private fund 
managers, create inconsistent regulation for investment advisers, face difficult conflicts of interest, increase 
regulatory costs, and ultimately diminish the quality of regulatory oversight of the industry.”). 
 
63 See Letter from Richard H. Baker, President and CEO, Managed Funds Association, to Elizabeth M. Murphy, 
Secretary, SEC (Sept. 22, 2010), at 5 (“{W]e would support appropriate fees on investment advisers to help ensure 
that OCIE has the resources they need to conduct examinations of the investment adviser industry.”). 
 
64 See Letter from Barry C. Melancon, CPA, President & CEO, AICPA, to Elizabeth M. Murphy, Secretary, SEC 
(Nov. 24, 2010), at 2 (“We strongly oppose the creation of a self‐regulatory organization (SRO) for investment 
advisers. An SRO is inherently conflicted and is not the right answer for regulation of investment advisers. We 
believe that FINRA would bring a broker‐dealer perspective, and bias, to investment adviser examinations and that 
its rules‐based, check‐the‐box approach is not conducive to adequate regulation of the investment advisory 
profession nor is it in the public’s best interest.”). 
 
65 Id. at 1-2 (“AICPA strongly believes that the principles-based regulatory approach of the Investment Advisers Act 
and its related rules should continue to govern investment advisers and further, that regulatory oversight remain 
exclusively with the SEC and/or states.  Providing the SEC with resources to properly enforce their rules, even if it 
means assessing additional fees on investment advisers, is the best solution for investment advisers and the public.”). 
  
66 See Letter from Mary Richardson, Director of Regulatory & Tax Department, Alternative Investment 
Management Association to Securities and Exchange Commission (Jan. 12, 2011), at 3.  
 
67 See Letter from David L. Massey, NASAA President and North Carolina Deputy Securities Administrator to 
Elizabeth M. Murphy, Secretary, SEC (Nov. 22, 2010), at 2-3 (“[I]nvestment adviser regulation is a governmental 
function that should not be outsourced to a private, third-party organization that does not have expertise or 
experience with investment adviser regulation.  Securities regulation in general and investment adviser regulation in 
particular is best left with governmental regulators that are transparent and directly accountable to the investing 
public.  One can readily conclude that the designation of an SRO for the oversight of investment advisers, with its 
attendant direct and indirect costs, its opaque structure and attendant lack of accountability and transparency, would 
outweigh any perceived benefits to the investing public.”). 
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SRO for investment advisers, and to FINRA in particular,68 and stated its support for 

continuation of the SEC’s regulation and oversight of the advisory profession.69   
  
D. The SEC Has Improved its Investment Adviser Examination Program and Should 

Continue its Oversight of All SEC-Registered Advisers. 
  

The IAA has consistently supported the SEC’s efforts to strengthen its examination 

program for investment advisers.  We testified last year before this Committee in support of 

efforts to strengthen the SEC’s investment adviser examination program conducted by OCIE.70  

Adequate resources for, and a commitment to, an effective SEC examination program for 

investment advisers should be a high priority for policy makers and for the SEC.   

 

Over the last three years, the SEC has focused on revitalizing and restructuring its 

enforcement and examination functions.71  The mission of the examination program is to 

improve compliance, prevent fraud, inform policy, and monitor industry-wide and firm-specific 

risks.72  The SEC has implemented a more risk-focused examination program to provide 

information for SEC enforcement investigations and to inform the financial industry about risky 

                                                           
68 See Letter from Kevin R. Keller, Chief Executive Officer, CFP Board, Marvin W. Tuttle, Jr., Executive 
Director/CEO, FPA, and Ellen Turf, Chief Executive Officer, NAPFA to Elizabeth M. Murphy, Secretary, SEC 
(Dec. 16, 2010), at 5 (“Creating a new layer of bureaucracy and cost in order to improve the frequency of investment 
adviser examinations is not a wise use of limited regulatory resources. Aside from the additional infrastructure costs 
involved with creating an SRO oversight structure for investment advisers, outsourcing oversight could result in 
inconsistent or redundant regulation and enforcement (as both the SRO and the Commission interpret and enforce 
the relevant rules).” 
    
69 Id. at 3 (“We believe it would be much quicker and more efficient to leverage the Commission’s existing 
investment adviser examination staff, which is already fully conversant with all of the legal and regulatory issues 
that pertain to investment advisers, than to create an entirely new SRO from scratch to oversee investment 
advisers.”). 
 
70  Regulation and Oversight of Broker-Dealers and Investment Advisers; Hearing before the H. Sub. on Capital 
Markets, Insurance and Government Sponsored Enterprises, 112th Cong. (Sept. 13, 2011) (testimony of David G. 
Tittsworth, Executive Director, Investment Adviser Association) (“IAA 2011 Testimony”).  See also, 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.” 
 
71 SEC 2012 Testimony, supra note 23.  
 
72 Address at the Private Equity International Private Fund Compliance Forum, Speech by Carlo V. Di Florio, 
Director of OCIE, SEC (May 2, 2012) (“2012 Di Florio Speech”). 
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practices.  The program continually collects and analyzes a wide variety of data about investment 

advisers using quantitative techniques.73   

 

OCIE has continued to refine its examination tools and techniques to better allocate and 

leverage limited resources to their highest and best use.74  In 2011, OCIE created a centralized 

risk assessment and surveillance office to evaluate risks across all markets and registrant 

categories.  OCIE’s risk office has enhanced the ability of the SEC to perform data analytics to 

identify firms that present the “greatest risks” to investors, markets and capital formation and to 

determining which firms to examine.75  OCIE now provides a risk-rating to all new and existing 

investment adviser registrants based on data collected from the newly expanded Form ADV and 

other public data.  In addition, OCIE has increased its outreach to senior management and mutual 

fund boards along with the examination process regarding risk and regulatory issues.76  OCIE 

has also developed a large firm monitoring program whereby OCIE collaborates with SEC 

divisions and offices in monitoring risks at certain large firms.77  Under this new process, 

OCIE’s examinations are tailored to a firm’s risk rating and risk areas such as business model 

and revenue streams, affiliations and conflicts of interest, and compliance controls.  OCIE also 

uses tips, complaints and referrals and surprise custody audits to help determine which advisers 

to examine and the scope of the exams.78   

 

The SEC has also continued to take important steps to increase the examination staff’s 

expertise in the securities markets including recruiting experts with knowledge of hedge funds, 

private equity, derivatives, complex structured products, and valuation, as well as strengthening 

                                                           
73 SEC 2012 Testimony, supra note 23. 
 
74 2012 Di Florio Speech, supra note 72.   
 
75 Id.; See also Examinations by the Securities and Exchange Commission, Office of Compliance Inspections and 
Examinations, (Feb. 2012) (“OCIE Examinations”), available at 
http://www.sec.gov/about/offices/ocie/ocieoverview.pdf. 
 
76 2012 Di Florio Speech, supra note 72.   
 
77 Id.  
 
78 Id.  

http://www.sec.gov/about/offices/ocie/ocieoverview.pdf
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current examiner skill sets and developing an examiner certification program.79  In addition, 

OCIE is developing information management systems to help better organize and evaluate the 

extensive new information that the SEC collects on Form ADV and Form PF.80   These systems 

will provide the SEC with substantial additional detailed information about advisers’ business 

practices to assist in risk-targeted examinations, enforcement, and oversight of advisers.81   

 

In fiscal year 2011, OCIE examined approximately 8 percent of advisers out of the 

11,000 or so SEC-registered investment advisers, representing 30 percent of the total assets 

under management by all SEC-registered investment advisers.82  While the number of advisers 

examined can and should be increased, the SEC’s breadth in covering 30 percent of investors’ 

assets managed by advisers is substantial.83  Further, as noted above, OCIE reviews data and 

information about all investment advisers.  Both at a national and regional level, the examination 

staff then cull from the adviser universe the set of advisers with the most “risky” profiles and 

subject those advisers to in-depth examinations.  The SEC will be adding examination staff in 

fiscal year 2012 to improve the rate of examination of advisers, including those advisers that 

have not been examined.84  Even now, however, OCIE conducts outreach to new advisers and 

                                                           

79 Id.  See also Section 914 Report, supra note 4, 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).  

80 2012 Di Florio Speech, supra note 72. 
 
81 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). 
 
82 SEC 2012 Testimony, supra note 23. 
 
83 We note, however, that the frequency of examination per adviser is only one factor in an effective examination 
and oversight program.  See Section 914 Report, supra note 4, 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”). 
 
84 SEC 2012 Testimony, supra note 23. 
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those that have never been examined.  The SEC requests information from such advisers and, 

based on that information and other data, prioritizes such advisers for review.  Contrary to the 

perceptions created by some statistics, all investment advisers are on OCIE’s radar screen.   

 

We continue to encourage the SEC to consider ways in which it can increase the 

frequency of investment adviser examinations under its current allocation of resources and any 

future allocated resources.  However, we are prepared to support user fees to the SEC to increase 

its frequency of examinations of investment advisers.  User fees would be a far more effective 

approach than outsourcing the SEC’s responsibilities to a non-governmental organization.   

 

Conclusion 

 

The IAA 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 Committee to instead consider appropriate user fee 

legislation.  

 

We appreciate the opportunity to share our views with the Committee.  We look forward 

to working with Congress and the SEC on these important issues. 
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Ms. Elizabeth M. Murphy 

Secretary 

Securities and Exchange Commission 

100 F Street, NE 

Washington, DC 20549 

Rule-comments@sec.gov 

 

Re: Identity Theft Red Flag Rules (RIN: 3038-AD14; SEC File No. S7-02-12) 

 

Dear Mr. Stawick and Ms. Murphy: 

 

The Investment Adviser Association
1
 welcomes the opportunity to comment on the 

Securities and Exchange Commission’s (SEC) and Commodity Futures Trading 

Commission’s (CFTC) (together the Commissions) joint proposed rules and guidance 

(Proposed Rule)
 2

 regarding prevention and detection of identity theft.  The Proposed Rule 

implements section 1088 of the Dodd-Frank Act, which transferred authority over certain 

parts of the Fair Credit Reporting Act, section 615(e) (FCRA) from the Federal Trade 

Commission (FTC) to the SEC and CFTC for entities they regulate.  We support the 

Commissions’ implementation of the rules and guidance in a manner consistent with the FTC 

and other agencies’ joint rulemakings in this area, with a few technical modifications 

suggested below. 

 

                                                           
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 

advisory firms that collectively manage in excess of $10 trillion for a wide variety of individual and institutional 

investors, including private funds, pension plans, trusts, investment companies, endowments, foundations, and 

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

 
2
 Identity Theft Red Flag Rules, 77 Fed. Reg. 13450 (March 6, 2012), available at 

http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2012-5157a.pdf. 

 

http://comments.cftc.gov/
mailto:Rule-comments@sec.gov
http://www.investmentadviser.org/
http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2012-5157a.pdf
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Background 

 

In 2007, the FTC, Office of the Comptroller of the Currency, Board of Governors of the 

Federal Reserve System, Federal Deposit Insurance Corporation, Office of Thrift Supervision, 

and National Credit Union Administration (together “the Agencies”) issued joint rules and 

guidance to implement provisions of the FCRA regarding the detection, prevention, and 

mitigation of identity theft for entities that were subject to their authority.  Because the FCRA 

did not grant the SEC and CFTC responsibility over the rules at that time, entities otherwise 

subject to the Commissions’ jurisdiction determined whether they fell within the scope of the 

FTC’s rules and, if so, came into compliance with those rules.  In 2010, the Dodd-Frank Act 

amended the FCRA to transfer authority for the identity theft red flag rules to the CFTC and 

SEC with respect to entities under their respective jurisdictions.   

 

To implement this transfer of authority, the Commissions have now proposed rules that 

are substantially similar to those adopted by the Agencies.  They would require “financial 

institutions” and “creditors” that offer or maintain “covered accounts” and that fall under the 

jurisdiction of either the SEC or the CFTC to implement a program to prevent identity theft.  

The Commissions note that the Proposed Rule would “not contain new requirements not 

already in the Agencies’ final rules, nor would they expand the scope of those rules to include 

new entities that were not already previously covered by the Agencies’ rules.”  We support 

this approach and offer a few suggestions below to conform more closely the Commissions’ 

proposed language to the FCRA and the Agencies’ rules. 

 

1. Scope section and definition of “financial institution”  

 

The SEC in its proposed “scope” subsection would apply the red flags rules and 

guidelines to a “financial institution” or “creditor,” as defined by the FCRA, that is also a 

broker-dealer, investment company, or investment adviser registered or required to be 

registered with the SEC.  The SEC explains that these are the entities it regulates that are most 

likely to qualify as “financial institutions” or “creditors.”  As the SEC recognizes elsewhere in 

the proposing release, however, investment advisers are unlikely to be financial institutions or 

creditors. 

 

Pursuant to FCRA section 603(t), a “financial institution” includes certain banks and 

credit unions, and “any other person that, directly or indirectly, holds a transaction account 

belonging to a customer.”  For these purposes, a “transaction account” means “a deposit or 

account on which the depositor or account holder is permitted to make withdrawals by 

negotiable or transferable instrument, payment orders of withdrawal, telephone transfers, or 

other similar items for the purpose of making payments or transfers to third parties or 

others.”
3
 

 

Investment advisers are not banks or credit unions and do not hold transaction accounts, 

such as custodial accounts or accounts with check-writing privileges.  Instead, any cash or 

                                                           
3
 Federal Reserve Act, section 19(b). 

 



 

 

Mr. David A. Stawick 

Ms. Elizabeth M. Murphy 

May 7, 2012 

Page 3 of 4 
 

  

securities managed by investment advisers must be held in custody with financial institutions 

that are qualified custodians (broker-dealers or banks, primarily).  Accordingly, we agree with 

the SEC’s analysis “that most registered investment advisers are unlikely to hold transaction 

accounts and thus would not qualify as financial institutions.”
4
  Nonetheless, the SEC 

indicates that its proposal does not exclude investment advisers or any other entities regulated 

by the SEC because they “may” hold transaction accounts or otherwise meet the definition of 

“financial institution.”
5
  Although the SEC’s proposed rule language appropriately would not 

subject entities that are not otherwise “financial institutions” to the rule requirements, we 

believe a cleaner approach would be to eliminate investment advisers from the entities 

specifically mentioned in the scope subsection.  

 

The CFTC’s proposed “scope” subsection “applies to financial institutions and creditors 

that are subject to” the Commission’s enforcement jurisdiction under the FCRA.  The CFTC 

proposal is worded to reference the potentially affected entities in the definition of “financial 

institution” and “creditor” (i.e., “[f]inancial institution has the same meaning as in 15 U.S.C. 

1681a(t) and includes any” FCM, CPO, CTA, or other CFTC-regulated entity that “directly or 

indirectly holds a transaction account belonging to a customer.”).
6
  We respectfully suggest 

that the CFTC instead take the approach of simply cross referencing the FCRA definitions of 

“financial institution” and “creditor.”  This approach is more consistent with the SEC’s and 

other Agencies’ language and permits all of the Agencies’ rules automatically to sync should 

the FCRA definitions change in the future, without the need for further rulemaking.   

