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December 4, 2013

Re: H.R. 1627, the Investment Adviser Examination Improvement Act of 2013
Dear Representative:
We write to urge you to co-sponsor H.R. 1627, the Investment Adviser Examination
Improvement Act of 2013. This important legislation will authorize the Securities and Exchange
Commission (SEC) to collect an annual “user fee” from registered investment advisers to
increase the frequency of investment adviser examinations and thereby better protect American
investors.
Investors Deserve Better Protection
The SEC has responsibility for examining about 11,000 federally-registered investment
advisers that manage approximately $48 trillion in assets. Investors trust investment advisers to
help them with, among other things, planning for retirement, developing household budgets, and
saving for college education. The SEC, however, faces significant resource challenges in
maintaining a robust examination program, as evidenced by the low examination rate of 8% last
year and the projected 10% rate for the current year. Using recent examination rates as a
barometer, the typical registered investment adviser can expect to be examined only once every
12-13 years. Moreover, approximately 40% of investment advisers, or two out of every five,
have never been examined. Your constituents deserve much better!
The need to increase the frequency of investment adviser examinations has been a
consistent SEC theme for several years. For example, former SEC chairman Mary Shapiro and
current chair Mary Jo White have both expressed to Congress the need to improve oversight
through increased examinations. Their pleas follow in the wake of the SEC staff study
conducted pursuant to Section 914 of the Dodd-Frank Act (Section 914 Study) that directed SEC
staff to analyze the SEC’s examination program and to make recommendations to Congress on
ways to improve it. 1 As a result, SEC staff recommended two viable alternatives, namely
establishing a self-regulatory organization (SRO) or collecting user fees from industry to pay for
examinations.
A User Fee is the Right Policy Solution
A broad range of organizations, including AARP, Consumer Federation of America, CFP
Board, Financial Planning Association®, Investment Adviser Association, National Association
1 See, Study on Enhancing Investment Adviser Examinations (Jan. 19, 2011) at
http://www.sec.gov/news/studies/2011/914studyfinal.pdf.
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of Personal Financial Advisors, and NASAA believe that a user fee is the best option to increase
investor protection because it is an efficient, economical, and common sense solution to the
SEC’s chronic problem of insufficient examination resources. Importantly, a user fee provides a
funding source that impacts neither taxpayers nor the federal treasury.
Quantitative analysis supports the position that a user fee is the most effective and
efficient way to pay for improved investment adviser oversight. The Boston Consulting Group,
Inc. conducted a study (BCG Study) 2 that determined that a user fee is the least expensive of the
options set forth in the Section 914 Study, in part, because it would not require the SEC to
allocate additional resources to oversee an SRO. Further, the BCG Study found that an SRO
would cost at least twice as much as funding an enhanced SEC examination program paid for
through user fees.
The BCG Study found that a user fee enjoys broad industry support. The survey found

that:
 approximately 81% of investment advisers said they preferred the SEC over FINRA
oversight; and
 the preference for SEC oversight remained strong even if it would cost investment advisers
more than FINRA oversight. 3

Furthermore, investors are now speaking out on the need to increase the frequency of
investment adviser examinations. In November, the SEC’s Investor Advisory Committee
unanimously approved (with one recusal) a recommendation that the SEC request user fee
legislation from Congress. 4 The recommendation noted that the current level of examination “is
simply inadequate to detect or credibly deter fraud” and that the SEC cannot, as Chair Mary Jo
White has stated, “enforce compliance with the securities laws in a way that investors expect and
deserve.” 5 The recommendation points out that the concept underpinning user fee legislation is
neither novel nor unprecedented. The House of Representatives has twice before, in 1992 and in
1993, approved similar legislation. 6 We urge you to do so again.
The number of registered investment advisers has increased substantially over the past
twenty years, but the SEC’s resources have not kept pace with its expanded responsibilities.
Improving investment adviser examinations is consistent with our efforts to ensure that
2

See, The Boston Consulting Group, Inc., Investment Adviser Survey of Investment Adviser Preferences, (Dec. 15, 2011),
accessible at http://www.cfp.net/docs/public-policy/bcg_investment_adviser_oversight_adviser_preferences.pdf?sfvrsn=2.

3

See, The Boston Consulting Group, Inc., Investment Adviser Survey of Investment Adviser Preferences, (Dec. 15, 2011),
accessible at http://www.cfp.net/docs/public-policy/bcg_investment_adviser_oversight_adviser_preferences.pdf?sfvrsn=2.

4 See, Recommendation of Investor as Purchaser Subcommittee of the Investor Advisory Committee,
http://www.sec.gov/spotlight/investor-advisory-committee-2012/investment-adviser-examinations-recommendation-2013.pdf.
5

See, Mary Jo White Testimony Before the House Subcommittee on Financial Services and General Government, Committee on
Appropriations, May 16, 2013 at (http://www.sec.gov/News/Testimony/Detail/Testimony/1365171516050) and Testimony
Before the Senate Subcommittee on Financial Services and General Government, Committee on Appropriations on June 25, 2013
at (http://www.sec.gov/News/Testimony/Detail/Testimony/1365171606059).
6 H.R. 5726, the Investment Adviser Regulatory Enhancement and Disclosure Act of 1992 and H.R. 578, the Investment Adviser
Regulatory Enhancement and Disclosure Act of 1993.
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investment advice is provided in a manner that keeps investors’ interests paramount through
accountability and transparency.
H.R. 1627 is a Narrowly Targeted Solution
H.R. 1627 offers a narrowly targeted solution to the problem of inadequate investment
adviser oversight. The bill contains a number of safeguards that ensure that the fees will be
collected and deployed in a manner consistent with Congressional intent. The bill:
 mandates that any fees collected be dedicated solely to an increased level of adviser
examinations by the SEC;
 requires the SEC to develop its fee formula through a public notice and comment
rulemaking;
 requires the SEC to consider, among other things, factors such as the size of an adviser, the
adviser’s assets under management, and the adviser’s risk profile in determining a fee; and
 requires the Comptroller General to conduct a biennial audit of the SEC’s use of fees.

These safeguards, coupled with the organizational improvements the SEC is adopting,
will substantially augment the SEC’s ability to conduct frequent and effective examinations and,
consequently, to protect investors.
Again, it is imperative that the SEC be able to properly oversee the activities of registered
investment advisers. We are deeply concerned that the SEC’s current inability to examine
investment advisers more frequently increases opportunities for investor fraud and abuse. This
bill, sponsored by Rep. Maxine Waters and Rep. John Delaney, is a crucial step to providing the
SEC with much-needed financial resources.
We urge you to become a co-sponsor of H.R. 1627, the Investment Adviser Examination
Improvement Act of 2013.
Respectfully yours,
Joyce A. Rogers
Senior Vice President
Government Affairs
AARP

Barbara Roper
Director of Investor Protection
CFA

Kevin R. Keller, CAE
Chief Executive Officer
CFP Board

Michael Branham, CFP®
President
Financial Planning Association

David G. Tittsworth
Executive Director
IAA

Lauren Locker, CFP®
National Chair
NAPFA

Russ Iuculano
Executive Director
NASAA

November 21, 2013
Chairman Joseph Dear
Investor Advisory Committee
U.S. Securities and Exchange Commission
100 F Street, NE
Washington, DC 20549
Re:

Investor as Purchaser Subcommittee Recommendation on Legislation to Fund
Investment Adviser Examinations

Dear Mr. Chairman:
The Financial Planning Coalition (Coalition)1and the Investment Adviser Association
(IAA) 2 urge the Investor Advisory Committee (Advisory Committee) to adopt the Investor as
Purchaser Subcommittee’s (Subcommittee) recommendation that the U.S. Securities and
Exchange Commission (Commission or SEC) request that Congress enact legislation authorizing
the Commission to impose “user fees” on SEC-registered investment advisers. These fees would
be used to enhance investor protection by increasing the frequency of on-site examinations.
Investors Must Be Better Protected
Millions of Americans rely upon investment advisers to help them with many financialrelated issues, including retirement planning, household budgeting, and saving for college. The
SEC is charged with overseeing the more than 11,000 registered investment advisers that manage
approximately $48 trillion in assets. The Commission’s Office of Compliance, Inspections and
Examinations (OCIE) faces significant resource challenges in maintaining a robust examination
program, as evidenced by OCIE’s examination rate – projected to be 10% for the current year.
Moreover, 40% of investment advisers have never been examined. These statistics are
unacceptable and must be improved.
Commission Chair Mary Jo White recently expressed her concerns regarding the SEC’s
inability to properly oversee registered investment advisers in a speech where she noted that the
SEC is now “tasked with inspecting nearly 11,000 registered advisers who advise approximately
9,700 mutual funds and ETFs and 30,000 private funds. That is a 24-to-1 ratio of examiners to
registrants and a nearly 90-to-1 ratio of examiners to funds – far larger than that of almost every
1 The Financial Planning Coalition, representing about 75,000 stakeholders, is a collaboration of Certified Financial Planner
Board of Standards, Inc. (CFP Board), the Financial Planning Association® (FPA®), and the National Association of Personal
Financial Advisers (NAPFA), formed to advise legislators and regulators on how best to protect consumers by ensuring that
financial planning services are delivered with fiduciary accountability and transparency. To learn more, please visit
www.FinancialPlanningCoalition.com.
2 The IAA is a not-for-profit association that represents the interests of investment adviser firms that are registered with the
SEC. For more information, please visit our website: www.investmentadviser.org.
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other financial regulatory agency.” 3 Chair White has also stated that “the current level of
resources is not sufficient to permit the SEC to adequately examine regulated entities and enforce
compliance with the securities laws in a way that investors expect and deserve.” 4 Chair White’s
position is consistent with an SEC staff recommendation contained in a report mandated in
Section 914 of the Dodd-Frank Wall Street Reform and Consumer Protection Act (Dodd-Frank
Act) regarding the then current state of investment adviser oversight and how to improve it
(Section 914 Study). 5
A User Fee is the Right Policy Solution
The Section 914 Study discusses two viable options to address this resource gap –
requiring advisers to submit to oversight by a self-regulatory organization (SRO) and collecting a
user fee. Both options have been the subject of legislation in the House of Representatives. The
Coalition and IAA support a user fee as the best option to increase investor protection through
more frequent investment adviser examinations. It is an efficient, economical, and common
sense solution to the Commission’s vexing problem of insufficient resources.
Quantitative analysis supports the argument that a user fee is the most effective and
efficient way to improve investment adviser oversight. The Boston Consulting Group, Inc.
conducted a study and survey (BCG Study) 6 which determined, among other things, that –
 creating an SRO for investment advisers would likely be twice as expensive as
funding an enhanced SEC examination program;
 the startup costs alone for a new SRO or one run by FINRA could fund an enhanced
SEC examination program for an entire year; and
 any cost savings to the SEC of outsourcing investment adviser examinations would
likely be minimal.
In addition to the lower cost to the federal treasury, the BCG Study found that a user fee
enjoys broad industry support. The survey found that –
 approximately 81% of investment advisers said they preferred the SEC over FINRA
oversight; and

3

See, Mary Jo White Remarks Before the National Society of Compliance Professionals National Membership Meeting, Oct. 22,
2013 at (http://www.sec.gov/News/Speech/Detail/Speech/1370539960588).
4 See, Mary Jo White Testimony Before the House Subcommittee on Financial Services and General Government, Committee on
Appropriations, May 16, 2013 at (http://www.sec.gov/News/Testimony/Detail/Testimony/1365171516050) and Testimony
Before the Senate Subcommittee on Financial Services and General Government, Committee on Appropriations on June 25, 2013
at (http://www.sec.gov/News/Testimony/Detail/Testimony/1365171606059).

5

See, Study on Enhancing Investment Adviser Examinations (Jan. 19, 2011), at
http://www.sec.gov/news/studies/2011/914studyfinal.pdf.
6
See, The Boston Consulting Group, Inc., Investment Adviser Oversight: Economic Analysis Options, (Dec. 15, 2011), at
http://www.cfp.net/docs/public-policy/bcg_investment_adviser_oversight_economic_analysis.pdf?sfvrsn=2.
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 the preference for SEC oversight remained strong even if it would cost investment
advisers more than FINRA oversight. 7
H.R. 1627 is a Targeted Solution
As the Subcommittee notes, Rep. Maxine Waters, along with Rep. John Delaney,
reintroduced a user fee bill in the 113th Congress – H.R. 1627, the Investment Adviser
Examination Improvement Act of 2013 – which the Coalition, IAA, and a broad array of
organizations support, including AARP, Consumer Federation of America, Fund Democracy,
and the North American Securities Administrators Association.
When she introduced the bill, Ranking Member Waters stated, “[t]his legislation answers
a funding gap which has been largely responsible for the infrequency of investment adviser
exams, and represents the simplest and most direct method for achieving the desired result:
improved quality and quantity of these exams and another step toward restoration of public
confidence in the markets.” 8 Rep. Delaney, an original co-sponsor, said, “[i]nvestment advisers
play a huge role in the financial lives of millions of Americans and we should make sure that
they’re acting properly. In a time of tight budgets, the Investment Adviser Examination
Improvement Act strengthens consumer protection measures in a taxpayer friendly, costeffective way that requires no appropriated funds. This legislation would allow the SEC to
improve oversight and help protect investors.” 9
H.R. 1627 is narrowly tailored to provide the SEC with much-need resources. The bill –
 mandates that any fees collected be used for the sole purpose of increasing the
frequency of adviser examinations by the SEC;
 requires the SEC to conduct its fee determination through a public notice and
comment rulemaking;
 requires the SEC to consider, among other things, factors such as the size of an
adviser, the adviser’s assets under management, and the adviser’s risk profile in
determining a fee; and
 requires the Comptroller General to conduct a biennial audit of the SEC’s use of fees.
As the Subcommittee points out, the concept underpinning this legislation is neither
novel nor unprecedented. The House of Representatives has twice before, in 1992 and in 1993,
approved similar legislation. We are urging them to do it again. Increasing examination of
investment advisers is consistent with our efforts to ensure that investment advice is provided in
a manner that keeps investors’ interests paramount through accountability and transparency.
7

See, The Boston Consulting Group, Inc., Investment Adviser Survey of Investment Adviser Preferences, (Dec. 15, 2011),
accessible at http://www.cfp.net/docs/public-policy/bcg_investment_adviser_oversight_adviser_preferences.pdf?sfvrsn=2.
8

See, House Committee on Financial Services Press Release, April 19, 2013 at
(http://democrats.financialservices.house.gov/press/PRArticle.aspx?NewsID=1534).

9

Id.
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Enhancing the Commission’s ability to regularly examine registered investment advisers will
lessen the risk that American investors will fall prey to fraud and abuse.
Again, the Coalition and IAA urge the Advisory Committee to adopt the recommendation
that the SEC request that Congress enact user fee legislation.
Respectfully submitted,

Kevin R. Keller, CAE
Chief Executive Officer
CFP Board

Lauren Schadle, CAE
Executive Director/CEO
FPA®

Geoffrey Brown, CAE
Chief Executive Officer
NAPFA

David G. Tittsworth
Executive Director4221
IAA

Cc:

Hon. Mary Jo White
Hon. Luis Aguilar
Hon. Michael Gallagher
Hon. Kara Stein
Hon. Michael Piwowar
Mr. Andrew Bowden, Director, Office of Compliance, Inspections, and Examinations

November 5, 2013

Via Electronic Mail
Financial Conduct Authority
25 The North Colonnade
Canary Wharf
London E14 5HS
Re:

FCA Consultation Paper CP13/9: Quarterly Consultation No. 2
(September 2013)

Dear Sir or Madam:
The Investment Adviser Association (IAA)1 appreciates the opportunity to comment on
Chapter 14 of Consultation Paper 13/9, relating to Alternative Investment Fund Managers (AIFM)
Remuneration Code Guidance.2 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). Our membership consists of investment advisory firms that manage assets for a wide
variety of institutional and individual clients, including pension plans, trusts, investment funds,
endowments, foundations, and corporations, and many of our members manage, or have affiliates
that manage, UK alternative investment funds (AIFs). Our comments relate to the concept of
proportionality in applying the remuneration requirements of the AIFM Directive (Directive) to
particular fund managers (AIFMs) and the application of the remuneration requirements to
delegates.
As the Consultation Paper notes, the Directive specifically allows AIFMs to comply with its
remuneration provisions in a way and to the extent that is appropriate to their size, internal
organization, and the nature, scope and complexity of their activities. The FCA has taken a
comprehensive and thoughtful approach to the application of this proportionality principle in the
Consultation Paper by setting out factors that AIFMs should consider in assessing the application
of the remuneration rules. The initial factor in the analysis, the amount of AIF assets under
management, would create a presumption with respect to the application of certain of the
remuneration requirements.

1

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

2

FCA Quarterly Consultation Paper No. 2, CP13/9 (September 2013) (Consultation Paper).
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We agree with the use of AUM thresholds, and urge the FCA to use thresholds at the higher
ends of the suggested ranges in order to assure that, when applied along with the other factors, the
AIFMs fully covered by the requirements are those that are more likely to present the risks that the
remuneration rules were designed to mitigate. Regardless of the specific thresholds, an AIFM’s
assets under management would not be dispositive in the analysis, and an AIFM that determined
to disapply certain of the rules would also be required to consider a comprehensive list of other
factors and to develop an explanation of the rationale for its decision, which would be provided to
the FCA upon request. Use of the AUM thresholds, though presumptive, would provide greater
certainty to firms’ analyses and are reasonable proxies for risk and complexity in this context.
We also support the FCA’s analysis of the remuneration rules’ application to entities to which
the AIFM has delegated portfolio or risk management with respect to an AIF. Under the
Guidelines, (1) the delegate must be subject to regulatory requirements on remuneration that are
equally as effective as those under the Directive, or (2) appropriate contractual arrangements must
be put in place with the delegate to avoid circumvention of the Directive. These contractual
arrangements would be tailored to cover remuneration of the delegate’s relevant staff related to the
delegation. We agree with the FCA that the “equally as effective” qualifier in the first alternative
should not require equivalence between regimes, in light of the various regimes that may regulate
delegates. It is appropriate for the FCA consider the over-arching objectives of other regimes’
regulatory requirements rather than engaging in provision-by-provision analyses of each regime.
Under the second alternative, we concur that requiring AIFMs to address only the delegate’s staff
who have a material impact on the risk profiles of the relevant AIFs and remuneration that is
connected with the delegated activities would be the most appropriate approach.
We appreciate the opportunity to provide our views on these issues and would be pleased to
provide any additional information. Please contact the undersigned or Karen L. Barr, General
Counsel, at (202) 293-4222 with any questions regarding these matters.

Respectfully submitted,

Kathy D. Ireland
Kathy D. Ireland
Associate General Counsel

cc: Stefan Saldanha
Policy Advisor/Asset Management & Funds
Policy, Risk & Research (PRR) Division
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VWDQGDUGVRIFRQGXFWIRUEURNHUGHDOHUVDQGLQYHVWPHQWDGYLVHUVSURYLGLQJSHUVRQDOL]HG
LQYHVWPHQWDGYLFHWRUHWDLOFXVWRPHUV:HUHSUHVHQWLQYHVWPHQWDGYLVHUILUPVUHJLVWHUHGZLWK
WKH&RPPLVVLRQXQGHUWKH,QYHVWPHQW$GYLVHUV$FWRI $GYLVHUV$FW HDFKRIZKLFK
SURYLGHVLQYHVWPHQWDGYLFHWRLWVFOLHQWVXQGHUDILGXFLDU\VWDQGDUG:HKDYHORQJKHOGWKH
SRVLWLRQWKDWWKHILGXFLDU\VWDQGDUGZKLFKHQFRPSDVVHVWKHLPSRUWDQWSULQFLSOHVRIWUXVWOR\DOW\
DQGGXW\RIFDUHLVWKHULJKWVWDQGDUGWRDSSO\WRDOOSURIHVVLRQDOVLQWKHEXVLQHVVRISURYLGLQJ
LQYHVWPHQWDGYLFHWRFOLHQWVDQGKDYHSDUWLFLSDWHGDFWLYHO\LQOHJLVODWLYHDQGUHJXODWRU\
FRQVLGHUDWLRQRIWKHDSSOLFDWLRQRIWKHILGXFLDU\VWDQGDUGWRILQDQFLDOSURIHVVLRQDOVZKRSURYLGH
LQYHVWPHQWDGYLFH



7KH,$$LVDQRWIRUSURILWDVVRFLDWLRQWKDWUHSUHVHQWVWKHLQWHUHVWVRILQYHVWPHQWDGYLVHUILUPVWKDWDUHUHJLVWHUHG
ZLWKWKH6(&)RUPRUHLQIRUPDWLRQSOHDVHYLVLWRXUZHEVLWHZZZLQYHVWPHQWDGYLVHURUJ


5HTXHVWIRU'DWDDQG2WKHU,QIRUPDWLRQ5HO1R,$ 0DU  5HTXHVW 


6HHHJ+HDULQJRQ&DSLWDO0DUNHWV5HJXODWRU\5HIRUP6WUHQJWKHQLQJ,QYHVWRU3URWHFWLRQ(QKDQFLQJ
2YHUVLJKWRI3ULYDWH3RROVRI&DSLWDODQG&UHDWLQJD1DWLRQDO,QVXUDQFH2IILFH%HIRUHWKH+&RPPRQ)LQ6HUYV
WK&RQJ 2FW  VWDWHPHQWRI'DYLG*7LWWVZRUWK([HFXWLYH'LUDQG([HFXWLYH9LFH3UHVLGHQW,$$ 
(QKDQFLQJ,QYHVWRU3URWHFWLRQDQGWKH5HJXODWLRQRI6HFXULWLHV0DUNHW+HDULQJ%HIRUHWKH6&RPPRQ%DQNLQJ
+RXVDQG8UEDQ$IIDLUVWK&RQJ 0DU  VWDWHPHQWRI'DYLG*7LWWVZRUWK([HFXWLYH'LUDQG
([HFXWLYH9LFH3UHVLGHQW,$$ /HWWHUIURP&RQVXPHU)HGHUDWLRQRI$PHULFDHWDOWR0DU\/6FKDSLUR
&KDLUPDQ6(&UH)UDPHZRUNIRU5XOHPDNLQJXQGHU6HFWLRQRIWKH'RGG)UDQN$FW 0DU  0DUFK
-RLQW/HWWHU /HWWHUIURP'DYLG*7LWWVZRUWK([HFXWLYH'LUDQG([HFXWLYH9LFH3UHVLGHQW,$$WR(OL]DEHWK
00XUSK\6HFUHWDU\6(&UH5HO1R,$6WXG\5HJDUGLQJ2EOLJDWLRQVRI%URNHUV'HDOHUVDQG,QYHVWPHQW
$GYLVHUV $XJ  ,$$&RPPHQW/HWWHURQ6(&6WXG\ /HWWHUIURP'DYLG*7LWWVZRUWK([HFXWLYH'LU
,$$WR-RQDWKDQ.DW]6HFUHWDU\6(&UH5HO1R,$&HUWDLQ%URNHU'HDOHUV'HHPHG1RWWREH,QYHVWPHQW
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:HFRQWLQXHWRPDLQWDLQWKDWDOOSHUVRQVSURYLGLQJLQYHVWPHQWDGYLFHDERXWVHFXULWLHVWR
FOLHQWV UHJDUGOHVVRIWKHOHYHORIWKHFOLHQW¶VVRSKLVWLFDWLRQ VKRXOGEHVXEMHFWWRWKHVDPHKLJK
VWDQGDUGRIFDUH±WKHZHOOHVWDEOLVKHGILGXFLDU\GXW\VWDQGDUGXQGHUWKH$GYLVHUV$FW7KLV
IHGHUDOILGXFLDU\VWDQGDUGUHTXLUHVLQYHVWPHQWDGYLVHUVWRDFWLQWKHEHVWLQWHUHVWVRIFOLHQWVDQGWR
SODFHWKHLQWHUHVWVRIFOLHQWVEHIRUHWKHLURZQ7KH$GYLVHUV$FWDQGWKHILGXFLDU\VWDQGDUG
SURYLGHDQH[WHQVLYHIUDPHZRUNIRUFRQGXFWDQGFRPSOLDQFHDQGLPSXWHDQRYHUDUFKLQJGXW\RQ
WKHSDUWRILQYHVWPHQWDGYLVHUVWRSXWWKHLQWHUHVWVRIWKHLUFOLHQWVILUVW:HWDNHVHULRXVO\WKH
&RPPLVVLRQ¶VFRQVLGHUDWLRQRIWKHDSSURSULDWHVWDQGDUGWRDSSO\LQWKHUHWDLOFOLHQWFRQWH[W
KRZHYHUZHDUHFRQFHUQHGWKDWWKH&RPPLVVLRQ¶V5HTXHVWVLJQDOVDQLQFOLQDWLRQWR³ZDWHU
GRZQ´WKH$GYLVHUV$FWILGXFLDU\VWDQGDUGE\VXJJHVWLQJWKDWGLVFORVXUHDORQHZRXOGVDWLVI\LWV
UHTXLUHPHQWVRUE\UHGXFLQJWKHRYHUDUFKLQJGXW\WRDSUHVFULEHGVHWRIUXOHV:HZRXOGRSSRVH
DQ\HIIRUWWKDWZRXOGUHVXOWLQDOHVVHUVWDQGDUGIRUDQ\JURXSRILQYHVWPHQWDGYLVHUVWKDQH[LVWV
WRGD\

,QDGGLWLRQZHDUHFRQFHUQHGWKDWWKH&RPPLVVLRQDSSHDUVWREHDSSURDFKLQJLWVLQLWLDO
FRQVLGHUDWLRQRIWKHXQLIRUPVWDQGDUGRIFRQGXFWDQGRWKHUUHJXODWRU\KDUPRQL]DWLRQIURPWKH
SHUVSHFWLYHRIDSSO\LQJEURNHUGHDOHUUXOHVWRLQYHVWPHQWDGYLVHUVZKLOHRQO\VSDULQJO\
PHQWLRQLQJWKHSRVVLELOLW\WKDWLQYHVWPHQWDGYLVHUUHJXODWLRQVKRXOGDSSO\WREURNHUVWKDWSURYLGH
DGYLFH:HZRXOGRSSRVHZKROHVDOHDSSOLFDWLRQRI³FKHFNWKHER[´EURNHUGHDOHUUHJXODWLRQWR
LQYHVWPHQWDGYLVHUV'HVSLWHDEOXUULQJRIWKHOLQHVDVVRPHEURNHUGHDOHUVKDYHPRYHGWRZDUG
DGYLVRU\DFWLYLWLHVVLJQLILFDQWGLIIHUHQFHVUHPDLQEHWZHHQWKHFRUHDFWLYLWLHVRIPRVWEURNHU
GHDOHUV LHWKRVHZKRHIIHFWVHFXULWLHVWUDQVDFWLRQVDQGDUHJHQHUDOO\UHIHUUHGWRDVWKH³VHOO
VLGH´ DQGLQYHVWPHQWDGYLVHUV LHWKRVHZKRDUHVROHO\HQJDJHGLQWKHEXVLQHVVRISURYLGLQJ
LQYHVWPHQWDGYLFHDQGDUHUHIHUUHGWRDVWKH³EX\VLGH´ ,PSRVLQJWKHEURNHUGHDOHUUXOHVHWRQ
LQYHVWPHQWDGYLVHUVZRXOGIDLOWRUHFRJQL]HWKRVHIXQGDPHQWDOGLIIHUHQFHVDQGZRXOGLPSRVH
VXEVWDQWLDOFRVWVZLWKQRFRUUHVSRQGLQJLQYHVWRUSURWHFWLRQEHQHILWV)XUWKHUVXFKDQDSSURDFK
IDLOVWRDSSUHFLDWHWKHEUHDGWKDQGVFRSHRIWKHILGXFLDU\GXW\DQG$GYLVHUV$FWUXOHV

%HORZZHSURYLGHEDFNJURXQGUHJDUGLQJWKHILGXFLDU\GXW\DQGWKH&RPPLVVLRQ¶V
FRQVLGHUDWLRQRIZKHWKHUWRDSSO\LWWREURNHUGHDOHUVIROORZHGE\UHVSRQVHVWRVSHFLILFUHTXHVWV
SRVHGE\WKH&RPPLVVLRQLQWKHRUGHUSUHVHQWHGLQLWV5HTXHVW

,
%DFNJURXQG

)RUPDQ\\HDUVDEULJKWOLQHVHSDUDWHGWUDGLWLRQDOEURNHUDJHVHUYLFHVIURPWUDGLWLRQDO
LQYHVWPHQWDGYLVRU\VHUYLFHV'XULQJWKHODVWWZRGHFDGHVKRZHYHUEURNHUGHDOHUVKDYHPRYHG
WRZDUGRIIHULQJPRUHWUDGLWLRQDOLQYHVWPHQWDGYLVRU\DFWLYLWLHVDQGPDUNHWLQJWKHPVHOYHVDV
³DGYLVRUV´UHVXOWLQJLQDEOXUULQJRIWKLVOLQH,QUHFRJQLWLRQRIWKLVVKLIWLQJODQGVFDSHVLQFHDW


$GYLVHUV 6HSW /HWWHUIURP'DYLG*7LWWVZRUWK([HFXWLYH'LU,&$$WR-RQDWKDQ*.DW]6HFUHWDU\
6(& -DQ 


,QGHHGZHVXSSRUWH[WHQVLRQRIWKH$GYLVHUV$FWILGXFLDU\GXW\WREURNHUGHDOHUVRQO\ZKHQWKH\HQJDJHLQ
LQYHVWPHQWDGYLVRU\DFWLYLWLHV





OHDVWWKH6(&KDVHQJDJHGLQUXOHPDNLQJVDQGRWKHUDFWLYLWLHVUHJDUGLQJWKHVWDQGDUGRI
FDUHIRUEURNHUGHDOHUVJLYLQJLQYHVWPHQWDGYLFH


6HFWLRQRIWKH'RGG)UDQN$FW

5HWDLOLQYHVWRUVH[SHFWWKDWWKHLUVHFXULWLHVSURIHVVLRQDOVZLOODFWLQWKHLUEHVWLQWHUHVWV
WKH\DUHXQGHUVWDQGDEO\FRQIXVHGWKDWDGLIIHUHQWVWDQGDUGDSSOLHVWREURNHUGHDOHUVZKRJLYH
WKHPDGYLFH7KHSURYLVLRQVRI6HFWLRQRIWKH'RGG)UDQN$FWUHIOHFWFRQJUHVVLRQDO
FRQFHUQDERXWWKLVFRQIXVLRQ6HFWLRQUHTXLUHVWKH6(&WRFRQGXFWDVWXG\WRHYDOXDWHWKH
HIIHFWLYHQHVVRIH[LVWLQJOHJDORUUHJXODWRU\VWDQGDUGVRIFDUHIRUEURNHUGHDOHUVLQYHVWPHQW
DGYLVHUVDQGWKHLUDVVRFLDWHGSHUVRQVLQSURYLGLQJSHUVRQDOL]HGLQYHVWPHQWDGYLFHDERXW
VHFXULWLHVWRUHWDLOFXVWRPHUVDQGZKHWKHUWKHUHDUHJDSVVKRUWFRPLQJVRURYHUODSVLQWKRVH
VWDQGDUGV


7KH'RGG)UDQN$FWIXUWKHUDXWKRUL]HVWKH6(&WRFRQGXFWDUXOHPDNLQJWRDGGUHVVWKH
OHJDORUUHJXODWRU\VWDQGDUGVRIFDUHIRUEURNHUGHDOHUVDQGLQYHVWPHQWDGYLVHUVWDNLQJLQWR
DFFRXQWWKHILQGLQJVRIWKHVWXG\8QGHUWKHSURYLVLRQVRI6HFWLRQWKH6(&PD\LPSRVHRQ
EURNHUVSURYLGLQJDGYLFHWRUHWDLOFXVWRPHUV RUVXFKRWKHUFXVWRPHUVDVWKH6(&PD\E\UXOH
SURYLGH WKHVDPHVWDQGDUGRIFRQGXFWDSSOLFDEOHWRDGYLVHUVXQGHUVHFWLRQRIWKH$GYLVHUV
$FW6HFWLRQDOVRSURYLGHVWKDWDQ\VWDQGDUGRIFRQGXFWSURPXOJDWHGXQGHUVHFWLRQVKDOO
EHQROHVVVWULQJHQWWKDQWKHVWDQGDUGRIFDUHXQGHU$GYLVHUV$FWVHFWLRQV  DQG  




7KH6(&VRXJKWWRDGGUHVVWKHVHFRQFHUQVZLWKDUXOHPDNLQJEXWWKHUXOHZDVVXEVHTXHQWO\YDFDWHGDIWHUDOHJDO
FKDOOHQJH7KH6(&DGRSWHG$GYLVHUV$FWUXOH D  WRH[FOXGHFHUWDLQEURNHUGHDOHUVRIIHULQJIHHEDVHG
EURNHUDJHDFFRXQWVIURPWKH$GYLVHUV$FW6HH&HUWDLQ%URNHU'HDOHUV'HHPHG1RWWREH,QYHVWPHQW$GYLVHUV
,QYHVWPHQW$GYLVHUV$FW5HO1R,$ $SU 7KH)LQDQFLDO3ODQQLQJ$VVRFLDWLRQ )3$ KRZHYHU
RSSRVHGLWDQGILOHGVXLWDJDLQVWWKH6(&WRYDFDWHWKHUXOH7KH6(&KDGRULJLQDOO\SURSRVHGDVLPLODUUXOHLQ
ZKLFKDOVRZDVRSSRVHGE\WKH)3$EHFDXVHDPRQJRWKHUWKLQJVWKHSURSRVLQJUHOHDVHHPEHGGHGDQRDFWLRQ
SRVLWLRQWRFUHDWHDQLPPHGLDWHH[FHSWLRQWRWKHGHILQLWLRQRIEURNHUGHDOHU7KH)3$ILOHGVXLWDJDLQVWWKH6(&
DQGLQUHVSRQVHWKH6(&ZLWKGUHZWKHRULJLQDOSURSRVHGUXOHDQGUHSURSRVHGWKHUXOHZKLFKZDVDGRSWHGLQ
,QWKH'&&LUFXLWYDFDWHGWKH6(&¶VUXOHRQWKHJURXQGVWKDWWKHDJHQF\ODFNHGWKHDXWKRULW\WRH[FHSW
EURNHUGHDOHUVRIIHULQJIHHEDVHGEURNHUDJHDFFRXQWVIURPWKHGHILQLWLRQRILQYHVWPHQWDGYLVHU)LQDQFLDO3ODQQLQJ
$VVRFLDWLRQY6(&)G '&&LU 7KHQLQWKH6(&FRQWUDFWHGZLWKWKH5$1'&RUSRUDWLRQ
WRVWXG\KRZWKHGLIIHUHQWUHJXODWRU\V\VWHPVWKDWDSSO\WREURNHUGHDOHUVDQGLQYHVWPHQWDGYLVHUVDIIHFWLQYHVWRUV


6HHHJ/HWWHUIURP%DUEDUD5RSHU'LUHFWRURI,QYHVWRU3URWHFWLRQ&RQVXPHU)HGHUDWLRQRI$PHULFDHWDOWR
0DU\/6FKDSLUR&KDLUPDQ6(&UH6XUYH\9DVW0DMRULW\RI86,QYHVWRUV6XSSRUW&OHDU³)LGXFLDU\6WDQGDUG´
IRU)LQDQFLDO3URIHVVLRQDOV:LGHVSUHDG&RQIXVLRQ6HHQ/LQNHGWR&XUUHQW6(&5XOHV 6HSW  UHVXOWVRID
QDWLRQDORSLQLRQVXUYH\UHJDUGLQJ86LQYHVWRUVDQGWKHILGXFLDU\VWDQGDUGFRQGXFWHGE\25&,QIRJURXSIRUWKH
&RQVXPHU)HGHUDWLRQRI$PHULFD$$53WKH1RUWK$PHULFDQ6HFXULWLHV$GPLQLVWUDWRUV$VVRFLDWLRQWKH&HUWLILHG
)LQDQFLDO3ODQQHU%RDUGRI6WDQGDUGV,QFWKH,QYHVWPHQW$GYLVHU$VVRFLDWLRQWKH)LQDQFLDO3ODQQLQJ$VVRFLDWLRQ
DQGWKH1DWLRQDO$VVRFLDWLRQRI3HUVRQDO)LQDQFLDO$GYLVRUV $QJHOD$+XQJ1RUHHQ&ODQF\-HII'RPLQLW](ULF
7DOOH\&ODXGH%HUUHEL)DUUXNK6XYDQNXORY5$1'5HSRUW,QYHVWRUDQG,QGXVWU\3HUVSHFWLYHVRQ,QYHVWPHQW
$GYLVHUVDQG%URNHU'HDOHUVDW -DQ  5$1'5HSRUW 7'$0(5,75$'(,QYHVWRU3HUFHSWLRQ6WXG\
 ³,ILQYHVWRUVNQHZWKDWVWRFNEURNHUVSURYLGHGIHZHULQYHVWRUSURWHFWLRQVWKDQLQYHVWPHQWDGYLVRUV
ZRXOGQRWVHHNILQDQFLDODGYLFHIURPWKHP´ 


:HSURYLGHGUHFRPPHQGDWLRQVFRQFHUQLQJWKH6(&¶VVWXG\LQDQGLQFRUSRUDWHKHUHLQWKHFRQWHQWVRIWKLV
HDUOLHUFRPPHQWOHWWHUE\UHIHUHQFH,$$&RPPHQW/HWWHURQ6(&6WXG\VXSUDQRWH






7KH&RPPLVVLRQVWDIILVVXHGWKHUHTXLUHGVWXG\LQDQGUHFRPPHQGHGWKHDGRSWLRQ
RISDUDOOHOUXOHVLPSRVLQJDXQLIRUPILGXFLDU\GXW\RQEURNHUGHDOHUVDQGLQYHVWPHQWDGYLVHUV
7RIXUWKHULWVDQDO\VLVRIWKLVLPSRUWDQWLVVXHWKH&RPPLVVLRQLVVXHGWKH5HTXHVWZKLFKVHHNV
GDWDDQGRWKHULQIRUPDWLRQFRQFHUQLQJYDULRXVDVSHFWVRIWKHSURYLVLRQRILQGLYLGXDOL]HG
LQYHVWPHQWDGYLFHWRUHWDLOFXVWRPHUV



7KH)LGXFLDU\6WDQGDUG

$VZHGLVFXVVLQGHWDLOEHORZZHDUHFRQFHUQHGWKDWWKHILGXFLDU\GXW\FRQWHPSODWHGE\
WKH5HTXHVWIDOOVZHOOVKRUWRIWKH³QROHVVVWULQJHQW´VWDQGDUGVHWRXWE\&RQJUHVV7KH5HTXHVW
GRHVQRWDSSHDUWRIXOO\LQFRUSRUDWHWKHPRVWFUXFLDODVSHFWRIILGXFLDU\GXW\±WKHRYHUDUFKLQJ
GXW\WRDFWLQWKHFOLHQW¶VEHVWLQWHUHVWV7KLVGXW\WRSXWWKHFOLHQW¶VLQWHUHVWVILUVWLVDWWKHKHDUW
RIWKHILGXFLDU\DSSURDFKDQGLQIRUPVDQDGYLVHU¶VFRQGXFWLQHYHU\VLWXDWLRQ%\QRW
UHFRJQL]LQJWKHLPSRUWDQFHRIWKLVDVSHFWRIWKHILGXFLDU\VWDQGDUGWKHDVVXPSWLRQVGLVFXVVHGLQ
WKH5HTXHVWLPSO\DOHVVHUVWDQGDUG,QGHHGWKH5HTXHVWVHHPVWRFRQWHPSODWHVLPSO\DGGLQJ
GLVFORVXUHUHTXLUHPHQWVWRH[LVWLQJEURNHUGHDOHUUXOHVDQGODEHOLQJWKHUHVXOWDILGXFLDU\
VWDQGDUG:HZRXOGVWURQJO\RSSRVHVXFKDQDSSURDFKDVQRWUHIOHFWLQJWKHIXQGDPHQWDO
SULQFLSOHVHPEHGGHGLQDILGXFLDU\VWDQGDUGRUWKHVSHFLILFUHTXLUHPHQWVRI6HFWLRQ

7KHILGXFLDU\GXW\XQGHUWKH$GYLVHUV$FWZDVILUVWDUWLFXODWHGE\WKH866XSUHPH
&RXUWLQ7KH&RXUWIRXQGHPERGLHGLQWKH$GYLVHUV$FWDQDGYLVHU¶VDIILUPDWLYHGXW\RI
XWPRVWJRRGIDLWKDQGIXOODQGIDLUGLVFORVXUHRIDOOPDWHULDOIDFWVWRLWVFOLHQWVDVZHOODVDQ
DIILUPDWLYHREOLJDWLRQWRHPSOR\UHDVRQDEOHFDUHWRDYRLGPLVOHDGLQJLWVFOLHQWV7KLVZHOO
HVWDEOLVKHGVWDQGDUGKDVEHHQFRQVLVWHQWO\LQWHUSUHWHGDQGDSSOLHGE\WKH6(&DQGWKHFRXUWVWR
UHTXLUHLQYHVWPHQWDGYLVHUVWRVHUYHWKHLUFOLHQWVZLWKWKHKLJKHVWGXW\RIOR\DOW\DQGFDUH

7KHILGXFLDU\VWDQGDUGLVEDVHGRQFRPPRQODZSULQFLSOHVDULVLQJIURPWKHUHODWLRQVKLS
RIWUXVWEHWZHHQWKHDGYLVHUDQGWKHFOLHQWUDWKHUWKDQDFRPSUHKHQVLYHVHWRIGHWDLOHGUXOHV
7KLVKDVUHVXOWHGLQDILGXFLDU\GXW\WKDWLVIOH[LEOHDQGKDVSURYLGHGDQHIIHFWLYHIUDPHZRUNIRU
DGYLVHUVVHUYLQJDEURDGVSHFWUXPRIFOLHQWVDFURVVDQH[SDQVLYHUDQJHRILQYHVWPHQWDSSURDFKHV




6WDIIRIWKH866HFXULWLHVDQG([FKDQJH&RPPLVVLRQ6WXG\RQ,QYHVWPHQW$GYLVHUVDQG%URNHU'HDOHUV$V
5HTXLUHGE\6HFWLRQRIWKH'RGG)UDQN:DOO6WUHHW5HIRUPDQG&RQVXPHU3URWHFWLRQ$FW -DQ  
6WXG\ 


6(&Y&DSLWDO*DLQV5HVHDUFK%XUHDX86  


,G7KHVHGXWLHVRIDILGXFLDU\ZHUHDSSOLHGE\WKH6(&DQGWKHFRXUWVORQJEHIRUHWKH6XSUHPH&RXUWLQWKH
&DSLWDO*DLQVFDVHIRXQGWKHPWREHHPERGLHGLQWKHDQWLIUDXGSURYLVLRQVRIWKH$GYLVHUV$FW6HHHJ,QWKH
0DWWHURI$UOHHQ:+XJKHV([FKDQJH$FW5HO1R )HE 


6HHHJ&DSLWDO*DLQVVXSUDQRWH*ROGVWHLQY6(&)G '&&LU ,QWKH0DWWHURI
.LGGHU3HDERG\ &R,QYHVWPHQW$GYLVHUV$FW5HO1R 2FW 3UR[\9RWLQJE\,QYHVWPHQW
$GYLVHUV,QYHVWPHQW$GYLVHUV$FW5HO1R,$ 6HSW  ³$QDGYLVHU¶VILGXFLDU\GXW\LQFOXGHVWKH
GXW\RIFDUHDQGWKHGXW\RIOR\DOW\WRFOLHQWV´ %HDFRQ+LOO&%2,,/7'Y%HDFRQ+LOO$VVHW0DQDJHPHQW//&
)6XSSG 6'1< 7KRPDV/HPNH *HUDOG/LQV5HJXODWLRQRI,QYHVWPHQW$GYLVHUVDW
  $UWKXU/DE\6(&Y&DSLWDO*DLQV5HVHDUFK%XUHDXDQGWKH,QYHVWPHQW$GYLVHUV$FWRI%8
/5HY   




IRUPDQ\GHFDGHV7KHILGXFLDU\VWDQGDUGLVE\LWVQDWXUH³VFDODEOH´LQWKDWWKHSDUDPHWHUVRIWKH
GXW\GHSHQGRQWKHVFRSHRIWKHDGYLVRU\UHODWLRQVKLS

,OOXVWUDWLRQVRIWKH)LGXFLDU\6WDQGDUG

7KHIROORZLQJH[DPSOHVGUDZQIURPRXUPHPEHUVDUHLOOXVWUDWLYHRIKRZDGYLVHUVDSSO\
WKHILGXFLDU\VWDQGDUGWRWKHLUGD\WRGD\DGYLVRU\VHUYLFHV

7RQHDWWKH7RS

$VDJHQHUDOPDWWHULQYHVWPHQWDGYLVHUVUHFRJQL]HWKHLPSRUWDQFHRI³WRQHDWWKH
WRS´LQHVWDEOLVKLQJDILGXFLDU\FXOWXUHZKLFKLQIRUPVDOOILUPSHUVRQQHOLQWKH
FRQGXFWRIWKHLUGXWLHV7KHPHVVDJHFRQYH\HGE\VHQLRUPDQDJHPHQWWRILUP
SHUVRQQHOLQZULWWHQSROLFLHVDQGSURFHGXUHVFRGHVRIHWKLFVDQGFRQGXFWDQG
UHJXODUWUDLQLQJLVWKDWWKHFOLHQWV¶EHVWLQWHUHVWVDUHWKHPDLQFRQFHUQRIWKHILUP
³7RQHDWWKHWRS´JXLGHVHDFKILUP¶VGHFLVLRQPDNLQJLQDGGUHVVLQJDOODVSHFWVRI
LWVEXVLQHVVLQFOXGLQJWKHHVWDEOLVKPHQWRISROLFLHVLQDUHDVWKDWDUHQRWDGGUHVVHG
VSHFLILFDOO\LQ6(&UXOHV7KHVHSROLFLHVDUHPRQLWRUHGDQGUHYLHZHGWRHQVXUH
WKDWWKHDGYLVHULVVHUYLQJWKHEHVWLQWHUHVWVRILWVFOLHQWV


3HUVRQDO7UDGLQJ

³%HVWLQWHUHVWVRIWKHFOLHQW´LQIOXHQFHVDILUP¶VSROLFLHVDQGSURFHGXUHVLQPDQ\
DUHDVLQFOXGLQJSHUVRQDOWUDGLQJE\WKHILUP¶VHPSOR\HHV)RUH[DPSOHDOWKRXJK
QRWUHTXLUHGE\6(&UXOHVILUPVPD\LPSRVH³EODFNRXW´SHULRGVGXULQJZKLFK
ILUPSHUVRQQHOFDQQRWEX\RUVHOOVHFXULWLHVLQWKHLUSHUVRQDODFFRXQWV3ROLFLHVRQ
³EODFNRXW´SHULRGVWKHOHQJWKRIVXFKSHULRGVDQGWKHSHUVRQVRUFDWHJRULHVRI
SHUVRQVWRZKRPWKH\DSSO\ZLOOYDU\WRPHHWWKHSDUWLFXODUQDWXUHDQGSUDFWLFHV
RILQGLYLGXDOILUPVKRZHYHUHDFKILUP¶VJRDOLVW\SLFDOO\WRDYRLGHYHQWKH
DSSHDUDQFHWKDWILUPHPSOR\HHVPD\EHEHQHILWLQJIURPWKHILUP¶V
UHFRPPHQGDWLRQVWRFOLHQWV7KHVHSROLFLHVDUHHQIRUFHGLQYDULRXVZD\V
LQFOXGLQJSUHFOHDUDQFHHPSOR\HHUHSRUWLQJDQGFHUWLILFDWLRQVRQJRLQJ
PRQLWRULQJDQGSHULRGLFWHVWLQJ

$OORFDWLRQ

,QDGGLWLRQLQYHVWPHQWDGYLVHUVXQGHUWKHILGXFLDU\VWDQGDUGW\SLFDOO\HVWDEOLVK
SROLFLHVDQGSURFHGXUHVFRQFHUQLQJDOORFDWLRQRILQYHVWPHQWRSSRUWXQLWLHVZKLFK
DSSO\ZKHQDSDUWLFXODULQYHVWPHQWPD\EHDSSURSULDWHIRUPXOWLSOHFOLHQWV
HVSHFLDOO\ZKHUHWKHLQYHVWPHQWRSSRUWXQLW\LVOLPLWHG7KH6(&GRHVQRWUHTXLUH



6HHHJ0LFKDHO.RIIOHU6L['HJUHHVRI6HSDUDWLRQ3ULQFLSOHVWR*XLGHWKH5HJXODWLRQRI%URNHU'HDOHUVDQG
,QYHVWPHQW$GYLVHUV6HF5HJ /DZ5HS %1$  $SU  ³7KHVFRSHRIDILGXFLDU\¶VGXW\XQGHU
WKHODZQHFHVVDULO\DQGSXUSRVHO\YDULHVGHSHQGLQJRQWKHVFRSHRIDXWKRULW\WKHDELOLW\RIHQWUXVWRUVWRFRQWUROWKH
ILGXFLDU\WKHDELOLW\RIHQWUXVWRUVWRPRQLWRUWKHLUILGXFLDU\WKHH[WHQWRISRZHUDQGHQWUXVWPHQWSURYLGHGWRWKH
ILGXFLDU\WKHQDWXUHDQGH[WHQWRIWKHVHUYLFHVSURYLGHGE\WKHILGXFLDU\DQGYDULRXVRWKHUIDFWRUV´ 





VXFKSURFHGXUHVE\UXOHKRZHYHUWKHVHSURFHGXUHVDUHSUHYDOHQWLQWKH
LQGXVWU\,QRUGHUWRDVVXUHWKDWWKHDGYLVHULVVHUYLQJWKHEHVWLQWHUHVWVRILWV
FOLHQWVLWPD\HVWDEOLVKDSURUDWDUXOHWRDOORZDOODSSOLFDEOHFOLHQWVWRLQYHVWLQ
HTXDODPRXQWVRUPD\HVWDEOLVKDURWDWLRQV\VWHPWRDVVXUHWKDWFOLHQWVDUHWUHDWHG
HTXDOO\RYHUWLPH)LUPVZLOOUHYLHZWUDGHVUHJXODUO\WRFRQILUPWKDWWKHVH
SURFHGXUHVDUHEHLQJIROORZHGDQGWKDWWKH\WUHDWDOOFOLHQWVIDLUO\$VSDUWRI
WKHVHSROLFLHVILUPVPD\UHTXLUHWKDWDQ\SURSULHWDU\WUDGHVE\WKHILUPDQG
SHUVRQDOWUDGHVE\ILUPSHUVRQQHOEHPDGHRQO\DIWHUDOOFOLHQWRUGHUVKDYHEHHQ
ILOOHG




7UDGH(UURUV
6LPLODUO\WKHILGXFLDU\VWDQGDUGJRYHUQVLQYHVWPHQWDGYLVHUV¶SROLFLHVRQWUDGH
HUURUVHYHQLQWKHDEVHQFHRIDVSHFLILF6(&UXOHRQWKLVWRSLF,QYHVWPHQW
DGYLVHUVURXWLQHO\PDNHWKHLUFOLHQWVZKROHZKHQWKH\KDYHPDGHDWUDGHHUURU
3ROLFLHVDQGSURFHGXUHVDGGUHVVWKHVHVLWXDWLRQVDQGWKHDGYLVHUPRQLWRUVDQG
SHULRGLFDOO\WHVWVWRFRQILUPWKDWWKHSURFHGXUHVDUHIROORZHG





&OLHQW*XLGDQFH

7KHILGXFLDU\VWDQGDUGDSSOLHVEH\RQGWKHFRQWH[WRISROLFLHVDQGSURFHGXUHVDQG
JXLGHVLQYHVWPHQWDGYLVHUVLQWKHLUGD\WRGD\LQWHUDFWLRQVZLWKFOLHQWV)RU
H[DPSOHLQYHVWPHQWDGYLVHUVZRUNLQJZLWKLQGLYLGXDOFOLHQWVURXWLQHO\DGYLVH
WKHLUFOLHQWVWRXVHWKHLUDVVHWVIRUSXUSRVHVRWKHUWKDQLQYHVWLQJHYHQWKRXJKWKLV
DGYLFHZRXOGUHGXFHWKHDPRXQWRIIXQGVXQGHUWKHILUP¶VPDQDJHPHQWDQG
DFFRUGLQJO\UHGXFHWKHDGYLVHU¶VIHH6XFKLQVWDQFHVDULVHZKHQWKHILUPDGYLVHVD
FOLHQWWRSD\RIIKLVRUKHUPRUWJDJHPDNHJLIWVIRUWD[UHDVRQVRUHQJDJHLQRWKHU
HVWDWHSODQQLQJPHDVXUHV

$VWKHVHLOOXVWUDWLRQVGHPRQVWUDWHWKHILGXFLDU\FXOWXUHRISXWWLQJFOLHQWV¶LQWHUHVWVILUVW
SURYLGHVLPSRUWDQWLQYHVWRUSURWHFWLRQV7KLVRYHUDUFKLQJILGXFLDU\GXW\FDQQRW DQG
VKRXOGQRW EHFLUFXPVFULEHGE\DVSHFLILFVHWRIUXOHV






7KH5HTXHVWVWDWHVWKDWD³ILGXFLDU\¶VGXW\RIOR\DOW\JHQHUDOO\ZRXOGUHTXLUHDILUPWRGLVFORVH´LWVDOORFDWLRQ
PHWKRGRORJ\5HTXHVWDW+RZHYHUWKHGXW\RIOR\DOW\UHTXLUHVPRUHWKDQGLVFORVXUHDVLOOXVWUDWHGE\ILUPV¶
SURFHGXUHVWRHQVXUHDOORFDWLRQVDUHIDLUDQGLQWKHEHVWLQWHUHVWVRIFOLHQWV