 

2. The definition of “creditor” 

 

Under the Proposed Rule, the Commissions propose to define the term “creditor” based on 

the definition provided in the FCRA.  Pursuant to section 615(e)(4),
7
 a “creditor” is a person 

that regularly extends, renews or continues credit, or makes those arrangements that 

“regularly and in the course of business…advances funds to or on behalf of a person, based on 

an obligation of the person to repay the funds or repayable from specific property pledged by 

or on behalf of the person.”   The Commissions properly recognize that the FCRA excludes 

from the definition of “creditor” a person that advances funds on behalf of a person for 

                                                           
4
 Proposed Rule, 77 Fed.Reg.at 13453. 

 
5
 We understand, for example, that an entity dually registered with the SEC as a broker-dealer and investment 

adviser may be a “financial institution” covered by the rule.  However, that entity would already be subject to the 

red flag rules in its capacity as a broker-dealer.  Other than with respect to entities that are registered, and serve, 

in multiple capacities, we are not aware of circumstances in which an investment adviser as such would hold a 

transaction account. 

 
6
 CPOs and CTAs are engaged in the business of operating and managing assets for pools, and in the case of 

CTAs, other clients.  They generally do not provide the services and functions of banks, credit unions or other 

financial intermediaries and do not hold “transaction accounts,” and are therefore not “financial institutions” 

under the FCRA. 

 
7
 FCRA section 615(e)(4) is based on the definition of “creditor” ascribed in the Equal Credit Opportunity Act 

(“ECOA”), section 702(e). 
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expenses incidental to a service provided by the creditor to that person.
8
  Similarly, the 

Commissions explain the proposed definition of “creditor” would not include CTAs or 

investment advisers if they bill in arrears and do not “advance” funds to investors and clients.   

 

The CFTC states that its definition would include certain entities, including CPOs and 

CTAs, “that regularly extend, renew or continue credit or make those credit arrangements.”  

However, CPOs and CTAs generally do not extend credit.  Accordingly, as discussed above, 

we recommend that the CFTC definition simply cross-reference the FCRA definition of 

“creditor” as amended by the Red Flag Program Clarification Act of 2010.
9
 

 

* * * 

 

We appreciate the Commissions’ consideration of our comments.  Please contact me 

or Paul Glenn, IAA Special Counsel at (202) 293-4222 with any questions regarding these 

matters. 

 

Respectfully submitted, 

 

 
 

Karen L. Barr 

General Counsel 

 

 

 

 

cc: The Honorable Gary Gensler, Chairman 

The Honorable Jill E. Sommers, Commissioner 

The Honorable Bart Chilton, Commissioner 

The Honorable Scott D. O’Malia, Commissioner 

The Honorable Mark P. Wetjen, Commissioner 

 

The Honorable Mary L. Schapiro, Chairman 

The Honorable Elisse B. Walter, Commissioner 

The Honorable Luis A. Aguilar, Commissioner 

The Honorable Troy A. Paredes, Commissioner 

The Honorable Daniel M. Gallagher, Commissioner 

 

                                                           
8
 Proposed Rule, 77 Fed. Reg. at 13454. 

 
9
 Pub. L. 111-319 (2010) (inserting new section 4 at the end of section 615(e) of the FCRA). 



                                                                                  
        

April 30, 2012 

 

Via Electronic Mail:  secretary@cftc.gov  

 

David A. Stawick 

Secretary of the Commission 

Commodity Futures Trading Commission 

Three Lafayette Centre 

1155 21
st
 Street, NW 

Washington, DC  20581 

 

Re:  Request for an Extension of Time for Compliance with Registration as a Result 

of the Amendments to § 4.13 

 

Dear Mr. Stawick: 

 

 Managed Funds Association
1
 (“MFA”), Investment Adviser Association

2
 (“IAA”), and 

Alternative Investment Management Association
3
 (“AIMA”) (together, the “Associations”) 

respectfully request that the Commodity Futures Trading Commission (the “Commission” or 

“CFTC”) grant commodity pool operators (“CPOs”) an extension of time for compliance with 

the CPO registration requirements under Section 4n of the Commodity Exchange Act.  The 

Associations make this request to facilitate compliance with the Commission’s recent 

amendments to the registration and compliance obligations of commodity pool operators and 

commodity trading advisors.
4
  As the Commission knows, these amendments, among other 

things, repealed the exemption from CPO registration under § 4.13(a)(4). 

                                                           
1
 The Managed Funds Association (MFA) represents the global alternative investment industry and its investors by 

advocating for sound industry practices and public policies that foster efficient, transparent, and fair capital markets. 

MFA, based in Washington, DC, is an advocacy, education, and communications organization established to enable 

hedge fund and managed futures firms in the alternative investment industry to participate in public policy 

discourse, share best practices and learn from peers, and communicate the industry’s contributions to the global 

economy. MFA members help pension plans, university endowments, charitable organizations, qualified individuals 

and other institutional investors to diversify their investments, manage risk, and generate attractive returns.  MFA 

has cultivated a global membership and actively engages with regulators and policy makers in Asia, Europe, North 

and South America, and all other regions where MFA members are market participants. 

2
 The Investment Adviser Association is a not-for-profit association that represents the interests of SEC-registered 

investment adviser firms and private fund advisers.  Founded in 1937, the IAA’s membership consists of more than 

500 advisory 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 the IAA’s web site: www.investmentadviser.org.  

3
 AIMA is the trade body for the hedge fund industry globally; our membership represents all constituencies within 

the sector – including hedge fund managers, fund of hedge funds managers, prime brokers, fund administrators, 

accountants and lawyers. Our membership comprises over 1,200 corporate bodies in over 40 countries.   

4
 See Final Rules for Commodity Pool Operators and Commodity Trading Advisors: Compliance Obligations, 77 

Fed. Reg. 11284 (Feb. 24, 2012), hereinafter, the “Adopting Release.” 

mailto:secretary@cftc.gov
http://www.investmentadviser.org/
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I. Executive Summary 

 

The Adopting Release states that “CPOs claiming exemption under § 4.13(a)(4) shall be 

required to comply with the rescission of § 4.13(a)(4) by December 31, 2012” and that 

“compliance shall be required for all other CPOs” upon the effective date of the final 

rulemaking, April 24, 2012.
5
  As a result, the CPO of any pool that wishes to rely on § 4.13(a)(4) 

until December 31, 2012, must have claimed such exemption prior to April 24, 2012.
6
  

Additionally, we infer from the Adopting Release that a CPO, in determining whether it qualifies 

for an exemption under § 4.13(a)(3) with respect to a pool, must take into account any swaps 

traded on behalf of the pool, by the later of December 31, 2012 or 60 days after the effective date 

of the final rulemaking further defining the term “swap” and establishing margin requirements 

for such instruments.
7
  The Associations believe that an extension of time is needed for 

compliance with the CFTC’s registration requirements in order for funds and pool operators to 

be in compliance, and to minimize and avoid investment disruptions to investors.  The 

Associations believe that due to the complexity of analyzing and calculating the level of 

commodity interests in fund portfolios, and the length of time that is generally necessary for the 

registration process to be completed, including the identification of all personnel who must 

register as associated persons, the required submission of fingerprint cards, and proof of passing 

proficiency requirements, additional time is required. 

 

Accordingly, for the reasons discussed herein, we respectfully request that the 

Commission extend the period during which a CPO may still claim an exemption pursuant to § 

4.13(a)(4) with respect to a newly formed pool from April 24, 2012, to December 31, 2012.  

Likewise, we respectfully request that the Commission extend the date by which a CPO may 

claim an exemption under § 4.13(a)(3) without taking into account any swaps traded on behalf of 

the pool from the later of December 31, 2012 or 60 days after the effective date of the final 

rulemakings further defining the term “swap” and establishing margin requirements for swaps to 

ten months from the publication of final rules on the definition of swaps and margin 

requirements for swaps.   

 

II. Request for an Extension of Time to Comply with the Rescission of § 4.13(a)(4) 
 

The Associations appreciate the Commission’s intention of providing market participants 

with twelve months following the issuance of the Adopting Release to become registered and in 

compliance with the Commission’s regulations.
8
  The Adopting Release, however, issued on 

February 24, 2012 requires a CPO claiming exemption under § 4.13(a)(4) to be in compliance 

with the rescission of § 4.13(a)(4) by December 31, 2012, providing such CPO with only ten 

                                                           
5
 Id.at 11265. 

6
 But see n.9, infra. 

7
 See Adopting Release at 11252; see also Adopting Release at 11260.   

8
 77 FR 11252 at 11265.  Although the Commission referenced 12 months for compliance in the Adopting Release, 

the actual time provided to market participants was 10 months. 
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months to be in compliance, rather than twelve months.  We believe that ten months is the 

minimum amount of time that firms will need for compliance.  The Adopting Release requires 

“all other CPOs” to be in compliance on April 24, 2012.
9
  We believe 60 days from the date of 

issuance of the Adopting Release is insufficient time for an investment firm to become compliant 

with the Commission’s regulations and that the Commission should extend the compliance date 

to December 31, 2012 for the following reasons:  (1) market participants need CFTC guidance 

and clarification with respect to the Adopting Release and registration to help them determine 

whether they are subject to the registration requirements; (2) market participants need additional 

time  for portfolio analysis, registration, if necessary, and compliance; and (3) a short 

implementation period is disruptive for investors.  We believe that extending the time for 

compliance for operators of new funds to December 31, 2012, would allow for a smoother 

transition, minimize disruption to investors, and ensure the greatest level of compliance with the 

new registration requirements. 

 

1. CFTC Guidance and Clarification on the Adopting Release and Registration is 

Needed. 

 

There is a fair amount of uncertainty in the industry surrounding the Adopting Release.
10

  

Our members have a number of transition, registration and implementation questions with 

respect to the rescission of § 4.13(a)(4), which the Associations, various law firms and the 

National Futures Association (“NFA”) have submitted to CFTC staff for guidance.  We 

understand the CFTC staff is working diligently on issuing “Frequently Asked Questions” for 

market participants.  Nevertheless, some of the outstanding questions concerning who is the CPO 

and who has to register are fundamental to registration and compliance.  As another example, the 

Adopting Relief rescinded Appendix A, making it uncertain for a fund of funds whether it may 

comply with § 4.13(a)(3) or should register with the Commission.  Without further clarification 

from the Commission in these respects, it is very difficult for a market participant to even begin 

the registration and compliance process.   

 

2. Additional Time is Necessary for Portfolio Analysis, Registration and Compliance. 

 

The Associations believe that 60 days is an insufficient amount of time for a CPO of a 

new pool to become compliant with the Commission’s registration requirements after its 

rescission of § 4.13(a)(4).  The Associations are finding that compliance with the Commission’s 

new regulations is a multi-step process, with each step taking at least several weeks to complete, 

as described further below.  Moreover, we emphasize that registration is in and of itself a lengthy 

process, as it requires the registration of Associated Persons, the proof of proficiency tests and 

                                                           
9
 It is not clear from the Adopting Release whether a CPO with pools claiming exemption under § 4.13(a)(4) would 

have to be registered with the CFTC on April 24, 2012 if it launches a new pool.  We have requested clarification 

from CFTC staff that the CPO of a private fund launched on or after April 24, 2012 may claim relief under § 

4.13(a)(4) for a new fund as the CPO has relied, prior to April 24, on § 4.13(a)(4) for other pools.  CFTC staff was 

not able to provide responses to these questions by April 24, 2012.  We understand that it may take the staff more 

time to respond to these questions. 

10
 We note that an amended version of the revised rules, with a fair number of edits, was only published on March 

26, 2012.  See 77 FR 17329 (Mar. 26, 2012). 
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the submission of fingerprint cards.  In further detail below are the multiple steps necessary for 

compliance with the Commission’s regulations.    

 

Steps Needed For Compliance 

 

(1) Awareness and Education.  From our experience, many new or previously exempt 

CPOs are generally unfamiliar with the Commission’s registration and compliance 

requirements.  The amendments to § 4.13 are proving to be a substantial regulatory 

challenge for market participants.  The Associations have made a strong push to 

notify members of the regulatory changes relating to a CPO, but nevertheless have 

found that many members are just beginning to comprehend the significance of the 

compliance requirements.
11

   

 

(2) Analysis of Portfolio.  Prior to the launch of a new pool, an operator will need to 

determine the pool’s level of anticipated commodity interest trading and whether the 

pool will qualify the operator for the § 4.13(a)(3) exemption.  This process may 

include the use of electronic trading models to anticipate the level of commodity 

interest trading.   

 

(3) Registration of Principals and Associated Persons; Form 8-R, Fingerprint Cards 

and Taking the Series 3 Exam.  A CPO must register its Associated Persons and list 

its Principals before it can register with the CFTC, and become a member of NFA.  

As part of that process, each Principal and Associated Person must file a registration 

statement (Form 8-R) and fingerprint cards.  The submission and processing of 

fingerprint cards can often take several weeks.
12

  An Associated Person also is 

required to pass the Series 3 exam in order to register.  On average, an applicant 

needs two to three months to study and prepare for the Series 3 exam, assuming he or 

she passes the exam on the first sitting.  NFA grants waivers from the Series 3 exam 

in a few limited circumstances.  However, the process seeking a waiver takes some 

time and we expect that the process will likely become backlogged given the number 

of applicants who will likely need to register with the Commission as a result of 

hedging activity through the use of commodity interests.  Nevertheless, after seeking 

a waiver, the NFA may decline to grant the waiver, forcing an applicant to start the 

Series 3 exam process.  

 

(4) CPO Registration.  The last step to registration as a CPO is filing the Form 7-R with 

NFA. 

 

                                                           
11

 The Associations believe that as a result of the unprecedented level of regulatory changes resulting from the 

Dodd-Frank Wall Street Reform and Consumer Protection Act of 2009 (the “Dodd-Frank Act”), many market 

participants are finding it challenging to keep up with all of the developments. 

12
 It is not uncommon for processing to be delayed because a print is not legible and a new set of fingerprint cards is 

required. 
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(5) Compliance with CFTC and NFA Rules.  A registered CPO is expected and 

required to be in compliance with CFTC and NFA rules.  A CPO whose pool satisfies 

the § 4.7(b) requirements will be eligible for exemptions from certain part 4 

requirements; otherwise, a CPO must comply with the Commission’s detailed and 

prescriptive disclosure document requirements.
13

  The Commission’s recordkeeping 

regulations require a CPO to maintain books and records at its main business office.  

Many private investment funds, however, are set up such that books and records are 

often maintained by third party service providers.
14

  A CPO will need time to either 

seek Commission relief or modify its business model.
15

  NFA compliance 

requirements include NFA By-law 1101
16

 and items listed in NFA’s self-assessment 

checklist.
17

  All together these compliance requirements can take a CPO several 

months to implement. 

 

As explained, there are a few different steps to the registration and compliance process, 

which all together require a few months-worth of planning and preparation.  Registration and 

compliance as a CPO is not a small undertaking.  In addition, for an operator that needs to 

register with the Commission the process will also likely entail seeking internal approval for re-

budgeting and additional resources, including staff, for the legal and compliance departments.
18

   

We note for comparison that the Securities and Exchange Commission (“SEC”) provided 

investment advisers with nine months to register and file Form ADV and about nine to ten 

                                                           
13

 The Associations have asked the CFTC staff to provide guidance that existing investors in a privately offered pool 

may be grandfathered from the § 4.7 criteria; and the operator of the pool may claim the relief under § 4.7(b) if, 

prospectively, all new participations are purchased by qualified eligible persons.  We are also aware that the staff is 

addressing certain issues relating to the transition from § 4.13(a)(4) to § 4.7 in its response to “Frequently Asked 

Questions.” 

14
 Investors of privately-offered investment funds are increasingly expecting and demanding that third party service 

providers perform services, such as creating accounting records, and receiving and reviewing subscriptions.   

15
 See, e.g., letter from Stuart J. Kaswell, Executive Vice President and Managing Director, MFA, to David A. 

Stawick, Secretary, CFTC, dated April 24, 2012, on Regulation 4.5 Harmonization (recommending harmonization 

with SEC requirements for privately-offered funds on the location of books and records) available at: 

http://www.managedfunds.org/wp-content/uploads/2012/04/MFA-harmonization-comments-final-4-24-12.pdf; see 

also letter from Karen L. Barr, General Counsel, Investment Adviser Association, to David A. Stawick, Secretary, 

CFTC, dated April 24, 2012, Regulation 4.5 Harmonization. 

16
 NFA By-law 1101 requires that registered CPOs only transact business with persons who are NFA members or 

exempt from registration.  Accordingly, CPOs must conduct due diligence with underlying managers, 

investors/clients, futures commission merchants and introducing brokers.  This process can take several weeks to 

months, especially when educating foreign investors or business partners unfamiliar with NFA and its rules. 

17
 NFA’s self-examination questionnaire contains a fairly thorough list of compliance requirements.  A copy of 

NFA’s self-examination questionnaire can be found at:  http://www.nfa.futures.org/NFA-compliance/publication-

library/self-exam-questionnaire.pdf.  

18
 We understand from members that as a result of increasing regulatory requirements under the Dodd-Frank Act, 

including systemic risk reporting through Form PF, CPO registration and compliance will warrant the hiring of 

additional personnel. 

http://www.managedfunds.org/wp-content/uploads/2012/04/MFA-harmonization-comments-final-4-24-12.pdf
http://www.nfa.futures.org/NFA-compliance/publication-library/self-exam-questionnaire.pdf
http://www.nfa.futures.org/NFA-compliance/publication-library/self-exam-questionnaire.pdf
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months for large private fund advisers to prepare and file their first Form PF.
19

  We see no 

practical distinction between a new pool whose operator would have been eligible for exemption 

under § 4.13(a)(4) and a pool that filed a § 4.13(a)(4) exemption prior to April 24 2012 that 

would warrant different implementation dates for the rescission of § 4.13(a)(4) by their 

operators.    

 

3. A Short Implementation Period is Disruptive for Investors. 

 

A short implementation period creates investment disruptions for investors.  The effect of 

the 60-day compliance deadline is that it will prevent the launch of a new private pool that has 

been under development.  It will be severely disruptive to investors if the CPO has to delay the 

launch of its pool until the end of the year or later while the CPO completes the registration 

process.  An investment firm, in operating a business, plans and develops its investment products 

for the upcoming year and beyond.  In some cases, a CPO may have pools with respect to which 

the CPO has claimed exemption under § 4.13(a)(4), and has plans to raise investment capital 

from new and existing investors in a new feeder fund or a parallel fund to an existing fund 

claiming exemption under § 4.13(a)(4).
20

  In other cases, a CPO may have plans to start a 

wholly-owned subsidiary to trade commodity interests for investors in an existing § 4.13(a)(4) 

pool.  We believe the 60-day compliance date of April 24, 2012 for operators of new pools is 

problematic; and that it creates an unlevel playing field for the Commission to provide a 10-

month transition period for a CPO with a pool claiming exemption under § 4.13(a)(4), but then to 

require the same CPO or a new CPO to be registered in 60 days if it were to launch a new pool 

after April 24, 2012.  As a practical matter, the short implementation period will cause a CPO to 

delay the launch of a new privately-offered pool for several months, disrupting the investment 

plan and economic opportunity of investors. 

  

 

* * * 

 

The Associations and their members have a strong interest in attaining the highest level 

of compliance possible across the industry.  We are interested in working with the Commission 

to achieve the best outcome for all parties—a smooth regulatory transition for regulators, 

registrants and their investors/clients.  For the reasons discussed above, we believe 60 days is an 

insufficient amount of time for an operator of a new pool to assess its likely trading in 

commodity interests, register and come into compliance with the Commission and NFA’s rules.  

The current bifurcated deadline also creates competitive disparities between market participants. 

 

                                                           
19

 See 76 FR 42950 (July 19, 2011) (requiring investment advisers to register with the SEC by March 30, 2012); 76 

FR 71128 (Nov. 16, 2011) (requiring large private fund advisers to begin filing Form PF within 60 days following 

the end of their first fiscal year or fiscal quarter, as applicable, to end on or after June 15, 2012). 

20
 In the view of the Associations and many practitioners, the Adopting Release did not make clear whether a CPO 

with pools claiming exemption under § 4.13(a)(4) would have to be registered with the CFTC on April 24, 2012 if it 

launched new pools. 
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Accordingly, we respectfully request that the Commission extend the compliance date for 

a CPO of a new pool that would have been eligible to claim an exemption under § 4.13(a)(4) 

from April 24 to December 31, 2012.
21

   

 

III. Request for an Extension of Time to Comply with § 4.13(a)(3) 

 

A market participant needs to know how a swap is defined and the margin requirements 

for such instruments before it can begin to analyze and determine whether it is a CPO, whether it 

qualifies for the § 4.13(a)(3) exemption, and whether it needs to register as a CPO and be in 

compliance with the CFTC’s part 4 regulations.  We infer from the Adopting Release and 

guidance from Commission staff that if a CPO can no longer comply with § 4.13(a)(3) after 

taking into account swaps, then, consistent with § 4.5, it will not be required to register (or rely 

on another exemption from registration) until the later of December 31, 2012 or 60 days after the 

adoption of final rules defining the term “swap” and establishing margin requirements for such 

instruments.
22

  We appreciate the Commission’s efforts to provide investment firms with ten 

months for compliance with registration.  However, we believe that the commencement of the 

implementation period should start upon publication of final rules defining the term “swap” and 

establishing margin requirements for such instruments, as prior to such final rulemaking a market 

participant will not know whether it needs to register as a CPO.  Without an extension of time, 

we are concerned that a market participant will not have adequate time to comply with its 

registration and compliance obligations.   

 

Many investment pools/funds use swaps and/or security-based swaps as hedging tools.  

While we are familiar with the statutory definition for “swap” and “security-based swap,” many 

investment funds use products such as customized baskets of credit default swaps or other 

structured products, which are not clearly defined.  In fact, at this time, it is possible for a market 

participant not to know whether it is a pool operator because it is unclear whether the products 

traded in its pool are “swaps” or “security-based swaps.”  More commonly, however, a market 

participant is unlikely to know whether its pool meets the de minimis level of commodity interest 

trading established in § 4.13(a)(3). 

 

It will not be until the Commission has adopted final rules defining the term “swap” and 

establishing margin requirements for swaps that a market participant will be able to begin 

analyzing its investment portfolios to determine whether it is a CPO and whether its pool or 

pools trade more than a de minimis level of commodity interests.  In analyzing a pool’s 

investment portfolio, an operator first will have to review each of its pool’s contracts to 

determine whether it is a swap contract or a security-based swap contract.  Then, an operator will 

have to calculate the margin and initial premiums or the net notional value of its swap contracts.  

This process will likely take much longer for operators of pools, other than the largest pool 

complexes, that do not have electronic systems to account for swaps trading and clearing, 

                                                           
21

 The request applies to CPOs of pools that would be required to register based on the current definition of 

“commodity interest,” i.e., excluding swaps. 

22
 See 77 FR 11252, 11260.  We requested CFTC staff confirmation with respect to this compliance date as well. 
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including the calculation of margin and initial premiums.  The manual calculation of margin and 

initial premiums for swap contracts will be burdensome and labor intensive. 

 

As an investment portfolio is not static, a CPO will likely have to conduct back-testing of 

its portfolios to determine the historic levels of trading in commodity interests, as well as 

understand the likely future use of commodity interests for purposes of § 4.13(a)(3).  These 

analyses, especially for operators of multiple funds, could in and of themselves take several 

weeks if not a few months.   

 

Operators who determine to claim the § 4.13(a)(3) exemption will need time to establish 

or build systems to ensure compliance with, and allow for monitoring of, the § 4.13(a)(3) 

aggregate trading and/or net notional tests.  In addition, operators will need time to train their 

employees on the regulations and systems in place to monitor for and ensure compliance.  

Operators that determine that they must register with the Commission will need to start the 

registration and compliance process with CFTC and NFA rules described in section II.  As 

discussed, a CPO will need several months to satisfy the registration and compliance process. 

 

We understand that the Commission is likely to adopt final rules on the definition of 

swap and margin requirements for such instruments in the second or third quarter of 2012.  

Given that a market participant will not be able to begin analyzing its investment portfolio until 

this time, we are concerned that a market participant will not have sufficient time to conduct 

such analysis, and implement systems to monitor a pool’s level of commodity interest trading or 

register and come into compliance as a CPO by December 31, 2012.  As the portfolio analysis 

for a pool that trades swaps is likely to be more complicated and require more time than for a 

pool that only trades futures and options, we believe the Commission should provide a CPO 

relying on § 4.13(a)(3) with at least ten months from the publication of final rules on the 

definition of swaps and the margin requirements of swaps to come into compliance.  A ten-

month implementation period upon the publication of final rules will allow market participants to 

seek additional guidance or clarification on swaps or margin requirements, should it be 

necessary, and to come into compliance with the Commission and NFA’s rules with minimal 

disruption. 

 

Our members take regulatory compliance very seriously as shortcomings can be 

extremely damaging to their investor relations.  Members are concerned that a short 

implementation period is impractical and will only set them up for failure.  The Commission, in 

the Adopting Release, has recognized with respect to §§ 4.5 and 4.13(a)(4) that a short 

implementation period is not practicable and that ten months is an adequate time for investment 

firms to come into compliance with the Commission’s regulations.
23

  We believe the 

Commission should extend the date by which a CPO can claim an exemption under § 4.13(a)(3) 

to ten months from the publication of final rules on the definition of swaps and margin 

requirements for swaps.  This would provide a market participant with sufficient time to 

determine whether it can qualify for exemption under § 4.13(a)(3), and if not, to register and 

come into compliance with Commission and NFA rules. 

                                                           
23

 See, e.g., 77 FR 11252 at 11260, 11265, and 11280. 
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 Accordingly, we respectfully request that the Commission extend the date before which a 

CPO claiming an exemption under § 4.13(a)(3) must take into account any swaps traded on 

behalf of the pool to ten months from the publication of final rules on the definition of swaps and 

margin requirements for swaps.  

 

IV. Conclusion 

 

The Associations appreciate the Commission’s consideration of their request on behalf of 

members for an extension in time to comply with CPO registration.    We are concerned that the 

current compliance deadlines with respect to §§ 4.13(a)(4) and (a)(3) do not provide sufficient 

time for investment firms to comply with CPO registration, and will severely disrupt new 

business activity and cause investment disruptions to investors.  The Associations and its 

members take compliance very seriously and want to ensure that regulatory requirements are 

practical; thus, increasing the propensity for compliance and minimizing business and investment 

disruption. 

 

The Associations look forward to an opportunity to discuss their requests for extensions 

of time with the Commission and its staff and to answer any questions.  Please feel free to 

contact Stuart Kaswell or Jennifer Han of MFA at (202) 730-2600, Karen Barr of IAA at (202) 

293-4222, and Jiří Krόl of AIMA at +44 (0)20 7822 8380 for more information. 

 

 

      Respectfully submitted, 

 

 

/s/ Stuart J. Kaswell  /s/ Karen Barr    /s/ Jiří Krόl 

 

Stuart J. Kaswell  Karen Barr    Jiří Krόl 

Executive Vice President General Counsel   Director of Government and  

& Managing Director  Investment Adviser Association Regulatory Affairs 

Managed Funds Association      Alternative Investment 

 Management Association 

  

Cc: 

 The Hon. Chairman Gary Gensler  

The Hon. Commissioner Bart Chilton  

The Hon. Commissioner Jill E. Sommers  

The Hon. Commissioner Scott D. O’Malia 

 The Hon. Commissioner Mark P. Wetjen 

 Dan Berkovitz, General Counsel 

 Gary Barnett, Director 

  Division of Swap Dealer and Intermediary Oversight 

 Kevin Walek, Division of Swap Dealer and Intermediary Oversight 

 Amanda Olear, Special Counsel 
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  Division of Swap Dealer and Intermediary Oversight 

 

 Daniel J. Roth, President and CEO, NFA 

 Daniel A. Driscoll, Executive Vice-President, COO, NFA 

 Thomas W. Sexton, Senior Vice-President, NFA 

 Regina G. Thoele, Senior Vice-President, NFA 
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April 24, 2012 
 

VIA ELECTRONIC MAIL 

 
Mr. David Stawick        
Secretary      
Commodity Futures Trading Commission    
Three Lafayette Centre 
1155 21st Street, NW       
Washington, DC 20581    
       

 
 Re:  Regulation 4.5 Harmonization, 17 CFR Part 4 

 

Dear Mr. Stawick: 
 

The Investment Adviser Association1 appreciates the opportunity to submit comments 
on the proposed amendments (“Proposal”)2 to harmonize the disclosure, reporting and 
recordkeeping requirements of the Commodity Futures Trading Commission (“CFTC” or 
“Commission”) and the Securities Exchange Commission (“SEC”) applicable to investment 
companies registered under the Investment Company Act of 1940 (“RICs”) whose advisers 
will be subject to registration as commodity pool operators (“CPOs”) under CFTC Regulation 
4.5.  We write primarily with respect to the Commission’s request for comment on whether 
any of the harmonization provisions should be applied to operators of private funds that are 
not registered investment companies (“private fund advisers”).   Many of our members are 
private fund advisers that will be required to register as CPOs and/or commodity trading 
advisors (“CTAs”) and we believe that certain of the harmonization provisions should also be 
available to them.  Accordingly, we urge the Commission to apply certain harmonization 
provisions to all CPOs and CTAs as discussed below.  

 
The primary objective of the Proposal is to minimize the risk and burden of 

duplicative, inconsistent and potentially conflicting disclosure, reporting and recordkeeping 
requirements of the CFTC and SEC on RICs and their advisers that will be subject to CFTC 
jurisdiction as CPOs.  Accordingly, for such RICs, the CFTC proposes to (i) offer relief from 

                                                           
1 The Investment Adviser Association is a not-for-profit association that represents the interests of SEC-
registered investment adviser firms and private fund advisers.  Founded in 1937, the IAA’s membership consists 
of more than 500 advisory 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
 Harmonization of Compliance Obligations for Registered Investment Companies Required to Register as 

Commodity Pool Operators, 17 CFR Part 4 (Feb. 24, 2012) (“Proposal”), available at 
http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2012-3388a.pdf. 

http://www.investmentadviser.org/
http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2012-3388a.pdf
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various CFTC disclosure document content, delivery, performance, updating, and 
acknowledgment requirements, (ii) grant relief from certain periodic reporting obligations, so 
long as the required information is available on the CPO’s web site, and (iii) permit required 
books and records to be maintained at the CPO’s main office or at the offices of a third-party, 
under certain conditions.  