$OORFDWLRQLVDJRRGH[DPSOHRIWKHIOH[LELOLW\DQGVFDODELOLW\RISULQFLSOHVEDVHGGXWLHVZKHUHILUPVPD\QHHG
GLIIHUHQWSROLFLHVDQGSURFHGXUHVGHSHQGLQJRQWKHLULQYHVWPHQWVWUDWHJLHV7KXVILUPVLQYHVWLQJLQRQO\OLTXLGODUJH
FDSVHFXULWLHVRURSHQHQGPXWXDOIXQGVIRUWKHLUFOLHQWVZRXOGQHHGGLIIHUHQWSROLFLHVDQGSURFHGXUHVIURPWKRVH
LQYHVWLQJLQVPDOORUPLFURFDSRURWKHUOHVVOLTXLGVHFXULWLHV,QDGGLWLRQWKHDOORFDWLRQSROLFLHVIRUIL[HGLQFRPH
LQYHVWPHQWVRIWHQGLIIHUIURPWKRVHZLWKUHVSHFWWRHTXLWLHV


6HH.RIIOHUVXSUDQRWH ³*LYHQWKHHTXLWDEOHQDWXUHRIILGXFLDU\ODZLWLVQRWWHQDEOHWRVHWIRUWKDILGXFLDU\¶V
UHVSRQVLELOLWLHVLQDGHWDLOHGPDQQHURUWRVSHFLI\DFRQYHQWLRQWRJRYHUQWKHLUDFWLYLW\1RUZRXOGLWEHLQWKHSXEOLF
LQWHUHVWWRGRVR$QGLWFHUWDLQO\ZRXOGQRWEHFRQVLVWHQWZLWKWKHZD\ILGXFLDU\ODZKDVHYROYHGDQGEHHQ
LQWHUSUHWHGIRUKXQGUHGVRI\HDUV´ 




,,

,QIRUPDWLRQ5HODWLQJWRWKH&XUUHQW0DUNHWIRU3HUVRQDOL]HG,QYHVWPHQW$GYLFH


3DUW,,RIWKH5HTXHVWDVNVFRPPHQWHUVWRSURYLGHGDWDDQGRWKHULQIRUPDWLRQFRQFHUQLQJ
WKHVSHFLILFFRVWVDQGEHQHILWVDVVRFLDWHGZLWKWKHFXUUHQWUHJXODWRU\VFKHPHDVDSSOLHGWR
SDUWLFXODUDFWLYLWLHV7KHIROORZLQJGLVFXVVLRQUHVSRQGVWRWKHLQGLFDWHGLWHPVOLVWHGLQWKH
5HTXHVW


7\SHVDQG$YDLODELOLW\RI6HUYLFH2IIHUHGWR5HWDLO&XVWRPHUV>,WHP@


,QYHVWPHQWDGYLVHUVDUHUHTXLUHGWRSURYLGHLQIRUPDWLRQRQ)RUP$'9WKH6(&
UHJLVWUDWLRQIRUPIRUDGYLVHUVDVWRWKHLUFOLHQWEDVHDQGWKHVHUYLFHVWKDWWKH\SURYLGH
$FFRUGLQJWRWKH,QYHVWPHQW$GYLVHU5HJLVWUDWLRQ'HSRVLWRU\ ,$5' DVRI$SULO
RI6(&UHJLVWHUHGLQYHVWPHQWDGYLVHUVSURYLGHLQYHVWPHQWDGYLFHWRLQGLYLGXDOVRWKHUWKDQKLJK
QHWZRUWKLQGLYLGXDOVDQGSURYLGHLQYHVWPHQWDGYLFHWRLQGLYLGXDOVZKRDUHKLJKQHWZRUWK
+DOIRIDOOUHJLVWHUHGDGYLVHUVUHSRUWHGKDYLQJERWKKLJKQHWZRUWKDQGQRQKLJKQHWZRUWK
LQGLYLGXDOVDVFOLHQWV7KHFRPELQDWLRQRIWKHVHWZRFDWHJRULHVRILQGLYLGXDOVURXJKO\WUDFNVWKH
6HFWLRQGHILQLWLRQRI³UHWDLOFXVWRPHU´


2IWKHDGYLVHUVZLWKLQGLYLGXDOFOLHQWV

x SURYLGHILQDQFLDOSODQQLQJVHUYLFHV
x SURYLGHSRUWIROLRPDQDJHPHQWIRULQGLYLGXDOVDQGRUVPDOOEXVLQHVVHV
x SURYLGHSRUWIROLRPDQDJHPHQWIRUUHJLVWHUHGLQYHVWPHQWFRPSDQLHV DVZHOODV
³EXVLQHVVGHYHORSPHQWFRPSDQLHV´WKDWKDYHPDGHDQHOHFWLRQSXUVXDQWWRVHFWLRQRI
WKH,QYHVWPHQW&RPSDQ\$FWRI 
x SURYLGHSRUWIROLRPDQDJHPHQWIRUSRROHGLQYHVWPHQWYHKLFOHV RWKHUWKDQ
LQYHVWPHQWFRPSDQLHV 
x SURYLGHSRUWIROLRPDQDJHPHQWIRUEXVLQHVVHV RWKHUWKDQVPDOOEXVLQHVVHV RU
LQVWLWXWLRQDOFOLHQWV RWKHUWKDQUHJLVWHUHGLQYHVWPHQWFRPSDQLHVDQGRWKHUSRROHG
LQYHVWPHQWYHKLFOHV 
x SURYLGHSHQVLRQFRQVXOWLQJVHUYLFHV
x VHOHFWRWKHUDGYLVHUV LQFOXGLQJSULYDWHIXQGPDQDJHUV 
x SXEOLVKSHULRGLFDOVRUQHZVOHWWHUV
x SURYLGHVHFXULW\UDWLQJVRUSULFLQJVHUYLFHV
x SURYLGHPDUNHWWLPLQJVHUYLFHV
x SURYLGHHGXFDWLRQDOVHPLQDUVZRUNVKRSVDQG
x SURYLGH³RWKHU´VHUYLFHV





6HFWLRQ D RIWKH'RGG)UDQN$FWGHILQHVWKHWHUP³UHWDLOFXVWRPHU´DV³DQDWXUDOSHUVRQRUWKHOHJDO
UHSUHVHQWDWLYHRIVXFKQDWXUDOSHUVRQZKR  UHFHLYHVSHUVRQDOL]HGLQYHVWPHQWDGYLFHDERXWVHFXULWLHVIURPD
EURNHURUGHDOHURULQYHVWPHQWDGYLVHUDQG  XVHVVXFKDGYLFHSULPDULO\IRUSHUVRQDOIDPLO\RUKRXVHKROG
SXUSRVHV´$OWKRXJKWKH,$5'GDWDGRQRWUHIOHFWWKHZD\LQZKLFKLQGLYLGXDOVXVHDGYLFHLWLVUHDVRQDEOHWR
DVVXPHWKDWPRVWQDWXUDOSHUVRQFOLHQWVXVHWKHLQYHVWPHQWDGYLFHWKH\UHFHLYHIRUSHUVRQDOIDPLO\RUKRXVHKROG
SXUSRVHV





7KLV³PL[´RIVHUYLFHVJHQHUDOO\KDVQRWFKDQJHGEHWZHHQDQGWKHSUHVHQWDFFRUGLQJWR
LQIRUPDWLRQIURPWKH,$5'

 :HDOVRQRWHWKDWDVGHVFULEHGLQPRUHGHWDLOEHORZEHFDXVHEURNHUGHDOHUVWKDWSURYLGH
GLVFUHWLRQDU\LQYHVWPHQWDGYLFHDUHFXUUHQWO\DOUHDG\UHTXLUHGWRUHJLVWHUDVLQYHVWPHQWDGYLVHUV
WKHUHOHYDQWVXEVHWRIDGYLVRU\VHUYLFHVVXEMHFWWRGLIIHULQJVWDQGDUGVDUJXDEO\LVOLPLWHGWRQRQ
GLVFUHWLRQDU\VHUYLFHV,QWKLVUHJDUGZHQRWHWKDWRQO\ WULOOLRQRXWRIWULOOLRQ RI
UHJXODWRU\DVVHWVXQGHUPDQDJHPHQW 5$80 UHSRUWHGE\DOO6(&UHJLVWHUHGLQYHVWPHQW
DGYLVHUVDUHDGYLVHGRQDQRQGLVFUHWLRQDU\EDVLV



$SSOLFDWLRQRI'LIIHUHQW5XOHVWR6LPLODU$FWLYLWLHV>,WHP@


,WHPDVNVIRUDFRPSDULVRQRIWKHUHJXODWRU\UHJLPHVDSSOLFDEOHWREURNHUGHDOHUVDQG
LQYHVWPHQWDGYLVHUVHQJDJHGLQVLPLODUDFWLYLWLHV,QDVVHVVLQJWKHUHJLPHVWKH&RPPLVVLRQ
VKRXOGNHHSLQPLQGWKHIROORZLQJLQIRUPDWLRQIURPWKH,$5'DVRI$SULO

x   RI6(&UHJLVWHUHGLQYHVWPHQWDGYLVHUVDUHDOVRUHJLVWHUHGDVEURNHUGHDOHUV
7KXVVXFKEURNHUGHDOHUVDOUHDG\DUHVXEMHFWWRWKHILGXFLDU\VWDQGDUGZKHQWKH\HQJDJH
LQLQYHVWPHQWDGYLVRU\DFWLYLWLHVDQGSUHVXPDEO\KDYHLQFRUSRUDWHGWKHVWDQGDUGLQWR
WKHLUEXVLQHVVPRGHO

x $OWKRXJKWKHYDVWPDMRULW\RILQYHVWPHQWDGYLVHUV  DUHFRPSHQVDWHGEDVHGRQD
SHUFHQWDJHRIWKHFOLHQW¶VDVVHWVXQGHUPDQDJHPHQWUHSRUWWKDWWKH\DUHFRPSHQVDWHG
WKURXJKFRPPLVVLRQV7KHUHIRUHWKHLQYHVWPHQWDGYLVHUILGXFLDU\VWDQGDUGDOUHDG\
DFFRPPRGDWHVFRPPLVVLRQVDVDIRUPRIFRPSHQVDWLRQ

7KH,$5'GDWDWKXVLQGLFDWHWKDWVRPHEURNHUGHDOHUVDOUHDG\DSSO\WKHILGXFLDU\VWDQGDUGWR
WKHLUEXVLQHVVPRGHOVDQGWKDWWKHVWDQGDUGLVIOH[LEOHHQRXJKWRDFFRPPRGDWHLQYHVWPHQW
DGYLVHUVWKDWUHFHLYHVRPHRIWKHLUFRPSHQVDWLRQLQWKHIRUPRIFRPPLVVLRQV



7KHIROORZLQJJHQHUDOO\GHVFULEHVWKHUHJXODWRU\UHJLPHDQGILGXFLDU\REOLJDWLRQV
DSSOLFDEOHWRLQYHVWPHQWDGYLVHUVDQGEURNHUGHDOHUVSURYLGLQJLQYHVWPHQWDGYLFH)RUPRUH
GHWDLORQWKHUHVSHFWLYHUHJXODWRU\UHJLPHVVHH$SSHQGL[$WRWKLVOHWWHU







7KH³SRUWIROLRPDQDJHPHQWRISRROHGLQYHVWPHQWYHKLFOHV RWKHUWKDQLQYHVWPHQWFRPSDQLHV ´DQG³HGXFDWLRQDO
VHPLQDUVZRUNVKRSV´FDWHJRULHVZHUHDGGHGWRWKHIRUPLQWKHUHIRUHWKHVHILJXUHVFDQQRWEHFRPSDUHGWR
SULRU\HDUV


:HQRWHWKDWWKHQRQGLVFUHWLRQDU\DGYLFHSURYLGHGE\DGYLVHUVDQGEURNHUVPD\GLIIHULQVLJQLILFDQWUHVSHFWV
7KHQRQGLVFUHWLRQDU\DVVHWVUHSRUWHGE\DGYLVHUVJHQHUDOO\DUHWKRVHWKH\IRUZKLFKWKH\³SURYLGHFRQWLQXRXVDQG
UHJXODUVXSHUYLVRU\RUPDQDJHPHQWVHUYLFHV´7KHLQVWUXFWLRQVWR)RUP$'93DUWSHUPLWDGYLVHUVWRLQFOXGHQRQ
GLVFUHWLRQDU\DVVHWVLQWKHLU5$80LIWKH\³KDYHRQJRLQJUHVSRQVLELOLW\WRVHOHFWRUPDNHUHFRPPHQGDWLRQVEDVHG
XSRQWKHQHHGVRIWKHFOLHQWDVWRVSHFLILFVHFXULWLHVRURWKHULQYHVWPHQWVWKHDFFRXQWPD\SXUFKDVHRUVHOODQGLI
VXFKUHFRPPHQGDWLRQVDUHDFFHSWHGE\WKHFOLHQW>WKH\@DUHUHVSRQVLEOHIRUDUUDQJLQJRUHIIHFWLQJWKHSXUFKDVHRU
VDOH´)RUP$'93DUW$LQVWUXFWLRQVIRU,WHP)7KLVW\SHRIRQJRLQJQRQGLVFUHWLRQDU\DGYLFHGLIIHUVIURPWKH
SHULRGLFRUHSLVRGLFQRQGLVFUHWLRQDU\DGYLFHRIIHUHGE\PDQ\EURNHUV







,QYHVWPHQW$GYLVHUV


,QYHVWPHQWDGYLVHUVDUHVXEMHFWWRDFRPSUHKHQVLYHUHJXODWRU\UHJLPHLQSURYLGLQJDGYLFH
WRDOORIWKHLUFOLHQWVZKLFKKDVDVLWVIRXQGDWLRQWKHILGXFLDU\VWDQGDUGXQGHUWKH$GYLVHUV$FW
$VGLVFXVVHGDERYHVHUYLQJDVDILGXFLDU\PHDQVDFWLQJLQWKHEHVWLQWHUHVWVRIFOLHQWVDQG
SURYLGLQJFOLHQWVZLWKWKHKLJKHVWGXW\RIOR\DOW\DQGFDUH,QDGGLWLRQILGXFLDU\GXW\PHDQV
WKDWLQWKHFRXUVHRISURYLGLQJDGYLFHWRFOLHQWVLQFOXGLQJQRQGLVFUHWLRQDU\DGYLFHWRUHWDLO
FOLHQWVDGYLVHUVPXVWGLVFORVHDOOPDWHULDOLQIRUPDWLRQWRWKHLUFOLHQWVLQFOXGLQJWKHIHHVWKDW
WKH\FKDUJHKRZWKH\SODQWRUHFRPPHQGVHFXULWLHVWRFOLHQWVDQGDQ\PDWHULDOGLVFLSOLQDU\
LQIRUPDWLRQLQYROYLQJWKHILUPVRUWKHLULQYHVWPHQWSHUVRQQHO

0RUHRYHUDVILGXFLDULHVLQYHVWPHQWDGYLVHUVPXVWWUHDWWKHLUFOLHQWVIDLUO\DQGQRWIDYRU
WKHPVHOYHVRUIDYRURQHFOLHQWRYHUDQRWKHUHVSHFLDOO\LIWKHDGYLVHUZRXOGVRPHKRZEHQHILW
)RUH[DPSOHLQYHVWPHQWDGYLVHUVWKDWHQWHULQWRSHUIRUPDQFHIHHDUUDQJHPHQWVZLWKVRPHEXW
QRWDOORIWKHLUFOLHQWVPXVWHVWDEOLVKSROLFLHVDQGSURFHGXUHVWRHQVXUHWKDWWKH\GRQRWUHVHUYH
DGYDQWDJHRXVLQYHVWPHQWRSSRUWXQLWLHVWRVXFKFOLHQWVWRWKHGLVDGYDQWDJHRIFOLHQWVZKRVHIHHV
DUHEDVHGRQO\RQDSHUFHQWDJHRIDVVHWVXQGHUPDQDJHPHQW JHQHUDOO\UHIHUUHGWRDV³VLGHE\
VLGHPDQDJHPHQW´ ,QDGGLWLRQXQGHUWKHILGXFLDU\VWDQGDUGZKHQHYHUWKHLQWHUHVWVRIDQ
DGYLVHUGLIIHUIURPWKRVHRILWVFOLHQWVWKHDGYLVHUPXVWH[SODLQWKHFRQIOLFWWRWKHFOLHQWDQGDFW
WRPLWLJDWHRUHOLPLQDWHWKHFRQIOLFW


,QYHVWPHQWDGYLVHUVDUHDOVRVXEMHFWWRQXPHURXVVSHFLILF6(&UXOHVDQGLQWHUSUHWDWLRQV
PRVWRIZKLFKDUHGHULYHGIURPWKHRYHUDUFKLQJILGXFLDU\GXW\RZHGWRWKHLUFOLHQWV)RU
H[DPSOHLQYHVWPHQWDGYLVHUVPXVWSURYLGHH[WHQVLYHGLVFORVXUHVWRWKHLUFOLHQWVRQ)RUP$'9
ZKLFKUHTXLUHVLQIRUPDWLRQDERXWDQDGYLVHU¶VEXVLQHVVFOLHQWEDVHLQGXVWU\DIILOLDWLRQV
VHUYLFHVDQGFRPSHQVDWLRQDQGKRZLWLGHQWLILHVDQGDGGUHVVHVSRWHQWLDOFRQIOLFWVRILQWHUHVW
$GYLVHUVDUHDOVRVXEMHFWWRUHVWULFWLRQVRQDGYHUWLVLQJHQWHULQJLQWRSULQFLSDOWUDGHVDQGDJHQF\
FURVVWUDQVDFWLRQVKROGLQJFOLHQWDVVHWVFRQWULEXWLQJWRSROLWLFDOFDQGLGDWHVFKRRVLQJEURNHU
GHDOHUVUHFHLYLQJVRIWGROODUEHQHILWVDQGSHUVRQDOLQYHVWLQJ


)XUWKHUPRUHDGYLVHUVPXVWHVWDEOLVKDQLQWHUQDOFRPSOLDQFHSURJUDPWKDWDGGUHVVHVWKH
DGYLVHU¶VSHUIRUPDQFHRILWVILGXFLDU\DQGVXEVWDQWLYHREOLJDWLRQVXQGHUWKH$GYLVHUV$FW(DFK
DGYLVHUPXVWDOVRDGRSWDQGLPSOHPHQWZULWWHQSROLFLHVDQGSURFHGXUHVUHDVRQDEO\GHVLJQHGWR
SUHYHQWWKHDGYLVHUDQGLWVSHUVRQQHOIURPYLRODWLQJWKH$GYLVHUV$FWDQGPXVWUHYLHZWKH
HIIHFWLYHQHVVRIWKHSROLFLHVDQGSURFHGXUHVDWOHDVWDQQXDOO\,QDGGLWLRQDGYLVHUVPXVWDGRSW
ZULWWHQFRGHVRIHWKLFVZKLFKPXVWVHWIRUWKVWDQGDUGVRIFRQGXFWH[SHFWHGRIDGYLVRU\SHUVRQQHO
WRUHIOHFWDGYLVHUV¶ILGXFLDU\REOLJDWLRQVDQGWRDGGUHVVFRQIOLFWVWKDWDULVHIURPSHUVRQDOWUDGLQJ
E\DGYLVRU\SHUVRQQHO


%URNHU'HDOHUV

7KHILGXFLDU\VWDQGDUGFXUUHQWO\DSSOLHVWRFHUWDLQDFWLYLWLHVRIEURNHUGHDOHUVDVZHOO,I
DEURNHUGHDOHUSURYLGHVGLVFUHWLRQDU\DVVHWPDQDJHPHQWWRDFOLHQWIRUDIHHWKHQWKH$GYLVHUV




)RUPRUHLQIRUPDWLRQDERXWWKHGXWLHVDQGREOLJDWLRQVRILQYHVWPHQWDGYLVHUVVHH6WXG\DW






$FWDQGLWVDFFRPSDQ\LQJILGXFLDU\GXW\DSSO\ZLWKUHVSHFWWRWKDWDFFRXQW%URNHUGHDOHUV
DOVRPD\EHVXEMHFWWRVWDWHODZILGXFLDU\GXW\XQGHUFHUWDLQFLUFXPVWDQFHVGHSHQGLQJRQVWDWH
ODZDQGWKHUHODWLRQVKLSEHWZHHQWKHEURNHUGHDOHUDQGLWVFOLHQW)XUWKHUPRUHWKH6(&VWDII
KDVWDNHQWKHSRVLWLRQWKDWEURNHUVSURYLGLQJGLVFUHWLRQDU\DVVHWPDQDJHPHQWEDVHGRQ
FRPPLVVLRQVDQGEURNHUVWKDWFKDUJHDVHSDUDWHIHHIRUDGYLFHDOVRDUHVXEMHFWWRWKH$GYLVHUV
$FWDQGLWVILGXFLDU\VWDQGDUG2QWKHRWKHUKDQGDEURNHUGHDOHUZKRVHSHUIRUPDQFHRI
DGYLVRU\VHUYLFHVLV³VROHO\LQFLGHQWDO´WRWKHFRQGXFWRILWVEXVLQHVVDVDEURNHUGHDOHUDQGZKR
UHFHLYHVQR³VSHFLDOFRPSHQVDWLRQ´IRUVXFKVHUYLFHVLVH[FOXGHGIURPFRYHUDJHXQGHUWKH
$GYLVHUV$FWDQGLWVRYHUDUFKLQJILGXFLDU\GXW\


7KXVWKHVHUYLFHVIRUZKLFKEURNHUGHDOHUVDQGLQYHVWPHQWDGYLVHUVFXUUHQWO\DUHVXEMHFW
WRGLIIHUHQWVWDQGDUGVRIFDUHDUHSULPDULO\QRQGLVFUHWLRQDU\LQYHVWPHQWDGYLVRU\VHUYLFHVVXFK
DVPDNLQJUHFRPPHQGDWLRQVDERXWVHFXULWLHVWREURNHUDJHFXVWRPHUV7KHH[LVWLQJVWDQGDUGRI
FDUHIRUEURNHUGHDOHUVWKDWHQJDJHLQVXFKDFWLYLWLHVLVWKDWVSHFLILHGLQ),15$5XOH
ZKLFKUHTXLUHVWKDWDEURNHUGHDOHUHQVXUHWKDWWKHDGYLFHLV³VXLWDEOH´WRWKHFOLHQW,Q
DGGLWLRQ),15$5XOHUHTXLUHVEURNHUGHDOHUVZKHQGHDOLQJZLWKFXVWRPHUVWR³REVHUYH
KLJKVWDQGDUGVRIFRPPHUFLDOKRQRUDQGMXVWDQGHTXLWDEOHSULQFLSOHVRIWUDGH´7KHXVHRI




7KHVHILUPVJHQHUDOO\DUHGXDOO\UHJLVWHUHGDVERWKEURNHUGHDOHUVDQGLQYHVWPHQWDGYLVHUV


,QVRPHVWDWHVFRXUWVKDYHIRXQGDEURNHUGHDOHUWRRZHDILGXFLDU\GXW\WRDFXVWRPHULQOLPLWHGFLUFXPVWDQFHV
LQZKLFKWKHEURNHUGHDOHUKDVGLVFUHWLRQRYHUDQDFFRXQWRUEHFDXVHRIDVSHFLDOUHODWLRQVKLSRIWUXVWDQGFRQILGHQFH
KDVGHIDFWRGLVFUHWLRQ6HHHJ+HFKWY+DUULV)G WK&LU  KROGLQJWKDWGHVSLWHDQRQ
GLVFUHWLRQDU\DFFRXQWDEURNHUGHDOHURZHGILGXFLDU\GXWLHVWRD\HDUROGFXVWRPHUZKRZDVXQDEOHWR
XQGHUVWDQGFRQILUPDWLRQVOLSV .UDYLW]Y3UHVVPDQ)URKOLFK )URVW)6XSS '0DVV  KROGLQJ
WKDWDEURNHUGHDOHURZHGILGXFLDU\GXWLHVLQDQRQGLVFUHWLRQDU\DFFRXQWZKHUHWKHFXVWRPHUZDVFOHDUO\XQDEOHWR
XQGHUVWDQGFRQILUPDWLRQVOLSVDQGFRPSOHWHO\UHOLHGRQGHFLVLRQVRIWKHEURNHUZKRWKHFXVWRPHUZDVGDWLQJDWWKH
WLPH 8QOLNHLQYHVWPHQWDGYLVHUVXQGHUWKH$GYLVHU$FWKRZHYHUEURNHUGHDOHUVDUHQRWFRQVLGHUHGILGXFLDULHVE\
RSHUDWLRQRIODZ


,QWHUSUHWLYH5XOHXQGHUWKH$GYLVHUV$FW$IIHFWLQJ%URNHU'HDOHUV,QYHVWPHQW$GYLVHUV$FW5HO1R,$
6HSW $OWKRXJKWKHSURSRVHGLQWHUSUHWDWLRQVKDYHQRWEHHQILQDOL]HGWKH\DUHWKHPRVWUHFHQWO\
H[SUHVVHGYLHZVRIWKH&RPPLVVLRQRQWKLVVXEMHFWDQGZHXQGHUVWDQGWKDWWKH\FRQWLQXHWRUHSUHVHQWWKH
&RPPLVVLRQ¶VLQWHUSUHWDWLRQ


6HH/HWWHUIURP&KULVWRSKHU*LONHUVRQ6HQLRU9LFH3UHVLGHQW'HSXW\*HQHUDO&RXQVHO&KDUOHV6FKZDE &R
,QFWR(OL]DEHWK00XUSK\6HFUHWDU\6(&UH5HOHDVH1R,$6WXG\5HJDUGLQJ2EOLJDWLRQVRI%URNHUV
'HDOHUVDQG,QYHVWPHQW$GYLVHUVDW $XJ 


),15$5XOHSURYLGHVZLWKUHVSHFWWRQRQLQVWLWXWLRQDOFXVWRPHUV³ D $PHPEHURUDQDVVRFLDWHGSHUVRQ
PXVWKDYHDUHDVRQDEOHEDVLVWREHOLHYHWKDWDUHFRPPHQGHGWUDQVDFWLRQRULQYHVWPHQWVWUDWHJ\LQYROYLQJDVHFXULW\
RUVHFXULWLHVLVVXLWDEOHIRUWKHFXVWRPHUEDVHGRQWKHLQIRUPDWLRQREWDLQHGWKURXJKWKHUHDVRQDEOHGLOLJHQFHRIWKH
PHPEHURUDVVRFLDWHGSHUVRQWRDVFHUWDLQWKHFXVWRPHU¶VLQYHVWPHQWSURILOH$FXVWRPHU¶VLQYHVWPHQWSURILOH
LQFOXGHVEXWLVQRWOLPLWHGWRWKHFXVWRPHU¶VDJHRWKHULQYHVWPHQWVILQDQFLDOVLWXDWLRQDQGQHHGVWD[VWDWXV
LQYHVWPHQWREMHFWLYHVLQYHVWPHQWH[SHULHQFHLQYHVWPHQWWLPHKRUL]RQOLTXLGLW\QHHGVULVNWROHUDQFHDQGDQ\RWKHU
LQIRUPDWLRQWKHFXVWRPHUPD\GLVFORVHWRWKHPHPEHURUDVVRFLDWHGSHUVRQLQFRQQHFWLRQZLWKVXFK
UHFRPPHQGDWLRQ´


),15$5XOHSURKLELWVEURNHUGHDOHUVIURP  ILOLQJPLVOHDGLQJLQIRUPDWLRQDERXWPHPEHUVKLSRU
UHJLVWUDWLRQ  WUDGLQJDKHDGRIDFXVWRPHUOLPLWRUGHU  IDLOLQJWRDELGHE\),15$¶VIURQWUXQQLQJSROLF\  
HQJDJLQJLQFHUWDLQSXUFKDVHVRUVDOHVLQLQLWLDOSXEOLFRIIHULQJVDQG  IDLOLQJWRUHJLVWHULWVHPSOR\HHV6HH
),15$5XOH)LOLQJRI0LVOHDGLQJ,QIRUPDWLRQDVWR0HPEHUVKLSRU5HJLVWUDWLRQ,0)DLOXUHWR




VXFKWHUPLQRORJ\LWVHOIGHPRQVWUDWHVWKDWWKHVWDQGDUGVWRZKLFKEURNHUGHDOHUVDUHKHOGDUH
HVVHQWLDOO\VWDQGDUGVRIIDLUWUHDWPHQWUHIOHFWLQJDFRPPHUFLDODUUDQJHPHQWUDWKHUWKDQD
UHODWLRQVKLSRIWUXVWDQGFRQILGHQFHDVFRQWHPSODWHGE\WKH$GYLVHUV$FW


3ULQFLSDO7UDQVDFWLRQV>,WHP@


,WHPDVNVIRUGDWDGHVFULELQJWKHH[WHQWWRZKLFKEURNHUGHDOHUVDQGLQYHVWPHQW
DGYLVHUVHQJDJHLQSULQFLSDOWUDGLQJZLWKUHWDLOFXVWRPHUV3DUWRI)RUP$'9DGGUHVVHV
SULQFLSDOWUDGLQJLQ,WHP$  ,QUHVSRQVHWRWKLV,WHPRQO\RIDOO6(&UHJLVWHUHGDGYLVHUV
DVRI$SULOLQGLFDWHGWKDWWKHDGYLVHURUDUHODWHGSHUVRQEX\VVHFXULWLHVIRULWVHOIIURP
DGYLVRU\FOLHQWVRUVHOOVVHFXULWLHVLWRZQVWRDGYLVRU\FOLHQWVRIWKHDGYLVHUVWKDWHQJDJH
LQSULQFLSDOWUDGLQJDUHGXDOO\UHJLVWHUHGDVEURNHUGHDOHUVDQGRIGXDOO\UHJLVWHUHG
LQYHVWPHQWDGYLVHUVHQJDJHLQSULQFLSDOWUDGLQJ%URNHUGHDOHUVE\FRQWUDVWPDNHH[WHQVLYHXVH
RISULQFLSDOWUDGLQJHVSHFLDOO\ZLWKUHVSHFWWRIL[HGLQFRPHVHFXULWLHV



&OLHQW&RPSODLQWV>,WHP@

,Q,WHPWKH&RPPLVVLRQKDVDVNHGIRUGDWDDQGRWKHULQIRUPDWLRQUHODWHGWRWKHDELOLW\
RIUHWDLOFXVWRPHUVWREULQJFODLPVDJDLQVWWKHLUILQDQFLDOSURIHVVLRQDOVXQGHUHDFKUHJXODWRU\
UHJLPH,$$PHPEHUVUHSRUWWKDWVXFKFRPSODLQWVDUHUHODWLYHO\XQXVXDOSULPDULO\EHFDXVHWKHLU
ILUPDSSOLHVWKHILGXFLDU\VWDQGDUGWRWKHLUGHDOLQJVZLWKFOLHQWVDQG³DOZD\VSXWWKHFOLHQWV¶
LQWHUHVWVILUVW´)RUH[DPSOHLQWKHFDVHRIWUDGLQJHUURUVDQDUHDIRUZKLFKWKHUHLVQRVSHFLILF
UXOHXQGHUWKHILGXFLDU\VWDQGDUGDSSOLHGE\LQYHVWPHQWDGYLVHUVFOLHQWVURXWLQHO\DUHPDGH
ZKROHIRUDQ\ORVVHVWKDWUHVXOWIURPWKHDGYLVHU¶VWUDGLQJHUURUV

7KHKDQGOLQJRIFOLHQWFRPSODLQWVLVDVWDQGDUGSURYLVLRQRILQYHVWPHQWDGYLVHUV¶
FRPSOLDQFHSROLFLHVDQGSURFHGXUHVZKLFKW\SLFDOO\UHTXLUHWKDWVXFKFRPSODLQWVEHEURXJKWWR
WKHDWWHQWLRQRIVHQLRUPDQDJHPHQWLPPHGLDWHO\2XUPHPEHUVLQGLFDWHWKDWFOLHQWFRPSODLQWV
DUHFRQVLGHUHGDKLJKSULRULW\DQGDUHJHQHUDOO\UHVROYHGLQDIDLUDQGHTXLWDEOHPDQQHUWKDW
VHUYHVWRHQVXUHWKHUHODWLRQVKLSZLWKWKHFOLHQWLVSUHVHUYHGLUUHVSHFWLYHRIGLIIHUHQFHRIRSLQLRQ
RUFRVW0RVWGLVSXWHVDUHUHVROYHGLQWHUQDOO\LQOLJKWRIWKHDGYLVHU¶VRQJRLQJILGXFLDU\GXW\WR
LWVFOLHQW7KLVPHWKRGRIGLVSXWHUHVROXWLRQUHVXOWVLQUHODWLYHO\IHZIRUPDOOLWLJDWHGFDVHV


,IWKHFOLHQWDQGWKHDGYLVHUFDQQRWZRUNRXWDGLVSXWHWKHFOLHQWKDVDQXPEHURIRSWLRQV
$GYLVRU\FOLHQWVKDYHDSULYDWHULJKWRIDFWLRQXQGHU$GYLVHUV$FW6HFWLRQWRYRLGDQ
LQYHVWPHQWDGYLVHU¶VFRQWUDFWDQGREWDLQUHVWLWXWLRQRIIHHVSDLG,QDGGLWLRQDFOLHQWPD\
SULYDWHO\HQIRUFHFODLPVDJDLQVWDQLQYHVWPHQWDGYLVHUXQGHUWKH([FKDQJH$FW)RUH[DPSOHLI
WKHFOLHQWKDVDIUDXGFODLPLQFRQQHFWLRQZLWKWKHSXUFKDVHRUVDOHRIDVHFXULW\WKHFOLHQWPD\
EULQJDQDFWLRQXQGHU([FKDQJH$FW6HFWLRQ E DQG([FKDQJH$FW5XOHE$OWKRXJKWKH
FRXUWVKDYHQRWUHFRJQL]HGDSULYDWHULJKWRIDFWLRQXQGHUWKH$GYLVHUV$FWRWKHUWKDQXQGHU
6HFWLRQLQYHVWPHQWDGYLVHUV¶FOLHQWVFDQEULQJFRPPRQODZILGXFLDU\FDVHVXQGHUVWDWH

5HJLVWHU3HUVRQQHO,07UDGLQJ$KHDGRI&XVWRPHU/LPLW2UGHU,0)URQW5XQQLQJ3ROLF\),15$
5XOH5HVWULFWLRQVRQWKH3XUFKDVHDQG6DOHRI,QLWLDO(TXLW\3XEOLF2IIHULQJV


7UDQVDPHULFD0RUWJDJH$GYLVRUV,QF86  






ODZ$FOLHQWFRXOGPDNHDVWDWHFRPPRQODZFODLPWKDWWKHDGYLVHUKDVYLRODWHGLWVILGXFLDU\


GXW\ZDVQHJOLJHQW RUFRPPLWWHGIUDXG ,QDGGLWLRQWRWKHVHFODLPVDQXPEHURIVWDWHVKDYH
DGRSWHGVWDWXWHVUHJXODWLQJLQYHVWPHQWDGYLVHUVWKDWSURYLGHSULYDWHULJKWVRIDFWLRQIRUIUDXG

%\FRQWUDVWFXVWRPHUFRPSODLQWVDJDLQVWEURNHUGHDOHUVDUHW\SLFDOO\VXEMHFWWR
PDQGDWRU\DUELWUDWLRQLQDIRUXPRSHUDWHGE\),15$,QWHUHVWLQJO\PRVWFRPSODLQWVDJDLQVW
EURNHUVLQDUELWUDWLRQLQYROYHFODLPVRIEUHDFKRIILGXFLDU\GXW\E\WKHEURNHU7KXVEURNHUV
DUHSUHVXPDEO\DOUHDG\DGGUHVVLQJWKLVOLWLJDWLRQULVNLQWKHLUEXVLQHVVSUDFWLFHVDQGFRPSOLDQFH
SURJUDPVLQFOXGLQJWKHULVNWKDWFXVWRPHUVH[SHFWWKHLUILQDQFLDODGYLVRUVWREHDFWLQJLQWKHLU
EHVWLQWHUHVWV

&RQIOLFWVRI,QWHUHVW>,WHP@

7KH&RPPLVVLRQLQ,WHPDVNVIRULQIRUPDWLRQDERXWLQYHVWPHQWDGYLVHUFRQIOLFWVRI
LQWHUHVW$VILGXFLDULHVLQYHVWPHQWDGYLVHUVPXVWDVVHVVZKDWFRQIOLFWVWKH\KDYHLQHIIHFW
FRPSLOLQJDQLQYHQWRU\RIVXFKFRQIOLFWV7KH\WKHQPXVWGHWHUPLQHKRZWRDGGUHVVFRQIOLFWVE\
DYRLGLQJRUPLWLJDWLQJWKHPWKURXJKLQVWLWXWLQJSROLFLHVDQGSURFHGXUHVWRHQVXUHWKDWWKHILUP
SODFHVWKHEHVWLQWHUHVWVRILWVFOLHQWVILUVW7KHDGYLVHUPXVWDOVRSURYLGHIXOODQGIDLUGLVFORVXUH
RIWKHQDWXUHRILWVSUDFWLFHVDQGWKHFRQIOLFWVWKH\SUHVHQWDQGKRZWKHDGYLVHUDGGUHVVHVWKHP
$GYLVHUVPXVWSURYLGHDGHWDLOHGQDUUDWLYHH[SODQDWLRQRIFRQIOLFWVLGHQWLILHGE\WKH6(&LQ
)RUP$'93DUW,QDGGLWLRQDVILGXFLDULHVLQYHVWPHQWDGYLVHUVPXVWGLVFORVHDQ\RWKHU
FRQIOLFWVLQ3DUWRUE\RWKHUPHDQV,QDGGLWLRQ3DUWRI)RUP$'9UHTXLUHVDGYLVHUVWR
SURYLGHDGGLWLRQDOLQIRUPDWLRQDERXWSRWHQWLDOFRQIOLFWV

7KHILGXFLDU\VWDQGDUGLQWKHFRQWH[WRIFRQIOLFWVRILQWHUHVWUHTXLUHVPRUHWKDQPHUHO\
GLVFORVLQJSRWHQWLDOFRQIOLFWV7KHDGYLVHUPXVWEHDZDUHRIWKHSRWHQWLDOIRUFRQIOLFWVGHYHORS
SROLFLHVDQGSURFHGXUHVWRDYRLGRUPLWLJDWHWKHPGLVFORVHWKRVHSROLFLHVDQGPRQLWRUWKH
HIIHFWLYHQHVVRIWKHSROLFLHV$JRRGH[DPSOHRIKRZWKHILGXFLDU\GXW\ZRUNVLQSUDFWLFHDULVHV
LQWKHDUHDRIFRPSHQVDWLRQ,ILQYHVWPHQWDGYLVHUVUHFHLYHSD\PHQWIURPRWKHUVIRU
UHFRPPHQGLQJFHUWDLQW\SHVRISURGXFWVWKHDGYLVHUVPXVWWHOOFOLHQWVDERXWWKHFRPSHQVDWLRQ
DQGKRZWKHFRPSHQVDWLRQPD\SRWHQWLDOO\DIIHFWRULQIOXHQFHWKHLQYHVWPHQWDGYLFHWKDWLV
JLYHQ,QDGGLWLRQWRGLVFORVLQJWKLVLQIRUPDWLRQWRFOLHQWVLQYHVWPHQWDGYLVHUVPXVWDFWWR
UHFRPPHQGVHFXULWLHVWKDWDUHLQWKHEHVWLQWHUHVWVRIWKHFOLHQWVUHJDUGOHVVRIWKHDGGLWLRQDO
FRPSHQVDWLRQWKH\PD\UHFHLYH,QYHVWPHQWDGYLVHUVDOVRPXVWPDNHGLVFORVXUHVUHJDUGLQJ
FRQIOLFWVFUHDWHGE\WKHLUFRPSHQVDWLRQDUUDQJHPHQWV)RUH[DPSOHDGYLVHUVSDLGE\
FRPPLVVLRQDUHUHTXLUHGWRGLVFORVHWKDWFRPPLVVLRQEDVHGFRPSHQVDWLRQPD\PRWLYDWHWKHPWR

6HH6WXG\DW6RPHVWDWHFRXUWGHFLVLRQVUHO\RQWKHIHGHUDOILGXFLDU\VWDQGDUGLQDGGLWLRQWRVWDWHODZ



)RUH[DPSOHLQ6WDWHRI1HZ0H[LFRY&RORQLDO3HQQ,QV&R3G 10 WKH6XSUHPH&RXUWRI
1HZ0H[LFRUHOLHGLQSDUWRQWKHIHGHUDOILGXFLDU\GXW\RZHGE\LQYHVWPHQWDGYLVHUVLQUHYHUVLQJWKHWULDOMXGJH¶V
JUDQWRIVXPPDU\MXGJPHQWLQIDYRURIWKHDGYLVHU


6HH6WXG\DW


,QRXWRIWKHFODLPVLQYROYHGVRPHFODLPRIEUHDFKRIILGXFLDU\GXW\6HH),15$'LVSXWH
5HVROXWLRQ6WDWLVWLFVDW
KWWSZZZILQUDRUJ$UELWUDWLRQ$QG0HGLDWLRQ),15$'LVSXWH5HVROXWLRQ$GGLWLRQDO5HVRXUFHV6WDWLVWLFVLQGH[KWP






WUDGHPRUHIUHTXHQWO\RUWRUHFRPPHQGWUDGHVEHFDXVHWKH\ZRXOGUHFHLYHPRUHFRPSHQVDWLRQ
7KH\PXVWDOVRSHULRGLFDOO\PRQLWRUWKHDSSOLFDWLRQRIDQGWKHFRQWLQXHGHIIHFWLYHQHVVRIWKHLU
SROLFLHVWRHQVXUHWKDWFRQIOLFWVGRQRWUHVXOWLQDFWLRQVFRQWUDU\WRWKHEHVWLQWHUHVWVRIFOLHQWV

&RVW'DWD&RQFHUQLQJ0DQGDWRU\'LVFORVXUHV>,WHP@

7KH&RPPLVVLRQUHTXHVWVGDWDUHJDUGLQJWKHFRVWRISURYLGLQJPDQGDWRU\GLVFORVXUHVWR
UHWDLOFXVWRPHUV$VGLVFXVVHGDERYHLQYHVWPHQWDGYLVHUVDUHUHTXLUHGWRSURYLGHH[WHQVLYH
GLVFORVXUHVDERXWWKHLUEXVLQHVVHVVHUYLFHVSUDFWLFHVDQGPDWHULDOFRQIOLFWVRILQWHUHVW)RUP
$'93DUW$ZKLFKLVDYDLODEOHSXEOLFO\VSHFLILFDOO\UHTXLUHVGLVFORVXUHVUHJDUGLQJDILUP¶V
DGYLVRU\EXVLQHVVIHHVDQGRWKHUFRPSHQVDWLRQPDQDJHPHQWRIFRQIOLFWVDULVLQJIURP³VLGHE\
VLGHPDQDJHPHQW´W\SHVRIFOLHQWVPHWKRGVRIDQDO\VLVLQYHVWPHQWVWUDWHJLHVULVNRIORVV
FRQIOLFWVRILQWHUHVWGLVFLSOLQDU\LQIRUPDWLRQRWKHUILQDQFLDOLQGXVWU\DFWLYLWLHVDQGDIILOLDWLRQV
FRGHRIHWKLFVSDUWLFLSDWLRQRULQWHUHVWLQFOLHQWWUDQVDFWLRQVDQGSHUVRQDOWUDGLQJEURNHUDJH
SUDFWLFHVUHYLHZRIDFFRXQWVFOLHQWUHIHUUDOVDQGRWKHUFRPSHQVDWLRQIRUEXVLQHVVFXVWRG\
LQYHVWPHQWGLVFUHWLRQSUR[\YRWLQJDQGDQ\PDWHULDOFRQFHUQVDERXWWKHDGYLVHU¶VILQDQFLDO
FRQGLWLRQ7KHVHGRFXPHQWVFDQUXQIURPSDJHVWRPRUHWKDQSDJHVLQOHQJWKGHSHQGLQJ
RQWKHILUP¶VEUHDGWKRIVHUYLFHVLQYHVWPHQWVWUDWHJLHVDQGW\SHVRIFOLHQWVDVZHOODVWKHILUP¶V
VWUXFWXUHDQGDIILOLDWLRQV,QDGGLWLRQ)RUP$'93DUW%UHTXLUHVVSHFLILFGLVFORVXUHVUHJDUGLQJ
DQDGYLVHU¶VVXSHUYLVHGSHUVRQVLQFOXGLQJLQIRUPDWLRQUHJDUGLQJHGXFDWLRQDODQGEXVLQHVV
EDFNJURXQGGLVFLSOLQDU\KLVWRU\RWKHUEXVLQHVVDFWLYLWLHVDGGLWLRQDOFRPSHQVDWLRQDQG
VXSHUYLVLRQ7KHHIIRUWUHTXLUHGWRSURYLGH3DUW%GLVFORVXUHVGHSHQGVVLJQLILFDQWO\RQWKH
QXPEHURIHPSOR\HHVDWHDFKILUPVXEMHFWWRWKHUHTXLUHPHQW
:HXQGHUVWDQGIURPRXUPHPEHUVWKDWWKHLQLWLDOGUDIWLQJRIWKHVHGLVFORVXUHGRFXPHQWV
WDNHVVXEVWDQWLDOWLPHDQGHIIRUW2QFHDILUPKDVLQLWLDOO\GUDIWHGLWVGLVFORVXUHGRFXPHQWV
RQJRLQJFRVWVUHVXOWIURPUHLQYHQWRU\LQJWKHILUP¶VSUDFWLFHVVHUYLFHVDQGFRQIOLFWVWRHQVXUH
WKDWDQ\FKDQJHVRYHUWKHSDVW\HDUDUHUHIOHFWHGLQDQQXDODPHQGPHQWVWRWKH)RUPDQGWKDWDQ\
PDWHULDOFKDQJHVDUHLQFRUSRUDWHGSURPSWO\LQWRGLVFORVXUHVSURYLGHGWRFOLHQWV7KHUHVXOWVRID
UHFHQWVXUYH\RILQYHVWPHQWDGYLVHUVLQGLFDWHVWKDWIRURIILUPVUHSRUWHGVSHQGLQJ
OHVVWKDQRQ)RUP$'93DUWUHODWHGFRPSOLDQFHVSHQW
UHSRUWHGVSHQGLQJDQGDUHODWLYHO\PRGHVWQXPEHURIILUPVVSHQWPRUHWKDQ

2IWKHDGYLVHUVUHSRUWLQJVHUYLQJLQGLYLGXDOVDVD³SULPDU\VHUYLFH´WKDWSURYLGHGDQ
HVWLPDWHRIFRVWVVSHQWOHVVWKDQLQRQ)RUP$'93DUWFRPSOLDQFH
$QRWKHUVSHQW7KHILUPVVHUYLQJLQGLYLGXDOVWKDWVSHQWWKHPRVWRQ



$QDGYLVHUPXVWUHYLHZWKHDGHTXDF\DQGHIIHFWLYHQHVVRILWVSROLFLHVDWOHDVWDQQXDOO\6HH5XOH   E 
:KLOHWKHUXOHRQO\UHTXLUHVDQDQQXDOUHYLHZLQSUDFWLFHDQDGYLVHUVKRXOGPRQLWRULWVSROLFLHVDQGSURFHGXUHVRQ
DQRQJRLQJEDVLV6HHHJ&DUOR9GL)ORULR'LUHFWRU2IILFHRI&RPSOLDQFH,QVSHFWLRQVDQG([DPLQDWLRQV6(&
&RQIOLFWVRI,QWHUHVWDQG5LVN*RYHUQDQFH$GGUHVV%HIRUHWKH1DWLRQDO6RFLHW\RI&RPSOLDQFH3URIHVVLRQDOV 2FW
 DYDLODEOHDWKWWSZZZVHFJRYQHZVVSHHFKVSFKFYGKWP ³8QGHUWKHVHFXULWLHVODZV
UHJLVWUDQWVDUHH[SHFWHGWRKDYHHIIHFWLYHZULWWHQSROLFLHVDQGSURFHGXUHVWRSUHYHQWYLRODWLRQVRIWKHVHFXULWLHVODZV
DQGWRSHULRGLFDOO\UHYLHZWKHDGHTXDF\DQGHIIHFWLYHQHVVRIWKRVHSROLFLHVDQGSURFHGXUHV´ 


,$$$&$&RPSOLDQFH*URXS2OG0XWXDO$VVHW0DQDJHPHQW&RPSOLDQFH7HVWLQJ6XUYH\





)RUP$'93DUWFRPSOLDQFH PRUHWKDQ ZHUHTXLWHODUJHHLWKHULQWHUPVRIDVVHWV
XQGHUPDQDJHPHQWRUQXPEHURIHPSOR\HHVRUERWK

5HWDLO&OLHQW&RQIXVLRQ>,WHP@

8QGHUWKHFXUUHQWUHJXODWRU\UHJLPHUHWDLOFXVWRPHUVVHHNLQJQRQGLVFUHWLRQDU\
LQYHVWPHQWDGYLFHPD\FKRRVHDEURNHUGHDOHURUDQLQYHVWPHQWDGYLVHUDQGPD\QRWNQRZ
ZKLFKW\SHRIILQDQFLDOSURIHVVLRQDOWKH\KDYHKLUHG7KLVLVHVSHFLDOO\WUXHLIWKH\DUHUHIHUUHG
WRDVSHFLILFSHUVRQZKRKDVSURYLGHGVXFKDGYLFHWRDIULHQGUHODWLYHRUFRZRUNHU
)XUWKHUPRUHHYHQLIWKHUHWDLOFXVWRPHUNQRZVWKDWKHRUVKHKDVKLUHGDEURNHUGHDOHURUDQ
LQYHVWPHQWDGYLVHUKHRUVKHLVQRWOLNHO\WRXQGHUVWDQGWKDWWKHUHDUHGLIIHUHQWVWDQGDUGVRIFDUH
DSSOLFDEOHWRHDFK

6RPHEURNHUGHDOHUVKDYHH[DFHUEDWHGWKLVFRQIXVLRQE\FDOOLQJWKHLUUHJLVWHUHG
UHSUHVHQWDWLYHV³ILQDQFLDOFRQVXOWDQWV´³ILQDQFLDODGYLVRUV´RU³DFFRXQWH[HFXWLYHV´7KLVIDFW
ZDVQRWHGLQDVWXG\WKDWWKH6(&FRPPLVVLRQHGIURP5$1'&RUSRUDWLRQLQZKLFKIRXQG
WKDW³EURNHUGHDOHUVKDYHEHJXQWRGULIWVXEWO\LQWRDGRPDLQRIDFWLYLWLHVWKDW DWOHDVWXQGHUWKH
UHJXODWRU\UHJLPH KDYHKLVWRULFDOO\EHHQWKHSURYLQFHRILQYHVWPHQWDGYLVHUV´%DVHGRQ
LQWHUYLHZVFRQGXFWHGZLWKLQYHVWRUVWKHUHSRUWIRXQGLQYHVWRUFRQIXVLRQUHVXOWLQJIURPWKH
PDQQHULQZKLFKEURNHUGHDOHUVPDUNHWHGWKHPVHOYHV

DVPXFKRIWKHUHFHQWPDUNHWLQJE\EURNHUGHDOHUVIRFXVHVRQWKHRQJRLQJUHODWLRQVKLS
EHWZHHQWKHEURNHUDQGWKHLQYHVWRUDQGDVEURNHUVKDYHDGRSWHGVXFKWLWOHVDV³ILQDQFLDO
DGYLVRU´DQG³ILQDQFLDOPDQDJHU´

%URNHUGHDOHUVKDYHEHHQDJJUHVVLYHO\PDUNHWLQJWKHPVHOYHVDV³DGYLVRUV´³ZHDOWKPDQDJHUV´
DQG³ILQDQFLDOFRQVXOWDQWV´XSRQZKRPFXVWRPHUVFDQUHO\DQGWUXVW7KHUHVXOWLQJFRQIXVLRQ
KDVFUHDWHGDPLVPDWFKEHWZHHQFOLHQWH[SHFWDWLRQVDQGUHDOLW\ZLWKFOLHQWVH[SHFWLQJWKDWWKHLU
EURNHUVDUHDFWLQJLQWKHFOLHQWV¶EHVWLQWHUHVWV:HPDLQWDLQWKDWWKH&RPPLVVLRQVKRXOGDFWWR
HQVXUHWKDWLQYHVWRUVZKRSODFHWKHLUWUXVWLQEURNHUGHDOHUVIRULQYHVWPHQWDGYLFHDUHSURWHFWHG
E\WKHKLJKHUVWDQGDUGRIFDUHUHTXLUHGRIILGXFLDULHV


,,, 8QLIRUP)LGXFLDU\6WDQGDUG±$VVXPSWLRQV


,Q6HFWLRQ,,,RIWKH5HTXHVWWKH&RPPLVVLRQDUWLFXODWHVDQXPEHURIDVVXPSWLRQV
XQGHUO\LQJLWVFRQVLGHUDWLRQRIWKHDSSOLFDWLRQRIDXQLIRUPILGXFLDU\VWDQGDUGWREURNHUGHDOHUV




6HH5$1'5HSRUWDW





,GDWVHHDOVR,QGXVWU\3HUVSHFWLYHVRQWKH2EDPD$GPLQLVWUDWLRQ¶V)LQDQFLDO5HJXODWRU\5HIRUP3URSRVDOV
+HDULQJ%HIRUHWKH+&RPPRQ)LQ6HUYVWK&RQJDW -XO\  VWDWHPHQWRI3DXO6FKRWW
6WHYHQV3UHVLGHQWDQG&(2,QYHVWPHQW&RPSDQ\,QVWLWXWH  QRWLQJWKDW³RYHUWKHODVWGHFDGHEURNHUVKDYH
VLJQLILFDQWO\VKLIWHGWKHLUEXVLQHVVPRGHOWRLQFOXGHSURYLGLQJLQYHVWPHQWDGYLFHDQGFKDUJLQJIHHVEDVHGRQDVVHWV
XQGHUPDQDJHPHQWUDWKHUWKDQFRPPLVVLRQVIRUHDFKWUDQVDFWLRQ7KLVPRGHOSUHYLRXVO\KDGEHHQXVHGVROHO\E\
LQYHVWPHQWDGYLVHUV´ 