 
We fully support the goal of minimizing duplicative, inconsistent and potentially 

conflicting disclosure, reporting and recordkeeping requirements by the CFTC and SEC.  
Accordingly, we recommend several important changes to the Proposal that are consistent 
with this goal.  First, we urge the Commission to permit all CPOs and CTAs to maintain 
required books and records at third party locations.  Second, we suggest that the Commission 
extend the deadline for CPOs filing annual reports in order to harmonize the CFTC’s 
reporting deadlines with those of the SEC.  Third, we recommend that the Commission 
harmonize its past performance reporting requirements with those of the SEC for SEC-
registered advisers.  Fourth, we support the Commission’s proposal to permit all CPOs and 
CTAs (including private fund advisers) to file updates to disclosure documents twelve months 
from the date of the document.  Finally, we request the Commission to extend the proposed 
relief for disclosure document and account statement delivery requirements to all CPOs.  Our 
concerns are further discussed below. 

 
Introduction 
 
In considering the application of its requirements to SEC-registered investment 

advisers, the Commission should consider the regulations to which such advisers are already 
subject.  Our members are all SEC-registered investment adviser firms subject to the SEC’s 
regulatory and oversight framework under the Investment Advisers Act of 1940 (“Advisers 
Act”).  Under the Advisers Act, investment advisers are fiduciaries that must act in the best 
interests of their clients.  As we described in our comment letter on the Commission’s 
proposal to rescind CFTC Regulations 4.13(a)(3) and (a)(4),3 SEC-registered advisers are 
required to provide substantial disclosures to both the SEC and to clients on Form ADV, 
which is publicly available on the SEC’s web site.4  In addition, investment advisers are 
subject to substantive requirements under the Advisers Act intended to protect investors and 
ensure compliance with applicable law.  For example, advisers are required to appoint a chief 
compliance officer, adopt a code of ethics, and develop and implement a robust compliance 
program.5  In addition, registered investment advisers must maintain specified books and 
records and must comply with the SEC’s advertising rules and guidance.6  Further, investment 

                                                           
3 Letter from Karen Barr, General Counsel, IAA to David Stawick, Secretary, CFTC (April 12, 2011). 
 
4 See Advisers Act Rule 203-1, 204-1 (requiring initial and annual filing of Form ADV and interim 
amendments). 
 
5 Advisers Act Rules 204A-1 and 206(4)-7. 
 
6 Advisers Act Rules 204-2 and 206(4)-1. 
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advisers must comply with the “custody rule,” which is intended to ensure the safekeeping of 
client assets.7   

 
 

1. The Commission should permit all CPOs and CTAs to maintain required books 
and records at third party locations. 
 
The Commission should permit all CPOs and CTAs (including, but not limited to, 

those operating or managing RICs) to maintain required books and records at third party 
locations.  Under CFTC Regulations 4.23 and 4.33, CPOs and CTAs are required to maintain 
books and records at their main business offices.  Strict adherence to this requirement would 
prevent CPOs and CTAs from utilizing the services of third parties to manage, store and 
secure their books and records.  However, prevailing technologies and current market 
practices enable companies that use third parties to retain complete visibility, security, and 
access to all their business records, regardless of format or location, often at a cost lower than 
maintaining the books and records themselves.  Indeed, the Commission has long permitted 
futures commission merchants and introducing brokers to utilize third parties to maintain 
required books and records.  Given these realities, we see no policy reasons for prohibiting 
CPOs and CTAs from using third parties to maintain books and records.  

 
CFTC Regulation 4.12(c) currently permits the CPO of a Commodity ETF to claim 

relief from the requirement to keep the CPO’s books and records at its main business address 
in CFTC Regulation 4.23.  The Proposal seeks to amend CFTC Regulation 4.12(c) to, among 
other things, permit RICs and their CPOs to maintain their records with third parties, subject 
to certain conditions.  In particular, the books and records that the CPO will not keep at its 
main business office must be maintained by the RIC’s administrator, distributor, or custodian 
(or a bank, registered broker or dealer acting in a similar capacity).  We recommend that the 
Proposal include similar relief to permit all CPOs and CTAs to maintain their books and 
records with third parties.  Our recommendation is supported by prevailing technologies, 
market practices, and recent actions by the Commission, and would harmonize CFTC 
requirements for private fund advisers with SEC guidance.8 

 
We further request the Commission to broaden the type of third parties that may 

maintain books and records for CPOs and CTAs.  We note that the SEC permits registered 
investment advisers and RICs to keep their required records at a wider range of third parties 
than does current CFTC Regulation 4.12(c).  For example, a registered investment adviser 
may keep records with administrators, distributors, custodians, sub-advisers, banks, broker-
                                                           
7 Advisers Act Rule 206(4)-2. 
 
8 Advisers Act Rule 204-2 generally requires investment advisers to maintain books and records “in an easily 
accessible place for a period of not less than five years….the first two years in an appropriate office of the 
investment adviser.”  The SEC permits records required by this rule to be maintained by third parties under 
certain conditions.  See, e.g., ABA Subcommittee on Private Investment Entities, SEC No-Action Letter (Dec. 8, 
2005); First Call Corporation, SEC No-Action Letter (Sept. 6, 1995). 
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dealers and/or futures commission merchants as well as with other third parties under certain 
conditions (e.g., the adviser has ready access to the records and the third party agrees to 
certain undertakings including retaining the records for up to six years).9  In addition, SEC-
registered investment advisers are required to identify the various locations of their books and 
records in Form ADV, Part 1A, which is publicly available on the SEC’s web site.  Similar 
relief should be available to all CPOs and CTAs. 

 
This relief would be consistent with relief previously granted by the Commission staff.  

For example, the Commission staff previously granted exemptive relief to allow books and 
records to be maintained with a third party where a registered CPO contracted with two firms 
to perform administrator, registrar, and transfer agent functions, including keeping and 
maintaining required books and records.10  The CFTC staff indicated that the exemptive relief 
would apply to any additional pool that the CPO may operate in the future.  The CFTC staff 
conditioned the relief on compliance with various conditions, including that the records are 
accessible for inspection, that the location of the records is disclosed, and that the CPO 
remains responsible for compliance with CFTC regulations. 

 
On the basis of the foregoing, we see no policy reason why similar relief should not be 

granted to all CPOs and CTAs, including private fund advisers.  Accordingly, we urge that the 
Commission permit greater flexibility in the maintenance of books and records beyond the 
confines of CPOs’ and CTAs’ main offices, provided that such books and records are secured 
and easily accessible and the location of the records is disclosed to the Commission and the 
National Futures Association (“NFA”) by, for example, referencing the disclosure on Form 
ADV, Part 1A. 
 

2. The Commission should extend the deadline for CPOs filing annual reports in 
order to harmonize the CFTC’s reporting deadlines with those of the SEC. 

 
CPOs must prepare periodic reports detailing the financial condition and performance 

of the pools they operate.  The reporting obligations are specified in CFTC Regulation 4.22 
(and CFTC Regulation 4.7 for exempt funds).  The reports are due quarterly (within 45 days 
after the end of each quarter) and annually (within 90 days after the pool's fiscal year-end).  
The annual report also must be filed electronically with the NFA.  The Commission mandates 
strict adherence to its reporting deadlines, and imposes disciplinary action on firms that are 
delinquent.  In order to avoid a potential disciplinary action, CPOs of non-fund-of-funds must 
generally request an extension11 by filing a hardship request with the NFA prior to the report’s 

                                                           
9 See, e.g., ABA Subcommittee on Private Investment Entities, SEC No-Action Letter (Dec. 8, 2005); First Call 
Corporation, SEC No-Action Letter (Sept. 6, 1995). 
 
10 CFTC Letter No. 08-04. 
 
11 CFTC Regulation 4.22(f)(1).   
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original due date.12  However, under Regulation 4.22(f)(2), a CPO that operates a pool that is 
a fund-of-funds may claim a 90-day automatic extension, subject to certain conditions, for the 
annual report for the pool.  Once the extension is claimed, there is no need to re-file for the 
extension on an annual basis and the extension continues to apply as long as the fund remains 
a fund-of-funds. 
 
 The SEC’s reporting deadline is different from the CFTC’s.  To comply with the 
“audit provision” of Rule 206(4)-2 (the “Custody Rule”) promulgated under the Investment 
Advisers Act of 1940, a private fund adviser must distribute to pool investors audited 
financial statements prepared in accordance with generally accepted accounting principles 
within 120 days of the pool’s fiscal year end.13  However, the SEC has afforded some 
flexibility in its reporting regime.  The underlying policy reason for its flexibility stems from 
the recognition that there are circumstances under which auditors might not be able to 
complete their work within the specified timeframes.  For example, the auditor of a fund-of-
funds would not be able to complete its work until the audit reports of the underlying funds 
are available.  Accordingly, the SEC has indicated that it would not recommend enforcement 
action against an adviser of a fund-of-funds or a top-tier fund (a fund-of-funds-of-funds), if 
the audited financial statements are distributed to investors within 180 days of the end of its 
fiscal year.14  Under certain circumstances, the SEC will further allow advisers to top-tier 
funds up to 260 days of a pool’s fiscal year to distribute audited financial statements to 
investors.15   
 
 Accordingly, advisers that fall within the jurisdiction of both the CFTC and SEC 
would be subject to inconsistent deadlines.  To avoid this problem, we suggest that the 
Commission (i) harmonize its annual reporting requirements and deadlines with those of the 
SEC, or (ii) provide that advisers that are in compliance with the SEC’s requirements under 
the “audit provision” of the Custody Rule will also be deemed to be in compliance with the 
CFTC’s requirements.  We believe this approach would further the Commission’s goal of 
minimizing inconsistent and conflicting requirements. 

 
 
 
 

                                                           
12 However, if the CPO is requesting an extension beyond 180 days after the pool's fiscal year-end, it must file its 
request directly with the CFTC. 
 
13 The vast majority of private fund advisers use the audit provision to comply with the Custody Rule. 
 
14 See SEC Staff Responses to Questions About the Custody Rule (December 13, 2011), Questions VI.7 and 
VI.8.A, available at: http://www.sec.gov/divisions/investment/custody_faq_030510.htm . 
 
15 Id., Question VI.8B. 
 

http://www.sec.gov/divisions/investment/custody_faq_030510.htm
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3. The Commission should harmonize mandatory performance reporting 
requirements. 

 
CPOs and CTAs are subject to mandatory performance reporting requirements in their 

disclosure documents.16  The Commission requires that operators of commodity pools that 
have less than a three-year operating history disclose performance data for each other pool 
and account operated by the CPO.  Performance data may also be required for certain other 
persons associated with the pool.17  For CTAs, a CTA disclosure document must generally 
show the performance of all accounts advised by the CTA. 

 
The Commission recognizes that its disclosure obligations may conflict with the 

SEC’s position concerning the use of past performance by investment advisers and RICs.18  
For example, the SEC staff has consistently taken positions indicating that adviser and RIC 
advertising that includes past performance for pools or accounts with investment objectives, 
styles and strategies not substantially similar to the pool being marketed may be deemed 
misleading.19   

 
The CFTC suggests that the SEC staff may be able to address these regulatory 

conflicts on an individual firm-by-firm basis by way of no-action relief.20  We submit, 
however, that such an approach would be slow, cumbersome, and highly inefficient, resulting 
in a significant drain on the SEC’s limited resources.  Accordingly, we urge the Commission 
to amend CFTC Regulations 4.25(c) and 4.35 to provide that investment advisers registered 
with the SEC will satisfy the requirements of these regulations by presenting performance 
information for pools and accounts with substantially similar investment objectives, policies, 
and strategies that would otherwise meet the standards for disclosure set forth in SEC staff 
positions.21  Alternatively, the Commission should work with the SEC to issue joint rules 
applicable to investment advisers registered with both Commissions regarding the 
                                                           
16 CFTC Regulations 4.25(c) and 4.35. 
 
17 Under the Proposal, with regard to CPOs of RICs, the Commission is proposing that performance data for 
such other pools and accounts may be presented in the RIC’s Statement of Additional Information.   
 
18 See Proposal n.27 and accompanying text.  
 
19 See Growth Stock Outlook Trust, Inc., SEC No-Action Letter (Apr. 15, 1986) (“Growth Stock”).  The SEC 
staff provided no-action relief permitting the presentation in a mutual fund prospectus of an adviser’s prior 
performance for private accounts managed by the adviser.  The staff explicitly conditioned such relief with the 
requirement that, among other things, accounts “not managed in a substantially similar manner” to the fund must 
not be included in the performance.  See also Nicholas-Applegate Mutual Funds, SEC No-Action Letter (Aug. 6, 
1996 and Feb. 7, 1997); ITT-Hartford Mutual Funds, SEC No-Action Letter (Feb. 7, 1997); GE Funds, SEC No-
Action Letter (Feb. 7, 1997).  
 
20 See Proposal n.27. 
 
21 This relief is needed with respect to CPOs and CTAs of pools that would not be able to claim relief under 
CFTC Regulation 4.7, either because they do not meet all of the conditions or because certain transition issues 
raised by the repeal of Regulation 4.13(a)(4) have not been resolved appropriately. 
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presentation of past performance information for pools or accounts other than the pool being 
offered.  

 
4. We support the Commission’s proposal to permit all CPOs and CTAs (including   

private fund advisers) to file updates to disclosure documents twelve months 
from the date of the document. 

 
The Commission permits disclosure documents to be used for nine months from the date 

of the document before a new disclosure document must be prepared and filed with the 
NFA.22  On the other hand, the SEC generally requires that prospectuses within its jurisdiction 
be updated annually.23  Therefore, an SEC-registered CPO would be subject to inconsistent 
duties to update its disclosures.  To resolve the inconsistency, the Commission has proposed 
that CPOs and CTAs be permitted to update their disclosure documents up to twelve months 
from the date of the document, in a manner consistent with the SEC’s approach.  The rule 
amendments appear to apply to all CPOs and CTAs (including private fund advisers), which 
is appropriate and consistent with the disclosure document timing requirements applicable to 
SEC-registered investment advisers under the Advisers Act.24  We agree that the disclosure 
document deadlines should be the same for advisers to RICs and advisers to other pools and 
accounts.  

 
5. The Commission should extend the proposed relief for delivery requirements for 

disclosure documents and account statements to all CPOs. 
 
The Commission proposes to relieve CPOs to RICs from the requirement that a CPO 

distribute account statements monthly for pools with net assets in excess of $500,000 and at 
least quarterly for all other pools if the account statements are available on the CPO’s web 
site.25  The Commission proposes similar relief with respect to the delivery and 
acknowledgment requirements for disclosure documents for CPOs relying on the exemption 
in CFTC Regulation 4.12.  We see no compelling reason to permit the use of web sites to 
satisfy delivery requirements for some CPOs and not others.  Accordingly, we request that the 
Commission amend its regulations to permit all CPOs to comply with the disclosure 
document and account statement delivery requirements if such documents are available on the 
CPO’s web site, subject to the same conditions proposed for CFTC Regulation 4.12(c)(2)(i) 
(i.e., keeping the disclosure document current and informing prospective pool participants of 
the web site address).26  
 

                                                           
22 CFTC Regulation 4.26. 
 
23 Section 10(a)(3) of the Securities Act of 1933, as amended. 
 
24 See Advisers Act Rule 204-1 requiring annual amendments to Form ADV. 
 
25 CFTC Regulation 4.12(c). 
 
26 The web site would be password-protected as appropriate. 
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* * * * 
 

 We appreciate the Commission’s consideration of our comments on the Proposal and 
our recommendation to apply certain of the harmonization provisions to all CPOs and CTAs, 
including private fund advisers.  Please do not hesitate to contact me if we may provide any 
additional information regarding our comments or any other matters. 
 