5$1'5HSRUWDW




DQGLQYHVWPHQWDGYLVHUV7DNHQDVDZKROHWKHVWDWHGDVVXPSWLRQVDSSHDUWRLQGLFDWHWKDWWKH
&RPPLVVLRQLQWHQGVWRDGGDGLVFORVXUHFRPSRQHQWWRWKHH[LVWLQJEURNHUGHDOHUUHJLPHDQG
GHFODUHWKDWWKHFRPELQDWLRQFUHDWHVDILGXFLDU\VWDQGDUG:HZRXOGVWURQJO\RSSRVHWKLV
ZHDNHQLQJRIWKHILGXFLDU\VWDQGDUG2XUFRQFHUQVZLWKUHVSHFWWRWKHDVVXPSWLRQVDUHDV
IROORZV


6FRSHRI)LGXFLDU\'XW\>$VVXPSWLRQ@


7KH5HTXHVWVWDWHVWKDWFRPPHQWHUVVKRXOGDVVXPHWKDWDQ\DFWLRQWKDWWKH&RPPLVVLRQ
WDNHVZRXOGDSSO\WRDOO6(&UHJLVWHUHGEURNHUGHDOHUVDQG6(&UHJLVWHUHGLQYHVWPHQWDGYLVHUV
:HDJUHHEXWRQO\WRWKHH[WHQWWKDWWKH6(&VLPSO\FRGLILHVWKHH[LVWLQJRYHUDUFKLQJILGXFLDU\
SULQFLSOHLQWKH$GYLVHUV$FWLQDSDUDOOHOUXOHPDNLQJDVGLVFXVVHGLQWKH6WXG\DQGDV
FRQWHPSODWHGE\WKH'RGG)UDQN$FW7KH&RPPLVVLRQ¶VJRDOVKRXOGEHWRH[WHQGWKHH[LVWLQJ
$GYLVHUV$FWVWDQGDUGWREURNHUVVXFKWKDWLWLVQROHVVVWULQJHQWWKDQWKHH[LVWLQJVWDQGDUGIRU
DGYLVHUV


$FFRPPRGDWLRQRI'LIIHUHQW%XVLQHVV0RGHOV>$VVXPSWLRQ@


7KH5HTXHVWFRUUHFWO\VWDWHVWKDWWKHXQLIRUPILGXFLDU\VWDQGDUGZRXOGEHGHVLJQHGWR
DFFRPPRGDWHGLIIHUHQWEXVLQHVVPRGHOVDQGIHHVWUXFWXUHV)OH[LELOLW\LVDNH\IHDWXUHRIWKH
$GYLVHUV$FWILGXFLDU\VWDQGDUG7KHILGXFLDU\GXW\JHQHUDOO\GRHVQRWSURKLELWDSDUWLFXODUW\SH
RIDFWLYLW\RUFRPSHQVDWLRQDUUDQJHPHQWEXWUHTXLUHVGLVFORVXUHDQGPLWLJDWLRQRISRWHQWLDO
FRQIOLFWVRILQWHUHVWGHVLJQHGWRHQVXUHWKDWWKHDFWLYLW\LVLQWKHEHVWLQWHUHVWVRIWKHFOLHQW
,QGHHGLQYHVWPHQWDGYLVHUVXVHDYDULHW\RIFRPSHQVDWLRQVWUXFWXUHVLQFOXGLQJFRPPLVVLRQV
7KHH[LVWLQJILGXFLDU\VWDQGDUGDFFRPPRGDWHVDOORIWKHPDQGQRPRGLILFDWLRQRIWKHVWDQGDUGLV
QHFHVVDU\




&RQWLQXLQJ'XW\RI&DUH/LPLWHG6HUYLFHV>$VVXPSWLRQ@



7KH&RPPLVVLRQLQGLFDWHVWKDWLWGRHVQRWDVVXPHWKDWDEURNHUGHDOHURULQYHVWPHQW
DGYLVHUZRXOGKDYHDFRQWLQXLQJGXW\RIFDUHRUOR\DOW\DIWHUSURYLGLQJDGYLFHRUEHUHTXLUHGWR
SURYLGHVHUYLFHVEH\RQGWKRVHRQZKLFKWKHSDUWLHVKDYHDJUHHGDQDVVXPSWLRQWKDWIROORZV
6HFWLRQRIWKH'RGG)UDQN$FW:HUHFRJQL]HWKDWEURNHUGHDOHUVDQGLQYHVWPHQWDGYLVHUV
SURYLGHDUDQJHRIW\SHVRIDGYLFHDQGWKDWQRWDOODGYLFHLVRQJRLQJDQGUHTXLUHVPRQLWRULQJ$V
QRWHGDERYHWKHILGXFLDU\VWDQGDUGLVIOH[LEOHDQGFDQDFFRPPRGDWHWKHIXOOUDQJHRIW\SHVRI
DGYLFH

:HDJUHHZLWKWKH&RPPLVVLRQ¶VVWDWHPHQWWKDWWKHQDWXUHDQGVFRSHRIWKHGXW\UHVWVRQ
WKH³WRWDOLW\RIWKHFLUFXPVWDQFHVRIWKHUHODWLRQVKLSDQGFRXUVHRIGHDOLQJ´DQGLVQRWOLPLWHGWR
WKHWHUPVRIWKHFRQWUDFW7KHWHUPVRIWKHILGXFLDU\¶VDJUHHPHQWZLWKLWVFOLHQWSXUSRUWLQJWR
OLPLWLWVUHVSRQVLELOLWLHVZRXOGQRWFRQWUROIRUH[DPSOHLIFRQWUDU\WRGLVFODLPHUVLQWKHFRQWUDFW
VWDWHPHQWVRUDFWLRQVE\ILUPSHUVRQQHORUWKHFRQWH[WRIWKHUHODWLRQVKLSOHGDFOLHQWWREHOLHYH
WKDWWKHILUPZRXOGEHPRQLWRULQJWKHFOLHQW¶VLQYHVWPHQWVRQDQRQJRLQJEDVLV,QDGGLWLRQZH




6HHVXSUDSQRWLQJWKDWDERXWRILQYHVWPHQWDGYLVHUVFKDUJHFRPPLVVLRQV






QRWHWKDWFOLHQWDGYLVRU\DJUHHPHQWVFDQQRWEHXVHGWROLPLWILGXFLDU\GXWLHVWKDWZRXOGRWKHUZLVH
DSSO\WRWKHVHUYLFHVRIIHUHG

)XUWKHUZKLOHZHDJUHHWKDWWKH'RGG)UDQN$FWFRQWHPSODWHVDEURNHU¶VDELOLW\WR
HQJDJHLQRQHWLPHUHFRPPHQGDWLRQVIRUFOLHQWVZLWKRXWWKHREOLJDWLRQWRPRQLWRUWKHFOLHQW¶V
FLUFXPVWDQFHVDQGDFFRXQWRQDQRQJRLQJEDVLVZHEHOLHYHWKDWWKHODQJXDJH³DIWHUSURYLGLQJ
KLPRUKHUSHUVRQDOL]HGLQYHVWPHQWDGYLFH´VKRXOGQRWEHUHDGWRSHUPLW³KDWVZLWFKLQJ´,Q
RWKHUZRUGVDEURNHUVKRXOGQRWEHDEOHWRPDNHDUHFRPPHQGDWLRQDVDILGXFLDU\DQGWKHQ
VZLWFKWRDQRQILGXFLDU\KDWWRH[HFXWHWKDWVDPHUHFRPPHQGDWLRQ7KH³DGYLFH´UHIHUHQFHGLQ
WKHVWDWXWHVKRXOGLQFRUSRUDWHWKHHQWLUHLQWHUDFWLRQZLWKUHVSHFWWRWKDWUHFRPPHQGDWLRQ7KH
FOLHQWFRQIXVLRQWKDW6HFWLRQZDVGHVLJQHGWRDGGUHVVZRXOGRQO\EHH[DFHUEDWHGLIWKH
EURNHUGHDOHUZHUHDEOHWRVZLWFKEDFNDQGIRUWKEHWZHHQILGXFLDU\DQGQRQILGXFLDU\VWDWXVZLWK
UHVSHFWWRLWVLQYHVWPHQWDGYLFH

/LPLWHG5DQJHRI3URGXFWV>$VVXPSWLRQ@

7KH5HOHDVH¶VVL[WKDVVXPSWLRQUHVWDWHVWKHODQJXDJHRI6HFWLRQWKDWWKHRIIHULQJRU
UHFRPPHQGLQJRIRQO\SURSULHWDU\RUDOLPLWHGUDQJHRISURGXFWVZRXOGQRWLQDQGRILWVHOI
YLRODWHWKHILGXFLDU\VWDQGDUG7KH&RPPLVVLRQVKRXOGDOVRUHFRJQL]HKRZHYHUWKDWWKH
ILGXFLDU\GXW\UHTXLUHVWKDWDQ\DFWLRQVWDNHQPXVWEHLQWKHEHVWLQWHUHVWVRIWKHFOLHQWWKHUHIRUH
DQDQDO\VLVRIZKHWKHUWKHILGXFLDU\¶VDFWLRQVDUHDSSURSULDWHGRHVQRWHQGZLWKWKLVSURYLVLRQ
)RUH[DPSOHDOWKRXJKWKHILGXFLDU\PD\RIIHUDGYLFHZLWKUHVSHFWWRRQO\DOLPLWHGUDQJHRI
LQYHVWPHQWVLWPD\QRWUHFRPPHQGDQLQYHVWPHQWWKDWZRXOGQRWEHLQWKHEHVWLQWHUHVWVRIWKH
FOLHQW7KHUHIRUHLIQRQHRIWKHLQYHVWPHQWVLQWKHOLPLWHGUDQJHZHUHDSSURSULDWHIRUWKHFOLHQW
WKHILGXFLDU\FRXOGQRWUHFRPPHQGWKHPDQGVKRXOGDGYLVHWKHFOLHQWRIWKDWIDFW

6HFWLRQV  DQG  >$VVXPSWLRQ@


$FFRUGLQJWRWKHVHYHQWKVWDWHGDVVXPSWLRQEURNHUGHDOHUVZRXOGQRWEHVXEMHFWWR
VHFWLRQV  DQG  RIWKH$GYLVHUV$FW:HUHFRJQL]HWKDWWKH³QROHVVVWULQJHQW´
ODQJXDJHLQ6HFWLRQUHIHUHQFHVRQO\VHFWLRQV  DQG  RIWKH$GYLVHUV$FW(YHQLI
VHFWLRQV  DQG  GRQRWVSHFLILFDOO\DSSO\KRZHYHUPDQ\RIWKHSULQFLSOHVDGGUHVVHGE\
WKHVSHFLILFUHTXLUHPHQWVLQFOXGHGLQWKHVHVHFWLRQVDUHHPEHGGHGLQWKHILGXFLDU\GXW\7KXV
EURNHUVZRXOGEHREOLJDWHGWRDQDO\]HWKHLUDFWLYLWLHVLQOLJKWRIWKHVHSULQFLSOHVDQGLPSOHPHQW
SROLFLHVDQGSURFHGXUHVWRDYRLGEUHDFKRIWKHLUILGXFLDU\GXW\

3ULQFLSDOWUDGLQJSUHVHQWVDIXQGDPHQWDOFRQIOLFWRILQWHUHVW³DQGDVXEVWDQWLDOULVNWKDW
WKHSURSULHWDU\LQWHUHVWVRIWKHDGYLVHUZLOOSUHYDLORYHUWKRVHRILWVFOLHQWV´7KH6WXG\KDG
UHFRPPHQGHGWKDWWKH&RPPLVVLRQLVVXHJXLGDQFHRUFRPPHQFHUXOHPDNLQJJRYHUQLQJKRZ




6HH6(&'LYLVLRQRI,QYHVWPHQW0DQDJHPHQW5HJXODWLRQRI,QYHVWPHQW$GYLVHUVDWQQDQG
DFFRPSDQ\LQJWH[W 0DU  $GYLVHU5HJXODWLRQ 


7HPSRUDU\5XOH5HJDUGLQJ3ULQFLSDO7UDGHVZLWK&HUWDLQ$GYLVRU\&OLHQWV,QYHVWPHQW$GYLVHUV$FW5HO1R,$
 1RY DW





EURNHUVVKRXOGFRPSO\ZLWKWKHLUILGXFLDU\GXWLHVZLWKUHVSHFWWRSULQFLSDOWUDGLQJ7KH
5HTXHVWKRZHYHUVWDWHVRQO\WKDWFRPPHQWHUVVKRXOGDVVXPHWKDWEURNHUVPXVWGLVFORVHWKHLU
PDWHULDOFRQIOLFWVRILQWHUHVWDULVLQJIURPSULQFLSDOWUDGHVZLWKUHWDLOFOLHQWV:HVWURQJO\
GLVDJUHHWKDWGLVFORVXUHDORQHLVVXIILFLHQWWRDGGUHVVWKLVIXQGDPHQWDOFRQIOLFW5HJDUGOHVVRI
ZKHWKHUWKHVSHFLILFSURSK\ODFWLFSURYLVLRQVRIVHFWLRQ  DSSO\DVILGXFLDULHVEURNHU
GHDOHUVVKRXOGEHUHTXLUHGWRHQVXUHWKDWDSULQFLSDOWUDGHLVIDLUDQGLQWKHEHVWLQWHUHVWVRIWKH
FOLHQW

6LPLODUILGXFLDU\SULQFLSOHVXQGHUOLHWKHUXOHVUHODWHGWRDGYHUWLVLQJFXVWRG\SD\WR
SOD\DQGSUR[\YRWLQJ7KXVLQDGYHUWLVLQJDQGFRPPXQLFDWLRQVZLWKFOLHQWVDGYLVHUVPXVW
WDNHFDUHWRIRUH[DPSOH  GLVFORVHDOOPDWHULDOIDFWVWKDW³DUHDVRQDEOHLQYHVWRURXJKWWR
NQRZLQRUGHUWRPDNHLQIRUPHGGHFLVLRQ´  HQVXUHWKDWFRPPXQLFDWLRQVDUH³PDWHULDOO\
FRPSOHWHVRDVWRSURYLGHDIDLUDQGEDODQFHGSLFWXUH´  DYRLGDGYHUWLVHPHQWVRURWKHU
FRPPXQLFDWLRQV³WKDWFRQWDLQRQO\DSDUWLDOWUXWKOHDYLQJDQH[DJJHUDWHGXQZDUUDQWHGRURWKHU
SRWHQWLDOO\PLVOHDGLQJLPSUHVVLRQ´RU  DYRLGFKHUU\SLFNLQJUHFRPPHQGDWLRQVSHUIRUPDQFH
RURWKHUFODLPV

:LWKUHVSHFWWRWKHSUR[\YRWLQJUXOHWKH&RPPLVVLRQVWDIIKDVVWDWHGWKDW³DQDGYLVHUDV
DILGXFLDU\RZHVHDFKRILWVFOLHQWVGXWLHVRIFDUHDQGOR\DOW\ZLWKUHVSHFWWRDOOVHUYLFHV
XQGHUWDNHQRQWKHFOLHQW¶VEHKDOILQFOXGLQJSUR[\YRWLQJ7KHGXW\RIFDUHUHTXLUHVDQDGYLVHU



6WXG\DW:HXQGHUVWDQGWKDWDSSOLFDWLRQRIWKHVSHFLILFSURSK\ODFWLFSURYLVLRQVRIVHFWLRQ  RIWKH
$GYLVHUV$FWFRXOGSUHVHQWVHULRXVFKDOOHQJHVIRUEURNHUV:HVXSSRUWWKH6WXG\¶VUHFRPPHQGDWLRQWKDWDVSDUWRI
WKHILGXFLDU\UXOHPDNLQJWKH&RPPLVVLRQH[DPLQHLWVDSSURDFKWRSULQFLSDOWUDGLQJUXOHVIRUERWKEURNHUVDQG
DGYLVHUV$Q\PRGLILFDWLRQRIWKHFXUUHQWVHFWLRQ  UHTXLUHPHQWVVKRXOGEHGHVLJQHGWRHQVXUHWKDWSULQFLSDO
WUDGHVDUHLQWKHEHVWLQWHUHVWVRIFOLHQWVDQGFRQGXFWHGWUDQVSDUHQWO\DQGIDLUO\


7KLVLVVXHLVDOVRUDLVHGLQ$VVXPSWLRQRIWKH5HTXHVW


6HH$GYLVHU5HJXODWLRQVXSUDQRWHDW6HHDOVRLGDWQ FLWLQJ5RFN\0RXQWDLQ)LQDQFLDO3ODQQLQJ
,QF6(&6WDII1R$FWLRQ/HWWHU )HE  ³:KLOHVHFWLRQ  RIWKH,QYHVWPHQW$GYLVHUV$FWRI
UHTXLUHVGLVFORVXUHRIVXFKLQWHUHVWDQGWKHFOLHQW¶VFRQVHQWWRHQWHULQWRWKHWUDQVDFWLRQZLWKNQRZOHGJHRIVXFK
LQWHUHVWWKHDGYLVHU¶VILGXFLDU\GXWLHVDUHQRWGLVFKDUJHGPHUHO\E\VXFKGLVFORVXUHDQGFRQVHQW7KHDGYLVHUPXVW
KDYHDUHDVRQDEOHEHOLHIWKDWWKHHQWU\RIWKHFOLHQWLQWRWKHWUDQVDFWLRQLVLQWKHFOLHQW¶VLQWHUHVW´ LGDWQ
³0HUHO\IROORZLQJWKHSURFHGXUHVVHWIRUWKLQ>,QYHVWPHQW&RPSDQ\$FW@UXOHDPD\QRWVDWLVI\DQDGYLVHU¶V
ILGXFLDU\REOLJDWLRQWRFOLHQWV>ZLWKUHVSHFWWRFURVVWUDGHV@7KHVWDIIKDVH[SODLQHGWKDWLWPXVWEHLQWKHEHVW
LQWHUHVWRIERWKFOLHQWVWRHQWHULQWRDFURVVWUDGHDQGWKXVIRUH[DPSOHDQDGYLVHUVKRXOGQRWFDXVHDFOLHQWWRHQWHU
LQWRDFURVVWUDGHLILWFRXOGREWDLQDEHWWHUSULFHLQWKHPDUNHWV´ 


³,QYHVWPHQWDGYLVHUVWKDWVHHNWRLQIOXHQFHWKHDZDUGRIDGYLVRU\FRQWUDFWVE\SXEOLFSHQVLRQSODQVE\PDNLQJ
SROLWLFDOFRQWULEXWLRQVWRRUVROLFLWLQJWKHPIRUWKRVHRIILFLDOVZKRDUHLQDSRVLWLRQWRLQIOXHQFHWKHDZDUGV
FRPSURPLVHWKHLUILGXFLDU\REOLJDWLRQVWRWKHSXEOLFSHQVLRQSODQVWKH\DGYLVHDQGGHIUDXGSURVSHFWLYHFOLHQWV´6HH
3ROLWLFDO&RQWULEXWLRQVE\&HUWDLQ,QYHVWPHQW$GYLVHUV5HO1R,$DW -XO\ 


6HH&DSLWDO*DLQV86DW ³&RXUWVKDYHLPSRVHGRQDILGXFLDU\DQDIILUPDWLYHGXW\RIµXWPRVWJRRG
IDLWKDQGIXOODQGIDLUGLVFORVXUHRIDOOPDWHULDOIDFWV¶DVZHOODVDQDIILUPDWLYHREOLJDWLRQµWRHPSOR\UHDVRQDEOH
FDUHWRDYRLGPLVOHDGLQJFOLHQWV´ 


6HH/RUQD$6FKQDVH,QYHVWPHQW$GYLVHU¶V)LGXFLDU\'XW\DWQDQGDFFRPSDQ\LQJWH[W $XJ 
DYDLODEOHDWKWWSZZZDFWODZ\HUFRP$UWLFOHV/LQN$GYLVHU)LGXFLDU\'XW\3DSHUSGI 





ZLWKSUR[\YRWLQJDXWKRULW\WRPRQLWRUFRUSRUDWHHYHQWVDQGWRYRWHWKHSUR[LHV7RVDWLVI\LWV
GXW\RIOR\DOW\WKHDGYLVHUPXVWFDVWWKHSUR[\YRWHVLQDPDQQHUFRQVLVWHQWZLWKWKHEHVW
LQWHUHVWVRILWVFOLHQWDQGPXVWQRWVXERUGLQDWHFOLHQWLQWHUHVWVWRLWVRZQ´7KHVHSULQFLSOHV
DSSO\VHSDUDWHDQGDSDUWIURPWKHSURSK\ODFWLFUXOH


([LVWLQJ%URNHU'HDOHU/DZDQG*XLGDQFH>$VVXPSWLRQ@

,QLWVHLJKWKDVVXPSWLRQWKH5HTXHVWDVVXPHVWKDWH[LVWLQJDSSOLFDEOHODZDQGJXLGDQFH
JRYHUQLQJEURNHUGHDOHUVLQFOXGLQJ652UXOHVDQGJXLGDQFHZRXOGFRQWLQXHWRDSSO\WREURNHU
GHDOHUV%URNHUGHDOHUUXOHVDUHGHVLJQHGWRSURPRWHEXVLQHVVFRQGXFWWKDWDPRQJRWKHUWKLQJV
SURWHFWVLQYHVWRUVIURPDEXVLYHSUDFWLFHVLQFOXGLQJSUDFWLFHVWKDWDUHQRWQHFHVVDULO\IUDXGXOHQW
7KH\DUHUHTXLUHGWRGHDOIDLUO\ZLWKWKHLUFXVWRPHUVXQGHUWKHDQWLIUDXGSURYLVLRQVRIWKH
IHGHUDOVHFXULWLHVODZV,QDGGLWLRQEURNHUGHDOHUVDUHUHTXLUHGXQGHU652UXOHVWRGHDOIDLUO\
ZLWKFXVWRPHUVDQGWR³REVHUYHKLJKVWDQGDUGVRIFRPPHUFLDOKRQRUDQGMXVWDQGHTXLWDEOH
SULQFLSOHVRIWUDGH´$PRQJRWKHUWKLQJVWKLVREOLJDWLRQLQFOXGHVKDYLQJDUHDVRQDEOHEDVLVIRU
UHFRPPHQGDWLRQVLQOLJKWRIDFXVWRPHU¶VILQDQFLDOVLWXDWLRQWRWKHH[WHQWNQRZQWRWKHEURNHU
VXLWDELOLW\ 

:HDJUHHWKDWEURNHUGHDOHUVVKRXOGEHVXEMHFWWREURNHUGHDOHUODZDQGJXLGDQFHZLWK
UHVSHFWWRWKHLUWUDGLWLRQDOEURNHUGHDOHUDFWLYLWLHVEXWWKHILGXFLDU\VWDQGDUGVKRXOGJRYHUQWKHLU
LQYHVWPHQWDGYLVRU\DFWLYLWLHVZLWKUHVSHFWWRUHWDLOFOLHQWV7KXVH[LVWLQJODZDSSOLFDEOHWRVXFK
DFWLYLWLHVVKRXOGEHPRGLILHGWRHQVXUHLWUHIOHFWVEURNHUV¶ILGXFLDU\GXWLHVWRWKHLUFOLHQWV$WD
PLQLPXPWKHVXLWDELOLW\UXOHVVKRXOGEHUHYLVHGWRUHIOHFWD³EHVWLQWHUHVW´VWDQGDUG

$VVXPSWLRQV5HODWHGWRWKH'XWLHVRI/R\DOW\DQG&DUH

7KH5HTXHVWDOVRLQFOXGHVLQLWVGLVFXVVLRQRIDSRVVLEOHXQLIRUPILGXFLDU\VWDQGDUG
FHUWDLQDVVXPSWLRQVFRQFHUQLQJWZRDVSHFWVRIWKHILGXFLDU\VWDQGDUGWKHGXW\RIOR\DOW\DQGWKH
GXW\RIFDUH:HDUHFRQFHUQHGWKDWWKHZD\WKDWWKH5HTXHVWLVFRXFKHGPD\UHIOHFWDQ
LQFRPSOHWHXQGHUVWDQGLQJRIWKHVFRSHRIWKHILGXFLDU\VWDQGDUG7KH5HTXHVWVXJJHVWVWKDWWKH
UHTXLUHPHQWVRIWKHVHWZRGXWLHVFDQEHVDWLVILHGDOPRVWHQWLUHO\E\GLVFORVLQJFRQIOLFWVRI
LQWHUHVWFRQIRUPLQJWRDVXLWDELOLW\VWDQGDUGDQGUHFHLYLQJRQO\UHDVRQDEOHFRPSHQVDWLRQ
7KLVDSSURDFKVXJJHVWVWKDWWKH&RPPLVVLRQLVLQFOLQHGWRVLPSO\WDNHH[LVWLQJEURNHUGHDOHU





6WXG\DW





,GDW





),15$5XOH





6WXG\DW





7KHRQHH[FHSWLRQWRWKLVHPSKDVLVRQGLVFORVXUHLVWKHPHQWLRQRISURKLELWLRQRIFHUWDLQVDOHVFRQWHVWV






UXOHVDQGLPSRVHDGLVFORVXUHRYHUOD\6XFKDQDSSURDFKZRXOGEHZRHIXOO\LQDGHTXDWH
7KHH[LVWLQJILGXFLDU\VWDQGDUGDSSOLFDEOHWRLQYHVWPHQWDGYLVHUVLVIDUPRUHSURWHFWLYHRIFOLHQWV
WKDQWKLVOLPLWHGVHWRISRWHQWLDOUXOHV

$PRQJWKHVSHFLILFREOLJDWLRQVWKDWIORZIURPDQDGYLVHU¶VILGXFLDU\GXW\LQDGGLWLRQWR
WKHGXW\WRPDNHIXOODQGIDLUGLVFORVXUHWRFOLHQWVRIDOOPDWHULDOIDFWVSDUWLFXODUO\FRQIOLFWVRI
LQWHUHVWDUH

x WKHGXW\WRSODFHWKHFOLHQWV¶LQWHUHVWVILUVW

x WKHGXW\WRKDYHDQDGHTXDWHUHDVRQDEOHEDVLVIRULWVLQYHVWPHQWDGYLFH

x WKHGXW\WRLQIRUPLWVHOIDERXWFOLHQWV¶VLWXDWLRQVDQGFLUFXPVWDQFHV

x WKHGXW\WRXVHRQO\WKRVHVWUDWHJLHVIRUZKLFKWKHDGYLVHULVUHDVRQDEO\FRPSHWHQW

x WKHGXW\WRIROORZFOLHQWLQVWUXFWLRQVJXLGHOLQHVDQGJRYHUQLQJGRFXPHQWV

x WKHGXW\WRSHUIRUPGXHGLOLJHQFHRQVXEDGYLVHUVDQGRWKHUWKLUGSDUWLHV

x WKHGXW\WRVHHNEHVWH[HFXWLRQIRUFOLHQWV¶VHFXULWLHVWUDQVDFWLRQVZKHUHWKHDGYLVHU
GLUHFWVVXFKWUDQVDFWLRQV




,QIDFWZLWKUHVSHFWWRWKHGXW\RIFDUHWKH5HTXHVWOLVWVRQO\H[LVWLQJEURNHUGHDOHUEXVLQHVVFRQGXFWUXOHV





7KLVLQFOLQDWLRQLVHYHQUHIOHFWHGLQWKH5HTXHVW¶VWHUPLQRORJ\)RUH[DPSOHWKH5HTXHVW¶VGXW\RIFDUH
GLVFXVVLRQVSHDNVLQWHUPVRIVXLWDELOLW\DQGSURGXFWVSHFLILFUHTXLUHPHQWVUDWKHUWKDQWKHILGXFLDU\WHUPLQRORJ\RI
WKH³SUXGHQWSHUVRQ´GXW\RIFDUH


6HH3DXO)5R\H'LUHFWRU'LYLVLRQRI,QYHVWPHQW0DQDJHPHQW0DLQWDLQLQJWKH3LOODUVRI3URWHFWLRQLQWKH1HZ
0LOOHQQLXP$GGUHVV%HIRUHWKH,QYHVWPHQW&RPSDQ\,QVWLWXWH 0D\ DYDLODEOHDW
KWWSZZZVHFJRYQHZVVSHHFKVSHHFKDUFKLYHVSFKKWP ³6HFWLRQ D >RIWKH,QYHVWPHQW&RPSDQ\
$FW@VHHNVWRSURWHFWWKHILGXFLDU\UHODWLRQVKLSE\GHHPLQJLWEHWWHUWRIRUHFORVHSULQFLSDOWUDQVDFWLRQVUDWKHUWKDQ
DWWHPSWWRVHSDUDWHWKHEHQHILFLDODQGKDUPIXOWUDQVDFWLRQVDQGDOORZWKHILGXFLDU\WRMXVWLI\UHSUHVHQWDWLRQRIWZR
FRQIOLFWLQJLQWHUHVWV6HFWLRQ D DOVRUHIOHFWVWKHFRPPRQODZWKHRU\WKDWGLVFORVXUHDORQHFDQQRWVDWLVI\WKHGXW\
RIOR\DOW\RIDILGXFLDU\´ 5HHGY5RELOLR)6XSS :'7HQQ  ³1HYHUWKHOHVVGLVFORVXUHDORQH
GRHVQRWVDWLVI\WKHILGXFLDU\GXW\7KHPRVWH[DFWLQJGLVFORVXUHZRXOGQRWVXIILFHLIWKHSULFHSDLGZHUHJURVVO\
LQDGHTXDWH´ 


6HH$PHQGPHQWVWR)RUP$'9,QYHVWPHQW$GYLVHUV$FW5HO1R,$ -XO\ 6XLWDELOLW\RI
,QYHVWPHQW$GYLFH3URYLGHGE\,QYHVWPHQW$GYLVHUV&XVWRGLDO$FFRXQW6WDWHPHQWVIRU&HUWDLQ$GYLVRU\&OLHQWV
,QYHVWPHQW$GYLVHUV$FW5HO1R,$Q 0DU  QRWLQJGXW\RIIXOOGLVFORVXUHRIFRQIOLFWVRI
LQWHUHVWGXW\RIOR\DOW\GXW\RIEHVWH[HFXWLRQDQGGXW\RIFDUHDQGFLWLQJYDULRXVVRXUFHV $SSOLFDELOLW\RI
,QYHVWPHQW$GYLVHUV$FWWR)LQDQFLDO3ODQQHUV3HQVLRQ&RQVXOWDQWVDQG2WKHU3HUVRQV:KR3URYLGH,QYHVWPHQW
$GYLVRU\6HUYLFHVDVD&RPSRQHQWRI2WKHU)LQDQFLDO6HUYLFHV,QYHVWPHQW$GYLVHUV$FW5HO1R,$ 2FW
  5HOHDVH  GLVFXVVLQJILGXFLDU\GXWLHV 6HHDOVR,$$6WDQGDUGVRI3UDFWLFHDYDLODEOHDW
KWWSVZZZLQYHVWPHQWDGYLVHURUJHZHEG\QDPLFSDJHDVS["ZHEFRGH 6WDQGDUGV3UDFWLFH





x WKHGXW\WRUHQGHUDGYLFHWKDWLVVXLWDEOHWRFOLHQWV¶QHHGVREMHFWLYHVDQGILQDQFLDO
FLUFXPVWDQFHV

x WKHGXW\WRYRWHSUR[LHVLQWKHEHVWLQWHUHVWVRIFOLHQWV

x WKHGXW\WRDOORFDWHLQYHVWPHQWRSSRUWXQLWLHVIDLUO\DPRQJFOLHQWV

x WKHGXW\QRWWRVXEURJDWHFOLHQWV¶LQWHUHVWVWRLWVRZQ

x WKHGXW\QRWWRXVHFOLHQWDVVHWVIRULWVHOIDQG

x WKHGXW\WRPDLQWDLQFOLHQWFRQILGHQWLDOLW\

:HDOVRQRWHKRZHYHUWKDWWKHILGXFLDU\GXW\VWDQGDUGLVRYHUDUFKLQJDQGEHFDXVHLWLV
SULQFLSOHVEDVHGFDQQRWEHFRPSOHWHO\FDSWXUHGLQRUUHGXFHGWRD³FKHFNOLVW´


%\VXJJHVWLQJWKDWWKHGXWLHVRIOR\DOW\DQGFDUHFDQEHVDWLVILHGZLWKRXWLQFOXGLQJWKHVH
HVVHQWLDOUHVSRQVLELOLWLHVDVZHOODVWKHJHQHUDOSUXGHQWSHUVRQGXW\RIFDUHDQGWKHUHVSRQVLELOLW\
WRSXWWKHFOLHQWV¶LQWHUHVWVDKHDGRIWKHDGYLVHU¶VRZQLQWHUHVWVWKH5HTXHVWLPSOLHVWKDWWKH
&RPPLVVLRQPD\EHFRQVLGHULQJLQDSSURSULDWHO\OLPLWLQJWKHVFRSHRIWKHILGXFLDU\GXW\DQG
DSSO\LQJDQDUURZYHUVLRQRIWKH$GYLVHUV$FWILGXFLDU\VWDQGDUG7KLVDSSURDFKZRXOGQRW
IXUWKHUWKHGLUHFWLYHRI6HFWLRQWRSURYLGHDVWDQGDUGRIFRQGXFWQROHVVVWULQJHQWWKDQWKH
VWDQGDUGDSSOLFDEOHWRLQYHVWPHQWDGYLVHUV:HXUJHWKH&RPPLVVLRQWRJLYHIXOOZHLJKWWRWKH
H[LVWLQJILGXFLDU\VWDQGDUGDSSOLFDEOHWRLQYHVWPHQWDGYLVHUVLQLWVUXOHPDNLQJXQGHU6HFWLRQ




$SSOLFDWLRQRI3ULRU*XLGDQFH


7KH5HTXHVWLQGLFDWHVWKDWFHUWDLQH[LVWLQJJXLGDQFHDQGSUHFHGHQWVXQGHUWKH$GYLVHUV
$FWILGXFLDU\VWDQGDUGZRXOGDSSO\WREURNHUGHDOHUVEXWFXULRXVO\LGHQWLILHVRQO\WZRDUHDV
ZKHUHFRPPHQWHUVVKRXOGDVVXPHWKHVHSUHFHGHQWVZRXOGDSSO\DOORFDWLRQRILQYHVWPHQW
RSSRUWXQLWLHVDQGWKHDJJUHJDWLRQRIRUGHUV:HFRQFXUWKDWWKHVHSUHFHGHQWVVKRXOGFRQWLQXHWR
DSSO\WRLQYHVWPHQWDGYLVHUVDQGEHH[WHQGHGWREURNHUGHDOHUVWRWKHH[WHQWWKDWWKH\DUHQRW
DOUHDG\DSSOLHG+RZHYHUDVUHFRPPHQGHGE\WKH6(&VWDIILQWKH6WXG\DOOSUHFHGHQWDQG
JXLGDQFHUHJDUGLQJWKHILGXFLDU\VWDQGDUGXQGHU$GYLVHUV$FWVHFWLRQV  DQG  VKRXOG
FRQWLQXHWRDSSO\WRDGYLVHUVDQGEHH[WHQGHGWREURNHUGHDOHUV

&ULWLFDOO\JXLGDQFHDQGSUHFHGHQWUHJDUGLQJFRQIOLFWVRILQWHUHVWDQGIDLOXUHVWRGLVFORVH
VXFKFRQIOLFWVPXVWDSSO\WREURNHUGHDOHUV7KHUHLVQRUHDVRQZK\FDVHODZRUJXLGDQFH
GHVFULELQJDQDGYLVHU¶VGXWLHVZLWKUHVSHFWWRFRQIOLFWVVKRXOGQRWDSSO\WREURNHUVSURYLGLQJ
DGYLFH,QDGGLWLRQSUHFHGHQWLQYROYLQJWKHGXW\RIFDUHVKRXOGDSSO\WREURNHUVDVZHOODV
DGYLVHUV6LPLODUO\SUHFHGHQWUHJDUGLQJXVHRIFOLHQWDVVHWVIRUWKHDGYLVHU¶VRZQEHQHILW



6HHHJ&DSLWDO*DLQVVXSUDQRWH6WXG\DWDQGFDVHVFLWHGWKHUHLQ





6HHHJ,QWKH0DWWHURI%DVNLQ3ODQQLQJ&RQVXOWDQWV/WG,QY$GY5HO1R 'HF ,QWKH
0DWWHURI$OIUHG&5L]]R,QY$GY5HO1R -DQ 




VKRXOGEHH[WHQGHGWREURNHUVSURYLGLQJDGYLFH$OOWKHH[LVWLQJSUHFHGHQWZRXOGRIFRXUVH
RQO\DSSO\WREURNHUV¶DGYLFHZKHUHUHOHYDQWEDVHGRQWKHVHUYLFHVWKH\SURYLGHDVLVWKHFDVHIRU
DGYLVHUV)RUH[DPSOHJXLGDQFHUHODWHGWRYRWLQJFOLHQWSUR[LHVLVUHOHYDQWRQO\ZKHUHWKH
DGYLVHURUEURNHULVUHVSRQVLEOHIRUYRWLQJFOLHQWSUR[LHV


7KH5HTXHVWGRHVQRWH[SODLQLWVIDLOXUHWRLQFRUSRUDWHWKH6WXG\VWDII
UHFRPPHQGDWLRQ$VZHKDYHSUHYLRXVO\GHPRQVWUDWHGWKHIHZFDVHVFLWHGE\EURNHUGHDOHU
JURXSVDVSRWHQWLDOFDXVHIRUFRQFHUQGRQRWXSRQDQDO\VLVSRVHDQ\REVWDFOHVWRDSSOLFDWLRQRI
$GYLVHUV$FWILGXFLDU\GXW\SUHFHGHQWVWREURNHUVSURYLGLQJSHUVRQDOL]HGDGYLFHWRFOLHQWV
,QGHHGLIWKH&RPPLVVLRQGRHVQRWH[WHQGSUHFHGHQWDQGJXLGDQFHUHODWHGWRWKH$GYLVHUV$FW
ILGXFLDU\GXW\WREURNHUVJLYLQJDGYLFHWKHUXOHPDNLQJZRXOGQRWVDWLVI\WKH'RGG)UDQN$FW
PDQGDWHIRUDXQLIRUPILGXFLDU\VWDQGDUGQROHVVVWULQJHQWWKDQWKH$GYLVHUV$FWVWDQGDUG

$OWHUQDWLYH$SSURDFKHVDQG&KDQJHVLQWKH0DUNHWSODFH


,QDGGLWLRQWRUHTXHVWLQJFRPPHQWFRQFHUQLQJWKHDSSOLFDWLRQRIWKHXQLIRUPILGXFLDU\
VWDQGDUGWREURNHUGHDOHUVWKH&RPPLVVLRQDVNVFRPPHQWHUVWRFRQVLGHUDUDQJHRIDOWHUQDWLYH
DSSURDFKHV:HPDLQWDLQWKDWWKHRQO\DSSURSULDWHFRXUVHRIDFWLRQLVWRDSSO\WKH$GYLVHUV$FW
ILGXFLDU\VWDQGDUGWREURNHUGHDOHUVSURYLGLQJLQYHVWPHQWDGYLFH7KLVDSSURDFKZRXOGSURYLGH
HQKDQFHGSURWHFWLRQVIRUFOLHQWVRYHUWKHFXUUHQWUHJLPHEDVHGRQVXLWDELOLW\,IVXEMHFWLQJ
EURNHUGHDOHUVWRWKHILGXFLDU\VWDQGDUGPLJKWUHTXLUHDFKDQJHLQFHUWDLQDVSHFWVRIVRPHRIWKHLU
EXVLQHVVDFWLYLWLHVLWZRXOGEHQHILWFOLHQWVE\FRQIRUPLQJWRFOLHQWV¶H[SHFWDWLRQVDQGSURYLGLQJ
DKLJKHUOHYHORISURWHFWLRQ:HDOVRVXEPLWWKDWWKLVKLJKHUOHYHORISURWHFWLRQVKRXOGEHQHILWDOO
FOLHQWVDQGQRWMXVW³UHWDLO´FOLHQWV

 ,QYHVWPHQWDGYLVHUVKDYHEHHQVXEMHFWWRWKLVVWDQGDUGIRUGHFDGHVDQGWKHUHZRXOGEHQR
MXVWLILFDWLRQIRUFKDQJLQJWKHILGXFLDU\VWDQGDUGZLWKUHVSHFWWRDGYLVHUV,IWKH&RPPLVVLRQLV
FRQVLGHULQJDSSO\LQJDGLIIHUHQWYHUVLRQRIWKHILGXFLDU\VWDQGDUGVXFKDVRQHWKDWGRHVQRWDSSO\
H[LVWLQJSUHFHGHQWDQGJXLGDQFHXQGHUWKHVWDQGDUGWREURNHUGHDOHUVWKLVZHDNHQHGVWDQGDUG
VKRXOGRQO\DSSO\WREURNHUGHDOHUV7KHVWDQGDUGDSSOLFDEOHWRLQYHVWPHQWDGYLVHUVVKRXOGQRW
FKDQJHRWKHUZLVHDGYLVRU\FOLHQWVZRXOGEHGLVDGYDQWDJHGE\DOHVVSURWHFWLYHUHJLPHDQG
WKHFKDQJHZRXOGYLRODWHWKH'RGG)UDQN$FW¶VGLUHFWLRQWKDWDQ\ILGXFLDU\VWDQGDUGEHQROHVV
VWULQJHQWWKDQWKH$GYLVHUV$FWILGXFLDU\VWDQGDUG:HDOVRPDLQWDLQWKDWEURNHUGHDOHUVVXEMHFW
WRWKHZHDNHQHGVWDQGDUGVKRXOGQRWEHDEOHWRFODLPILGXFLDU\VWDWXV






6HHHJ&RPPLVVLRQ*XLGDQFH5HJDUGLQJ&OLHQW&RPPLVVLRQ3UDFWLFHV8QGHU6HFWLRQ H RIWKH6HFXULWLHV
([FKDQJH$FWRI5HO1RDW -XO\ ,QWKH0DWWHURI)LGHOLW\0DQDJHPHQW 5HVHDUFK
&RPSDQ\DQG)05&R,QF5HO1R,$ 0DU 


6HH0DUFK-RLQW/HWWHUVXSUDQRWHDW


)XUWKHUWRWKHH[WHQWWKDWWKH&RPPLVVLRQ¶VUXOHPDNLQJFKDQJHVWKHH[LVWLQJILGXFLDU\VWDQGDUGIRUDGYLVHUVUHWDLO
FOLHQWVZRXOGUHFHLYHDORZHUOHYHORISURWHFWLRQWKDQLQVWLWXWLRQDOFOLHQWV,QDGGLWLRQDGYLVHUVZRXOGKDYHWR
FRPSO\ZLWKWZRVHWVRIVWDQGDUGVZLWKUHVSHFWWRWKHVDPHDFWLYLWLHVIRUGLIIHUHQWJURXSVRIFOLHQWVZLWKQR
FRUUHVSRQGLQJLQYHVWRUSURWHFWLRQEHQHILW







,9 )XUWKHU5HJXODWRU\+DUPRQL]DWLRQ
 
 7KHILQDOVHFWLRQRIWKH5HTXHVWLQGLFDWHVWKDWWKH&RPPLVVLRQPD\FRQVLGHUKDUPRQL]LQJ
RWKHUUHJXODWRU\UHTXLUHPHQWVDSSOLFDEOHWREURNHUGHDOHUVDQGLQYHVWPHQWDGYLVHUVLQDGGLWLRQWR
WKHLUVWDQGDUGRIFRQGXFWDQGOLVWVFHUWDLQSRWHQWLDODUHDVIRUKDUPRQL]DWLRQ$VDQLQLWLDOPDWWHU
ZHTXHVWLRQZK\WKH&RPPLVVLRQLVFRQVLGHULQJKDUPRQL]DWLRQRIWKHEURDGHUUHJXODWRU\
UHJLPHVRIEURNHUVDQGDGYLVHUVEHIRUHLWLPSOHPHQWVWKHILGXFLDU\VWDQGDUGIRUEURNHUGHDOHUV
DQGKDVWKHRSSRUWXQLW\WRDVVHVVKRZILGXFLDU\GXW\DIIHFWVRULQWHUDFWVZLWKFXUUHQWEURNHU
GHDOHUUXOHV7KLVKLJKHUVWDQGDUGZRXOGRYHUOD\DOOVSHFLILFUXOHVJRYHUQLQJEURNHUV¶SURYLVLRQ
RILQYHVWPHQWDGYLFHWRWKHLUUHWDLOFXVWRPHUVDQGPD\QHFHVVLWDWHDGMXVWPHQWVWRFXUUHQW
UHJXODWLRQV

 :HDOVRDUHFRQFHUQHGWKDWWKH5HTXHVW¶VGLVFXVVLRQGRHVQRWV\VWHPDWLFDOO\FRPSDUHWKH
WZRUHJXODWRU\UHJLPHVWRGHWHUPLQHZKLFKUHJXODWRU\IUDPHZRUNLVPRUHSURWHFWLYHRIFOLHQWVDV
WRYDULRXVDFWLYLWLHV HJSRUWIROLRPDQDJHPHQWYVQRQGLVFUHWLRQDU\UHFRPPHQGDWLRQVYV
PDUNHWPDNLQJDFWLYLWLHVHWF EXWLQVWHDGDSSHDUVWRIDYRULPSRVLQJWKHEURNHUGHDOHU
UHJXODWRU\UHJLPHRQLQYHVWPHQWDGYLVHUV7KH5HTXHVWH[WHQVLYHO\GLVFXVVHVKDUPRQL]DWLRQLQ
WKHFRQWH[WRIDSSO\LQJEURNHUGHDOHUUXOHVGHVLJQHGIRUDZLGHUDQJHRIDFWLYLWLHVWRLQYHVWPHQW
DGYLVHUVZKLOHOHDYLQJLWWRFRPPHQWHUVWRGLVFXVVZKHWKHUWRDSSO\LQYHVWPHQWDGYLVHUUXOHV±
ZKLFKZHUHGHVLJQHGVSHFLILFDOO\IRUWKHSURYLVLRQRILQYHVWPHQWDGYLFH±WREURNHUGHDOHUV
JLYLQJDGYLFH,QGHHGLQWKHSUHFHGLQJILGXFLDU\VHFWLRQWKH5HTXHVWVSHFLILFDOO\VWDWHVWKDW
$GYLVHUV$FWUXOHVXQGHUVHFWLRQV  DQG  ZRXOGQRWDSSO\WREURNHUVDQGXVHVEURNHU
GHDOHUQRPHQFODWXUHDQGFRQVWUXFWVLQFOXGLQJWKHXVHRIWKHWHUP³FXVWRPHU´LQUHIHUULQJWR
LQYHVWPHQWDGYLVRU\FOLHQWVDQGEXVLQHVVFRQGXFWUXOHVDVDVWDQGLQIRUWKHGXW\RIFDUH
WKURXJKRXWWKH5HTXHVW

 $IXOOFRQVLGHUDWLRQRIKDUPRQL]DWLRQIURPDQDGYLVHUSHUVSHFWLYHZRXOGLQFOXGHIRU
H[DPSOHDGLVFXVVLRQRIKRZEURNHUVDQGDGYLVHUVFDQDVVXUHWKDWWKHLUDFWLRQVDUHSUXGHQWDQG
LQWKHEHVWLQWHUHVWVRIWKHLUFOLHQWV*LYHQWKDWLQYHVWPHQWDGYLVHUV¶DFWLYLWLHVDUHDOUHDG\
DSSURSULDWHO\FRYHUHGE\WKH$GYLVHUV$FWILGXFLDU\VWDQGDUGDQGUXOHVGHVLJQHGIRUVXFK
DFWLYLWLHVDQGWKDWWKHVHDFWLYLWLHVGLIIHUVLJQLILFDQWO\IURPWKRVHRIEURNHUGHDOHUVZHZRXOG
RSSRVHWKHLPSRVLWLRQRIWKHEURNHUGHDOHUUHJXODWRU\UHJLPHRQLQYHVWPHQWDGYLVHUV

 7KHFXUUHQWUHJXODWRU\ODQGVFDSHUHIOHFWVWKHGLIIHUHQWSXUSRVHVRIWKH$GYLVHUV$FWDQG
WKH([FKDQJH$FW7KHSXUSRVHRIWKH$GYLVHUV$FWLVWRDGGUHVVWKHSURYLVLRQRILQYHVWPHQW
DGYLFH7KH([FKDQJH$FWDQGDFFRPSDQ\LQJ),15$UXOHVRQWKHRWKHUKDQGDUHIRFXVHGRQD
PXFKEURDGHUUDQJHRIDFWLYLWLHVIRUZKLFKPRUHGHWDLOHGUXOHVDUHDSSURSULDWHZLWKDVXEVHWRI
SURYLVLRQVUHODWHGWRVSHFLILFDVSHFWVRILQYHVWPHQWUHFRPPHQGDWLRQVZKLFKKDYHEHHQ
VXSSOHPHQWHGDVVRPHEURNHUGHDOHUVKDYHHQJDJHGLQPRUHLQGHSWKDGYLVRU\DFWLYLWLHVVXFKDV
LQYHVWPHQWDQGILQDQFLDOSODQQLQJ



5HTXHVWDWQ





%URNHUGHDOHUVRIIHUDZLGHUDQJHRIVHUYLFHVRWKHUWKDQLQYHVWPHQWDGYLFHLQFOXGLQJVHOOLQJVHFXULWLHVPXWXDO
IXQGVKDUHVDQGYDULDEOHDQQXLWLHVVHOOLQJLQWHUHVWVLQOLPLWHGRIIHULQJVRUSULYDWHSODFHPHQWVPDUJLQOHQGLQJ
VHFXULWLHVOHQGLQJWDNLQJFXVWRG\RIFOLHQWIXQGVRUVHFXULWLHVH[HFXWLQJWUDGHVDFWLQJDVDPDUNHWPDNHUGHDOHU
V\QGLFDWRURUXQGHUZULWHURUHQJDJLQJLQVWRFNH[FKDQJHIORRUDFWLYLWLHV






%URNHUGHDOHUUXOHVJHQHUDOO\DUHGHVLJQHGWRDGGUHVV³VHOOLQJ´DFWLYLW\DVRSSRVHGWR
³DGYLFH´RU³LQYHVWPHQW´DFWLYLW\DQGDUHRIWHQFKDUDFWHUL]HGDV³FKHFNWKHER[´UHTXLUHPHQWV
LQWKDWWKH\UHTXLUHDGKHUHQFHWRDSUHVFULEHGVHWRIVSHFLILFURWHSURFHGXUHVUDWKHUWKDQWKHELJ
SLFWXUHFRQVLGHUDWLRQRIJXLGLQJSULQFLSOHVWKDWDSSOLHVXQGHUWKH$GYLVHUV$FW7KH$GYLVHUV
$FWUHJXODWRU\UHJLPHLVVSHFLILFDOO\JHDUHGWRZDUGLQYHVWPHQWDGYLVRU\DFWLYLWLHVDQGSURYLGHVD
IOH[LEOHIUDPHZRUNWKDWSHUPLWVWKHEURDGGLYHUVLW\RIDGYLVRU\ILUPVWRWDLORUWKHLUFRPSOLDQFH
SURJUDPVWRILWWKHLUVSHFLILFDFWLYLWLHV7KXVWKHFXUUHQWUHJXODWRU\$GYLVHUV$FWIUDPHZRUNLV
DOUHDG\VFDODEOHE\YLUWXHRILWVIOH[LELOLW\


$UJXPHQWVE\VRPHWKDWFHUWDLQEURNHUGHDOHUUHTXLUHPHQWVDUHPRUHSURWHFWLYHRIUHWDLO
LQYHVWRUVDSSHDUWREHEDVHGRQPLVXQGHUVWDQGLQJVDERXWLQYHVWPHQWDGYLVHUUHJXODWLRQRUDUHQRW
EDVHGRQDSSOHVWRDSSOHVFRPSDULVRQVRIWKHVDPHDFWLYLWLHV)RUH[DPSOHPDQ\RIWKHEURNHU
GHDOHUUXOHVDUHJHDUHGWRVDOHVRISURGXFWVUDWKHUWKDQSRUWIROLRPDQDJHPHQWDFWLYLWLHV:H
VXEPLWWKDWUHJXODWLRQVKRXOGDGGUHVVWKHVHGLVVLPLODUDFWLYLWLHVGLIIHUHQWO\0RUHRYHU
PLVFRQFHSWLRQVDERXWDGYLVHUUHJXODWLRQDSSHDUWREHEDVHGRQDODFNRIDSSUHFLDWLRQRIKRZ
ILGXFLDU\SULQFLSOHVSHUYDGHDOOLQYHVWPHQWDGYLVHUDFWLYLWLHVDQGWKHUHVSRQVLELOLWLHVSODFHGRQ
DGYLVHUVXQGHUWKHFRPSOLDQFHSURJUDPUXOH7KXVWKH5HTXHVWFRQWHPSODWHVLPSRVLQJEXVLQHVV
FRQGXFWUXOHVRQDGYLVHUVEXWIDLOVWRUHFRJQL]HWKHH[WHQWWRZKLFKDGYLVHUVDUHDOUHDG\FRYHUHG
E\ERWKWKHILGXFLDU\VWDQGDUGDQGFRPSOLDQFHSURJUDPUXOHLQWKHVHDUHDV$SSHQGL[$ZKLFK
FRQWDLQVDGHWDLOHGFRPSDULVRQRIWKHYDULRXVUHJXODWLRQVDSSOLFDEOHWREURNHUGHDOHUVDQG
LQYHVWPHQWDGYLVHUVZKHQSURYLGLQJLQYHVWPHQWDGYLFHLOOXVWUDWHVWKHIDOODF\RIWKHVH
PLVFRQFHSWLRQV