Sincerely, 
 

 
 

Karen L. Barr 
IAA General Counsel 

 
 
 

cc: The Honorable Gary Gensler, Chairman 
The Honorable Jill E. Sommers, Commissioner 
The Honorable Bart Chilton, Commissioner 
The Honorable Scott D. O’Malia, Commissioner 
The Honorable Mark P. Wetjen, Commissioner 
 
The Honorable Mary L. Schapiro, Chairman, SEC 
The Honorable Elisse B. Walter, Commissioner, SEC 
The Honorable Luis A. Aguilar, Commissioner, SEC 
The Honorable Troy A. Paredes, Commissioner, SEC 
The Honorable Daniel M. Gallagher, Commissioner, SEC 
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April 10, 2012 

 

Via Electronic Mail 

 

Ontario Securities Commission 

Autorité des marchés financiers 

New Brunswick Securities Commission 

Financial Services Regulation Division, Service NL, Government of Newfoundland and 

Labrador 

 

John Stevenson, Secretary 

Ontario Securities Commission 

20 Queen Street West 

Suite 1900, Box 55 

Toronto, Ontario M5H 3S8 

Email: 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 

Email: consultation-en-cours@lautorite.qc.ca 

 

Re: Proposed Multilateral Instrument 32-102 and Companion Policy 

32-102CP—Registration Exemptions for Non-Resident Investment 

Fund Managers 

 

 

Dear Madame Beaudoin and Mr. Stevenson: 

 

 The Investment Adviser Association (IAA)
1
 welcomes the opportunity to comment on 

Proposed Multilateral Instrument 32-102 and Companion Policy 32-102CP—Registration 

Exemptions for Non-Resident Investment Fund Managers.  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).  The IAA’s members manage assets for a wide 

variety of institutional and individual clients, including pension plans, trusts, investment 

                                                      
1
 For more information, please visit our website: www.investmentadviser.org.  

mailto:jstevenson@osc.gov.on.ca
mailto:consultation-en-cours@lautorite.qc.ca
http://www.investmentadviser.org/
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funds, endowments, foundations, and corporations, and many of our members manage assets 

on behalf of clients in Canada. 

 

 The October draft revision to National Instrument 31-103 proposed two registration 

exemptions for international investment fund managers.  In particular, it proposed that 

international investment fund managers would be exempt from registration if Canadian 

security holders held less than $50 million of fund assets.  We commented that this threshold 

is too low and would lead many international investment fund managers to bypass the 

Canadian market to avoid the burdens of registration.
2
  We appreciate that Multilateral 

Instrument 32-102 eliminates the threshold of $50 million in sales to permitted Canadian 

clients.  We believe removing this requirement will allow non-resident investment fund 

managers to continue to offer their funds to permitted clients, thereby providing Canadian 

investors with the benefits of international diversification and expertise.   

 

 We are disappointed, however, with the bifurcation of rules among jurisdictions.  We 

believe that having two separate sets of requirements in Canada will lead to unnecessary 

complication, confusion, and uncertainty for non-resident investment fund managers.  

Without uniformity, fund managers will have to continuously review their activities, clients, 

and shareholders on a jurisdiction-by-jurisdiction basis.  Promulgating a harmonized, 

streamlined, and consistent regulatory framework across Canada will make the registration 

analysis more efficient and more certain, and will facilitate compliance within the framework.  

International investment fund managers will find it easier to do business in Canada pursuant 

to a single standard. 

  

We therefore urge you to join together with the other nine Canadian regulators and 

adopt Multilateral Policy 31-202.  Multilateral Policy 31-202 would require an international 

investment fund manager to register in a jurisdiction only if it engages in the activities of a 

fund manager in that jurisdiction.  We believe this “nexus to the jurisdiction” analysis is the 

better approach to registration requirements for non-resident managers than the “exemptions” 

approach proposed in Multilateral Instrument 32-102.  We further support the notion that a 

determination of whether registration is required under the nexus approach should account for 

the totality of the functions and activities of the manager and that the mere presence or 

solicitation of investors should not automatically trigger a requirement to register.  The 

Multilateral Policy 31-202 approach is more appropriately tied to statutory authority and 

concepts of substantive jurisdictional reach.  It is also a simpler and more easily understood 

standard with which to comply. 

  

*         *          *          *          *  

 

The IAA understands the efforts to provide oversight of fund managers that privately 

place funds in Canada.  We encourage the Ontario Securities Commission, the Autorité des 

marchés financiers, the New Brunswick Securities Commission, and the Financial Services 

Regulation Division of Newfoundland and Labrador to take the steps necessary to align 

Multilateral Instrument 32-102 with the Multilateral Policy 31-202. 

                                                      
2
 See Letter to John Stevenson, Secretary, Ontario Securities Commission and Me Anne-Marie Beaudoin, 

Corporate Secretary, Autorité des marchés financiers, from Jennifer S. Choi, IAA, dated January 31, 2011. 
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We appreciate the opportunity to provide our views on these issues and would be 

pleased to provide any additional information.  Please contact me at (202) 293-4222 with any 

questions regarding these matters. 

 

Respectfully Submitted, 

 
Paul D. Glenn 

Special Counsel 
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April 10, 2012 

 

Via Electronic Mail 

 

British Columbia Securities Commission 

Alberta Securities Commission 

Saskatchewan Financial Services Commission 

The Manitoba Securities Commission 

Registrar of Securities, Prince Edward Island 

Nova Scotia Securities Commission 

Registrar of Securities, Northwest Territories 

Superintendent of Securities, Yukon 

Registrar of Securities, Nunavut 

 

Lindy Bremner 

British Columbia Securities Commission 

701 West Georgia Street 

P.O. Box 10142, Pacific Centre 

Vancouver, BC V7Y 1L2 

Email: lbremner@bcsc.bc.ca  

 

Re: Proposed Multilateral Policy 31-202—Registration Requirement 

for Investment Fund Managers 

 

Dear Ms. Bremner: 

 

 The Investment Adviser Association (IAA)
1
 welcomes the opportunity to comment on 

Proposed Multilateral Policy 31-202—Registration Requirement for Investment Fund 

Managers.  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).  

The IAA’s members manage assets for a wide variety of institutional and individual clients, 

including pension plans, trusts, investment funds, endowments, foundations, and corporations, 

and many of our members manage assets on behalf of clients in Canada. 

 

 In October 2010, the Canadian Securities Administrators proposed two registration 

exemptions for international investment fund managers.  The proposed exemptions under 

National Instrument 31-103 have been withdrawn.  The nine jurisdictions now proposing 

Multilateral Policy 31-202 have taken a different approach to analyzing when international 

investment fund managers should be subject to their jurisdiction. Multilateral Policy 31-202 

                                                      
1
 For more information, please visit our website: www.investmentadviser.org.  

mailto:lbremner@bcsc.bc.ca
http://www.investmentadviser.org/
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instead analyzes the specific registration authority under securities legislation in each 

jurisdiction. The proposal interprets the existing registration requirements to require 

registration of a non-resident investment fund manager in a particular jurisdiction only if that 

investment fund manager directs or manages its business in that jurisdiction.  The proposal 

interprets “directing or managing the business, operations, or affairs of an investment fund to 

encompass oversight and direction of the fund, which establish a real and substantial 

connection to the jurisdiction.”  The proposal supports the notion that a determination of 

whether registration is required should account for the totality of the functions and activities 

of the manager and that the mere presence or solicitation of investors should not automatically 

trigger a requirement to register.  We strongly support this approach.  It is tied appropriately 

to statutory authority and would establish a substantive nexus to the jurisdiction.  This 

approach is also less complicated and easier to comply with than the “exemptions-based” 

approach proposed by securities regulators from Ontario, Quebec, New Brunswick, and 

Newfoundland and Labrador under Multilateral Instrument 32-102. 

 

 We are disappointed, however, with the bifurcation of rules among jurisdictions and 

are concerned that having two separate sets of requirements in Canada will lead to confusion 

and uncertainty for non-resident investment fund managers.  We believe having a single 

harmonized approach to regulation across Canada will allow for more consistent compliance 

and more certainty in the requirements non-resident investment fund managers must follow.  

We prefer the approach in proposed Multilateral Policy 31-202 for the reasons stated above 

and will urge the other four jurisdictions to unite with you and adopt this policy. 

 

*         *          *          *          * 

 

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, 

 
Paul D. Glenn 

Special Counsel 



Consumer Federation of America 

Fund Democracy 

AARP 

Certified Financial Planner Board of Standards, Inc. 

Financial Planning Association 

Investment Adviser Association 

National Association of Personal Financial Advisors 

 

 

Via Email 

 

March 28, 2012 

 

Mary L. Schapiro, Chairman 

Securities and Exchange Commission 

100 F Street, N.E. 

Washington, D.C. 20549-1090 

 

 Re: Framework for Rulemaking under Section 913 (Fiduciary Duty) of the Dodd- 

  Frank Act; File No. 4-604 

 

Dear Chairman Schapiro: 

 

 We write as organizations that strongly support extension of the Investment Advisers Act 

of 1940 (“Advisers Act”) fiduciary duty to all broker-dealers when they offer personalized 

investment advice about securities to retail customers.  Moreover, we support the general 

approach to accomplishing this goal outlined in the Section 913 Study
1
 issued by the 

Commission staff in January 2011: the adoption of parallel rules imposing a uniform fiduciary 

duty on broker-dealers and investment advisers consistent with Congress’s grant of authority 

under Section 913 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (the 

“Dodd-Frank Act”).
 2

  Properly implemented, this approach would provide badly needed and 

long overdue protections for individuals who receive investment advice from broker-dealers 

without imposing undue regulatory burdens on brokers and without disrupting transaction-based 

aspects of the broker-dealer business model.   

 

 Some members of the broker-dealer community have expressed the concern that 

imposition of a fiduciary duty on brokers’ personalized investment advice could have 

catastrophic consequences – forcing brokers to abandon commission-based compensation, 

proprietary sales, or transaction-based recommendations.  These concerns are clearly unfounded.  

They ignore both the clear direction from Congress with regard to how the fiduciary duty would 

                                                 
1
 Staff of the U.S. Securities and Exchange Commission, Study on Investment Advisers and Broker-Dealers: As 

Required by Section 913 of the Dodd-Frank Wall Street Reform and Consumer Protection Act, January 2011. 
2
 While we have previously advocated approaches that would not have involved parallel rulemaking – including 

eliminating the broker-dealer exclusion from the Advisers Act or adopting a more appropriate definition of “solely 

incidental to” – we support the approach advocated in the Section 913 Study as a well-conceived and workable 

solution to a long-standing investor protection imperative. 



2 

 

be applied and extensive evidence that the Advisers Act fiduciary duty is sufficiently flexible to 

apply to a variety of business models.  One need only look at longstanding practices under the 

Advisers Act as applied to dual registrants and to financial planners who are registered as 

investment advisers for evidence that the fiduciary duty is fully consistent with sales-related 

business practices, including receipt of transaction-based compensation, sale of proprietary 

products, and sale from a limited menu of products.   

 

 While the Commission must be mindful of the impact upon the industry as it implements 

the fiduciary standard for brokers, it must also avoid an over response to expressions of broker-

dealer concerns that reflect either a misunderstanding of the standard or an unwarranted effort to 

limit its scope.  The result of accommodating such unfounded concerns would undermine 

entirely the Congressional initiative to provide necessary investor protections.  As long as the 

Commission stays true to the vision outlined in the Section 913 Study, however, it can 

implement the standard in a way that retains aspects of the broker-dealer business model 

investors value while fulfilling the Congressional mandate to improve protections for investors. 

    

 The purpose of this letter is to outline what we view as the critical characteristics of a 

framework for rulemaking in this area that achieves this goal of enhancing investor protection 

without diminishing investor choice.  Last year, SIFMA submitted a letter outlining its views on 

an appropriate framework for rulemaking in this area.
3
  The SIFMA letter does a good job of 

highlighting the key issues the Commission will need to consider in developing a rule proposal.  

We agree with many of their points but disagree, sometimes strongly, with others.  In order to 

make it as easy as possible for the Commission to determine both our points of agreement and 

where our views diverge, we have chosen to use their letter as a starting point for our own 

discussion of the same issues. 

 

* * * 

 

 

I. The Need for a New Articulation of a Uniform Fiduciary Standard of Conduct 

 

 SIFMA argues in its letter that a “new articulation” of the fiduciary standard is needed.  If 

the point is that the existing fiduciary duty under the Advisers Act should be newly articulated 

through parallel, principles-based fiduciary rule-making under the Securities Exchange Act of 

1934 and the Investment Advisers Act of 1940, as the Dodd-Frank Act authorized and the SEC 

staff recommended in the Section 913 Study, we agree. However, we strongly disagree with the 

suggestion that the substantive uniform standard articulated through those rules should be “new” 

or “separate and distinct from the general fiduciary duty implied under Section 206 of the 

Advisers Act.” Rather, the goal in writing the new rules should be to extend the existing 

Advisers Act standard to brokers, while clarifying its applicability in the context of broker-dealer 

conduct, rather than to replace the Advisers Act standard with something new and different.
4
  It 

                                                 
3
 July 14, 2011 letter from Ira Hammerman, Senior Managing Director and General Counsel, on behalf of SIFMA to 

SEC Chairman Mary Schapiro, regarding a “Framework for Rulemaking under Section 913 (Fiduciary Duty) of the 

Dodd-Frank Act.” 
4
 Although the fiduciary duty would be articulated through uniform rules, its application would vary depending on 

the facts and circumstances.  For example, the specific duties owed by a broker providing one-off, transaction based  
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is only in this way that the Commission will be able to arrive at an approach that is both no less 

stringent than the existing standard and identical for brokers and investment advisers.   

 

A. Applicability of Existing Guidance and Legal Precedent 

 

 SIFMA correctly notes that Congress did not choose to adopt an approach in the Dodd-

Frank Act that simply removes the broker-dealer exemption from the Advisers Act.
 
  Moreover, 

we agree that “Congress recognized that the uniform fiduciary standard should ‘appropriately 

adapt to the differences between broker-dealers and investment advisers.’”  This much is clear 

from legislative language that is designed to alleviate any misunderstanding about the ability of 

brokers to charge commissions, offer transaction-based recommendations, sell proprietary 

products, and sell from a limited menu of products – all without violating the fiduciary duty.   

 

 However, we disagree with the conclusion SIFMA draws that, “in order to maintain 

broker-dealer products and services for investors,” the obligations of broker-dealers under the 

uniform fiduciary standard should not be governed by “the existing rules, case law, guidance or 

other legal precedent under Section 206 of the Advisers Act.”  As discussed in greater detail 

below, this conclusion is based on a false picture of the existing legal precedent and guidance.  

Moreover, SIFMA suggests that this legal precedent and guidance should continue to apply to 

investment advisers.  On the face of it, this proposed approach fails to meet the explicit Dodd-

Frank Act requirement that the fiduciary standard be identical for brokers and advisers and no 

less stringent than the existing standard.   