 )RUH[DPSOHDGYHUWLVHPHQWVDUHUHJXODWHGXQGHUHDFKUHJLPHEXWLQGLIIHUHQWUHVSHFWV
%RWKLQYHVWPHQWDGYLVHUVDQGEURNHUGHDOHUVDUHVXEMHFWWRVLPLODUDQWLIUDXGW\SHSULQFLSOHVDQG
VXSHUYLVRU\OLDELOLW\IRUDGYHUWLVHPHQWV6XEVWDQWLDOO\HTXLYDOHQWUHTXLUHPHQWVDSSO\WRLQWHUQDO
DSSURYDORIDGYHUWLVLQJ),15$UHTXLUHVEURNHUGHDOHUVWRREWDLQSULQFLSDODSSURYDORI
DGYHUWLVHPHQWV DQGWRILOHFHUWDLQPDUNHWLQJPDWHULDOVZLWK),15$ WKH$GYLVHUV$FW
FRPSOLDQFHSURJUDPUXOHSURYLGHVDIUDPHZRUNIRULQYHVWPHQWDGYLVHUVWRHVWDEOLVKSROLFLHVDQG
SURFHGXUHVWRHQVXUHWKDWDGYHUWLVHPHQWVDUHQRWPLVOHDGLQJZKLFKLQKHUHQWO\LQYROYHVLQWHUQDO
DSSURYDOSURFHVVHVDQGWUDLQLQJ7KHUHLVQRHYLGHQFHWKDWWKHIOH[LEOHFRPSOLDQFHSURJUDPUXOH
DSSURDFKIRUSROLFLHVSURFHGXUHVWUDLQLQJDQGVXSHUYLVLRQLVOHVVHIIHFWLYHWKDQWKHFRVWO\
FRPPDQGDQGFRQWURODSSURDFKVHWRXWLQGHWDLOHG),15$UXOHV)XUWKHUPXFKRIWKH),15$




6HHHJ,QYHVWPHQW$GYLVHU&RGHVRI(WKLFV,QYHVWPHQW$GYLVHUV$FW5HO1R,$ -XO\ 
³SURSRVDOOHIWDGYLVHUVZLWKVXEVWDQWLDOIOH[LELOLW\WRGHVLJQLQGLYLGXDOL]HGFRGHVWKDWZRXOGEHVWILWWKHVWUXFWXUH
VL]HDQGQDWXUHRIWKHLUDGYLVRU\EXVLQHVVHV´ &RPSOLDQFH3URJUDPVRI,QYHVWPHQW&RPSDQLHVDQG,QYHVWPHQW
$GYLVHUV,QYHVWPHQW$GYLVHUV$FW5HO1R,$ 'HF  ³&RPPHQWHUVDJUHHGZLWKRXUDVVHVVPHQW
WKDWIXQGVDQGDGYLVHUVDUHWRRYDULHGLQWKHLURSHUDWLRQVIRUWKHUXOHVWRLPSRVHRIDVLQJOHVHWRIXQLYHUVDOO\
DSSOLFDEOHUHTXLUHGHOHPHQWV´ 3UR[\9RWLQJE\,QYHVWPHQW$GYLVHUV,QYHVWPHQW$GYLVHUV$FW5HO1R,$
-DQ  ³,QYHVWPHQWDGYLVHUVUHJLVWHUHGZLWKXVDUHVRYDULHGWKDWDµRQHVL]HILWVDOO¶DSSURDFKLV
XQZRUNDEOH´ 


,QDGGLWLRQWRWKHLQWHUQDOFRVWVRIFRPSO\LQJZLWKYHU\VSHFLILFSURFHGXUDOUHTXLUHPHQWVEURNHUVPXVWSD\
),15$IHHVIRUUHYLHZRIPDUNHWLQJPDWHULDO)RUUHJXODUILOLQJV),15$FKDUJHVIRUWKHILUVWWHQSDJHVRI
PDWHULDOIRUHDFKDGGLWLRQDOSDJHIRUWKHILUVWWHQPLQXWHVRIHDFKYLGHRDQGDXGLRLWHPDQGIRUHDFK
DGGLWLRQDOPLQXWHRIHDFKYLGHRDQGDXGLRLWHP)RUH[SHGLWHGILOLQJV),15$FKDUJHVIRUDOOUHTXHVWVIRU




UXOHERRNIRUDGYHUWLVHPHQWVDQGFRPPXQLFDWLRQVDSSHDUVWREHJHDUHGWRZDUGEURNHUGHDOHUV
ZLWKODUJHVDOHVIRUFHVLQPXOWLSOHEUDQFKRIILFHVZKHUHRYHUVLJKWPLJKWEHPRUHFKDOOHQJLQJ
0RVWLQYHVWPHQWDGYLVRU\ILUPVDUHQRWVWUXFWXUHGLQWKDWIDVKLRQ

 :KLOHWKHDGYHUWLVLQJFRPSOLDQFHSURFHVVHVDUHHTXLYDOHQWLQVXEVWDQFHVRPHRIWKH
FRQWHQWUXOHVYDU\VLJQLILFDQWO\$GYLVHUVJHQHUDOO\DUHSURKLELWHGIURPXVLQJFOLHQWWHVWLPRQLDOV
RUPHQWLRQLQJSDVWVSHFLILFUHFRPPHQGDWLRQVLQWKHLUDGYHUWLVLQJZKLOHEURNHUVURXWLQHO\XVH
WHVWLPRQLDOV7KH6(&KDVDOVRSURYLGHGH[WHQVLYHJXLGDQFHDQGLQWHUSUHWDWLRQJRYHUQLQJ
SHUIRUPDQFHDGYHUWLVLQJ7KH5HTXHVWDVNVIRUFRPPHQWRQLPSRVLQJVLPLODUFRQWHQWUXOHVIRU
DGYLVHUVDQGEURNHUVEXWGRHVQRWDSSHDUWRVHULRXVO\FRQWHPSODWHLPSRVLQJWKH$GYLVHUV$FW
FRQWHQWUHVWULFWLRQVRQEURNHUV


$VWRWKHGXW\WRVXSHUYLVHZHDJUHHWKDW³HIIHFWLYHVXSHUYLVRU\V\VWHPVDQGFRQWURO
SURFHGXUHVDUHLPSRUWDQWLQYHVWRUSURWHFWLRQWRROV´:HVXEPLWKRZHYHUWKDWHTXLYDOHQW
UHJXODWLRQDOUHDG\H[LVWVWKURXJK1$6'5XOHDQG),15$5XOHRQWKHRQHKDQGDQG
$GYLVHUV$FWVHFWLRQ H  ILGXFLDU\GXW\DQGWKHFRPSOLDQFHSURJUDPUXOHRQWKHRWKHU
$VILGXFLDULHVDGYLVHUVDUHREOLJDWHGWRVXSHUYLVHWKHHPSOR\HHVDFWLQJRQWKHLUEHKDOI8QGHU
VHFWLRQ H  DQDGYLVHU RULWVSHUVRQQHO IDFHVOLDELOLW\IRUIDLOXUHWRVXSHUYLVHLWV
HPSOR\HHVXQOHVVLW D KDVHVWDEOLVKHGSROLFLHVDQGSURFHGXUHVUHDVRQDEO\H[SHFWHGWRSUHYHQW
DQGGHWHFWYLRODWLRQVDQG E KDVUHDVRQDEO\GLVFKDUJHGLWVGXWLHVXQGHUWKHVXSHUYLVRU\V\VWHP
ZLWKRXWUHDVRQDEOHFDXVHWREHOLHYHWKHSURFHGXUHVZHUHQRWEHLQJFRPSOLHGZLWK,QDGGLWLRQ
WKHFRPSOLDQFHSURJUDPUXOHUHTXLUHVDQDGYLVHUWRLPSOHPHQWSROLFLHVDQGSURFHGXUHVWR
HIIHFWLYHO\VXSHUYLVHLWVDQGLWVHPSOR\HHV¶DFWLYLWLHV%\FRQWUDVWWKH),15$VXSHUYLVLRQUXOHV
DUHYHU\VSHFLILFDQGGHWDLOHGJRYHUQLQJDVVLJQPHQWRISULQFLSDOVWRVXSHUYLVHUHJLVWHUHG
UHSUHVHQWDWLYHVEUDQFKRIILFHVXSHUYLVLRQFRUUHVSRQGHQFHUHYLHZDQGWKHOLNH$OWKRXJKWKH
UHJXODWRU\DSSURDFKHVGLIIHU HJSULQFLSOHVEDVHGYVUXOHVEDVHG WKHUHLVQRHYLGHQFHWKDWWKH
LQYHVWRUSURWHFWLRQUHVXOWVGLIIHU)XUWKHUJLYHQWKHVWUXFWXUHRIPRVWDGYLVRU\EXVLQHVVHV±
ILUPVZLWKUHODWLYHO\IHZHPSOR\HHVDQGRQHRIILFHDVFRQWUDVWHGZLWKWKHW\SLFDOZLUHKRXVH
PRGHOZLWKHPSOR\HHVVSUHDGRXWDPRQJYDULRXVRIILFHVZKRPD\UHTXLUHDPRUHVWUXFWXUHG
VXSHUYLVRU\V\VWHP±WKH),15$FRQVWUXFWLVLQDSSURSULDWHDQGXQQHFHVVDU\


6LPLODUO\ZHTXHVWLRQWKHUDWLRQDOHXQGHUO\LQJKDUPRQL]DWLRQRIWKHOLFHQVLQJDQG
FRQWLQXLQJHGXFDWLRQUHTXLUHPHQWVFXUUHQWO\DSSOLFDEOHWREURNHUV,QYHVWPHQWDGYLVRU\FOLHQWV
PXVWUHFHLYHGHWDLOHGLQIRUPDWLRQLQ3DUW%RI)RUP$'9FRQFHUQLQJLQYHVWPHQWSHUVRQQHO
ZKRIRUPXODWHLQYHVWPHQWDGYLFHIRUDFOLHQWDQGKDYHGLUHFWFOLHQWFRQWDFWDVZHOODVWKRVHZKR
KDYHGLVFUHWLRQDU\DXWKRULW\RYHUFOLHQWDVVHWVHYHQLIWKH\GRQRWKDYHGLUHFWFOLHQWFRQWDFW7KH

H[SHGLWHGUHYLHZIRUWKHILUVWWHQSDJHVPLQXWHVDQGSHUSDJHPLQXWHLQH[FHVVRIWKHILUVWWHQSDJHVPLQXWHV
6HHKWWSZZZILQUDRUJ,QGXVWU\,VVXHV$GYHUWLVLQJ)$4


5HTXHVWDW


)XUWKHUDVQRWHGLQWKH6WXG\WKH$GYLVHUV$FWUXOHVJRYHUQLQJSHUVRQDOVHFXULWLHVWUDGLQJ³DUHPRUH
H[WHQVLYHLQFHUWDLQUHVSHFWVWKDQWKHUHTXLUHPHQWWKDWEURNHUGHDOHUVVXSHUYLVHSHUVRQDOVHFXULWLHVWUDQVDFWLRQV´
6WXG\DW


6HH$GYLVHU5HJXODWLRQVXSUDQRWHDWQQDQGDFFRPSDQ\LQJWH[W





UHTXLUHGLQIRUPDWLRQLQFOXGHVDGLVFXVVLRQRI  HGXFDWLRQDOEDFNJURXQGDQGEXVLQHVV
H[SHULHQFH  GLVFLSOLQDU\LQIRUPDWLRQ  RWKHUEXVLQHVVDFWLYLWLHVDQG  DQ\DGGLWLRQDO
FRPSHQVDWLRQWKDWWKHLQGLYLGXDOPLJKWUHFHLYH7KLVLQIRUPDWLRQLVIDUPRUHUHOHYDQWIRUFOLHQWV
FRQVLGHULQJWKHTXDOLILFDWLRQVRIWKHLUDGYLVHUWKDQWKH³FKHFNWKHER[´DSSURDFKWREURNHU
GHDOHUH[DPLQDWLRQDQGFRQWLQXLQJHGXFDWLRQUHTXLUHPHQWV,QDGGLWLRQDGYLVHUVKDYHD
ILGXFLDU\GXW\WRHQVXUHWKDWWKHLUSHUVRQQHODUHDSSURSULDWHO\FRPSHWHQWIRUWKHVHUYLFHVRU
VWUDWHJLHVWKDWWKH\DUHSURYLGLQJ


,QDGGLWLRQRQO\RIWKHDGYLVHUVZLWKLQGLYLGXDOFOLHQWVSURYLGHVHUYLFHVVROHO\
WRLQGLYLGXDOFOLHQWV0RVWDGYLVHUVVHUYHDYDULHW\RIW\SHVRIFOLHQWV7KHFXUUHQWUHJXODWRU\
UHJLPHIRULQYHVWPHQWDGYLVHUVDSSOLHVIOH[LEO\DQGVFDODEO\WRWKHZLGHUDQJHRIDGYLVRU\FOLHQWV
DQGVHUYLFHVSURYLGHG%\FRQWUDVWDSSOLFDWLRQRIDVHSDUDWHVHWRIUXOHVIRULQGLYLGXDOFOLHQWV
ZKHWKHUWKURXJKKDUPRQL]DWLRQZLWKEURNHUGHDOHUUXOHVRUFKDQJHVWRWKHH[LVWLQJILGXFLDU\GXW\
IRUVXFKFOLHQWVZRXOGUHTXLUHWKHPDMRULW\RIDGYLVHUVWRHVWDEOLVKFRPSOLDQFHSROLFLHVDQG
SURFHGXUHVIRUWZRVHSDUDWHVHWVRIUXOHV7KHFRVWVIRULQYHVWPHQWDGYLVHUVWRFRPSO\ZLWKDOORI
WKHSRVVLEOHKDUPRQL]HGUXOHVIRUOLFHQVLQJUHJLVWUDWLRQDQGFRQWLQXLQJHGXFDWLRQVXSHUYLVLRQ
ERRNVDQGUHFRUGVDQGFOLHQWFRPPXQLFDWLRQVDQGPDUNHWLQJFRXOGEHVXEVWDQWLDO:H
XQGHUVWDQGWKDWWKH$GYLVRU6HUYLFHVGLYLVLRQRI&KDUOHV6FKZDE &R,QFFRQGXFWHGDVXUYH\
RIDGYLVHUVWRDJJUHJDWHFRVWGDWDDQGZLOOUHSRUWWKHUHVXOWVLQLWVFRPPHQWOHWWHUWRWKH
&RPPLVVLRQ$PRQJRWKHUILQGLQJVWKH6FKZDE6XUYH\LQGLFDWHVWKDWRQDYHUDJHDGYLVHU
FRPSOLDQFHFRVWVZRXOGPRUHWKDQGRXEOHLQWKHILUVW\HDURIKDUPRQL]HGUXOHVDQGGRXEOHLQ
HDFKVXEVHTXHQW\HDU7KH6FKZDE6XUYH\DOVRLQGLFDWHVWKDWGHSHQGLQJRQWKHVL]HRIWKH
DGYLVHUWKHVXEVWDQWLDODGGLWLRQDOFRPSOLDQFHEXUGHQVZRXOGWDNHYDOXDEOHWLPHDZD\IURP
FOLHQWVDQGUHTXLUHVRPHILUPVWRKLUHQHZVWDII


:HWKHUHIRUHXUJHWKH&RPPLVVLRQQRWWRSXUVXHZKROHVDOHKDUPRQL]DWLRQHIIRUWV:H
DUHDZDUHRIQRGDWDGHPRQVWUDWLQJWKDWWKHEURNHUGHDOHUUHJXODWRU\UHJLPHLVPRUHSURWHFWLYHRI
FOLHQWVWKDQWKH$GYLVHUV$FWUHJLPH2QWKHRWKHUKDQGFRQYHUWLQJDGYLVHUVWRWKHEURNHUGHDOHU
UHJXODWRU\UHJLPHZRXOGLPSRVHVXEVWDQWLDOFRVWVRQDGYLVHUVPRVWRIZKLFKDUHVPDOO
EXVLQHVVHVDQGGRQRWHQJDJHLQEURNHUGHDOHUDFWLYLWLHVDWWKHH[SHQVHRILQYHVWRUSURWHFWLRQ
)XUWKHUXQGLIIHUHQWLDWHGDSSOLFDWLRQRIWKHFKHFNWKHER[PRGHOFRXOGHURGHLQYHVWPHQW
DGYLVHUV¶ILGXFLDU\FXOWXUHRIDSSO\LQJD³FOLHQW¶VEHVWLQWHUHVW´DQDO\VLVLQDOOWKHLUDFWLYLWLHV
7KH&RPPLVVLRQVKRXOGLQVWHDGIRFXVLWVHIIRUWVRQSURWHFWLQJFOLHQWVUHFHLYLQJLQYHVWPHQW
DGYLFHUHJDUGOHVVRIZKHWKHUWKHLUILQDQFLDOSURIHVVLRQDOLVDQLQYHVWPHQWDGYLVHURUDEURNHU
GHDOHUDQGDGGUHVVZKHWKHUDQ\UHJXODWRU\³JDSV´H[LVWRQO\DIWHUDVVXULQJWKDWEURNHUGHDOHUV
SURYLGHLQYHVWPHQWDGYLFHWRUHWDLOFOLHQWVXQGHUDUREXVWILGXFLDU\VWDQGDUG

  


:HORRNIRUZDUGWRZRUNLQJZLWKWKH&RPPLVVLRQWRDGGUHVVWKHVHLPSRUWDQWLVVXHV
3OHDVHFRQWDFWWKHXQGHUVLJQHG.DUHQ/%DUU*HQHUDO&RXQVHORU.DWK\',UHODQG$VVRFLDWH
*HQHUDO&RXQVHODW  ZLWKDQ\TXHVWLRQVUHJDUGLQJWKHVHPDWWHUV




,QFRQWUDVWEURNHUGHDOHUVRQO\KDYHDQREOLJDWLRQWRLQIRUPWKHLUFOLHQWVWKDWWKH\FDQDFFHVVDUHJLVWHUHG
UHSUHVHQWDWLYH¶VGLVFLSOLQDU\KLVWRU\WKURXJK),15$


,$5'GDWDDVRI$SULO






5HVSHFWIXOO\VXEPLWWHG
'DYLG*7LWWVZRUWK
([HFXWLYH'LUHFWRU




7KH+RQ0DU\-R:KLWH&KDLU
7KH+RQ(OLVVH%:DOWHU&RPPLVVLRQHU
7KH+RQ/XLV$$JXLODU&RPPLVVLRQHU
7KH+RQ7UR\$3DUHGHV&RPPLVVLRQHU
7KH+RQ'DQLHO0*DOODJKHU&RPPLVVLRQHU
0U-RKQ5DPVD\$FWLQJ'LUHFWRU'LYLVLRQRI7UDGLQJDQG0DUNHWV
0U1RUP&KDPS'LUHFWRU'LYLVLRQRI,QYHVWPHQW0DQDJHPHQW
0U&UDLJ/HZLV'LUHFWRUDQG&KLHI(FRQRPLVW'LYLVLRQRI(FRQRPLFDQG5LVN$QDO\VLV

(QFORVXUH $SSHQGL[$
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)LGXFLDU\'XW\

Standard of Conduct
*HQHUDO$QWL)UDXG

Subject




$GYLVHUV$FW6HFWLRQ
SURKLELWLQJIUDXGDQGPDQLSXODWLYH
GHYLFHV 
¶$FW6HFWLRQ E 5XOHE

$OOLQYHVWPHQWDGYLVHUVKDYHD
FRPSUHKHQVLYHILGXFLDU\GXW\WR
WKHLUFOLHQWV7KLVGXW\LQFOXGHVWKH
REOLJDWLRQWRDFWLQWKHFOLHQW¶VEHVW
LQWHUHVWVDQGSODFHWKHLUFOLHQW¶V
LQWHUHVWDERYHWKHLURZQ,WDOVR
LQFOXGHVWKHGXW\WRPDNHIXOODQG
IDLUGLVFORVXUHRIDOOPDWHULDOIDFWV
LQFOXGLQJSRWHQWLDOFRQIOLFWVRI
LQWHUHVW

2WKHUREOLJDWLRQVWKDWIORZIURPWKLV
ILGXFLDU\GXW\LQFOXGHDPRQJ
RWKHUV
x WKHGXW\WRVHHNEHVWH[HFXWLRQ
x WKHGXW\WRSURYLGHVXLWDEOH
DGYLFH
x WKHGXW\WRKDYHDUHDVRQDEOH
EDVLVIRUUHFRPPHQGDWLRQV
x WKHGXW\WRPDLQWDLQFOLHQW
FRQILGHQWLDOLW\
x WKHGXW\WRYRWHSUR[LHVLQEHVW
LQWHUHVWRIFOLHQWDQG
x WKHGXW\WRGLVFORVHPDWHULDO
ILQDQFLDODQGGLVFLSOLQDU\
LQIRUPDWLRQ




SEC Registered Investment
Adviser



1RILGXFLDU\GXW\

8QGHU),15$5XOHV
x ³+LJK6WDQGDUGRI
&RPPHUFLDO+RQRUDQG-XVW
DQG(TXLWDEOH3ULQFLSOHVRI
7UDGH´>),15$5XOH@

x ³6XLWDELOLW\´>),15$5XOH
@

x ³5HDVRQDEOH%DVLV´>),15$
5XOH@


),15$5XOH SURKLELWLQJIUDXG
DQGPDQLSXODWLYHRUGHFHSWLYH
GHYLFHV 
¶$FW6HFWLRQ E 5XOHE

Broker/Dealer

(TXLYDOHQWUHTXLUHPHQWV
,QDGGLWLRQ6HFWLRQ E DQG5XOH
EDSSO\WRERWKDGYLVHUVDQG
EURNHUVZKHUHDSSURSULDWH

7KH$GYLVHUV$FWILGXFLDU\GXW\LV
DQRYHUDUFKLQJSULQFLSOHWKDWDSSOLHV
WRHYHU\DVSHFWRIDQDGYLVHU¶V
UHODWLRQVKLSZLWKLWVFOLHQWVDQG
UHTXLUHVWKDWDQDGYLVHUFRQGXFW
LWVHOIZLWKLWVFOLHQWV¶EHVWLQWHUHVWVLQ
PLQGDWDOOWLPHV7KLVSULQFLSOH
SURYLGHVIRUPRUHFRPSUHKHQVLYH
LQYHVWRUSURWHFWLRQEH\RQGWKDW
ZKLFKFDQEHDGGUHVVHGE\VSHFLILF
UXOHVWKDWDSSO\LQVSHFLILF
FLUFXPVWDQFHV

7KH6(&KDVEURDGDXWKRULW\WR
SURPXOJDWHUXOHVDQGLQWHUSUHWZKDW
FRQVWLWXWHVEUHDFKRIILGXFLDU\GXW\
E\DQDGYLVHU

Similarities and Differences
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Disclosure
,QLWLDODQG2QJRLQJ
'LVFORVXUHUHJDUGLQJ
Investment Advice

&RGHRI(WKLFV
3HUVRQDO7UDGLQJDQG
,QVLGHU7UDGLQJ

Subject



$GYLVHUV$FW6HFWLRQ
2YHUDUFKLQJILGXFLDU\GXW\WR
GLVFORVHFRQIOLFWVRILQWHUHVW
FRPSHQVDWLRQDUUDQJHPHQWVDQG
RWKHUPDWHULDOIDFWV

$GYLVHUV$FW5XOH)RUP
$'9PXVWEHSURYLGHGWRHDFK
FOLHQWDWWKHRXWVHWRIWKHDGYLVRU\
UHODWLRQVKLS

- 3DUWDYDLODEOHSXEOLFO\
EXVLQHVVLQIRUPDWLRQ

SEC Registered Investment
Adviser
5XOH$
x :ULWWHQ³FRGHRIHWKLFV´
LQFOXGLQJUHTXLUHPHQWVWR
FRPSO\ZLWKVHFXULWLHVODZV
DQGILUPVWDQGDUGVRI
FRQGXFWUHSRUWYLRODWLRQV
VHFXUHHPSOR\HH
DFNQRZOHGJHPHQWV 

x +ROGLQJVDQGWUDQVDFWLRQ
UHSRUWLQJUHTXLUHPHQWV

x 3UHDSSURYDORI,32VDQG
SULYDWHSODFHPHQWV

x )LUPVWDQGDUGVRIEXVLQHVV
FRQGXFWWKDWUHIOHFW
ILGXFLDU\GXWLHV

$GYLVHUV$FW6HFWLRQ$UHTXLUHV
SROLFLHVDQGSURFHGXUHVWRSUHYHQW
LQVLGHUWUDGLQJ




1RRYHUDUFKLQJGXW\





µ$FW5XOHD F UHTXLUHV
GLVFORVXUHRIILQDQFLDOVWDWHPHQWV

1$6'5XOHV 
x 'XW\WRGLVFORVHDFFRXQWV

x %URNHUPXVWVHQGGXSOLFDWH
DFFRXQWVWDWHPHQWVDQG
FRQILUPV

x 3UHDSSURYDOIRUFHUWDLQ
SULYDWHVHFXULWLHVWUDQVDFWLRQV










¶$FW6HFWLRQ I UHTXLUHVSROLFLHV
DQGSURFHGXUHVWRSUHYHQWLQVLGHU
WUDGLQJ


Broker/Dealer

$GYLVHUVDUHUHTXLUHGDIILUPDWLYHO\
WRGLVFORVHVXEVWDQWLDOLQIRUPDWLRQ
DERXWWKHLUEXVLQHVVHVWKHLUIHHV
DQGFRPSHQVDWLRQWKHLUFRQIOLFWVRI
LQWHUHVWDQGWKHLUGLVFLSOLQDU\
KLVWRU\XSIURQWWRHDFKFOLHQWVRWKDW
WKHFOLHQWFDQHYDOXDWHWKHVH
SUDFWLFHVDQGFRQIOLFWVLQPDNLQJ
GHFLVLRQV

%URNHUVDUHQRWJHQHUDOO\UHTXLUHG
WRPDNHXSIURQWGLVFORVXUHWRWKHLU
FXVWRPHUVUHJDUGLQJDOOFRQIOLFWVRI

$GYLVHUVDUHUHTXLUHGWRDGRSW
&RGHVRI(WKLFVWKDW³VHWRXWLGHDOV
IRUHWKLFDOFRQGXFWSUHPLVHGRQ
IXQGDPHQWDOSULQFLSOHVRIRSHQQHVV
LQWHJULW\KRQHVW\DQGWUXVW´
$GRSWLQJ5HOHDVH &RGHV
DGGUHVVFRQIOLFWVRILQWHUHVWDQG
PXVWHQVXUHWKDWDGYLVRU\
SHUVRQQHOFDQQRWWDNHDGYDQWDJHRI
WKHLUSRVLWLRQV%URNHUVDUHQRW
VXEMHFWWRVXFKUHTXLUHPHQWV








(TXLYDOHQWUHJXODWLRQDOUHDG\H[LVWV
IRULQVLGHUWUDGLQJ



Similarities and Differences
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Subject





SEC Registered Investment
Broker/Dealer
Adviser
GLVFLSOLQDU\KLVWRU\$80
QDWXUHRIEXVLQHVVDQGW\SHVRI
FOLHQWVFRPSHQVDWLRQ
DUUDQJHPHQWVDGYLVRU\
DFWLYLWLHVRWKHUEXVLQHVV
DFWLYLWLHVDIILOLDWLRQVH[WHQVLYH
SULYDWHIXQGLQIRUPDWLRQ
FXVWRG\SDUWLFLSDWLRQRULQWHUHVW
LQFOLHQWWUDQVDFWLRQVFRQWURO
SHUVRQV

- 3DUW$DYDLODEOHSXEOLFO\
DGYLVRU\EXVLQHVVIHHVDQG
FRPSHQVDWLRQSHUIRUPDQFH
EDVHGIHHVDQGVLGHE\VLGH
PDQDJHPHQWW\SHVRIFOLHQWV
PHWKRGVRIDQDO\VLV
LQYHVWPHQWVWUDWHJLHVDQGULVN
RIORVVFRQIOLFWVRILQWHUHVW
GLVFLSOLQDU\LQIRUPDWLRQRWKHU
ILQDQFLDOLQGXVWU\DFWLYLWLHVDQG
DIILOLDWLRQVFRGHRIHWKLFV
SDUWLFLSDWLRQRULQWHUHVWLQFOLHQW
WUDQVDFWLRQVDQGSHUVRQDO
WUDGLQJEURNHUDJHSUDFWLFHV
UHYLHZRIDFFRXQWVFOLHQW
UHIHUUDOVDQGRWKHU
FRPSHQVDWLRQFXVWRG\
LQYHVWPHQWGLVFUHWLRQSUR[\
YRWLQJPDWHULDOILQDQFLDO
FRQGLWLRQ

- 3DUW%IRUVXSHUYLVHGSHUVRQV
HGXFDWLRQDOEDFNJURXQGDQG
EXVLQHVVH[SHULHQFH
GLVFLSOLQDU\KLVWRU\RWKHU


LQWHUHVWFRPSHQVDWLRQ
DUUDQJHPHQWVRUGLVFLSOLQDU\
KLVWRU\

$GYLVHUVKDYHDQRYHUDUFKLQJ
ILGXFLDU\REOLJDWLRQWRGLVFORVH
FRQIOLFWVRILQWHUHVWDQGRWKHU
PDWHULDOLQIRUPDWLRQDQGEURNHUVGR
QRW%URNHUV¶GLVFORVXUHGXWLHVDUH
YHU\SURGXFWDQGWUDQVDFWLRQ
VSHFLILF

Similarities and Differences

Appendix A: Comparison Matrix
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Client Relationship/Sales
Practices
&RQWUDFW5HTXLUHPHQWV


ProductGLVFORVXUH

Subject



$GYLVHUV$FW6HFWLRQ
x :ULWWHQ$JUHHPHQW QRW
UHTXLUHGE\UXOHEXW
UHTXLUHGLQSUDFWLFH 

x 3HUIRUPDQFH)HHV

x 1RDVVLJQPHQWZRFRQVHQW

x &KDQJHLQSDUWQHUVKLS

$GYLVHUV$FW6HFWLRQ
x 1RKHGJHFODXVHV H[FHSW
SHU6(&QRDFWLRQOHWWHU 




,QJHQHUDOZULWWHQDJUHHPHQWVQRW
UHTXLUHGE\),15$XQOHVVIRUFHUWDLQ
W\SHVRISURGXFWVRUDFFRXQWVe.g.

x 3HQQ\6WRFNV

x 2SWLRQV

x 0DUJLQ$FFRXQWV

0DQGDWRU\SUHGLVSXWHDUELWUDWLRQ
FODXVHV (industry practice)


SEC Registered Investment
Broker/Dealer
Adviser
- EXVLQHVVDFWLYLWLHVDGGLWLRQDO
FRPSHQVDWLRQDQGVXSHUYLVLRQ

7RWKHH[WHQWDGYLVHUVVHOOSURGXFWV ),15$3URGXFW6SHFLILF'LVFORVXUH
e.g.,DVGXDOUHJLVWUDQWV WKH\PXVW 5XOHV
FRPSO\ZLWK),15$UXOHV
x 3HQQ\6WRFN


x &02V

x 2SWLRQV

x 9DULDEOH$QQXLWLHV

x 0DUJLQ$FFRXQWV


$GYLVHUVDQGEURNHUVWKRXJKQRW
UHTXLUHGE\UXOHW\SLFDOO\KDYH
ZULWWHQFRQWUDFWVZLWKFOLHQWVRU
FXVWRPHUV

$GYLVRU\FRQWUDFWVDUHPRUH
VXEVWDQWLYHUHIOHFWLQJRQJRLQJ
UHODWLRQVKLSVDQGFRQWUDFWVIRU
ILGXFLDU\VHUYLFHV$GYLVRU\FRQWUDFW
UHTXLUHPHQWVHPEHGLQYHVWRU
SURWHFWLRQVZKLOHWKHUHDUHQR
HTXLYDOHQWEURNHUFRQWUDFWUXOHV

0RVWLQYHVWPHQWDGYLVRU\
DJUHHPHQWVGRQRWLQFOXGH
PDQGDWRU\SUHGLVSXWHDUELWUDWLRQ
FODXVHV%URNHUV¶FRQWUDFWV
W\SLFDOO\HOLPLQDWHWKHDELOLW\RIWKHLU
FXVWRPHUVWRFKRRVHWKHLUSUHIHUUHG
GLVSXWHUHVROXWLRQYHQXH

(TXLYDOHQWUHTXLUHPHQWV7RWKH
H[WHQWDGYLVHUVHQJDJHLQWKHVH
SURGXFWVDOHVWKH\DUHDOVR
UHTXLUHGWRPDNHSURGXFWVSHFLILF
GLVFORVXUHV


Similarities and Differences

Appendix A: Comparison Matrix
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3HUIRUPDQFH$GYHUWLVLQJ


$GYHUWLVLQJ*HQHUDO
VHHEHORZIRU
SHUIRUPDQFHDGYHUWLVLQJ 

Subject



$QWLIUDXGOLDELOLW\±$GYLVHUV$FW
5XOH  

([WHQVLYHLQWHUSUHWLYHJXLGDQFH
H[LVWVWKURXJK6(&HQIRUFHPHQW
SURFHHGLQJVDQGQRDFWLRQOHWWHUV
IRUH[DPSOHUHODWHGWR

x &RPSRVLWHFRQVWUXFWLRQ
x *URVVRIIHHVQHWRIIHHV

SEC Registered Investment
Adviser
*HQHUDODQWLIUDXGSURYLVLRQVRI
$GYLVHUV$FW6HFWLRQDQGQR
DFWLRQOHWWHUV

x 0XVWEHIDLUDQGEDODQFHG
x 1RPDWHULDOPLVVWDWHPHQWV
RURPLVVLRQV
x 3DVWSHUIRUPDQFHQR
JXDUDQWHHRIIXWXUH
SHUIRUPDQFHHWF

$GYLVHUV$FW5XOH  
x 1RWHVWLPRQLDOV
1RSDVWVSHFLILF
UHFRPPHQGDWLRQV WKH
FRQGLWLRQVIRUXVHDUHVR
XQZRUNDEOHWKDWWKH
SURYLVLRQLVLQHIIHFWD
SURKLELWLRQ 
x 1RFKDUWVJUDSKVDQGRWKHU
³GHYLFHV´
x 1R³IUHH´UHSRUWV
x 1RPDWHULDOPLVVWDWHPHQWV
RURPLVVLRQV




*HQHUDOSULQFLSOHVXQGHU),15$5XOH



x 0XVWEHIDLUDQGEDODQFHG
x 1RPDWHULDOPLVVWDWHPHQWVRU
RPLVVLRQV
x 3DVWSHUIRUPDQFHQR
JXDUDQWHHRIIXWXUH
SHUIRUPDQFHHWF

3URFHVVXQGHU),15$5XOHIRU
DGVUHODWHGWRDGYLFH
x 6DOHV/LWHUDWXUH
o 3ULQFLSDODSSURYHG
o )LOHFHUWDLQPDWHULDOV
ZLWK),15$

x &RUUHVSRQGHQFH
o 0RQLWRULQJV\VWHP
UHTXLUHG

&HUWDLQFRQWHQWUHVWULFWLRQVXQGHU
),15$5XOHLQFOXGLQJUHODWHGWR
WHVWLPRQLDOVDQGSDVWVSHFLILF
UHFRPPHQGDWLRQV

*HQHUDOSULQFLSOHVXQGHU),15$5XOH


),15$LQWHUSUHWDWLRQVXQGHU5XOH
UHODWHRQO\WRPXWXDOIXQGVe.g.

x RU/LIHRI)XQG
SHUIRUPDQFHGDWDIRUPXWXDO
IXQGV
x %DQRQXVHRIK\SRWKHWLFDORU

Broker/Dealer

(TXLYDOHQWJHQHUDODQWLIUDXGW\SH
SULQFLSOHV

$GYLVHUSHUIRUPDQFHUHFRUGVDUH
KLJKO\VFUXWLQL]HGE\6(&VWDII

7KHUHLVJHQHUDOO\QRWUDFNLQJRI
SHUIRUPDQFHRIEURNHUDJH
DFFRXQWV


(TXLYDOHQWJHQHUDODQWLIUDXGW\SH
SULQFLSOHV

$GYLVHUVDUHSURKLELWHGIURPXVLQJ
FOLHQWWHVWLPRQLDOVRUPHQWLRQLQJ
SDVWVSHFLILFUHFRPPHQGDWLRQVLQ
WKHLUDGYHUWLVLQJZKLOHEURNHUV
URXWLQHO\XVHWHVWLPRQLDOV ),15$
UHTXLUHPHQWVIRUWHVWLPRQLDOVDQG
SDVWVSHFLILFUHFRPPHQGDWLRQVQRW
DVUHVWULFWLYHDVWKRVHIRUDGYLVHUV 

(TXLYDOHQWUHTXLUHPHQWVRQLQWHUQDO
DSSURYDORIDGYHUWLVLQJ),15$
UHTXLUHVSULQFLSDODSSURYDOIRU
EURNHUVZKLOHWKH6(&FRPSOLDQFH
SURJUDPUXOHFRQVWUXFWSURYLGHVD
IUDPHZRUNIRUILUPVWRHQVXUHWKDW
DGYHUWLVHPHQWVDUHQRWPLVOHDGLQJ
DQGJHQHUDOO\LQYROYHLQWHUQDO
DSSURYDOSURFHVVHV

(TXLYDOHQWVXSHUYLVRU\OLDELOLW\
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8VHRIVROLFLWRUV

Subject


SEC Registered Investment
Adviser
x ,QYHVWPHQWRIGLYLGHQGV
x %HQFKPDUNV
x 0RGHOUHVXOWV
x 3RUWDELOLW\RISHUIRUPDQFH
x 'LVFORVXUHRIFRQGLWLRQV
OLPLWDWLRQVVWUDWHJLHV
x 0DUNHWRUHFRQRPLF
FRQGLWLRQV

7KH*OREDO,QYHVWPHQW
3HUIRUPDQFH6WDQGDUGV *,36 
DUHDVHWRIVWDQGDUGL]HGLQGXVWU\
ZLGHSULQFLSOHVWKDWSURYLGH
LQYHVWPHQWILUPVZLWKJXLGDQFHRQ
KRZWRFDOFXODWHDQGUHSRUWWKHLU
LQYHVWPHQWUHVXOWVWRFOLHQWVDQG
SURVSHFWLYHFOLHQWV7KHVWDQGDUGV
DGGUHVVLQSXWGDWDFDOFXODWLRQ
PHWKRGRORJ\FRPSRVLWH
FRQVWUXFWLRQGLVFORVXUH
SUHVHQWDWLRQDQGUHSRUWLQJDQG
RWKHUWRSLFV&ODLPVRI*,36
FRPSOLDQFHDUHFORVHO\VFUXWLQL]HG
E\6(&VWDII


&DVK5HIHUUDO)HHV>$GYLVHUV$FW
5XOH  @

5HTXLUHVDJUHHPHQWZLWKVROLFLWRU
LQFOXGLQJVROLFLWRU¶VDJUHHPHQWWR
FRPSO\ZLWK$GYLVHUV$FW DQG
VHSDUDWHGLVFORVXUHGRFXPHQWWR
FOLHQWZLWKGLVFORVXUHUHJDUGLQJ
VROLFLWRU¶VFRPSHQVDWLRQDQG
UHODWLRQVKLSZLWKDGYLVHU0XVWDOVR
GLVFORVHUHIHUUDODUUDQJHPHQWVRQ



1RQHUHODWHGWRLQYHVWPHQWDGYLFHRU
EURNHUDJHEXVLQHVVJHQHUDOO\ 065%
5XOH*IRUEURNHUVLQWKHPXQLFLSDO
VHFXULWLHVEXVLQHVV 

&HUWDLQILQGHUVPXVWUHJLVWHUDV
EURNHUGHDOHUV

x

x

V\QWKHWLFSHUIRUPDQFHIRU
PXWXDOIXQGV
8VHRIUDQNLQJVLQPXWXDO
IXQGDGYHUWLVHPHQWV
%RQGIXQGYRODWLOLW\UDWLQJV


Broker/Dealer

$GYLVHUVDUHVXEMHFWWRGHWDLOHG
UXOHVUHJDUGLQJXVHRIVROLFLWRUV
ZKLOHEURNHUVDUHQRW%URNHUV
JHQHUDOO\DUHQRWUHTXLUHGWRPDNH
GLVFORVXUHVWRFXVWRPHUVUHJDUGLQJ
UHIHUUDOV

$GYLVHUV$FW5XOH  EDQV
DGYLVHUV¶XVHRIVROLFLWRUVIRUVWDWH
DQGORFDOSHQVLRQSODQEXVLQHVV
XQOHVVWKHVROLFLWRUVDUHFHUWDLQ

%URNHUGHDOHUVDUHVXEMHFWWRRQO\
VSHFLILFPXWXDOIXQGSHUIRUPDQFH
UXOHVZKLFKDOVRDSSO\WRDGYLVHUV
WKDWPDQDJHPXWXDOIXQGV





0DQ\LQYHVWPHQWDGYLVHUVFRPSO\
ZLWK*,36SHUIRUPDQFHVWDQGDUGV
LVVXHGE\WKH&)$,QVWLWXWHD
SURIHVVLRQDORUJDQL]DWLRQWKDW
SURPRWHVHWKLFDOVWDQGDUGVLQ
SHUIRUPDQFHSUHVHQWDWLRQ)LUPV
WKDWFODLPFRPSOLDQFHZLWK*,36
PXVWEHYHULILHGE\DQLQGHSHQGHQW
WKLUGSDUW\RUGLVFORVHWKDWWKH\DUH
QRWVRYHULILHG&ODLPVRI*,36
FRPSOLDQFHDUHFORVHO\VFUXWLQL]HG
E\6(&VWDII

%URNHUVJHQHUDOO\GRQRWFODLP
FRPSOLDQFHZLWK*,36

Similarities and Differences
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Investment Operations
%HVW([HFXWLRQ
















3ROLWLFDOFRQWULEXWLRQV

Subject


Broker/Dealer

Similarities and Differences

&RYHUHGXQGHUJHQHUDOILGXFLDU\
SULQFLSOHVDQGFRPSOLDQFHSURJUDP
UXOH $GYLVHUV$FW5XOH   

$GYLVHUVPXVWVHHNWRREWDLQWKH
EHVWSULFHDQGH[HFXWLRQRQD
TXDOLWDWLYHEDVLVWDNLQJDOOIDFWRUV
LQWRDFFRXQW,QVHOHFWLQJDEURNHU
DGYLVHUVPXVWFRQVLGHUWKHIXOO
UDQJHDQGTXDOLW\RIVHUYLFHV
SURYLGHGH[HFXWLRQFDSDELOLW\
FRPPLVVLRQUDWHILQDQFLDO
UHVSRQVLELOLW\DQGUHVSRQVLYHQHVV
WRWKHDGYLVHU





%URNHUVPXVWXVHUHDVRQDEOH
GLOLJHQFHWRGHWHUPLQHWKHEHVW
PDUNHWIRUDVHFXULW\DQGWUDQVDFWIRU
WKHFOLHQWVRWKDWWKHSULFHLVDV
IDYRUDEOHDVSRVVLEOHXQGHUSUHYDLOLQJ
PDUNHWFRQGLWLRQV>),15$5XOH@

3RVWWUDQVDFWLRQGLVFORVXUHREOLJDWLRQ
>¶$FW5XOHE@

)DLUSULFHDQGFRPPLVVLRQV>),15$
5XOHVDQG@

(TXLYDOHQWUHJXODWLRQLQDGYLVRU\
FRQWH[W7KHGLIIHUHQFHVLQEHVW
H[HFXWLRQGXWLHVDUHDSSURSULDWHIRU
WKHGLIIHULQJDFWLYLWLHVLQYROYHG













³UHJXODWHGSHUVRQV´ FRPSOLDQFH
GDWHGHOD\HG 6(&),15$KDYH
QRWSURSRVHGVLPLODUUXOHVIRU
EURNHUVVROLFLWLQJEURNHUDJH
EXVLQHVVRWKHUWKDQIRUEURNHUVLQ
WKHPXQLFLSDOVHFXULWLHVEXVLQHVV

$GYLVHUV$FW5XOH  LPSRVHV 065%5XOH*SROLWLFDOFRQWULEXWLRQ $GYLVHUVZLOOEHVXEMHFWWR
WZR\HDUWLPHRXWRQUHFHLSWRI
UXOHVIRUEURNHUVDSSO\RQO\WR
VXEVWDQWLDOVDQFWLRQVIRU
FRPSHQVDWLRQLIDGYLVHURU
PXQLFLSDOVHFXULWLHVEXVLQHVV
FRQWULEXWLRQVWRVWDWHDQGORFDO
SHUVRQQHOPDNHFHUWDLQ
RIILFLDOV%URNHUVDUHVXEMHFWWR
FRQWULEXWLRQVWRRIILFLDOVRI
HTXLYDOHQWUXOHVRQO\ZLWKUHVSHFWWR
PXQLFLSDOVHFXULWLHVEXVLQHVV±QRW
JRYHUQPHQWSODQVZKRKDYHGLUHFW
RULQGLUHFWLQIOXHQFHRYHUVHOHFWLQJ
ZLWKUHVSHFWWRRWKHUVHUYLFHVWKH\
DGYLVHU
SURYLGHWRVWDWHDQGORFDOSHQVLRQ
SODQV e.g.LQYHVWPHQWDGYLFH
EURNHUDJH ),15$KRZHYHUKDV
DQQRXQFHGWKDWLWZLOOFRQVLGHU
SURSRVLQJVLPLODUUXOHVIRUEURNHUV


SEC Registered Investment
Adviser
)RUP$'9
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Compliance Program
&RPSOLDQFH3URJUDP

3UR[\9RWLQJ

$IILOLDWHG3ULQFLSDO7UDGLQJ



$JHQF\&URVV
7UDQVDFWLRQV


Subject



$GYLVHUV$FW5XOH  
x :ULWWHQSROLFLHVDQG
SURFHGXUHV

x 'HVLJQDWHG&&2

x $QQXDOUHYLHZ


$GYLVHUV$FW5XOH  
$GYLVHUVZLWKSUR[\YRWLQJ
DXWKRULW\PXVWKDYH

x :ULWWHQSROLFLHVDQG
SURFHGXUHVUHDVRQDEO\
GHVLJQHGWRHQVXUHDGYLVHU
YRWHVFOLHQWVHFXULWLHVLQ
EHVWLQWHUHVWRIFOLHQWV

x 3XEOLFUHSRUWLQJIRU
LQYHVWPHQWFRPSDQLHV
FOLHQWUHSRUWLQJXSRQ
UHTXHVWIRUDOOFOLHQWV

x 'XW\WRYRWHSUR[LHVLQEHVW
LQWHUHVWRIFOLHQWGLVFORVH
DQGPLWLJDWHFRQIOLFWV


SEC Registered Investment
Adviser
3URKLELWHGZLWKRXWSULRUWUDQVDFWLRQ
E\WUDQVDFWLRQFOLHQWFRQVHQW
>$GYLVHUV$FW6HFWLRQ  @

&OLHQWFRQVHQWUHTXLUHG>$GYLVHUV
$FW5XOH  @



1$6'5XOH
x :ULWWHQSROLFLHVDQG
SURFHGXUHV

x 'HVLJQDWHG&&2


1<6(5XOH

%URNHUVKROGLQJVKDUHVDVFXVWRGLDQ
RQEHKDOIRIFXVWRPHUVJHQHUDOO\PD\
YRWHIRUFXVWRPHUVLQURXWLQHPDWWHUV
LIWKH\GRQRWUHFHLYHLQVWUXFWLRQVEXW
DUHQRWVXEMHFWWRDQ\GXWLHVLQ
FRQQHFWLRQWKHUHZLWK7KH\DUH
SURKLELWHGIURPYRWLQJXQLQVWUXFWHG
VKDUHVLQH[HFXWLYHFRPSHQVDWLRQ
PDWWHUV7KH\W\SLFDOO\YRWHZLWK
PDQDJHPHQWZLWKRXWDQ\GLVFORVXUH
WRWKHLUFXVWRPHUV


2WKHUZLVHEURNHUVJHQHUDOO\VHUYHD
PLQLVWHULDOIXQFWLRQLQWUDQVPLWWLQJ
SUR[\LQIRUPDWLRQWRFXVWRPHUV

Broker/Dealer

(TXLYDOHQWUHJXODWLRQDOUHDG\H[LVWV


$GYLVHUV$FWUXOHVJRYHUQLQJ
SULQFLSDODQGDJHQF\FURVV
WUDQVDFWLRQVSURYLGHVWURQJ
SURWHFWLRQVIRUFOLHQWVEHFDXVHWKH\
UHTXLUHGLVFORVXUHDQGFRQVHQWSULRU
WRWKHWUDQVDFWLRQ%URNHUVRQO\
KDYHWRGLVFORVHFDSDFLW\DQGWHUPV
LQDIWHUWKHIDFWFRQILUPV

$GYLVHUVDUHVXEMHFWWRH[WHQVLYH
SUR[\YRWLQJUHJLPHZKLOHEURNHUV
DUHQRW$GYLVHUVPXVWYRWHSUR[LHV
LQEHVWLQWHUHVWRIWKHFOLHQWDQG
GLVFORVHDQGPDQDJHFRQIOLFWV
ZKLOHEURNHUVKDYHQRVXFKGXWLHV

$GYLVHUV$FWUXOHVUHIOHFWDQ
DGYLVHU¶VILGXFLDU\GXWLHVWRH[HUFLVH
FDUHDQGOR\DOW\ZLWKUHVSHFWWR
FOLHQWDVVHWVLQFOXGLQJYRWLQJULJKWV
ZKHUHWKHFOLHQWGHOHJDWHVYRWLQJ
DXWKRULW\WRWKHDGYLVHU

%URNHUVJHQHUDOO\RQO\KDYH
DGPLQLVWUDWLYHIXQFWLRQVZLWK
UHVSHFWWRSUR[LHV

Similarities and Differences
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2)$&UHTXLUHPHQWV

0DQ\ILUPVKDYH$0/SROLFLHVDQG
SURFHGXUHVDVDPDWWHURISUDFWLFH




$0/




$GYLVHUV$FW5XOH  
x 4XDOLILHG&XVWRGLDQPXVW
KROGFOLHQWIXQGVDQG
VHFXULWLHV

x 4XDOLILHG&XVWRGLDQPXVW
VHQGFOLHQWVWDWHPHQWV
GLUHFWO\WRFOLHQWV

x ,QGHSHQGHQWYHULILFDWLRQRI
FOLHQWDVVHWV

x ,QWHUQDOFRQWUROUHSRUW
ZKHUHDGYLVHURUDIILOLDWH
VHUYHVDV4XDOLILHG
&XVWRGLDQ


SEC Registered Investment
Adviser
$GYLVHUV$FW6HFWLRQ H  
&RPSOLDQFH3URJUDP5XOH
)LGXFLDU\'XW\


&XVWRG\RI&OLHQW$VVHWV

'XW\WR6XSHUYLVH

Subject





2)$&UHTXLUHPHQWV

:ULWWHQSROLFLHVDQGSURFHGXUHV

'HVLJQDWHG$0/2IILFHU

,QGHSHQGHQWDQQXDODXGLW

7UDLQLQJ

.<&&,36$5


¶$FW5XOHF
x 6HJUHJDWLRQRI&OLHQW$VVHWV
o )XOO\SDLGVHFXULWLHV
o ([FHVVPDUJLQ
VHFXULWLHV

1$6'5XOH
),15$5XOH

Broker/Dealer

(TXLYDOHQWUHJXODWLRQDOUHDG\H[LVWV
:KLOHWKHUHJXODWRU\DSSURDFKHV
e.g.,SULQFLSOHEDVHGYVUXOHV
EDVHG DUHGLIIHUHQWWKHUHVXOWVDUH
WKHVDPH

5HJXODWLRQVDUHDSSURSULDWHO\
WDLORUHGWRGLIIHUHQWVHUYLFHV
SURYLGHGDQGDGGUHVVGLIIHUHQW
IXQFWLRQV%URNHUUHJXODWLRQV
DGGUHVVWKHULVNVRIDFWLQJDVD
TXDOLILHGFXVWRGLDQSK\VLFDOO\
PDLQWDLQLQJFOLHQWDVVHWV$GYLVHUV
WKDWDUHQRWTXDOLILHGFXVWRGLDQVDUH
QRWSHUPLWWHGWRKROGFOLHQWDVVHWV
$GYLVHUUHJXODWLRQVUHTXLUHXVHRID
TXDOLILHGFXVWRGLDQDQGOD\HU
DGGLWLRQDOSURWHFWLRQVIRUULVNV
SRVHGE\RWKHUW\SHVRIDFFHVVWR
FOLHQWDVVHWV e.g.,GHHPHGFXVWRG\
E\DFWLQJDVWUXVWHHIRUWUXVWRUDV
JHQHUDOSDUWQHUIRUOLPLWHG
SDUWQHUVKLS 

6DPH2)$&UHTXLUHPHQWV

(TXLYDOHQWUHJXODWLRQDOUHDG\H[LVWV
DVDPDWWHURISUDFWLFH

6LPLODUWRWKHFXVWRG\UXOHWKH
GLIIHUHQFHVLQUHJXODWLRQDUH
DSSURSULDWHEDVHGRQGLIIHUHQW
IXQFWLRQV$GYLVHUVGRQRWKROG
FDVKRUSURFHVVWUDQVDFWLRQV
$GYLVHUVKDYHORQJWHUP
GLVFUHWLRQDU\UHODWLRQVKLSVZLWK
FOLHQWVWKDWGRQRWJHQHUDOO\LQYROYH

Similarities and Differences
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6HFWLRQ E 6XEPLW)RUP%'LQ
)RUP%'SURYLGHLQIRUPDWLRQDERXW
EXVLQHVVW\SHVRIEXVLQHVVHQJDJHG
LQDQGGLVFLSOLQDU\KLVWRU\

$SSOLFDEOHVWDWHUHJLVWUDWLRQV

1$6'5XOH6HULHV%HFRPH
PHPEHURI652 e.g., ),15$ )RU
),15$WKLVLQFOXGHVVXEPLVVLRQRI
EXVLQHVVDQGVXSHUYLVRU\SODQDQG
ILUPUHSLQWHUYLHZ


$GYLVHUV$FW6HFWLRQDQG5XOH
6XEPLW)RUP$'93DUWV
DQG$

3DUWVDQG$DUHDYDLODEOH
SXEOLFO\

,Q3DUWSURYLGHEXVLQHVV
LQIRUPDWLRQGLVFLSOLQDU\KLVWRU\
$80QDWXUHRIEXVLQHVVDQGW\SHV
RIFOLHQWVFRPSHQVDWLRQ
DUUDQJHPHQWVDGYLVRU\DFWLYLWLHV

Registration & Licensing
Requirements
5HJLVWUDWLRQ



%XVLQHVVDVVXFK>¶$FW5XOHVD
 D@


6SHFLILHGUHFRUGV>$GYLVHUV$FW
5XOH@

2&,(LQWHUSUHWLYHSUDFWLFH


5HFRUG.HHSLQJ



5HJ63

5HJ6$0

5HJ6,'

5HJ63

5HJ6$0

5HJ6,'


3ULYDF\

Broker/Dealer

SEC Registered Investment
Adviser

Subject



$GYLVHUVPXVWVXEPLWH[WHQVLYH
LQIRUPDWLRQLQLWLDOO\WR6(&
SDUWLFXODUO\DERXWFRQIOLFWVRI
LQWHUHVW )RUP%'LVQRWDV
FRPSUHKHQVLYHDV)RUP$'9 

,QRUGHUWRUHJLVWHUDQGFRPSOHWH
)RUP$'9DGYLVHUVPXVWDVVHVV
DQGDGGUHVVFRQIOLFWVRILQWHUHVW
DVVHVVULVNVDQGHVWDEOLVKDQG
LPSOHPHQWDFRPSOLDQFHSURJUDP
.H\LVVXHVZLWKUHVSHFWWRWKH

IUHTXHQWLQIORZVDQGRXWIORZVLQWR
PDQDJHGDFFRXQWV%URNHUVDQG
EDQNVDUHVXEMHFWWR$0/UXOHV
EHFDXVHWKH\SURFHVVWUDQVDFWLRQV
DQGKROGFXVWRPHUDVVHWV7KH\DUH
LQDSRVLWLRQWRPRQLWRUWUDQVDFWLRQV
DQGFDVKIORZVLQDFFRXQWV


(TXLYDOHQWUHJXODWLRQDOUHDG\H[LVWV






%RWKUHFRUGNHHSLQJUHJLPHVDUH
RXWGDWHGDQGLQQHHGRIUHYLHZDQG
PRGHUQL]DWLRQ6(&VKRXOG
FRQVLGHUDSSURSULDWHLQIRUPDWLRQWR
PDLQWDLQUDWKHUWKDQUHTXLULQJWKDW
ILUPVNHHSDOOUHFRUGV



Similarities and Differences
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)LUP)LQDQFLDO
5HTXLUHPHQWV

Subject


SEC Registered Investment
Adviser
RWKHUEXVLQHVVDFWLYLWLHVDIILOLDWLRQV
H[WHQVLYHSULYDWHIXQGLQIRUPDWLRQ
FXVWRG\SDUWLFLSDWLRQRULQWHUHVWLQ
FOLHQWWUDQVDFWLRQVFRQWUROSHUVRQV

,Q3DUW$SURYLGHIXUWKHUGHWDLO
DERXWDGYLVRU\EXVLQHVVIHHVDQG
FRPSHQVDWLRQSHUIRUPDQFHEDVHG
IHHVDQGVLGHE\VLGHPDQDJHPHQW
W\SHVRIFOLHQWVFRQIOLFWVRILQWHUHVW
GLVFLSOLQDU\LQIRUPDWLRQFRGHRI
HWKLFVPHWKRGVRIDQDO\VLV
LQYHVWPHQWVWUDWHJLHVDQGULVNRI
ORVVSDUWLFLSDWLRQRULQWHUHVWLQ
FOLHQWWUDQVDFWLRQVDQGSHUVRQDO
WUDGLQJILQDQFLDOLQGXVWU\DFWLYLWLHV
DQGDIILOLDWLRQVFXVWRG\LQYHVWPHQW
GLVFUHWLRQEURNHUDJHSUDFWLFHV
UHYLHZRIDFFRXQWVFOLHQWUHIHUUDOV
DQGRWKHUFRPSHQVDWLRQSUR[\
YRWLQJPDWHULDOILQDQFLDOFRQGLWLRQ

)LOH)RUP$'9DQGVXEPLWDIHH
³QRWLFHILOH´ ZLWKDSSOLFDEOHVWDWHV

)RUP$'93DUW$$XGLWHG
EDODQFHVKHHWPXVWEHSURYLGHGLI
DGYLVHUSURSRVHVWRFKDUJH!
LQIHHVSHUFOLHQWPRQWKVRUPRUH
LQDGYDQFH

3DUW$UHTXLUHVDGYLVHUVZLWK
GLVFUHWLRQRUFXVWRG\WRGLVFORVHWR
FOLHQWVDQ\ILQDQFLDOFRQGLWLRQWKDWLV
UHDVRQDEO\OLNHO\WRLPSDLUDQ
DGYLVHU¶VDELOLW\WRPHHWFRQWUDFWXDO
FRPPLWPHQWVWRFOLHQWV
x

x

x

x



¶$FW5XOHF1HW&DSLWDO

%RQGLQJ

)LQDQFLDO5HSRUWLQJ

6,3&


Broker/Dealer

$IILUPDWLYHGLVFORVXUHREOLJDWLRQIRU
DGYLVHUVDSSURSULDWHWRILGXFLDU\
UHODWLRQVKLS)LUPILQDQFLDOVWDQGLQJ
UHTXLUHPHQWVLPSRUWDQWIRUEURNHUV
EHFDXVHWKH\PDLQWDLQFXVWRG\RI
FXVWRPHUDVVHWVDQGHQJDJHLQ
PDUNHWPDNLQJXQGHUZULWLQJWUDGH
VHWWOHPHQWDQGFOHDULQJDQGRWKHU
DFWLYLWLHVLQWHJUDOWRWKHIXQFWLRQLQJ
RIWKHVHFXULWLHVPDUNHWV$GYLVHUV
±XQOHVVDOVRUHJLVWHUHGDVEURNHU
GHDOHUV±GRQRWHQJDJHLQWKHVH

EXVLQHVVDQGFRPSOLDQFHSURJUDP
DUHGLVFORVHGLQWKHUHJLVWUDWLRQ
SURFHVVDQGWRFOLHQWV

%URNHUVKDYH),15$UHJLVWUDWLRQ
UHTXLUHPHQWVLQDGGLWLRQWR)RUP
%'7KHFRPSOLDQFHDQG
VXSHUYLVRU\DVSHFWVDUHHTXLYDOHQW
LQVXEVWDQFHWRWKHDGYLVHU
UHTXLUHPHQWV2WKHULQIRUPDWLRQ
SURYLGHGE\EURNHUVLVPRUH
DSSURSULDWHIRUWKHEURNHUEXVLQHVV
PRGHOZLWKLWVEURDGUDQJHRI
DFWLYLWLHVDQGULVNV



Similarities and Differences
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([DPLQDWLRQV±DGYLVRU\
SHUVRQQHO








/LFHQVLQJ

,QGLYLGXDO4XDOLILFDWLRQ
'LVFORVXUH







Subject



,$5VPXVWSDVV6HULHVRU
FRPELQDWLRQRI6HULHVPRVW
SRUWIROLRPDQDJHUVKDYHDGYDQFHG
GHJUHHVRU&)$GHVLJQDWLRQPDQ\
ILQDQFLDOSODQQHUVKDYH&)3
GHVLJQDWLRQ




SEC Registered Investment
Adviser


$IILUPDWLYHGLVFORVXUHREOLJDWLRQV
XQGHUILGXFLDU\GXW\LIDQDGYLVHU
VXIIHUVDPDWHULDOO\DGYHUVH
ILQDQFLDOHYHQW

%RQGLQJZLWKUHVSHFWWR(5,6$DQG
LQYHVWPHQWFRPSDQ\FOLHQWV


)RUP$'93DUW% EURFKXUH
VXSSOHPHQW UHTXLUHVGLVFORVXUHRI
LQGLYLGXDO¶VHGXFDWLRQDO
EDFNJURXQGEXVLQHVVH[SHULHQFH
GLVFLSOLQDU\LQIRUPDWLRQRWKHU
EXVLQHVVDFWLYLWLHVDGGLWLRQDO
FRPSHQVDWLRQDQGVXSHUYLVLRQ
7KHVXSSOHPHQWPXVWEHGHOLYHUHG
IRUHDFKVXSHUYLVHGSHUVRQZKR
SURYLGHVDGYLVRU\VHUYLFHVWRWKDW
FOLHQW

6WDWHOLFHQVLQJRI,$UHSUHVHQWDWLYHV
,$5V 



6WDWHUHJLVWUDWLRQRI%'
UHSUHVHQWDWLYHV 55V 
),15$/LFHQVLQJ5HJLPH>),15$
5XOH@

1RH[DPLQDWLRQRILQYHVWPHQW
PDQDJHPHQWNQRZOHGJHPD\KDYH
&)3GHVLJQDWLRQ

&RQWLQXLQJ(GXFDWLRQ>),15$5XOH
@




1RDIILUPDWLYHGLVFORVXUH
UHTXLUHPHQWVWRFOLHQWVGLVFORVXUHWR
),15$RQ)RUP8RILQGLYLGXDOV¶
HGXFDWLRQDQGEXVLQHVVEDFNJURXQG
&XVWRPHUVPD\VHHNRXWLQIRUPDWLRQ
RQ),15$%URNHU&KHFN





Broker/Dealer

(TXLYDOHQWUHJXODWLRQ,$5VWHVWHG
RQ,$NQRZOHGJH55VWHVWHGRQ%'
NQRZOHGJH

%RWKDGYLVHUVDQGEURNHUVDUH
UHVSRQVLEOHIRUWKHWUDLQLQJDQG
FRPSHWHQFHRIWKHLUSHUVRQQHO



6LPLODUOLFHQVLQJUHJLPHV±ILOLQJRI
)RUP8IRU,$5V DOOEXWVWDWHV 
DQG55V

$QDGYLVHU¶VGLVFORVXUHRI
TXDOLILFDWLRQVRILWVDGYLVHU
SHUVRQQHO e.g.,)RUP$'93DUW% 
LVPRUHPHDQLQJIXOIRUFOLHQW
HYDOXDWLRQWKDQH[DPLQDWLRQ
UHTXLUHPHQWV



EURNHUGHDOHUDFWLYLWLHVRURWKHUZLVH
KROGFOLHQWDVVHWV

Similarities and Differences

Appendix A: Comparison Matrix
July 3, 2013
Page 13 of 14







Examination and
Oversight


([DPLQDWLRQV±SURGXFW
VDOHV

Subject



),15$
2&,( LQFRQMXQFWLRQZLWK),15$
SULQFLSDOO\RYHUVLJKWUROHUHJDUGLQJ
),15$H[DPV 

2&,(






6HULHVRU

Broker/Dealer



SEC Registered Investment
Adviser
6HULHVLIVHOOLQJVHFXULWLHV
SURGXFWV e.g.,GXDOUHJLVWUDQW 
6HULHVLIVHOOLQJOLPLWHGWRPXWXDO
IXQGVDQGYDULDEOHDQQXLWLHV

([DPLQDWLRQVDQGH[SHUWLVHE\
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September 30, 2013
The Honorable John Boehner
Speaker
United States House of Representatives
H-232, the Capitol
Washington, DC 20515
The Honorable Nancy Pelosi
Minority Leader
United States House of Representatives
H-204, the Capitol
Washington, DC 20515
Re: H.R. 2374, the Retail Investor Protection Act
Dear Speaker Boehner and Leader Pelosi:
As organizations dedicated to the protection of retail investors and the delivery of investment advice
under a fiduciary standard of conduct, we write to express our opposition to H.R. 2374, the Retail
Investor Protection Act, which is scheduled to be considered by the House this week.
The Retail Investor Protection Act would do nothing to increase protection for investors. It would,
however, delay, and possibly prevent, the Securities and Exchange Commission (SEC) and Department of
Labor (DOL) from modernizing their fiduciary duty standards. Collectively, our organizations are
committed to protecting investors and the delivery of investment advice under a fiduciary standard of
conduct. We oppose H.R. 2374 and, as you take up this bill, urge you to consider two important points.
Despite its name, H.R. 2374 is not an investor protection bill. To the contrary, it would leave American
investors with significantly less protection. H.R. 2374 imposes unnecessary rulemaking requirements that
the SEC must meet before it can adopt a fiduciary rule. We certainly believe that all of the SEC’s
proposed rules should undergo appropriate economic analysis before adoption, but this legislation
imposes costly, dilatory, and redundant cost benefit analysis requirements that would delay (or even
prevent) the rulemaking and increase the likelihood of it being struck down by the courts upon legal
challenge.
Secondly, it would prevent DOL, which plays an important role in ensuring that Americans’ retirement
savings are protected by fiduciaries under ERISA, from acting until two months after the SEC issues a
final rule related to broker-dealer conduct standards. This not only unnecessarily slows DOL’s
rulemaking, but it potentially halts DOL’s rulemaking altogether if the SEC does not act on a fiduciary
rule. In acknowledging public comments and concerns, DOL is expected to re-propose rules to revise its
definition of fiduciary under ERISA. It should, as the expert agency in this area, be afforded an
opportunity to exercise its rulemaking authority through its normal public process that is not tied to the
completion of a rulemaking by a completely separate agency under a separate statute.

Hon. John Boehner
Hon. Nancy Pelosi

September 30, 2013
Page 2
Together, these provisions in H.R. 2374 would prevent two agencies from moving forward with
appropriate notice and comment rulemaking related to the fiduciary standard of conduct under their
respective statutes to the detriment – not protection – of investors. In this regard, we commend to your
attention the views of the Investor as Purchaser Subcommittee of the SEC’s Investor Advisory
Committee. The subcommittee is proposing that the full committee on October 10 adopt a
recommendation stating, in part, that “[t]he Investor Advisory Committee believes that personalized
investment advice to retail customers should be governed by a fiduciary duty, regardless of whether that
advice is provided by an investment adviser or a broker-dealer [footnote omitted].” The full 10-page
recommendation is available at http://www.sec.gov/spotlight/investor-advisory-committee2012/fiduciary-duty-recommendation.pdf.

We opposed this legislation when it came before the Financial Services Committee and nothing
meaningful has changed. We, therefore, urge you to oppose H.R. 2374, the Retail Investor Protection
Act.
Respectfully,

Barbara Roper
Director of Investor Protection
CFA

Kevin R. Keller, CAE
Chief Executive Officer
CFP Board

Michael Branham, CFP®
President
Financial Planning Association

David G. Tittsworth
Executive Director
IAA

Linda Leitz, CFP®
National Chair
NAPFA

A. Heath Abshure
President
NASAA

August 21, 2013
VIA ELECTRONIC MAIL
Ms. Elizabeth M. Murphy
Secretary
U.S. Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re:

Cross-Border Security-Based Swap Activities; Re-Proposal of Regulation
SBSR and Certain Rules and Forms Relating to the Registration of
Security-Based Swap Dealers and Major Security-Based Swap
Participants, Rel. No. 34-69490; File Nos. S7-02-13; S7-34-10; S7-40-11

Dear Ms. Murphy:
The Investment Adviser Association 1 appreciates the opportunity to comment on the
Securities and Exchange Commission’s (“Commission” or “SEC”) proposed rulemaking
under the Securities Exchange Act of 1934, as amended (“Exchange Act”) for purposes of
determining the application of Title VII of the Dodd-Frank Wall Street Reform and Consumer
Protection Act (“Dodd-Frank Act”) to cross-border activities. 2 We appreciate the SEC
initiative to address how Title VII and implementing regulations will apply to security-based
swap transactions involving U.S. persons and non-U.S. persons. We recognize the SEC’s
need to balance the important policy goals of achieving the benefits of the Dodd-Frank Act
and of facilitating a well-functioning global security-based swap market by taking into
1

The Investment Adviser Association (“IAA”) is a not-for-profit association that represents the interests of
investment adviser firms registered with the SEC. Founded in 1937, the IAA’s membership consists of more
than 500 firms that collectively manage in excess of $11 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

See Cross-Border Security-Based Swap Activities; Re-Proposal of Regulation SBSR and Certain Rules and
Forms Relating to the Registration of Security-Based Swap Dealers and Major Security-Based Swap
Participants, Proposed Rule, SEC Rel. No. 34-69490, 78 Fed. Reg. 30968 (May 23, 2013) (“Proposal”),
available at: http://www.gpo.gov/fdsys/pkg/FR-2013-05-23/pdf/2013-10835.pdf. Under the Proposal, “crossborder activities” means the application of Title VII to a security-based swap transaction involving (i) a U.S.
person and a non-U.S. person, (ii) two non-U.S. persons where one or both are located within the United States,
or (iii) two non-U.S. persons conducting a security-based transaction that otherwise occurs in relevant part
within the United States, including by negotiating the terms of the security-based swap transaction within the
United States or where performance by one or both counterparties under the security-based swap is guaranteed
by a U.S. person. Proposal at 30971-72, n. 3. The SEC is also re-proposing Exchange Act rules 900-911
(Regulation SBSR).
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account counterparty protection, transparency, systemic risk, liquidity, efficiency, and
competition in the market. We also appreciate the SEC’s efforts in its substituted compliance
provisions to avoid having market participants subject to conflicting or duplicative
compliance obligations between SEC regulation and other global regulation. 3
Section 772(b) of the Dodd-Frank Act amends Section 30 of the Exchange Act to
provide that “[n]o provision of [Title VII] . . . shall apply to any person insofar as such person
transacts a business in security-based swaps without the jurisdiction of the United States,”
unless that business is transacted in contravention of rules prescribed to prevent evasion of
Title VII. To implement this provision, the SEC proposes that its Title VII regulations would
apply to security-based swaps activity involving U.S. persons or involving a “transaction
conducted within the United States.” We comment with respect to these two jurisdictional
tests.
I.

“U.S. Person” Definition and Exemptions

The SEC has proposed in rule 3a71-3(7) that the term U.S. person for purposes of
Title VII means: (a) any natural person resident in the United States; (b) any partnership,
corporation, trust, or other legal person organized or incorporated under the laws of the
United States or having its principal place of business in the United States; or (c) any account
(whether discretionary or non-discretionary) of a U.S. person. 4 We note the CFTC recently
adopted interpretive guidance under the Commodity Exchange Act, as amended (“CEA”),
defining the term U.S. person for purposes of cross-border application of swaps regulation
under Title VII. 5
3

In this regard, we encourage the SEC and the Commodity Futures Trading Commission (“CFTC”) to
coordinate their determinations with respect to ways in which a foreign financial regulatory system achieves
comparable results to Title VII.

4

The SEC proposed that under an entity-level approach, a foreign branch, agency, or office of a U.S. person
would be treated as a U.S. person under the Proposal because the legal obligations and economic risks associated
with the transactions directly affect a U.S. person, of which the branch, agency or office is a part. The accounts
would be U.S. persons regardless of whether the entity at which the account is held or maintained is a U.S.
person. Proposal, supra note 2, at 30997.

5

CFTC, Interpretive Guidance and Policy Statement Regarding Compliance With Certain Swap Regulations;
Rule, 78 Fed. Reg. 45292 (July 26, 2013) (“CFTC Guidance”), available at:
http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2013-17958a.pdf. For purposes of the
treatment of collective investment vehicles or other pooled funds, the CFTC Guidance states that under the
application of CEA section 2(i), the CFTC will interpret the term “U.S. person” generally to include, but not be
limited to, under prong (iii): 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 (other than an
entity described in prongs (iv) or (v)) (a “legal entity”), in each case that is organized or incorporated under the
laws of a state or other jurisdiction in the United States or having its principal place of business in the United
States; or under prong (vi): any commodity pool, pooled account, investment fund, or other collective investment
vehicle that is not described in prong (iii) and that is majority-owned by one or more persons described in prong
(i), (ii), (iii), (iv), or (v). The CFTC also exempts from the U.S. person definition any commodity pool, pooled
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We recognize that the SEC has proposed rules rather than guidance and is taking a
somewhat different overall approach than the CFTC. Nevertheless, given that the CFTC’s
guidance is now final, we request that the SEC modify its proposal in a number of respects to
be more consistent with the CFTC’s definition of “U.S. person.” For example, as discussed
more fully below, we urge the SEC to adopt the same exemption from the CFTC’s definition
of U.S. person for collective investment vehicles that are publicly offered only to non-U.S.
persons and not offered to U.S. persons generally. We believe it important that market
participants operate under the certainty and clarity that would be provided by a consistent
U.S. person definition used by U.S. regulators in applying Title VII. Registered investment
advisers and others may not differentiate between security-based swaps and swaps in
management of client portfolios to achieve client investment objectives. Further, it would be
burdensome and costly to develop separate compliance systems and operations for these two
types of instruments for purposes of Title VII.
In addition to our recommendation for consistency with the CFTC approach, we also
address below several prongs of the U.S. person definition where the SEC seeks comment in
the Proposal.
Principal Place of Business
The SEC seeks comment on whether it should define the term “principal place of
business” for purposes of the proposed definition of “U.S. person” and if so, whether it should
be defined as the location of the personnel who direct, control, or coordinate the securitybased swap activities of the entity. The SEC notes that this focus would be generally
consistent with the focus of the definition of “principal office and place of business” in the
Investment Advisers Act of 1940 (“Advisers Act”), where it is defined as “the executive
office of the investment adviser from which the officers, partners, or managers of the
investment adviser direct, control, and coordinate the activities of the investment adviser.” 6
We urge the SEC, if it does adopt a “principal place of business” test, to coordinate
with the CFTC in developing a consistent definition. While we have concerns with the
CFTC’s interpretation of the term principal place of business, particularly with regard to the
ambiguities in the definition, we urge the SEC to work with the CFTC to harmonize the two
approaches to this aspect of the U.S. person definition between the agencies. Otherwise, it
will be overly burdensome to implement two separate definitions.

account, investment fund, or other collective investment vehicle that is publicly offered only to non-U.S. persons
and not offered to U.S. persons. CFTC Guidance at 45316-17.
6

Proposal, supra note 2, at 30999, n. 306 (citing rule 222-1(b) of the Advisers Act).
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We also request that the SEC adopt an approach consistent with the CFTC guidance
with respect to entities that are not collective investment vehicles but that hire an asset
manager in the United States. Thus, the SEC should confirm, as is provided by the CFTC,
that a non-U.S. individual, institution, pension plan or operating company that is not
otherwise within any prong of the U.S. person definition will not come within the definition
of “U.S. person” solely because it retains an asset management firm located in the United
States to manage its assets or provide other financial services. 7
Ownership
The SEC seeks comment on whether an account of one U.S. person and one or more
non-U.S. persons should be treated as a U.S. person, or whether the SEC should instead
establish a de minimis threshold amount or otherwise allows some U.S. person ownership
without triggering U.S. person status for the account. As an initial matter, we do not believe
that the SEC definition of “U.S. person” should focus on ownership (direct or indirect)
because such a definition would capture non-U.S. funds that are not created for the purpose of
pooling U.S. assets and would include non-U.S. entities with little nexus to the U.S. or the
U.S. security-based swap market or impact upon U.S. commerce or the U.S. financial
system. 8 An ownership test would focus on the activities of investors rather than the
purposeful activities of the fund. A non-U.S. fund may have U.S. investors without engaging
in marketing or offering to U.S. persons. Indeed, non-U.S. funds may not be aware that there
are U.S. investors in their funds.
Many types of collective investment vehicles face ownership verification obstacles.
Many non-U.S. funds do not know their direct or indirect owners because such interests may
be purchased through an intermediary or may be held in omnibus accounts. If fund shares are
held through an intermediary or in an omnibus account, the intermediary or omnibus account
holder may or may not be willing or able to provide representations regarding the status of the
ultimate beneficial owners. Such third parties may also face additional layers that they would
have to look through. Similarly, it would be very difficult to determine ultimate “indirect”
ownership in a number of fund structures (e.g., fund of funds). Further, ownership in a nonU.S. fund alone does not necessarily indicate that the non-U.S. fund is within the jurisdiction
of the United States under Section 30(c) of the Exchange Act.

7

8

See CFTC Guidance, supra note 5, at 45311-12.

We had also requested the CFTC not include a majority-ownership prong in its U.S. person definition during
the CFTC proposal’s comment period. See IAA Comment Letter to CFTC re: Further Proposed Guidance
Regarding Compliance with Certain Swap Regulations (Cross Border) (Feb. 6, 2013), available on the IAA
website. The CFTC did not adopt the IAA’s comment but made other changes that somewhat mitigated the
broad reach of the provision.
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If, however, the SEC determines to include an ownership test, we encourage the SEC
to apply the same ownership test as adopted by the CFTC to avoid the burden of applying
different ownership tests. In particular, the CFTC Guidance states that a collective investment
vehicle that is majority-owned by one or more U.S. persons would be deemed a U.S. person. 9
Under the CFTC Guidance, majority ownership is determined by beneficial ownership of
more than 50 percent of the equity or voting interests in the vehicle. However, if the vehicle
is owned in part by an unrelated investor collective investment vehicle, the vehicle need not
“look through” the unrelated investor entity, but may reasonably rely upon written, bona fide
representations from the unrelated investor entity regarding whether it is a U.S. person, unless
the vehicle has reason to believe otherwise. The SEC’s provision, if any, should be consistent
with and no more restrictive than the CFTC’s provision.
Exemption for Investment Funds that are Publicly Offered to Non-U.S. Persons Only
We urge the SEC to adopt the same exemption from the definition of U.S. person for
certain collective investment vehicles that was adopted by the CFTC. Specifically, the CFTC
stated in its Guidance that, “[i]n addition, a collective investment vehicle that is publicly
offered only to non-U.S. persons and not offered to U.S. persons generally would not fall
within any of the prongs of the interpretation of the term ‘U.S. person.’” 10 In particular,
investment funds that are publicly offered and not offered to U.S. persons should be able to
rely on the same definition and exemption to address the concerns regarding obtaining
ownership verification. As discussed, a non-U.S. collective investment fund may not be able
to determine its ownership because (i) its interests are held at an omnibus level by other
financial intermediaries that cannot or will not provide ownership information to the fund, or
(ii) its interests are traded on an exchange and ownership changes for the shares of such funds
on a regular basis without the knowledge of the fund. Further, this exception more accurately
reflects the types of non-U.S. funds that have little to no nexus to the United States or the U.S.
security-based swaps market. Moreover, an adviser’s non-U.S. client would have no
reasonable expectation that U.S. law would govern its transaction in these situations, and such
transactions would not present systemic risk concerns to the United States.
II.

“Transaction Conducted Within the United States” Test

Under the Proposal, provisions of Title VII would also be applicable to any
“transaction conducted within the United States.” 11 Proposed rule 3a71-3(5)(i) defines
9

See CFTC Guidance, supra note 5, at 45313.

10

11

CFTC Guidance, supra note 5, at 45314.

See, e.g., SEC proposed rule 3a71-3(a)(7) and proposed Regulation SBSR rule 908 (reporting is required for a
security-based swap if: (i) the security-based swap is a transaction conducted within the United States; (ii) there
is a direct or indirect counterparty that is a U.S. person on either side of the transaction; or (iii) there is a direct or
indirect counterparty that is a security-based swap dealer or major security-based swap participant on either side
of the transaction). We recommend that the SEC reconsider including the term “indirect” counterparty in this
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“transaction conducted within the United States” as any security-based swap transaction that
is “solicited, negotiated, executed, or booked within the United States, by or on behalf of
either counterparty to the transaction, regardless of the location, domicile, or residence status
of either counterparty to the transaction.” 12 The SEC preliminarily believes that when a nonU.S. person engages in dealing activity with another non-U.S. person from within the United
States either through an agent, branch, or office, or otherwise engages in security-based swap
dealing activity within the United States (such as by soliciting persons within the United
States from outside the United States), the solicitation, negotiation, or execution activity that
occurs within the United States constitutes dealing activity that is described by the securitybased swap dealer definition. 13 The SEC seeks comment as to whether the proposed approach
toward determining whether dealing activity is conducted within the United States is
appropriate and if it identifies appropriate factors in determining whether a transaction has
been conducted within the United States.
We believe the proposed definition is too broad and may capture unnecessary parties
beyond those that engage in transactions with a substantive nexus to the U.S. For example,
we do not believe the provisions of Title VII should apply where a non-U.S. counterparty
retains an investment adviser in the United States to manage its assets, and no other
“transaction” triggers the appropriate nexus with the United States. For example, a U.S.
investment adviser assisting a non-U.S. client entering into a security-based swap transaction
with a non-U.S. counterparty should not trigger Title VII jurisdiction. 14 If the purposes of
Title VII, as stated in the Proposal, require that its provisions apply to the person who actually
bears the risk arising from the security-based swap transaction, then applying Title VII to nonU.S. persons who rely on the expertise of an agent such as an investment adviser in the United
States does not satisfy the stated purpose. While the investment adviser may, pursuant to an
investment management agreement, determine whether a non-US client or fund should enter
into a transaction, it does not guarantee, itself enter into, or otherwise become subject to the
risk of the non-U.S. counterparty client’s security-based swap transaction. Accordingly, the
SEC should exclude from the scope of this provision the activities of an investment adviser in

proposed rule. Market participants may face significant challenges in determining the definition and the identity
of an “indirect” counterparty in many circumstances. Instead, an anti-evasion provision could alleviate the
SEC’s concern that market participants may seek to avoid certain requirements.
12

See Proposal, supra note 2, at 31061.

13

The SEC does not propose to include submitting a transaction for clearing in the United States or reporting a
transaction to an SDR in the United States as an activity that would cause a transaction to be conducted in the
United States, nor does it propose to treat activities related to collateral management (e.g., exchange of margin
payments) that may occur in the United States or involve U.S. banks or custodians as activity conducted within
the United States for these purposes. Proposal, supra note 2, at 31000.
14

Other U.S. agents may be impacted by the SEC’s approach as well, such as lawyers, accountants, or other
service providers to non-U.S. counterparties that are engaged in transactions that do not otherwise trigger the
appropriate nexus with the United States.
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the United States managing assets, including security-based swaps, for its non-U.S. person
clients when transacting with non-U.S. counterparties.
*

*

*

*

We appreciate the opportunity to comment on the SEC’s Proposal under Title VII of
the Dodd-Frank Act addressing cross-border application of security-based swaps regulation,
and we appreciate the SEC’s consideration of our comments. Please do not hesitate to contact
the undersigned or Karen Barr, IAA General Counsel, at (202) 293-4222 if we may provide
any additional information about our comments.
Respectfully submitted,

/s/ Monique S. Botkin
IAA Associate General Counsel
cc:

The Honorable Mary Jo White, Chair
The Honorable Luis A. Aguilar, Commissioner
The Honorable Daniel M. Gallagher, Commissioner
The Honorable Kara M. Stein, Commissioner
The Honorable Michael S. Piwowar, Commissioner
Mr. John Ramsay, Acting Director, Division of Trading and Markets, SEC
Mr. Norm Champ, Director, Division of Investment Management, SEC
Mr. Gary Barnett, Director, Division of Swap Dealer and Intermediary Oversight,
CFTC

August 14, 2013
Via Electronic Filing
Ms. Elizabeth M. Murphy
Secretary
U.S. Securities and Exchange Commission
100 F Street, N.E.
Washington, DC 20549-1090
Re:

Request for rulemaking concerning amendment of beneficial ownership
reporting rules under Section 13(f) of the Securities Exchange Act of 1934
in order to shorten the reporting deadline under paragraph (a)(1) of Rule
13f-1; File No. 4-659

Dear Ms. Murphy:
The Investment Adviser Association1 appreciates the opportunity to submit comments
on the rulemaking petition requested by NYSE Euronext, the Society of Corporate Secretaries
and Governance Professionals, and the National Investor Relations Institute (the “Petition”).2
The petitioners request that the Securities and Exchange Commission (the “Commission”)
undertake proposed rulemaking to amend the beneficial ownership reporting rules under
Section 13(f)(1) of the Securities Exchange Act of 1934 (the “Exchange Act”) in order to
shorten the reporting deadline under paragraph (a)(1) of Rule 13f-1 from 45 days after the last
day of each calendar quarter to two business days after the last day of each calendar quarter.
We strongly oppose the Petition. The petitioners’ proposed deadline for filing Form
13F would have a significant adverse effect on SEC-registered investment advisers and their
clients from both a trading strategy and an operational perspective. Further, the petitioners
have not articulated a compelling public benefit that would justify the imposition of the costs
involved.

1

The Investment Adviser Association (“IAA”) is a not-for-profit association that represents the interests of
investment adviser firms that are registered with the Commission. Founded in 1937, the IAA’s membership
consists of more than 500 firms that collectively manage in excess of $11 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 Petition for Rulemaking Under Section 13(f) of the Securities Exchange Act of 1934, File No. 4-659 (Feb.
4, 2013), available at http://www.sec.gov/rules/petitions/2013/petn4-659.pdf.
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We believe that the current 45-day lag, on a quarterly basis, appropriately balances the
policy reasons for disclosure with allowing sensitive holdings information to become
somewhat stale in order to protect investment advisers and their clients from predatory trading
practices. Advances in technology should not change the still-valid policy reasons for having
a lag in disclosure of the information.
In determining whether to act on the Petition, we request that the Commission
consider: (1) the potential unintended consequences of increased free-riding and front
running; (2) operational challenges in complying with the requested changes; (3) alternative
methods that are available to issuers to determine the identity of their larger institutional
investors; (4) the unique nature of Form 13F holdings information in contrast to other types of
disclosures; and (5) whether Form 13F is still warranted from a policy standpoint.
Protecting the Confidentiality of Institutional Investment Managers’ Trading
Strategies—Free-Riding and Front Running
Granting the petitioners’ request would harm investment advisers and their clients in
two important ways, by enabling increased free-riding and front running.
Reports on Form 13F are publicly available via EDGAR. We are concerned that
shortening the filing deadline could exacerbate free-riding. If current holdings information
becomes available, other investors could capitalize on investment managers’ investment ideas
by “cherry picking” in near-real time the best ideas from the best-performing firms, or by
replicating the trading strategies of high-performing managers without paying any fee. This
free-riding (indeed, freeloading) would misappropriate managers’ intellectual capital and
investment decision-making. This ability would benefit the free-riders at the expense of the
investment advisory firms that devote extensive resources to researching investments and
their clients that have paid for the benefit of the advisers’ expertise.
We are also concerned that disclosing the holdings information required by Form 13F
too soon after quarter-end could reveal institutional investment managers’ proprietary trading
strategies and trades that are in progress, thereby enabling front running.3 Front running is
typically done by short-term traders at the expense of long-term investors. The danger of
front running is especially acute while investment managers are in the process of building or
reducing a position. A short reporting deadline, and the resulting front running risk, would be
particularly harmful to investment advisory firms that tend to have low turnover of
investments or have concentrated portfolios (relatively few holdings).4 Front running would
3

Front running can refer to trading for one’s own account ahead of trading for clients’ accounts in order to take
advantage of advance knowledge of clients’ pending trade orders that are expected to affect the price of the
security. We use the term here to mean trading ahead of another investment manager in order to take advantage
of advance knowledge (gathered from Form 13F reports) of the other investment manager’s trading strategies.

4

Similarly, a more frequent (e.g., monthly) reporting requirement would harm investment advisers and their
clients. In the case of an investment manager holding numerous options that are Section 13(f) securities, a more
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harm investment advisers’ clients and the shareholders and investors in the funds that they
manage. Investment managers often trade “across the board,”5 so disclosure of information
on Form 13F would compromise all types of client and investor strategies, including
institutional and individual clients, registered investment companies, private funds, and other
collective investment vehicles.
Although a manager can submit a request for confidential treatment, that is a resourceintensive process for both the manager and the Commission’s staff. If the time period is
shortened, the Commission should expect the volume of requests for confidential treatment to
increase drastically, perhaps by thousands each quarter, burdening the Commission’s staff and
taxing Commission resources which could be put to better use.
The petitioners assume that earlier disclosure of institutional investor holdings would
be highly beneficial to other investors without clearly articulating these benefits or how they
outweigh the potential harm of earlier disclosure to investors that invest through institutional
investment managers. We urge the Commission to consider carefully the potential negative
unintended consequences of increased free-riding and front running when reviewing the
Petition.
Operational Issues
We disagree with the petitioners’ rationale that technological advances support
reducing the delay period. Despite advances in technology, the filing process still has
numerous operational components that take time to complete. From a logistical perspective,
if the reporting deadline for Form 13F were shortened to two business days after quarter-end,
many investment advisers would be unable to comply in practice. Some trades that are made
on the last day of a calendar quarter are not even cleared within two business days. Also,
their clients’ assets may be held with dozens of custodians. Much, but not all, securities
holdings data is automated and reconciled daily. However, it still takes at least a few business
days to achieve final, reconciled accounts at the end of each calendar quarter. Form 13F
reporting cannot be accomplished with a mere push of a button; rather, some processing is
required.
Also, the complexity of the investment management industry has greatly increased
over time. Many investment advisers reside within larger financial services organizations.
Those organizations need considerable time to consolidate and reconcile the data. For
example, different managers, including investment advisers, within the same organization

frequent reporting requirement would not only require disclosing many more reportable securities, but also
would more critically expose the investment manager’s trading strategy.
5

Trading across the board refers to trading the same security simultaneously for a variety of different client
accounts.
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may hold the same securities but allocate different valuations to them. It takes time to
identify and resolve these differences.6
For investment advisory firms that conduct operations internationally, filing Form 13F
within two business days would be virtually impossible in practice. The delay necessitated by
different time zones is a reason why securities transactions must be settled within three
business days (T+3) and not sooner.
For example, an investment advisory firm’s reporting process could involve the
following steps:
1. Download and convert the Official List of Section 13(f) Securities from pdf to
Excel, which is not typically available until after the end of the quarter.
2. Receive spreadsheets from multiple affiliates (after the affiliates have
performed their own verification), including managers located in Europe and
Asia. The time zone difference makes same-day responses virtually
impossible.
3. Work with database engineer to consolidate spreadsheets received from
multiple affiliates into one report.
4. Review consolidated holdings report for errors and discrepancies; follow up
with database engineer and affiliates (in various time zones) as necessary to
correct issues. For example, some transactions may fail to settle or there may
be delivery failures.
5. Prepare Form 13F-HR and notice filings, and obtain review by outside counsel
when necessary.
6. Send filings to printer for “Edgarization.”
7. Review printer proof and make corrections if necessary.
8. Obtain signatures (from signatories located in various time zones and various
continents) on holdings report and notice filings.
9. Correct any errors identified by investment adviser or its affiliates.
10. Instruct printer to make filing.
In addition, the Commission should consider the balance of investment advisers’
competing priorities. During the days and weeks immediately following the end of a calendar
quarter, investment advisers must devote significant compliance and administrative resources
to client reporting, performance verification, and regulatory reporting, among other tasks. A
significantly shortened reporting deadline for Form 13F would be seriously disruptive to
investment advisory firms’ other mandated and business-critical processes.
For these reasons, a two-business-day reporting deadline would be unreasonable for
investment advisory firms to comply with from an operational perspective.
6

If the manager has even one affiliate that is not on a common investment reporting platform or is not located in
the United States, it would not be feasible to complete the process within two business days.
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Issuers Have Alternative Ways to Determine the Identity of their Larger Institutional
Investors
One of the petitioners’ arguments is:
For public companies, the 45-day delay period impedes their ability to identify
shareholders in a timely manner. This is particularly important for the first quarter
of the year because Form 13F is not due until May 15, after most companies have
completed their annual proxy process; but companies with a fiscal year ending on
a date other than December 31 are also impacted because they, like all public
companies, have ongoing needs to communicate with their shareholder base. As a
result, the 45-day delay period hampers public companies’ ability to identify and
engage with their shareholders, including their ability to consult with shareholders
regarding “say on pay,” proxy access and other key corporate governance issues.
The petitioners’ argument that a substantial reduction in the 45-day delay period
would align Rule 13f-1 with public company governance best practices is inconsistent with
the actual resources of issuers and the legislative history of Section 13(f). Congress’s
objectives in establishing the reporting system required by Section 13(f) were to: (1) improve
the body of factual data available and thus facilitate consideration of the influence and impact
of institutional investment managers on the securities markets and the public policy
implications of that influence and (2) establish uniform reporting standards and a uniform
centralized data base,7 not to help individual issuers identify and communicate with their
shareholders—there is a separate regulatory regime for those disclosures.8
In addition, issuers have a variety of ways to identify their investors. Investors
generally must file Schedule 13D if they beneficially own more than 5% of a registered class
of the issuer’s equity securities, or are engaged in certain takeover activities, within 10 days
after the acquisition. Certain investors, including SEC-registered investment advisers, may
file Schedule 13G in lieu of Schedule 13D within 45 days of the end of the calendar year in
which the investment adviser beneficially owns more than 5% of a registered class of equity
securities, and within 10 days of the end of any month in which the beneficial ownership first
exceeds 10%.
In addition to public holdings reporting, including reports on Form 13F and statements
on Schedules 13D and 13G, when preparing for the annual meeting, the issuer’s transfer agent
compiles a list of the issuers’ beneficial owners and registered owners. Furthermore, there are
service providers that, for a fee, identify which institutional investors have traded an issuer’s
7

Filing and Reporting Requirements Relating to Institutional Investment Managers, Release No. 34–14852 (Jun.
15, 1978).

8

See Section 14 of the Securities Exchange Act of 1934.
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stock within days. Moreover, the petitioners’ argument ignores the realities of issuers’
relationships with their institutional investors. Many institutional investors regularly attend
issuers’ earnings calls and communicate with management. We therefore respectfully
disagree with the petitioners’ statement that the 45-day delay hampers issuers’ ability to
identify and engage with their shareholders, at least when referring to institutional investment
managers that own a material portion of the issuer’s securities.
Comparison to Filing Deadlines for Other Disclosures is Faulty
The petitioners compare the Form 13F filing deadline with filing deadlines for other
disclosures such as Schedules 13D and 13G, Form 4, Form 8-K, and Regulation FD, as well
as short sale activity reports. Disclosure of material events involving individual stocks or
specific events are very different requirements, and are based on completely different policy
reasons, than reporting the entirety of an institutional investment manager’s (and its global
affiliates’) Section 13(f) securities holdings every quarter.
Reconsider Whether Form 13F Still Makes Sense
According to the Commission’s Office of Inspector General’s Office of Audits’
Review of the Commission’s Section 13(f) Reporting Requirements (Report No. 480, Sept.
27, 2010) (the “OIG Report”), the legislative intent of Section 13(f) was to increase investor
confidence in the integrity of the U.S. securities markets and for the Commission to make
extensive use of the institutional disclosure data in fulfilling their responsibilities to protect
the public interest.9 However, the OIG Report found that “no SEC division or office conducts
any regular or systematic review of the data filed on Form 13F” and that “no SEC division or
office has been delegated authority to review and analyze the 13F reports, and no division or
office considers this task as falling under its official responsibility.”10
We are aware that as a result of the OIG Report, the Commission’s Division of
Investment Management has implemented computer-based reviews of Form 13F filings,
which are now required to be in XML format, in order to detect irregularities. However,
because the original policy reasons behind Section 13(f) are outdated, and the Commission is
not making significant use of the data, we respectfully suggest that the Commission take this
opportunity to reconsider whether Form 13F is still needed from a policy perspective.11
9

OIG Report at iv.

10

11

OIG Report at vi.

Curiously, we are not aware of any other countries adopting a reporting obligation that is equivalent to Form
13F. Typically, other countries have disclosure requirements that are related to crossing certain thresholds of
ownership or a takeover of control. The ownership thresholds and required timing for submitting the disclosures
vary by country but, to our knowledge, the type of overall “institutional investment manager” reporting required
in the United States is not typically required by other countries.
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We appreciate the Commission’s consideration of our comments on the Petition
requesting that the Commission amend the beneficial ownership reporting rules under Section
13(f)(1) of the Exchange Act in order to shorten the reporting deadline under paragraph (a)(1)
of Rule 13f-1. 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.
Respectfully submitted,
/s/ Laura L. Grossman
Laura L. Grossman
Assistant General Counsel

cc:

The Honorable Mary Jo White, Chairman
The Honorable Luis A. Aguilar, Commissioner
The Honorable Daniel M. Gallagher, Commissioner
The Honorable Kara M. Stein, Commissioner
Mr. Keith F. Higgins, Director, Division of Corporation Finance
Mr. Norm Champ, Director, Division of Investment Management
Mr. John Ramsay, Acting Director, Division of Trading and Markets

July 3, 2013
Via Electronic Filing
Elizabeth M. Murphy
Secretary
Securities and Exchange Commission
100 F Street, N.E.
Washington, D.C. 20549-1090
Re:

Request for Data and Other Information, Rel. No. 34-69013; IA-3558; File
No. 4-606

Dear Ms. Murphy:
The Investment Adviser Association (IAA)1 greatly appreciates the opportunity to
provide data and other information in connection with the Commission’s consideration of
standards of conduct for broker-dealers and investment advisers providing personalized
investment advice to retail customers.2 We represent investment adviser firms registered with
the Commission under the Investment Advisers Act of 1940 (Advisers Act), each of which
provides investment advice to its clients under a fiduciary standard. We have long held the
position that the fiduciary standard, which encompasses the important principles of trust, loyalty,
and duty of care, is the right standard to apply to all professionals in the business of providing
investment advice to clients, and have participated actively in legislative and regulatory
consideration of the application of the fiduciary standard to financial professionals who provide
investment advice.3
1

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

2

Request for Data and Other Information, Rel. No. 34-69013; IA-3558 (Mar. 1, 2013) (Request).

3

See, e.g., Hearing on Capital Markets Regulatory Reform: Strengthening Investor Protection, Enhancing
Oversight of Private Pools of Capital, and Creating a National Insurance Office Before the H. Comm. on Fin. Servs.
111th Cong. (Oct. 6, 2009) (statement of David G. Tittsworth, Executive Dir. and Executive Vice President, IAA);
Enhancing Investor Protection and the Regulation of Securities Market Hearing Before the S. Comm. on Banking,
Hous. and Urban Affairs 111th Cong. (Mar. 26, 2009) (statement of David G. Tittsworth, Executive Dir. and
Executive Vice President, IAA); Letter from Consumer Federation of America, et al., to Mary L. Schapiro,
Chairman, SEC, re: Framework for Rulemaking under Section 913 of the Dodd-Frank Act (Mar. 28, 2012) (March
2012 Joint Letter); Letter from David G. Tittsworth, Executive Dir. and Executive Vice President, IAA to Elizabeth
M. Murphy, Secretary, SEC, re: Rel. No. IA-3058 Study Regarding Obligations of Brokers, Dealers, and Investment
Advisers (Aug. 30, 2010) (IAA Comment Letter on SEC Study); Letter from David G. Tittsworth, Executive Dir.,
IAA, to Jonathan Katz, Secretary, SEC, re: Rel. No. IA-2278 Certain Broker-Dealers Deemed Not to be Investment
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We continue to maintain that all persons providing investment advice about securities to
clients (regardless of the level of the client’s sophistication) should be subject to the same high
standard of care – the well-established fiduciary duty standard under the Advisers Act. This
federal fiduciary standard requires investment advisers to act in the best interests of clients and to
place the interests of clients before their own. The Advisers Act and the fiduciary standard
provide an extensive framework for conduct and compliance and impute an overarching duty on
the part of investment advisers to put the interests of their clients first. We take seriously the
Commission’s consideration of the appropriate standard to apply in the retail client context;
however, we are concerned that the Commission’s Request signals an inclination to “water
down” the Advisers Act fiduciary standard by suggesting that disclosure alone would satisfy its
requirements or by reducing the overarching duty to a prescribed set of rules. We would oppose
any effort that would result in a lesser standard for any group of investment advisers than exists
today.
In addition, we are concerned that the Commission appears to be approaching its initial
consideration of the uniform standard of conduct and other regulatory harmonization from the
perspective of applying broker-dealer rules to investment advisers, while only sparingly
mentioning the possibility that investment adviser regulation should apply to brokers that provide
advice. We would oppose wholesale application of “check-the-box” broker-dealer regulation to
investment advisers. Despite a blurring of the lines as some broker-dealers have moved toward
advisory activities, significant differences remain between the core activities of most brokerdealers (i.e., those who effect securities transactions and are generally referred to as the “sell
side”) and investment advisers (i.e., those who are solely engaged in the business of providing
investment advice and are referred to as the “buy side”).4 Imposing the broker-dealer rule set on
investment advisers would fail to recognize those fundamental differences and would impose
substantial costs with no corresponding investor protection benefits. Further, such an approach
fails to appreciate the breadth and scope of the fiduciary duty and Advisers Act rules.
Below we provide background regarding the fiduciary duty and the Commission’s
consideration of whether to apply it to broker-dealers, followed by responses to specific requests
posed by the Commission in the order presented in its Request.
I.

Background

For many years, a bright line separated traditional brokerage services from traditional
investment advisory services. During the last two decades, however, broker-dealers have moved
toward offering more traditional investment advisory activities and marketing themselves as
“advisors,” resulting in a blurring of this line. In recognition of this shifting landscape, since at

Advisers (Sept. 24, 2004); Letter from David G. Tittsworth, Executive Dir., ICAA, to Jonathan G. Katz, Secretary,
SEC (Jan. 12, 2000).
4

Indeed, we support extension of the Advisers Act fiduciary duty to broker-dealers only when they engage in
investment advisory activities.
2

least 1999, the SEC has engaged in rulemakings and other activities regarding the standard of
care for broker-dealers giving investment advice.5
Section 913 of the Dodd-Frank Act
Retail investors expect that their securities professionals will act in their best interests;
they are understandably confused that a different standard applies to broker-dealers who give
them advice.6 The provisions of Section 913 of the Dodd-Frank Act reflect congressional
concern about this confusion. Section 913 requires the SEC to conduct a study to evaluate the
effectiveness of existing legal or regulatory standards of care for broker-dealers, investment
advisers, and their associated persons in providing personalized investment advice about
securities to retail customers and whether there are gaps, shortcomings, or overlaps in those
standards.7
The Dodd-Frank Act further authorizes the SEC to conduct a rulemaking to address the
legal or regulatory standards of care for broker-dealers and investment advisers, taking into
account the findings of the study. Under the provisions of Section 913, the SEC may impose on
brokers providing advice to retail customers (or such other customers as the SEC may by rule
provide) the same standard of conduct applicable to advisers under section 211 of the Advisers
Act. Section 913 also provides that any standard of conduct promulgated under section 211 shall
be no less stringent than the standard of care under Advisers Act sections 206(1) and (2).