 

 SIFMA asserts that certain SEC statements and legal opinions regarding the fiduciary 

duty of investment advisers under the Advisers Act could be read as prohibiting conflicts, but its 

selective reading of the documents in question suggests a problem where none exists.  For 

example: 

 

 In citing Release No. IA-3060’s statement that “An adviser must ... seek to avoid 

conflicts with its client …,” SIFMA neglects to include the remainder of the sentence, 

which reads as follows, “and, at a minimum, make full disclosure of any material conflict 

or potential conflict.”  Thus, the implication that the fiduciary duty precludes conflicts of 

interest is false, as is clearly demonstrated by the quoted statement when read in context. 

 

 In citing the SEC’s information for newly registered investment advisers, SIFMA makes 

a similarly significant omission, creating the impression that the fiduciary duty is 

something it is not.  While it highlights the statement warning advisers against engaging 

“in any activity in conflict with the interest of any client,” it omits a later portion of the 

same paragraph, which states: “You must eliminate, or at least disclose, all conflicts of 

interest that might incline you – consciously or unconsciously – to render advice that is 

not disinterested. If you do not avoid a conflict of interest that could impact the 

impartiality of your advice, you must make full and frank disclosure of the conflict.”   

 

                                                                                                                                                             
advice would be different than the specific duties owed by a broker or adviser offering on-going portfolio 

management and advice, even though the over-arching fiduciary standard would be the same. 
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 In citing the Initial Decision Release (Release ID-140) In re Terence Michael Coxon, 

SIFMA quotes one statement regarding the obligations of investment advisers, “A 

fiduciary must therefore refrain from putting himself in a position of conflict of interest 

…”  But SIFMA ignores the surrounding discussion, which includes the following 

relevant statements: “If the fiduciary’s interests conflict with his beneficiary’s or if he has 

interests that might subvert the unbiased and loyal performance of his duties, he breaches 

his duty, unless he discloses the conflict to the beneficiary and obtains the beneficiary’s 

consent … The fiduciary … should disclose conflicts of interest, avoid intentional 

misconduct, and refrain from competing with or seizing opportunities of his 

beneficiary.”
5
  Moreover, the case itself involved not the existence of a conflict of interest 

but a failure to make full disclosure. 

 

When they are viewed in context, each of these statements cited by SIFMA as a source of 

concern is revealed to be completely consistent with the “‘eliminate or disclose conflicts’ 

approach” that the Section 913 Study recommends and that SIFMA says it supports.   

 

SIFMA also cites an SEC No-Action Letter ("NDC Letter") that addresses the ability to 

penalize clients for terminating an advisory relationship.
6
  Again, SIFMA selectively quotes the 

letter to create the appearance that it broadly prohibits any fees charged in connection with 

terminating an advisory relationship. As quoted by SIFMA, the letter states: "An adviser may not 

fulfill its fiduciary obligations if it … imposes an additional fee on a client for choosing 

to change his investment."  However, the complete sentence imports a very different meaning:  

An adviser may not fulfill its fiduciary obligations if it imposes a fee 

structure penalizing a client for deciding to terminate the adviser's 

service or if it imposes an additional fee on a client for choosing to change 

his investment. 

As clearly indicated by the complete quotation, the analysis in the NDC letter and a number of 

subsequent SEC No-Action Letters addressing the same issue, the staff's concern was that 

punitive termination fees might inappropriately dissuade a client from ending an unsatisfactory 

advisory relationship. For example, in a 1999 letter to BISYS the staff relied on the NDC Letter 

in agreeing that a contingent fee charged at the termination of an advisory relationship is 

consistent with Section 206 of the Advisers Act.
7
 The staff specifically cited the NDC Letter in 

support of the following proposition:  

Because certain fee arrangements may have the effect of penalizing a 

client for ending the advisory relationship, or may make the client 

reluctant to terminate an unsatisfactory adviser, the staff has taken the 

position that an adviser's imposition of certain fees upon the termination of 

                                                 
5
 This statement is itself a quotation from Tamar Frankel’s, “The Regulation of Money Managers” (1978).   It is also 

cited in the Monetta Financial Services case referred to in the SIFMA letter, a case in which defendants were 

accused of willfully violating Section 206(1) and Section 206(2) of the Advisers Act by virtue of a disclosure 

failure. 
6
 SEC No-Action Letter to National Deferred Compensation Incorporated, July 31, 1987 (publicly available August 

31, 1987). 
7
 SEC No-Action Letter to BISYS Fund Services, Inc. Sep. 2, 1999 (publicly available Sept. 2, 1999). 



5 

 

an advisory relationship may be inconsistent with the adviser's fiduciary 

duty, and may violate Section 206 of the Advisers Act. 

This statement contradicts SIFMA’s characterization of the NDC Letter. In no way does the 

NDC Letter challenge the right to charge standard fees, nor does it call into question the ability 

to charge normal commissions. In fact, the BISYS letter states that the appropriate means of 

addressing fees imposed at the termination of the client relationship is through disclosure, as 

discussed above. 

  

 In short, SIFMA appears to have scoured the record and found nothing in the existing 

rules, case law, guidance, or other legal precedent that suggests that the existing Advisers Act 

fiduciary standard cannot be appropriately applied to brokers’ transaction-based business model.  

Indeed, many dually registered broker-dealers successfully offer transaction-based services 

subject to all of the Act’s requirements (e.g., discretionary, commission-based accounts).  There 

is therefore every reason to believe that, contrary to SIFMA’s assertion, it is possible both to 

retain broad applicability of existing legal precedent and guidance and maintain access to broker-

dealer products and services for investors.  Moreover, we fully anticipate that the Commission 

will provide general staff guidance on applicability of the rules to broker-dealer conduct that 

would further clarify the situation. 

 

 Finally, in its discussion of existing case law, SIFMA notes that the “nationwide body of 

state case law on whether broker-dealers owe fiduciary duties and the scope of those duties also 

raises concerns, given that this body of law is so uneven and inconsistent.”  These cases 

generally deal with whether the fiduciary duty applies under various circumstances.  One of the 

chief benefits of having a single federal regulatory agency apply a uniform standard is that it 

would significantly reduce if not entirely eliminate any confusion about whether a fiduciary duty 

applies.  Moreover, if the Commission provides general guidance regarding when and how the 

standard applies to broker-dealer conduct, its doing so should alleviate any risk that courts and 

regulators would misinterpret or misapply existing legal precedents to broker-dealer conduct.   

 

B. The need for legal certainty 

 

 SIFMA expresses the concern that “inability to gauge compliance with, or legal exposure 

under, the Advisers Act standard would undermine the broker-dealer business model.”  In 

particular, SIFMA notes that the Advisers Act standard does not provide “necessary guidance” 

regarding such issues as what disclosures are required, what consents must be obtained, when the 

fiduciary duty begins and ends, and how it applies in specific circumstances.  “Absent new rules 

and guidance … to enable broker-dealers to apply the fiduciary standard to their distinct 

operations models, broker-dealers cannot adequately supervise or gauge their compliance with 

the standard, nor can they manage litigation risks.”   

 

 This concern ignores the extensive experience the many dually registered broker-dealer 

firms have had in operating under the fiduciary duty regime for their discretionary accounts, fee-

based accounts, and other advisory accounts.  Moreover, since violation of fiduciary duty 
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remains the most common complaint against brokers in arbitration,
8
 one must assume that 

existing compliance systems are designed with that possibility in mind.   

 

In any event, the solution for this concern is not to exempt brokers from existing legal 

precedent and guidance, but to accompany the new rule with guidance and education regarding 

how the fiduciary duty should be applied in the context of the broker-dealer business model.  The 

goal should be to provide general guidance that would clarify brokers’ obligations without 

adopting a check-the-box approach that would undermine the principles-based protections 

afforded by the fiduciary duty.  We urge the Commission to avoid the temptation to address 

SIFMA’s desire for “legal certainty” by embarking on a detailed rule-making that undermines 

the flexibility and breadth of the fiduciary duty.  

 

C. The risks of “undifferentiated” application of the Advisers Act duty to broker-

dealers 

 

 In its letter, SIFMA discusses at length the harm that could flow from “undifferentiated 

application” of existing Advisers Act case law, guidance and other precedents to brokers-dealers.  

According to SIFMA, these harms include reduced choice and product access and increased cost.  

As discussed above, however, when read in context the existing guidance and case law does not 

support that interpretation.  Moreover, it ignores the fact that the fiduciary duty, as a facts-and-

circumstances-based standard, is inherently “differentiated.”  In other words, the nature of the 

obligations owed under the fiduciary duty are not rigidly applied, but rather are determined by 

the nature of the services subject to the duty.   

 

 It is frankly disappointing that SIFMA continues to argue that there is some ambiguity 

about brokers’ ability to charge commissions or to sell proprietary products if they were subject 

to legal precedent and guidance regarding the Advisers Act fiduciary duty.  Not only are these 

issues expressly dealt with in the legislation, but these practices are already engaged in by 

practitioners who are dually registered as brokers and investment advisers and thus are subject to 

the Advisers Act fiduciary duty, a fact which ought to offer conclusive proof that SIFMA’s 

concerns are unfounded.  Again, to the degree that there is any ambiguity, it could and should be 

dealt with through general guidance regarding application of the fiduciary duty to practices 

common in the broker-dealer business model. 

 

 One area where SIFMA’s concern might be justified relates to the application of the 

Advisers Act fiduciary duty to principal trading.  Application of the specific prophylactic 

provisions of section 206(3) of the Advisers Act might raise concerns regarding the workability 

of the rules for brokers.  For this reason, we support the Section 913 Study recommendation that, 

as part of the fiduciary duty rulemaking, the Commission examine its approach to principal 

trading restrictions for brokers and advisers alike.  The goal should be to provide a framework 

for principal trades that allows these trades to go forward where they are demonstrably in the 

best interest of the customer. 

 

                                                 
8
 See http://www.finra.org/ArbitrationAndMediation/FINRADisputeResolution/AdditionalResources/Statistics/.  

http://www.finra.org/ArbitrationAndMediation/FINRADisputeResolution/AdditionalResources/Statistics/
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In short, none of the concerns raised by SIFMA justify exempting broker-dealers from 

existing rules, guidance, and legal precedents under the Advisers Act (except perhaps 

with regard to principal trading, which the SEC has indicated it will address).   

 

II. The Framework for Rulemaking 

 

 Leaving aside the recommendation to exempt broker-dealers from existing Advisers Act 

guidance and legal precedents, the SIFMA letter offers a useful framework for considering how 

the Advisers Act fiduciary duty would apply to brokers’ personalized investment advice.  This 

section of our letter responds to the SIFMA framework, identifying both areas of agreement and 

areas where adjustments would be needed to protect investors. 

 

A. The Standard 

 

 Like SIFMA, we support the adoption of new rules under the grant of authority provided 

by Section 913(g) of the Dodd-Frank Act.  We also agree with SIFMA that, in exercising this 

authority, the SEC should supplement the rules with general guidance designed to help clarify 

for broker-dealers how “to apply the fiduciary standard to their distinct operational model.”  We 

disagree with SIFMA only in that we believe the rules and guidance should supplement, rather 

than replace, existing guidance under the Advisers Act, as we discuss in greater detail above, and 

in the desirable level of specificity involved.  

 

B. Rulemaking Principles to Implement Section 913 of the Dodd-Frank Act 

 

 Enunciate the Core Principles 

 

 We share SIFMA’s view that “investors and industry members alike would benefit from 

a clear articulation of the core principles of the uniform fiduciary standard of conduct.”  

Moreover, we agree with much of what SIFMA describes regarding certain key principles, with 

the following exceptions and clarifications. 

 

1. We agree that an articulation of the basic fiduciary standard for all brokers, dealers 

and investment advisers, when providing personalized investment advice about 

securities to retail customers, should be based on the best-interest language in Section 

913 of the Dodd-Frank Act. 

 

 In discussing this standard, however, SIFMA omits that portion of the standard which 

provides that the duty is to act in the best interests of the customer “without regard to the 

financial or other interest of the broker, dealer, or investment adviser providing the advice.”  In 

our view, this language is essential to understanding congressional intent.  Specifically, while the 

statute is not intended to prohibit the existence of conflicts of interest, including compensation-

related conflicts of interest (as the rest of the statutory language in Section 913 makes clear), it is 

intended to ensure that recommendations made subject to the fiduciary duty are free from bias 

resulting from those conflicts.  In other words, brokers and advisers subject to a fiduciary duty 

cannot satisfy that duty merely by disclosing their conflicts and obtaining customer consent to 
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those conflicts, though that is certainly an important part of the fiduciary duty.  They must not 

allow those conflicts to adversely affect their recommendations.   

 

2. We agree that the standard should be no less stringent than the standard applicable to 

investment advisers under Sections 206(1) and (2) of the Advisers Act. 

 

 Beyond that, the statute directs that the standards for brokers and advisers be the same.
9
  

What this means in our view is that, to the degree that brokers and advisers are engaged in 

identical conduct, they should be subject to identical standards.  The point of the legislation, after 

all, is to eliminate the existing inconsistency in the standard as it applies to personalized 

investment advice offered by brokers and advisers.  It does not follow, however, that the 

obligations of brokers and advisers will always be identical, only that any differences in 

obligations will be driven by differences in the particular activities in which the financial 

professional engages.  As discussed in greater detail above, we believe the only way to achieve a 

standard that is both no weaker than the existing standard under Sections 206(1) and (2) of the 

Advisers Act and the same for brokers and advisers is to ensure that all are subject to the existing 

legal precedent and guidance under the Advisers Act fiduciary duty, supplemented but not 

supplanted by guidance specific to the application of the fiduciary duty to brokerage activities. 

 

3. We agree that material conflicts of interest should be disclosed and may be consented 

to by the customer. 

 

 The fiduciary duty unquestionably demands clear, up-front disclosures of material 

conflicts of interest associated with the particular business model of the broker or adviser.  This 

would include, for example, disclosures designed to elucidate the existence and magnitude of 

conflicts associated with receipt of sales-based compensation, sale of proprietary products, sale 

from a limited menu of products, and engagement in principal trading.  In addition to disclosing 

these conflicts and obtaining customer consent, the broker or adviser would be required under a 

fiduciary duty to appropriately manage those conflicts.  And, as noted above, the obligation to 

make recommendations in the best interest of the customer would still apply; it could not be 

disclosed or consented away. 

 

4. While we agree that the fiduciary duty should permit advice regarding a discrete 

transaction without necessarily triggering a continuing duty of care, we emphatically 

do not agree that a continuing duty would be exclusively a matter of written customer 

agreement. 

 

 We do not agree that the clarification regarding whether there is a continuing duty of care 

for brokers under various circumstances is a “core principle” of fiduciary duty that should be 

embedded in rule-making.  However, we do agree that, in drafting Section 913 of the Dodd-

Frank Act, Congress clearly intended that brokers should be permitted to offer one-off, 

transaction-based advice without automatically incurring a continuing duty of care.  The relevant 

portion of the Act states that, “nothing in this section shall require a broker or dealer or registered 

                                                 
9
 Section 913(g) states that “the standard of conduct for such broker or dealer with respect to such customer shall be 

the same as the standard of conduct application to an investment adviser under section 211 of the Investment 

Advisers Act of 1940.” (Emphasis added.) 
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representative to have a continuing duty of care or loyalty to the customer after providing 

personalized investment advice about securities.”  The key to determining the effect of the 

statute is determining what is meant by “after providing personalized investment advice,” a topic 

on which additional Commission guidance may be needed.  It does not follow, however, that 

brokers should only incur a continuing duty of care if that is included in a customer agreement.  