5

The SEC sought to address these concerns with a rulemaking, but the rule was subsequently vacated after a legal
challenge. The SEC adopted Advisers Act rule 202(a)(11)-1 to exclude certain broker-dealers offering fee-based
brokerage accounts from the Advisers Act. See Certain Broker-Dealers Deemed Not to be Investment Advisers,
Investment Advisers Act Rel. No. IA-2376 (Apr. 12, 2005). The Financial Planning Association (FPA), however,
opposed it and filed suit against the SEC to vacate the rule. The SEC had originally proposed a similar rule in 1999,
which also was opposed by the FPA because, among other things, the proposing release embedded a no-action
position to create an immediate exception to the definition of broker-dealer. The FPA filed suit against the SEC,
and, in response, the SEC withdrew the original proposed rule and reproposed the rule, which was adopted in 2005.
In 2007, the D.C. Circuit vacated the SEC’s rule on the grounds that the agency lacked the authority to except
broker-dealers offering fee-based brokerage accounts from the definition of investment adviser. Financial Planning
Association v. SEC, 482 F.3d 481 (D.C. Cir. 2007). Then in 2008, the SEC contracted with the RAND Corporation
to study how the different regulatory systems that apply to broker-dealers and investment advisers affect investors.
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See, e.g., Letter from Barbara Roper, Director of Investor Protection, Consumer Federation of America, et al., to
Mary L. Schapiro, Chairman, SEC, re: Survey: Vast Majority of U.S. Investors Support Clear “Fiduciary Standard”
for Financial Professionals; Widespread Confusion Seen Linked to Current SEC Rules (Sept. 15, 2010) (results of a
national opinion survey regarding U.S. investors and the fiduciary standard conducted by ORC/Infogroup for the
Consumer Federation of America, AARP, the North American Securities Administrators Association, the Certified
Financial Planner Board of Standards, Inc., the Investment Adviser Association, the Financial Planning Association
and the National Association of Personal Financial Advisors); Angela A. Hung, Noreen Clancy, Jeff Dominitz, Eric
Talley, Claude Berrebi, Farrukh Suvankulov, RAND Report: Investor and Industry Perspectives on Investment
Advisers and Broker-Dealers, at 14 (Jan. 3, 2008) (RAND Report); TD AMERITRADE Investor Perception Study
2006 (“If investors knew that stockbrokers provided fewer investor protections than investment advisors, 63%
would not seek financial advice from them.”).
7

We provided recommendations concerning the SEC’s study in 2010, and incorporate herein the contents of this
earlier comment letter by reference. IAA Comment Letter on SEC Study, supra note 3.
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The Commission staff issued the required study in 2011,8 and recommended the adoption
of parallel rules imposing a uniform fiduciary duty on broker-dealers and investment advisers.
To further its analysis of this important issue, the Commission issued the Request, which seeks
data and other information concerning various aspects of the provision of individualized
investment advice to retail customers.
The Fiduciary Standard
As we discuss in detail below, we are concerned that the fiduciary duty contemplated by
the Request falls well short of the “no less stringent” standard set out by Congress. The Request
does not appear to fully incorporate the most crucial aspect of fiduciary duty – the overarching
duty to act in the client’s best interests. This duty, to put the client’s interests first, is at the heart
of the fiduciary approach and informs an adviser’s conduct in every situation. By not
recognizing the importance of this aspect of the fiduciary standard, the assumptions discussed in
the Request imply a lesser standard. Indeed, the Request seems to contemplate simply adding
disclosure requirements to existing broker-dealer rules and labeling the result a fiduciary
standard. We would strongly oppose such an approach as not reflecting the fundamental
principles embedded in a fiduciary standard or the specific requirements of Section 913.
The fiduciary duty under the Advisers Act was first articulated by the U.S. Supreme
Court in 1963.9 The Court found embodied in the Advisers Act an adviser’s affirmative duty of
utmost good faith and full and fair disclosure of all material facts to its clients, as well as an
affirmative obligation to employ reasonable care to avoid misleading its clients.10 This wellestablished standard has been consistently interpreted and applied by the SEC and the courts to
require investment advisers to serve their clients with the highest duty of loyalty and care.11
The fiduciary standard is based on common law principles arising from the relationship
of trust between the adviser and the client, rather than a comprehensive set of detailed rules.
This has resulted in a fiduciary duty that is flexible and has provided an effective framework for
advisers serving a broad spectrum of clients across an expansive range of investment approaches

8

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 (Jan. 2011) (913
Study).
9

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

10

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

11

See, e.g., Capital Gains, supra note 9; Goldstein v. SEC, 451 F.3d 873, 881 (D.C. Cir. 2006); In the Matter of
Kidder, Peabody & Co., Investment Advisers Act Rel. No. 232 (Oct. 16, 1968); Proxy Voting by Investment
Advisers, Investment Advisers Act Rel. No. IA-2059 (Sept. 20, 2002) (“An adviser’s fiduciary duty includes the
duty of care and the duty of loyalty to clients”); Beacon Hill CBO II, LTD v. Beacon Hill Asset Management LLC,
249 F. Supp. 2d 268, 273 (S.D.N.Y. 2003); Thomas Lemke & Gerald Lins, Regulation of Investment Advisers, at §
2:33 (2013); Arthur Laby, SEC v. Capital Gains Research Bureau and the Investment Advisers Act of 1940, 91 B.U.
L. Rev. 1051, 1085 & 1098 (2011).
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for many decades. The fiduciary standard is by its nature “scalable” in that the parameters of the
duty depend on the scope of the advisory relationship.12
Illustrations of the Fiduciary Standard
The following examples, drawn from our members, are illustrative of how advisers apply
the fiduciary standard to their day-to-day advisory services:
Tone at the Top
As a general matter, investment advisers recognize the importance of “tone at the
top” in establishing a fiduciary culture, which informs all firm personnel in the
conduct of their duties. The message conveyed by senior management to firm
personnel in written policies and procedures, codes of ethics and conduct, and
regular training, is that the clients’ best interests are the main concern of the firm.
“Tone at the top” guides each firm’s decision-making in addressing all aspects of
its business, including the establishment of policies in areas that are not addressed
specifically in SEC rules. These policies are monitored and reviewed to ensure
that the adviser is serving the best interests of its clients.
Personal Trading
“Best interests of the client” influences a firm’s policies and procedures in many
areas, including personal trading by the firm’s employees. For example, although
not required by SEC rules, firms may impose “blackout” periods during which
firm personnel cannot buy or sell securities in their personal accounts. Policies on
“blackout” periods, the length of such periods, and the persons or categories of
persons to whom they apply will vary to meet the particular nature and practices
of individual firms; however each firm’s goal is typically to avoid even the
appearance that firm employees may be benefiting from the firm’s
recommendations to clients. These policies are enforced in various ways,
including pre-clearance, employee reporting and certifications, on-going
monitoring, and periodic testing.
Allocation
In addition, investment advisers under the fiduciary standard typically establish
policies and procedures concerning allocation of investment opportunities, which
apply when a particular investment may be appropriate for multiple clients,
especially where the investment opportunity is limited. The SEC does not require
12

See, e.g., Michael Koffler, Six Degrees of Separation: Principles to Guide the Regulation of Broker-Dealers and
Investment Advisers, 41 Sec. Reg. & Law Rep. (BNA) 776 (Apr. 27, 2009) (“The scope of a fiduciary’s duty under
the law necessarily and purposely varies depending on the scope of authority, the ability of entrustors to control the
fiduciary, the ability of entrustors to monitor their fiduciary, the extent of power and entrustment provided to the
fiduciary, the nature and extent of the services provided by the fiduciary and various other factors.”).
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such procedures by rule;13 however, these procedures are prevalent in the
industry. In order to assure that the adviser is serving the best interests of its
clients, it may establish a pro rata rule to allow all applicable clients to invest in
equal amounts, or may establish a rotation system to assure that clients are treated
equally over time. Firms will review trades regularly to confirm that these
procedures are being followed, and that they treat all clients fairly. As part of
these policies, firms may require that any proprietary trades by the firm and
personal trades by firm personnel be made only after all client orders have been
filled.14
Trade Errors
Similarly, the fiduciary standard governs investment advisers’ policies on trade
errors, even in the absence of a specific SEC rule on this topic. Investment
advisers routinely make their clients whole when they have made a trade error.
Policies and procedures address these situations, and the adviser monitors and
periodically tests to confirm that the procedures are followed.
Client Guidance
The fiduciary standard applies beyond the context of policies and procedures and
guides investment advisers in their day-to-day interactions with clients. For
example, investment advisers working with individual clients routinely advise
their clients to use their assets for purposes other than investing, even though this
advice would reduce the amount of funds under the firm’s management, and
accordingly reduce the adviser’s fee. Such instances arise when the firm advises a
client to pay off his or her mortgage, make gifts for tax reasons, or engage in other
estate planning measures.
As these illustrations demonstrate, the fiduciary culture of putting clients’ interests first
provides important investor protections. This overarching fiduciary duty cannot (and
should not) be circumscribed by a specific set of rules.15

13

The Request states that a “fiduciary’s duty of loyalty generally would require a firm to disclose” its allocation
methodology. Request at 37-38. However, the duty of loyalty requires more than disclosure, as illustrated by firms’
procedures to ensure allocations are fair and in the best interests of clients.

14

Allocation is a good example of the flexibility and scalability of principles-based duties where firms may need
different policies and procedures depending on their investment strategies. Thus, firms investing in only liquid large
cap securities or open-end mutual funds for their clients would need different policies and procedures from those
investing in small- or micro-cap or other less liquid securities. In addition, the allocation policies for fixed income
investments often differ from those with respect to equities.
15

See Koffler, supra note 12 (“Given the equitable nature of fiduciary law, it is not tenable to set forth a fiduciary’s
responsibilities in a detailed manner or to specify a convention to govern their activity. Nor would it be in the public
interest to do so. And it certainly would not be consistent with the way fiduciary law has evolved and been
interpreted for hundreds of years.”).
6

II.

Information Relating to the Current Market for Personalized Investment Advice

Part II of the Request asks commenters to provide data and other information concerning
the specific costs and benefits associated with the current regulatory scheme as applied to
particular activities. The following discussion responds to the indicated items listed in the
Request.
Types and Availability of Service Offered to Retail Customers [Item 2]
Investment advisers are required to provide information on Form ADV, the SEC
registration form for advisers, as to their client base and the services that they provide.
According to the Investment Adviser Registration Depository (IARD) as of April 12, 2013, 52%
of SEC-registered investment advisers provide investment advice to individuals other than high
net worth individuals, and 60% provide investment advice to individuals who are high net worth.
Half of all registered advisers reported having both high net worth and non-high net worth
individuals as clients. The combination of these two categories of individuals roughly tracks the
Section 913 definition of “retail customer.”16
Of the advisers with individual clients:
x
x
x
x
x
x
x
x
x
x
x
x

53% provide financial planning services;
95% provide portfolio management for individuals and/or small businesses;
12% provide portfolio management for registered investment companies (as well as
“business development companies” that have made an election pursuant to section 54 of
the Investment Company Act of 1940);
19% provide portfolio management for pooled investment vehicles (other than
investment companies);
63% provide portfolio management for businesses (other than small businesses) or
institutional clients (other than registered investment companies and other pooled
investment vehicles);
23% provide pension consulting services;
39% select other advisers (including private fund managers);
9% publish periodicals or newsletters;
0.3% provide security ratings or pricing services;
1% provide market timing services;
8% provide educational seminars/workshops; and
19% provide “other” services.

16

Section 913(a) of the Dodd-Frank Act defines the term “retail customer” as “a natural person, or the legal
representative of such natural person, who (1) receives personalized investment advice about securities from a
broker or dealer or investment adviser; and (2) uses such advice primarily for personal, family, or household
purposes.” Although the IARD data do not reflect the way in which individuals use advice, it is reasonable to
assume that most natural person clients use the investment advice they receive for personal, family, or household
purposes.
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This “mix” of services generally has not changed between 2007 and the present, according to
information from the IARD.17
We also note that, as described in more detail below, because broker-dealers that provide
discretionary investment advice are currently already required to register as investment advisers,
the relevant subset of advisory services subject to differing standards arguably is limited to nondiscretionary services. In this regard, we note that only 8% ($4.6 trillion out of $54.8 trillion) of
regulatory assets under management (RAUM) reported by all SEC-registered investment
advisers are advised on a non-discretionary basis.18
Application of Different Rules to Similar Activities [Item 3]
Item 3 asks for a comparison of the regulatory regimes applicable to broker-dealers and
investment advisers engaged in similar activities. In assessing the regimes, the Commission
should keep in mind the following information from the IARD as of April 12, 2013:
x

477 (5%) of SEC-registered investment advisers are also registered as broker-dealers.
Thus, such broker-dealers already are subject to the fiduciary standard when they engage
in investment advisory activities and presumably have incorporated the standard into
their business model.

x

Although the vast majority of investment advisers (95%) are compensated based on a
percentage of the client’s assets under management, 5% report that they are compensated
through commissions. Therefore, the investment adviser fiduciary standard already
accommodates commissions as a form of compensation.

The IARD data thus indicate that some broker-dealers already apply the fiduciary standard to
their business models, and that the standard is flexible enough to accommodate investment
advisers that receive some of their compensation in the form of commissions.
The following generally describes the regulatory regime and fiduciary obligations
applicable to investment advisers and broker-dealers providing investment advice. For more
detail on the respective regulatory regimes, see Appendix A to this letter.

17

The “portfolio management of pooled investment vehicles (other than investment companies)” and “educational
seminars/workshops” categories were added to the form in 2012; therefore, these figures cannot be compared to
prior years.
18

We note that the non-discretionary advice provided by advisers and brokers may differ in significant respects.
The non-discretionary assets reported by advisers generally are those they for which they “provide continuous and
regular supervisory or management services.” The instructions to Form ADV Part 1 permit advisers to include nondiscretionary assets in their RAUM if they “have ongoing responsibility to select or make recommendations, based
upon the needs of the client, as to specific securities or other investments the account may purchase or sell, and, if
such recommendations are accepted by the client, [they] are responsible for arranging or effecting the purchase or
sale.” Form ADV Part 1A, instructions for Item 5F. This type of ongoing non-discretionary advice differs from the
periodic or episodic non-discretionary advice offered by many brokers.
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Investment Advisers
Investment advisers are subject to a comprehensive regulatory regime in providing advice
to all of their clients, which has as its foundation the fiduciary standard under the Advisers Act.
As discussed above, serving as a fiduciary means acting in the best interests of clients and
providing clients with the highest duty of loyalty and care. In addition, fiduciary duty means
that, in the course of providing advice to clients, including non-discretionary advice to retail
clients, advisers must disclose all material information to their clients, including the fees that
they charge, how they plan to recommend securities to clients, and any material disciplinary
information involving the firms or their investment personnel.
Moreover, as fiduciaries, investment advisers must treat their clients fairly and not favor
themselves or favor one client over another, especially if the adviser would somehow benefit.
For example, investment advisers that enter into performance fee arrangements with some, but
not all, of their clients must establish policies and procedures to ensure that they do not reserve
advantageous investment opportunities to such clients to the disadvantage of clients whose fees
are based only on a percentage of assets under management (generally referred to as “side-byside management”). In addition, under the fiduciary standard, whenever the interests of an
adviser differ from those of its clients, the adviser must explain the conflict to the client, and act
to mitigate or eliminate the conflict.
Investment advisers are also subject to numerous specific SEC rules and interpretations,
most of which are derived from the overarching fiduciary duty owed to their clients. For
example, investment advisers must provide extensive disclosures to their clients on Form ADV,
which requires information about an adviser’s business, client base, industry affiliations,
services, and compensation, and how it identifies and addresses potential conflicts of interest.
Advisers are also subject to restrictions on advertising, entering into principal trades and agency
cross transactions, holding client assets, contributing to political candidates, choosing brokerdealers, receiving soft dollar benefits, and personal investing.
Furthermore, advisers must establish an internal compliance program that addresses the
adviser’s performance of its fiduciary and substantive obligations under the Advisers Act. Each
adviser must also adopt and implement written policies and procedures reasonably designed to
prevent the adviser and its personnel from violating the Advisers Act, and must review the
effectiveness of the policies and procedures at least annually.19 In addition, advisers must adopt
written codes of ethics, which must set forth standards of conduct expected of advisory personnel
to reflect advisers’ fiduciary obligations and to address conflicts that arise from personal trading
by advisory personnel.
Broker-Dealers
The fiduciary standard currently applies to certain activities of broker-dealers as well. If
a broker-dealer provides discretionary asset management to a client for a fee, then the Advisers

19

For more information about the duties and obligations of investment advisers, see 913 Study at 14-46.
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Act and its accompanying fiduciary duty apply with respect to that account.20 Broker-dealers
also may be subject to state law fiduciary duty under certain circumstances, depending on state
law and the relationship between the broker-dealer and its client.21 Furthermore, the SEC staff
has taken the position that brokers providing discretionary asset management based on
commissions and brokers that charge a separate fee for advice also are subject to the Advisers
Act and its fiduciary standard.22 On the other hand, a broker-dealer whose performance of
advisory services is “solely incidental” to the conduct of its business as a broker-dealer and who
receives no “special compensation” for such services is excluded from coverage under the
Advisers Act and its overarching fiduciary duty.
Thus, the services for which broker-dealers and investment advisers currently are subject
to different standards of care are primarily non-discretionary investment advisory services, such
as making recommendations about securities to brokerage customers.23 The existing standard of
care for broker-dealers that engage in such activities is that specified in FINRA Rule 2111,
which requires that a broker-dealer ensure that the advice is “suitable” to the client.24 In
addition, FINRA Rule 2010 requires broker-dealers when dealing with customers to “observe
high standards of commercial honor and just and equitable principles of trade.”25 The use of
20

These firms generally are dually registered as both broker-dealers and investment advisers.

21

In some states, courts have found a broker-dealer to owe a fiduciary duty to a customer in limited circumstances
in which the broker-dealer has discretion over an account or because of a special relationship of trust and confidence
has de facto discretion. See, e.g., Hecht v. Harris, 430 F.2d 1202 (9th Cir. 1970) (holding that despite a nondiscretionary account, a broker-dealer owed fiduciary duties to a 77-year-old customer who was unable to
understand confirmation slips); Kravitz v. Pressman, Frohlich & Frost, 447 F. Supp. 203 (D. Mass. 1978) (holding
that a broker-dealer owed fiduciary duties in a non-discretionary account where the customer was clearly unable to
understand confirmation slips and completely relied on decisions of the broker, who the customer was dating at the
time). Unlike investment advisers under the Adviser Act, however, broker-dealers are not considered fiduciaries by
operation of law.
22

Interpretive Rule under the Advisers Act Affecting Broker-Dealers, Investment Advisers Act Rel. No. IA-2652
(Sept. 24, 2007). Although the proposed interpretations have not been finalized, they are the most recently
expressed views of the Commission on this subject, and we understand that they continue to represent the
Commission’s interpretation.

23

See Letter from Christopher Gilkerson, Senior Vice President, Deputy General Counsel, Charles Schwab & Co.,
Inc. to Elizabeth M. Murphy, Secretary, SEC, re: Release No. IA-3058 Study Regarding Obligations of Brokers,
Dealers, and Investment Advisers, at 7-8 (Aug. 30, 2010).

24

FINRA Rule 2111 provides, with respect to non-institutional customers: “(a) A member or an associated person
must have a reasonable basis to believe that a recommended transaction or investment strategy involving a security
or securities is suitable for the customer, based on the information obtained through the reasonable diligence of the
member or associated person to ascertain the customer’s investment profile. A customer’s investment profile
includes, but is not limited to, the customer’s age, other investments, financial situation and needs, tax status,
investment objectives, investment experience, investment time horizon, liquidity needs, risk tolerance, and any other
information the customer may disclose to the member or associated person in connection with such
recommendation.”

25

FINRA Rule 2010 prohibits broker-dealers from: (1) filing misleading information about membership or
registration; (2) trading ahead of a customer limit order; (3) failing to abide by FINRA’s front-running policy; (4)
engaging in certain purchases or sales in initial public offerings; and (5) failing to register its employees. See
FINRA Rule 1122 Filing of Misleading Information as to Membership or Registration; IM-1000-3 Failure to
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such terminology itself demonstrates that the standards to which broker-dealers are held are
essentially standards of fair treatment reflecting a commercial arrangement rather than a
relationship of trust and confidence, as contemplated by the Advisers Act.
Principal Transactions [Item 7]
Item 7 asks for data describing the extent to which broker-dealers and investment
advisers engage in principal trading with retail customers. Part 1 of Form ADV addresses
principal trading in Item 8A(1). In response to this Item, only 8% of all SEC-registered advisers
as of April 12, 2013 indicated that the adviser or a related person buys securities for itself from
advisory clients or sells securities it owns to advisory clients. 13.7% of the advisers that engage
in principal trading are dually registered as broker-dealers, and 25% of dually registered
investment advisers engage in principal trading. Broker-dealers, by contrast, make extensive use
of principal trading, especially with respect to fixed income securities.
Client Complaints [Item 9]
In Item 9, the Commission has asked for data and other information related to the ability
of retail customers to bring claims against their financial professionals under each regulatory
regime. IAA members report that such complaints are relatively unusual, primarily because their
firm applies the fiduciary standard to their dealings with clients, and “always put the clients’
interests first.” For example, in the case of trading errors, an area for which there is no specific
rule, under the fiduciary standard applied by investment advisers, clients routinely are made
whole for any losses that result from the adviser’s trading errors.
The handling of client complaints is a standard provision of investment advisers’
compliance policies and procedures, which typically require that such complaints be brought to
the attention of senior management immediately. Our members indicate that client complaints
are considered a high priority and are generally resolved in a fair and equitable manner that
serves to ensure the relationship with the client is preserved, irrespective of difference of opinion
or cost. Most disputes are resolved internally, in light of the adviser’s ongoing fiduciary duty to
its client. This method of dispute resolution results in relatively few formal litigated cases.
If the client and the adviser cannot work out a dispute, the client has a number of options.
Advisory clients have a private right of action under Advisers Act Section 215 to void an
investment adviser’s contract and obtain restitution of fees paid.26 In addition, a client may
privately enforce claims against an investment adviser under the Exchange Act. For example, if
the client has a fraud claim in connection with the purchase or sale of a security, the client may
bring an action under Exchange Act Section 10(b) and Exchange Act Rule 10b-5. Although the
courts have not recognized a private right of action under the Advisers Act other than under
Section 215, investment advisers’ clients can bring common law fiduciary cases under state
Register Personnel; IM-2110-2 Trading Ahead of Customer Limit Order; IM-2110-3 Front Running Policy; FINRA
Rule 5130 Restrictions on the Purchase and Sale of Initial Equity Public Offerings.
26

Transamerica Mortgage Advisors, Inc., 444 U.S. 11, 17 (1979).
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law.27 A client could make a state common law claim that the adviser has violated its fiduciary
duty, was negligent, or committed fraud. In addition to these claims, a number of states have
adopted statutes regulating investment advisers that provide private rights of action for fraud.28
By contrast, customer complaints against broker-dealers are typically subject to
mandatory arbitration in a forum operated by FINRA. Interestingly, most complaints against
brokers in arbitration involve claims of breach of fiduciary duty by the broker.29 Thus, brokers
are presumably already addressing this litigation risk in their business practices and compliance
programs, including the risk that customers expect their financial advisors to be acting in their
best interests.
Conflicts of Interest [Item 10]
The Commission in Item 10 asks for information about investment adviser conflicts of
interest. As fiduciaries, investment advisers must assess what conflicts they have, in effect
compiling an inventory of such conflicts. They then must determine how to address conflicts by
avoiding or mitigating them through instituting policies and procedures to ensure that the firm
places the best interests of its clients first. The adviser must also provide full and fair disclosure
of the nature of its practices and the conflicts they present and how the adviser addresses them.
Advisers must provide a detailed, narrative explanation of conflicts identified by the SEC in
Form ADV Part 2. In addition, as fiduciaries, investment advisers must disclose any other
conflicts in Part 2 or by other means. In addition, Part 1 of Form ADV requires advisers to
provide additional information about potential conflicts.
The fiduciary standard in the context of conflicts of interest requires more than merely
disclosing potential conflicts. The adviser must be aware of the potential for conflicts, develop
policies and procedures to avoid or mitigate them, disclose those policies, and monitor the
effectiveness of the policies. A good example of how the fiduciary duty works in practice arises
in the area of compensation. If investment advisers receive payment from others for
recommending certain types of products, the advisers must tell clients about the compensation
and how the compensation may potentially affect or influence the investment advice that is
given. In addition to disclosing this information to clients, investment advisers must act to
recommend securities that are in the best interests of the clients regardless of the additional
compensation they may receive. Investment advisers also must make disclosures regarding
conflicts created by their compensation arrangements. For example, advisers paid by
commission are required to disclose that commission-based compensation may motivate them to
27

See 913 Study at 44-45. Some state court decisions rely on the federal fiduciary standard in addition to state law.
For example, in State of New Mexico v. Colonial Penn Ins. Co., 812 P.2d 777 (N.M. 1991), the Supreme Court of
New Mexico relied in part on the federal fiduciary duty owed by investment advisers in reversing the trial judge’s
grant of summary judgment in favor of the adviser.

28

See 913 Study at 45.

29

In 2012, 2,216 out of the 4299 claims involved some claim of breach of fiduciary duty. See FINRA Dispute
Resolution Statistics at
http://www.finra.org/ArbitrationAndMediation/FINRADisputeResolution/AdditionalResources/Statistics/index.htm.
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trade more frequently or to recommend trades because they would receive more compensation.
They must also periodically monitor the application of and the continued effectiveness of their
policies to ensure that conflicts do not result in actions contrary to the best interests of clients.30
Cost Data Concerning Mandatory Disclosures [Item 11]
The Commission requests data regarding the cost of providing mandatory disclosures to
retail customers. As discussed above, investment advisers are required to provide extensive
disclosures about their businesses, services, practices, and material conflicts of interest. Form
ADV Part 2A, which is available publicly, specifically requires disclosures regarding a firm’s
advisory business, fees and other compensation, management of conflicts arising from “side-byside management,” types of clients, methods of analysis, investment strategies, risk of loss,
conflicts of interest, disciplinary information, other financial industry activities and affiliations,
code of ethics, participation or interest in client transactions and personal trading, brokerage
practices, review of accounts, client referrals and other compensation for business, custody,
investment discretion, proxy voting, and any material concerns about the adviser’s financial
condition. These documents can run from 10 pages to more than 50 pages in length depending
on the firm’s breadth of services, investment strategies, and types of clients, as well as the firm’s
structure and affiliations. In addition, Form ADV Part 2B requires specific disclosures regarding
an adviser’s supervised persons, including information regarding educational and business
background, disciplinary history, other business activities, additional compensation, and
supervision. The effort required to provide Part 2B disclosures depends significantly on the
number of employees at each firm subject to the requirement.
We understand from our members that the initial drafting of these disclosure documents
takes substantial time and effort. Once a firm has initially drafted its disclosure documents,
ongoing costs result from re-inventorying the firm’s practices, services, and conflicts to ensure
that any changes over the past year are reflected in annual amendments to the Form and that any
material changes are incorporated promptly into disclosures provided to clients. The results of a
recent survey of investment advisers31 indicates that, for 2012, 46.9% of firms reported spending
less than $10,000 on Form ADV Part 2-related compliance; 19.2% spent $10,000-$25,000; 9.8%
reported spending $25,000-$50,000; and a relatively modest number of firms spent more than
$50,000.
Of the advisers reporting serving individuals as a “primary service” that provided an
estimate of costs, 67.7% spent less than $10,000 in 2012 on Form ADV Part 2 compliance.
Another 19.6% spent $10,000-$25,000. The firms serving individuals that spent the most on
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An adviser must review the adequacy and effectiveness of its policies at least annually. See Rule 206(4)-7(b).
While the rule only requires an annual review, in practice, an adviser should monitor its policies and procedures on
an ongoing basis. See, e.g., Carlo V. di Florio, Director, Office of Compliance Inspections and Examinations, SEC,
Conflicts of Interest and Risk Governance, Address Before the National Society of Compliance Professionals (Oct.
22, 2012) available at http://www.sec.gov/news/speech/2012/spch103112cvd.htm (“Under the securities laws,
registrants are expected to have effective written policies and procedures to prevent violations of the securities laws,
and to periodically review the adequacy and effectiveness of those policies and procedures.”).
31

2013 IAA-ACA Compliance Group-Old Mutual Asset Management Compliance Testing Survey.
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Form ADV Part 2 compliance (more than $100,000) were quite large either in terms of assets
under management or number of employees or both.
Retail Client Confusion [Item 14]
Under the current regulatory regime, retail customers seeking non-discretionary
investment advice may choose a broker-dealer or an investment adviser, and may not know
which type of financial professional they have hired. This is especially true if they are referred
to a specific person who has provided such advice to a friend, relative, or co-worker.
Furthermore, even if the retail customer knows that he or she has hired a broker-dealer or an
investment adviser, he or she is not likely to understand that there are different standards of care
applicable to each.32
Some broker-dealers have exacerbated this confusion by calling their registered
representatives “financial consultants,” “financial advisors,” or “account executives.” This fact
was noted in a study that the SEC commissioned from RAND Corporation in 2008, which found
that “broker-dealers have begun to drift subtly into a domain of activities that (at least under the
regulatory regime) have historically been the province of investment advisers.”33 Based on
interviews conducted with investors, the report found investor confusion resulting from the
manner in which broker-dealers marketed themselves:
as much of the recent marketing by broker-dealers focuses on the ongoing relationship
between the broker and the investor and as brokers have adopted such titles as “financial
advisor” and “financial manager.”34
Broker-dealers have been aggressively marketing themselves as “advisors,” “wealth managers,”
and “financial consultants” upon whom customers can rely and trust. The resulting confusion
has created a mismatch between client expectations and reality, with clients expecting that their
brokers are acting in the clients’ best interests. We maintain that the Commission should act to
ensure that investors who place their trust in broker-dealers for investment advice are protected
by the higher standard of care required of fiduciaries.
III.

Uniform Fiduciary Standard – Assumptions

In Section III of the Request, the Commission articulates a number of assumptions
underlying its consideration of the application of a uniform fiduciary standard to broker-dealers
32

See RAND Report at 31-32.

33

Id. at 14; see also, Industry Perspectives on the Obama Administration’s Financial Regulatory Reform Proposals,
Hearing Before the H. Comm. on Fin. Servs., 111th Cong. at 16-17 (July 17, 2009) (statement of Paul Schott
Stevens, President and CEO, Investment Company Institute) (noting that “over the last decade, brokers have
significantly shifted their business model to include providing investment advice and charging fees based on assets
under management, rather than commissions for each transaction. This model previously had been used solely by
investment advisers.”).
34

RAND Report at 19.
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and investment advisers. Taken as a whole, the stated assumptions appear to indicate that the
Commission intends to add a disclosure component to the existing broker-dealer regime and
declare that the combination creates a fiduciary standard. We would strongly oppose this
weakening of the fiduciary standard. Our concerns with respect to the assumptions are as
follows:
Scope of Fiduciary Duty [Assumption 3]
The Request states that commenters should assume that any action that the Commission
takes would apply to all SEC-registered broker-dealers and SEC-registered investment advisers.
We agree, but only to the extent that the SEC simply codifies the existing overarching fiduciary
principle in the Advisers Act in a parallel rulemaking as discussed in the 913 Study and as
contemplated by the Dodd-Frank Act. The Commission’s goal should be to extend the existing
Advisers Act standard to brokers such that it is no less stringent than the existing standard for
advisers.
Accommodation of Different Business Models [Assumption 4]
The Request correctly states that the uniform fiduciary standard would be designed to
accommodate different business models and fee structures. Flexibility is a key feature of the
Advisers Act fiduciary standard. The fiduciary duty generally does not prohibit a particular type
of activity or compensation arrangement, but requires disclosure and mitigation of potential
conflicts of interest designed to ensure that the activity is in the best interests of the client.
Indeed, investment advisers use a variety of compensation structures, including commissions.35
The existing fiduciary standard accommodates all of them and no modification of the standard is
necessary.
Continuing Duty of Care/Limited Services [Assumption 5]
The Commission indicates that it does not assume that a broker-dealer or investment
adviser would have a continuing duty of care or loyalty after providing advice or be required to
provide services beyond those on which the parties have agreed, an assumption that follows
Section 913 of the Dodd-Frank Act. We recognize that broker-dealers and investment advisers
provide a range of types of advice and that not all advice is ongoing and requires monitoring. As
noted above, the fiduciary standard is flexible and can accommodate the full range of types of
advice.
We agree with the Commission’s statement that the nature and scope of the duty rests on
the “totality of the circumstances of the relationship and course of dealing” and is not limited to
the terms of the contract. The terms of the fiduciary’s agreement with its client purporting to
limit its responsibilities would not control, for example, if contrary to disclaimers in the contract,
statements or actions by firm personnel or the context of the relationship led a client to believe
that the firm would be monitoring the client’s investments on an ongoing basis. In addition, we

35

See supra p. 8, noting that about 5% of investment advisers charge commissions.
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note that client advisory agreements cannot be used to limit fiduciary duties that would otherwise
apply to the services offered.36
Further, while we agree that the Dodd-Frank Act contemplates a broker’s ability to
engage in one-time recommendations for clients without the obligation to monitor the client’s
circumstances and account on an ongoing basis, we believe that the language “after providing
him or her personalized investment advice” should not be read to permit “hat-switching.” In
other words, a broker should not be able to make a recommendation as a fiduciary and then
switch to a non-fiduciary hat to execute that same recommendation. The “advice” referenced in
the statute should incorporate the entire interaction with respect to that recommendation. The
client confusion that Section 913 was designed to address would only be exacerbated if the
broker-dealer were able to switch back and forth between fiduciary and non-fiduciary status with
respect to its investment advice.
Limited Range of Products [Assumption 6]
The Release’s sixth assumption restates the language of Section 913 that the offering or
recommending of only proprietary or a limited range of products would not, in and of itself,
violate the fiduciary standard. The Commission should also recognize, however, that the
fiduciary duty requires that any actions taken must be in the best interests of the client; therefore,
an analysis of whether the fiduciary’s actions are appropriate does not end with this provision.
For example, although the fiduciary may offer advice with respect to only a limited range of
investments, it may not recommend an investment that would not be in the best interests of the
client. Therefore, if none of the investments in the limited range were appropriate for the client,
the fiduciary could not recommend them and should advise the client of that fact.
Sections 206(3) and 206(4) [Assumption 7]
According to the seventh stated assumption, broker-dealers would not be subject to
sections 206(3) and 206(4) of the Advisers Act. We recognize that the “no less stringent”
language in Section 913 references only sections 206(1) and (2) of the Advisers Act. Even if
sections 206(3) and (4) do not specifically apply, however, many of the principles addressed by
the specific requirements included in these sections are embedded in the fiduciary duty. Thus,
brokers would be obligated to analyze their activities in light of these principles and implement
policies and procedures to avoid breach of their fiduciary duty.
Principal trading presents a fundamental conflict of interest “and a substantial risk that
the proprietary interests of the adviser will prevail over those of its clients.”37 The 913 Study had
recommended that the Commission issue guidance or commence rulemaking governing how
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See SEC Division of Investment Management, Regulation of Investment Advisers, at nn. 274-275 and
accompanying text (Mar. 2013) (Adviser Regulation).

37

Temporary Rule Regarding Principal Trades with Certain Advisory Clients, Investment Advisers Act Rel. No. IA2653 (Nov. 30, 2007) at 14.
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brokers should comply with their fiduciary duties with respect to principal trading.38 The
Request, however, states only that commenters should assume that brokers must disclose their
material conflicts of interest arising from principal trades with retail clients.39 We strongly
disagree that disclosure alone is sufficient to address this fundamental conflict. Regardless of
whether the specific prophylactic provisions of section 206(3) apply, as fiduciaries, brokerdealers should be required to ensure that a principal trade is fair and in the best interests of the
client.40
Similar fiduciary principles underlie the rules related to advertising, custody, pay to
play,41 and proxy voting. Thus, in advertising and communications with clients, advisers must
take care to,42 for example, (1) disclose all material facts that “a reasonable investor ought to
know in order to make informed decision;” (2) ensure that communications are “materially
complete so as to provide a fair and balanced picture;” (3) avoid advertisements or other
communications “that contain only a partial truth, leaving an exaggerated, unwarranted, or other
potentially misleading impression;” or (4) avoid cherry-picking recommendations, performance,
or other claims.43
With respect to the proxy voting rule, the Commission staff has stated that “an adviser, as
a fiduciary, owes each of its clients duties of care and loyalty with respect to all services
undertaken on the client’s behalf, including proxy voting. The duty of care requires an adviser
38

913 Study at 120. We understand that application of the specific prophylactic provisions of section 206(3) of the
Advisers Act could present serious challenges for brokers. We support the Study’s recommendation that, as part of
the fiduciary rulemaking, the Commission examine its approach to principal trading rules for both brokers and
advisers. Any modification of the current section 206(3) requirements should be designed to ensure that principal
trades are in the best interests of clients and conducted transparently and fairly.
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This issue is also raised in Assumption 4 of the Request.
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See Adviser Regulation, supra note 36 at 30. See also id. at n.157 (citing Rocky Mountain Financial Planning,
Inc., SEC Staff No-Action Letter (Feb. 24, 1983)) (“While section 206(3) of the Investment Advisers Act of 1940
requires disclosure of such interest and the client’s consent to enter into the transaction with knowledge of such
interest, the adviser’s fiduciary duties are not discharged merely by such disclosure and consent. The adviser must
have a reasonable belief that the entry of the client into the transaction is in the client’s interest.”); id. at n. 161
(“Merely following the procedures set forth in [Investment Company Act] rule 17a-7 may not satisfy an adviser’s
fiduciary obligation to clients [with respect to cross-trades]. The staff has explained that it must be in the best
interest of both clients to enter into a cross-trade and thus, for example, an adviser should not cause a client to enter
into a cross-trade if it could obtain a better price in the markets.”).
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“Investment advisers that seek to influence the award of advisory contracts by public pension plans, by making
political contributions to, or soliciting them for, those officials who are in a position to influence the awards,
compromise their fiduciary obligations to the public pension plans they advise and defraud prospective clients.” See
Political Contributions by Certain Investment Advisers, Rel. No. IA-3043, at 17 (July 1, 2010).
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See Capital Gains, 375 U.S. at 194 (“Courts have imposed on a fiduciary an affirmative duty of ‘utmost good
faith, and full and fair disclosure of all material facts,’ as well as an affirmative obligation ‘to employ reasonable
care to avoid misleading clients.”).
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See Lorna A. Schnase, Investment Adviser’s Fiduciary Duty, at n.71 and accompanying text (Aug. 1, 2010)
(available at http://www.40actlawyer.com/Articles/Link3-Adviser-Fiduciary-Duty-Paper.pdf).
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with proxy voting authority to monitor corporate events and to vote the proxies. To satisfy its
duty of loyalty, the adviser must cast the proxy votes in a manner consistent with the best
interests of its client and must not subordinate client interests to its own.”44 These principles
apply separate and apart from the prophylactic rule.
Existing Broker-Dealer Law and Guidance [Assumption 8]
In its eighth assumption, the Request assumes that existing applicable law and guidance
governing broker-dealers, including SRO rules and guidance, would continue to apply to brokerdealers. Broker-dealer rules are designed to promote business conduct that, among other things,
protects investors from abusive practices, including practices that are not necessarily fraudulent.
They are required to deal fairly with their customers under the anti-fraud provisions of the
federal securities laws.45 In addition, broker-dealers are required under SRO rules to deal fairly
with customers and to “observe high standards of commercial honor and just and equitable
principles of trade.”46 Among other things, this obligation includes having a reasonable basis for
recommendations in light of a customer’s financial situation to the extent known to the broker
(suitability).47
We agree that broker-dealers should be subject to broker-dealer law and guidance with
respect to their traditional broker-dealer activities, but the fiduciary standard should govern their
investment advisory activities with respect to retail clients. Thus, existing law applicable to such
activities should be modified to ensure it reflects brokers’ fiduciary duties to their clients. At a
minimum, the suitability rules should be revised to reflect a “best interest” standard.
Assumptions Related to the Duties of Loyalty and Care
The Request also includes in its discussion of a possible uniform fiduciary standard
certain assumptions concerning two aspects of the fiduciary standard: the duty of loyalty and the
duty of care. We are concerned that the way that the Request is couched may reflect an
incomplete understanding of the scope of the fiduciary standard. The Request suggests that the
requirements of these two duties can be satisfied almost entirely by disclosing conflicts of
interest, conforming to a suitability standard, and receiving only reasonable compensation.48
This approach suggests that the Commission is inclined to simply take existing broker-dealer
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913 Study at 39.
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Id. at 51.
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FINRA Rule 2010.
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913 Study at 52.
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The one exception to this emphasis on disclosure is the mention of prohibition of certain sales contests.
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rules49 and impose a disclosure overlay.50 Such an approach would be woefully inadequate.51
The existing fiduciary standard applicable to investment advisers is far more protective of clients
than this limited set of potential rules.
Among the specific obligations that flow from an adviser’s fiduciary duty, in addition to
the duty to make full and fair disclosure to clients of all material facts, particularly conflicts of
interest, are: 52

49

x

the duty to place the clients’ interests first;

x

the duty to have an adequate, reasonable basis for its investment advice;

x

the duty to inform itself about clients’ situations and circumstances;

x

the duty to use only those strategies for which the adviser is reasonably competent;

x

the duty to follow client instructions, guidelines and governing documents;

x

the duty to perform due diligence on sub-advisers and other third parties;

x

the duty to seek best execution for clients’ securities transactions where the adviser
directs such transactions;

In fact, with respect to the duty of care, the Request lists only existing broker-dealer business conduct rules.

50

This inclination is even reflected in the Request’s terminology. For example, the Request’s duty of care
discussion speaks in terms of suitability and product-specific requirements rather than the fiduciary terminology of
the “prudent person” duty of care.
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See Paul F. Roye, Director, Division of Investment Management, Maintaining the Pillars of Protection in the New
Millennium, Address Before the Investment Company Institute (May 21, 1999) available at
http://www.sec.gov/news/speech/speecharchive/1999/spch279.htm (“Section 17(a) [of the Investment Company
Act] seeks to protect the fiduciary relationship by deeming it better to foreclose principal transactions rather than
attempt to separate the beneficial and harmful transactions and allow the fiduciary to justify representation of two
conflicting interests. Section 17(a) also reflects the common law theory that disclosure alone cannot satisfy the duty
of loyalty of a fiduciary.”); Reed v. Robilio, 273 F. Supp. 954 (W.D. Tenn. 1967) (“Nevertheless, disclosure alone
does not satisfy the fiduciary duty. The most exacting disclosure would not suffice if the price paid were grossly
inadequate.”).
52

See Amendments to Form ADV, Investment Advisers Act Rel. No. IA-2106 (July 28, 2010); Suitability of
Investment Advice Provided by Investment Advisers; Custodial Account Statements for Certain Advisory Clients,
Investment Advisers Act Rel. No. IA-1406, 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 and citing various sources); Applicability of
Investment Advisers Act to Financial Planners, Pension Consultants, and Other Persons Who Provide Investment
Advisory Services as a Component of Other Financial Services, Investment Advisers Act Rel. No. IA-1092, (Oct. 8,
1987) (1092 Release) (discussing fiduciary duties). See also IAA Standards of Practice, available at
https://www.investmentadviser.org/eweb/dynamicpage.aspx?webcode=StandardsPractice.
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x

the duty to render advice that is suitable to clients’ needs, objectives, and financial
circumstances;

x

the duty to vote proxies in the best interests of clients;

x

the duty to allocate investment opportunities fairly among clients;

x

the duty not to subrogate clients’ interests to its own;

x

the duty not to use client assets for itself; and

x

the duty to maintain client confidentiality.

We also note, however, that the fiduciary duty standard is overarching, and, because it is
principles-based, cannot be completely captured in or reduced to a “checklist.”
By suggesting that the duties of loyalty and care can be satisfied without including these
essential responsibilities as well as the general prudent person duty of care and the responsibility
to put the clients’ interests ahead of the adviser’s own interests, the Request implies that the
Commission may be considering inappropriately limiting the scope of the fiduciary duty and
applying a narrow version of the Advisers Act fiduciary standard. This approach would not
further the directive of Section 913 to provide a standard of conduct no less stringent than the
standard applicable to investment advisers. We urge the Commission to give full weight to the
existing fiduciary standard applicable to investment advisers in its rulemaking under Section
913.
Application of Prior Guidance
The Request indicates that certain existing guidance and precedents under the Advisers
Act fiduciary standard would apply to broker-dealers, but curiously identifies only two areas
where commenters should assume these precedents would apply: allocation of investment
opportunities and the aggregation of orders. We concur that these precedents should continue to
apply to investment advisers and be extended to broker-dealers to the extent that they are not
already applied. However, as recommended by the SEC staff in the 913 Study, all precedent and
guidance regarding the fiduciary standard under Advisers Act sections 206(1) and 206(2) should
continue to apply to advisers and be extended to broker-dealers.
Critically, guidance and precedent regarding conflicts of interest and failures to disclose
such conflicts must apply to broker-dealers.53 There is no reason why case law or guidance
describing an adviser’s duties with respect to conflicts should not apply to brokers providing
advice. In addition, precedent involving the duty of care should apply to brokers as well as
advisers.54 Similarly, precedent regarding use of client assets for the adviser’s own benefit
53

See, e.g., Capital Gains, supra note 9; 913 Study at 22-24 and cases cited therein.

54

See, e.g., In the Matter of Baskin Planning Consultants, Ltd., Inv. Adv. Rel. No. 1297 (Dec. 19, 1991); In the
Matter of Alfred C. Rizzo, Inv. Adv. Rel. No. 987 (Jan. 11, 1984).
20

should be extended to brokers providing advice.55 All the existing precedent would, of course,
only apply to brokers’ advice where relevant based on the services they provide, as is the case for
advisers. For example, guidance related to voting client proxies is relevant only where the
adviser or broker is responsible for voting client proxies.
The Request does not explain its failure to incorporate the 913 Study staff
recommendation. As we have previously demonstrated, the few cases cited by broker-dealer
groups as potential cause for concern do not, upon analysis, pose any obstacles to application of
Advisers Act fiduciary duty precedents to brokers providing personalized advice to clients.56
Indeed, if the Commission does not extend precedent and guidance related to the Advisers Act
fiduciary duty to brokers giving advice, the rulemaking would not satisfy the Dodd-Frank Act
mandate for a uniform fiduciary standard no less stringent than the Advisers Act standard.
Alternative Approaches and Changes in the Marketplace
In addition to requesting comment concerning the application of the uniform fiduciary
standard to broker-dealers, the Commission asks commenters to consider a range of alternative
approaches. We maintain that the only appropriate course of action is to apply the Advisers Act
fiduciary standard to broker-dealers providing investment advice. This approach would provide
enhanced protections for clients over the current regime based on suitability. If subjecting
broker-dealers to the fiduciary standard might require a change in certain aspects of some of their
business activities, it would benefit clients by conforming to clients’ expectations and providing
a higher level of protection. We also submit that this higher level of protection should benefit all
clients, and not just “retail” clients.
Investment advisers have been subject to this standard for decades, and there would be no
justification for changing the fiduciary standard with respect to advisers. If the Commission is
considering applying a different version of the fiduciary standard, such as one that does not apply
existing precedent and guidance under the standard to broker-dealers, this weakened standard
should only apply to broker-dealers. The standard applicable to investment advisers should not
change; otherwise, advisory clients would be disadvantaged by a less protective regime,57 and
the change would violate the Dodd-Frank Act’s direction that any fiduciary standard be no less
stringent than the Advisers Act fiduciary standard. We also maintain that broker-dealers subject
to the weakened standard should not be able to claim fiduciary status.

55

See, e.g., Commission Guidance Regarding Client Commission Practices Under Section 28(e) of the Securities
Exchange Act of 1934, Rel. No. 34-54165 at 3 (July 18, 2006); In the Matter of Fidelity Management & Research
Company and FMR Co., Inc., Rel. No. IA-2713 (Mar. 5, 2008).

56

See March 2012 Joint Letter, supra note 3, at 3-5.

57

Further, to the extent that the Commission’s rulemaking changes the existing fiduciary standard for advisers, retail
clients would receive a lower level of protection than institutional clients. In addition, advisers would have to
comply with two sets of standards with respect to the same activities for different groups of clients, with no
corresponding investor protection benefit.
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IV.

Further Regulatory Harmonization

The final section of the Request indicates that the Commission may consider harmonizing
other regulatory requirements applicable to broker-dealers and investment advisers in addition to
their standard of conduct, and lists certain potential areas for harmonization. As an initial matter,
we question why the Commission is considering harmonization of the broader regulatory
regimes of brokers and advisers before it implements the fiduciary standard for broker-dealers
and has the opportunity to assess how fiduciary duty affects or interacts with current brokerdealer rules. This higher standard would overlay all specific rules governing brokers’ provision
of investment advice to their retail customers and may necessitate adjustments to current
regulations.
We also are concerned that the Request’s discussion does not systematically compare the
two regulatory regimes to determine which regulatory framework is more protective of clients as
to various activities (e.g., portfolio management vs. non-discretionary recommendations vs.
market-making activities, etc.), but instead appears to favor imposing the broker-dealer
regulatory regime on investment advisers. The Request extensively discusses harmonization in
the context of applying broker-dealer rules designed for a wide range of activities to investment
advisers, while leaving it to commenters to discuss whether to apply investment adviser rules –
which were designed specifically for the provision of investment advice – to broker-dealers
giving advice.58 Indeed, in the preceding fiduciary section, the Request specifically states that
Advisers Act rules under sections 206(3) and (4) would not apply to brokers, and uses brokerdealer nomenclature and constructs, including the use of the term “customer” in referring to
investment advisory clients and business conduct rules as a stand-in for the duty of care,
throughout the Request.
A full consideration of harmonization from an adviser perspective would include, for
example, a discussion of how brokers and advisers can assure that their actions are prudent and
in the best interests of their clients. Given that investment advisers’ activities are already
appropriately covered by the Advisers Act fiduciary standard and rules designed for such
activities, and that these activities differ significantly from those of broker-dealers, we would
oppose the imposition of the broker-dealer regulatory regime on investment advisers.
The current regulatory landscape reflects the different purposes of the Advisers Act and
the Exchange Act. The purpose of the Advisers Act is to address the provision of investment
advice. The Exchange Act and accompanying FINRA rules, on the other hand, are focused on a
much broader range of activities59 for which more detailed rules are appropriate, with a subset of
provisions related to specific aspects of investment recommendations, which have been
supplemented as some broker-dealers have engaged in more in-depth advisory activities such as
investment and financial planning.
58

Request at n. 39.

59

Broker-dealers offer a wide range of services other than investment advice, including selling securities, mutual
fund shares and variable annuities; selling interests in limited offerings or private placements; margin lending;
securities lending; taking custody of client funds or securities; executing trades; acting as a market maker, dealer
syndicator or underwriter; or engaging in stock exchange floor activities.
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Broker-dealer rules generally are designed to address “selling” activity as opposed to
“advice” or “investment” activity, and are often characterized as “check-the-box” requirements,
in that they require adherence to a prescribed set of specific rote procedures rather than the big
picture consideration of guiding principles that applies under the Advisers Act. The Advisers
Act regulatory regime is specifically geared toward investment advisory activities and provides a
flexible framework that permits the broad diversity of advisory firms to tailor their compliance
programs to fit their specific activities.60 Thus, the current regulatory Advisers Act framework is
already scalable by virtue of its flexibility.
Arguments by some that certain broker-dealer requirements are more protective of retail
investors appear to be based on misunderstandings about investment adviser regulation or are not
based on apples-to-apples comparisons of the same activities. For example, many of the brokerdealer rules are geared to sales of products rather than portfolio management activities. We
submit that regulation should address these dissimilar activities differently. Moreover,
misconceptions about adviser regulation appear to be based on a lack of appreciation of how
fiduciary principles pervade all investment adviser activities, and the responsibilities placed on
advisers under the compliance program rule. Thus, the Request contemplates imposing business
conduct rules on advisers but fails to recognize the extent to which advisers are already covered
by both the fiduciary standard and compliance program rule in these areas. Appendix A, which
contains a detailed comparison of the various regulations applicable to broker-dealers and
investment advisers when providing investment advice, illustrates the fallacy of these
misconceptions.
For example, advertisements are regulated under each regime, but in different respects.
Both investment advisers and broker-dealers are subject to similar anti-fraud-type principles and
supervisory liability for advertisements. Substantially equivalent requirements apply to internal
approval of advertising: FINRA requires broker-dealers to obtain principal approval of
advertisements (and to file certain marketing materials with FINRA); the Advisers Act
compliance program rule provides a framework for investment advisers to establish policies and
procedures to ensure that advertisements are not misleading, which inherently involves internal
approval processes and training. There is no evidence that the flexible compliance program rule
approach for policies, procedures, training, and supervision is less effective than the costly
command-and-control approach set out in detailed FINRA rules.61 Further, much of the FINRA
60

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

61

In addition to the internal costs of complying with very specific procedural requirements, brokers must pay
FINRA fees for review of marketing material. For regular filings, FINRA charges $125 for the first ten pages of
material; $10 for each additional page; $125 for the first ten minutes of each video and audio item; and $10 for each
additional minute of each video and audio item. For expedited filings, FINRA charges $600 for all requests for
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rulebook for advertisements and communications appears to be geared toward broker-dealers
with large sales forces in multiple branch offices where oversight might be more challenging.
Most investment advisory firms are not structured in that fashion.
While the advertising compliance processes are equivalent in substance, some of the
content rules vary significantly. Advisers generally are prohibited from using client testimonials
or mentioning past specific recommendations in their advertising, while brokers routinely use
testimonials. The SEC has also provided extensive guidance and interpretation governing
performance advertising. The Request asks for comment on imposing similar content rules for
advisers and brokers, but does not appear to seriously contemplate imposing the Advisers Act
content restrictions on brokers.
As to the duty to supervise, we agree that “effective supervisory systems and control
procedures are important investor protection tools.”62 We submit, however, that equivalent
regulation already exists, through NASD Rule 3012 and FINRA Rule 3010 on the one hand and
Advisers Act section 203(e)(6), fiduciary duty, and the compliance program rule on the other.63
As fiduciaries, advisers are obligated to supervise the employees acting on their behalf.64 Under
section 203(e)(6), an adviser (or its personnel) faces liability for failure to supervise its
employees unless it (a) has established policies and procedures reasonably expected to prevent
and detect violations; and (b) has reasonably discharged its duties under the supervisory system
without reasonable cause to believe the procedures were not being complied with. In addition,
the compliance program rule requires an adviser to implement policies and procedures to
effectively supervise its and its employees’ activities. By contrast, the FINRA supervision rules
are very specific and detailed, governing assignment of principals to supervise registered
representatives, branch office supervision, correspondence review, and the like. Although the
regulatory approaches differ (e.g., principles-based vs. rules-based), there is no evidence that the
investor protection results differ. Further, given the structure of most advisory businesses –
firms with relatively few employees and one office, as contrasted with the typical wirehouse
model with employees spread out among various offices, who may require a more structured
supervisory system – the FINRA construct is inappropriate and unnecessary.
Similarly, we question the rationale underlying harmonization of the licensing and
continuing education requirements currently applicable to brokers. Investment advisory clients
must receive detailed information in Part 2B of Form ADV concerning investment personnel
who formulate investment advice for a client and have direct client contact, as well as those who
have discretionary authority over client assets, even if they do not have direct client contact. The
expedited review for the first ten pages/minutes and $50 per page/minute in excess of the first ten pages/minutes.
See http://www.finra.org/Industry/Issues/Advertising/FAQ/#4-3.
62

Request at 60.

63

Further, as noted in the 913 Study, the Advisers Act rules governing personal securities trading “are more
extensive in certain respects than the requirement that broker-dealers supervise personal securities transactions.”
913 Study at 135.
64

See Adviser Regulation, supra note 36 at nn. 199-202 and accompanying text.
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required information includes a discussion of: (1) educational background and business
experience, (2) disciplinary information,65 (3) other business activities, and (4) any additional
compensation that the individual might receive. This information is far more relevant for clients
considering the qualifications of their adviser than the “check-the-box” approach to brokerdealer examination and continuing education requirements. In addition, advisers have a
fiduciary duty to ensure that their personnel are appropriately competent for the services or
strategies that they are providing.
In addition, only 596 of the 6,474 advisers with individual clients provide services solely
to individual clients.66 Most advisers serve a variety of types of clients. The current regulatory
regime for investment advisers applies flexibly and scalably to the wide range of advisory clients
and services provided. By contrast, application of a separate set of rules for individual clients,
whether through harmonization with broker-dealer rules or changes to the existing fiduciary duty
for such clients, would require the majority of advisers to establish compliance policies and
procedures for two separate sets of rules. The costs for investment advisers to comply with all of
the possible harmonized rules for licensing, registration and continuing education, supervision,
books and records, and client communications and marketing could be substantial. We
understand that the Advisor Services division of Charles Schwab & Co., Inc. conducted a survey
of advisers to aggregate cost data and will report the results in its comment letter to the
Commission. Among other findings, the Schwab Survey indicates that on average adviser
compliance costs would more than double in the first year of harmonized rules, and double in
each subsequent year. The Schwab Survey also indicates that, depending on the size of the
adviser, the substantial additional compliance burdens would take valuable time away from
clients and require some firms to hire new staff.
We therefore urge the Commission not to pursue wholesale harmonization efforts. We
are aware of no data demonstrating that the broker-dealer regulatory regime is more protective of
clients than the Advisers Act regime. On the other hand, converting advisers to the broker-dealer
regulatory regime would impose substantial costs on advisers, most of which are small
businesses and do not engage in broker-dealer activities, at the expense of investor protection.
Further, undifferentiated application of the check-the-box model could erode investment
advisers’ fiduciary culture of applying a “client’s best interest” analysis in all their activities.
The Commission should instead focus its efforts on protecting clients receiving investment
advice, regardless of whether their financial professional is an investment adviser or a brokerdealer, and address whether any regulatory “gaps” exist only after assuring that broker-dealers
provide investment advice to retail clients under a robust fiduciary standard.
*

*

*

We look forward to working with the Commission to address these important issues.
Please contact the undersigned, Karen L. Barr, General Counsel, or Kathy D. Ireland, Associate
General Counsel, at (202) 293-4222 with any questions regarding these matters.
65

In contrast, broker-dealers only have an obligation to inform their clients that they can access a registered
representative’s disciplinary history through FINRA.

66

IARD data as of April 12, 2013.
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Appendix A: Comparison Matrix of Various Regulations Applicable to SEC-Registered
Investment Advisers and Broker-Dealers Providing Advice

July 3, 2013
Page 1 of 14

Fiduciary Duty

Standard of Conduct
General Anti-Fraud

Subject

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

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

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

SEC Registered Investment
Adviser

“Suitability” [FINRA Rule
2111]
“Reasonable Basis” [FINRA
Rule 2111]

x
x

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

No fiduciary duty.

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

Broker/Dealer

The SEC has broad authority to
promulgate rules and interpret what
constitutes breach of fiduciary duty
by an adviser.

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

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

Similarities and Differences
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Disclosure
Initial and Ongoing
Disclosure regarding
Investment Advice

Code of Ethics,
Personal Trading and
Insider Trading

Subject

Pre-approval of IPOs and
private placements
Firm standards of business
conduct that reflect
fiduciary duties

x
x

Pre-approval for certain
private securities transactions

x

Part 1 available publicly:
business information,

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

Advisers Act Rule 204-3 - Form
ADV must be provided to each
client at the outset of the advisory
relationship.
-

No overarching duty

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

Broker must send duplicate
account statements and
confirms

x

NASD Rules 3040 & 3050:
x Duty to disclose accounts

Broker/Dealer

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

Advisers Act Section 204A requires
policies and procedures to prevent
insider trading.

Holdings and transaction
reporting requirements

x

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

Brokers are not generally required
to make upfront disclosure to their
customers regarding all conflicts of

Advisers are required affirmatively
to disclose substantial information
about their businesses, their fees
and compensation, their conflicts of
interest, and their disciplinary
history upfront to each client so that
the client can evaluate these
practices and conflicts in making
decisions.

Equivalent regulation already exists
for insider trading.

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

Similarities and Differences
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Subject

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

-

-

SEC Registered Investment
Adviser
disciplinary history, AUM,
nature of business and types of
clients, compensation
arrangements, advisory
activities, other business
activities, affiliations, extensive
private fund information,
custody, participation or interest
in client transactions, control
persons

Broker/Dealer

Advisers have an overarching
fiduciary obligation to disclose
conflicts of interest and other
material information and brokers do
not. Brokers’ disclosure duties are
very product and transactionspecific.

interest, compensation
arrangements, or disciplinary
history.

Similarities and Differences
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No assignment w/o consent
Change in partnership

x
x
Advisers Act Section 206:
x No hedge clauses (except
per SEC no-action letter)

Performance Fees

x

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

To the extent advisers sell products
(e.g., as dual registrants), they must
comply with FINRA rules.

Product disclosure

Client Relationship/Sales
Practices
Contract Requirements:

SEC Registered Investment
Adviser
- business activities, additional
compensation, and supervision

Subject

Options
Variable Annuities
Margin Accounts

x
x
x

Margin Accounts

Options

Penny Stocks

Mandatory pre-dispute arbitration
clauses (industry practice)

x

x

x

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

CMOs

x

FINRA Product-Specific Disclosure
Rules:
x Penny Stock

Broker/Dealer

Most investment advisory
agreements do not include
mandatory pre-dispute arbitration
clauses. Brokers’ contracts
typically eliminate the ability of their
customers to choose their preferred
dispute resolution venue.

Advisory contracts are more
substantive, reflecting ongoing
relationships and contracts for
fiduciary services. Advisory contract
requirements embed investor
protections, while there are no
equivalent broker contract rules.

Advisers and brokers, though not
required by rule, typically have
written contracts with clients or
customers.

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

Similarities and Differences
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Performance Advertising

Advertising - General
(see below for
performance advertising)

Subject

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

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

Correspondence
o Monitoring system
required

x
x

Composite construction
Gross of fees-net of fees

x

1/3/5/10 or Life of Fund
performance data for mutual
funds
Ban on use of hypothetical or

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

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

x

General principles under FINRA Rule
2210

Certain content restrictions under
FINRA Rule 2210, including related to
testimonials and past specific
recommendations

x

Process under FINRA Rule 2210 for
ads related to advice:
x Sales Literature
o Principal approved
o File certain materials
with FINRA

x

x
x

General principles under FINRA Rule
2210:

Broker/Dealer

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

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

x

x
x

SEC Registered Investment
Adviser
General anti-fraud provisions of
Advisers Act Section 206 and noaction letters:

There is generally no tracking of
performance of brokerage
accounts.

Adviser performance records are
highly scrutinized by SEC staff.

Equivalent general anti-fraud-type
principles.

Equivalent supervisory liability.

Equivalent requirements on internal
approval of advertising: FINRA
requires principal approval for
brokers, while the SEC compliance
program rule construct provides a
framework for firms to ensure that
advertisements are not misleading
and generally involve internal
approval processes.

Advisers are prohibited from using
client testimonials or mentioning
past specific recommendations in
their advertising, while brokers
routinely use testimonials (FINRA
requirements for testimonials and
past specific recommendations not
as restrictive as those for advisers).

Equivalent general anti-fraud-type
principles.

Similarities and Differences

Appendix A: Comparison Matrix
July 3, 2013
Page 6 of 14

Use of solicitors

Subject

Requires agreement with solicitor
(including solicitor’s agreement to
comply with Advisers Act) and
separate disclosure document to
client with disclosure regarding
solicitor’s compensation and
relationship with adviser. Must also
disclose referral arrangements on

Cash Referral Fees [Advisers Act
Rule 206(4)-3]

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

SEC Registered Investment
Adviser
x Investment of dividends
x Benchmarks
x Model results
x Portability of performance
x Disclosure of conditions,
limitations, strategies
x Market or economic
conditions

Certain finders must register as
broker-dealers.

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

x

x

synthetic performance for
mutual funds
Use of rankings in mutual
fund advertisements
Bond fund volatility ratings

Broker/Dealer

Advisers Act Rule 206(4)-5 bans
advisers’ use of solicitors for state
and local pension plan business
unless the solicitors are certain

Advisers are subject to detailed
rules regarding use of solicitors,
while brokers are not. Brokers
generally are not required to make
disclosures to customers regarding
referrals.

Brokers generally do not claim
compliance with GIPS.

Many investment advisers comply
with GIPS, performance standards
issued by the CFA Institute, a
professional organization that
promotes ethical standards in
performance presentation. Firms
that claim compliance with GIPS
must be verified by an independent
third party or disclose that they are
not so verified. Claims of GIPS
compliance are closely scrutinized
by SEC staff.

Broker-dealers are subject to only
specific mutual fund performance
rules, which also apply to advisers
that manage mutual funds.

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

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

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

Political contributions

Investment Operations
Best Execution

SEC Registered Investment
Adviser
Form ADV.

Subject

Fair price and commissions [FINRA
Rules 2230 and 2440]

Post-transaction disclosure obligation
[’34 Act Rule 10b-10]

Brokers must use reasonable
diligence to determine the best
market for a security and transact for
the client so that the price is as
favorable as possible under prevailing
market conditions. [FINRA Rule 2320]

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

Broker/Dealer

Equivalent regulation in advisory
context. The differences in best
execution duties are appropriate for
the differing activities involved.

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

“regulated persons” (compliance
date delayed); SEC/FINRA have
not proposed similar rules for
brokers soliciting brokerage
business other than for brokers in
the municipal securities business.
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Compliance Program
Compliance Program

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

x

Designated CCO
Annual review

x
x

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

Public reporting for
investment companies,
client reporting upon
request for all clients

Proxy Voting

x

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

Agency Cross
Transactions

Written policies and
procedures reasonably
designed to ensure adviser
votes client securities in
best interest of clients

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

Affiliated Principal Trading

x

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

Subject

x

Designated CCO

NASD Rule 3010:
x Written policies and
procedures

Otherwise, brokers generally serve a
ministerial function in transmitting
proxy information to customers.

Brokers holding shares as custodian
on behalf of customers generally may
vote for customers in routine matters
if they do not receive instructions but
are not subject to any duties in
connection therewith. They are
prohibited from voting uninstructed
shares in executive compensation
matters. They typically vote with
management without any disclosure
to their customers.

NYSE Rule 452

Broker/Dealer

Equivalent regulation already exists.

Brokers generally only have
administrative functions with
respect to proxies.

Advisers Act rules reflect an
adviser’s fiduciary duties to exercise
care and loyalty with respect to
client assets, including voting rights,
where the client delegates voting
authority to the adviser.

Advisers are subject to extensive
proxy voting regime while brokers
are not. Advisers must vote proxies
in best interest of the client, and
disclose and manage conflicts,
while brokers have no such duties.

Advisers Act rules governing
principal and agency cross
transactions provide strong
protections for clients because they
require disclosure and consent prior
to the transaction. Brokers only
have to disclose capacity and terms
in after-the-fact confirms.

Similarities and Differences
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AML

Custody of Client Assets

Duty to Supervise

Subject

KYC, CIP, SAR

Training

Independent annual audit

Designated AML Officer

Written policies and procedures

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

Internal control report
where adviser or affiliate
serves as Qualified
Custodian

x

Similar to the custody rule, the
differences in regulation are
appropriate based on different
functions. Advisers do not hold
cash or process transactions.
Advisers have long-term
discretionary relationships with
clients that do not generally involve

Equivalent regulation already exists
as a matter of practice.

Same OFAC requirements.

Regulations are appropriately
tailored to different services
provided and address different
functions. Broker regulations
address the risks of acting as a
qualified custodian physically
maintaining client assets. Advisers
that are not qualified custodians are
not permitted to hold client assets.
Adviser regulations require use of a
qualified custodian and layer
additional protections for risks
posed by other types of access to
client assets (e.g., deemed custody
by acting as trustee for trust or as
general partner for limited
partnership).

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

OFAC requirements

Independent verification of
client assets

x

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

Similarities and Differences

NASD Rule 3012
FINRA Rule 3010

Broker/Dealer

OFAC requirements

Qualified Custodian must
send client statements
directly to clients

x

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

SEC Registered Investment
Adviser
Advisers Act Section 203(e)(6)
Compliance Program Rule
Fiduciary Duty
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Registration & Licensing
Requirements
Registration

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

In Part 1, provide business
information, disciplinary history,
AUM, nature of business and types
of clients, compensation
arrangements, advisory activities,

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

Parts 1 and 2A are available
publicly.

Advisers Act Section 203 and Rule
203-1: Submit Form ADV, Parts 1
and 2A.

OCIE interpretive practice

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

Reg S-ID

Reg S-ID

Specified records [Advisers Act
Rule 204-2]

Reg S-AM

Reg S-AM

Record-Keeping

Reg S-P

Reg S-P

Privacy

Broker/Dealer

SEC Registered Investment
Adviser

Subject

In order to register and complete
Form ADV, advisers must assess
and address conflicts of interest,
assess risks and establish and
implement a compliance program.
Key issues with respect to the

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

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

Equivalent regulation already exists.

frequent inflows and outflows into
managed accounts. Brokers and
banks are subject to AML rules
because they process transactions
and hold customer assets. They are
in a position to monitor transactions
and cash flows in accounts.

Similarities and Differences
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Firm Financial
Requirements

Subject

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

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

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

In Part 2A, provide further detail
about advisory business, fees and
compensation, performance-based
fees and side-by-side management,
types of clients, conflicts of interest,
disciplinary information, code of
ethics, methods of analysis,
investment strategies, and risk of
loss, participation or interest in
client transactions and personal
trading, financial industry activities
and affiliations, custody, investment
discretion, brokerage practices,
review of accounts, client referrals
and other compensation, proxy
voting, material financial condition.

SEC Registered Investment
Adviser
other business activities, affiliations,
extensive private fund information,
custody, participation or interest in
client transactions, control persons.

’34 Act Rule 15c3-2: Net Capital
Bonding
Financial Reporting
SIPC

x
x
x
x

Broker/Dealer

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

Brokers have FINRA registration
requirements in addition to Form
BD. The compliance and
supervisory aspects are equivalent
in substance to the adviser
requirements. Other information
provided by brokers is more
appropriate for the broker business
model with its broad range of
activities and risks.

business and compliance program
are disclosed in the registration
process and to clients.

Similarities and Differences
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Form ADV Part 2B (brochure
supplement) requires disclosure of
individual’s educational
background, business experience,
disciplinary information, other
business activities, additional
compensation and supervision.
The supplement must be delivered
for each supervised person who
provides advisory services to that
client.
State licensing of IA representatives
(IARs)

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

Licensing

Examinations – advisory
personnel

Bonding with respect to ERISA and
investment company clients.

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

SEC Registered Investment
Adviser

Individual Qualification
Disclosure

Subject

Equivalent regulation; IARs tested
on IA knowledge; RRs tested on BD
knowledge.
Both advisers and brokers are
responsible for the training and
competence of their personnel.

Continuing Education [FINRA Rule
1120]

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

An adviser’s disclosure of
qualifications of its adviser
personnel (e.g., Form ADV Part 2B)
is more meaningful for client
evaluation than examination
requirements.

broker-dealer activities or otherwise
hold client assets.

Similarities and Differences

No examination of investment
management knowledge; may have
CFP designation

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

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

Broker/Dealer

Appendix A: Comparison Matrix
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Examination and
Oversight

Examinations – product
sales

Subject

OCIE

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

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

Series 6 or 7

Broker/Dealer

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

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

Similarities and Differences
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June 18, 2013
Hon. Jeb Hensarling
Chairman
House Committee on Financial Services
2129 Rayburn House Office Building
Washington, DC 20515
Hon. Maxine Waters
Ranking Member
House Committee on Financial Services
B301-C Rayburn House Office Building
Washington, DC 20515
Re: H.R. 2374, the Retail Investor Protection Act
Dear Chairman Hensarling and Ranking Member Waters:
As organizations collectively committed to the protection of retail investors and the delivery of
investment advice under a fiduciary standard of conduct, we write to express our opposition to H.R. 2374,
the Retail Investor Protection Act.
As the Committee is aware, the Securities and Exchange Commission (SEC) and the Department of Labor
(DOL) are considering separate fiduciary rules for the provision of services under the Investment
Advisers Act of 1940 and the Employee Retirement Income Security Act of 1974 (ERISA), respectively.
Collectively, our organizations are committed to protecting investors and the delivery of investment
advice under a fiduciary standard of conduct. We oppose H.R. 2374 and, as you take up this bill, urge
you to consider two important points.
Despite its name, H.R. 2374 is not an investor protection bill. To the contrary, it would leave American
investors with significantly less protection. H.R. 2374 imposes unnecessary and onerous rulemaking
requirements that the SEC must meet before it can adopt a fiduciary rule. We certainly believe that all of
the SEC’s proposed rules should undergo appropriate economic analysis before adoption, but this
legislation imposes extraordinarily rigorous cost benefit analysis requirements that would delay (or even
prevent) the rulemaking and increase the likelihood of it being struck down by the courts upon legal
challenge.
Secondly, it would prevent DOL, which plays an important role in ensuring that Americans’ retirement
savings are protected by fiduciaries under ERISA, from acting until two months after the SEC issues a
final rule related to broker-dealer conduct standards. This not only unnecessarily slows DOL’s
rulemaking, but it potentially halts DOL’s rulemaking altogether if the SEC does not act on a fiduciary
rule. In acknowledging public comments and concerns, DOL is expected to re-propose rules to revise its
definition of fiduciary under ERISA. It should, as the expert agency in this area, be afforded an
opportunity to exercise its rulemaking authority through its normal public process that is not tied to the
completion of a rulemaking by a completely separate agency under a separate statute.

Hon. Jeb Hensarling
Hon. Maxine Waters

June 18, 2013
Page 2
Together, these provisions in H.R. 2374 would prevent two agencies from moving forward with
appropriate notice and comment rulemaking related to the fiduciary standard of conduct under their
respective statutes to the detriment – not protection – of investors.
We, therefore, urge you to oppose H.R. 2374, the Retail Investor Protection Act.
Respectfully,

Joyce A. Rogers
Senior Vice President
Government Affairs
AARP

Barbara Roper
Director of Investor Protection
CFA

Kevin R. Keller, CAE
Chief Executive Officer
CFP Board

Michael Branham, CFP®
President
Financial Planning Association

David G. Tittsworth
Executive Director
IAA

Lauren Locker, CFP®
National Chair
NAPFA

A. Heath Abshure
President
NASAA
cc:

Members, Committee on Financial Services

| asset management group

June 4, 2013

Mr. Ananda Radhakrishnan
Director
Division of Clearing and Risk
Commodity Futures Trading Commission
Three Lafayette Centre
1155 21st Street, NW
Washington, DC 20581
Re:

Implementation of LSOC Protections for Excess Customer Margin by Derivatives Clearing
Organizations and Futures Commission Merchants

Dear Mr. Radhakrishnan:
The Investment Company Institute (“ICI”),1 the Investment Adviser Association,2 and the
Asset Management Group (“AMG”)3 of the Securities Industry and Financial Markets Association are
writing to express our concern with respect to the incomplete implementation of the protections
provided to customer excess margin4 held by futures commission merchants (“FCMs”) and derivatives
clearing organizations (“DCOs”) under the “legal segregation with operational commingling” or
“LSOC” model adopted by the Commodity Futures Trading Commission (“CFTC” or
“Commission”). To ensure that customers benefit from the full margin protections offered by the
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 $15.2 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 AMG’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.
4

Excess margin is any collateral above the “amount required by the [DCO].” Rule 22.13(c) under the Commodity
Exchange Act (“CEA”).
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LSOC model, we request that the Division of Clearing and Risk (“Division”) delay the deadline for
mandatory clearing by Category 2 entities until September 9 (the deadline for Category 3 entities) to
allow DCOs and FCMs the necessary time to implement the technological systems to provide these
critical protections.
Our members have been working diligently to be ready for the June 10 clearing mandate by
completing the necessary documentation, installing the “plumbing” with middleware providers, and
testing trades in the system to resolve any gaps. This request does not reflect a lack of will or
commitment regarding clearing but, rather, one of inadequate time for the DCO and FCM industry to
implement the necessary technological infrastructure to provide this critical protection to their
customers.
Two-Phase Implementation of LSOC Protections
In meetings last summer with the Commissioners and with CFTC staff, it was acknowledged
that, although the LSOC model fully protected initial and excess margin from “fellow customer risk,” it
was necessary to implement the protections allowing customers to instruct FCMs to move excess
margin to DCOs in two phases. The first phase, characterized as “LSOC without excess,” commenced
in November, 2012 (the compliance date for LSOC). The second phase, characterized as “LSOC plus
excess,” was to be operational by May 2013 (i.e., before the June 10 mandatory clearing deadline for
Category 2 entities). Moreover, at industry meetings, the DCOs and FCMs confirmed their
commitment to this timeline with the CME even initially instructing its members that beginning May
27, members must operate in a “client-specific excess mode.”5 It now appears, however, that only the
CME has launched a model providing for the “LSOC plus excess” functionality, and we understand
that no FCMs have yet adhered.6 Some FCMs have told our members that they are waiting until each
DCO has implemented its model so that they can adhere to all of the DCO models at once and on a
consistent basis.
Need for Full LSOC Protection for Excess Margin
Our concerns with the incomplete protection of excess margin are particularly acute because
the Rule 22.2(d)(1) prohibition on FCMs using one customer’s margin to secure another customer’s
positions will have the practical effect of requiring customers to either always have excess margin
5

See CME Group Advisory Notice 12-360 (Aug. 22, 2012), available at http://www.cmegroup.com/toolsinformation/lookups/advisories/clearing/files/Chadv12-360.pdf.
6

For example, CME issued an updated advisory note earlier this year stating that “[t]here is no requirement that firms begin
operating in LSOC with excess mode on [April 22, 2013], and we anticipate a transition process occurring over a period of
several months, as firms test and go live with LSOC phase 2. CME has not established a date by which firms must
convert….” See CME Group Advisory Notice 13-064 (Feb. 7, 2013), available at http://www.cmegroup.com/toolsinformation/lookups/advisories/clearing/files/Chadv13-064.pdf.

Mr. Ananda Radhakrishnan
June 4, 2013
Page 3 of 6
available to pre-fund new positions (which may be the less costly option) or borrow such margin from
their FCMs. Use of the pre-funding option will likely result in significant amounts of customer excess
margin being maintained in the system. Many of our members have been planning to instruct their
FCMs to hold such excess at the DCO so that it can be treated as “allocated excess,” removed from
potential FCM fraud, and available for porting. Absent implementation of LSOC plus excess, excess
margin remaining in the possession of the FCMs may be subject to heightened fraud risk, and such
excess margin in the possession of DCOs must be treated as “unallocated excess,” required, in the event
of the FCM’s insolvency, to be returned to the FCM’s trustee for distribution and unavailable for
porting.
Moreover, our concerns are not eliminated by the ability of customers to request the return of
excess margin at any time. Although this option may be helpful with respect to the small amounts of
excess that may be naturally generated by increases in the value of margin or in decreases in the need for
initial margin, there are other sources of margin that cannot be returned to customers. Under Rule
22.13(c), excess margin is defined broadly to include any collateral above “the amount required by the
[DCO].” Three of the most obvious sources of excess margin for which customers cannot request the
return include: (1) excess margin arising from an FCM’s credit requirements; (2) excess margin arising
from the extra 10% of initial margin to support “speculative” trades; and (3) excess margin transferred
by a customer to pre-fund new trading. These sources of excess margin must be held by the FCM unless
the DCO “provides a mechanism by which the [FCM] is able to, and maintains rules pursuant to which
the [FCM] is required to, identify each Business Day, for each [customer], the amount of collateral
posted in excess of the amount required by the [DCO].”7 Because Category 2 entities were promised
that this mechanism would be in place before the June 10 clearing mandate, we are now requesting that
the CFTC delay the clearing deadline to allow adequate time for DCOs and FCMs to make the
technological changes necessary to ensure the protection operational.
The move to mandatory clearing under the “LSOC without excess” model raises particular
concerns for our members given that the manner in which they currently trade derivatives over the
counter subjects their margin to neither fraud risk nor fellow-customer risk. Fraud risk is eliminated
through netting arrangements, which provide that regardless of how a dealer may treat a customer’s
variation margin, its value is netted against the customer’s payment obligations. Both variation margin
and initial margin are further protected when held in third-party, segregated custodial accounts.
We also see significant benefits in the added discipline and controls to be provided under the
“LSOC plus excess” model in the FCMs’ daily reporting to their DCOs under Rule 22.13(c)(2)
regarding the identity of their customers and the amount of each customer’s excess margin. We believe
that such reporting, coupled with the transfer of excess margin from the FCM to the DCO, should
substantially mitigate the risks to customers and to the CFTC, particularly in light of the MF Global

7

Rule 22.13(c)(2) under the CEA.
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and Peregrine insolvencies in which insufficient records made it an almost insurmountable challenge to
confirm the amount and location of customer margin.
Finally, we urge the Commission to remain fully engaged with the efforts of the DCOs, FCMs,
and customers to complete the implementation of the “LSOC plus excess” model. As the other DCOs
work to finalize their rules to implement LSOC plus excess in the coming weeks, it is critical that all
approaches are consistent with the principles expressed in the interpretation of the Part 22 rules
provided by the Division on November 1, 2012.8 In response to Question 7.1, the Division wrote that
“[w]here a DCO does elect to hold and accept [customer excess], the value …is the value, after
application of any applicable haircuts, in the DCO’s books and records that is assigned to the [customer
excess] . . . .” Although the exact approach may differ among the DCOs, it is crucial that following
receipt of an FCM daily report, such excess margin must be treated as “allocated excess” until the next
FCM report is received.
In sum, we remain gravely concerned about requiring a substantial portion of the market to
clear before these important protections for customer collateral are completely in place. Without the
requested extension, we fear that once most of the buy-side participants are subject to the clearing
mandate, there will be less incentive for FCMs and DCOs to progress diligently with implementing the
models that will provide full protection to excess margin. We believe it is imperative that the full
protections of LSOC be provided to all customer collateral, including excess margin. Therefore, we
urge the CFTC to delay the mandatory clearing for Category 2 entities until September 9 so that FCMs
and DCOs can have the additional time needed to build the technological infrastructure for FCMs to
report on and transfer customer excess margin to the DCOs and to implement LSOC plus excess.

*

*

*

We appreciate the opportunity to express our concerns regarding the implementation of LSOC
and the implications of the upcoming clearing deadline for many buy-side participants. We strongly
believe that the CFTC staff must continue to enhance protection afforded customers and customer
funds held by FCMs and DCOs, including excess margin. If you have any questions on our letter,
please feel free to contact Karrie McMillan at (202) 326-5815, Sarah Bessin at (202) 326-5835, or
Jennifer Choi at (202) 326-5876 of the ICI, Karen Barr or Monique Botkin at (202) 293-4222 of the
IAA, or Timothy Cameron at (212) 313-1389 or Matt Nevins at (212) 313-1176 of AMG.

Sincerely,

8

See CFTC Letter No. 12-31, Staff Interpretation Regarding Part 22 (Nov. 1, 2012).
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/s/
Karrie McMillan
General Counsel
Investment Company Institute
/s/
Karen L. Barr
General Counsel
Investment Adviser Association
/s/
Timothy W. Cameron, Esq.
Managing Director, Asset Management Group
Securities Industry and Financial Markets
Association
/s/
Matthew J. Nevins, Esq.
Managing Director and Associate General
Counsel, Asset Management Group
Securities Industry and Financial Markets
Association

cc:

The Honorable Gary Gensler
The Honorable Jill E. Sommers
The Honorable Bart Chilton
The Honorable Scott D. O’ Malia
The Honorable Mark Wetjen
Robert Wasserman, Chief Counsel, Division of Clearing and Risk
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Certification Pursuant to Commission Regulation 140.99(c)(3)
As required by Commission Regulation 140.99(c)(3), we hereby (i) certify that the material facts set
forth in the attached letter dated June 4, 2013 are true and complete to the best of our knowledge; and
(ii) undertake to advise the Commission, prior to the issuance of a response thereto, if any material
representation contained therein ceases to be true and complete.
Sincerely,

/s/
Karrie McMillan
General Counsel
Investment Company Institute
/s/
Karen L. Barr
General Counsel
Investment Adviser Association
/s/
Timothy W. Cameron, Esq.
Managing Director, Asset Management Group
Securities Industry and Financial Markets Association
/s/
Matthew J. Nevins, Esq.
Managing Director and Associate General Counsel, Asset Management Group
Securities Industry and Financial Markets Association
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June 4, 2013

Mr. Ananda Radhakrishnan
Director
Division of Clearing and Risk
Commodity Futures Trading Commission
Three Lafayette Centre
1155 21st Street, NW
Washington, DC 20581
Re:

Implementation of LSOC Protections for Excess Customer Margin by Derivatives Clearing
Organizations and Futures Commission Merchants

Dear Mr. Radhakrishnan:
The Investment Company Institute (“ICI”),1 the Investment Adviser Association,2 and the
Asset Management Group (“AMG”)3 of the Securities Industry and Financial Markets Association are
writing to express our concern with respect to the incomplete implementation of the protections
provided to customer excess margin4 held by futures commission merchants (“FCMs”) and derivatives
clearing organizations (“DCOs”) under the “legal segregation with operational commingling” or
“LSOC” model adopted by the Commodity Futures Trading Commission (“CFTC” or
“Commission”). To ensure that customers benefit from the full margin protections offered by the
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 $15.2 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 AMG’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.
4

Excess margin is any collateral above the “amount required by the [DCO].” Rule 22.13(c) under the Commodity
Exchange Act (“CEA”).
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LSOC model, we request that the Division of Clearing and Risk (“Division”) delay the deadline for
mandatory clearing by Category 2 entities until September 9 (the deadline for Category 3 entities) to
allow DCOs and FCMs the necessary time to implement the technological systems to provide these
critical protections.
Our members have been working diligently to be ready for the June 10 clearing mandate by
completing the necessary documentation, installing the “plumbing” with middleware providers, and
testing trades in the system to resolve any gaps. This request does not reflect a lack of will or
commitment regarding clearing but, rather, one of inadequate time for the DCO and FCM industry to
implement the necessary technological infrastructure to provide this critical protection to their
customers.
Two-Phase Implementation of LSOC Protections
In meetings last summer with the Commissioners and with CFTC staff, it was acknowledged
that, although the LSOC model fully protected initial and excess margin from “fellow customer risk,” it
was necessary to implement the protections allowing customers to instruct FCMs to move excess
margin to DCOs in two phases. The first phase, characterized as “LSOC without excess,” commenced
in November, 2012 (the compliance date for LSOC). The second phase, characterized as “LSOC plus
excess,” was to be operational by May 2013 (i.e., before the June 10 mandatory clearing deadline for
Category 2 entities). Moreover, at industry meetings, the DCOs and FCMs confirmed their
commitment to this timeline with the CME even initially instructing its members that beginning May
27, members must operate in a “client-specific excess mode.”5 It now appears, however, that only the
CME has launched a model providing for the “LSOC plus excess” functionality, and we understand
that no FCMs have yet adhered.6 Some FCMs have told our members that they are waiting until each
DCO has implemented its model so that they can adhere to all of the DCO models at once and on a
consistent basis.
Need for Full LSOC Protection for Excess Margin
Our concerns with the incomplete protection of excess margin are particularly acute because
the Rule 22.2(d)(1) prohibition on FCMs using one customer’s margin to secure another customer’s
positions will have the practical effect of requiring customers to either always have excess margin
5

See CME Group Advisory Notice 12-360 (Aug. 22, 2012), available at http://www.cmegroup.com/toolsinformation/lookups/advisories/clearing/files/Chadv12-360.pdf.
6

For example, CME issued an updated advisory note earlier this year stating that “[t]here is no requirement that firms begin
operating in LSOC with excess mode on [April 22, 2013], and we anticipate a transition process occurring over a period of
several months, as firms test and go live with LSOC phase 2. CME has not established a date by which firms must
convert….” See CME Group Advisory Notice 13-064 (Feb. 7, 2013), available at http://www.cmegroup.com/toolsinformation/lookups/advisories/clearing/files/Chadv13-064.pdf.
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available to pre-fund new positions (which may be the less costly option) or borrow such margin from
their FCMs. Use of the pre-funding option will likely result in significant amounts of customer excess
margin being maintained in the system. Many of our members have been planning to instruct their
FCMs to hold such excess at the DCO so that it can be treated as “allocated excess,” removed from
potential FCM fraud, and available for porting. Absent implementation of LSOC plus excess, excess
margin remaining in the possession of the FCMs may be subject to heightened fraud risk, and such
excess margin in the possession of DCOs must be treated as “unallocated excess,” required, in the event
of the FCM’s insolvency, to be returned to the FCM’s trustee for distribution and unavailable for
porting.
Moreover, our concerns are not eliminated by the ability of customers to request the return of
excess margin at any time. Although this option may be helpful with respect to the small amounts of
excess that may be naturally generated by increases in the value of margin or in decreases in the need for
initial margin, there are other sources of margin that cannot be returned to customers. Under Rule
22.13(c), excess margin is defined broadly to include any collateral above “the amount required by the
[DCO].” Three of the most obvious sources of excess margin for which customers cannot request the
return include: (1) excess margin arising from an FCM’s credit requirements; (2) excess margin arising
from the extra 10% of initial margin to support “speculative” trades; and (3) excess margin transferred
by a customer to pre-fund new trading. These sources of excess margin must be held by the FCM unless
the DCO “provides a mechanism by which the [FCM] is able to, and maintains rules pursuant to which
the [FCM] is required to, identify each Business Day, for each [customer], the amount of collateral
posted in excess of the amount required by the [DCO].”7 Because Category 2 entities were promised
that this mechanism would be in place before the June 10 clearing mandate, we are now requesting that
the CFTC delay the clearing deadline to allow adequate time for DCOs and FCMs to make the
technological changes necessary to ensure the protection operational.
The move to mandatory clearing under the “LSOC without excess” model raises particular
concerns for our members given that the manner in which they currently trade derivatives over the
counter subjects their margin to neither fraud risk nor fellow-customer risk. Fraud risk is eliminated
through netting arrangements, which provide that regardless of how a dealer may treat a customer’s
variation margin, its value is netted against the customer’s payment obligations. Both variation margin
and initial margin are further protected when held in third-party, segregated custodial accounts.
We also see significant benefits in the added discipline and controls to be provided under the
“LSOC plus excess” model in the FCMs’ daily reporting to their DCOs under Rule 22.13(c)(2)
regarding the identity of their customers and the amount of each customer’s excess margin. We believe
that such reporting, coupled with the transfer of excess margin from the FCM to the DCO, should
substantially mitigate the risks to customers and to the CFTC, particularly in light of the MF Global

7

Rule 22.13(c)(2) under the CEA.
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and Peregrine insolvencies in which insufficient records made it an almost insurmountable challenge to
confirm the amount and location of customer margin.
Finally, we urge the Commission to remain fully engaged with the efforts of the DCOs, FCMs,
and customers to complete the implementation of the “LSOC plus excess” model. As the other DCOs
work to finalize their rules to implement LSOC plus excess in the coming weeks, it is critical that all
approaches are consistent with the principles expressed in the interpretation of the Part 22 rules
provided by the Division on November 1, 2012.8 In response to Question 7.1, the Division wrote that
“[w]here a DCO does elect to hold and accept [customer excess], the value …is the value, after
application of any applicable haircuts, in the DCO’s books and records that is assigned to the [customer
excess] . . . .” Although the exact approach may differ among the DCOs, it is crucial that following
receipt of an FCM daily report, such excess margin must be treated as “allocated excess” until the next
FCM report is received.
In sum, we remain gravely concerned about requiring a substantial portion of the market to
clear before these important protections for customer collateral are completely in place. Without the
requested extension, we fear that once most of the buy-side participants are subject to the clearing
mandate, there will be less incentive for FCMs and DCOs to progress diligently with implementing the
models that will provide full protection to excess margin. We believe it is imperative that the full
protections of LSOC be provided to all customer collateral, including excess margin. Therefore, we
urge the CFTC to delay the mandatory clearing for Category 2 entities until September 9 so that FCMs
and DCOs can have the additional time needed to build the technological infrastructure for FCMs to
report on and transfer customer excess margin to the DCOs and to implement LSOC plus excess.

*

*

*

We appreciate the opportunity to express our concerns regarding the implementation of LSOC
and the implications of the upcoming clearing deadline for many buy-side participants. We strongly
believe that the CFTC staff must continue to enhance protection afforded customers and customer
funds held by FCMs and DCOs, including excess margin. If you have any questions on our letter,
please feel free to contact Karrie McMillan at (202) 326-5815, Sarah Bessin at (202) 326-5835, or
Jennifer Choi at (202) 326-5876 of the ICI, Karen Barr or Monique Botkin at (202) 293-4222 of the
IAA, or Timothy Cameron at (212) 313-1389 or Matt Nevins at (212) 313-1176 of AMG.

Sincerely,

8

See CFTC Letter No. 12-31, Staff Interpretation Regarding Part 22 (Nov. 1, 2012).

Mr. Ananda Radhakrishnan
June 4, 2013
Page 5 of 6

/s/
Karrie McMillan
General Counsel
Investment Company Institute
/s/
Karen L. Barr
General Counsel
Investment Adviser Association
/s/
Timothy W. Cameron, Esq.
Managing Director, Asset Management Group
Securities Industry and Financial Markets
Association
/s/
Matthew J. Nevins, Esq.
Managing Director and Associate General
Counsel, Asset Management Group
Securities Industry and Financial Markets
Association

cc:

The Honorable Gary Gensler
The Honorable Jill E. Sommers
The Honorable Bart Chilton
The Honorable Scott D. O’ Malia
The Honorable Mark Wetjen
Robert Wasserman, Chief Counsel, Division of Clearing and Risk
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Certification Pursuant to Commission Regulation 140.99(c)(3)
As required by Commission Regulation 140.99(c)(3), we hereby (i) certify that the material facts set
forth in the attached letter dated June 4, 2013 are true and complete to the best of our knowledge; and
(ii) undertake to advise the Commission, prior to the issuance of a response thereto, if any material
representation contained therein ceases to be true and complete.
Sincerely,

/s/
Karrie McMillan
General Counsel
Investment Company Institute
/s/
Karen L. Barr
General Counsel
Investment Adviser Association
/s/
Timothy W. Cameron, Esq.
Managing Director, Asset Management Group
Securities Industry and Financial Markets Association
/s/
Matthew J. Nevins, Esq.
Managing Director and Associate General Counsel, Asset Management Group
Securities Industry and Financial Markets Association

February 27, 2013
VIA ELECTRONIC MAIL
AIFMD Transposition
Financial Regulation and Markets
HM Treasury
1 Horse Guards Road
London
SW1A 2HQ
RE:

Consultation Paper on the Transposition of the Alternative Investment Fund
Managers Directive

Dear Sir or Madam:
The Investment Adviser Association (IAA) is writing with respect to HM Treasury’s
Consultation Paper concerning transposition of the Alternative Investment Fund Managers
(AIFM) Directive in the UK. 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 membership consists of investment advisory firms that manage
assets for a wide variety of institutional and individual clients, including pension plans, trusts,
investment funds, endowments, foundations, and corporations, and many of our members
manage assets on behalf of clients in the European Union. 1 Our comments on the Consultation
relate to the UK's proposed implementation of the transitional provisions in Article 61(1) of the
Directive.
Under Article 42 of the Directive, non-EU AIFMs may continue to market AIFs in the
UK and other EU Member States under applicable private placement regimes, under certain
circumstances. One of the conditions to such marketing, however, is the establishment of
cooperation agreements between the EU Member State and the non-EU manager’s supervisory
authorities. 2 According to published reports, cooperation agreements are in place with only two
non-EU countries, Switzerland and Brazil, and the timing for finalization of other such
agreements is not clear. In addition, the draft regulations accompanying the Consultation Paper
indicate that, in order to fall within the UK’s private placement regime, non-EU AIFMs must
request to be included on the Article 42 register by applying to the Financial Conduct Authority
(FCA). The draft regulations would allow the FCA 20 working days to act on such applications.
The Financial Services Authority, the predecessor to the FCA, has not yet established the
1

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

2

The Directive’s delegation provisions also require such cooperation agreements.
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procedure for these applications, however. Until the cooperation agreements and the procedures
are in place, non-EU managers may not be able to apply for inclusion on the register.
The Consultation Paper appears to contemplate, however, that both of these conditions,
the establishment of the cooperation agreements and the manager’s inclusion on the Article 42
register, must be satisfied by July 22, 2013, in order for non-EU AIFMs to be able to continue to
market in the UK under the private placement regime after that date. If the UK law takes this
approach and the cooperation agreements and the application process are not put into place in the
near future, then non-EU AIFMs may be precluded from marketing their funds in the UK under
the private placement regime from July 22, 2013 until these conditions are satisfied. Such a
result would significantly disrupt the market for such funds; therefore, we submit that the UK
law should, under Article 61(1) of the Directive, allow non-EU managers to satisfy the
cooperation agreement, application and other Article 42 criteria by July 22, 2014. This would
give our members time to adapt to the new regulatory regime and would address in a
constructive way the position of extreme uncertainty our members find themselves in as July 22,
2013 approaches.
Please contact the undersigned or Karen Barr, IAA General Counsel, at (202) 293-4222
for any additional information regarding our comments.

Sincerely,
/s/Kathy D. Ireland
Kathy D. Ireland
Associate General Counsel

February 26, 2013

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:

Compliance with Registration Requirements Under Amended Regulations 4.5 and
4.13(a)(3) by Funds of Funds

Dear Mr. Barnett:
The Investment Company Institute (“ICI”)1 and the Investment Adviser Association
(“IAA”)2 are submitting this letter to the Division of Swap Dealer and Intermediary Oversight
(“Division”) on an issue of critical importance to sponsors/managers of registered investment
companies and private funds (each, a “fund”): how the de minimis thresholds in Regulations 4.5
and 4.13(a)(3) will be applied to a “fund of funds.” We appreciate the Division’s recognition of
this issue’s importance, as evidenced by its current efforts to prepare guidance (“Guidance”) in
this area, and its temporary relief regarding the registration obligation for certain fund of funds
managers until six months after such Guidance is issued.3

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 $14.2 trillion and serve
over 90 million shareholders. As a result of the CFTC’s recent amendments to Regulation 4.5, many registered
investment advisers that advise registered investment companies must register as commodity pool operators
(“CPOs”). Although ICI has judicially challenged amended Regulation 4.5, see Complaint, Investment Company
Institute, et al. v. CFTC, Case No. 1:12-cv-00612 (D.D.C. Apr. 17, 2012), it is committed to assisting its members’
efforts to comply with the amended regulation.
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

CFTC No-Action Letter No. 12-38 (Nov. 29, 2012) (“Letter 12-38”).
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In our view, the Division’s Guidance should be sufficiently broad to address three
significant developments in the last year:
1.

The removal of Appendix A (“Former Appendix A”)4 from Part 4 of the
Commodity Futures Trading Commission’s (“CFTC” or “Commission”)
regulations, which formerly guided the application of the de minimis thresholds to
fund of funds managers seeking to rely on Regulation 4.13(a)(3);

2.

The application of the de minimis thresholds to managers of registered funds of
funds, in light of the Commission’s amendments to Regulation 4.5; and

3.

The fact that some securities in which registered and private funds invest—for
example, certain securities issued by securitization vehicles, real estate investment
trusts (“REITs”) and business development companies (“BDCs”) — are now
treated as interests in commodity pools.

In this letter, we offer concrete recommendations for how the Guidance can be made
flexible and workable for fund of fund managers and still achieve what we understand the
Division’s objective to be — to exclude from regulation only those managers of funds of funds
whose direct and indirect commodity interest trading is below a certain level. Our
recommendations are generally consistent with, and seek to achieve the same purposes as, those
set forth in previous submissions by the ICI, the IAA, the Managed Funds Association (“MFA”)
and the Asset Management Group of the Securities Industry and Financial Markets Association
(“AMG”).5

4

We note that Former Appendix A was developed by the CFTC as part of its consideration of rulemaking proposals
that led, in relevant part, to the Commission’s adoption of Regulation 4.13(a)(3). See Commodity Pool Operators
and Commodity Trading Advisors; Exemption from Requirement to Register for CPOs of Certain Pools and CTAs
Advising Such Pools, 67 Fed. Reg. 68785, 68788- 68790 (Nov. 13, 2002) (“2002 ANPR”) (discussing, and offering
examples of, how the temporary registration no-action relief outlined in the 2002 ANPR would apply to the operator
of a “fund of funds” and requesting comments on how relief for fund of funds managers should be addressed in the
Commission’s proposal); Additional Registration and Other Regulatory Relief for Commodity Pool Operators and
Commodity Trading Advisors, 68 Fed. Reg. 12622, 12631 (March 17, 2003) (providing additional guidance in
response to commenters’ reactions to the examples, and requesting general comment on how to treat funds of funds
in the context of CPO registration and Regulation 4.13); Additional Registration and Other Regulatory Relief for
Commodity Pool Operators and Commodity Trading Advisors; Past Performance Issues, 68 Fed. Reg. 47221,
47225 (Aug. 8, 2003) (“Regulation 4.13(a)(3) Adopting Release”) (adopting Appendix A in order to address
concerns and scenarios raised by commenters, and explaining the four principles that guided the Commission’s
adoption of Appendix A).
5

See submission by the ICI and the IAA to Division staff on July 10, 2012; Letter from AMG to Amanda Olear of
the Division staff dated August 15, 2012; Letter from the IAA and the MFA to the CFTC dated November 9, 2012;
and Letter from the MFA to the CFTC on December 19, 2012. This letter does not supersede those submissions, but
rather attempts to integrate and build upon them. For example, we continue to urge the Division to permit use of
combinations of situations from Former Appendix A, such as the ability of funds of funds to invest in a mixture of
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To ensure that the Guidance satisfies the Division’s objectives without resulting in
unintended consequences, we urge the Division to afford fund of funds managers and other
members of the public the opportunity to review and comment on the Guidance before it is
issued in final form. We note that, since the repeal of Regulation 4.13(a)(4) and the substantial
narrowing of Regulation 4.5, investment advisers to registered and private funds have spent
considerable time trying to understand how the guidance in Former Appendix A would apply to
their wide range of fund structures and investments.6 This experience with Former Appendix A
would inform the comments of fund of funds managers and thus potentially provide the Division
with valuable insights as it crafts the Guidance. Fund of funds investors also should have the
opportunity to comment on the Guidance, as it would affect the operation of the funds in which
they invest.
Background
1.

What is a Fund of Funds?

The term “fund of funds” traditionally has been used to describe a fund that invests in a
number of underlying funds operated by third parties. Today, many registered and private funds
invest in some combination of other registered funds and/or private funds. Their managers also
may engage sub-advisers to directly manage one or more portions of the fund’s assets (each such
portion referred to as a “Sub-Advised Sleeve”7), with or without some level of direct trading by
the manager.
Some funds, on the other hand, are not commonly considered to be “funds of funds.”
Some of these funds invest a relatively small portion of their assets in one or more underlying
funds to gain exposure to an asset class or strategy in a more efficient manner, with a majority of
their assets invested directly in individual securities or other investments. In addition, certain
funds may now be viewed as funds of funds solely because certain securities in which they invest
have been identified by the Division as interests in commodity pools. These include certain
securities issued by REITs, securitization vehicles, and BDCs that meet the definition of
commodity pool.8

underlying funds operated by registered CPOs and underlying funds that each comply with the de minimis
limitations.
6

See answer to question 1 under the heading “Fund-of-funds” in Division of Swap Dealer and Intermediary
Oversight Responds to Frequently Asked Questions – CPO/CTA: Amendments to Compliance Obligations (August
2012, as amended), which permits managers of funds of funds to rely on Former Appendix A until the Guidance is
issued.

7

For purposes of this letter, a Sub-Advised Sleeve is typically structured as an arrangement where a sub-adviser is
retained to provide investment advisory services to a portion of a fund. A Sub-Advised Sleeve could also include a
portion of a fund advised by a broker-dealer that provides advisory services ancillary to its brokerage services.

8

Until recently, these types of entities were not commonly considered “commodity pools” as they were not thought
of as pooling assets “for the purpose of trading commodity interests” as required by Section 1a(10) of the
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For purposes of this letter, a “FOF” is defined as a fund that (1) invests in one or more
investment vehicles that are commodity pools (for example, registered funds,9 private funds,
REITs, securitization vehicles, or BDCs that are, in each case, a commodity pool) and/or (2) has
one or more Sub-Advised Sleeves that trade commodity interests.10 Each such investment
vehicle or Sub-Advised Sleeve may be managed by the FOF Manager itself or by an affiliated or
unaffiliated investment manager. The sponsor/manager of the FOF is referred to as the “FOF
Manager,” the investment vehicle or Sub-Advised Sleeve is referred to as an “Underlying Fund”
and the manager/operator of an Underlying Fund is referred to as an “Underlying Manager.”
Underlying Funds that are REITs, securitization vehicles, or BDCs and trade commodity
interests are referred to as “Non-Traditional Pools.”
2.

FOF Investor Expectations and Investment Management.

“True” Funds of Funds. Investing in a “true” FOF provides the FOF investor with
access to professional investment advice in the selection of Underlying Funds and to a more
diversified Underlying Fund portfolio. In our experience, persons invest in such FOFs because
they want the FOF Manager to select the Underlying Funds in which the FOF will invest.11 A
FOF investor may not have the time or the expertise to select Underlying Funds. FOF investors
do not always receive,12 nor do they generally want to receive, information in offering
documents regarding the particular Underlying Funds in which the FOF invests (other than
perhaps to a limited extent through investor reporting and in financial statements and other

Commodity Exchange Act. A BDC can be thought of as more akin to an operating company because the BDC’s
manager is required to exercise a controlling influence over a certain portion of the BDC’s assets. See Section 55 of
the Investment Company Act of 1940 (“Investment Company Act”).
9

Registered funds include open-end funds (mutual funds), closed-end funds, ETFs, and UITs. Closed-end funds,
ETFs, and UITs are often traded in secondary market transactions.
10

This definition of FOF is generally consistent with the Division’s definitions of “Investor Fund” or “Fund of
Funds” in Letter 12-38, except that Letter 12-38 does not expressly address Sub-Advised Sleeves.

11

Most FOF Managers market their FOFs by explaining how they (1) organize their FOFs (for example, registered
or private FOF, diversified or single strategy focused, low or moderate volatility), (2) select the investment strategies
in which the FOF will invest (for example, long-short equity, credit, fixed income, distressed debt, special situations,
global macro, event driven, convertible arbitrage and managed futures), (3) select the particular Underlying Funds
(including conducting legal and operational due diligence) in which the FOF will invest, (4) monitor the Underlying
Managers (for example, with respect to strategy implementation and compliance with investment limitations), and
(5) determine whether to invest in an Underlying Fund or redeem.
12

Usually a FOF’s offering documents will provide more information on Underlying Funds when the FOF invests
in affiliated Underlying Funds or when the Underlying Funds in which the FOF invests are not expected to change
over the life of the FOF.
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reports prepared by the FOF Manager or its agent, such as an administrator).13 Required
disclosures also are designed to ensure that FOF investors understand that the Underlying Funds
and the allocations to them will change over time. Fundamentally, FOF investors want the FOF
Manager to use its expertise to make these investment and allocation decisions and seek to
produce returns that are better than the returns that investors could have achieved on their own,
after considering the fees and expenses charged by the FOF.
From the FOF Manager’s perspective, when the FOF Manager selects Underlying Funds,
the FOF Manager is looking for Underlying Funds that the FOF Manager expects will produce
higher returns than other underlying funds or investment managers pursuing the same or
substantially similar investment strategies. The FOF Manager considers an investment in an
Underlying Fund from a variety of perspectives, such as fees and liquidity, performance, legal
and operational due diligence, investment strategy and methodology, whether it is an index
component, and compatibility with the overall FOF portfolio. FOF Managers are focused on
how an Underlying Manager implements its investment strategy to achieve the Underlying
Fund’s investment objective; the precise extent of commodity interest trading by an Underlying
Manager, however, has not generally been a selection criterion for a FOF Manager.
Funds that Invest in Non-Traditional Pools. As a result of the inclusion of swaps in the
definition of “commodity pool” and the Division’s issuance of various letters over the past
several months, many more investment vehicles may now be considered to be commodity
pools.14 Of those letters, only one addresses the status of the operator of a fund that invests in
such a vehicle.15 The other letters only address either the status of the Non-Traditional Pool
itself as a commodity pool or whether the operator of the Non-Traditional Pool is required to
register as a CPO. Those letters16 generally do not impose de minimis limitations that are
comparable to those in Regulations 4.5 and 4.13(a)(3); therefore, if commodity interest trading
by these Non-Traditional Pools is attributed up to the FOF, it is not clear how the FOF Manager
should account for this trading at the FOF level.
Funds that invest in Non-Traditional Pools do so as part of their overall investment
strategy. These investments, with the exception of BDCs, traditionally have been considered

13

Even when an offering document provides this information, it usually notes that the Underlying Funds may be
changed without notice to investors.
14

See, e.g., CFTC No-Action Letter No. 12-44 (addressing mortgage REITs), CFTC No-Action and Interpretive
Letters Nos. 12-14, 12-45 and 12-67 (addressing securitization vehicles), and CFTC No-Action Letter No. 12-40
(addressing BDCs). Only CFTC No-Action Letter No. 12-67 addresses the status of the operator of a fund that
invests in a securitization vehicle and only CFTC No-Action Letters No. 12-40 and 12-44 require notice filings.
15

See CFTC No-Action Letter No. 12-67.

16

The sole exception is CFTC No-Action Letter No. 12-40.
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securities and not investment pools.17 Investors in these “inadvertent funds of funds” do not
view these underlying securities as interests in commodity pools, nor are they investing in these
funds to gain exposure to commodity interests through such securities. Instead, any such
commodity interest exposure is merely a result of how the Underlying Manager of that NonTraditional Pool manages the risks inherent in the Non-Traditional Pool (such as interest rate or
foreign currency risk). To the extent that the fund is actively managed, the manager of the fund
will buy and sell Non-Traditional Pools in accordance with its overall investment strategy for the
fund.
3.

Difficulty of Obtaining Information Regarding Commodity Interest Trading by
Underlying Managers.