The continuing duty of care exists wherever there is on-going advice, or the implication of on-

going account monitoring, regardless of whether that is provided for in a customer agreement.  If 

the nature of the broker-dealer’s services contradicts their characterization in the agreement, then 

the actual services must dictate the nature of the legal duties that apply.  In other words, the facts 

and circumstances of the relationship, and not the customer agreement, will determine the extent 

to which a continuing duty exists. 

 

 Articulate the Scope of Obligations 

 

 While we agree that the Commission could provide guidance regarding the scope of 

obligations under the fiduciary duty, we do not believe it is possible or desirable to do that 

entirely, or even primarily, through the rulemaking process.  The type of very specific “scenario 

planning” requested by SIFMA to be part of a rulemaking would be detrimental to investor 

protection by limiting the breadth and flexibility of fiduciary principles.  Instead, the 

Commission should adopt rules based on broad clear principles supplemented with specific rules 

in a few key areas (e.g., disclosure) but clarified as necessary through appropriate guidance.  The 

Commission could take a layered approach using interpretive guidance (e.g. soft dollar release), 

letters to industry discussing observations (e.g. derivatives-related disclosures), and frequently 

asked questions (e.g. custody rule FAQs).  Such an approach would provide greater flexibility 

than a strictly rules-based approach and would be less subject to gaming by those taking 

advantage of inevitable loopholes in the rules.   

 

1. Commencement of the standard of conduct. 

 

 SIFMA suggests that the standard of conduct should commence with the earlier of the 

signing of the customer agreement or the making of trades based on personalized investment 

advice.  It suggests further that the fiduciary standard should apply only to the provision of 

personalized investment advice about securities to retail customers, and that the duty should not 

apply to “introductory discussions” regarding the nature of the relationship.  We see these issues 

somewhat differently: 

 

 To the degree that “introductory discussions” do not involve personalized advice 

about securities, brokers need not fear application of a fiduciary duty.  On the other 

hand, Section 913 is unequivocal in stating that the best interest standard would apply 

whenever such personalized advice about securities is offered.  The fiduciary duty’s 

application therefore cannot hinge on the timing of the signing of the account 

statement or the making of trades.  If it did, a broker-dealer could evade the duty 

simply by providing advice before the agreement is executed or a trade occurs.  

Moreover, we believe any recommendation regarding the type of account the 

customer should enter into – such as fee-based versus commission-based account – 
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constitutes the type of personalized advice that should be subject to the fiduciary duty 

and based on the best interests of the customer.  

  

 We are concerned about the potential for confusion where certain advice offered by 

the broker or adviser is subject to a best-interest standard and other advice offered in 

the same context (e.g., advice about a non-security product such as an equity-indexed 

annuity) is not.  While we agree that the standard applies to advice about securities, 

the application of the standard must be interpreted broadly enough to include advice 

not to invest in securities where securities are among the options being considered.  In 

other words, where securities represent an alternative to non-securities, then advice to 

invest in non-securities necessarily entails advice not to invest in securities, which 

constitutes advice about securities.  Failure to include such advice under the standard 

would create an incentive to recommend non-security products simply to escape the 

fiduciary obligation.  In addition, where fiduciary and non-fiduciary services are 

offered side-by-side, the rules and accompanying guidance should provide direction 

on how the resulting conflicts should be disclosed and managed. 

 

2. Shape of the standard of conduct 

 

 SIFMA suggests that a broker-dealer’s obligations to a retail customer “should be 

specified in the customer agreement.”  While SIFMA acknowledges the existence of a 

“mandatory core to the fiduciary duty that cannot be overridden by agreement,” and cites the 

duty “to act in good faith and deal fairly with and for” the customer as duties that cannot be 

overridden, it is not completely clear from the letter how SIFMA would define this core and 

whether it would include within that “core” the duty to act in the best interest of the customer 

without regard to financial or other interest of the broker, dealer or investment adviser.  In our 

view, a fiduciary duty is something that cannot be signed away. So, while we believe a customer 

agreement can be useful in spelling out the nature of the services to be provided and the duty that 

attaches to those services, we think it is important to emphasize that a customer agreement 

cannot be used to limit fiduciary duties that would otherwise apply to the services offered.  

 

3. Application of the standard of conduct to an account 

 

 SIFMA argues that the uniform fiduciary standard of conduct should apply on an 

account-by-account basis.  We agree, but only to a point.  For example, it might be appropriate 

for a single customer to have both an account in which it receives recommendations and a self-

directed account for which the customer makes his or her own investment decisions.  Under 

these circumstances, it would arguably be appropriate to apply the fiduciary duty to the account 

where investment advice is provided and not to the account where no investment advice is 

provided as long as this distinction was clearly spelled out.  If the Commission were to follow 

this account-by-account approach too rigidly, however, it might be possible for broker-dealers to 

evade the duty by segregating the advice and execution of recommendations into separate 

accounts.  Any such attempt to game the system should be treated as a clear violation of the 

fiduciary duty.   

 

 



11 

 

4. Inclusion of traditional product sales or compensation 

 

 SIFMA suggests that traditional types of broker-dealer product sales – such as sale of 

proprietary-only products or limited range of products – or compensation arrangements – such as 

receipt of compensation based on commission or other standard forms of compensation – should 

automatically be deemed not to violate the fiduciary standard as long as they are appropriately 

disclosed.  While we agree that it is appropriate for the Commission to deem certain such 

practices as not, in and of themselves, inconsistent with a fiduciary duty, there are limits to this 

approach.  For example, while the legislation makes clear that sale of proprietary products or sale 

from a limited menu of products should be deemed not to automatically violate the fiduciary 

standard, it does not follow that a recommendation from that limited menu of products should 

automatically be deemed to satisfy the best interest standard for each and every customer as long 

as the limitation is disclosed   Furthermore, the Commission may determine that certain sales 

practices, conflicts of interest, or compensation schemes are “contrary to the public interest and 

the protection of investors,” in which case disclosure alone would not resolve the issue.
10

 As a 

general matter, however, as long as the Commission retains the ability to take action against 

conduct that is not in the best interest of investors, we support an approach that affirms that 

certain traditional brokerage practices and compensation arrangements do not in and of 

themselves constitute violations of the fiduciary duty. 

 

 Define personalized investment advice 

 

 We agree that the Commission should define “personalized investment advice” to which 

the fiduciary duty would apply and supplement that definition with guidance regarding the types 

of business activities that would, and would not, constitute such advice.
11

  While SIFMA calls 

for this specificity to be included in the rule, we believe this would result in a bulky, complex, 

and rigid rule that would be vulnerable to gamesmanship.  By adopting a general principles-

based rule, and supplementing that with guidance, the Commission can provide the clarity that 

SIFMA is seeking without sacrificing the flexibility needed to respond to changing market 

conditions. 

 

 SIFMA offers a sound model of what a principles-based definition of personalized 

investment advice to retail customers might look like.  Its focus on advice about securities that 

purports to be designed with the specific needs or objectives of the client in mind is the right one.  

Moreover, we agree that the four items identified by SIFMA all should be included within a 

definition of personalized investment advice.  The Commission will need to consider what, if 

any, other activities should be explicitly included within the definition and under what 

circumstances.
12

  Among other things, as mentioned above, we believe personalized investment 

advice should include advice on a  decision not to purchase or sell securities.  

                                                 
10

 Section 913(h)(2) of the Dodd-Frank Act states: “The Commission shall … examine and, where appropriate, 

promulgate rules prohibiting or restricting certain sales practices, conflicts of interest, and compensation schemes 

for brokers, dealers, and investment advisers that the Commission deems contrary to the public interest and the 

protection of investors.” [Emphasis added.] 
11

 It is important to recognize that any such definition would supplement, not supplant, the existing broad definition 

of investment advice under the Advisers Act.   
12

 In doing so, the Commission should not in any way limit the extent to which facts and circumstances will 

ultimately determine the application of the duty. 
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 SIFMA’s letter also includes a long list of activities that, in its view, should not be 

included in the definition.  While there is much here that we agree with, some of the items on 

SIFMA’s list fall into a gray area where a fiduciary duty might or might not apply depending on 

whether the investor might reasonably perceive the communication as personalized advice.  In 

such cases, the SEC may need to provide guidance on the factors that should be weighed in 

determining whether or not a particular service or communication would be considered to be 

personalized investment advice.  Moreover, anything that is presented to the customer in the 

guise of personalized investment advice should be subject to the fiduciary duty, regardless of 

whether it would otherwise fall within an excluded category. 

 

 We agree that providing general research and strategy literature alone would generally 

not fall under a fiduciary duty, since it is by definition not personalized for the customer.  

On the other hand, personalized advice to a customer about or based on the literature 

would be subject to a fiduciary duty. 

 

 We agree that describing general investment and allocation strategies would not 

constitute personalized investment advice, again because it is self-evident that it is not 

personalized.  Recommending a particular investment or allocation strategy for a 

particular client would constitute personalized advice. 

 

 While we agree that seminar content would not generally fall within the definition of 

personalized investment advice, we do not support a blanket exemption from the 

definition for all seminar content.  Rather, whether seminar content would constitute 

investment advice would depend on the facts and circumstances.  To the degree that the 

seminar constitutes communications to a targeted group of customers purporting to be 

based on their needs and designed to encourage them to purchase or sell a particular 

security, we believe it would fall within a definition of personalized investment advice.   

On the other hand, strictly educational content would not. 

 

 We agree that general marketing and education materials that are not specific to the 

customer would not be covered by a fiduciary duty for personalized investment advice 

because they are not personalized.
13

  On the other hand, the decision to provide certain 

marketing materials to a particular customer might reasonably be perceived as a 

recommendation if it is associated with personalized advice, in which case a fiduciary 

duty would apply, if not to the material itself, then to the advice or recommendation 

about or based on that material. 

 

 We do not believe a determination of whether financial planning tools or calculators 

constitute advice should turn on whether they recommend specific securities.  If they 

make any recommendations that would otherwise constitute personalized investment 

advice – such as a recommendation to allocate or reallocate funds in securities – then 

those recommendations should be covered by the fiduciary duty.  It is essential that the 

                                                 
13

 On the other hand, advertisements are subject to a fiduciary duty under the Advisers Act.  In keeping with the goal 

of creating uniform standards, the Commission should seek to adopt a consistent approach for brokers and advisers 

that does not weaken existing investor protections. 
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Commission not provide a loophole that would allow brokers to escape their fiduciary 

duty with regard to investment strategies (as opposed to investment products) simply by 

running their recommendations through a financial planning tool. 

 

 We agree that online brokerage services in which investors make self-directed investment 

decisions should generally not be subject to a fiduciary duty, so long as no personalized 

advice is being offered.    

 

 We agree that an investor decision to hold securities, including concentrated positions or 

other complex or risky investment strategies, at the customer’s request in a non-

discretionary account would not constitute personalized investment advice.  The key here 

is that this is done at the investor’s request and not pursuant to a recommendation by the 

broker, since the fiduciary duty constrains the recommendations a broker can make, not 

the actions an investor can take.   

 

 Taking and executing unsolicited customer orders does not entail advice and thus would 

not be subject to the fiduciary standard.   

 

 The category of account and customer relationship maintenance is too vague for a 

determination of whether there are activities within this category that should be subject to 

a fiduciary standard.  If SIFMA believes there are activities within this category that 

should be excluded from the definition of personalized investment advice, it needs to be 

more specific about what those services are. 

 

 It is not entirely clear what SIFMA would include within the category of needs analysis.  

However, it is difficult for us to see how the needs analysis could be deemed to be 

somehow separate from the recommendations based on that needs analysis, which if they 

relate to securities, clearly constitute personalized investment advice.   

 

 Similarly, it is not clear to us that all ancillary services would rightly be excluded from 

the fiduciary duty that would apply to personalized investment advice.  Indeed, two of the 

examples provided – cash sweep and margin lending – would often involve 

recommendations that ought to be subject to a best interest standard.  The Commission 

should therefore not provide a blanket exemption for ancillary services.  If necessary, it 

could provide guidance regarding how to determine which services would be subject to 

the fiduciary duty and under what circumstances. 

 

 Market making and underwriting, absent efforts to recommend the traded or underwritten 

securities, would not constitute investment advice.  On the other hand, where these 

activities are combined with investment advice, they create particularly potent conflicts 

of interest, making it all the more important that the best interest standard apply to any 

such recommendations. 

 

 Providing referrals under certain circumstances (e.g. advice regarding the selection or 

retention of an investment manager) would constitute investment advice and thus would 

be subject to the fiduciary duty.   
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 We agree that most social media communications would generally not constitute 

personalized investment advice, but we are concerned that a blanket exemption for such 

communications could open the door to abuse.  A recommendation to purchase or sell a 

particular security should not be exempt simply because it is delivered through social 

media.  The substance and intent of the communication should determine the 

applicability of the standard. 

 

Provide clear guidance regarding disclosure that would satisfy the uniform fiduciary standard
14

 

 

 We agree with SIFMA that “adequate disclosure guidance should be in place on or before 

the date the Section 913 standard of conduct becomes operative.”  This is necessary not merely 

(or even primarily) to help brokers manage their liability risks, but also to ensure uniform 

compliance with a pro-investor standard.  We are concerned, however, to the extent that 

SIFMA’s request for guidance relates to specificity as to which disclosures are “adequate and 

reasonable.”  The Commission should not and will not be able to provide such specificity 

because the adequacy and reasonableness of disclosure is necessarily based on facts and 

circumstances.  If, on the other hand, SIFMA is requesting guidance as to the areas that 

disclosure should cover (similar to the instructions in Form ADV, Part 2), we agree with this 

request.  We further agree both that the goal of any such disclosure rules should be to promote 

concise, direct, and up-to-date plain English disclosures and that a layered approach that 

incorporates web-based disclosures can often be beneficial in achieving this goal. We are 

encouraged, moreover, that SIFMA acknowledges the need to provide paper disclosures to 

customers that lack effective Internet access or that otherwise so request.  

 

 Our support for such a system is conditioned on its not equating access to information on 

the Internet with delivery of that information.  One of the benefits of electronic and web-based 

disclosures is that they allow timely delivery of relevant information (at the point of 

recommendation, for example) at virtually no cost to the provider.  For investors to receive those 

benefits, however, there must be some active form of delivery of the information (for example, 

through an email containing a link to the document or a PDF attachment of the document).  A 

generic notice that information is available online, as SIFMA appears to suggest, would not 

constitute adequate delivery in the retail context.   

 

 We generally agree with SIFMA’s discussion of the types of information that would need 

to be provided at account opening.  Ideally, disclosures from brokers and advisers should be 

uniform in order to allow for easy comparison across firms.  As such, the existing Form ADV 

would provide a reasonable starting point for discussion of the types of information that should 

be conveyed at the outset of a customer relationship.  We believe information about disciplinary 

record must form an important component of pre-engagement disclosure.  A simple referral to 

the BrokerCheck database would not suffice; direct disclosure is a must. 