It is very difficult and extremely time consuming to get information from Underlying
Managers regarding the extent of their Underlying Funds’ commodity interest trading if the
Underlying Managers themselves are not relying on Regulation 4.5 or Regulation 4.13(a)(3) with
respect to those Underlying Funds. Many ICI and IAA members diligently tried to gather this
information in determining whether they could avail themselves of the deferred compliance date
in Letter 12-38. As Underlying Managers usually consider their trading strategies to be
proprietary, many either refused to respond to requests for information or provided only certain
limited information on a lagged basis.18 Because Underlying Managers responded to these
questionnaires in disparate ways, using different limitations, ranges, and time periods, it was
very difficult to get a precise view of the commodity interest trading by the FOF on a look
through basis.
If an Underlying Manager is registered as a CPO or commodity trading advisor (“CTA”)
and acting in a registered capacity with respect to the Underlying Fund, that manager would
generally refuse to abide by any specific commodity interest trading limitations with respect to
that Underlying Fund. Complying with a trading limitation may also be inconsistent with the
Underlying Manager’s obligation to operate the Underlying Fund consistent with the Underlying
Manager’s fiduciary duties to the Underlying Fund. Strict confidentiality obligations are
commonplace in the private FOF space, and even Underlying Managers of Sub-Advised Sleeves
have refused to provide real-time position level information to the FOF Manager because of
confidentiality and selective disclosure concerns. Moreover, with respect to publicly offered or
traded Underlying Funds or Underlying Funds purchased in secondary market transactions (such
as certain registered funds, BDCs, REITs and securitization vehicles), the FOF Manager often

17

We request the same regulatory treatment for BDCs, however, because FOFs that invest in BDCs face the same
informational obstacles with respect to investing in BDCs as they do with respect to investing in other NonTraditional Pools. See, infra, note 27.
18

Some Underlying Managers provided high and low end ranges either for one or both of the de minimis tests.
Some provided information only with respect to certain recent periods (for example, as of the end of the first three
quarters of 2012). Many would not commit to stay within these ranges for a period longer than the end of 2013.
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does not have a relationship or direct contact with the Underlying Manager, making it even more
difficult to get this information.19
To the extent a FOF Manager has any information about commodity interest trading by
Underlying Managers, the information is usually obtained on a lagged basis, often through
quarterly, semi-annual and annual financial reporting.20 Some Underlying Managers may be
unwilling to share trade data without use of a filter provided by a data aggregator, or even at
all.21 In any case, any data provided may not be of sufficient detail to compute compliance with
de minimis limitations.
If some Underlying Managers are acting in a registered capacity with respect to certain
Underlying Funds that do not adhere to the de minimis limitations in Regulation 4.5 or
4.13(a)(3), it is generally impossible for a FOF Manager to comply with those same limitations
by attributing the commodity interest trading by the Underlying Funds up to the FOF and testing
compliance at the FOF level. This difficulty is compounded by the requirement in Regulations
4.5 and 4.13(a)(3) that compliance with the de minimis limitations be measured each time a
commodity interest position is established.22 Moreover, even if a FOF Manager can convince an
Underlying Manager to agree to abide by a limitation, it is very difficult for the FOF Manager to
replace that Underlying Manager without having to readjust commodity interest limitations with
all of the FOF’s other Underlying Managers.

19

Consider, for example, a Global ex US Real Estate Income Fund whose investment objective is to track the
performance of an index of 460 securities of non-US real estate companies and REITs. The investing fund typically
owns all 500 securities of the index. A substantial percentage of such securities are foreign equity REITs. In order
to ascertain whether an exemption or exclusion is available, the investing fund’s operator would have to contact
hundreds of REIT issuers, each of which individually comprises a very small percentage of the investing fund’s
overall assets. This exercise would be onerous and unlikely to generate the necessary information.
20

Operators of private funds are generally required to furnish investors with audited financial statements as a result
of the custody rule, Rule 206(4)-2 under the Investment Advisers Act of 1940 (“Advisers Act”). Even if the custody
rule does not apply, market practice is for operators of private funds to provide annual audited financial statements.
Registered funds must provide semi-annual unaudited and annual audited financial statements under the Investment
Company Act. See Rule 30e-1 and Form N-CSR under the Investment Company Act. Registered funds also must
file quarterly portfolio holdings information with the SEC. See Rule 30b1-5 and Form N-Q under the Investment
Company Act.
21

This information is frequently provided by Underlying Managers of private Underlying Funds to the FOF
Manager through a data aggregator such as GlobeOp or Risk Metrics. Broad information sharing of Underlying
Fund position level data is not market practice in the FOF industry.

22

Even in situations where a FOF Manager invests in Underlying Funds advised by affiliated Underlying Managers,
differences in technological systems and information barriers imposed to address selective disclosure and other
regulatory issues may make it difficult for the FOF Manager to engage in real time monitoring of commodity
interest positions at the Underlying Fund level.
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Recommendations
For the Guidance to be practical and useful to FOF Managers, it should reflect the
difficulties FOF Managers have in obtaining information from Underlying Managers and address
how investment in Non-Traditional Pools should be treated. We are concerned that, if the
Division’s Guidance requires that a FOF Manager effectively look through all of the Underlying
Funds and Non-Traditional Pools in which a FOF invests to determine whether the FOF meets
the de minimis limitations in Regulation 4.5 or 4.13(a)(3), a FOF Manager will be unable to
obtain all of the necessary information and may therefore forgo investments that are otherwise
consistent with or required by its FOF’s investment strategy. This may artificially constrain how
some FOF Managers construct their FOFs, to the detriment of FOF investors. As a matter of
policy, the Division should not inadvertently encourage a FOF Manager to select one Underlying
Fund over another simply because the Underlying Manager of the first fund determines to
comply with the de minimis trading limitations, provides certain information or agrees to abide
by an investment restriction on commodity interest trading. FOF Managers should not be left
with a dilemma – either (1) change how their FOFs invest to comport with the Guidance, which
may adversely affect FOF investors’ returns and the FOF Manager’s flexibility to change
Underlying Funds at will, or (2) spend time and resources to register as a CPO out of an
abundance of caution. We believe that our recommendations address this potential dilemma and
achieve the goals identified above while not inappropriately excluding FOF Managers from
registration and regulation by the CFTC.23
We recommend that the Guidance:
1.

be crafted broadly to cover a range of FOFs;

2.

permit a specified level of investment, without a look-through, in (a) Underlying
Funds managed by registered CPOs and CTAs24 that are acting in a registered
capacity with respect to these Underlying Funds and (b) Non-Traditional Pools;

3.

clarify the treatment of direct trading by the FOF Manager;

4.

clarify the treatment of a Sub-Advised Sleeve, both as a portion of a “true” FOF
and in a so-called “multi-manager” fund;

5.

include a “reasonable belief” standard for FOF Managers that must look through
certain Underlying Funds;

23

We recognize that the CFTC reserved consideration of a broad fund of funds exemption for a future date and we
urge the CFTC to proceed with such consideration. See Commodity Pool Operators and Commodity Trading
Advisors: Compliance Obligations, 77 Fed. Reg. 11252 at 11264 (February 24, 2012); correction notice published
at 77 Fed. Reg. 17328 (March 26, 2012). In the meantime, however, we believe the Division should enable FOFs to
flexibly apply existing exemptions.

24

For purposes of this recommendation, registration as a CTA would only be sufficient if the CTA is managing a
Sub-Advised Sleeve for the FOF Manager.
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6.

permit periodic testing for compliance with the de minimis limitations by the FOF
Manager;

7.

provide a transition period for a FOF Manager that can currently rely on
Regulation 4.5 or 4.13(a)(3) and then subsequently determines that it needs to
register as a CPO;

8.

provide relief for FOFs that invest in Underlying Funds that do not issue
interests/shares that are periodically redeemable (“Non-Redeemable Funds”); and

9.

provide relief for FOFs that cannot easily change their investments once formed.

Nothing in our recommendations is intended to preclude a FOF Manager, if it can obtain
the necessary information, from aggregating its direct commodity interest trading with indirect
commodity interest trading at the Underlying Fund level and testing compliance with the de
minimis limitations on an aggregated basis at the FOF level. This is consistent with Situation 4
of Former Appendix A. In addition, nothing in our recommendations should preclude a FOF
Manager from imposing limitations on commodity interest trading by the Underlying Managers
and at the FOF level and calculating compliance on a weighted average, which would be
consistent with Situation 3 of Former Appendix A.25
1.

Cover a Broad Range of FOFs.

In light of Dodd-Frank’s inclusion of swaps in the definition of “commodity pool” and
the Division’s recent letters regarding Non-Traditional Pools, many more funds may be
considered commodity pools simply because they invest in investment vehicles that trade swaps
or because they invest in REITs, BDCs, or securitization vehicles that trade commodity interests.
Thus, the universe of managers that may be considered to be CPOs of FOFs has greatly
expanded. Because of the breadth of structures and forms FOFs may take, we continue to
believe that the Guidance should be crafted broadly to cover a range of FOFs, whether registered
under the Investment Company Act or excluded from such registration, including:

25

a.

a “true” FOF – a fund that invests in one or more registered funds and/or private
funds, which also may have one or more Sub-Advised Sleeves;

b.

a “multi-manager” fund – a fund that consists solely of multiple Sub-Advised
Sleeves;

c.

a fund that invests in Non-Traditional Pools; and

We do not believe the Guidance should generally apply to traditional master-feeder structures, where almost all of
the investment activity takes place at the master fund level. Of course, if a master fund itself invests in NonTraditional Pools, the Guidance should apply to the operator of the master fund and its feeder funds because,
consistent with CFTC practice, the investment in Non-Traditional Pools will be attributed up to the feeder funds.
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d.

2.

a fund using any combination of the activities described in (a) and/or (c), with or
without some direct trading in commodity interests by the FOF Manager.

Permit a Specified Level of Investment, Without a Look-Through, in Underlying Funds
Managed by Registered CPOs and CTAs and in Non-Traditional Pools.
a.

Underlying Funds Managed by Registered CPOs and CTAs.

We believe that the Guidance should permit a FOF to invest, without a look-through, in
Underlying Funds managed by registered CPOs and CTAs that are acting in a registered capacity
with respect to such Underlying Funds, subject to the limitations described in Subsection 2(c)
below.26 In this circumstance, little additional investor protection is provided by requiring a FOF
Manager to register if the Underlying Managers are themselves registered and acting in a
registered capacity with respect to those Underlying Funds. This is particularly true where the
FOF Manager does not engage in direct trading of commodity interests or where the direct
trading itself falls within the de minimis limitations in Regulation 4.5 or 4.13(a)(3).
As noted above, FOF investors invest in most “true” FOFs because they want the FOF
Manager to select Underlying Funds, monitor them and replace them as necessary. FOF
investors understand that the FOF Manager does not manage or direct the trading decisions made
by the Underlying Funds. As described above, a FOF Manager typically has limited
transparency to Underlying Funds’ trading activities and it is very costly for a FOF Manager to
try to seek this information (with no guarantee of obtaining information that will be useful or
comparable). In addition, it is unlikely that a registered CPO or CTA would agree to abide by a
limitation on its commodity interest trading. The CFTC, on the other hand, will have complete
transparency with respect to Underlying Managers that are registered so there will be no
regulatory gap with respect to commodity interest trading by those managers.
b.

Non-Traditional Pools.

Securities issued by REITs, securitization vehicles, and BDCs are frequently purchased
in the public markets or in secondary market transactions, in each case where there is usually no
contact between the FOF Manager and the Underlying Manager. In these circumstances, a FOF
Manager will not have a relationship with the manager of the Non-Traditional Pool that would
allow the FOF Manager to request and obtain commodity interest trading information. Because
of the extreme difficulty in obtaining commodity interest trading information in these
circumstances, we believe that the Guidance should permit a FOF Manager to invest a certain
amount, specified in Subsection 2(c) below, without a look-through, in Non-Traditional Pools
that are commodity pools.

26

As stated above, for purposes of this recommendation, registration as a CTA would only be sufficient if the CTA
is managing a Sub-Advised Sleeve for the FOF Manager.
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As noted above, disclosure documents for these Non-Traditional Pools do not disclose
the specific extent of commodity interest trading in a manner that would permit a FOF Manager
to determine, at the time of investment, whether a Non-Traditional Pool satisfies the de minimis
limitations.27 If these disclosures are not required by regulation applicable to the NonTraditional Pool, a FOF Manager is unlikely to have the market clout to obtain an Underlying
Manager’s agreement to make disclosures or to abide by trading limitations voluntarily. And the
Underlying Manager has no obligation to update the offering documents for a Non-Traditional
Pool that is not making a continuous offering.
Any reporting by Non-Traditional Pools is primarily supplied through financial reports
with a significant lag between the end of the reporting period and the time the financial reports
are furnished to investors. This financial information is not sufficiently detailed to understand (i)
whether the instruments held at the end of a reporting period by a Non-Traditional Pool are
commodity interests for purposes of the CPO definition,28 (ii) the level of initial margin and
premiums on those instruments, and (iii) the notional value of such instruments.
Although the Division’s most recent letters on REITs, securitization vehicles, and BDCs
have concluded that these vehicles may be commodity pools in certain circumstances, a FOF
Manager may not be able to readily determine, by reviewing publicly available information,
whether or not a particular Non-Traditional Pool is a commodity pool.29 Moreover, the new
Division relief for REITs and securitization vehicles is focused on vehicles that happen to
comply or are structured to comply with certain provisions of U.S. law. FOF Managers may
have purchased, and may wish to continue to purchase, other REITs and securitization vehicles.
U.S. regulation should not inadvertently encourage a FOF Manager to select a particular product
based on a regulatory difference, when investment in another product might provide the FOF’s
investors with a superior investment return.
As a result of the above, it is very difficult for a FOF Manager to know the extent of
commodity interest trading by a Non-Traditional Pool such that the FOF Manager would be able
to comply with the guidance in Former Appendix A. Thus, if more flexible compliance methods
are not provided in the Guidance, the CFTC could cause a FOF Manager to register as a CPO
even if the aggregate direct and indirect use of commodity interests by the FOF is limited. The
FOF Manager may register because it has no way to demonstrate, using the methodologies

27

Operators of BDCs, when they claim the relief under CFTC No-Action Letter No. 12-40, are effectively
representing that they comply with either the 5% initial margin and premiums limitation or the 100% aggregate net
notional value limitation. We understand that these notices will be available on BASIC on the website of the
National Futures Association (“NFA”). However, operators of BDCs are not required to annually reaffirm their
eligibility as is required under CFTC Regulation 4.5.
28

When reviewing the financial statements of a Non-Traditional Pool (or any other entity for that matter), it is
particularly hard to distinguish swaps from security-based swaps, and whether a currency swap is a non-deliverable
forward.
29

See generally notes 14-16, supra, and accompanying text.
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permitted by Former Appendix A or the Guidance, that it is complying with the de minimis
limitations on a look-through basis.
c.

Amount of Permitted Investment.

Because of the lack of transparency discussed above, we suggest that the allowable
investment in Underlying Funds managed by registered CPOs and CTAs acting in a registered
capacity and Non-Traditional Pools (collectively, “Specified Underlying Funds”) should be
based on the amount of money invested by the FOF in these Specified Underlying Funds, rather
than on the level of commodity interest trading by the Specified Underlying Funds.
Accordingly, we respectfully request that a FOF Manager be deemed in compliance with
Regulation 4.5 or 4.13(a)(3) provided that no more than 50% of the FOF’s gross assets are
invested in Specified Underlying Funds, measured each time the FOF invests in a new Specified
Underlying Fund.30
We believe that this approach is generally consistent with Situation 5 of Former
Appendix A. The CFTC explained its adoption of Situation 5 in the Regulation 4.13(a)(3)
Adopting Release, indicating that an investor fund in this situation has exposure to the futures
markets that “may be said to be comparable to that of a stand-alone pool that meets the aggregate
net notional value test” in Regulation 4.13(a)(3).31 We also believe that only a limitation based
on the amount of the FOF’s assets invested in Specified Underlying Funds is practical and that
there should be no requirement that the FOF Manager seek to determine the level of commodity
interest trading by each Specified Underlying Fund.
While, with this approach, it is possible that a FOF’s indirect exposure to commodity
interests through Specified Underlying Funds could, in the aggregate, exceed the de minimis
limitations in Regulation 4.5 and Regulation 4.13(a)(3) at certain times and under certain market
conditions, this result would not raise significant policy concerns. First, if any Underlying
Manager is not complying with the de minimis limitations or another exemption or no-action
relief, it is presumably operating its Specified Underlying Fund as a registered CPO or CTA,
subject to the rules and regulations of the CFTC and the NFA. Second, under both Regulation
4.5 and Regulation 4.13(a)(3), a FOF Manager would still be prohibited from marketing its FOF
as a commodity pool or otherwise as a vehicle for trading in the commodity interest markets.
Third, as discussed above, we do not believe that requiring a FOF Manager to register in order to
provide FOF investors with more information about the Specified Underlying Funds will be
materially beneficial to FOF investors because most FOF investors do not find this level of
information to be useful in their decision-making process.32 Finally, without flexible Guidance,

30

If the FOF Manager engages in some direct trading of commodity interests, this direct trading should be analyzed
outside of the 50% gross assets test. See Recommendation 3.
31

32

See Regulation 4.13(a)(3) Adopting Release, supra note 4, at 47225.

Even if the FOF Manager registers as a CPO, many investors would not receive material additional information
about the Underlying Funds. For example, most operators of privately offered FOFs would be able to rely on
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the costs of pursuing and aggregating information about Specified Underlying Funds in the
specific circumstances described above could be substantial. And, we believe, the costs
associated with obtaining and regularly updating this information outweigh the marginal benefit
of capturing a potentially limited number of FOF Managers whose investments in Specified
Underlying Funds may in the aggregate cross the applicable thresholds.
3.

Clarify the Treatment of Direct Trading.

A FOF Manager should be permitted to treat direct trading in commodity interests as an
“Underlying Fund” for purposes of computing compliance with one of the de minimis
limitations. Accordingly, the FOF Manager should be able to rely on either the 5% initial margin
and premiums limitation or the 100% aggregate net notional value limitation for direct trading at
the FOF level. This is consistent with Situation 6 of Former Appendix A.33
As noted above, a FOF Manager should also have the option to aggregate direct
commodity interest trading with indirect commodity interest trading by Underlying Funds for
purposes of computing compliance with either of the de minimis limitations, which would be
consistent with Situation 4 of Former Appendix A.
4.

Clarify the Treatment of a Sub-Advised Sleeve Both as a Portion of a ”True” FOF and in
a “Multi-Manager” Fund.

A FOF Manager should be permitted to treat a Sub-Advised Sleeve as an “Underlying
Fund” for purposes of computing compliance with one of the de minimis limitations.
Consequently, if the Underlying Manager of a Sub-Advised Sleeve complies with either the 5%
initial margin and premiums limitation or the 100% aggregate net notional value limitation, the
FOF Manager should be able to rely on that compliance for purposes of its own compliance.
This is identical to Situation 2 of Former Appendix A if a Sub-Advised Sleeve were treated as an
investee fund.
If the FOF is a “multi-manager” fund (a FOF composed solely of Sub-Advised Sleeves),
this approach would permit the FOF Manager to rely on Regulation 4.5 or 4.13(a)(3) if some

Regulation 4.7(b), and therefore would not be required to make disclosures to FOF investors who are qualified
eligible purchasers about the Underlying Funds in which a FOF invests.
33

See Regulation 4.13(a)(3) Adopting Release, supra note 4, at 47225 (identifying, as a guiding principle for the
Commission’s adoption of Appendix A, that the relief afforded by Regulation 4.13(a)(3) should be available where
an investor fund engages in direct commodity interest trading in addition to its allocation of assets to investee funds,
provided the investor fund CPO treats the assets committed to direct trading as a separate pool with its own
liquidation value and applies the trading restrictions to that “separate pool”).
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Underlying Managers comply with the 5% initial margin and premiums limitation and others
comply with the 100% aggregate net notional value limitation.34
5.

Include a Reasonable Belief Standard with a Due Diligence Requirement.

Because a FOF Manager is relying on compliance by others, “reasonable belief” should
be the compliance standard in the Guidance for investment in Other Underlying Funds,35
assuming the FOF Manager makes reasonable efforts to obtain information about the Underlying
Managers of these Other Underlying Funds. This is similar to the standard in Letter 12-38.
Specifically, the Division should permit a FOF Manager to rely on Regulation 4.5 or
4.13(a)(3) with respect to its FOF’s investment in Other Underlying Funds if (i) the FOF
Manager reasonably believes that this portion of the FOF (the portion comprised of the FOF’s
investment in all of the Other Underlying Funds in the aggregate) falls within one of the de
minimis limitations in Regulation 4.5 or 4.13(a)(3) based on the information, if any, actually
available to the FOF Manager; (ii) the FOF Manager reasonably believes that each Other
Underlying Fund relies on either the 5% initial margin and premiums limitation or the 100%
aggregate net notional value limitation;36 or (iii) a combination of (i) and (ii). The FOF Manager
would need to make reasonable efforts to obtain information sufficient to establish its reasonable
belief. We do not believe that the Division should prescribe particular ways of performing this
due diligence (as availability of information may change over time) or penalize a FOF Manager
because it can only obtain information on a lagged basis or cannot obtain precise information.
Reliance on exemption or exclusion notices posted on the NFA website should, of course, be per
se sufficient.
6.

Permit Periodic Testing.

Given the substantial difficulty of obtaining commodity interest trading information from
Underlying Managers and the time lag in obtaining any such information, we recommend that
the Guidance permit a FOF Manager to test its compliance with the de minimis limitations with
respect to investments in Other Underlying Funds – that is, Underlying Funds that the FOF
Manager must “look through” in some way – initially when the FOF makes its initial
investments in Other Underlying Funds and then annually. We believe annual testing is
appropriate because Regulation 4.5 and 4.13(a)(3) notices are reaffirmed annually and audited
financial statements are provided annually. We recommend that FOF Managers confirm
34

Again, at its option, a FOF Manager should also be able to aggregate direct commodity interest trading with
indirect commodity interest trading by Underlying Funds that are organized as investment vehicles and/or as SubAdvised Sleeves for purposes of compliance with either of the de minimis limitations, which would be consistent
with Situation 4 of Former Appendix A.
35

The term “Other Underlying Funds” refers to both (a) direct investments by the FOF and (b) Underlying Funds
other than Specified Underlying Funds (as defined on page 12 of this letter). These are funds the FOF Manager
must “look through” in some way.

36

See Situation 2 of Former Appendix A.
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compliance with the de minimis limitations by May 31 of a year37 based on information available
as of the end of the prior year.
7.

Provide a Transition Period.

If a FOF Manager claims the exclusion in Regulation 4.5 or the exemption in Regulation
4.13(a)(3) and then subsequently determines (through the reaffirmation process or otherwise)
that it can no longer rely on the exclusion or the exemption, it should have a period of time to
register and come into compliance with the CFTC’s Part 4 rules. As noted above, it is difficult to
get Underlying Managers to agree to abide by trading limitations, particularly in the context of
Underlying Funds that do not adhere to the de minimis thresholds and publicly offered
Underlying Funds. Moreover, FOF Managers are generally reliant on publicly available
information to determine whether an Underlying Manager is relying on Regulation 4.5 or
4.13(a)(3), and there is a lag in the availability of that information to the FOF Manager.
Underlying Managers have 60 days to reaffirm exemptions/exclusions after December 31; thus,
in certain cases, the FOF Manager may not know if it has lost its exclusion/exemption until
March of the following year.
If one Underlying Manager is terminated and a new Underlying Manager is hired, that
can also affect de minimis limitation compliance at the FOF level. For policy reasons, FOF
Managers should not be subject to an increased regulatory burden because they determine that
they should redeem from an Underlying Fund or replace an Underlying Manager.
We recommend that a FOF Manager in this circumstance should, consistent with the time
frame in Letter 12-38, have six months to register (or, if already registered, to operate the FOF in
compliance with the CFTC’s Part 4 rules), measured from the time the FOF Manager first
learned that it is no longer in compliance with the Guidance. We also believe it would be
appropriate for such a FOF Manager to be required to promptly file a notice with the Division
indicating when the six month period has begun.
8.

Provide Relief for FOFs that Invest in Non-Redeemable Funds.

A FOF Manager that invests in a Non-Redeemable Fund (such as a private equity,
venture, real estate, credit, or similar fund) should not have to register as a CPO if the FOF
complies with the de minimis limitations based on the information available at the time the FOF
makes an investment in that Underlying Fund. In other words, subsequent changes in
commodity interest trading by the Underlying Manager of a Non-Redeemable Fund should not
cause the FOF Manager to have to register as a CPO if the FOF essentially is “locked into” that
fund because it cannot redeem.

37

We recommend May 31 as most private fund financial statements are distributed within 120 days of year end
(pursuant to Rule 206(4)-2 under the Advisers Act) and because it is after the 60 day period for reaffirmation of the
notices required by Regulations 4.5 and 4.13(a)(3).
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9.

Provide Relief for FOFs that Cannot Change Their Investments Once Formed.

UITs are structured so that, once the UIT invests in particular Underlying Funds or other
investments, those investments must remain the same for the stated term of the UIT unless the
UIT obtains an order from the SEC under Section 26(c) of the Investment Company Act.
Consequently, unless the UIT is permitted under Section 26(c) to substitute investments, the
sponsor of a UIT that is a FOF should be able to test compliance with the de minimis limitations
based on the information available at the time the UIT makes its investments; subsequent
changes in commodity interest trading by the Underlying Funds once purchased should not affect
whether or not the UIT sponsor must register as a CPO.38
*

*

*

*

*

The ICI and the IAA appreciate the Division’s consideration of this request. If you have
questions or require further information, please contact Karrie McMillan at 202/326-5815, Sarah
Bessin at 202/326-5835 or Rachel Graham at 202/326-5819 of the ICI, Karen Barr or Monique
Botkin at 202/293-4222 of the IAA, or Cary Meer at 202/778-9107 or Lawrence Patent at
202/778-9219 of K&L Gates LLP.
In addition, several of our FOF members would be happy to meet with members of the
Division either in person or via conference call so that they can further explain the difficulties of
obtaining information about Underlying Funds and the need for flexible and workable Guidance.
We are hopeful that we can schedule a meeting or call with you in the immediate future.
Sincerely,
/s/ Karrie McMillan
Karrie McMillan
General Counsel, Investment Company
Institute
/s/ Karen L. Barr
Karen L. Barr
General Counsel, Investment Adviser
Association
cc:

38

Amanda Olear, Special Counsel
Michael Ehrstein, Attorney-Advisor
Division of Swap Dealer and Intermediary Oversight

If a UIT substitutes an investment, it should just be required to test compliance by substituting the new investment
for the old investment.

February 6, 2013
VIA ELECTRONIC MAIL
Ms. Melissa Jurgens
Secretary
U.S. Commodity Futures Trading Commission
Three Lafayette Centre
Washington, DC 20581
Re:

Further Proposed Guidance Regarding Compliance With Certain Swap
Regulations (Cross Border), RIN 3038-AD85, 17 CFR Chapter 1

Dear Ms. Jurgens:
The Investment Adviser Association1 appreciates the opportunity to comment on the
Commodity Futures Trading Commission’s (“Commission” or “CFTC”) further proposed
guidance on the definition of “U.S. person” for purposes of determining the application of
provisions relating to swaps in Title VII of the Dodd-Frank Act to activities outside the
United States (“Further Proposed Guidance”).2 We applaud the Commission’s further
consideration of comments and continued consultation with U.S. and foreign regulators on the
cross-border application of swaps regulation. We also welcome the Commission’s evolving
approach to cross-border guidance as the Commission engages in its review and consultation.
We request, however, that the Commission further modify the definition of U.S. person in its
final cross-border guidance, as discussed below.
Initial Proposed U.S. Person Definition
Under Section 2(i) of the Commodity Exchange Act (“CEA”), the swaps provisions of
the CEA that were added by the Dodd-Frank Act 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.”3 The Commission initially published for comment
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 550 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

Further Proposed Guidance Regarding Compliance with Certain Swap Regulations, 78 Fed. Reg. 909 (Jan. 7,
2013), available at http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2012-31734a.pdf.

3

Section 2(i) of the CEA states, “[t]he provisions of this chapter [1 relating to commodities exchanges] relating
to swaps that were enacted by the [Dodd-Frank Act] (including any rule prescribed or regulation promulgated
under that Act), shall not apply to activities outside the United States unless those activities — (1) have a direct
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U.S. Commodity Futures Trading Commission
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a proposed order on July 12, 2012 that would grant market participants temporary conditional
relief from certain provisions of the Dodd-Frank Act and also proposed for comment its
interpretive guidance and policy statement (“Proposed Guidance”) regarding the cross-border
application of the swap provisions of the CEA and the definition of “U.S. person” for
purposes of implementing Section 2(i) of the CEA.4
In the Proposed Guidance, the Commission stated that it proposed to interpret the term
“U.S. person” by reference to the extent to which swap activities or transactions involving one
or more such person have the relevant effect on U.S. commerce. Specifically, the
Commission stated that the term “U.S. person” “can be helpful” in determining the level of
U.S. interest for purposes of analyzing and applying principles of international comity when
considering the extent to which U.S. transaction-level requirements should apply to swap
transactions.5 In September 2012, the IAA urged the Commission to narrow its proposed
definition of “U.S. person” and exclude certain non-U.S. funds because the proposed
definition would capture non-U.S. entities with little nexus to the U.S. or to the U.S. swaps
markets.6
Further Proposed U.S. Person Definition
On January 7, 2013, the Commission adopted temporary exemptive relief under an
order (“Order”) that provides that a non-U.S. person that registers as a swap dealer (“SD”) or
major swap participant (“MSP”) may delay compliance with certain entity-level requirements
of the CEA and CFTC regulations thereunder, and non-U.S. SDs and MSPs may delay
compliance with certain transaction-level requirements of the CEA and CFTC regulations
thereunder, both until July 12, 2013.7 For purposes of the Order, the CFTC adopted a
and significant connection with activities in, or effect on, commerce of the United States; or (2) contravene such
rules or regulations as the Commission may prescribe or promulgate as are necessary or appropriate to prevent
the evasion of any provision of this chapter that was enacted by the [Dodd-Frank Act].”
4

See Exemptive Order Regarding Compliance With Certain Swap Regulations, 77 Fed. Reg. 41110 (Jul. 12,
2012), available at http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2012-16498a.pdf;
Cross Border Application of Certain Swaps Provisions of the Commodity Exchange Act, 77 Fed. Reg. 41214
(Jul. 12, 2012), available at http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/201216496a.pdf.
5

See Proposed Guidance, 77 Fed. Reg. at 41218.

6

See Letter from Monique S. Botkin, Assistant General Counsel, Investment Adviser Association, to Mr. David
A. Stawick, Secretary, CFTC re: Cross-Border Application of Certain Swaps Provisions of the Commodity
Exchange Act, RIN 3038-AD57, 17 CFR Chapter 1 (Sept. 6, 2012) (“September 2012 IAA comment letter”),
available on the IAA’s website at:
https://www.investmentadviser.org/eweb/docs/Publications_News/Comments_and_Statements/Current_Comme
nts_Statements/120906cmnt.pdf.
7

Final Exemptive Order Regarding Compliance With Certain Swap Regulations, 78 Fed. Reg. 858 (Jan. 7,
2013), available at http://www.cftc.gov/ucm/groups/public/@lrfederalregister/documents/file/2012-31736a.pdf.
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temporary definition of “U.S. person,” but noted that it was not yet adopting a final definition
of “U.S. person” for purposes of its cross-border guidance. Under the Order, the Commission
defined “U.S. person” similarly, but not identically, to the definition of “U.S. person” in the
CFTC staff’s October 12, 2012 No-Action Letter regarding SD and MSP compliance.8
At the same time the CFTC adopted the Order, it published for comment the Further
Proposed Guidance regarding alternatives to two previously proposed categories of “U.S.
persons” for which swaps provisions in Title VII of the Dodd-Frank Act would apply to swap
transactions outside the United States, where one or both of the counterparties to the swap are
“U.S. persons.” In particular, the Commission proposes alternative prong (ii)(B) relating to
U.S. owners responsible for the liabilities of non-U.S. entities9 and alternative prong (iv)
addressing pools and funds majority-owned by U.S. persons. We comment here only with
respect to alternative prong (iv).
Proposed Alternative Prong (iv)
The Commission’s proposed alternative prong (iv) would include as a “U.S. person:”
“(iv) [a] commodity pool, pooled account, investment fund, or other collective investment
vehicle that is not described in prong (ii) and that is directly or indirectly majority-owned by
one or more persons described in prong (i) or (ii), except any commodity pool, pooled
account, investment fund, or other collective investment vehicle that is publicly-traded but not
offered, directly or indirectly, to U.S. persons.” This definition, the Commission noted, “is
intended to capture collective investment vehicles that are created for the purpose of pooling
assets from U.S. investors and channeling these assets to trade or invest in line with the

8

CFTC No-Action Letter 12-22, Time-Limited No-Action Relief: Swaps Only With Certain Persons to be
Included in Calculation of Aggregate Gross Notional Amount for Purposes of Swap Dealer De Minimis
Exception and Calculation of Whether a Person is a Major Swap Participant, (Oct. 12, 2012), available at:
http://www.cftc.gov/ucm/groups/public/@lrlettergeneral/documents/letter/12-22.pdf (the CFTC Division of
Swap Dealer and Intermediary Oversight stated it will not recommend that the Commission take enforcement
action against certain foreign entities for failure to include a swap executed prior to the earlier of December 31,
2012, or the effective date of a definition of “U.S. person” in a final exemptive order, in its calculations required
under the SD and MSP definitions, so long as the counterparty to such swap does not fall within certain
enumerated categories. The no-action letter also provided similar relief concerning certain swap transactions by
certain foreign entities when the counterparty is a foreign branch of a person that falls within one of the
enumerated categories and that intends to register as a SD.)
9

Alternative prong (ii) would read: “(ii) A 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 a state or other jurisdiction in the United
States or having its principal place of business in the United States or (B) directly or indirectly majority-owned
by one or more persons described in prong (i) or (ii)(A) and in which such person(s) bears unlimited
responsibility for the obligations and liabilities of the legal entity (other than a limited liability company or
limited liability partnership where partners have limited liability).”
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objectives of U.S. investors, regardless of the place of the vehicle’s organization or
incorporation.”10
While we understand the Commission’s intent in formulating the proposal, we remain
concerned that proposed prong (iv) of the definition of “U.S. person” goes beyond both the
Commission’s intent and the jurisdictional nexus set forth in the Dodd-Frank Act. Proposed
prong (iv)’s focus on majority ownership (direct or indirect) would capture non-U.S. funds
that are not created for the purpose of pooling U.S. assets and would include non-U.S. entities
with little nexus to the U.S. or U.S. swaps markets or impact upon U.S. commerce or the U.S.
financial system. An ownership test would focus on the activities of investors rather than the
purposeful activities of the fund. A non-U.S. fund may have U.S. investors without engaging
in marketing or offering to U.S. persons. Indeed, non-U.S. funds may not be aware that there
are U.S. investors in their funds.11 Many non-U.S. funds do not know their direct or indirect
owners because such interests may be purchased through an intermediary or may be held in
omnibus accounts. If fund shares are held through an intermediary or in an omnibus account,
the intermediary or omnibus account holder may or may not be willing or able to provide
representations regarding the status of the ultimate beneficial owners. Such third parties may
also face additional layers that they would have to look through. Similarly, it would be very
difficult to determine ultimate “indirect” ownership in a number of fund structures (e.g., fund
of funds). Further, ownership in a fund alone does not necessarily indicate that the non-U.S.
fund has a “direct and significant” connection with U.S. commerce, as required by Section
2(i) of the CEA.
Instead of the proposed prong (iv) approach, we recommend the Commission consider
defining the term “U.S. person” with regard to non-U.S. funds using concepts found in
Regulation S under the Securities Act of 1933, as amended (“Securities Act”). In particular,
Regulation S provides that Section 5 of the Securities Act does not apply to offers or sales of
securities that “occur outside the United States.” The SEC has defined and interpreted the
concept of an offshore transaction and “U.S. person” under Regulation S as it applies to
securities laws with certainty over the years. Non-U.S. funds have been 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 Securities Act. We understand that these firms and funds already have
systems in place to identify non-U.S. persons under Regulation S. In addition, we believe
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. Therefore, they should not be subject to CFTC
rules in addition to the rules of their home jurisdiction.
10

11

Further Proposed Guidance, 78 Fed. Reg. at 913.

While we appreciate the Commission’s proposal to add an exception for publicly-traded funds to address
commenters’ concerns regarding ownership verification, other types of funds face ownership verification
obstacles.
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If the Commission does not modify its approach to this prong, we urge the
Commission to clarify and expand the provision related to publicly-traded funds. First, the
phrase “publicly-traded” in prong (iv) should be expanded to “publicly-traded or offered.”
We believe this more accurately reflects the types of non-U.S. funds that have little to no
nexus to the U.S. or U.S. swaps markets. For instance, open-end non-U.S. funds may not be
publicly traded but rather publicly offered continuously for purchase with an updated offering
document. Second, the clause “not offered, directly or indirectly, to U.S. persons” should be
clarified to better reflect the concept of intent. For example, the clause should not be
interpreted to assume that simply because a U.S. person is an investor in a fund that the fund
must have indirectly offered the fund to U.S. persons. As long as a fund has reasonable
procedures in place to prevent offerings to U.S. persons, the fund should not be considered a
U.S. person. This is consistent with the purpose of including “indirectly” in the provision,
which is to prevent firms from avoiding rules by deliberately doing indirectly what they are
prohibited from doing directly.
Initial Proposed Prong (v)
Finally, it is not clear whether the Commission has removed prong (v) of the definition
of “U.S. person” that appeared in the Proposed Guidance. Prong (v) provided that any
commodity pool, pooled account, or collective investment vehicle the operator of which
“would be required to register” as a commodity pool operator is a U.S. person. As noted in
our September 2012 IAA comment letter, we had a number of concerns with this proposal.12
Further, we understand that the goals of prong (v) would be covered by proposed prong (iv).
Accordingly, if the Commission has removed prong (v), we strongly support that
determination. If not, we urge the Commission to remove this prong in its final further
guidance.
*

12

*

*

*

Our letter observed that the CFTC would be capturing many non-U.S. pooled vehicles managed by registered
CPOs. These non-U.S. pooled vehicles have no direct and significant connection with activities in, or effect on,
commerce of the United States. We further commented that 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.
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The IAA appreciates the Commission’s consideration of our comments on the Further
Proposed Guidance defining which funds should be considered “U.S. persons” for purposes of
the CEA’s swaps regulation. We encourage the Commission to continue to coordinate with
the SEC and foreign regulators in developing cross border guidance. Please 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
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
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November 10, 2010

VIA ELE CTRONIC MAIL
The Honorable Mary L. Schapiro
Chairman
Securities and Exchange Commission
100 F St., NE
Washington, DC 20549
Re: Request for Commission action re C USIP identifiers
Dear Chairman Schapiro,
The Bond Dealers of America (BDA)1 the Investment Adviser Association (IAA)2 and
Government Finance Officers Association of the United States and Canada (GFOA)3 are writing

1

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

2

The IAA is a not-for profit association that represents the interests of SEC-registered investment adviser firms.
&,%!%
+  1*$$)* !'&%*!*+*&'')&/!$+#0 !)$*+ +&##+!-#0$%!%/**&
$9 trillion for a wide variety of individual and institutional investors, including pension plans, trusts, investment
companies, endowments, foundations, and corporations. For more information, please visit our web site:
www.investmentadviser.org.

3

GFOA is a professional association of government finance offices in Chicago IL with approximately 17,500
members. GFOA is a not-for profit association whose purpose is to enhance and promote the professional
management of governments. For more information, visit www.gfoa.org.
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to highlight our concerns with respect to the collection of use fees for CUSIP standard
identifiers.4
C USIP identifiers and L icensing Fee Practices
CUSIP identifiers are assigned to new securities issues by the CUSIP Service Bureau
. ! !*&')+0+%)&&)1*5 For years, market participants
(including bond dealers and investment advisers) have used CUSIP identifiers as standard
practice without requirement that they should pay anything for the use of such numbers supplied
on confirmations, account statements, electronic data sources, and the like. In the last few years,
however, S&P has begun contacting investment advisers, bond dealers, and representatives of
many financial institutions seeking to collect significant licensing fees for the use of CUSIP
identifiers regardless of the source or use of such numbers. S&P evidently takes the position that
-%,*!%!%+!!)*!%!)$1*!%+)%#+**)-***!*&))(,*+&)
licensing fees. Licensing fees appear to range from approximately $10,000 per year for an
institutional user to hundreds of thousands of dollars per year for unlimited global licenses.
Until recently, market participants used CUSIP identifiers without fear of financial
penalty. In fact, numerous SEC regulations require the use of CUSIP identifiers for various
purposes.6 Where the use of a CUSIP identifier is mandated in regulations of the SEC, selfregulatory organizations, or clearing and settlement utilities, it is inappropriate for S&P to
require payments (particularly given the history of widespread use in the marketplace) and it
creates an unlevel playing field for potential competitors or service providers.
The SEC has many sources of jurisdiction over CUISP identifiers through SEC rules and
their use by various SEC-regulated market participants, including underwriters, broker-dealers,
investment advisers, investors, asset managers, and bond counsel. CUSIP identifiers help ensure
accurate details of a securities transaction at the time of a trade. Since 1979, MSRB rules have
required CUSIP identifiers to be included by a broker, dealer, or municipal securities dealer in
written trade confirmations provided to investors. CUSIP identifiers:

Are routinely included in the final official statement used in connection
with the offering and sale of municipal bonds.

4

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

See for exa mple, SEC rule for Investment Adviser Codes of Ethics, Rule 204A-1; Schedule 13D; Schedule 13F;
and SEC definitional rule 17Ad-19a5.
6

2
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Provide the means of more precisely finding information filed with
1* *0*+$0%!**,),%).)!+)!%-*+&)&)&+ )$)"+')+!!'%+*
in connection with a continuing disclosure obligation or to incorporate by reference in a
municipal disclosure document.

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

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

3
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International Developments
S&P and the CSB have been taking similar actions in Europe. In January 2009, the
European Comm!**!&%&'%&)$#')&!%*!%*+))!%1*%1*
practices with respect to licensing fees for CUSIPs. In November 2009, the European
Commission issued a formal Statement of Objections to S&P outlining the European
&$$!**!&%1*')#!$inary view that S&P is abusing its dominant position regarding CUSIPs by
requiring financial institutions and information service providers to pay unfair licensing fees for
+ ,*&*,)!+!*!%+!!)*!%+ !)$*1&.%+** ,)&'%&$$!*sion found
that other securities identification providers either do not charge fees at all or, if they do, they do
so only on the basis of distribution costs as opposed to usage.
The European Commission, in its Statement of Objections to S&P, found that S&P does
not incur any costs for the distribution of its security identifiers to financial institutions. The
,)&'%&$$!**!&% *$')#!$!%)0!%!%+ +1*')+!*),*!-%$0
prohibit the CSB from collecting unreasonable licensing fees in Europe. A copy of the European
Commission Statement of Objections is attached. We understand that the European Commission
has its final decision on hold, but is expected to issue the opinion sometime over the next several
months.
Conclusion
We respectfully request the Commission to follow the example of the European
Commission in examining this situation. We believe the SEC should study the use of these
CUSIP identifiers and their financial and logistic impact on dealers, investment advisers,
investors, and the securities markets in the United States with a view to possible rulemaking
initiatives to reduce burdens on the securities markets and their participants. We urge the
Commission to consider whether it may limit or prohibit the CSB and S&P from requiring
licensing fees from market participants, particularly in situations where the use of a CUSIP
identifier is mandated in the regulations of the SEC or self-regulatory organizations, or clearing
and settlement utilities, or where such payments are inappropriate given the historic development
and widespread usage of CUSIP identifiers. In addition, the SEC should consider eliminating
any unnecessary mandatory use of CUSIP identifiers in its own regulations, financial reporting,
or other uses that might be required by the SEC or entities it oversees such as self regulatory
organizations, exchanges, or clearing and settlement utilities. Finally, the Commission may wish
to examine whether reasonable and appropriate alternative mechanisms exist in lieu of requiring
CUSIP identifiers.

4
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Thank you for considering these important issues and please contact us if we may provide
additional information or assistance.
Sincerely,

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

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

202.509.9669
mnicholas@bdamerica.org

202.293.4222
david.tittsworth@investme
ntadivser.org

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

____________________________________________________________________________
Enclosures:

Cc:

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

The Honorable Kathleen L. Casey, Commissioner
The Honorable Elisse B. Walter, Commissioner
The Honorable Luis A. Aguilar, Commissioner
The Honorable Troy A. Paredes, Commissioner
Mr. Robert Cook, Director, Division of Trading and Markets
Mr. Andrew J. Donohue, Director, Division of Investment Management
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European Commission Requires S&P to Lower Fees in Europe
The Settlement. On December 21, 2011, the European Commission (EC) made final its public
version of an EC antitrust decision ordering Standard and Poor’s (S&P) to make binding its
commitment to abolish fees for indirect use of US International Securities Identification
Numbers (ISINs) in the European Economic Area (EEA)(European Union plus Iceland,
Liechtenstein, and Norway). S&P proposed these terms to settle EC antitrust actions brought
against S&P. ISINs include the core CUSIP numbers for US securities. The EC concluded that
the settlement is a suitable solution to the EU’s competition concerns. See The EC Release (Nov.
15, 2011) with links to the EU Order, available at
http://europa.eu/rapid/pressReleasesAction.do?reference=IP/11/1354&format=HTML&aged=0&
language=EN&guiLanguage=en.
Terms of Settlement. S&P will no longer charge indirect users of the ISIN numbers in the EEA.
Users receiving direct access to the numbers separately will be limited to paying S&P $15,000
per year over the next five years (inflation adjusted). S&P clients with current contracts in
Europe are entitled to an early termination of their contracts. However, users will be prohibited
from extracting the numerically similar CUSIPs, on which US ISINs are based, from the US
ISIN data and from redistributing in bulk US ISINs to companies other than affiliates located
within the EEA. S&P will implement its commitments within five months after notification of
the EU decision by telling the Commission the precise implementation date and submitting
yearly reports on the implementation for the five-year period of the agreement.
The Charges. In January 2009, the EC opened formal proceedings against S&P regarding S&P’s
practices as to licensing fees for ISINs including CUSIPs. In November 2009, the EC issued a
formal Statement of Objections to S&P outlining the EC’s preliminary view that S&P is abusing
its dominant position regarding CUSIPs by requiring financial institutions and information
service providers to pay unfair licensing fees for the use of securities identifiers in the firms’ own
databases. The EC found that other securities identification providers either do not charge fees at
all or, if they do, they do so only on the basis of distribution costs as opposed to usage.
The EC, in its Statement of Objections to S&P, found that S&P does not incur any costs for the
distribution of its security identifiers to financial institutions. The EC made a preliminary
finding that S&P’s practices are abusive. After discussions with S&P, the EC on May 14, 2011
issued an official notice implementing a new competition policy for the EEA. The Commission
published for comment proposed commitments of S&P to lower fees. By June 14, 2011, the
Commission received and considered comments concerning the alleged overcharging for the use
of ISINs issued in the United States and used in the EEA. The final EC order is now effective by
consent.

January 25, 2013

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: Compliance with Registration Requirements Under Amended Regulations
4.5 and 4.13(a)(3)
Dear Mr. Barnett:
The Investment Company Institute,1 the Investment Adviser Association,2 the Managed
Funds Association,3 and the Asset Management Group of the Securities Industry and Financial
1

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 $13.9 trillion and serve
over 90 million shareholders. As a result of the CFTC’s recent amendments to Regulation 4.5, many registered
investment advisers that advise registered investment companies must register as commodity pool operators.
Although ICI has judicially challenged amended Regulation 4.5, see Complaint, Investment Company Institute, et
al. v. CFTC, Case No. 1:12-cv-00612 (D.D.C. Apr. 17, 2012), it is committed to assisting its members’ efforts to
comply with the amended regulation.
2

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. 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 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
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Markets Association4 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 relief to permit sponsors of registered investment companies
(“registered funds”) and privately offered investment funds (“private funds,” together with
registered funds, “funds”) to net certain uncleared swaps held by a fund when applying the net
notional test in amended Regulation 4.5 or 4.13(a)(3), as applicable.5 As discussed briefly
below, we believe that such relief would be consistent with the intent of these regulations (i.e., to
limit use of commodity interests by funds operated by persons excluded from the definition of
commodity pool operator (“CPO”) or exempt from CPO registration) without thwarting the
policy goals underlying the regulations.
To rely on amended Regulation 4.5 or 4.13(a)(3), a fund must satisfy one of two trading
thresholds. One of those thresholds, known as the net notional test, requires that the aggregate
net notional value of the fund’s commodity interest positions, determined at the time the most
recent position was established, does not exceed 100 percent of the liquidation value of the
fund’s portfolio, after taking into account unrealized profits and unrealized losses on any such
positions it has entered into.6 Each regulation, along with the existing staff guidance,7 permits
netting of (1) futures contracts and options with the same underlying commodity across
designated contract markets and foreign boards of trade and (2) swaps cleared on the same
derivatives clearing organization where appropriate. Neither regulation, however, explicitly
permits the netting of uncleared swaps.
We respectfully request that the DSIO grant relief that would permit a fund to net
uncleared swaps for purposes of the net notional test provided that (1) the termination dates of
the offsetting swaps are the same and (2) the reference asset or rate for the offsetting swaps is the

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.
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.

5

Commodity Pool Operators and Commodity Trading Advisors: Compliance Obligations, 77 Fed. Reg. 11252 (Feb.
24, 2012) (“Adopting Release”); correction notice published at 77 Fed. Reg. 17328 (Mar. 26, 2012).

6

Amended Regulation 4.5 permits the operator of a registered fund to exclude bona fide hedging positions (within
the meaning and intent of Regulations 1.3(z)(1) and 151.5), but Regulation 4.13(a)(3) does not.

7

See Division of Swap Dealer and Intermediary Oversight Responds to Frequently Asked Questions – CPO/CTA:
Amendments to Compliance Obligations (August 14, 2012, as amended) (answer to question 3 under the heading
“Trading Limits”).
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same. Such netting should be permitted regardless of whether the counterparties to the offsetting
swaps are identical as the purpose of the de minimis limitations is to limit commodity interest
exposure.8 We also request that the relief make clear that, if the notional amounts of the
offsetting swaps are not the same, the amount netted should be equal to the smaller of the two
notional amounts. In these circumstances, the offsetting swaps serve to reduce the fund’s
exposure to commodity interests, which is fully consistent with the purpose of the trading
thresholds in Regulations 4.5 and 4.13(a)(3).
Without the requested relief, both the long exposure and the short exposure on offsetting
swaps would have to be counted for purposes of the net notional test. This would overstate the
fund’s actual exposure to the underlying commodity interests.9 We recognize that a fund could
terminate the swap to avoid this overcounting. We have learned from our members, however,
that this approach would cause two additional problems, which ultimately would increase costs
for or otherwise disadvantage fund investors.
First, terminating the swap is likely to be more costly than entering into an offsetting
position. In this case, an existing counterparty would charge a termination fee that could be
greater than the cost of entering into an offsetting transaction with the same or a different
counterparty. As a result, the fund is likely to receive less favorable execution than if it were
able to consider terms for an offsetting position from multiple counterparties. The regulations
should not create an incentive for a fund to deal with only one (and perhaps a more expensive)
counterparty solely because of regulatory benefits from dealing with that counterparty over
others.
Second, terminating the swap would cause the fund to realize gain or loss for tax
purposes earlier than would be required if an offsetting swap is entered into. In addition, except
to the extent the straddle rules apply, it may cause a fund to realize short term gain rather than
long term gain (which is currently taxed at a lower rate), which would reduce the returns for fund
investors.

8

See Adopting Release, supra note 5, at 11256 (noting that the purpose of the trading limitations is to limit a fund’s
exposure to commodity interests).

9

By way of illustration, assume a fund has a long uncleared swap with a termination date of March 31, 2013 with
counterparty A. The fund manager wants to roll over that swap, so the manager obtains competitive bids and
determines it would be in the best interests of the fund to roll the swap forward with counterparty B instead of
counterparty A. To accomplish this, the manager could enter into a short uncleared swap on the same reference
asset or rate with the same termination date (March 31, 2013) with counterparty B, and also enter into a new long
swap on the same reference asset or rate with a later termination date also with counterparty B. In such
circumstances, until the first termination date (March 31, 2013 in this example) has passed, the manager may need to
count all three swaps in calculating the fund’s compliance with the net notional test in Regulations 4.5 and
4.13(a)(3), thus overstating the fund’s actual exposure to the reference rate or asset. When the manager enters into
the offsetting swap and the new swap with counterparty B, it reduces the spread that counterparty B charges for the
positions and therefore gives the fund a better overall execution price for the rollover than if the manager had
entered into the offsetting swap with counterparty A and the new swap with counterparty B.
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For the reasons discussed in this letter, we believe it would be appropriate for the DSIO
to allow the operator of a fund to net its uncleared swaps as outlined above when calculating the
net notional test under amended Regulation 4.5 or 4.13(a)(3), as applicable.
*

*

*

*

*

We appreciate the Division’s prompt consideration of this request. If you have questions
or require further information, please contact ICI (Karrie McMillan at 202/326-5815, Sarah A.
Bessin at 202/326-5835 or Rachel H. Graham at 202/326-5819), IAA (Karen L. Barr at 202/2934222), MFA (Stuart Kaswell or Jennifer Han at 202/730-2600), 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/ Stuart J. Kaswell
Stuart J. Kaswell
Executive Vice President & Managing Director,
General Counsel
Managed Funds Association
/s/ Timothy W. Cameron
Timothy W. Cameron
Managing Director, Asset Management Group
Securities Industry and Financial Market
Association

cc:

Amanda Olear, Special Counsel
Michael W. Ehrstein, Attorney – Advisor
Division of Swap Dealer & Intermediary Oversight, CFTC