 

 We agree that disclosure rules should address pre-sale disclosures regarding investment 

products (“point of sale”).
15

  For these disclosures to be effective, they must come at the point of 

                                                 
14

 This discussion relates specifically to the disclosures that would be required by the fiduciary duty and is not 

intended to imply that disclosures alone can satisfy the fiduciary duty. 
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recommendation, to the degree that is possible, rather than being delayed to the actual point of 

sale.  Otherwise, they are unlikely to be incorporated into the investor’s investment decision.  We 

do not agree, moreover, that it would typically be necessary to permit oral disclosures, since 

modern technology offers the ability to provide communications that combine the timeliness of 

oral disclosures with the verifiability and greater clarity of written disclosures.  Delivery of 

disclosures through email of a web link or PDF document would make the need to rely on oral 

disclosures obsolete.   

 

 We do not support SIFMA’s proposed approach to updating disclosures.  While annual 

updates might be sufficient in some cases, in many instances it would not.  The Commission 

should provide guidance on the types of disclosures that would need to be updated in a more 

timely fashion. These should include any material change in a customer agreement or investment 

strategy, which might also require customer consent. Similarly, we do not believe simply 

providing a web address for updates is adequate.  As discussed above, we believe actual delivery 

of disclosures, in this case with regard to updated information, is necessary. 

 

 We agree that the Commission should provide guidance regarding when a customer’s 

affirmative consent is required and when it is not.  Moreover, while we do not automatically 

assume that all consents could be handled through a global consent at account opening, we do 

agree that the regime should be designed to minimize unnecessary paperwork.  Finally, we agree 

that any such guidance should address how to deal with existing customers, and the policy 

should balance both the need to ensure these investors are fully informed and the desirability of 

avoiding any interruption in service for these customers. 

 

 Preserve principal transactions 

 

 SIFMA requests the SEC to preserve the ability of broker-dealers to engage in principal 

transactions.  As discussed above, we support the Section 913 Study recommendation that, as 

part of the fiduciary duty rulemaking, the Commission examine its approach to principal trading 

restrictions for brokers and advisers alike.  Ideally, rules for brokers and advisers should be as 

close to uniform as possible and should be designed to ensure that any such transaction is in the 

best interests of the customer. 

 

III. Conclusion 

 

 We appreciate SIFMA’s support for a uniform fiduciary standard and its willingness to 

engage in a constructive discussion regarding the appropriate framework for rulemaking to 

implement such a standard.  Moreover, we agree that rulemaking under the grant of authority 

provided in Section 913(g) of the Dodd-Frank Act is the best way for the Commission to realize 

that goal.  Finally, while we continue to have significant differences with SIFMA regarding the 

details of such a regulatory framework, we share their belief that it is possible to develop a 

regulatory structure for the uniform fiduciary duty that ensures both that investors are protected 

                                                                                                                                                             
15

 This paragraph addresses the disclosures that would be required in non-discretionary accounts, where investors 

are assessing recommendations and acting on them, rather than discretionary accounts, where decisions are being 

made for them. 
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and that they are able to access the financial services they want and need to achieve their 

investment goals.  We look forward to continuing to work with you to achieve that goal. 

 

Respectfully submitted, 

 
Barbara Roper 

Director of Investor Protection 

Consumer Federation of America 

 

       
Mercer Bullard 

Founder and President 

Fund Democracy 

 

 
Joyce A. Rogers 

Senior Vice President 

AARP, Government Affairs 

 

 
Kevin R. Keller                                     

Chief Executive Officer 

CFP Board of Standards   

 

 
Marvin W. Tuttle, Jr., CAE,  

Executive Director and CEO  

Financial Planning Association 

 
David G. Tittsworth 

Executive Director 

Investment Adviser Association 

 

 
Ellen Turf 

CEO 

National Association of Personal Financial Advisors 
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Dear Ladies and Gentlemen: 

 

The Investment Adviser Association
1
 appreciates the opportunity to submit comments 

on the Agencies’ proposed rules to implement Section 619 of the Dodd-Frank Wall Street 

                                                           
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 530 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.   
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Reform and Consumer Protection Act (the “Dodd-Frank Act”), known as the “Volcker rule.”
2
  

The Proposal prohibits a “banking entity,” which includes any affiliate of an insured 

depository institution, from engaging in “proprietary trading” and from acting as a sponsor of 

a hedge fund or a private equity fund.   

 

Our members are SEC-registered investment advisers that manage assets, typically on 

a discretionary basis, for individual and institutional clients, including pension plans, trusts, 

endowments, mutual funds, foundations, and corporations.  Advisers also may organize, 

sponsor, and manage assets for private funds.  Investment advisers are subject to a fiduciary 

duty to, among other things, act in the best interests of their clients and place the interests of 

their clients before their own, including serving their clients with the highest duties of loyalty 

and care.  Investment advisers are an important segment of the buy-side, managing more than 

$43.8 trillion in assets in 2011.  Accordingly, the effective functioning of the securities 

markets, including the ability of market makers to provide liquidity, is of critical importance 

to advisers and their clients.  

 

We fully support the goal of ensuring that the safety and soundness of banking entities 

are protected.  We recommend several important changes to the Proposal that are consistent 

with this goal.  First, we urge the Agencies to reconsider the proposed approach to distinguish 

between impermissible proprietary trading and permissible market making in order to ensure 

that market makers continue to provide essential liquidity to the markets.  Second, we 

recommend that the Agencies narrow the definition of “covered funds” to exclude certain 

non-U.S. retail funds that are governed by substantive regulation in the home jurisdiction.  

Finally, we urge the Agencies to modify restrictions in the sponsored fund exemption where 

such restrictions conflict with non-U.S. law that governs the arrangement.  Our concerns are 

further discussed below. 

 

Effects of the Proposed Market-Making Limitations on Market Liquidity 

 

Section 619(d) enumerates specific activities that are not considered “proprietary 

trading,” including the purchase or sale of securities or instruments in connection with 

market-making activities.  The Agencies elaborated upon this statutory test for market making 

in the Proposal and include seven specific requirements that must be met in order for an 

activity to be deemed made in connection with market-making activities.
3
   

                                                           
2
 Prohibitions and Restrictions on Proprietary Trading and Certain Interests in, and Relationships With, Hedge 

Funds and Private Equity Funds, SEC Rel. No. 34-65545 (Oct. 13, 2011) (“Proposal” or “Proposed Rules”), 

available at http://www.sec.gov/rules/proposed/2011/34-65545.pdf.  The Volcker Rule is jointly proposed by the 

Office of the Comptroller of the Currency, the Board of Governors of the Federal Reserve System, the Federal 

Deposit Insurance Corporation, and the Securities and Exchange Commission.  The Commodity Futures Trading 

Commission issued its release proposing the Volcker rule on January 11, 2012. 

 
3
 The Proposal’s seven conditions necessary to conclude that trading activity is “market making” and not 

“proprietary trading” include: (i) an internal compliance program to ensure no proprietary trading; (ii) the trading 

desk or unit holds itself out as being willing to buy and sell, including through entering into long and short 

positions in, the covered financial position for its own account on a regular and continuous basis; (iii) the 

market-making activities are designed not to exceed the reasonably expected near term demands of clients, 

customers, or counterparties; (iv) the banking entity is a securities dealer or a swap dealer or a security-based 
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Although the Agencies attempted to tackle challenging definitional issues, the 

proposed tests for determining whether a trade is an impermissible proprietary trade or a 

permissible act of market making are complex, lack clarity, and will generate uncertainty.  

Proposed Appendix B establishes an “after-the-fact” test for determining whether a trade is a 

proprietary trade or a permissible market-making activity.  It is unclear whether the 

requirements must be applied on a transaction by transaction basis or based on overall 

activities.  Further, the rule would create a presumption that the trading is proprietary unless 

proven otherwise.  In addition, many aspects of the guidance that are intended to establish 

parameters around permissible conduct are highly subjective and too narrowly drafted.  For 

example, the requirement that activities be “designed not to exceed the reasonably expected 

near term demands of clients, customers, or counterparties” is subjective and would be 

difficult to administer in a broad range of scenarios.  Because the proposal lacks the sufficient 

regulatory clarity and certainty, we are concerned that market making activities may be 

adversely impacted.  The regulatory uncertainty posed by the rule could cause covered 

banking entities to cease or decrease market making in certain market sectors. 

 

Market makers play a critical role in the effective functioning of the securities 

markets.  They provide liquidity so that buyers and sellers can engage in desired transactions 

on an ongoing basis and provide price quotes on which market participants can rely in their 

decision-making process. As buyers and sellers of securities on behalf of their advisory 

clients, investment advisers have a strong interest in ensuring that there is sufficient liquidity 

and price discovery to execute their investment strategies in a manner that is most beneficial 

to their clients.  We are concerned that the Proposal as drafted will result in a reduction of 

liquidity for investors in the market, not merely for banking entities trading on their own 

behalf.  A reduction in liquidity would likely increase volatility, impact transparency and 

price discovery, and therefore result in greater costs imposed on clients of investment 

advisers.
4
  These developments would result in negative consequences for advisers’ clients, 

including pension plans, municipalities, and individual investors.   

 

Covered banking entities provide much of the current market making activities in the 

markets.  The extent to which other market participants would replace the market making 

functions of covered banking entities and the effectiveness of those functions is uncertain. 

Accordingly, we urge the Agencies to revise the rule to provide greater clarity in delineating 

the line between proprietary trading and market making. 

 

                                                                                                                                                                                     

swap dealer or municipal securities dealer or a government securities dealer; (v) the market-making activities are 

designed to generate revenues from fees, commission, bid/ask spreads or other income and are not attributable to 

appreciation in value of covered financial positions in trading accounts or hedging of these products held in a 

trading account; (vi) the market-making activities are consistent with the Proposal’s Appendix B guidance; and 

(vii) the compensation arrangements of persons performing the market making-related activities are designed not 

to reward proprietary risk-taking.   

 
4
 See e.g., Letter from Perry Traquina, President and CEO, Wellington Management Company LLP, to Agencies, 

dated January 12, 2012; Letter from Amy E. Koch, Director of Fixed Income Trading, Standish Mellon Asset 

Management Company LLC, to Agencies, dated January 19, 2012.   
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Overbroad Definition of Covered Funds 

 

Section 619 of the Dodd-Frank Act prohibits a “banking entity,” which includes any 

affiliate of an insured depository institution, from acting as a sponsor in a “hedge fund” or a 

“private equity fund.”  Section 619 defines the terms “hedge fund” and “private equity fund” 

to mean an issuer that would be an investment company under the Investment Company Act 

of 1940, but for Section 3(c)(1) or 3(c)(7) of that Act.  The Agencies further expand the 

statute by encompassing “hedge fund” and “private equity fund” into a broader category 

called a “covered fund” in the Proposal.  A covered fund includes any issuer organized or 

offered outside the U.S. that would be a covered fund were it organized or offered under the 

laws, or offered to one or more residents, of the U.S. or states, and any similar fund as the 

Agencies may determine.  

 

We are concerned that the Agencies have defined “covered fund” too broadly and 

have inappropriately included non-U.S. retail funds as covered funds.  In particular, the 

proposed rule broadens the statutory language by including as covered funds all foreign 

equivalents to U.S. covered funds, including many types of regulated, publicly-offered funds 

(e.g., UCITS funds, UK investment trusts).  In addition, the proposed rule would extend to 

non-U.S. retail funds even if they are not offered or sold in the U.S. or to U.S. persons or do 

not rely on the Sections 3(c)(1) or 3(c)(7) registration exemptions under the Investment 

Company Act.  We urge the Agencies to exclude such funds from the definition of “covered 

fund.”  These publicly offered non-U.S. retail funds are not similar to traditional private 

funds.
5
  Instead, they are the non-U.S. equivalent of registered investment companies, which 

are not included in the “covered fund” definition.  We do not believe the statutory provision 

intended to capture non-U.S. retail funds, and no policy reason exists to treat non-U.S. 

regulated funds differently than U.S. regulated investment companies.  Therefore, the 

Agencies should exclude non-U.S. retail funds that are publicly offered outside the U.S. and 

are subject to substantive regulation in their home jurisdiction where the fund is organized.   

  

Restrictions on Banking Entities Acting as Sponsors to Covered Funds 

 

Under Section 619 and the Proposal, an investment adviser affiliated with a banking 

entity (covered banking entity) may not “sponsor” a “covered fund” except under certain 

limited conditions.  In particular, a covered banking entity may organize and offer a covered 

fund, including acting as a sponsor of the fund, only if certain criteria are met.  One of the 

effects of the overbroad inclusion of foreign funds discussed above is the interplay with these 

conditions, which may conflict with the current local law in the fund’s home jurisdiction.   

  

                                                           
5
 The January 2011 Financial Stability Oversight Council (“FSOC) study recommended that the Agencies 

consider using their authority to expand the definition of hedge fund and private equity fund to “funds that do not 

rely on the section 3(c)(1) and 3(c)(7) exclusions, but that engage in the activities or have the characteristics of a 

traditional private equity fund or hedge fund.”  See Study & Recommendations on Prohibitions on Proprietary 

Trading & Certain Relationships with Hedge Funds & Private Equity Funds, available at 

http://www.treasury.gov/initiatives/Documents/Volcker%20sec%20%20619%20study%20final%201%2018%20

11%20rg.pdf at 62. 
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For example, one of the criteria is that the covered fund, for corporate, marketing, 

promotional, or other purposes, may not share the same name or a variation of the same name 

with the banking entity (or an affiliate or subsidiary of the banking entity).  However, 

application of this name prohibition to foreign funds may directly conflict with non-U.S. 

regulations or regulatory guidance that require regulated funds to have the same name as the 

investment manager.
6
   

 

Similarly, the conditions include restrictions on covered banking entities and/or their 

directors and employees investing in covered funds.  These restrictions conflict with the laws 

of many jurisdictions requiring that advisers and/or their directors and employees invest in the 

funds they manage.
7
 

 

These types of conflicts would effectively prevent firms from organizing and offering 

non-U.S. funds in many countries where the firm could not comply with both U.S. and local 

law.  Therefore, we request the Agencies affirmatively accommodate these conflicts in the 

final rules and permit banking entities to comply with the local law in the jurisdiction 

applicable to the covered fund in question. 

 

* * * * 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

                                                           
6
 In certain instances, the U.K. Financial Services Authority has taken the position under Section 6.9.6 of the 

Collective Investment Schemes Information Guide (http://fsahandbook.info/FSA/html/handbook/COLL/6/9) that 

the authorized fund must have a name representative of the authorized investment manager to avoid misleading 

fund investors. 

 
7
 E.g., Directive 2009/65/EC of the European Parliament and of the Council of 13 July 2009 on the coordination 

of laws, regulations and administrative provisions relating to undertakings for collective investment in 

transferable securities (UCITS), Article 29.  See also, Annex II para. 1(m), Directive 2011/61/EU of the 

European Parliament and the Council of 8 June 2011 on Alternative Investment Fund Managers (AIFM) (due for 

transposition and entry into force by July 21, 2013). 
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We appreciate the Commission’s consideration of our comments on the Proposed 

Rules to implement the provisions in Section 619 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, 

 

Monique S. Botkin 

IAA Assistant General Counsel 

 

cc: The Honorable Mary L. Schapiro, Chairman 

The Honorable Elisse B. Walter, Commissioner 

The Honorable Luis A. Aguilar, Commissioner 

The Honorable Troy A. Paredes, Commissioner 

The Honorable Daniel M. Gallagher, Commissioner 

 

Ms. Eileen Rominger, Director, Division of Investment Management 

Mr. Robert Plaze, Deputy Director, Division of Investment Management 


